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Preface

How to Use This Book: From the Authors to the Students
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So How Does This Book Work? What Makes It Special?
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Chapter 1

Why Is Financial Accounting Important?

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe introduces the course objectives andChapter 1 "Why Is Financial Accounting Important?".

�

http://app.wistia.com/embed/medias/501dc1ae50


1.1 Making Good Financial Decisions about an Organization

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?@CH?�[@CH;H=C;F�;==IOHNCHA\
� 2H>?LMN;H>�NB?�=IHH?=NCIH�<?NQ??H�@CH;H=C;F�;==IOHNCHA�;H>�NB?

=IGGOHC=;NCIH�I@�CH@ILG;NCIH
� "RJF;CH�NB?�CGJILN;H=?�I@�F?;LHCHA�NI�OH>?LMN;H>�@CH;H=C;F�;==IOHNCHA
� )CMN�>?=CMCIHM�NB;N�;H�CH>CPC>O;F�GCABN�G;E?�;<ION�;H�ILA;HCT;NCIH
� !C@@?L?HNC;N?�<?NQ??H�@CH;H=C;F�;==IOHNCHA�;H>�G;H;A?LC;F�;==IOHNCHA
� -LIPC>?�L?;MIHM�@IL�CH>CPC>O;FM�NI�<?�CHN?L?MN?>�CH�NB?�@CH;H=C;F

;==IOHNCHA�CH@ILG;NCIH�MOJJFC?>�<S�NB?CL�?GJFIS?LM

Question: This textbook professes to be an introduction to financial accounting. A logical
place to begin such an exploration is to ask the obvious question� What is financial
accounting?

�HMQ?L��&H�MCGJF?MN�N?LGM�financial accounting � CM�NB?�=IGGOHC=;NCIH�I@
CH@ILG;NCIH�;<ION�;�<OMCH?MM�IL�INB?L�NSJ?�I@�ILA;HCT;NCIH��MO=B�;M�;�=B;LCNS�IL
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ILA;HCT;NCIH���L?JILNM�CH@ILG;NCIH�<;M?>�IH�NB?�JLCH=CJF?M�I@�@CH;H=C;F�;==IOHNCHA
��CH>CPC>O;F�;MM?MM?M�@CH;H=C;F�B?;FNB

Question� Every semester� most college students are enrolled in several courses as well as
participate in numerous outside activities All of these compete for the hours in each
personÕs day Why should a student invest valuable time to learn the principles of financial
accounting?Why should anyone be concerned with the information communicated about an
organization?More concisely� what makes financial accounting important?

�HMQ?L��*;HS�JIMMC<F?�<?H?@CNM�=;H�<?�A;CH?>�@LIG�;=KOCLCHA�;�MNLIHA�EHIQF?>A?�I@
@CH;H=C;F�;==IOHNCHA�;H>�NB?�G?;HM�<S�QBC=B�CH@ILG;NCIH�CM�=IGGOHC=;N?>�;<ION
;H�ILA;HCT;NCIH�&H�NBCM�<IIE��DOMNC@C=;NCIH�@IL�NB?�M?LCIOM�MNO>S�NB;N�CM�L?KOCL?>�NI
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>?=CMCIHM�=;H�<?�=LCNC=;FFS�CGJILN;HN�4B?NB?L�;H�ILA;HCT;NCIH�CM�;M�ACA;HNC=�;M�4;F�
*;LN�IL�;M�NCHS�;M�;�FI=;F�=IHP?HC?H=?�MNIL?��;�J?LMIH�=IOF>�B;P?�G;HS��P;LC?>
L?;MIHM�@IL�G;ECHA�;H�;MM?MMG?HN��M�DOMN�;�MCHAF?�?R;GJF?��;�L?=?HN�=IFF?A?
AL;>O;N?�FIIECHA�;N�@OFF�NCG?�?GJFISG?HN�IJJILNOHCNC?M�GCABN�Q;HN�NI�>?N?LGCH?
NB?�JLI<;<CFCNS�NB;N� IGJ;HS���QCFF�B;P?�;�<LCABN?L�?=IHIGC=�@ONOL?�NB;H� IGJ;HS
���FNBIOAB�MO=B�>?=CMCIHM�=;H�H?P?L�<?�=ILL?=N�����J?L=?HN�I@�NB?�NCG?��EHIQF?>A?
I@�@CH;H=C;F�;==IOHNCHA�;H>�NB?�CH@ILG;NCIH�<?CHA�=IGGOHC=;N?>�AL?;NFS�CH=L?;M?M
NB?�FCE?FCBII>�I@�MO==?MM��M�(I@C��HH;H��@ILG?L�M?=L?N;LS�A?H?L;F�I@�NB?�2HCN?>
+;NCIHM��B;M�M;C>��[(HIQF?>A?�CM�JIQ?L�&H@ILG;NCIH�CM�FC<?L;NCHA\0??
BNNJ���QQQ>??JMES=IG�UG;>G;AC=�EI@CBNGF
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Question: Knowledge of financial accounting assists individuals in making informed
decisions about businesses and other organizations. What kinds of evaluations are typically
made? For example, assume that a former studentÑone who recently graduated from
collegeÑhas been assigned the task of analyzing financial data provided by Company C
What real-life decisions could a person be facing where an understanding of financial
accounting is beneficial?

�HMQ?L��1B?�HOG<?L�I@�JIMMC<F?�DO>AG?HNM�NB;N�;H�CH>CPC>O;F�GCABN�H??>�NI�G;E?
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>?=CMCIHM�>?;F�QCNB�=OLL?HN�@CH;H=C;F�B?;FNB�;H>�NB?�JLIMJ?=NM�@IL�@ONOL?�MO==?MM�&H
G;ECHA�;MM?MMG?HNM�I@�;P;CF;<F?�>;N;��;�QILECHA�EHIQF?>A?�I@�@CH;H=C;F�;==IOHNCHA
CM�CHP;FO;<F?�1B?�GIL?�CH�>?JNB�NB?�OH>?LMN;H>CHA�CM�I@�NBIM?�JLCH=CJF?M��NB?�GIL?
FCE?FS�NB?�J?LMIH�QCFF�<?�;<F?�NI�OM?�NB?�;P;CF;<F?�CH@ILG;NCIH�NI�;LLCP?�;N�NB?�<?MN
JIMMC<F?�=BIC=?� IGGIH�?R;GJF?M�CH=FO>?�NB?�@IFFIQCHA�

W1B?�=IFF?A?�AL;>O;N?�GCABN�<?�?GJFIS?>�<S�;�<;HE�NI�QILE�CH�CNM
=ILJIL;N?�F?H>CHA�>?J;LNG?HN� IGJ;HS� �CM�;�FI=;F�<OMCH?MM�NB;N�B;M
;JJFC?>�NI�NB?�<;HE�@IL�;�F;LA?�FI;H�1B?�AL;>O;N?�B;M�<??H�;ME?>�<S
<;HE�G;H;A?G?HN�NI�JL?J;L?�;H�;MM?MMG?HN�I@� IGJ;HS� �NI
>?N?LGCH?�C@�CN�CM�FCE?FS�NI�<?�@CH;H=C;FFS�B?;FNBS�CH�NB?�@ONOL?�MI�NB;N�CN
QCFF�<?�;<F?�NI�L?J;S�NB?�GIH?S�QB?H�>O?���=ILL?=N�>?=CMCIH�NI�F?H>
NB?�GIH?S�?P?HNO;FFS�?;LHM�NB?�<;HE�JLI@CN�<?=;OM?� IGJ;HS� ��NB?
>?<NIL	�QCFF�<?�L?KOCL?>�NI�J;S�;H�?RNL;�;GIOHN��EHIQH�;Minterest � 	
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CH@ILG;NCIH�=IOF>�F?;>�NI�;�MO<MN;HNC;F�FIMM�C@�NB?�FI;H�CM�AL;HN?>�;H>
 IGJ;HS� �CM�OH;<F?�NI�@OF@CFF�CNM�I<FCA;NCIH��;HE�I@@C=C;FM�GOMN�Q?CAB
NB?�JIN?HNC;F�@IL�JLI@CN�;A;CHMN�NB?�LCME�I@�FIMM�1B;N�CM�;�>;CFS�=B;FF?HA?
CH�PCLNO;FFS�;FF�<OMCH?MM?M�1B?�@ILG?L�MNO>?HN^M�=;L??L�QCNB�NB?�<;HE
GCABN�>?J?H>�IH�NB?�;<CFCNS�NI�;H;FST?�@CH;H=C;F�;==IOHNCHA�>;N;�;H>
NB?H�G;E?�;JJLIJLC;N?�=BIC=?M�;<ION�NB?�;=NCIHM�NI�<?�N;E?H�0BIOF>�;
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IONF?N�@IL�CNM�G?L=B;H>CM?�-LI@CNM�QCFF�FCE?FS�CH=L?;M?�2H@ILNOH;N?FS�
;HINB?L�JIMMC<CFCNS�;FMI�?RCMNM� IGJ;HS� �=IOF>�G;E?�?RJ?HMCP?
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JLIPC>?M�@CH;H=C;F�;>PC=?�NI�CNM�=FC?HNM�1B?�@CLG�CM�JL?M?HNFS
=IHMC>?LCHA�QB?NB?L�NI�L?=IGG?H>�;=KOCMCNCIH�I@�NB?�IQH?LMBCJ
MB;L?M�I@� IGJ;HS� �;M�;�AII>�CHP?MNG?HN�MNL;N?AS�1B?�@ILG?L
MNO>?HN�B;M�<??H�;MMCAH?>�NI�A;NB?L�;H>�?P;FO;N?�L?F?P;HN�@CH;H=C;F
CH@ILG;NCIH�;M�;�<;MCM�@IL�NBCM�>?=CMCIH�&@� IGJ;HS� �CM�JICM?>�NI
<?=IG?�MNLIHA?L�;H>�GIL?�JLI@CN;<F?��CNM�IQH?LMBCJ�MB;L?M�QCFF�FCE?FS
LCM?�CH�P;FO?�IP?L�NCG?��?;LHCHA�GIH?S�@IL�NB?�@CLG^M�=FC?HNM
 IHP?LM?FS��C@�NB?�JLIMJ?=NM�@IL� IGJ;HS� �;JJ?;L�NI�<?�F?MM�<LCABN��NB?
P;FO?�I@�NB?M?�MB;L?M�GCABN�<?�?RJ?=N?>�NI�>LIJ��JIMMC<FS
JL?=CJCNIOMFS	�MI�NB;N�NB?�CHP?MNG?HN�@CLG�MBIOF>�;PIC>�MOAA?MNCHA�NB?
JOL=B;M?�I@�;H�IQH?LMBCJ�CHN?L?MN�CH� IGJ;HS� �0BIOF>�MB;L?M�I@�NBCM
=IGJ;HS�<?�L?=IGG?H>?>�@IL�;=KOCMCNCIH�

0O==?MM�CH�FC@?Z?MJ?=C;FFS�CH�<OMCH?MMZ@L?KO?HNFS�L?MOFNM�@LIG�G;ECHA�;JJLIJLC;N?
>?=CMCIHM�*;HS�?=IHIGC=�=BIC=?M��MO=B�;M�NBIM?�>?M=LC<?>�;<IP?��>?J?H>�IH�NB?
;<CFCNS�NI�OH>?LMN;H>�;H>�G;E?�OM?�I@�NB?�@CH;H=C;F�CH@ILG;NCIH�NB;N�CM�JLI>O=?>
;H>�JL?M?HN?>�;<ION�;H�ILA;HCT;NCIH�CH�;==IL>;H=?�QCNB�NB?�LOF?M�;H>�JLCH=CJF?M
OH>?LFSCHA�@CH;H=C;F�;==IOHNCHA

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: A great number of possible decisions could be addressed in connection with an
organization Is an understanding of financial accounting relevant to all business decisions?
What about the following?

WShould a business buy a building to serve as its new headquarters or rent a
facility instead?

WWhat price should a data processing company charge customers for its
services?

WShould advertisements to alert the public about a new product be carried on
the Internet or on television?
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MCGJFS�<??H�=L?;N?>�NI�;=BC?P?�>C@@?L?HN�I<D?=NCP?M�1B?S�<INB�>I�NB?CL�DI<M�Q?FF�
NB?S�DOMN�>I�HIN�B;P?�NB?�M;G?�DI<M

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Financial accounting refers to the conveyance of information about an
organization as a whole and is most frequently directed to assisting outside decision makers
Is there any reason for a person who is employed by a company to care about the financial
accounting data reported about that organization?Why should an employee in the
marketing or personnel department of Company C be interested in the financial information
that it distributes?

�HMQ?L���M�CH>C=;N?>��@CH;H=C;F�;==IOHNCHA�CM�>?MCAH?>�NI�JILNL;S�NB?�IP?L;FF
@CH;H=C;F�=IH>CNCIH�;H>�JLIMJ?=NM�I@�;H�ILA;HCT;NCIH�"P?LS�?GJFIS??�MBIOF>�<?
KOCN?�CHN?L?MN?>�CH�;MM?MMCHA�NB;N�CH@ILG;NCIH�NI�DO>A?�@ONOL?�?GJFISG?HN
JLIMJ?=NM���=IGJ;HS�NB;N�CM�>ICHA�Q?FF�QCFF�JIMMC<FS�;Q;L>�F;LA?L�J;S�L;CM?M�IL
J?LB;JM�MCAHC@C=;HN�?H>�I@�S?;L�=;MB�<IHOM?M���@CH;H=C;FFS�B?;FNBS�ILA;HCT;NCIH
=;H�;@@IL>�NI�BCL?�H?Q�?GJFIS??M��<OS�;>>CNCIH;F�?KOCJG?HN��IL�JOLMO?�G;DIL�H?Q
CHCNC;NCP?M� IHP?LM?FS��QB?H�;�=IGJ;HS�CM�MNLOAAFCHA�;H>�JLIMJ?=NM�;L?�>CG�
?GJFIS??M�GCABN�;HNC=CJ;N?�F;SI@@M��J;S�=ONM��IL�L?>O=NCIHM�CH�L?MIOL=?M

1BOM��;FNBIOAB�@CH;H=C;F�;==IOHNCHA�CH@ILG;NCIH�CM�I@N?H�>CL?=N?>�NI�IONMC>?
>?=CMCIH�G;E?LM��?GJFIS??M�MBIOF>�<?�PCN;FFS�CHN?L?MN?>�CH�NB?�@CH;H=C;F�B?;FNB�I@
NB?CL�IQH�ILA;HCT;NCIH�+I�IH?�Q;HNM�NI�<?�=FO?F?MM�;M�NI�QB?NB?L�NB?CL�?GJFIS?L�CM
B?;>?>�@IL�JLIMJ?LCNS�IL�<;HELOJN=S�&H�L?;FCNS��?GJFIS??M�;L?�I@N?H�NB?�GIMN�;PC>
L?;>?LM�I@�NB?�@CH;H=C;F�;==IOHNCHA�CH@ILG;NCIH�>CMNLC<ON?>�<S�NB?CL�?GJFIS?LM
<?=;OM?�NB?�L?MOFNM�=;H�B;P?�MO=B�;H�CGG?>C;N?�;H>�>CL?=N�CGJ;=N�IH�NB?CL�DI<M�;H>�
B?H=?��NB?CL�FCP?M
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KEY TAKEAWAY

#CH;H=C;F�;==IOHNCHA�?H=IGJ;MM?M�NB?�LOF?M�;H>�JLI=?>OL?M�NI�=IHP?S
@CH;H=C;F�CH@ILG;NCIH�;<ION�;H�ILA;HCT;NCIH�&H>CPC>O;FM�QBI�;NN;CH�;�JLIJ?L
F?P?F�I@�EHIQF?>A?�I@�@CH;H=C;F�;==IOHNCHA�=;H�ONCFCT?�NBCM�CH@ILG;NCIH�NI
G;E?�>?=CMCIHM�<;M?>�IH�NB?�ILA;HCT;NCIH^M�J?L=?CP?>�@CH;H=C;F�B?;FNB�;H>
IONFIIE�0O=B�>?=CMCIHM�GCABN�CH=FO>?�;MM?MMCHA�?GJFISG?HN�JIN?HNC;F�
F?H>CHA�GIH?S��AL;HNCHA�=L?>CN��;H>�<OSCHA�IL�M?FFCHA�IQH?LMBCJ�MB;L?M
%IQ?P?L��@CH;H=C;F�;==IOHNCHA�>I?M�HIN�;>>L?MM�CMMO?M�NB;N�;L?�JOL?FS�I@�;H
CHN?LH;F�H;NOL?��MO=B�;M�QB?NB?L�;H�ILA;HCT;NCIH�MBIOF>�<OS�IL�F?;M?
?KOCJG?HN�IL�NB?�F?P?F�I@�J;S�L;CM?M�&H@ILG;NCIH�NI�AOC>?�MO=B�CHN?LH;F
>?=CMCIHM�CM�A?H?L;N?>�;==IL>CHA�NI�G;H;A?LC;F�;==IOHNCHA�LOF?M�;H>
JLI=?>OL?M�NB;N�;L?�CHNLI>O=?>�CH�INB?L�<IIEM�;H>�=IOLM?M�!?MJCN?�HIN
<?CHA�>CL?=N?>�NIQ;L>�NB?�CHH?L�QILECHAM�I@�;H�ILA;HCT;NCIH��?GJFIS??M�;L?
CHN?L?MN?>�CH�@CH;H=C;F�;==IOHNCHA�<?=;OM?�CN�B?FJM�NB?G�;MM?MM�NB?�@ONOL?
@CH;H=C;F�JLIMJ?=NM�I@�NB?CL�?GJFIS?L
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1.2 Incorporation and the Trading of Capital Shares

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?@CH?�[CH=ILJIL;NCIH\
� "RJF;CH�NB?�JIJOF;LCNS�I@�CHP?MNCHA�CH�NB?�=;JCN;F�MNI=E�I@�;�=ILJIL;NCIH
� !CM=OMM�NB?�H?=?MMCNS�;H>�JOLJIM?�I@�;�<I;L>�I@�>CL?=NILM
� )CMN�NB?�JIN?HNC;F�<?H?@CNM�A;CH?>�@LIG�;=KOCLCHA�=;JCN;F�MNI=E

Question: Above, in discussing the possible decisions that could be made about an
organization, ownership shares were mentioned. Occasionally, on television, in newspapers,
or on the Internet, mention is made that the shares of one company or another have gone up
or down in price during that day because of trading on one of the stock markets Why does a
person or an organization acquire ownership shares of a business such as Capital One or
Intel?

�HMQ?L��&H�NB?�2HCN?>�0N;N?M��;M�Q?FF�;M�CH�G;HS�INB?L�=IOHNLC?M��IQH?LM�I@�;
<OMCH?MM�IL�INB?L�NSJ?�I@�ILA;HCT;NCIH�=;H�;JJFS�NI�NB?�MN;N?�AIP?LHG?HN�NI�B;P?�CN
C>?HNC@C?>�;M�;H�?HNCNS�F?A;FFS�M?J;L;N?�@LIG�CNM�IQH?LM�1BCM�JLI=?MM�CM�L?@?LL?>�NI
;Mincorporation � �1B?L?@IL?��;corporation � CM�;H�ILA;HCT;NCIH�NB;N�B;M�<??H
@ILG;FFS�L?=IAHCT?>�<S�NB?�AIP?LHG?HN�;M�;�F?A;F�?HNCNS���<OMCH?MM�NB;N�B;M�HIN
<??H�CH=ILJIL;N?>�CM�F?A;FFS�?CNB?L�;sole proprietorship � �IH?�IQH?L	�IL�;
partnership � �GIL?�NB;H�IH?�IQH?L	

�M�QCFF�<?�>CM=OMM?>�CH�>?N;CF�CH B;JN?L�����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N
&H@ILG;NCIH�&M� IHP?S?>�;<ION�0B;L?BIF>?LM^�"KOCNS����M?P?L;F�;>P;HN;A?M�=;H�<?
A;CH?>�@LIG�CH=ILJIL;NCIH�#IL�IH?��;�=ILJIL;NCIH�B;M�NB?�;<CFCNS�NI�CMMO?��M?FF	
MB;L?M�NI�I<N;CH�GIH?N;LS�L?MIOL=?M�;H>�;FFIQ�CHP?MNILM�NI�<?=IG?�IQH?LM��;FMI
EHIQH�;Mstockholders � IL shareholders � 	�1B?�4;FN�!CMH?S� IGJ;HS�;H>�$?H?L;F
"F?=NLC=��;M�DOMN�NQI�?R;GJF?M��;L?�=ILJIL;NCIHM�1B?S�?RCMN�;M�F?A;F�?HNCNC?M
=IGJF?N?FS�>CMNCH=N�@LIG�NB?�GOFNCNO>?�I@�CH>CPC>O;FM�;H>�ILA;HCT;NCIHM�NB;N
JIMM?MM�NB?CL�IQH?LMBCJ�MB;L?M��;FMI�EHIQH�;M�?KOCNS�ILcapital stock �� 	

� )?A;F�JLI=?MM�<S�QBC=B�IQH?LM
I@�;H�ILA;HCT;NCIH�;JJFS�NI�;
MN;N?�AIP?LHG?HN�NI�B;P?�CN
C>?HNC@C?>�;M�;H�?HNCNS�F?A;FFS
M?J;L;N?�@LIG�CNM�IQH?LM��;
=ILJIL;NCIH	��=ILJIL;NCIHM�;L?
NB?�F?A;F�@ILG�I@�GIMN
<OMCH?MM?M�I@�;HS�MCT?�CH�NB?
2HCN?>�0N;N?M

� �H�ILA;HCT;NCIH�NB;N�B;M�<??H
@ILG;FFS�L?=IAHCT?>�<S�NB?
MN;N?�AIP?LHG?HN�;M�;�F?A;F
?HNCNS�MI�NB;N�CN�=;H�M?FF
IQH?LMBCJ�MB;L?M�NI�L;CM?
GIH?S�@IL�=;JCN;F�?RJ?H>CNOL?M
;H>�IJ?L;NCIHM��<OMCH?MM�CM
F?A;FFS�M?J;L;N?�@LIG�CNM
IQH?LM�NBLIOAB�CH=ILJIL;NCIH

� ��<OMCH?MM�=L?;N?>��IQH?>��;H>
IJ?L;N?>�<S�;�MCHAF?�CH>CPC>O;F�
<OMCH?MM�CM�HIN�F?A;FFS�M?J;L;N?
@LIG�CNM�IQH?L�NBLIOAB
CH=ILJIL;NCIH

� ��<OMCH?MM�=L?;N?>��IQH?>��;H>
IJ?L;N?>�<S�GIL?�NB;H�IH?
CH>CPC>O;F��<OMCH?MM�CM�HIN
F?A;FFS�M?J;L;N?�@LIG�CNM
IQH?LM�NBLIOAB�CH=ILJIL;NCIH

� &H>CPC>O;FM�IL�ILA;HCT;NCIHM
NB;N�BIF>�NB?�IQH?LMBCJ�MB;L?M
I@�MNI=E�I@�;�=ILJIL;NCIH��M;G?
;M�MB;L?BIF>?LM

� &H>CPC>O;FM�IL�ILA;HCT;NCIHM
NB;N�BIF>�NB?�IQH?LMBCJ�MB;L?M
I@�MNI=E�I@�;�=ILJIL;NCIH��M;G?
;M�MNI=EBIF>?LM

�� ,QH?LMBCJ��?KOCNS	�MB;L?M�I@
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IJ?L;NCIHM

 B;JN?L���4BS�&M�#CH;H=C;F��==IOHNCHA�&GJILN;HN�

��



�HS�CHP?MNIL�QBI�;=KOCL?M�IH?�IL�GIL?�=;JCN;F�MB;L?M�I@�;�=ILJIL;NCIH�CM�;H�IQH?L
;H>�B;M�LCABNM�NB;N�;L?�MJ?=C@C?>�<S�NB?�MN;N?�AIP?LHG?HN�IL�IH�NB?�MNI=E�=?LNC@C=;N?
1B?�HOG<?L�I@�MB;L?M�;H>�IQH?LM�=;H�<?�MN;AA?LCHA��N�NB?�?H>�I@�������IQH?LM
B?F>�IP?L����<CFFCIH�MB;L?M�I@�1B?� I=;� IF;� IGJ;HS�1BOM��JIMM?MMCIH�I@�IH?
MB;L?�I@�1B?� I=;� IF;� IGJ;HS�;N�NB;N�NCG?�A;P?�;�J?LMIH�;JJLIRCG;N?FS�;���
�������������NB�J;LN�I@�NB?�IQH?LMBCJ0IF?�JLIJLC?NILMBCJM�;H>�J;LNH?LMBCJM�L;L?FS
M?FF�=;JCN;F�MB;L?M�4CNBION�NB?�F?A;F�;ONBILCNS�I@�CH=ILJIL;NCIH��;�=F?;L�>CMNCH=NCIH
<?NQ??H�IQH?L�;H>�<OMCH?MM�I@N?H�>I?M�HIN�?RCMN�#IL�?R;GJF?��>?<NM�CH=OLL?>�<S
NB?�<OMCH?MM�G;S�OFNCG;N?FS�B;P?�NI�<?�M;NCM@C?>�<S�NB?�IQH?L�J?LMIH;FFS�1BOM�
CH>CPC>O;FM�N?H>�NI�;PIC>�G;ECHA�CHP?MNG?HNM�CH�OHCH=ILJIL;N?>�<OMCH?MM?M�OHF?MM
NB?S�=;H�<?�CHPIFP?>�>CL?=NFS�CH�NB?�G;H;A?G?HN�#IL�NB;N�L?;MIH��;=NCP?�NL;>CHA�I@
J;LNH?LMBCJ�;H>�JLIJLC?NILMBCJ�IQH?LMBCJ�CHN?L?MNM�CM�OMO;FFS�FCGCN?>�IL
HIH?RCMN?HN�,H?�I@�NB?�AL?;N�;>P;HN;A?M�I@�CH=ILJIL;NCIH�CM�NB?�?;M?�<S�QBC=B
=;JCN;F�MNI=E�=;H�OMO;FFS�<?�?R=B;HA?>�&HP?MNILM�@L?KO?HNFS�<OS�IL�M?FF�MO=B�MB;L?M
IH�MNI=E�?R=B;HA?M�CH�;�G;NN?L�I@�GIG?HNM�%IQ?P?L��J;LNH?LMBCJM�;H>�MIF?
JLIJLC?NILMBCJM�MNCFF�L?G;CH�JIJOF;L�<?=;OM?�NB?S�;L?�?;MS�NI�=L?;N?�;H>�I@@?L
JIMMC<F?�CH=IG?�N;R�<?H?@CNM�;M�QCFF�<?�>CM=OMM?>�CH�;�@ONOL?�=B;JN?L

&@�NL;>?>�IH�;�MNI=E�?R=B;HA?��MB;L?M�I@�NB?�=;JCN;F�MNI=E�I@�;�=ILJIL;NCIH
=IHNCHO;FFS�AI�OJ�;H>�>IQH�CH�P;FO?�<;M?>�IH�GSLC;>�@;=NILM��CH=FO>CHA�NB?
J?L=?CP?>�@CH;H=C;F�B?;FNB�;H>�JLIMJ?=NM�I@�NB?�ILA;HCT;NCIH��M�;H�?R;GJF?��>OLCHA
NL;>CHA�IH�!?=?G<?L����������NB?�JLC=?�I@�;H�IQH?LMBCJ�MB;L?�I@�&HN?F�LIM?�<S�����
NI��������QBCF?�;�MB;L?�I@� ;JCN;F�,H?�Q?HN�OJ�<S������NI������

#IL�=IOHNF?MM�CH>CPC>O;FM�;H>�ALIOJM�;LIOH>�NB?�QILF>��NB?�GIMN�JIJOF;L�G?NBI>�I@
CHP?MNG?HN�CM�NBLIOAB�NB?�JOL=B;M?�;H>�M?FF�I@�NB?M?�MB;L?M�I@�=ILJIL;N?�IQH?LMBCJ
�FNBIOAB�;�HOG<?L�I@�INB?L�NSJ?M�I@�CHP?MNG?HN�IJJILNOHCNC?M�;L?�;P;CF;<F?��MO=B
;M�NB?�;=KOCMCNCIH�I@�AIF>�IL�F;H>	��@?Q�?PIE?�NB?�F?P?F�I@�CHN?L?MN�I@�=;JCN;F
MNI=E1B?�GIMN�JL?P;F?HN�@ILG�I@�=;JCN;F�MNI=E�CM�=IGGIH�MNI=E�MI�NB;N�NB?M?�NQI
N?LGM�B;P?�=IG?�NI�<?�OM?>�MIG?QB;N�CHN?L=B;HA?;<FS��M�QCFF�<?�>CM=OMM?>�CH�;
F;N?L�=B;JN?L��NB?�=;JCN;F�MNI=E�I@�MIG?�=ILJIL;NCIHM�CM�G;>?�OJ�I@�<INB�=IGGIH
MNI=E�;H>�JL?@?LL?>�MNI=E,H�NB?New York Stock Exchange�� ;FIH?��<CFFCIHM�I@
MB;L?M�;L?�<IOABN�;H>�MIF>�?P?LS�<OMCH?MM�>;S�;N�;�QC>?�L;HA?�I@�JLC=?M��M�I@
!?=?G<?L����������;H�IQH?LMBCJ�MB;L?�I@�#IL>�*INIL� IGJ;HS�Q;M�NL;>CHA�@IL
������QBCF?�;�MCHAF?�MB;L?�I@��?LEMBCL?�%;NB;Q;S�MIF>�@IL�NBIOM;H>M�I@�>IFF;LM
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)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
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�� ,LA;HCT?>�MNI=E�G;LE?N�NB;N
?@@C=C?HNFS�G;N=B?M�<OS?LM�;H>
M?FF?LM�I@�=;JCN;F�MNI=E�;N�;
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Question: In most cases, the owners of a small corporation should be able to operate the
business effectively. For example, one person might hold one hundred shares of capital stock
while another owns two hundred. Those two individuals must learn to work together to
manage the business on a day-to-day basis. Large corporations offer a significantly different
challenge How could millions of investors possessing billions of capital shares of a single
corporation ever serve in any reasonable capacity as the ownership of that organization?

�HMQ?L��,<PCIOMFS��;�AL?;N�G;HS�=IGJ;HC?M�FCE?�1B?� I=;� IF;� IGJ;HS�B;P?�;H
?HILGIOM�KO;HNCNS�I@�=;JCN;F�MB;L?M�IONMN;H>CHA�3CLNO;FFS�HIH?�I@�NB?M?�IQH?LM
=;H�?RJ?=N�NI�B;P?�;HS�CGJ;=N�IH�NB?�>;CFS�IJ?L;NCIHM�I@�NB?�=ILJIL;NCIH�&H�;�P;MN
HOG<?L�I@�MO=B�<OMCH?MM?M��MNI=EBIF>?LM�MCGJFS�PIN?�NI�?F?=N�;�L?JL?M?HN;NCP?�ALIOJ
NI�IP?LM??�NB?�=IGJ;HS�@IL�NB?G�1BCM�<I>SZ=;FF?>�NB?board of directors �� �
MNILS�JLI>O=?>�<S�+;NCIH;F�-O<FC=�/;>CI�IH�NB?�LIF?M�JF;S?>�<S�;�<I;L>�I@�>CL?=NILM
=;H�<?�@IOH>�;NBNNJ���QQQHJLILA�N?GJF;N?M�MNILS�
MNILSJBJ�MNILS&>���������� ZCM�G;>?�OJ�I@�;JJLIRCG;N?FS�N?H�NI�NQ?HNS�@CP?
EHIQF?>A?;<F?�CH>CPC>O;FM��M�MBIQH�CH#CAOL?����� IGJ;HS�,J?L;NCIH;F
0NLO=NOL?���NB?�<I;L>�I@�>CL?=NILM�BCL?M�NB?�G?G<?LM�I@�G;H;A?G?HN�NI�LOH�NB?
=IGJ;HS�IH�;�>;CFS�<;MCM�;H>�NB?H�G??NM�J?LCI>C=;FFS��I@N?H�KO;LN?LFS	�NI�L?PC?Q
IJ?L;NCHA�;H>�@CH;H=CHA�L?MOFNM�;M�Q?FF�;M�NI�;JJLIP?�MNL;N?AC=�JIFC=S�CHCNC;NCP?M

Figure 1.1Company Operational Structure

,==;MCIH;FFS��NB?�ILCACH;F�@IOH>?LM�I@�;�<OMCH?MM��IL�NB?CL�>?M=?H>;HNM	�=IHNCHO?�NI
BIF>�?HIOAB�MB;L?M�NI�CH@FO?H=?�IL�;=NO;FFS�=IHNLIF�CNM�IJ?L;NCHA�;H>�@CH;H=C;F
>?=CMCIHM�,L�Q?;FNBS�IONMC>?�CHP?MNILM�G;S�;=KOCL?�?HIOAB�MB;L?M�NI�A;CH�NBCM
M;G?�F?P?F�I@�JIQ?L�0O=B�IQH?LM�B;P?�A?HOCH?�;ONBILCNS�QCNBCH�NB?�=ILJIL;NCIH
�?=;OM?�NB?M?�=;M?M�;L?�F?MM�=IGGIH��NB?�MJ?=C@C=�@CH;H=C;F�;==IOHNCHA�CMMO?M
CHPIFP?>�QCNB�NBCM�>?AL??�I@�IQH?LMBCJ�QCFF�<?�>?@?LL?>�OHNCF�;�F;N?L�=B;JN?L�&H

�� ��ALIOJ�NB;N�IP?LM??M�NB?
G;H;A?G?HN�I@�;�=ILJIL;NCIH�
NB?�G?G<?LM�;L?�PIN?>�NI�NBCM
JIMCNCIH�<S�MNI=EBIF>?LM��CN
BCL?M�NB?�G;H;A?G?HN�NI�LOH
NB?�=IGJ;HS�IH�;�>;CFS�<;MCM
;H>�NB?H�G??NM�J?LCI>C=;FFS�NI
L?PC?Q�IJ?L;NCHA�;H>�@CH;H=CHA
L?MOFNM�;H>�;FMI�;JJLIP?�JIFC=S
;H>�MNL;N?AS
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GIMN�=;M?M��NB?�BC?L;L=BS�I@�IQH?LM��<I;L>�I@�>CL?=NILM��G;H;A?G?HN��;H>
?GJFIS??M�L?G;CHM�CHN;=N�1BOM��MNI=EBIF>?LM�;L?�OMO;FFS�KOCN?�L?GIP?>�@LIG�NB?
IJ?L;NCIHM�I@�;HS�F;LA?�=ILJIL;NCIH

Question: The acquisition of capital shares is an extremely popular investment strategy
across a wide range of the population. A buyer becomes one of the owners of the corporation.
Why spend money in this way especially since very few stockholders can ever hope to hold
enough shares to participate in managing or influencing the operations? Ownership shares
sometimes cost small amounts but can also require hundreds if not thousands of dollars
What is the potential benefit of buying capital stock issued by a business organization?

�HMQ?L�� ;JCN;F�MB;L?M�I@�NBIOM;H>M�I@�=ILJIL;NCIHM�NL;>?�?;=B�>;S�IH�G;LE?NM
;LIOH>�NB?�QILF>��MO=B�;M�NB?�+?Q�6ILE�0NI=E�"R=B;HA?�ILNASDAQ (National
Association of Securities Dealers Automated Quotation Service)�� �,H?�J;LNS�CM
FIIECHA�NI�M?FF�MB;L?M�QB?L?;M�;HINB?L�CM�M??ECHA�MB;L?M�NI�<OS�0NI=E�G;LE?NM
G;N=B�OJ�NB?M?�<OS?LM�;H>�M?FF?LM�MI�NB;N�;�GONO;FFS�;AL??>�OJIH�JLC=?�=;H�<?
H?AINC;N?>�1BCM�<;LA;CHCHA�JLI=?MM�;FFIQM�NB?�IQH?LMBCJ�CHN?L?MN�I@�;FF�NB?M?
=IGJ;HC?M�NI�=B;HA?�B;H>M�QCNB�L?F;NCP?�?;M?

4B?H�CHP?MNILM�<?FC?P?�;�=IGJ;HS�CM�@CH;H=C;FFS�B?;FNBS�;H>�CNM�@ONOL?�CM�<LCABN�
NB?S�?RJ?=N�JLIMJ?LCNS�;H>�ALIQNB�&@�NB;N�B;JJ?HM��NB?�H?AINC;N?>�JLC=?�@IL�NBCM
=IGJ;HS^M�=;JCN;F�MNI=E�MBIOF>�LCM?�IP?L�NCG?�"P?LSIH?�;NN?GJNM�NI�;HNC=CJ;N?�MO=B
GIP?G?HNM�CH�IL>?L�NI�<OS�NB?�MNI=E�;N�;�FIQ�JLC=?�;H>�M?FF�CN�F;N?L�;N�;�BCAB?L�IH?
 IHP?LM?FS��C@�JL?>C=NCIHM�;L?�HIN�IJNCGCMNC=��NB?H�NB?�MB;L?�JLC=?�CM�FCE?FS�NI�>LIJ
;H>�IQH?LM�@;=?�NB?�JIMMC<CFCNS�I@�CH=OLLCHA�FIMM?M�CH�NB?�P;FO?�I@�NB?CL�CHP?MNG?HNM
*;HS�@;=NILM�;@@?=N�NB?�GIP?G?HN�I@�MNI=E�JLC=?M�MO=B�;M�NB?�J?L=?CP?>�KO;FCNS�I@
NB?�G;H;A?G?HN��BCMNILC=;F�NL?H>M�CH�JLI@CN;<CFCNS��NB?�PC;<CFCNS�I@�NB?�CH>OMNLS�CH
QBC=B�CN�IJ?L;N?M��;H>�NB?�B?;FNB�I@�NB?�?=IHIGS�;M�;�QBIF?

#CH;H=C;F�;==IOHNCHA�CH@ILG;NCIH�JF;SM�;H�CHP;FO;<F?�LIF?�CH�NBCM�G;LE?N�JLI=?MM�;M
GCFFCIHM�I@�CHP?MNILM�;NN?GJN�?;=B�>;S�NI�;MM?MM�NB?�@CH;H=C;F�=IH>CNCIH�;H>
JLIMJ?=NM�I@�=ILJIL;N?�ILA;HCT;NCIHM��?CHA�;<F?�NI�OH>?LMN;H>�;H>�G;E?�OM?�I@
L?JILN?>�@CH;H=C;F�>;N;�B?FJM�CGJLIP?�NB?�CHP?MNIL^M�EHIQF?>A?�I@�;�=IGJ;HS�;H>�
NBOM��NB?�=B;H=?�I@�G;ECHA�QCM?�>?=CMCIHM�NB;N�QCFF�A?H?L;N?�JLI@CNM�@LIG�<OSCHA
;H>�M?FFCHA�=;JCN;F�MB;L?M�&AHIL;H=?�=;H�F?;>�NI�JIIL�>?=CMCIHM�;H>�GO=B�F?MM
FO=L;NCP?�ION=IG?M

�� �H�?F?=NLIHC=�G;LE?N�NB;N
;FFIQM�@IL�NB?�NL;>CHA�I@�?KOCNS
M?=OLCNC?M�CH�;JJLIRCG;N?FS
������=IGJ;HC?M��JLIPC>CHA
CHMN;HN;H?IOM�JLC=?�KOIN;NCIHM
NI�?@@C=C?HNFS�G;N=B�<OS?LM�;H>
M?FF?LM�;FFIQCHA�IQH?LMBCJ�CH
=IGJ;HC?M�NI�=B;HA?�B;H>M
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&H�NB?�2HCN?>�0N;N?M��MO=B�CHP?MNG?HN�A;CHMZC@�MO==?MM@OFFS�A?H?L;N?>Z;L?
?MJ?=C;FFS�;JJ?;FCHA�NI�CH>CPC>O;FM�C@�NB?�MB;L?M�;L?�B?F>�@IL�IP?L�NQ?FP?�GIHNBM
<?@IL?�<?CHA�MIF>�#IL�CH=IG?�N;R�JOLJIM?M��NB?�>C@@?L?H=?�<?NQ??H�NB?�<OS�;H>�M;F?
JLC=?M�@IL�MO=B�CHP?MNG?HNM�CM�L?@?LL?>�NI�;M�;long-term capital gain or loss �� 
2H>?L�=?LN;CH�=CL=OGMN;H=?M��MCAHC@C=;HN�N;R�L?>O=NCIHM�;L?�;FFIQ?>�CH�=IHH?=NCIH
QCNB�FIHA�N?LG�=;JCN;F�A;CHM1BCM�M;G?�N;R�<?H?@CN�CM�HIN�;P;CF;<F?�NI�=ILJIL;N?
N;RJ;S?LM��IHFS�CH>CPC>O;FM IHAL?MM�=L?;N?>�NBCM�N;R�CH=?HNCP?�NI�?H=IOL;A?
CHP?MNG?HN�MI�NB;N�<OMCH?MM?M�=IOF>�GIL?�?;MCFS�I<N;CH�GIH?S�@IL�ALIQNB�JOLJIM?M

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Investors acquire ownership shares of selected corporations hoping that the stock
values will rise over time This investment strategy is especially tempting because net long-
term capital gains are taxed at a relatively low rate Is the possibility for appreciation of
stock prices the only reason that investors choose to acquire capital shares?

�HMQ?L��*;HS�=ILJIL;NCIHMZ;FNBIOAB�=?LN;CHFS�HIN�;FFZ;FMI�J;S�=;MBdividends ��

NI�NB?CL�MNI=EBIF>?LM�J?LCI>C=;FFS���>CPC>?H>�CM�;�L?Q;L>�@IL�<?CHA�;H�IQH?L�I@�;
<OMCH?MM�NB;N�CM�JLIMJ?LCHA�&N�CM�HIN�;�L?KOCL?>�J;SG?HN��CN�CM�;�MB;LCHA�I@�JLI@CNM
QCNB�NB?�MNI=EBIF>?LM��M�;H�?R;GJF?��@IL�������!OE?�"H?LAS�L?JILN?>�?;LHCHA
JLI@CNM��H?N�CH=IG?	�I@������<CFFCIH�!OLCHA�NB;N�M;G?�J?LCI>��NB?�=ILJIL;NCIH
>CMNLC<ON?>�;�NIN;F�=;MB�>CPC>?H>�I@�;JJLIRCG;N?FS������<CFFCIH�NI�NB?�IQH?LM�I@�CNM
=;JCN;F�MNI=E1B?�L?=?CJN�I@�=;MB�>CPC>?H>M�CM�;>>CNCIH;FFS�;JJ?;FCHA�NI�MNI=EBIF>?LM
<?=;OM?��CH�GIMN�=;M?M��NB?S�;L?�N;R?>�;N�NB?�M;G?�L?>O=?>�L;N?M�;M�;L?�;JJFC?>�NI
H?N�FIHA�N?LG�=;JCN;F�A;CHM

1B?�<I;L>�I@�>CL?=NILM�>?N?LGCH?M�QB?NB?L�NI�J;S�>CPC>?H>M�0IG?�<I;L>M�JL?@?L�NI
F?;P?�GIH?S�QCNBCH�NB?�<OMCH?MM�NI�MNCGOF;N?�@ONOL?�ALIQNB�;H>�;>>CNCIH;F�JLI@CNM
#IL�?R;GJF?��6;BII��&H=�L?JILN?>�JLI@CNM��H?N�CH=IG?	�@IL������I@�IP?L������GCFFCIH
<ON�J;C>�HI�>CPC>?H>M�NI�CNM�IQH?LM

+IN�MOLJLCMCHAFS��;�P;LC?NS�I@�CHP?MNCHA�MNL;N?AC?M�;<IOH>�0IG?�CHP?MNILM�;=KOCL?
IQH?LMBCJ�MB;L?M�;FGIMN�?R=FOMCP?FS�CH�BIJ?M�I@�<?H?@CNCHA�@LIG�NB?�JIN?HNC;F�@IL
MCAHC@C=;HN�;JJL?=C;NCIH�I@�MNI=E�JLC=?M��HINB?L�F;LA?�M?AG?HN�I@�NB?�CHP?MNCHA
JO<FC=�CM�GIL?�CHN?L?MN?>�CH�NB?�JIMMC<CFCNS�I@�>CPC>?H>�J;SG?HNM�2HF?MM�;H�IQH?L

�� ,==OLM�QB?H�=?LN;CH
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B;M�NB?�=B;H=?�NI�CH@FO?H=?�IL�=IHNLIF�IJ?L;NCIHM��IHFS�NB?M?�NQI�JIMMC<F?�<?H?@CNM
=;H�;==LO?��;JJL?=C;NCIH�CH�NB?�P;FO?�I@�NB?�MNI=E�JLC=?�;H>�=;MB�>CPC>?H>M

Question: An investor can put money into a savings account at a bank and earn a small but
relatively risk free profit. For example, $100 could be invested on January 1 and then be
worth $102 at the end of the year because interest is added. The extra $2 means that the
investor is earning an annual return of 2 percent ($2 increase/$100 investment) How is the
annual return computed when the capital stock of a corporation is acquired?

�HMQ?L�� ;JCN;F�MNI=E�CHP?MNG?HNM�;L?�=?LN;CHFS�HIN�LCME�@L??�-LI@CNM�=;H�<?�BCAB�
<ON�FIMM?M�;L?�;FMI�;FQ;SM�;�JIMMC<CFCNS��MMOG?�NB;N�IH�';HO;LS����6?;L�,H?��;H
CHP?MNIL�MJ?H>M������@IL�IH?�IQH?LMBCJ�MB;L?�I@� IGJ;HS���;H>�;HINB?L������@IL�;
MB;L?�I@� IGJ;HS���!OLCHA�NB?�S?;L�� IGJ;HS���>CMNLC<ON?M�;�>CPC>?H>�I@������J?L
MB;L?�NI�CNM�IQH?LM�QBCF?� IGJ;HS���J;SM������J?L�MB;L?�,H�!?=?G<?L�����NB?
MNI=E�I@� IGJ;HS���CM�M?FFCHA�IH�NB?�MNI=E�G;LE?N�@IL������J?L�MB;L?�QB?L?;M�NB?
MNI=E�I@� IGJ;HS���CM�M?FFCHA�@IL�����J?L�MB;L?

1B?�CHP?MNIL�HIQ�BIF>M�;�NIN;F�P;FO?�I@������;M�;�L?MOFN�I@�NB?�JOL=B;M?�I@�NB?�MB;L?
I@� IGJ;HS����NB?�=;MB�>CPC>?H>�I@����;H>�;�MB;L?�I@�MNI=E�QILNB������1IN;F�P;FO?
B;M�AIH?�OJ����������F?MM�����	�MI�NB;N�NB?�;HHO;F�L?NOLH�@IL�NB?�S?;L�Q;M���J?L=?HN
����CH=L?;M?������CHP?MNG?HN	

1B?�MB;L?M�I@� IGJ;HS���B;P?�HIN�J?L@ILG?>�;M�Q?FF�1IN;F�P;FO?�CM�HIQ�IHFS�����
NB?�=;MB�>CPC>?H>�I@����JFOM�IH?�MB;L?�I@�MNI=E�QILNB�����1B;N�CM�;�>LIJ�I@���
>OLCHA�NB?�S?;L������F?MM�����	�1B?�;HHO;F�L?NOLH�IH�NBCM�CHP?MNG?HN�CM�;�H?A;NCP?��
J?L=?HN�����>?=L?;M?������CHP?MNG?HN	

 F?;LFS��CHP?MNILM�Q;HN�NI�B;P?�;FF�NB?�CH@ILG;NCIH�NB?S�H??>�CH�BIJ?M�I@
G;RCGCTCHA�NB?CL�JIN?HNC;F�JLI@CNM�?;=B�S?;L���=;L?@OF�;H;FSMCM�I@�NB?�;P;CF;<F?�>;N;
GCABN�B;P?�B?FJ?>�NBCM�CHP?MNIL�=BIIM?� IGJ;HS���L;NB?L�NB;H� IGJ;HS��
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KEY TAKEAWAY

&H=ILJIL;NCIH�;FFIQM�;H�ILA;HCT;NCIH�NI�<?�PC?Q?>�;M�;�M?J;L;N?�?HNCNS�;J;LN
@LIG�CNM�IQH?LMBCJ��M�;�=ILJIL;NCIH��MB;L?M�I@�=;JCN;F�MNI=E�=;H�<?�CMMO?>
NB;N�ACP?�NB?�BIF>?L�;H�IQH?LMBCJ�LCABN�&@�NB?�ILA;HCT;NCIH�CM�@CH;H=C;FFS
B?;FNBS�;H>�JLIMJ?LCHA��NB?M?�MB;L?M�=;H�CH=L?;M?�CH�P;FO?ZJIMMC<FS�<S�;
MCAHC@C=;HN�;GIOHN�&H�;>>CNCIH��;�JLI@CN;<F?�ILA;HCT;NCIH�G;S�Q?FF�MB;L?�CNM
AII>�@ILNOH?�QCNB�NB?�IQH?LMBCJ�NBLIOAB�NB?�>CMNLC<ONCIH�I@�=;MB�>CPC>?H>M
&H�GIMN�F;LA?�ILA;HCT;NCIHM��@?Q�IQH?LM�Q;HN�NI�<?�CHPIFP?>�CH�NB?
IJ?L;NCIH;F�>?=CMCIH�G;ECHA�&HMN?;>��NB?M?�MNI=EBIF>?LM�?F?=N�;�<I;L>�I@
>CL?=NILM�NI�IP?LM??�NB?�=IGJ;HS�;H>�>CL?=N�NB?�QILE�I@�G;H;A?G?HN
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1.3 Using Financial Accounting for Wise Decision Making

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� )CMN�NB?�JL?>C=NCIHM�NB;N�CHP?MNILM�;H>�JIN?HNC;F�CHP?MNILM�Q;HN�NI�G;E?
� )CMN�NB?�JL?>C=NCIHM�NB;N�=L?>CNILM�;H>�JIN?HNC;F�=L?>CNILM�Q;HN�NI�G;E?
� !CMNCHAOCMB�@CH;H=C;F�;==IOHNCHA�CH@ILG;NCIH�@LIG�INB?L�NSJ?M�I@�>;N;

;<ION�;�<OMCH?MM�ILA;HCT;NCIH
� "RJF;CH�BIQ�@CH;H=C;F�;==IOHNCHA�CH@ILG;NCIH�CM�?HB;H=?>�;H>�=F;LC@C?>

<S�P?L<;F�?RJF;H;NCIHM

Question: Investors are interested (sometimes almost obsessively interested) in the financial
information that is produced by a company based on the rules and principles of financial
accounting. They want to use this information to make wise investing decisions What do
investors actually hope to learn about a company from this financial information?

�HMQ?L��1B?�CH@ILG;NCIH�L?JILN?>�<S�@CH;H=C;F�;==IOHNCHA�CM�MCGCF;L�NI�;�AC;HN�
=IGJF?R�JILNL;CN�J;CHN?>�I@�NB?�ILA;HCT;NCIH�1B?L?�;L?�JLI<;<FS�BOH>L?>M��C@�HIN
NBIOM;H>M��I@�;MJ?=NM�NB;N�=;H�<?�?R;GCH?>��;H;FST?>��;H>�?P;FO;N?>�CH�;MM?MMCHA
NB?�@CH;H=C;F�B?;FNB�;H>�@ONOL?�JLIMJ?=NM�I@�NB?�GI>?F�1B?ILC?M�;<IOH>�;M�NI�QBC=B
JC?=?M�I@�CH@ILG;NCIH�;L?�<?MN�NI�OM?�QB?H�MNO>SCHA�;�<OMCH?MM�,H?�CHP?MNIL�GCABN
JL?@?L�NI�@I=OM�IH�;�J;LNC=OF;L�JILNCIH�I@�NB?�>;N;�;FGIMN�?R=FOMCP?FS��MO=B�;M
JLI@CN;<CFCNS	�QBCF?�;HINB?L�G;S�<?FC?P?�NB;N�?HNCL?FS�>C@@?L?HN�CH@ILG;NCIH�CM�GIMN
MCAHC@C=;HN��MO=B�;M�NB?�MIOL=?M�;H>�OM?M�I@�=;MB�>OLCHA�NB?�J?LCI>	

2FNCG;N?FS��CH�=IHH?=NCIH�QCNB�NB?�<OSCHA�;H>�M?FFCHA�I@�=;JCN;F�MNI=E��;FF�CHP?MNILM
;L?�NLSCHA�NI�;LLCP?�;N�NB?�M;G?�NQI�CHMCABNM�1B?S�;L?�;NN?GJNCHA�NI�OM?�NB?
JLIPC>?>�>;N;�NI�?MNCG;N?���	�NB?�JLC=?�I@�NB?�=ILJIL;NCIH^M�MNI=E�CH�NB?�@ONOL?�;H>
��	�NB?�;GIOHN�I@�=;MB�>CPC>?H>M�NB;N�QCFF�<?�J;C>�IP?L�NCG?�!?MJCN?�NB?�=IGJF?RCNS
I@�NB?�CH@ILG;NCIH��NB?M?�NQI�AI;FM�;L?�L;NB?L�MCGJFCMNC=�&@�;H�CHP?MNIL�IQHM�=;JCN;F
MB;L?M�I@�;�=IGJ;HS�;H>�@??FM�NB;N�NB?�=OLL?HN�;==IOHNCHA�CH@ILG;NCIH�MCAH;FM
?CNB?L�;�LCM?�CH�MNI=E�JLC=?M�IL�MNLIHA�>CPC>?H>�J;SG?HNM��BIF>CHA�NB?�CHP?MNG?HN�IL
?P?H�<OSCHA�GIL?�MB;L?M�CM�JLI<;<FS�Q;LL;HN?>� IHP?LM?FS��C@�=;L?@OF�;H;FSMCM

 B;JN?L���4BS�&M�#CH;H=C;F��==IOHNCHA�&GJILN;HN�

��



CH>C=;N?M�;�JIMMC<F?�>LIJ�CH�MNI=E�JLC=?�IL�;�L?>O=NCIH�CH�>CPC>?H>�J;SG?HNM��M;F?�I@
NB?�MNI=E�CM�FCE?FS�NI�<?�NB?�;JJLIJLC;N?�;=NCIH

&HN?L?MNCHAFS��<S�NB?�H;NOL?�I@�NB?�G;LE?N��;HS�?R=B;HA?�I@�IQH?LMBCJ�MB;L?M
G?;HM�NB;N�NB?�<OS?L�B;M�MNO>C?>�;P;CF;<F?�CH@ILG;NCIH�;H>�<?FC?P?M�NB?�@ONOL?�NI
<?�L?F;NCP?FS�IJNCGCMNC=�@IL�NB?�<OMCH?MM�CH�KO?MNCIH�&H�=IHNL;MN��NB?�M?FF?L�B;M
FIIE?>�;N�MCGCF;L�>;N;�;H>�;LLCP?>�;N�;�J?MMCGCMNC=�IONFIIE

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Are there reasons to analyze the financial accounting information produced by a
particular business other than to help investors predict stock prices and cash dividend
payments?

�HMQ?L��1B?�>?MCL?�NI�;H;FST?�;�=IGJ;HS^M�@CH;H=C;F�MCNO;NCIH�CM�HIN�FCGCN?>�NI
CHP?MNILM�CH�NB?�MNI=E�G;LE?N�#IL�?R;GJF?��;M�>CM=OMM?>�JL?PCIOMFS��;�FI;H�GCABN�<?
L?KO?MN?>�@LIG�;�<;HE�IL�IH?�=IGJ;HS�=IOF>�<?�=IHMC>?LCHA�NB?�M;F?�I@�CNM
G?L=B;H>CM?�NI�;HINB?L�IH�=L?>CN�0O=B�I<FCA;NCIHM�?P?HNO;FFS�L?KOCL?�J;SG?HN
1B?L?@IL?��;�MCT?;<F?�JILNCIH�I@�NB?�J;LNC?M�NB;N�MNO>S�NB?�@CH;H=C;F�CH@ILG;NCIH
L?JILN?>�<S�;H�ILA;HCT;NCIH�CM�JLI<;<FS�GIMN�CHN?L?MN?>�CH�NB?�FCE?FCBII>�NB;N
GIH?S�QCFF�<?�;P;CF;<F?�NI�J;S�CNM�>?<NM�#ONOL?�MNI=E�JLC=?M�;H>�=;MB�>CPC>?H>
>CMNLC<ONCIHM�;L?�GO=B�F?MM�MCAHC@C=;HN�MJ?=OF;NCIHM�@IL�;�=L?>CNIL

1B?�M;G?�@CH;H=C;F�>;N;�ONCFCT?>�<S�CHP?MNILM�<OSCHA�IL�M?FFCHA�MNI=E�QCFF�;FMI�<?�I@
<?H?@CN�NI�=OLL?HN�;H>�JIN?HNC;F�=L?>CNILM�%IQ?P?L��NBCM�M?=IH>�ALIOJ�CM�FCE?FS�NI
@I=OM�CNM�;NN?HNCIH�IH�J;LNC=OF;L�?F?G?HNM�I@�NB?�CH@ILG;NCIH�MO=B�;M�NB?�;GIOHN�I@
NB?�=IGJ;HS^M�>?<N��QB?H�NB;N�>?<N�CM�M=B?>OF?>�NI�=IG?�>O?��;H>�NB?�J?L=?CP?>
;<CFCNS�NI�A?H?L;N?�=;MB�NI�G??N�NBIM?�>?G;H>M�CH�;�NCG?FS�@;MBCIH�2FNCG;N?FS�
=L?>CNILM�;NN?GJN�NI�;HNC=CJ;N?�NB?�ILA;HCT;NCIH^M�=;MB�@FIQM�NI�G?;MOL?�NB?�LCME
NB;N�>?<N�JLCH=CJ;F�;H>�CHN?L?MN�J;SG?HNM�GCABN�HIN�<?�@ILNB=IGCHA�QB?H�>O? ;MB
@FIQM�;FMI�CH@FO?H=?�MNI=E�JLC=?M�;H>�>CPC>?H>�J;SG?HNM�;H>�QIOF>��NBOM��<?
CH@ILG;NCIH�OM?@OF�@IL�JIN?HNC;F�CHP?MNILM�CH�NB?�=;JCN;F�MNI=E�I@�;�=IGJ;HS�;M�Q?FF
;M�CNM�=L?>CNILM
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1B?L?@IL?��GCFFCIHM�I@�CH>CPC>O;FM�OM?�L?JILN?>�@CH;H=C;F�CH@ILG;NCIH�NI�;MM?MM
P;LCIOM�<OMCH?MM�ILA;HCT;NCIHM�CH�IL>?L�NI�G;E?�NBL??�JL?>C=NCIHM�

W#ONOL?�MNI=E�G;LE?N�JLC=?M�@IL�NB?�=;JCN;F�MB;L?M�CMMO?>�<S�NB?
=IGJ;HS

W#ONOL?�=;MB�>CPC>?H>�>CMNLC<ONCIHM
W#ONOL?�;<CFCNS�NI�A?H?L;N?�MO@@C=C?HN�=;MB�NI�G??N�>?<NM�;M�NB?S�G;NOL?

1B?�@CLMN�NQI�L?F;N?�NI�CHP?MNILM�CH�NB?�=;JCN;F�MNI=E�I@�NB?�=IGJ;HS��NB?�F;MN�CM�I@
GIL?�MCAHC@C=;H=?�NI�;�=L?>CNIL

Question: The term Òfinancial informationÓ comes up frequently in these discussions What
is meant by financial information?

�HMQ?L��1B?�@CH;H=C;F�CH@ILG;NCIH�L?JILN?>�<S�;H>�;<ION�;H�ILA;HCT;NCIH�=IHMCMNM
I@�>;N;�NB;N�=;H�<?�G?;MOL?>�CH�GIH?N;LS�N?LGM�#IL�?R;GJF?��C@�;�<OCF>CHA�=IMN���
GCFFCIH�NI�;=KOCL?��NB;N�CM�@CH;H=C;F�CH@ILG;NCIH�;M�CM�NB?�;MM?LNCIH�NB;N�;�=IGJ;HS
IQ?M�;�>?<N�I@����������NI�;�<;HE�&H�<INB�=;M?M��L?F?P;HN�CH@ILG;NCIH�CM
=IGGOHC=;N?>�NI�>?=CMCIH�G;E?LM�;M�;�GIH?N;LS�<;F;H=?�%IQ?P?L��C@�;�=IGJ;HS
B;M�?CABN�NBIOM;H>�?GJFIS??M��NB;N�HOG<?L�GCABN�<?�CHN?L?MNCHA�<ON�CN�CM�HIN
@CH;H=C;F�CH@ILG;NCIH�1B?�@CAOL?�CM�HIN�;�>IFF;L�;GIOHN��CN�CM�HIN�MN;N?>�CH�NB?�@ILG
NB;N�CM�OM?@OF�@IL�>?=CMCIH�G;ECHA�JOLJIM?M��MMOGCHA�NB;N�NBIM?�QILE?LM�Q?L?�J;C>
;�NIN;F�I@������GCFFCIH�>OLCHA�NB?�=OLL?HN�S?;L��NB?H�NB;N�HOG<?L�CM�@CH;H=C;F
CH@ILG;NCIH�<?=;OM?�CN�CM�MN;N?>�CH�N?LGM�I@�NB?�GIH?S�MJ?HN

)CE?QCM?��;�G?H^M�=FINBCHA�MNIL?�>I?M�HIN�CH=FO>?�CH�CNM�@CH;H=C;F�CH@ILG;NCIH�NB;N�CN
BIF>M�N?H�NBIOM;H>�MBCLNM�NI�<?�MIF>�&HMN?;>��NB?�=IGJ;HS�L?JILNM�NB;N�CN�=OLL?HNFS
IQHM�MBCLNM�@IL�M;F?��inventory �� 	�QCNB�;�=IMN�I@��J?LB;JM�����������,L��;@N?L�B;PCHA
MIF>�NB?M?�CN?GM�NI�=OMNIG?LM��NB?�=IGJ;HS�=IOF>�?RJF;CH�NB;N�CN�B;>�G;>?�M;F?M
>OLCHA�NB?�J?LCI>�@IL�;�NIN;F�I@���������

Question: The value of reported data seems somewhat restricted if it only includes dollar
amounts Is financial information limited solely to figures that can be stated in monetary
terms?

�� ��=OLL?HN�;MM?N�<IOABN�IL
G;HO@;=NOL?>�@IL�NB?�JOLJIM?
I@�M?FFCHA�CH�IL>?L�NI�A?H?L;N?
L?P?HO?
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�HMQ?L���FNBIOAB�@CH;H=C;F�;==IOHNCHA�MN;LNM�<S�L?JILNCHA�<;F;H=?M�;M�GIH?N;LS
;GIOHNM��NB?�=IGGOHC=;NCIH�JLI=?MM�>I?M�HIN�MNIJ�NB?L?�3?L<;F�?RJF;H;NCIHM�;M
Q?FF�;M�;>>CNCIH;F�HOG?LC=;F�>;N;�;L?�;FMI�JLIPC>?>�NI�=F;LC@S�IL�?RJ;H>�NB?
CH@ILG;NCIH�QB?L?�H?=?MM;LS�1I�CFFOMNL;N?��;MMOG?�NB;N�;H�ILA;HCT;NCIH�CM�NB?
MO<D?=N�I@�;�F;QMOCN�;H>�?MNCG;N?M�;H�?P?HNO;F�FIMM�I@����������1BCM�CM�@CH;H=C;F
CH@ILG;NCIH�NI�<?�L?JILN?>�<;M?>�IH�NB?�LOF?M�I@�@CH;H=C;F�;==IOHNCHA�%IQ?P?L��NB?
ILA;HCT;NCIH�GOMN�;FMI�=IGGOHC=;N?�INB?L�HIH@CH;H=C;F�CH@ILG;NCIH�MO=B�;M�NB?
=;OM?�I@�NB?�F;QMOCN�;H>�NB?�FCE?FCBII>�NB;N�NB?�FIMM�QCFF�;=NO;FFS�I==OL�1BOM�
;==IOHNCHA�;=NO;FFS�=IGGOHC=;N?M�NI�>?=CMCIH�G;E?LM�CH�NQI�>CMNCH=N�MN?JM�

� #CH;H=C;F�CH@ILG;NCIH�CM�JLIPC>?>�CH�GIH?N;LS�N?LGM
� #OLNB?L�?RJF;H;NCIH�CM�ACP?H�NI�=F;LC@S�;H>�?RJ;H>�IH�NBIM?�GIH?N;LS

<;F;H=?M

KEY TAKEAWAY

1BLIOABION�NB?�QILF>��CHP?MNILM�<OS�;H>�M?FF�NB?�=;JCN;F�MNI=E�I@�NBIOM;H>M
I@�<OMCH?MM?M�,NB?LM�=BIIM?�NI�FI;H�GIH?S�NI�NB?M?�M;G?�ILA;HCT;NCIHM
0O=B�>?=CMCIHM�;L?�<;M?>�IH�;MM?MMCHA�JIN?HNC;F�LCMEM�;H>�L?Q;L>M�#CH;H=C;F
;==IOHNCHA�JLIPC>?M�CH@ILG;NCIH�NI�NB?M?�CHN?L?MN?>�J;LNC?M�NI�B?FJ�NB?G
?P;FO;N?�NB?�JIMMC<CFCNS�I@�MNI=E�P;FO?�;JJL?=C;NCIH��=;MB�>CPC>?H>
>CMNLC<ONCIHM��;H>�NB?�;<CFCNS�NI�A?H?L;N?�=;MB�NI�G??N�I<FCA;NCIHM�;M�NB?S
=IG?�>O?�1BCM�CH@ILG;NCIH�CM�@CH;H=C;F�CH�H;NOL?��G?;HCHA�NB;N�CN�CM�MN;N?>�CH
GIH?N;LS�N?LGM�%IQ?P?L��MO=B�HOG?LC=;F�CH@ILG;NCIH�;FIH?�CM�NII�FCGCN?>
1BOM��@CH;H=C;F�;==IOHNCHA�JLIPC>?M�@CH;H=C;F�CH@ILG;NCIH�;M�Q?FF�;M
=F;LC@SCHA�P?L<;F�?RJF;H;NCIHM�NI�;MMCMN�OM?LM�CH�?P;FO;NCHA�NB?�@CH;H=C;F
B?;FNB�;H>�JIN?HNC;F�I@�;�J;LNC=OF;L�ILA;HCT;NCIH
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Talking with a Real Investing Pro

(?PCH�$��OLHM�CM�;�J;LNH?L�CH�BCM�IQH�L?ACMN?L?>�CHP?MNG?HN�;>PCMILS�@CLG�
))�%�-LCP;N?�4?;FNB�*;H;A?G?HN��;H�ILA;HCT;NCIH�NB;N�MJ?=C;FCT?M�CH�;MM?N
G;H;A?G?HN��=IH=?HNL;N?>�MNI=E�MNL;N?AC?M��;H>�Q?;FNB�NL;HM@?L�))�%�=IHMOFNM
IH�CHP?MNCHA�MNL;N?AC?M�@IL�;MM?NM�I@�H?;LFS����<CFFCIH��?@IL?�MN;LNCHA�BCM�IQH
@CLG�CH�,=NI<?L�������B?�Q;M�@CLMN�PC=?�JL?MC>?HN�I@�*?LLCFF�)SH=B�-LCP;N?
�;HECHA�;H>�&HP?MNG?HN�$LIOJ��OLHM�<?A;H�BCM�=;L??L�IH�4;FF�0NL??N�CH�����
;N�-;CH?�4?<<?L�%?�B;M�;FMI�QILE?>�;N�,JJ?HB?CG?L��� I�;H>�0GCNB��;LH?S
�OLHM�B;M�;JJ?;L?>�M?P?L;F�NCG?M�IH�NB?� �0�"P?HCHA�+?QM�%?�B;M�<??H�ECH>
?HIOAB�NI�;AL??�NI�<?�CHN?LPC?Q?>�;<ION�BCM�IJCHCIHM�;H>�?RJ?LC?H=?M�CH�OMCHA
;==IOHNCHA�CH@ILG;NCIH�%CM�@CLG^M�4?<�MCN?�CM
BNNJ���QQQ))�%JLCP;N?Q?;FNBG;H;A?G?HN=IG

Question��6IO�G;DIL?>�CH�;==IOHNCHA�CH�=IFF?A?�<ON�SIO�H?P?L�QILE?>�CH�NB?
;==IOHNCHA�@C?F>�&HMN?;>��SIO�<?=;G?�;H�CHP?MNG?HN�;>PCMIL�&@�SIO�H?P?L
JF;HH?>�NI�<?=IG?�;H�;==IOHN;HN��QBS�>C>�SIO�G;DIL�CH�NB;N�MO<D?=N�

Kevin Burns��&H�GS�PC?Q��;==IOHNCHA�CM�NB?�<;=E<IH?�I@�;HS�<OMCH?MM�G;DIL�CH
=IFF?A?��?CHA�;<F?�NI�NL;HMF;N?�NB?�CH@ILG;NCIH�NB;N�;�=IGJ;HS�JLIPC>?M�
JL?J;L?�;�<O>A?N��OH>?LMN;H>�NB?�=IH=?JN�I@�L?P?HO?M�;H>�?RJ?HM?M��;H>�NB?
FCE?�B;M�<??H�?HILGIOMFS�B?FJ@OF�CH�GS�CHP?MNG?HN�G;H;A?G?HN�<OMCH?MM
�HSIH?�G;DILCHA�CH�;HS�;MJ?=N�I@�<OMCH?MM�H??>M�NB;N�EHIQF?>A?�&�;FMI�FCE?>
<?CHA�;<F?�NI�EHIQ�&�B;>�NB?�LCABN�;HMQ?LM�IH�NB?�N?MNM�NB;N�GS�;==IOHNCHA
JLI@?MMILM�A;P?�G?�QB?H�;FF�NB?�HOG<?LM�;>>?>�OJ�JLIJ?LFS

Question��4BS�>I�SIO�JL?@?L�NI�CHP?MN�CH�NB?�=;JCN;F�MNI=E�I@�;�<OMCH?MM�L;NB?L
NB;H�JON�SIOL�=FC?HN^M�GIH?S�CH�INB?L�@ILGM�I@�CHP?MNG?HN�MO=B�;M�AIF>�IL�L?;F
?MN;N?�

KB��&�NBCHE�CN�CM�P?LS�CGJILN;HN�NI�>CP?LMC@S�CHP?MNG?HNM�&H�GS�QILF>��NB;N
CH=FO>?M�MNI=EM�;M�Q?FF�;M�INB?L�NSJ?M�I@�CHP?MNG?HNM�,@�=IOLM?��NB?L?�CM�;�JF;=?
@IL�CHP?MNG?HNM�CH�L?;F�?MN;N?��=IGGI>CNC?M��;H>�NB?�FCE?�*S�J?LMIH;F
JL?@?L?H=?�CM�NI�CHP?MN�IHFS�CH�P?LS�FCKOC>�;MM?NM��NBIM?ZMO=B�;M�MNI=EMZNB;N
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=;H�<?�NOLH?>�CHNI�=;MB�KOC=EFS�&�FCE?�NI�EHIQ��?P?H�C@�&�;G�CHP?MNCHA�@IL�NB?
FIHA�N?LG��NB;N�&�=;H�M?FF�GS�CHP?MNG?HNM�@CP?�GCHON?M�;@N?L�&�<OS�NB?G�MBIOF>�&
=B;HA?�GS�GCH>�&�MCGJFS�JL?@?L�FCKOC>�CHP?MNG?HNM�/?;F�?MN;N?�CM�HIN�P?LS
FCKOC>�$IF>��I@�=IOLM?��CM�FCKOC>�%IQ?P?L��QBCF?�CN�B;M�;JJL?=C;N?>�F;N?FS��CN�Q;M
;LIOH>������;H�IOH=?�QB?H�&�Q;M�CH�BCAB�M=BIIF�;H>�CM�HIQ�;<ION������;H
IOH=?�&@�GS�=FC?HNM�?;LH?>�;�NIN;F�L?NOLH�I@����IL����J?L=?HN�IH�NB?CL�GIH?S
IP?L�@ILNS�S?;LM��NB?S�QIOF>�@CL?�G?

What Was Truly Important?

1I�MNO>?HNM�I@�@CH;H=C;F�;==IOHNCHA�

6IO�B;P?�HIQ�L?;> B;JN?L����4BS�&M�#CH;H=C;F��==IOHNCHA�&GJILN;HN���4B;N
Q?L?�NB?�@CP?�JICHNM�NB;N�SIO�?H=IOHN?L?>�CH�NBCM�=B;JN?L�NB;N�M??G?>�GIMN
CGJILN;HN�NI�SIO����FIN�I@�CH@ILG;NCIH�CM�JLIPC>?>�B?L?�4B;N�MNII>�ION�;M�NLOFS
MCAHC@C=;HN���@N?L�SIO�G;E?�SIOL�=BIC=?M��AI�NI�NB?�@IFFIQCHA�FCHE�;H>�Q;N=B�;
MBILN�PC>?I�=FCJ�QB?L?�IH?�I@�NB?�;ONBILM�QCFF�G;E?�;H�;H;FSMCM�I@�NB?�NIJ�@CP?
JICHNM�JL?M?HN?>�B?L?�CH B;JN?L����4BS�&M�#CH;H=C;F��==IOHNCHA�&GJILN;HN��
6IO�=;H�F?;LH�NB?�L;NCIH;F?�@IL�NB?M?�JC=EM�;H>�M??�QB?NB?L�SIO�;AL??�IL
>CM;AL??�QCNB�NB?�M?F?=NCIHM

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 1 "Why Is Financial Accounting Important?".
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1.4 End-of-Chapter Exercises

QUESTIONS

� 4B;N�CM�@CH;H=C;F�;==IOHNCHA�
� %IQ�>I?M�@CH;H=C;F�;==IOHNCHA�>C@@?L�@LIG�G;H;A?LC;F�;==IOHNCHA�
� )CMN�NB?�JIN?HNC;F�OM?LM�I@�NB?�CH@ILG;NCIH�JLIPC>?>�<S�@CH;H=C;F

;==IOHNCHA
� 4B;N�CM�;�=ILJIL;NCIH�
� %IQ�>I?M�;�<OMCH?MM�<?=IG?�;�=ILJIL;NCIH�
� 4BS�QIOF>�;�<OMCH?MM�Q;HN�NI�<?=IG?�;�=ILJIL;NCIH�
� 4B;N�CM�NB?�<I;L>�I@�>CL?=NILM�I@�;�=ILJIL;NCIH�
� 4BS�>I�CH>CPC>O;FM�IL�?HNCNC?M�=BIIM?�NI�CHP?MN�CH�NB?�=;JCN;F�MNI=E�I@

=ILJIL;NCIHM�
� %IQ�>I?M�;H�CHP?MNIL�>C@@?L�@LIG�;�=L?>CNIL�

�� 4B;N�CM�@CH;H=C;F�CH@ILG;NCIH�

TRUE OR FALSE

� ::::�#CH;H=C;F�;==IOHNCHA�B?FJM�QCNB�>?=CMCIHM�G;>?�CHMC>?�;H
ILA;HCT;NCIH

� ::::�1SJC=;FFS��;�MIF?�JLIJLC?NIL�QCFF�<?�;<F?�NI�L;CM?�GIH?S�?;MC?L�NB;H�;
=ILJIL;NCIH

� ::::�"GJFIS??M�;L?�HIN�OM?LM�I@�NB?�CH@ILG;NCIH�JLIPC>?>�<S�@CH;H=C;F
;==IOHNCHA

� ::::�1B?�<I;L>�I@�>CL?=NILM�I@�;�=ILJIL;NCIH�CM�?F?=N?>�<S�CNM
MB;L?BIF>?LM

� ::::�&HP?MNILM�QBI�BIF>�CHP?MNG?HNM�CH�;�MNI=E�FIHA?L�NB;H�;�S?;L�G;S
?HDIS�;�N;R�<?H?@CN

� ::::� ILJIL;NCIHM�;L?�L?KOCL?>�<S�F;Q�NI�J;S�>CPC>?H>M�NI�NB?CL
MB;L?BIF>?LM

� ::::�-OL=B;MCHA�MNI=E�CM�NSJC=;FFS�;�LCMEC?L�CHP?MNG?HN�NB;H�IJ?HCHA�;
M;PCHAM�;==IOHN

� ::::�#CH;H=C;F�CH@ILG;NCIH�CM�=IGGOHC=;N?>�CH�GIH?N;LS�N?LGM�<ON�G;S
<?�?RJF;CH?>�P?L<;FFS

� ::::��==IOHN;HNM�;L?�NB?�IHFS�OM?LM�I@�NB?�CH@ILG;NCIH�JLIPC>?>�<S
@CH;H=C;F�;==IOHNCHA

�� ::::��H�?HNCNS�NB;N�FI;HM�;�=IGJ;HS�GIH?S�CM�L?@?LL?>�NI�;M�;
[MB;L?BIF>?L\

 B;JN?L���4BS�&M�#CH;H=C;F��==IOHNCHA�&GJILN;HN�

��



MULTIPLE CHOICE

� /;GIH�0;H=B?T�CM�;�FI;H�I@@C=?L�;N�4;MBCHANIH��;HE�%?�GOMN
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Chapter 2

What Should Decision-makers Know So That Good Decisions Can
Be Made about an Organization?

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe introducesChapter 2 "What Should Decision-makers Know So That Good Decisions Can Be Made about an
Organization?"and speaks about the course in general.
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2.1 Creating a Portrait of an Organization That Can Be Used by Decision
Makers

LEARNING OBJECTIVES
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Question� In Chapter 1 "Why Is Financial Accounting Important?"� mention was made that
financial accounting is somewhat analogous to the painting of a giant� complex portrait
How could financial accounting possibly be compared to an artistic endeavor such as the
creation of a painting?
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EXERCISE
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Question: This is a surprising� possibly shocking� revelation Financial accounting
information has universally been branded as exhibiting rigid exactness In fact� accountants
are often referred to as Òbean counters\ because of their perceived need to count every bean
in the bowl to arrive at obsessively accurate numbers Here� though� the assertion is made
that accounting information is not a precise picture but merely a fair representation of an
organizationÕs financial health and prospects How correct or exact is the financial
information that is reported by a business or other organization?

 B;JN?L���4B;N�0BIOF>�!?=CMCIH�G;E?LM�(HIQ�0I�1B;N�$II>�!?=CMCIHM� ;H��?�*;>?�;<ION�;H�,LA;HCT;NCIH�

��� L?;NCHA�;�-ILNL;CN�I@�;H�,LA;HCT;NCIH�1B;N� ;H��?�2M?>�<S�!?=CMCIH�*;E?LM ��

http://www.quia.com/quiz/2092599.html


�HMQ?L��&H�;==IOHNCHA�materiality � B;M�FIHA�<??H�NB?�OH>?LFSCHA�<?H=BG;LE�CH
NB?�L?JILNCHA�I@�CH@ILG;NCIH�1BCM�=IH=?JN�L?KOCL?M�NB;N�>;N;�JL?M?HN?>�<S�;H
ILA;HCT;NCIH�NI�>?=CMCIH�G;E?LM�MBIOF>�H?P?L�=IHN;CH�;HS�G;N?LC;F
misstatements � �#IL�@CH;H=C;F�;==IOHNCHA�CH@ILG;NCIH��NBCM�CM�NB?�<;MC=�MN;H>;L>�@IL
NB?�L?KOCL?>�F?P?F�I@�;==OL;=S�!?=CMCIH�G;E?LM�Q;HN�@CH;H=C;F�MN;N?G?HNMZMO=B�;M
NBIM?�JL?J;L?>�<S�0N;L<O=EM�IL�&HN?FZNI�=IHN;CH�HI�G;N?LC;F�GCMMN;N?G?HNM
�?=;OM?�I@�NB?CL�=?HNL;F�LIF?�CH�NBCM�L?JILNCHA�JLI=?MM��OH>?LMN;H>CHA�NB?�N?LGM
[GCMMN;N?G?HN\�;H>�[G;N?LC;F\�CM�?MM?HNC;F�@IL�;HS�MNO>?HN�M??ECHA�NI�OH>?LMN;H>
@CH;H=C;F�;==IOHNCHA

��GCMMN;N?G?HN�CM�;Herror � �G;>?�;==C>?HN;FFS	�ILfraud � �>IH?�CHN?HNCIH;FFS	
QB?L?�L?JILN?>�@CAOL?M�IL�QIL>M�;=NO;FFS�>C@@?L�@LIG�NB?�OH>?LFSCHA�L?;FCNS�#IL
?R;GJF?��;�=IGJ;HS�I@@C=C;F�=IOF>�?LLIH?IOMFS�L?=IL>�;����������?RJ?H>CNOL?�NB;N
Q;M�G;>?�NI�;=KOCL?�;�H?Q�<OCF>CHA�;M�;=NO;FFS�J?LN;CHCHA�NI�NB?�JOL=B;M?�I@�F;H>
 IHM?KO?HNFS��NB?�<OCF>CHA^M�=IMN�GCABN�<?�L?JILN?>�;M�����GCFFCIH�QB?H�CN�Q;M
;=NO;FFS�����GCFFCIH�1BCM�@CH;H=C;F�CH@ILG;NCIH�CM�GCMMN;N?>�1B?�<;F;H=?�JL?M?HN?>
@IL�NB?�<OCF>CHA�=IHN;CHM�;����������GCMMN;N?G?HN��;M�>I?M�NB?�@CAOL?�MBIQH�@IL
F;H>

��GCMMN;N?G?HN�CM�DO>A?>�NI�<?�G;N?LC;F�C@�CN�CM�MI�MCAHC@C=;HN�NB;N�CNM�JL?M?H=?�QIOF>
CGJ;=N�;�>?=CMCIH�G;>?�<S�;H�CHN?L?MN?>�J;LNS�2MCHA�NB?�;<IP?�CFFOMNL;NCIH��;MMOG?
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IONMC>?�>?=CMCIH�G;E?L�NI�;FN?L�;�=BIC=?�<?CHA�G;>?��MO=B�;M�QB?NB?L�NI�<OS�IL�M?FF
=;JCN;F�MNI=E��NB?�JLC=?�NI�?R=B;HA?�@IL�MO=B�MB;L?M��IL�QB?NB?L�NI�AL;HN�;�FI;H	
�?=;OM?�I@�NB;N�ION=IG?��NB?�GCMMN;N?G?HN�CM�G;N?LC;F�<S�>?@CHCNCIH�#CH;H=C;F
CH@ILG;NCIH�=;H��;H>�;FGIMN�;FQ;SM�>I?M	�=IHN;CH�GCMMN;N?G?HNM�%IQ?P?L��NB?
L?JILNCHA�?HNCNS�GOMN�N;E?�;>?KO;N?�JL?=;ONCIHM�NI�?HMOL?�NB;N�NB?�CH@ILG;NCIH
BIF>M�HI�G;N?LC;F�GCMMN;N?G?HNM�@IL�NB?�MCGJF?�L?;MIH�NB;N�NB?�>;N;�=;H�HI�FIHA?L
<?�=IHMC>?L?>�@;CLFS�JL?M?HN?>�1B?�JILNL;CN�I@�NB?�=IGJ;HS�>I?M�HIN�JLIJ?LFS�FIIE
FCE?�NB?�GI>?F�C@�CN�=IHN;CHM�;HS�G;N?LC;F�GCMMN;N?G?HNM�1B?�>?=CMCIH�G;E?L�CM
<?CHA�GCMF?>

1B?�=IH=?JN�I@�G;N?LC;FCNS�=;H�M??G�L;NB?L�H?<OFIOM�#IL�;�MG;FF�=IHP?HC?H=?
MNIL?��;�����GCMMN;N?G?HN�CM�=F?;LFS�HIN�G;N?LC;F�QB?L?;M�;�����GCFFCIH�IH?�=?LN;CHFS
CM�#IL�;�=IGJ;HS�QCNB�L?;F�?MN;N?�BIF>CHAM�I@�����<CFFCIH��?P?H�;�����GCFFCIH
GCMMN;N?G?HN�CM�JLI<;<FS�HIN�G;N?LC;F�1B?�JLI<F?G�@IL�NB?�;==IOHN;HN�CM
>?N?LGCHCHA�QB?L?�NI�>L;Q�NB?�FCH?�@IL�?;=B�ILA;HCT;NCIH�1B;N�CM�IH?�I@�NB?�GIMN
>C@@C=OFN�>?=CMCIHM�@IL�;HS�@CH;H=C;F�;==IOHN;HN��H�?R;=N�>IFF;L�;GIOHN�@IL
G;N?LC;FCNS�CM�PCLNO;FFS�CGJIMMC<F?�NI�C>?HNC@S�<?=;OM?�CN�CM�;�G?;MOL?�I@�NB?�?@@?=N�IH
;H�?RN?LH;F�J;LNS^M�DO>AG?HN�,NB?L�NB;H�MB??L�G;AHCNO>?��NB?�=;OM?�I@�NB?
JLI<F?G�GOMN�;FMI�<?�N;E?H�CHNI�=IHMC>?L;NCIH��H�;==C>?HN;F�GCMN;E?�I@����������CM
JLI<;<FS�F?MM�FCE?FS�NI�<?�G;N?LC;F�NB;H�IH?�I@����������NB;N�L?MOFN?>�@LIG�;

� 1B?�G;AHCNO>?�I@�;H�IGCMMCIH
IL�GCMMN;N?G?HN�I@�;==IOHNCHA
CH@ILG;NCIH�NB;N�G;E?M�CN
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;�L?;MIH;<F?�J?LMIH�L?FSCHA�IH
NB?�CH@ILG;NCIH�QIOF>�B;P?
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NB;N�IGCMMCIH�IL�GCMMN;N?G?HN
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@CH;H=C;F�CH@ILG;NCIH�NI�>C@@?L
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;==IOHNCHA�JLCH=CJF?M
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I@�@CH;H=C;F�CH@ILG;NCIH
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@L;O>OF?HN�;=N��INB�NB?�MCT?�;H>�=;OM?�MBIOF>�<?�Q?CAB?>�CH�DO>ACHA�QB?NB?L�NB?
JL?M?H=?�I@�;�GCMMN;N?G?HN�B;M�NB?�;<CFCNS�NI�CGJ;=N�;�>?=CMCIH�G;E?L^M�;=NCIHM

1B?L?@IL?��;�@CH;H=C;F�;==IOHN;HN�H?P?L�=F;CGM�NB;N�L?JILN?>�CH@ILG;NCIH�CM�=ILL?=N�
;==OL;N?��IL�?R;=N�0O=B�JL?=CMCIH�CM�L;L?FS�JIMMC<F?�;H>�HIN�H??>?>�QB?H�>?=CMCIH
G;E?LM�;L?�;H;FSTCHA�NB?�@CH;H=C;F�B?;FNB�;H>�JLIMJ?=NM�I@�;H�ILA;HCT;NCIH
%IQ?P?L��NB?�;==IOHN;HN�GOMN�N;E?�;FF�JL?=;ONCIHM�H?=?MM;LS�NI�?HMOL?�NB;N�NB?
>;N;�=IHN;CH�HI�G;N?LC;F�GCMMN;N?G?HNM�1BOM��@CH;H=C;F�@CAOL?M�;L?�H?P?L�L?F?;M?>
QCNBION�L?;MIH;<F?�;MMOL;H=?�<?CHA�I<N;CH?>�NB;N�HI�?LLILM�IL�INB?L�GCMN;E?M�;L?
JL?M?HN�NB;N�=IOF>�CGJ;=N�NB?�>?=CMCIHM�NB;N�QCFF�<?�G;>?��FF�J;LNC?M�H??>�NI
<?FC?P?�NB;N�L?JILN?>�CH@ILG;NCIH�=;H�<?�OM?>�QCNB�=IH@C>?H=?�CH�IL>?L�NI�?P;FO;N?
NB?�@CH;H=C;F�=IH>CNCIH�;H>�JLIMJ?=NM�I@�NB?�ILA;HCT;NCIH�;M�;�QBIF?

4B?H�;�=IGJ;HS�L?JILNM�NB;N�;�<OCF>CHA�Q;M�=IHMNLO=N?>�;N�;�=IMN�I@�����GCFFCIH�
NB?�L?;F�G?MM;A?�CM�NB;N�NB?�=IMN�Q;M�HIN�G;N?LC;FFS�>C@@?L?HN�@LIG�����GCFFCIH�1BCM
@CAOL?�CM�;�@;CL�L?JL?M?HN;NCIH�I@�NB?�;GIOHN�MJ?HN��IH?�NB;N�=;H�<?�OM?>�CH�G;ECHA
>?=CMCIHM�;<ION�NB?�ILA;HCT;NCIH^M�=OLL?HN�@CH;H=C;F�MCNO;NCIH�;M�Q?FF�;M�CNM�@ONOL?
JLIMJ?=NM

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

KEY TAKEAWAY

#CH;H=C;F�;==IOHNCHA�>I?M�HIN�;NN?GJN�NI�JLIPC>?�?R;=N�HOG<?LM�<?=;OM?
MO=B�;==OL;=S�CM�I@N?H�CGJIMMC<F?�NI�;=BC?P?�;H>�HIN�L?;FFS�L?KOCL?>�<S
>?=CMCIH�G;E?LM�&HMN?;>��L?JILN?>�;==IOHNCHA�CH@ILG;NCIH�CM�CHN?H>?>�NI
JLIPC>?�;�FCE?H?MM�I@�;H�ILA;HCT;NCIH�;H>�CNM�IJ?L;NCIHMZ;�NSJ?�I@�JILNL;CN
1I�;=BC?P?�NBCM�AI;F��NB?�<;F;H=?M�;H>�INB?L�>;N;�=;HHIN�=IHN;CH�;HS
G;N?LC;F�GCMMN;N?G?HNM���GCMMN;N?G?HN�CM�CH;==OL;N?�CH@ILG;NCIH�L?JILN?>
<S�;==C>?HN��;H�?LLIL	�IL�CHN?HNCIH;FFS��@L;O>	�*;N?LC;FCNS�L?@?LM�NI�NB?�JICHN
;N�QBC=B�NB?�MCT?�IL�NB?�H;NOL?�I@�MO=B�GCMMN;N?G?HNM�QIOF>�=;OM?�;�=B;HA?
CH�NB?�>?=CMCIHM�G;>?�<S�;H�CH>CPC>O;F�OMCHA�NB;N�CH@ILG;NCIH�&@�;FF�G;N?LC;F
GCMMN;N?G?HNM�=;H�<?�?FCGCH;N?>��CHN?L?MN?>�J;LNC?M�MBIOF>�<?�;<F?�NI�OM?
NB?�CH@ILG;NCIH�NI�G;E?�=IHMC>?L?>�>?=CMCIHM
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2.2 Dealing with Uncertainty

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !CM=OMM�NB?�=B;FF?HA?�=L?;N?>�@IL�@CH;H=C;F�;==IOHN;HNM�<S�NB?�JL?M?H=?
I@�OH=?LN;CHNS

� )CMN�?R;GJF?M�I@�OH=?LN;CHNS�NB;N�;�@CH;H=C;F�;==IOHN;HN�GCABN�@;=?�CH
L?JILNCHA�@CH;H=C;F�CH@ILG;NCIH

� "RJF;CH�BIQ�@CH;H=C;F�;==IOHNCHA�L?M?G<F?M�;�F;HAO;A?

Question: Absolute accuracy is not necessary in order to estimate future stock prices� cash
dividend payments� and cash flows Thus� the concept of materiality as a standard guideline
in reporting information is obviously quite important However� financial accounting figures
can still be exact If a cash register is bought for $830.00� the cost is exactly $830.00 Even if
not necessary� what prevents reported financial information from being precise?

�HMQ?L��&H�NLONB��;�L?;MIH;<F?�J?L=?HN;A?�I@�NB?�HOG<?LM�L?JILN?>�CH�@CH;H=C;F
;==IOHNCHA�;L?�?R;=N�*;N?LC;FCNS�CM�HIN�;H�CMMO?�CH�MO=B�=;M?M�1B?�=;MB�L?ACMN?L
G?HNCIH?>�B?L?�QCFF�B;P?�;�L?JILN?>�=IMN�I@�������Z;�JL?=CM?�G?;MOL?�I@�NB?
;GIOHN�J;C>�)CE?QCM?��;�=;MB�<;F;H=?�MBIQH�;M��������CM�?R;=N�NI�NB?�J?HHS
%IQ?P?L��G;HS�I@�NB?�INB?L�I==OLL?H=?M�NB;N�GOMN�<?�L?JILN?>�<S�;H�ILA;HCT;NCIH
>I�HIN�F?H>�NB?GM?FP?M�NI�MO=B�;==OL;=S

1B?�JLCG;LS�L?;MIH�NB;N�JL?=CMCIH�CM�HIN�;�AI;FZIL�I@N?H�HIN�?P?H�;�JIMMC<CFCNSZCH
@CH;H=C;F�;==IOHNCHA�=;H�<?�MOGG?>�OJ�CH�;�MCHAF?�QIL>��OH=?LN;CHNS�*;HS�I@�NB?
?P?HNM�?H=IOHN?L?>�?P?LS�>;S�<S�;H�ILA;HCT;NCIH�=IHN;CH�MIG?�>?AL??�I@
OH=?LN;CHNS�2H@ILNOH;N?FS��HI�N?=BHCKO?�?RCMNM�NI�L?JILN�OH=?LN;CH�?P?HNM�CH
JL?=CM?�N?LGM

4B?H�@CLMN�CHNLI>O=?>�NI�@CH;H=C;F�;==IOHNCHA��G;HS�MNO>?HNM�;MMOG?�NB;N�CN�CM�FCNNF?
GIL?�NB;H�NB?�FCMNCHA�I@�=;MB�L?=?CJNM�;H>�>CM<OLM?G?HNM�CH�GO=B�NB?�M;G?�Q;S
NB;N�?F?G?HN;LS�M=BIIF�=BCF>L?H�L?JILN�BIQ�NB?S�MJ?HN�NB?CL�Q??EFS�;FFIQ;H=?M
1B;N�CM�;�GCM=IH=?JNCIH�#CH;H=C;F�;==IOHNCHA�;NN?GJNM�NI�J;CHN�;�@;CLFS�JL?M?HN?>
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JILNL;CN�I@�;�=IGJ;HS^M�IP?L;FF�IJ?L;NCIHM��@CH;H=C;F�=IH>CNCIH��;H>�=;MB�@FIQM�1BCM
I<D?=NCP?�CH=FO>?M�NB?�L?JILNCHA�I@�?P?HNM�QB?L?�;�@CH;F�L?MIFONCIH�GCABN�HIN�I==OL
@IL�S?;LM�%?L?�;L?�DOMN�;�@?Q�?R;GJF?M�I@�NB?�ECH>M�I@�OH=?LN;CHNS�NB;N�PCLNO;FFS
?P?LS�<OMCH?MM��;H>�@CH;H=C;F�;==IOHN;HN	�@;=?M�CH�L?JILNCHA�@CH;H=C;F�CH@ILG;NCIH

W��=IGJ;HS�CM�NB?�MO<D?=N�I@�;�F;QMOCN�-?LB;JM�;�=OMNIG?L�B;M�@CF?>�NBCM
F?A;F�;=NCIH�=F;CGCHA�>;G;A?�;M�;�L?MOFN�I@�IH?�I@�NB?�=IGJ;HS^M
JLI>O=NM�0O=B�F?A;F�JLI=??>CHAM�;L?�?R=??>CHAFS�=IGGIH�;H>�=;H
>L;A�IH�CH�NB?�=IOLNM�@IL�;H�?RN?H>?>�J?LCI>�I@�NCG?�<?@IL?�;
M?NNF?G?HN�CM�L?;=B?>�1B?�;=NO;F�;GIOHN�QIH�IL�FIMN��C@�?CNB?L�I==OLM	
GCABN�HIN�<?�EHIQH�@IL�S?;LM�4B;N�MBIOF>�NB?�=IGJ;HS�L?JILNnow?

W��M;F?�I@�G?L=B;H>CM?�CM�G;>?�NI>;S�@IL������QCNB�NB?�GIH?S�NI�<?
=IFF?=N?>�@LIG�NB?�=OMNIG?L�CH�M?P?L;F�GIHNBM�2HNCF�NB?�=;MB�CM
L?=?CP?>��NB?�ILA;HCT;NCIH�=;HHIN�<?�MOL?�I@�NB?�?R;=N�;GIOHN�NB;N�QCFF
<?�=IFF?=N?>�4B;N�MBIOF>�NB?�=IGJ;HS�L?JILNnow?

W�H�?GJFIS??�CM�JLIGCM?>�;�=;MB�<IHOM�H?RN�S?;L�NB;N�QCFF�<?�=;F=OF;N?>
<;M?>�IH�;HS�LCM?�CH�NB?�G;LE?N�JLC=?�I@�NB?�=IGJ;HS^M�=;JCN;F�MNI=E
2HNCF�NB?�NCG?�J;MM?M�;H>�NB?�;=NO;F�CH=L?;M?��C@�;HS	�CM�>?N?LGCH?>��NB?
;GIOHN�I@�NBCM�<IHOM�L?G;CHM�;�GSMN?LS�4B;N�MBIOF>�NB?�=IGJ;HS
L?JILNnow?

W��L?N;CF�MNIL?�M?FFM�;�GC=LIQ;P?�IP?H�NI>;S�QCNB�;�Q;LL;HNS�&@�NB?
;JJFC;H=?�<L?;EM�;N�;HS�NCG?�>OLCHA�NB?�H?RN�NBL??�S?;LM��NB?�MNIL?�B;M
NI�J;S�@IL�NB?�L?J;CLM�+I�IH?�EHIQM�QB?NB?L�NB?�GC=LIQ;P?�QCFF�H??>
NI�<?�@CR?>�>OLCHA�NBCM�J?LCI>�4B;N�MBIOF>�NB?�=IGJ;HS�L?JILNnow?

�HS�=IGJL?B?HMCP?�FCMN�I@�NB?�OH=?LN;CHNC?M�@;=?>�L?AOF;LFS�<S�GIMN�ILA;HCT;NCIHM
QIOF>�L?KOCL?�J;A?M�NI�?HOG?L;N?��?=;OM?�I@�NB?�KO;HNCNS�;H>�P;LC?NS�I@�MO=B
OHEHIQHM��?R;=N�JL?=CMCIH�MCGJFS�=;HHIN�<?�;H�I<D?=NCP?�I@�@CH;H=C;F�L?JILNCHA�#IL
G;HS�;==IOHN;HNM��>?;FCHA�QCNB�MI�GO=B�OH=?LN;CHNS�CM�NB?�GIMN�CHN?L?MNCHA�;MJ?=N
I@�NB?CL�DI<�4B?H?P?L�NB?�ILA;HCT;NCIH�?H=IOHN?LM�;�MCNO;NCIH�I@�NBCM�NSJ?��NB?
;==IOHN;HN�GOMN�@CLMN�=IG?�NI�OH>?LMN;H>�QB;N�B;M�N;E?H�JF;=?�;H>�NB?H�>?N?LGCH?
;�FIAC=;F�G?NBI>�NI�=IGGOHC=;N?�;�@;CL�L?JL?M?HN;NCIH�I@�NB;N�CH@ILG;NCIH�QCNBCH
NB?�;JJLIJLC;N?�@L;G?QILE�JLIPC>?>�<S�@CH;H=C;F�;==IOHNCHA�1BCM�CM�MOL?FS�IH?�I@
NB?�G;DIL�=B;FF?HA?M�I@�<?CHA�;�@CH;H=C;F�;==IOHN;HN

Question: Accounting is sometimes referred to as the Òlanguage of business\ However� the
goal of financial accounting has already been identified as the painting of a fairly presented
portrait of an organization Given the references throughout this chapter to painting� is
accounting really a type of language?Is it possible for accounting to paint portraits and be a
language?
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�HMQ?L��1B?�MCGJF?�;HMQ?L�NI�NBCM�KO?MNCIH�CM�NB;N�;==IOHNCHA�CM�;�F;HAO;A?��IH?
NB;N�?H;<F?M�;H�ILA;HCT;NCIH�NI�=IGGOHC=;N?�;�JILNL;CN�I@�CNM�@CH;H=C;F�B?;FNB�;H>
@ONOL?�JLIMJ?=NM�NI�CHN?L?MN?>�J;LNC?M�<S�OMCHA�QIL>M�;H>�HOG<?LM�L;NB?L�NB;H�ICFM
IL�Q;N?L=IFILM�1B;N�F;HAO;A?�<?=IG?M�?MJ?=C;FFS�B?FJ@OF�QB?H�;H�ILA;HCT;NCIH
@;=?M�NB?�N;ME�I@�L?JILNCHA�=IGJF?R�OH=?LN;CHNC?M

�HS�F;HAO;A?��QB?NB?L�CN�CM�"HAFCMB��0J;HCMB��';J;H?M?��IL�NB?�FCE?��B;M�<??H
>?P?FIJ?>�NBLIOAB�GO=B�OM?�NI�;FFIQ�@IL�NB?�?@@?=NCP?�NL;HM@?L�I@�CH@ILG;NCIH
<?NQ??H�NQI�IL�GIL?�J;LNC?M�&@�;�M?HN?H=?�MO=B�;M�[&�>LCP?�;�L?>�=;L\�CM�MJIE?H�
=IGGOHC=;NCIH�I==OLM�<ON�IHFS�C@�<INB�NB?�MJ?;E?L�;H>�NB?�FCMN?H?L�B;P?�;H
;>?KO;N?�OH>?LMN;H>CHA�I@�NB?�"HAFCMB�F;HAO;A?��;M?>�MIF?FS�IH�NB?M?�@CP?�QIL>M�
CH@ILG;NCIH�=;H�<?�J;MM?>�@LIG�IH?�J?LMIH�NI�NB?�INB?L�1BCM�JLI=?MM�MO==??>M
<?=;OM?�"HAFCMB��;M�Q?FF�;M�INB?L�F;HAO;A?M	�L?FC?M�IH�L?F;NCP?FS�MN;H>;L>CT?>
N?LGCHIFIAS�4IL>M�FCE?�[L?>�\�[=;L�\�;H>�[>LCP?\�B;P?�>?@CH?>�G?;HCHAM�NB;N�NB?
MJ?;E?L�;H>�NB?�FCMN?H?L�=;H�?;=B�=IGJL?B?H>�QCNB�;�>?AL??�I@�=?LN;CHNS�&H
;>>CNCIH��AL;GG;L�LOF?M�MO=B�;M�MSHN;R�;H>�JOH=NO;NCIH�;L?�ONCFCT?>�NI�JLIPC>?�;
@L;G?QILE�@IL�NB?�=IGGOHC=;NCIH�1BOM��?@@?=NCP?�=IGGOHC=;NCIH�CM�JIMMC<F?�CH�;
F;HAO;A?�QB?H���	�M?N�N?LGCHIFIAS�?RCMNM�;H>���	�MNLO=NOL;F�LOF?M�;H>�JLCH=CJF?M�;L?
;JJFC?>

�M�QCFF�<?�AL;>O;FFS�CHNLI>O=?>�NBLIOABION�NBCM�N?RN<IIE��@CH;H=C;F�;==IOHNCHA�B;M
CNM�IQH�N?LGCHIFIAS�*;HS�QIL>M�;H>�N?LGM��MO=B�;M�[)&#,\�;H>�[;==OGOF;N?>
>?JL?=C;NCIH\	�B;P?�P?LS�MJ?=C@C=�G?;HCHAM�&H�;>>CNCIH��;�=IGJL?B?HMCP?�M?N�I@
LOF?M�;H>�JLCH=CJF?M�B;M�<??H�?MN;<FCMB?>�IP?L�NB?�>?=;>?M�NI�JLIPC>?�MNLO=NOL?�;H>
MN;H>;L>CT;NCIH�1B?S�AOC>?�NB?�L?JILNCHA�JLI=?MM�MI�NB;N�NB?�L?MOFNCHA�CH@ILG;NCIH
QCFF�<?�@;CLFS�JL?M?HN?>�;H>�=;H�<?�L?;>CFS�OH>?LMNII>�<S�;FF�CHN?L?MN?>�J;LNC?M��<INB
CHMC>?�;H>�IONMC>?�NB?�ILA;HCT;NCIH

0IG?�MNO>?HNM�QBI�L?;>�NBCM�N?RN<IIE�QCFF�?P?HNO;FFS�<?=IG?�;==IOHN;HNM�1BIM?
CH>CPC>O;FM�GOMN�F?;LH�NB?�N?LGCHIFIAS��LOF?M��;H>�JLCH=CJF?M�CH�IL>?L�NI
=IGGOHC=;N?�@CH;H=C;F�CH@ILG;NCIH�;<ION�;H�ILA;HCT;NCIH�NB;N�CM�@;CLFS�JL?M?HN?>
,NB?L�MNO>?HNM�QCFF�<?=IG?�?RN?LH;F�>?=CMCIH�G;E?LM�1B?S�QCFF�G;E?�FI;HM��<OS
MNI=E��AL;HN�=L?>CN��G;E?�?GJFISG?HN�>?=CMCIHM��JLIPC>?�CHP?MNG?HN�;>PC=?��;H>
NB?�FCE?�1B?S�QCFF�HIN�JL?M?HN�@CH;H=C;F�CH@ILG;NCIH�QCNB�;FF�I@�CNM�OH=?LN;CHNC?M�<ON
L;NB?L�G;E?�OM?�I@�CN�1B?�GIL?�MO=B�CH>CPC>O;FM�EHIQ�;<ION�@CH;H=C;F�;==IOHNCHA
N?LGCHIFIAS��LOF?M��;H>�JLCH=CJF?M��NB?�GIL?�FCE?FS�CN�CM�NB;N�NB?S�QCFF�G;E?
;JJLIJLC;N?�>?=CMCIHM
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1I�=IGGOHC=;N?�;�JILNL;CN�JLIJ?LFS�CH�;HS�F;HAO;A?��<INB�NB?�MJ?;E?L�;H>�NB?
FCMN?H?L�GOMN�OH>?LMN;H>�NB?�N?LGCHIFIAS�;M�Q?FF�;M�NB?�MNLO=NOL;F�LOF?M�;H>
JLCH=CJF?M�1B;N�BIF>M�?P?H�C@�NB?�F;HAO;A?�CM�@CH;H=C;F�;==IOHNCHA

KEY TAKEAWAY

�N�;HS�JICHN�CH�NCG?��ILA;HCT;NCIHM�@;=?�HOG?LIOM�OH=?LN;CH�ION=IG?M��MO=B
;M�NB?�M?NNF?G?HN�I@�FCNCA;NCIH�IL�NB?�=IFF?=NCIH�I@�;�L?=?CP;<F?�1B?
=IHP?S;H=?�I@�OM?@OF�CH@ILG;NCIH�;<ION�OH=?LN;CH�MCNO;NCIHM�AI?M�<?SIH>
NB?�MCGJF?�L?JILNCHA�I@�?R;=N�HOG<?LM�1I�=IHP?S�;�L?;MIH;<F?
OH>?LMN;H>CHA�I@�MO=B�OH=?LN;CHNS��@CH;H=C;F�;==IOHNCHA�GOMN�M?LP?�;M�;
F;HAO;A?�1BOM��CN�QCFF�B;P?�M?N�N?LGCHIFIAS�;H>�MNLO=NOL;F�LOF?M�GO=B�FCE?
NB;N�I@�;HS�F;HAO;A?
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2.3 The Need for Generally Accepted Accounting Principles

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?M=LC<?�NB?�JOLJIM?�I@�20�A?H?L;FFS�;==?JN?>�;==IOHNCHA�JLCH=CJF?M
�20�$��-	�;H>�NB?�<?H?@CNM�NB;N�NB?M?�LOF?M�JLIPC>?

� "RJF;CH�NB?�CGJILN;H=?�I@�20�$��-�NI�NB?�>?P?FIJG?HN�I@�;�=;JCN;FCMNC=
?=IHIGS

� 2H>?LMN;H>�NB?�LIF?�JF;S?>�<S�NB?�#CH;H=C;F��==IOHNCHA�0N;H>;L>M
�I;L>��#�0�	�CH�NB?�IHAICHA�?PIFONCIH�I@�20�$��-

� !CM=OMM�NB?�;>P;HN;A?M�;H>�NB?�JIMMC<CFCNS�I@�MQCN=BCHA�@LIG�20�$��-
NI�&HN?LH;NCIH;F�#CH;H=C;F�/?JILNCHA�0N;H>;L>M��&#/0	

Question: Rules and principles exist within financial accounting that must be followed They
provide the standard guidance necessary for achieving effective communication For
example� assume that a reporting organization encounters an uncertainty (such as a
lawsuit) and is now preparing financial information to portray the reality of that event
When faced with complexity� how does the financial accountant know what reporting
guidelines to follow?How does a decision maker looking at reported information know what
reporting guidelines have been followed?

�HMQ?L����MCAHC@C=;HN�<I>S�I@generally accepted accounting principles �

�@L?KO?HNFS�L?@?LL?>�NI�;MU.S GAAP	�B;M�<??H�=L?;N?>�CH�NB?�2HCN?>�0N;N?M�IP?L
G;HS�>?=;>?M�NI�JLIPC>?�;ONBILCN;NCP?�AOC>;H=?�;H>�MN;H>;L>CT;NCIH�@IL�@CH;H=C;F
;==IOHNCHA�4B?H�@;=?>�QCNB�;�L?JILNCHA�CMMO?��MO=B�;M�;�F;QMOCN��NB?�;==IOHN;HN
=IHMOFNM�20�$��-�NI�;LLCP?�;N�;H�;JJLIJLC;N?�L?MIFONCIH��IH?�NB;N�L?MOFNM�CH�@;CL
JL?M?HN;NCIH�&@�<INB�NB?�;==IOHN;HN�;H>�NB?�>?=CMCIH�G;E?L�OH>?LMN;H>�20�$��-�
?P?H�NB?�GIMN�=IGJF?R�@CH;H=C;F�CH@ILG;NCIH�=;H�<?�=IHP?S?>�MO==?MM@OFFS��
JLIJ?L�FCE?H?MM�=;H�<?�JILNL;S?>�;H>�=IGGOHC=;N?>

1BOM��NB?�@CH;H=C;F�CH@ILG;NCIH�NI�<?�>CMNLC<ON?>�<S�;H�ILA;HCT;NCIH�CH�NB?�@ILG�I@
@CH;H=C;F�MN;N?G?HNM�CM�MNLO=NOL?>�;==IL>CHA�NI�20�$��-�1BCM�N?RN<IIE�CM�;H
?RJFIL;NCIH�I@�NBIM?�;==IOHNCHA�JLCH=CJF?M�NB;N�M?LP?�;M�NB?�@IOH>;NCIH�@IL�@CH;H=C;F
;==IOHNCHA�CH�NBCM�=IOHNLS*;HS�=IOHNLC?M�INB?L�NB;H�NB?�2HCN?>�0N;N?M�B;P?

� ��L?=IAHCT?>�M?N�I@�;==IOHNCHA
LOF?M�OM?>�;H>�@IFFIQ?>�CH�NB?
2HCN?>�0N;N?M�I@��G?LC=;
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>?P?FIJ?>�NB?CL�IQH�CH>CPC>O;F�MSMN?GM�I@�A?H?L;FFS�;==?JN?>�;==IOHNCHA
JLCH=CJF?M�1B?M?�;FN?LH;NCP?M�;L?�ONCFCT?>�CH�MJ?=C@C=�;L?;M�I@�NB?�QILF>�&H�;>>CNCIH�
CHN?LH;NCIH;F�;==IOHNCHA�MN;H>;L>M��=L?;N?>�<S�NB?�)IH>IH�<;M?>�&HN?LH;NCIH;F
�==IOHNCHA�0N;H>;L>M��I;L>	�EHIQH�@ILG;FFS�;M�&HN?LH;NCIH;F�#CH;H=C;F�/?JILNCHA
0N;H>;L>M��IL�&#/0��;FMI�?RCMN�;H>�;L?�HIQ�OM?>�CH�HOG?LIOM�=IOHNLC?M�20�$��-�CM
<S�@;L�NB?�GIMN�MIJBCMNC=;N?>�MSMN?G�CH�NB?�QILF>�<?=;OM?�;�MCAHC@C=;HN�JILNCIH�I@
NB?�=;JCN;F�G;LE?NM�?RCMN�B?L?�2HF?MM�HIN?>�INB?LQCM?��20�$��-�CM�<?CHA�>?M=LC<?>
CH�NBCM�N?RN<IIE�%IQ?P?L��CH�L?=?HN�S?;LM��;�MNLIHA�JOMB�NIQ;L>�OHCP?LM;F
;==?JN;H=?�I@�&#/0�B;M�N;E?H�JF;=?�1B?L?@IL?��NB?CL�JIN?HNC;F�CGJ;=N�QCFF�<?
;H;FST?>�NBLIOABION�NBCM�<IIE�CH�MJ?=C;F�>CM=OMMCIHM�I@�L?F?P;HN�NIJC=M

�;M?>�IH�=IP?L;A?�B?L?��MNO>?HNM�QBI�M??E�NI�<?=IG?�;==IOHN;HNM�=;H�F?;LH�NI
L?JILN�@CH;H=C;F�CH@ILG;NCIH�NB;N�CM�@;CLFS�JL?M?HN?>�1B;N�G?;HM�NB;N�CN�CM�L?JILN?>
;==IL>CHA�NI�20�$��-�MI�NB;N�CN�=IHN;CHM�HI�G;N?LC;F�GCMMN;N?G?HNM�0NO>?HNM�QBI
Q;HN�NI�?P;FO;N?�MJ?=C@C=�ILA;HCT;NCIHM�CH�IL>?L�NI�G;E?�>?=CMCIHM�;<ION�NB?G
MBIOF>�F?;LH�20�$��-�CH�IL>?L�NI�OH>?LMN;H>�NB?�>;N;�<?CHA�L?JILN?>

�FNBIOAB�MIG?�?F?G?HNM�I@�20�$��-�B;P?�<??H�CH�OM?�;FGIMN�NBLIOABION�BCMNILS�
G;HS�I@�NB?M?�LOF?M�;H>�JLCH=CJF?M�;L?�L?F;NCP?FS�H?QZI@N?H�>?P?FIJ?>�QCNBCH�NB?
F;MN�NQ?HNS�NI�NBCLNS�S?;LM��==IOHNCHA�JLCH=CJF?M�?PIFP?�KOCN?�KOC=EFS�;M�NB?�H;NOL?
I@�<OMCH?MM�=B;HA?M�;H>�H?Q�CMMO?M��JLI<F?GM��;H>�L?MIFONCIHM�;LCM?�#;CLFS
CGJILN;HN�=B;HA?M�CH�20�$��-�I==OL�PCLNO;FFS�?P?LS�S?;L

1B?�?RCMN?H=?�I@�20�$��-�G?;HM�NB;N�;�<OMCH?MM�CH�0?;NNF?��4;MBCHANIH��;H>�;
<OMCH?MM�CH��NF;HN;��$?ILAC;��QCFF�;==IOHN�@IL�CH@ILG;NCIH�CH�GO=B�NB?�M;G?
G;HH?L�M�QCFF�<?�>CM=OMM?>�F;N?L�CH�NBCM�N?RN<IIE��E?S�JICHNM�?RCMN�QCNBCH�@CH;H=C;F
;==IOHNCHA�QB?L?�GIL?�NB;H�IH?�;JJLI;=B�=;H�<?�OM?>�@IL�L?JILNCHA�JOLJIM?M
/CAC>�MN;H>;L>CT;NCIH�CM�@IOH>�CH�G;HS�;L?;M�I@�@CH;H=C;F�L?JILNCHA�<ON�HIN�CH�;FF
�?=;OM?�I@�NBCM�MN;H>;L>CT;NCIH��;HS�>?=CMCIH�G;E?L�QCNB�;H�;>?KO;N?�EHIQF?>A?�I@
@CH;H=C;F�;==IOHNCHAZQB?NB?L�FI=;N?>�CH�-BI?HCR���LCTIH;��IL�CH�-ILNF;H>�
*;CH?ZMBIOF>�<?�;<F?�NI�OH>?LMN;H>�NB?�@;CLFS�JL?M?HN?>�@CH;H=C;F�CH@ILG;NCIH
=IHP?S?>�<S�;�QC>?�P;LC?NS�I@�=IGJ;HC?M�1B?S�;FF�MJ?;E�NB?�M;G?�F;HAO;A?�-ON
MCGJFS��20�$��-�?H;<F?M�ILA;HCT;NCIHM�;H>�INB?L�J;LNC?M�NI�=IGGOHC=;N?
MO==?MM@OFFS

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF
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http://www.quia.com/quiz/2092600.html


Question: An article in the4;FF�0NL??N�'IOLH;Fcontained the following comment about U.S
GAAP: ÒWhen the intellectual achievements of the 20th century are tallied� GAAP should be
on everyoneÕs Top 10 list The idea of GAAPÑso simple yet so radicalÑis that there should be
a standard way of accounting for profit and loss in public businesses� allowing investors to
see how a public company manages its money This transparency is what allows investors to
compare businesses as different as McDonaldÕs� IBM and Tupperware� and it makes U.S
markets the envy of the world\  F;S�0BCLES��[%IQ�-LC=?FCH?��?=;G?�;�/?;F��OMCH?MM�\
Wall Street Journal���OAOMN���������������

Could U.S GAAP be so very important?Can the development of U.S GAAP possibly be one of
the ten most important intellectual achievements of the entire twentieth century?A list of
other accomplishments during this period would include air travel� creation of computers�
landing on the moon� and the development of penicillin With that level of competition� U.S
GAAP does not seem an obvious choice to be in the top ten How can it be so important?

�HMQ?L��1B?�2HCN?>�0N;N?M�B;M�;�=;JCN;FCMNC=�?=IHIGS��QBC=B�G?;HM�NB;N�<OMCH?MM?M
;L?��@IL�NB?�GIMN�J;LN	�IQH?>�<S�JLCP;N?�=CNCT?HM�;H>�ALIOJM�L;NB?L�NB;H�<S�NB?
AIP?LHG?HN�1I�IJ?L;N?�;H>�ALIQ��NB?M?�=IGJ;HC?M�GOMN�=IHPCH=?�CHP?MNILM�;H>
=L?>CNILM�NI�=IHNLC<ON?�BOA?�;GIOHNM�I@�NB?CL�IQH�GIH?S�PIFOHN;LCFS�+IN
MOLJLCMCHAFS��MO=B�@CH;H=CHA�CM�IHFS�@ILNB=IGCHA�C@�NB?�JIMMC<F?�LCMEM�;H>�L?Q;L>M
=;H�<?�;MM?MM?>�;H>�NB?H�?P;FO;N?>�QCNB�MO@@C=C?HN�L?FC;<CFCNS��?@IL?�B;H>CHA�IP?L
NBIOM;H>M�IL�?P?H�GCFFCIHM�I@�>IFF;LM��CHP?MNILM�;H>�=L?>CNILM�GOMN�<?FC?P?�NB;N
NB?S�B;P?�NB?�L?FC;<F?�>;N;�L?KOCL?>�NI�G;E?�L?;MIH;<F?�?MNCG;NCIHM�I@�@ONOL?�MNI=E
JLC=?M��=;MB�>CPC>?H>M��;H>�=;MB�@FIQM�,NB?LQCM?��<OSCHA�MNI=EM�;H>�AL;HNCHA�=L?>CN
CM�HI�GIL?�NB;H�A;G<FCHA��M�NBCM�KOIN?�;MM?LNM��20�$��-�?H;<F?M�NB?M?�IONMC>?
J;LNC?M�NI�I<N;CH�NB?�CH@ILG;NCIH�NB?S�H??>�NI�L?>O=?�NB?CL�J?L=?CP?>�LCME�NI
;==?JN;<F?�F?P?FM

4CNBION�20�$��-��CHP?MNILM�;H>�=L?>CNILM�QIOF>�?H=IOHN?L�MCAHC@C=;HN�>C@@C=OFNC?M
CH�?P;FO;NCHA�NB?�@CH;H=C;F�B?;FNB�;H>�@ONOL?�JLIMJ?=NM�I@�;H�ILA;HCT;NCIH1B?
L?=?HN�QC>?�M=;F?�@CH;H=C;F�G?FN>IQH�CH�NB?�QILF>�?=IHIGS�B;M�JON�;�M?LCIOM�MNL;CH
IH�NB?�NL;>CNCIH;F�=;JCN;FCMN�GI>?F�1B?�20�;H>�INB?L�AIP?LHG?HNM�B;P?�B;>�NI
MJ?H>�<CFFCIHM�I@�>IFF;LM�NI�<;CF�ION��;H>��CH�MIG?�=;M?M��N;E?�IP?L	�G;DIL
?HN?LJLCM?M�4B?NB?L�20�$��-�=IOF>�B;P?�>IH?�;�<?NN?L�DI<�NI�B?FJ�;PIC>�NBCM
=;F;GCNS�QCFF�JLI<;<FS�HIN�<?�@OFFS�EHIQH�@IL�S?;LM1B?S�QIOF>�@;=?�?P?H�AL?;N?L
OH=?LN;CHNS�;H>�<?�FCE?FS�NI�BIF>�IH�NI�NB?CL�GIH?S�IL�CHP?MN�IHFS�CH�INB?L��M;@?L
IJNCIHM� IHM?KO?HNFS��C@�20�$��-�>C>�HIN�?RCMN��NB?�>?P?FIJG?HN�;H>�?RJ;HMCIH�I@
NBIOM;H>M�I@�NB?�<OMCH?MM?M�NB;N�B;P?�<?=IG?�;�=?HNL;F�J;LN�I@�NI>;S^M�MI=C?NS
QIOF>�<?�FCGCN?>�IL�CGJIMMC<F?�MCGJFS�<?=;OM?�I@�NB?�F;=E�I@�;P;CF;<F?�L?MIOL=?M
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�S�;HS�MN;H>;L>��NB?�?RJFIMCP?�>?P?FIJG?HN�I@�NB?�20�?=IHIGS�>OLCHA�NB?
NQ?HNC?NB�=?HNOLS��?MJ?=C;FFS�@IFFIQCHA�4ILF>�4;L�&&	�B;M�<??H�MJ?=N;=OF;L��=FIM?�NI
OH<?FC?P;<F?�1BCM�ALIQNB�B;M�<??H�@O?F?>�<S�G;MMCP?�;GIOHNM�I@�GIH?S�@FIQCHA
@LIG�CHMC>?�;H>�IONMC>?�NB?�2HCN?>�0N;N?M�CHNI�NB?�=IOHNLS^M�<OMCH?MM?M�*O=B�I@�NB?
PCN;FCNS�I@�NB?�20�?=IHIGS�L?MOFNM�@LIG�NB?�QCFFCHAH?MM�I@�J?IJF?�NI�LCME�NB?CL
GIH?S�<S�<OSCHA�=;JCN;F�MNI=E�IL�G;ECHA�FI;HM�NI�MO=B�=IGJ;HC?M�;M�*=!IH;F>^M�
&�*��;H>�1OJJ?LQ;L?�4CNBION�NBIM?�L?MIOL=?M��GIMN�<OMCH?MM?M�QIOF>�<?�MG;FF�IL
HIH?RCMN?HN�;H>�NB?�2HCN?>�0N;N?M�QIOF>�MOL?FS�<?�;�L;>C=;FFS�>C@@?L?HN�=IOHNLS

Question� If U.S GAAP is so very important� who creates it?If U.S GAAP is constantly
evolving� how does that occur?

�HMQ?L��0CH=?�������NB?�JLCG;LS�;ONBILCN;NCP?�<I>S�CH�=B;LA?�I@�JLI>O=CHA�20
$��-�B;M�<??H�NB?�#CH;H=C;F��==IOHNCHA�0N;H>;L>M��I;L>��@L?KO?HNFS�L?@?LL?>�NI�;M
#�0�	  IHMC>?L;<F?�CH@ILG;NCIH�=;H�<?�@IOH>�;<ION�NB?�#CH;H=C;F��==IOHNCHA
0N;H>;L>M��I;L>�<S�NIOLCHABNNJ���QQQ@;M<ILA�1B?�N;<�[�<ION�#�0�\�CM
?MJ?=C;FFS�CH@ILG;NCP?#�0��CM�;H�CH>?J?H>?HN�ALIOJ�MOJJILN?>�<S�NB?�20
AIP?LHG?HN��P;LCIOM�;==IOHNCHA�ILA;HCT;NCIHM��;H>�JLCP;N?�<OMCH?MM?M�&N�CM�=B;LA?>
QCNB�?MN;<FCMBCHA�;H>�CGJLIPCHA�NB?�MN;H>;L>M�<S�QBC=B�<OMCH?MM?M�;H>�HIN�@IL�
JLI@CN�ILA;HCT;NCIHM��MO=B�;M�=B;LCNC?M	�JLI>O=?�NB?�@CH;H=C;F�CH@ILG;NCIH�NB;N�NB?S
>CMNLC<ON?�NI�>?=CMCIH�G;E?LM

1SJC=;FFS��;==IOHNCHA�JLI<F?GM�;LCM?�IP?L�NCG?�QCNBCH�P;LCIOM�;L?;M�I@�@CH;H=C;F
L?JILNCHA�+?Q�NSJ?M�I@�@CH;H=C;F�?P?HNM�=;H�<?�=L?;N?>��@IL�?R;GJF?��NB;N�;L?�HIN
=IP?L?>�<S�20�$��-�IL��J?LB;JM��Q?;EH?MM?M�CH�?;LFC?L�LOF?M�MN;LN�NI�<?=IG?
?PC>?HN�&@�MO=B�=IH=?LHM�ALIQ�NI�<?�M?LCIOM��#�0��QCFF�MN?J�CH�;H>�MNO>S�NB?�CMMO?M
;H>�;FN?LH;NCP?M�;H>�JIMMC<FS�J;MM�H?Q�LOF?M�IL�G;E?�;G?H>G?HNM�NI�JL?PCIOM�IH?M
#�0��CM�G?NBI>C=;F�CH�CNM�>?FC<?L;NCIHM�;H>�NB?�?HNCL?�JLI=?MM�=;H�N;E?�S?;LM
 B;HA?M��;>>CNCIHM��;H>�>?F?NCIHM�NI�20�$��-�;L?�HIN�G;>?�QCNBION�JLIJ?L
=IHMC>?L;NCIH

0?P?L;F�INB?L�<I>C?M�;FMI�JF;S�CGJILN;HN�LIF?M�CH�NB?�=L?;NCIH�I@�20�$��-�1B?S
;L?�HILG;FFS�>CM=OMM?>�CH�>?N;CF�CH�OJJ?L�F?P?F�;==IOHNCHA�N?RN<IIEM�%IQ?P?L��NB?
G;DIL�;ONBILCNS�@IL�NB?�IHAICHA�?PIFONCIH�I@�20�$��-�FC?M�QCNB�#�0��;H>�CNM
M?P?H�G?G<?L�<I;L>�&N�L?F?;M?>�;JJLIRCG;N?FS�����I@@C=C;F�MN;N?G?HNM�>OLCHA�CNM
@CLMN�NBCLNS�MCR�S?;LM�I@�?RCMN?H=?�1B?�CGJ;=N�NB;N�NBIM?�LOFCHAMZ;H>�INB?L�NSJ?M�I@
#�0��JLIHIOH=?G?HNMZB;M�B;>�IH�20�$��-�;H>�NB?�@CH;H=C;F�L?JILNCHA�JLI=?MM�CM
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;FGIMN�CGJIMMC<F?�NI�IP?L?GJB;MCT?�&H�������#�0��=IG<CH?>�;FF�;ONBILCN;NCP?
;==IOHNCHA�FCN?L;NOL?�CHNI�;�MCHAF?�MIOL=?�@IL�20�$��-��QBC=B�CM�EHIQH�;M�NB?
Accounting Standards Codification��S�<LCHACHA�NIA?NB?L�BOH>L?>M�I@�I@@C=C;F
>I=OG?HNM��#�0��B;M�G;>?�20�$��-�<INB�GIL?�OH>?LMN;H>;<F?�;H>�?;MC?L�NI
;==?MM�*OFNCJF?�MIOL=?M�B;P?�<??H�QIP?H�NIA?NB?L�CH�;�FIAC=;F�@;MBCIH�MI�NB;N�;FF
LOF?M�IH�?;=B�NIJC=�;L?�CH�IH?�FI=;NCIH

�M�DOMN�IH?�?R;GJF?��#�0��L?=?HNFS�G;>?�;�HOG<?L�I@�=LCNC=;F�=B;HA?M�CH�NB?
G?NBI>�<S�QBC=B�<OMCH?MM?M�L?JILN�NB?�=IMNM�;H>�I<FCA;NCIHM�NB;N�;LCM?�@LIG�=?LN;CH
NSJ?M�I@�?GJFIS??�J?HMCIH�JF;HM�-L?PCIOM�LOF?M�B;>�<??H�NB?�MO<D?=N�I@�GO=B
=LCNC=CMG�<S�NB?�CHP?MNCHA�=IGGOHCNS�@IL�@;CFCHA�NI�JLIJ?LFS�JILNL;S�NB?�@CH;H=C;F
CGJ;=N�I@�MO=B�JF;HM��@N?L�GO=B�>CM=OMMCIH��NB?�G?G<?LM�I@�NB?�<I;L>�=;G?�NI
<?FC?P?�NB;N�H?Q�LOF?M�Q?L?�H??>?>�NI�CGJLIP?�NB?�G?NBI>�<S�QBC=B�ILA;HCT;NCIHM
L?JILN?>�NB?M?�I<FCA;NCIHM�NI�>?=CMCIH�G;E?LM�NLSCHA�NI�JL?>C=N�MNI=E�JLC=?M��=;MB
>CPC>?H>M��;H>�=;MB�@FIQM

KEY TAKEAWAY

+I�F;HAO;A?�=;H�?H;<F?�=IGGOHC=;NCIH�QCNBION�MIG?�MN;H>;L>CT;NCIH�;H>
LOF?M�&H�NB?�2HCN?>�0N;N?M��NBCM�MNLO=NOL?�CM�=L?;N?>�<S�20�A?H?L;FFS
;==?JN?>�;==IOHNCHA�JLCH=CJF?M��20�$��-	�1B?�;P;CF;<CFCNS�I@�NB?M?
;ONBILCN;NCP?�AOC>?FCH?M�B;M�JF;S?>�;�=?HNL;F�LIF?�CH�NB?�ALIQNB�I@�NB?�20
?=IHIGS�MCH=?�NB?�?H>�I@�NB?�$L?;N�!?JL?MMCIH�20�$��-�CM�=IHMN;HNFS
?PIFPCHA�;M�;==IOHN;HNM�M??E�<?NN?L�G?NBI>M�I@�JLIPC>CHA�@CH;H=C;F
CH@ILG;NCIH�CH�;H�?P?L�=B;HACHA�<OMCH?MM�QILF>�1B?�G;CH�;ONBILCNS�@IL�NB?
>?P?FIJG?HN�I@�20�$��-�FC?M�QCNB�NB?�#CH;H=C;F��==IOHNCHA�0N;H>;L>M
�I;L>��#�0�	�,P?L�NB?�H?RN�>?=;>?��20�$��-�G;S�<?�L?JF;=?>�<S
&HN?LH;NCIH;F�#CH;H=C;F�/?JILNCHA�0N;H>;L>M��&#/0	�NI�JLIPC>?�=IHMCMN?HN
;==IOHNCHA�;H>�@CH;H=C;F�L?JILNCHA�;LIOH>�NB?�QILF>
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Talking with an Independent Auditor about International
Financial Reporting Standards

/I<?LN���3;FF?DI�CM�;�J;LNH?L�CH�NB?�;MMOL;H=?��;O>CN	�JL;=NC=?�I@�NB?�JO<FC=
;==IOHNCHA�@CLG�-LC=?Q;N?LBIOM? IIJ?LM��-4 	1B?�LIF?�JF;S?>�CH�NB?�20
?=IHIGS�<S�JO<FC=�;==IOHNCHA�@CLGM�QCFF�<?�>?M=LC<?>�CH B;JN?L����4BS
0BIOF>�!?=CMCIH�*;E?LM�1LOMN�#CH;H=C;F�0N;N?G?HNM���0IG?�I@�NB?M?
ILA;HCT;NCIHM�B;P?�ALIQH�NI�?HILGIOM�MCT?��==IL>CHA�NI�CNM�4?<�MCN?�;M�I@�'OFS
��������� BNNJ���QQQJQ==IG	��-LC=?Q;N?LBIOM? IIJ?LM�?GJFISM��������
CH>CPC>O;FM�QILECHA�CH�IP?L�����=IOHNLC?M�!OLCHA�������NB?�@CLG�L?=?CP?>�CH
?R=?MM�I@�����<CFFCIH�@LIG�=OMNIG?LM�@IL�NB?�M?LPC=?M�CN�L?H>?L?>�NI�NB?G#LIG
�����OHNCF�������B?�M?LP?>�;M�;�=IHMOFNCHA�J;LNH?L�CH�-4 ^M�H;NCIH;F
JLI@?MMCIH;F�M?LPC=?M�ALIOJ�CH�-;LCM��#L;H=?�%?�=OLL?HNFS�QILEM�ION�I@�NB?
@CLG^M�/C=BGIH>��3CLACHC;��I@@C=?��<ON�>OLCHA�BCM�=;L??L�QCNB�NB;N�ILA;HCT;NCIH�
B?�;FMI�M?LP?>�=FC?HNM�CH��GMN?L>;G�;H>�-BCF;>?FJBC;�/I<�CM�NB?�@IOH>?L�I@�NB?
-BCF;>?FJBC;� B;JN?L�I@��)-#���NB?��MMI=C;NCIH�I@�);NCHI�-LI@?MMCIH;FM�CH
#CH;H=?�;H>��==IOHNCHA	��?=;OM?�I@�BCM�S?;LM�I@�QILE�CH�"OLIJ?��B?�B;M
?RN?HMCP?�?RJ?LC?H=?�CGJF?G?HNCHA�&HN?LH;NCIH;F�#CH;H=C;F�/?JILNCHA
0N;H>;L>M

Question��,P?L�NB?�J;MN�@C@NS�S?;LM�IL�MI��NB?�;==IOHNCHA�JLI@?MMCIH�CH�NB?�2HCN?>
0N;N?M�B;M�>?P?FIJ?>�;�P?LS�=IGJL?B?HMCP?�M?N�I@�I@@C=C;F�AOC>?FCH?M�L?@?LL?>�NI
=IFF?=NCP?FS�;M�20�A?H?L;FFS�;==?JN?>�;==IOHNCHA�JLCH=CJF?M�/?=?HNFS��;�MNLIHA
JOMB�B;M�>?P?FIJ?>�NI�GIP?�;Q;S�@LIG�20�$��-�;H>�;>IJN�NB?
JLIHIOH=?G?HNM�I@�NB?�&HN?LH;NCIH;F��==IOHNCHA�0N;H>;L>M��I;L>��QBC=B�;L?
EHIQH�;M�&HN?LH;NCIH;F�#CH;H=C;F�/?JILNCHA�0N;H>;L>M��&#/0	�&@�20�$��-�B;M
QILE?>�MO==?MM@OFFS�@IL�MI�G;HS�S?;LM��QB;N�CM�NB?�H??>�NI�;<;H>IH�CN�CH�@;PIL
I@�;�H?Q�MSMN?G�NB;N�CM�HIN�H?=?MM;LCFS�Q?FF�OH>?LMNII>�CH�NB?�2HCN?>�0N;N?M�

Rob Vallejo��/?=?HN�?=IHIGC=�?P?HNM�B;P?�MBIQH�BIQ�CHN?LL?F;N?>�NB?�QILF>�M
?=IHIGC?M�L?;FFS�;L?�1B?L?@IL?��CN�G;E?M�=IGGIH�M?HM?�NB;N�;FF�=IGJ;HC?M
;LIOH>�NB?�QILF>�MBIOF>�L?JILN�NB?CL�@CH;H=C;F�CH@ILG;NCIH�CH�;==IL>;H=?�QCNB
NB?�M;G?�M?N�I@�;==IOHNCHA�MN;H>;L>M�%IQ?P?L��NB?�2HCN?>�0N;N?M�CM�IH?�I@�NB?
@?Q�L?G;CHCHA�DOLCM>C=NCIHM�NB;N�B;M�HIN�;>IJN?>�&#/0�0QCN=BCHA�NI�&#/0�CH�NB?
2HCN?>�0N;N?M�QCFF�;FFIQ�@IL�GIL?�=IGJ;L;<F?�@CH;H=C;F�CH@ILG;NCIH�;=LIMM�NB?
AFI<?��HINB?L�;LAOG?HN�CH�@;PIL�I@�NB?�;>IJNCIH�I@�&#/0�CM�NB?�=IGJF?RCNS�I@
20�$��-�20�$��-�CM�;�P?LS�LOF?M�<;M?>�M?N�I@�MN;H>;L>M�NB;N�B;M�?PIFP?>�NI
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;>>L?MM�NB?�?P?L�=B;HACHA�<OMCH?MM�QILF>��=L?;NCHA�;�G;T?�I@�MN;H>;L>M�NB;N�CM
>C@@C=OFN�NI�H;PCA;N?�&#/0�CM�GIL?�JLCH=CJF?M�<;M?>��;FFIQCHA�NB?�JL?J;L?LM�I@
@CH;H=C;F�CH@ILG;NCIH�GIL?�DO>AG?HN�CH�;JJFSCHA�NB?�MN;H>;L>M�NI�;�QC>?
P;LC?NS�I@�MCNO;NCIHM�);MNFS��NB?�20�MN;H>;L>�M?NN?LM�;L?�P?LS�FCE?FS�NI�<?=IG?
GIL?�CHPIFP?>�CH�NB?�?PIFONCIH�I@�&#/0�MI�NB;N�NB?�20�J?LMJ?=NCP?�QCFF�<?
;JJLIJLC;N?FS�L?JL?M?HN?>

Question��/I<��;N�E?S�MJINM�NBLIOABION�NBCM�N?RN<IIE��SIO�B;P?�;AL??>�NI�B?FJ�OM
OH>?LMN;H>�NB?�CGJ;=N�NB;N�;�=B;HA?�NI�&#/0�QCFF�B;P?�IH�@CH;H=C;F�L?JILNCHA�CH
NB?�2HCN?>�0N;N?M�,<PCIOMFS��NB?�@ONOL?�CM�;FQ;SM�>C@@C=OFN�NI�;HNC=CJ;N?�QCNB
JL?=CMCIH�%IQ?P?L��QB;N�CM�SIOL�<?MN�AO?MM�;M�NI�QB?H�&#/0�QCFF�MN;LN�NI�<?�OM?>
CH�NB?�@CH;H=C;F�MN;N?G?HNM�CMMO?>�<S�20�=IGJ;HC?M���N�;�<;MC=�F?P?F��;M�CM
;JJLIJLC;N?�CH�;H�CHNLI>O=NILS�@CH;H=C;F�;==IOHNCHA�=IOLM?��BIQ�GO=B�L?;F
>C@@?L?H=?�QCFF�<?�=L?;N?>�<S�;�=B;HA?�@LIG�20�$��-�NI�&#/0�

RV��1B?�GIP?�NI�&#/0�CM�<?CHA�>LCP?H�<S�NB?�0?=OLCNC?M�;H>�"R=B;HA?
 IGGCMMCIH��0" 	�&H�������NB?�0" �JO<FCMB?>�;�LI;>�G;J�NB;N�=;FF?>�@IL�NB?
F;LA?MN�20�JO<FC=FS�NL;>?>�=IGJ;HC?M�NI�JO<FCMB�NB?CL�;HHO;F�L?MOFNM�@IL�NB?
S?;L�?H>CHA�!?=?G<?L�����������CH�;==IL>;H=?�QCNB�&#/0�&H�JL;=NC=;F�N?LGM��NBCM
NCG?N;<F?�Q;M�;FGIMN�MOL?�NI�<?�>?F;S?>�>O?�NI�INB?L�L?=?HN�JLCILCNC?M�;N�NB?
0" �B;PCHA�NI�>I�QCNB�NB?�@CH;H=C;F�=LCMCM�&H�#?<LO;LS�������NB?�0" �>?=C>?>
NB;N�&#/0�QIOF>�HIN�<?�L?KOCL?>�I@�20�JO<FC=�=IGJ;HC?M�JLCIL�NI������;H>�
?P?H�NB?H��IHFS�;@N?L�;>>CNCIH;F�MNO>S�!?MJCN?�NBCM�>?F;S��&�<?FC?P?�NB?�MQCN=B�NI
&#/0�QCFF�?P?HNO;FFS�B;JJ?H�CH�NB?�2HCN?>�0N;N?M�&H�A?H?L;F��NB?�GIP?�NI�&#/0
@LIG�20�$��-�QCFF�HIN�B;P?�;�MO<MN;HNC;F�CGJ;=N�IH�NB?�@CH;H=C;F�CH@ILG;NCIH
<?CHA�L?JILN?>�<S�GIMN�=IGJ;HC?M�%IQ?P?L��<?=;OM?�I@�NB?�G;HS�MO<NF?
>C@@?L?H=?M�<?NQ??H�&#/0�;H>�20�$��-��NB?�JL?J;L?LM�I@�@CH;H=C;F�CH@ILG;NCIH
QCFF�B;P?�;�FIN�I@�QILE�NI�>I�CH�IL>?L�NI�NL;HMCNCIH�NB?CL�L?JILNCHA�JLIJ?LFS��M
CM�NB?�=;M?�G;HS�NCG?M��NB?�>?PCF�CM�CH�NB?�>?N;CFM

 B;JN?L���4B;N�0BIOF>�!?=CMCIH�G;E?LM�(HIQ�0I�1B;N�$II>�!?=CMCIHM� ;H��?�*;>?�;<ION�;H�,LA;HCT;NCIH�

���1B?�+??>�@IL�$?H?L;FFS��==?JN?>��==IOHNCHA�-LCH=CJF?M ��



2.4 Four Basic Terms Found in Financial Accounting

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?@CH?�[;MM?N\�;H>�JLIPC>?�?R;GJF?M�CH�@CH;H=C;F�L?JILNCHA
� !?@CH?�[FC;<CFCNS\�;H>�JLIPC>?�?R;GJF?M�CH�@CH;H=C;F�L?JILNCHA
� !?@CH?�[L?P?HO?\�;H>�JLIPC>?�?R;GJF?M�CH�@CH;H=C;F�L?JILNCHA
� !?@CH?�[?RJ?HM?\�;H>�JLIPC>?�?R;GJF?M�CH�@CH;H=C;F�L?JILNCHA

Question: Attaining a thorough understanding of financial accounting and U.S GAAP is a
worthwhile endeavor especially if a person hopes to become successful in analyzing
businesses or other organizations Where should the journey to gain knowledge of financial
accounting and its principles begin?

�HMQ?L��1B?�MNO>S�I@�;�F;HAO;A?�OMO;FFS�MN;LNM�QCNB�<;MC=�N?LGCHIFIAS�1B;N�CM�;FMI
;H�;JJLIJLC;N?�JICHN�I@�?HNLS�@IL�;H�?RJFIL;NCIH�CHNI�@CH;H=C;F�;==IOHNCHA
 IHM?KO?HNFS��@IOL�@OH>;G?HN;F�N?LGM�QCFF�<?�CHNLI>O=?>�B?L?�(HIQF?>A?�I@�NB?M?
QIL>M�CM�?MM?HNC;F�NI�OH>?LMN;H>CHA�;==IOHNCHA�<?=;OM?�NB?S�M?LP?�;M�NB?
@IOH>;NCIH�@IL�;�MCAHC@C=;HN�JILNCIH�I@�NB?�@CH;H=C;F�CH@ILG;NCIH�JLIPC>?>�<S�;HS
<OMCH?MM�IL�INB?L�ILA;HCT;NCIH

1I�CFFOMNL;N?��QB?H�?R;GCHCHA�NB?������@CH;H=C;F�MN;N?G?HNM�JL?M?HN?>�<S�0;@?Q;S
&H=��NB?�F;LA?�L?N;CF�ALI=?LS�MNIL?�=B;CH	��@IOL�GIH?N;LS�<;F;H=?M�MN;H>�ION�<?=;OM?
I@�NB?CL�?HILGIOM�MCT?��M�I@�NB?�?H>�I@�NB;N�S?;L��NBCM�=ILJIL;NCIH�L?JILN?>�����
<CFFCIH�CHassets� ;FIHA�QCNB������<CFFCIH�CHliabilities �� �!OLCHA�NB;N�S?;L��0;@?Q;S
A?H?L;N?>revenues�� I@������<CFFCIH�;H>�CH=OLL?>expenses�� I@������<CFFCIH

W�MM?NM
W)C;<CFCNC?M
W/?P?HO?M
W"RJ?HM?M

� #ONOL?�?=IHIGC=�<?H?@CNM
IQH?>�IL�=IHNLIFF?>�<S�;H
ILA;HCT;NCIH

�� #ONOL?�M;=LC@C=?M�I@�?=IHIGC=
<?H?@CNM�;LCMCHA�@LIG�JL?M?HN
I<FCA;NCIHM��NB?�>?<NM�I@�;H
ILA;HCT;NCIH

�� *?;MOL?M�I@�NB?�CH=L?;M?M�CH�IL
CH@FIQM�I@�H?N�;MM?NM��;MM?NM
GCHOM�FC;<CFCNC?M	�L?MOFNCHA
@LIG�NB?�M;F?�I@�AII>M�;H>
M?LPC=?M

�� *?;MOL?M�I@�>?=L?;M?M�CH�IL
ION@FIQM�I@�H?N�;MM?NM��;MM?NM
GCHOM�FC;<CFCNC?M	�CH=OLL?>�CH
=IHH?=NCIH�QCNB�NB?�A?H?L;NCIH
I@�L?P?HO?M
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1B?L?�;L?�NBIOM;H>M�I@�QIL>M�;H>�=IH=?JNM�@IOH>�CH�@CH;H=C;F�;==IOHNCHA�%IQ?P?L�
HI�N?LGM�;L?�GIL?�=LO=C;F�NI�;�=IGJL?B?HMCP?�OH>?LMN;H>CHA�NB;H�NB?M?�@IOL
�FGIMN�;FF�>CM=OMMCIHM�=IH=?LHCHA�@CH;H=C;F�L?JILNCHA��QB?NB?L�JL;=NC=;F�IL
NB?IL?NC=;F��=IG?�<;=E�NI�IH?�IL�GIL?�I@�NB?M?�QIL>M

Question: The first term presented here is Òasset\ Is an asset a complicated accounting
concept?What general information is conveyed to a decision maker by the term Òasset\�

�HMQ?L��0CGJFS�JON��;H�;MM?N�CM�;�@ONOL?�?=IHIGC=�<?H?@CN�NB;N�;H�ILA;HCT;NCIH
?CNB?L�IQHM�IL�=IHNLIFM1BCM�CM�;H�IJ?HCHA�=B;JN?L�CH�;H�CHNLI>O=NILS�@CH;H=C;F
;==IOHNCHA�N?RN<IIE�!?@CHCNCIHM�;L?�MIG?QB;N�MCGJFC@C?>�B?L?�MI�;M�NI�<?�GIL?
OH>?LMN;H>;<F?�NI�MNO>?HNM�QBI�;L?�DOMN�<?ACHHCHA�NB?CL�?RJFIL;NCIH�I@�;==IOHNCHA
*;HS�N?LGM�;H>�>?@CHCNCIHM�QCFF�<?�?RJ;H>?>�CH�F;N?L�=B;JN?LM�I@�NBCM�N?RN<IIE�IL�CH
OJJ?L�F?P?F�;==IOHNCHA�=IOLM?M�N�NB?�?H>�I@�������0;@?Q;S�L?JILN?>�BIF>CHA�IP?L
�����<CFFCIH�I@�NB?M?�?=IHIGC=�<?H?@CNM�&@�;�=OMNIG?L�Q;FEM�CHNI�IH?�I@�NB;N
=IGJ;HS^M�L?N;CF�MNIL?M��G;HS�I@�NB?�;MM?NM�;L?�?;MS�NI�MJIN�1B?�<OCF>CHA�CNM?F@�G;S
Q?FF�<?�IQH?>�<S�NB?�=IGJ;HS�;H>�=?LN;CHFS�JLIPC>?M�;�JLI<;<F?�@ONOL?�?=IHIGC=
<?H?@CN�<S�;FFIQCHA�0;@?Q;S�NI�>CMJF;S�G?L=B;H>CM?�;H>�G;E?�M;F?M�,NB?L�PCMC<F?
;MM?NM�;L?�FCE?FS�NI�CH=FO>?�=;MB�L?ACMN?LM��NB?�=;MB�B?F>�CH�NBIM?�G;=BCH?M��;P;CF;<F?
G?L=B;H>CM?�@LIG�<;<S�@II>�NI�<LI==IFC�NI�J;J?L�NIQ?FM��OMO;FFS�L?@?LL?>�NI�;M
inventory �� CH�@CH;H=C;F�;==IOHNCHA	��L?@LCA?L;NILM��MBIJJCHA�=;LNM��>?FCP?LS�NLO=EM�
;H>�NB?�MB?FP?M�;H>�>CMJF;S�=;M?M�";=B�I@�NBIM?�;MM?NM�QCFF�B?FJ�NB?�=IGJ;HS
JLIMJ?L�CH�NB?�@ONOL?

Question: All decision makers evaluating the financial health of an organization should be
quite interested in learning about its assets because those balances reflect the economic
resources held at the present time This is valuable information To provide additional
clarification� what are the largest assets reported by Safeway?
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1B?�OH>?LFSCHA�G?;HCHA�I@�NB?M?�@IOL�@CAOL?M�QCFF�<?�?RJF;CH?>�;N�F;N?L�JICHNM�CH
NBCM�N?RN<IIE

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Safeway also reported owing nearly $11 billion in liabilities at the end of 2008 Does
this balance reflect the total amount that the company will eventually have to pay to outside
parties?Are liabilities the equivalent of monetary debts?
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1B?�����<CFFCIH�FC;<CFCNS�NIN;F�>CM=FIM?>�<S�0;@?Q;S�JLI<;<FS�CH=FO>?M���	�;GIOHNM
IQ?>�NI�NB?�P?H>ILM�QBI�MOJJFS�G?L=B;H>CM?�NI�NB?�=IGJ;HS^M�MNIL?M����	�HIN?M�>O?
NI�<;HEM�;M�;�L?MOFN�I@�FI;HM����	�CH=IG?�N;R�I<FCA;NCIHM��;H>���	�<;F;H=?M�NI�<?�J;C>
NI�?GJFIS??M��ONCFCNS�=IGJ;HC?M��;>P?LNCMCHA�;A?H=C?M��;H>�NB?�FCE?�1B?�;GIOHN�I@
MO=B�FC;<CFCNC?M�L?JILN?>�<S�G;HS�<OMCH?MM?M�=;H�<?�MN;AA?LCHA�4;F�*;LN��@IL
?R;GJF?��>CM=FIM?>�;JJLIRCG;N?FS�����<CFFCIH�CH�FC;<CFCNC?M�;M�I@�';HO;LS���������
%IQ?P?L��?P?H�NB;N�;GIOHN�J;F?M�CH�=IGJ;LCMIH�NI�NB?������<CFFCIH�FC;<CFCNS�NIN;F
L?JILN?>�<S�$?H?L;F�"F?=NLC=�;N�NB?�?H>�I@�����1I�B?FJ�@OFFS�=IGJL?B?H>�NB?
G;AHCNO>?�I@�NB?�>?<N�IQ?>�<S�$?H?L;F�"F?=NLC=��=IHMC>?L�NB;N�����<CFFCIH�IH?�>IFF;L
<CFFM�F;C>�?H>�NI�?H>�QIOF>�=CL=F?�";LNB�;N�NB?�?KO;NIL�;JJLIRCG;N?FS�������NCG?M��IL
;<ION����GCFFCIH�GCF?M1I�?HMOL?�NB;N�;�@;CLFS�JL?M?HN?>�JILNL;CN�CM�<?CHA�JLI>O=?>�
=IGJ;HC?M�MO=B�;M�0;@?Q;S�;H>�$?H?L;F�"F?=NLC=�GOMN�G;E?�=?LN;CH�NB;N�NB?
L?JILN?>�>;N;�=IHN;CH�HI�G;N?LC;F�GCMMN;N?G?HNM�1BOM��;FF�NB?�CH@ILG;NCIH�NB;N�CM
JLIPC>?>�NI�>?=CMCIH�G;E?LM�;<ION�FC;<CFCNC?M�MBIOF>�<?�<;M?>�IH�NB?�LOF?M�;H>
JLCH=CJF?M�NI�<?�@IOH>�CH�20�$��-

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: In financial accounting� a company reports its assets� which are future economic
benefits, such as buildings� equipment� and cash Liabilities (debts) are also included in the
financial information being disclosed Both of these terms seem relatively straightforward
The third basic term to be discussed at this timeÑrevenuesÑis one that initially appears to
be a bit less clear Safeway reported that its stores generated revenues of over $44 billion in
2008 alone What information is conveyed by a companyÕs revenue balance?
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F?NNO=?��;H>�GCFE�1B?�=IGJ;HS�L?=?CP?M�;H�;MM?N��JIMMC<FS�;�����<CFF�1BCM�����;MM?N
CH@FIQ�CHNI�NB?�=IGJ;HS�L?MOFNM�@LIG�;�M;F?�;H>�CM�=;FF?>�L?P?HO?�/?P?HO?�CMnot;H
;MM?N��CN�CM�;�G?;MOL?�I@�NB?�CH=L?;M?�CH�NB?�=IGJ;HS^M�H?N�;MM?NM[+?N�;MM?NM\�CM�;
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L?JILNCHA�JOLJIM?M��NB?M?�M;F?M�GOMN�L?MOFN�@LIG�NB?�JLCG;LS�IL�=?HNL;F�IJ?L;NCIH
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M;F?�I@�MI@N�>LCHEM�0;F?M�L?MOFNCHA�@LIG�HIH=?HNL;F�J;LNM�I@�NB?�=IGJ;HS^M
IJ?L;NCIHM��J?LB;JM�NB?�>CMJIM;F�I@�;�JC?=?�I@�F;H>��@IL�?R;GJF?	�QCFF�<?�L?JILN?>�CH
;�>C@@?L?HN�G;HH?L
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G;E?L�;NN?GJNCHA�NI�>?N?LGCH?�NB?�@CH;H=C;F�JLIMJ?=NM�I@�NBCM�=IGJ;HS�!OLCHA
������NB?�GOFNCNO>?�I@�0;@?Q;S�MNIL?M�FI=;N?>�<INB�CHMC>?�;H>�IONMC>?�NB?�2HCN?>
0N;N?M�MIF>�CHP?HNILS�;H>�L?=?CP?>�IP?L�����<CFFCIH�CH�;MM?NM�CH�?R=B;HA?�1B;N�CM�NB?
CH@ILG;NCIH�=IGGOHC=;N?>�<S�NB?�L?JILN?>�L?P?HO?�<;F;H=?�1I�L?CN?L;N?��NBCM
@CAOL?�CM�HIN�?R;=N��JL?=CM?��;==OL;N?��IL�=ILL?=N�%IQ?P?L��;==IL>CHA�NI�NB?
=IGJ;HS��CN�CM�;�@;CLFS�JL?M?HN?>�NIN;F�>?N?LGCH?>�;==IL>CHA�NI�NB?�LOF?M�I@�20
$��-�MI�NB;N�CN�=IHN;CHM�HI�G;N?LC;F�GCMMN;N?G?HN��HS�IONMC>?�J;LNS�;H;FSTCHA
0;@?Q;S�MBIOF>�<?�;<F?�NI�L?FS�IH�NBCM�HOG<?L�QCNB�=IH@C>?H=?�CH�G;ECHA�JIMMC<F?
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)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF
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)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: That leaves Òexpense\ as the last of the four basic accounting terms being
introduced at this point Safeway reported $43.1 billion in total expenses during 2008 This
figure apparently is essential information that helps paint a proper portrait of the company
What is an expense?
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: To reiterate� four terms are basic to an understanding of financial accounting
Almost any coverage of accounting starts with these four What is the meaning of asset�
liability� revenue� and expense?
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KEY TAKEAWAY
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FIHA�"RJ?HM?M�;L?�>?=L?;M?M�CH�H?N�;MM?NM�NB;N�;L?�CH=OLL?>�<S�;�=IGJ;HS�CH
BIJ?M�I@�A?H?L;NCHA�L?P?HO?M�"RJ?HM?M�CH=OLL?>�<S�GIMN�=IGJ;HC?M�LOH�;
@OFF�A;GON�@LIG�L?HN�;H>�M;F;LS�NI�CHMOL;H=?�;H>�?F?=NLC=CNS
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question��#CH;H=C;F�;==IOHN;HNM�N?H>�NI�JF;=?�;�B?;PS�?GJB;MCM�IH�NB?
CGJILN;H=?�I@�A?H?L;FFS�;==?JN?>�;==IOHNCHA�JLCH=CJF?M��20�$��-	�NI�NB?
QILF>�I@�<OMCH?MM��@N?L�H?;LFS�NBL??�>?=;>?M�;M�;H�CHP?MNG?HN�;>PCMIL��QB;N�CM
SIOL�IJCHCIH�I@�NB?�L?F?P;H=?�I@�20�$��-�

Kevin Burns���?@IL?�NB?�;==IOHNCHA�M=;H>;FM�I@�NB?�F;N?�����MZMO=B�;M�"HLIH
;H>�4ILF> IGZ@CH;H=C;F�CH@ILG;NCIH�NB;N�;>B?L?>�NI�20�$��-�Q;M�NLOMN?>
QILF>QC>?�&HP?MNILM�;LIOH>�NB?�AFI<?�NIIE�=IG@ILN�CH�;�MN;H>;L>�NB;N�B;>
MO=B�;�AL?;N�L?JON;NCIH�@IL�CHN?ALCNS�&H�NB?�����M��NBIOAB��&�@?FN�NB;N�20�$��-
<?=IG?�MIG?QB;N�GO>>C?>�<?=;OM?�CHP?MNILM�Q;HN?>�NI�>?J?H>�NII�B?;PCFS�IH
IH?�IL�NQI�@CAOL?M�L;NB?L�NB;H�DO>ACHA�NB?�=IGJ;HS�;M�;�QBIF?�&H�NB?�F;MN
M?P?L;F�S?;LM��#�0��B;M�GIP?>�<;=E�NI�MNL?MMCHA�=F?;L?L�NL;HMJ;L?H=S�@IL
L?JILN?>�CH@ILG;NCIH�1B;N�I<D?=NCP?�?H;<F?M�CHP?MNILM�NI�<?NN?L�M??�;H>
OH>?LMN;H>�NB?�ILA;HCT;NCIH�MN;H>CHA�<?BCH>�NBIM?�MN;N?G?HNM�1B;N�CM
CGJILN;HN�CH�IL>?L�NI�G;CHN;CH�CHP?MNIL�=IH@C>?H=?

�M�@IL�NB?�=OLL?HN�MN;N?�I@�NB?�20�$��-��CN�CM�=?LN;CHFS�MOJ?LCIL�NI�NB?�G;DILCNS
I@�NB?�QILF>^M�MN;H>;L>M�2H@ILNOH;N?FS��CN�CM�A?NNCHA�GIL?�=IGJFC=;N?>�?P?LS
S?;L��QBC=B�CM�HIN�;FQ;SM�;�AII>�AI;F

Question���L?�SIO�<INB?L?>�<S�NB?�@;=N�NB;N�NB?�@CH;H=C;F�CH@ILG;NCIH�NB;N�CM
L?JILN?>�NI�SIO�<S�;�<OMCH?MM�CM�HIN�N?LLC<FS�?R;=N�

KB��+I�L?JILNCHA�MSMN?G�=;H�?P?L�<?�?R;=N�;H>�G;HS�?MNCG;N?M�;L?�H?=?MM;LS�CH
L?JILNCHA�;HS�<OMCH?MM��G�&�<INB?L?>�<S�NB?�F;=E�I@�JL?=CMCIH��+I��HIN
J;LNC=OF;LFS�&�QCFF�M;S��NBIOAB��NB;N�&�N?H>�NI�;PIC>�=IGJ;HC?M�NB;N�B;P?�;H
?R=?MMCP?�KO;HNCNS�I@�HIN?M�NI�NB?CL�@CH;H=C;F�MN;N?G?HNM�*;HS�I@�NBIM?
=IGJ;HC?M�=;H�<?�?RNL?G?FS�>C@@C=OFN�NI�?P;FO;N?�<?=;OM?�I@�NB?�=IGJF?RCNS�I@
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NB?CL�IJ?L;NCIHM�&�JL?@?L�<OMCH?MM?M�QB?L?�NB?�;H;FSMCM�CM�;�<CN�MCGJF?L�;H>�&�;G
;<F?�NI�A;CH�;�A?HOCH?�OH>?LMN;H>CHA�I@�QB;N�CM�B;JJ?HCHA

Question��4B?H�SIO�<?ACH�NI�MNO>S�NB?�@CH;H=C;F�>;N;�L?JILN?>�<S�;�=IGJ;HS
NB;N�SIO�;L?�;H;FSTCHA�;M�;H�CHP?MNG?HN�JIMMC<CFCNS��QBC=B�>I�SIO�FIIE�;N�@CLMN�
L?P?HO?M��?RJ?HM?M��;MM?NM��IL�FC;<CFCNC?M�

KB��#IL�G?��;MM?NM�B;P?�;FQ;SM�<??H�NB?�GIMN�CGJILN;HN�>?N?LGCH;NCIH�CH�NB?
CHP?MNG?HNM�NB;N�&�B;P?�=BIM?H�%IQ?P?L��NB;N�CM�<?=;OM?�&�B;P?�;FQ;SM�<??H
MNLC=NFS�;�P;FO?�CHP?MNIL�1B?L?�;L?�G;HS�>C@@?L?HN�MNSF?M�I@�CHP?MNCHA�3;FO?
CHP?MNILM�FIIE�;N�NB?�P;FO?�I@�;�=IGJ;HS^M�;MM?NM�;H>�NB?H�FIIE�@IL�<;LA;CHM
<;M?>�IH�=OLL?HN�G;LE?N�JLC=?M�&H�=IGJ;LCMIH��ALIQNB�CHP?MNILM�FIIE�;N
?;LHCHAM�GIG?HNOG�;H>�>IH^N�=;L?�NII�GO=B�;<ION�;MM?N�P;FO?M�1B?S�FCE?�NI
M??�;�=IHMCMN?HN�LCM?�CH�JLI@CN;<CFCNS�?;=B�S?;L�,P?L�NB?�S?;LM��<?CHA�;�P;FO?
CHP?MNIL�B;M�QILE?>�Q?FF�@IL�GS�=FC?HNM�;H>�G?

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 2 "What Should Decision-makers Know So That
Good Decisions Can Be Made about an Organization?".
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2.5 End-of-Chapter Exercises

QUESTIONS

� 4BS�CM�CN�;==?JN;<F?�@IL�@CH;H=C;F�;==IOHNCHA�NI�<?�CGJL?=CM?�
� 4B;N�CM�G;N?LC;FCNS�
� %IQ�CM�G;N?LC;FCNS�>?N?LGCH?>�
� 4B;N�CM�;�GCMMN;N?G?HN�
� 4B?H�CM�;�GCMMN;N?G?HN�=IHMC>?L?>�@L;O>�
� $CP?�NBL??�?R;GJF?M�I@�OH=?LN;CHNC?M�@;=?>�<S�<OMCH?MM?M
� !?@CH?�[20�$��-\
� 4BS�CM�$��-�MI�CGJILN;HN�NI�NB?�=;JCN;F�G;LE?N�MSMN?G�CH�NB?�2HCN?>

0N;N?M�
� 4BI�=L?;N?M�20�$��-�

�� !?@CH?�[;MM?N\�;H>�ACP?�;H�?R;GJF?�I@�IH?
�� !?@CH?�[FC;<CFCNS\�;H>�ACP?�;H�?R;GJF?�I@�IH?
�� !?@CH?�[L?P?HO?\
�� !?@CH?�[?RJ?HM?\
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TRUE OR FALSE

� ::::�*IMN�=IOHNLC?M�L?KOCL?�=IGJ;HC?M�NI�@IFFIQ�20�$��-�CH�JL?J;LCHA
NB?CL�@CH;H=C;F�MN;N?G?HNM

� ::::� IGJ;HC?M�@;=?�G;HS�OH=?LN;CHNC?M�QB?H�JL?J;LCHA�NB?CL�@CH;H=C;F
MN;N?G?HNM

� ::::���FC;<CFCNS�CM�>?@CH?>�;M�;�@ONOL?�?=IHIGC=�<?H?@CN�NB;N�;H
ILA;HCT;NCIH�IQHM�IL�=IHNLIFM

� ::::� L?;NCIH�I@�20�$��-�CM�JLCG;LCFS�>IH?�<S�NB?�20�AIP?LHG?HN
� ::::�&H�IL>?L�@IL�CHP?MNILM�NI�?P;FO;N?�NB?�@CH;H=C;F�CH@ILG;NCIH�I@�;

=IGJ;HS��CN�CM�PCN;F�NB;N�NB?�@CH;H=C;F�CH@ILG;NCIH�<?�?R;=N
� ::::�*;N?LC;FCNS�>?J?H>M�IH�NB?�MCT?�I@�NB?�ILA;HCT;NCIH
� ::::�*;N?LC;F�GCMMN;N?G?HNM�G;>?�IH�@CH;H=C;F�MN;N?G?HNM�;L?

;==?JN;<F?�;M�FIHA�;M�NB?L?�;L?�IHFS�;�@?Q�I@�NB?G
� ::::��H�?R;GJF?�I@�;H�OH=?LN;CHNS�@;=?>�<S�=IGJ;HC?M�CH�@CH;H=C;F

MN;N?G?HNM�CM�;�J?H>CHA�F;QMOCN
� ::::�,HFS�;==IOHN;HNM�H??>�NI�OH>?LMN;H>�NB?�N?LGCHIFIAS�I@

;==IOHNCHA
�� ::::��H�?GJFIS??�CM�;H�?R;GJF?�I@�;H�;MM?N
�� ::::���M;F?�CM�OMO;FFS�=IHMC>?L?>�L?P?HO?�?P?H�C@�=;MB�CM�HIN�=IFF?=N?>
�� ::::�1B?�JOL=B;M?�I@�;�<OCF>CHA�CM�L?=IL>?>�;M�;H�?RJ?HM?
�� ::::���>?FC<?L;N?�GCMMN;N?G?HN�CM�EHIQH�;M�@L;O>
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MULTIPLE CHOICE

� 4BC=B�I@�NB?�@IFFIQCHA�CM�HIN�;H�?R;GJF?�I@�;H�OH=?LN;CHNS
=IGJ;HC?M�@;=?�CH�NB?CL�@CH;H=C;F�L?JILNCHA�

; 0;F?M�NB;N�B;P?�HIN�S?N�<??H�=IFF?=N?>�CH�=;MB
< 4;LL;HNC?M
= ��FI;H�>O?�NI�;�<;HE
> ��F;QMOCN�NB;N�B;M�<??H�@CF?>�;A;CHMN�NB?�=IGJ;HS

� 4BC=B�I@�NB?�@IFFIQCHA�CM�NLO?�;<ION�20�$��-�

; 20�$��-�B;M�<??H�>?P?FIJ?>�IP?L�NB?�J;MN�N?H�S?;LM
< 20�$��-�;FFIQM�@CH;H=C;F�MN;N?G?HN�OM?LM�NI�=IGJ;L?�NB?

@CH;H=C;F�CH@ILG;NCIH�I@�=IGJ;HC?M�;LIOH>�NB?�QILF>
= 20�$��-�B?FJM�;==IOHN;HNM�;=BC?P?�;H�?R;=N�JL?M?HN;NCIH

I@�;�=IGJ;HS^M�@CH;H=C;F�L?MOFNM
> 20�$��-�B?FJM�CHP?MNILM�;H>�=L?>CNILM�?P;FO;N?�NB?

@CH;H=C;F�B?;FNB�I@�;�=IGJ;HS

.O?MNCIHM�������;H>���;L?�<;M?>�IH�NB?�@IFFIQCHA�

*CE?�$IG?T�IQHM�;�GOMC=�MNIL?�=;FF?>�*CE?^M�*OMC=�;H>�*IL?
1B?�MNIL?�B;M�CHP?HNILS�NB;N�CH=FO>?M�JC;HIM��AOCN;LM��;H>�INB?L
GOMC=;F�CHMNLOG?HNM�*CE?�L?HNM�NB?�<OCF>CHA�CH�QBC=B�BCM�MNIL?
CM�FI=;N?>��<ON�IQHM�NB?�?KOCJG?HN�;H>�@CRNOL?M�CHMC>?�CN�);MN
Q??E��*CE?^M�*OMC=�G;>?�M;F?M�I@��������0IG?�I@�NB?�M;F?M�Q?L?
G;>?�CH�=;MB�0IG?�Q?L?�G;>?�NI�=OMNIG?LM�QBI�B;P?�;H
;==IOHN�QCNB�*CE?^M�*OMC=�;H>�;L?�<CFF?>�;N�NB?�?H>�I@�NB?
GIHNB�);MN�GIHNB��*CE?^M�*OMC=�<ILLIQ?>���������@LIG�;�FI=;F
<;HE�NI�?RJ;H>

� 4BC=B�I@�NB?�@IFFIQCHA�CM�HIN�;H�;MM?N�IQH?>�<S�*CE?^M�*OMC=�

; 1B?�CHP?HNILS�I@�GOMC=;F�CHMNLOG?HNM
< 1B?�<OCF>CHA�CH�QBC=B�NB?�MNIL?�CM�FI=;N?>
= 1B?�;GIOHN�IQ?>�NI�*CE?^M�*OMC=�<S�CNM�=OMNIG?LM
> 1B?�?KOCJG?HN�;H>�@CRNOL?M�CH�NB?�MNIL?

� 4BC=B�I@�NB?�@IFFIQCHA�CM�;�FC;<CFCNS�NI�*CE?^M�*OMC=�

 B;JN?L���4B;N�0BIOF>�!?=CMCIH�G;E?LM�(HIQ�0I�1B;N�$II>�!?=CMCIHM� ;H��?�*;>?�;<ION�;H�,LA;HCT;NCIH�

���"H>�I@� B;JN?L�"R?L=CM?M ��



; 1B?�FI;H�;GIOHN�NB;N�GOMN�<?�L?J;C>�NI�NB?�<;HE
< 1B?�;GIOHN�IQ?>�NI�*CE?^M�*OMC=�<S�CNM�=OMNIG?LM
= 1B?�M;F?M�*CE?^M�*OMC=�G;>?�F;MN�Q??E
> 1B?�=;MB�=IFF?=N?>�@LIG�=OMNIG?LM�IH�NB?�M;F?M�G;>?�F;MN

Q??E

� 4BC=B�I@�NB?�@IFFIQCHA�CM�;�NLO?�MN;N?G?HN�

; *CE?^M�*OMC=�CM�NII�MG;FF�@IL�;HSIH?�NI�=;L?�;<ION�CNM
@CH;H=C;F�CH@ILG;NCIH

< 1B?�M;F?M�*CE?^M�*OMC=�G;>?�F;MN�Q??E�;L?�=IHMC>?L?>
L?P?HO?

= 1B?�CHN?HN�I@�*CE?^M�*OMC=�NI�?RJ;H>�CM�;H�;MM?N
> 1B?�M;F?M�*CE?^M�*OMC=�G;>?�IH�=L?>CN�F;MN�Q??E�=;HHIN�<?

=IHMC>?L?>�L?P?HO?

PROBLEM

*;LE�?;=B�I@�NB?�@IFFIQCHA�QCNB�;H���	�NI�CH>C=;N?�CN�CM�;H�;MM?N��;H��)	�NI
CH>C=;N?�CN�CM�;�FC;<CFCNS��;H��/	�NI�CH>C=;N?�CN�CM�L?P?HO?��IL�;H��"	�NI�CH>C=;N?�CN
CM�;H�?RJ?HM?

; ::::� ;MB
< ::::��OCF>CHA
= ::::�)I;H�>O?�NI�NB?�<;HE
> ::::�&HP?HNILS
? ::::�0;F;LS�?RJ?HM?
@::::�/?HN�?RJ?HM?
A ::::��GIOHNM�IQ?>�NI�?GJFIS??M�@IL�QILE�>IH?
B ::::�"KOCJG?HN
C ::::��GIOHNM�IQ?>�NI�MOJJFC?LM
D ::::�0;F?M
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RESEARCH

� 1B?�=B;JN?L�CHNLI>O=?M�NB?�#CH;H=C;F��==IOHNCHA�0N;H>;L>M
�I;L>��#�0�	�;M�NB?�<I>S�NB;N�B;M�JLCG;LS�L?MJIHMC<CFCNS�@IL
>?N?LGCHCHA�20�$��-�6IO�=;H�F?;LH�GIL?�;<ION�NBCM
ILA;HCT;NCIH�;NBNNJ���QQQ@;M<ILA�,H�NB?�G?HO�NI�NB?�F?@N�
=FC=E�IH�[#;=NM�;<ION�#�0�\

; %IQ�FIHA�B;M�#�0��<??H�CH�?RCMN?H=?�
< #LIG�QBC=B�ILA;HCT;NCIH�>I?M�#�0��A?N�CNM�JIQ?L�
= 4BS�>I�SIO�NBCHE�CN�CM�CGJILN;HN�NB;N�#�0��<?�CH>?J?H>?HN�
> 4B;N�LIF?�>I?M�NB?�#CH;H=C;F��==IOHNCHA�#IOH>;NCIH�JF;S�
? +;G?�NQI�=OLL?HN�G?G<?LM�I@�#�0�
@4B;N�CM�NB?�"&1#�

� #IOL�@OH>;G?HN;F�;==IOHNCHA�N?LGM�Q?L?�CHNLI>O=?>�CH B;JN?L
���4B;N�0BIOF>�!?=CMCIH�G;E?LM�(HIQ�0I�1B;N�$II>�!?=CMCIHM
 ;H��?�*;>?�;<ION�;H�,LA;HCT;NCIH����;MM?NM��FC;<CFCNC?M�
L?P?HO?M��;H>�?RJ?HM?M�4?�QCFF�?RJFIL?�NB?M?�CN?GM�@OLNB?L�<S
?R;GCHCHA�NB?�@CH;H=C;F�MN;N?G?HNM�I@�0N;L<O=EM�6IO�=;H�;==?MM
NB?CL�@CH;H=C;F�MN;N?G?HNM�<S�PCMCNCHABNNJ���QQQMN;L<O=EM=IG
6IO�QCFF�H??>�NI�=FC=E�[;<ION�OM\�;N�NB?�NIJ�;H>�NB?H�[CHP?MNIL
L?F;NCIHM\�IH�NB?�F?@N� FC=E�IH�[;HHO;F�L?JILNM\�CH�NB?�G?HO�IH
NB?�F?@N�0?F?=N�NB?�������HHO;F�/?JILNZ#CH;H=C;FM�,H�NB?�F?@N
MC>?�G?HO��M?F?=N�&N?G����@CH;H=C;F�MN;N?G?HNM	

; 1B?�@CLMN�J;A?�=IHN;CHM�;�MN;N?G?HN�MBIQCHA�NB?�L?P?HO?M
;H>�?RJ?HM?M�@IL�NB?�S?;L�4B;N�CM�NBCM�MN;N?G?HN�=;FF?>�

< 4B;N�Q;M�0N;L<O=EM^�NIN;F�H?N�L?P?HO?�@IL�NB?�S?;L�
= �;M?>�IH�SIOL�OH>?LMN;H>CHA�I@ B;JN?L����4B;N�0BIOF>

!?=CMCIH�G;E?LM�(HIQ�0I�1B;N�$II>�!?=CMCIHM� ;H��?�*;>?
;<ION�;H�,LA;HCT;NCIH����=;H�SIO�M;S�NB;N�NBCM�L?P?HO?
HOG<?L�L?JILN?>�CM�NB?�?R;=N�L?P?HO?�?;LH?>�<S�0N;L<O=EM�CH
������&@�HIN��QB;N�=;H�SIO�M;S�;<ION�NBCM�L?P?HO?�HOG<?L�

> )CMN�NQI�?RJ?HM?M�L?JILN?>�<S�0N;L<O=EM
? 1B?�MN;N?G?HN�IH�NB?�H?RN�J;A?�L?JILNM�0N;L<O=EM^�;MM?NM�;H>

FC;<CFCNC?M�4B;N�CM�NBCM�MN;N?G?HN�=;FF?>�
@+;G?�NQI�;MM?NM�;H>�NQI�FC;<CFCNC?M�L?JILN?>�<S�0N;L<O=EM
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Chapter 3

In What Form Is Financial Information Actually Delivered to
Decision Makers Such as Investors and Creditors?

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe introducesChapter 3 "In What Form Is Financial Information Actually Delivered to Decision Makers Such
as Investors and Creditors?"and speaks about the course in general.
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3.1 The Construction of an Income Statement

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� 2H>?LMN;H>�NB;N�@CH;H=C;F�MN;N?G?HNM�JLIPC>?�NB?�MNLO=NOL?�@IL
=IGJ;HC?M�NI�L?JILN�@CH;H=C;F�CH@ILG;NCIH�NI�>?=CMCIH�G;E?LM

� &>?HNC@S�?;=B�I@�NB?�@IOL�@CH;H=C;F�MN;N?G?HNM�NSJC=;FFS�L?JILN?>�<S�;
=IGJ;HS

� )CMN�NB?�HILG;F�=IHN?HNM�I@�;H�CH=IG?�MN;N?G?HN
� !?@CH?�[A;CHM\�;H>�[FIMM?M\�;H>�?RJF;CH�BIQ�NB?S�>C@@?L�@LIG�[L?P?HO?M\

;H>�[?RJ?HM?M\
� "RJF;CH�=IMN�I@�AII>M�MIF>
�  IGJON?�ALIMM�JLI@CN�;H>�NB?�ALIMM�JLI@CN�J?L=?HN;A?
� !?M=LC<?�NB?�FI=;NCIH�I@�CH=IG?�N;R?M�QCNBCH�;H�CH=IG?�MN;N?G?HN

Question: The revenues� expenses� assets� and liabilities reported by an organization provide
data that are essential for decision making The informational value of these figures enables
a thorough analysis of an organization and its financial health and future prospects How do
outsiders learn of these amounts?How are financial data actually conveyed to interested
parties?For example� a company such as Marriott International Inc (the hotel chain) has
possibly millions of current and potential shareholders� creditors� and employees How does
such a company communicate vital financial information to all the groups and individuals
that might want to make some type of considered evaluation?

�HMQ?L���OMCH?MM?M�;H>�INB?L�ILA;HCT;NCIHM�J?LCI>C=;FFS�JLI>O=?�@CH;H=C;F
MN;N?G?HNM�NB;N�JLIPC>?�;�@ILG;F�MNLO=NOL?�@IL�=IHP?SCHA�@CH;H=C;F�CH@ILG;NCIH�NI
>?=CMCIH�G;E?LM�0G;FF?L�ILA;HCT;NCIHM�>CMNLC<ON?�MO=B�MN;N?G?HNM�?;=B�S?;L�
@L?KO?HNFS�;M�J;LN�I@�;H�;HHO;F�L?JILN�JL?J;L?>�<S�G;H;A?G?HN�);LA?L�=IGJ;HC?M�
FCE?�*;LLCINN�&HN?LH;NCIH;F��CMMO?�S?;LFS�MN;N?G?HNM�<ON�;FMI�JL?J;L?�CHN?LCG
MN;N?G?HNM��OMO;FFS�IH�;�KO;LN?LFS�<;MCM#CH;H=C;F�MN;N?G?HNM�@IL�G;HS�I@�NB?
<OMCH?MM?M�NB;N�B;P?�NB?CL�=;JCN;F�MNI=E�NL;>?>�JO<FC=FS�IH�MNI=E�?R=B;HA?M�;L?
L?;>CFS�;P;CF;<F?�IH�=ILJIL;N?�4?<�MCN?M�#IL�?R;GJF?��NB?�MN;N?G?HNM�L?F?;M?>�<S
*;LLCINN�&HN?LH;NCIH;F�=;H�<?�FI=;N?>�NBLIOAB�NB?�@IFFIQCHA�J;NB�1B?�@CH;H=C;F
MN;N?G?HNM�CMMO?>�<S�GIMN�F;LA?�=IGJ;HC?M�QCFF�<?�@IOH>�<S�OMCHA�MCGCF;L�MN?JMW�$I

 B;JN?L���&H�4B;N�#ILG�&M�#CH;H=C;F�&H@ILG;NCIH��=NO;FFS�!?FCP?L?>�NI�!?=CMCIH�*;E?LM�0O=B�;M�&HP?MNILM�;H>
 L?>CNILM�
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NIBNNJ���QQQG;LLCINN=IGW� FC=E�IH�[�<ION�*;LLCINN\��JLI<;<FS�;N�NB?�<INNIG�I@
NB?�BIG?J;A?	W� FC=E�IH�[&HP?MNIL�/?F;NCIHM\W� FC=E�IH�[#CH;H=C;F�&H@ILG;NCIH\W
 FC=E�IH�[#CH;H=C;F�/?JILNM���JLIRS\W� FC=E�IH�[�HHO;F�/?JILN\��@IL�NB?�S?;L
>?MCL?>	/?A;L>F?MM�I@�NB?�@L?KO?H=S�I@�JL?J;L;NCIH��@CH;H=C;F�MN;N?G?HNM�M?LP?�;M
NB?�P?BC=F?�NI�L?JILN�;FF�NB?�GIH?N;LS�<;F;H=?M�;H>�?RJF;H;NILS�CH@ILG;NCIH
L?KOCL?>�;==IL>CHA�NI�NB?�LOF?M�;H>�JLCH=CJF?M�I@�20�A?H?L;FFS�;==?JN?>�;==IOHNCHA
JLCH=CJF?M��20�$��-	��;M?>�IH�NB?M?�MN;H>;L>M��MO=B�MN;N?G?HNM�;L?�CHN?H>?>�;M�;
@;CLFS�JL?M?HN?>�JILNL;CN�I@�NB?�ILA;HCT;NCIHZIH?�NB;N�=IHN;CHM�HI�G;N?LC;F
GCMMN;N?G?HNM�&H�MCGJF?�N?LGM��;�=IGJ;HS^M�L?P?HO?M��?RJ?HM?M��;MM?NM��;H>
FC;<CFCNC?M�;L?�L?JILN?>�NI�IONMC>?LM�<S�G?;HM�I@�CNM�@CH;H=C;F�MN;N?G?HNM

1SJC=;FFS��;�=IGJF?N?�M?N�I@�@CH;H=C;F�MN;N?G?HNM�JLI>O=?>�<S�;�<OMCH?MM�CH=FO>?M
@IOL�M?J;L;N?�MN;N?G?HNM�;FIHA�QCNB�=IGJL?B?HMCP?�HIN?M�4B?H�MNO>C?>�QCNB
EHIQF?>A?�;H>�OH>?LMN;H>CHA��;�P;MN�;LL;S�I@�CH@ILG;NCIH�<?=IG?M�;P;CF;<F?�NI�;C>
>?=CMCIH�G;E?LM�QBI�Q;HN�NI�JL?>C=N�@ONOL?�MNI=E�JLC=?M��=;MB�>CPC>?H>�J;SG?HNM�
;H>�=;MB�@FIQM

Financial Statements and Accompanying NotesBecause the final
figures derived on the income statement and the statement of
retained earnings are necessary to produce other statements, the
preparation of financial statements is carried out in the
sequential order shown here.

WIncome statement � �;FMI�=;FF?>�;�MN;N?G?HN�I@�IJ?L;NCIHM�IL�;
MN;N?G?HN�IL�?;LHCHAM	�M�QCFF�<?�>CM=OMM?>�CH�;�F;N?L�=B;JN?L�I@�NBCM
N?RN<IIE��;�MN;N?G?HN�I@�=IGJL?B?HMCP?�CH=IG?�CM�;FMI�MIG?NCG?M
L?KOCL?>�NI�<?�;NN;=B?>�NI�IL�JL?M?HN?>�QCNB�;H�CH=IG?�MN;N?G?HN

WStatement of retained earnings � �IL�NB?�GIL?�CH=FOMCP?�MN;N?G?HN�I@
MNI=EBIF>?LM^�?KOCNS	

WBalance sheet� �;FMI�=;FF?>�;�MN;N?G?HN�I@�@CH;H=C;F�JIMCNCIH	
WStatement of cash flows�

1B?�@IOL�@CH;H=C;F�MN;N?G?HNM�JL?J;L?>�<S�*;LLCINN�&HN?LH;NCIH;F�;M�I@�';HO;LS���
������;H>�NB?�S?;L�NB?H�?H>?>�Q?L?�JL?M?HN?>�CH�DOMN�@IOL�J;A?M�I@�CNM�;HHO;F�L?JILN
�J;A?M�@ILNS�NBL??�NBLIOAB�@ILNS�MCR	�QB?L?;M�NB?�HIN?M�;==IGJ;HSCHA�NBIM?
MN;N?G?HNM�G;>?�OJ�NB?�H?RN�NQ?HNS�M?P?H�J;A?M��FNBIOAB�>?=CMCIH�G;E?LM�I@N?H
@I=OM�IH�;�@?Q�CH>CPC>O;F�@CAOL?M�@IOH>�CH�@CH;H=C;F�MN;N?G?HNM��NB?�P;MN�Q?;FNB�I@
CH@ILG;NCIH�JLIPC>?>�<S�NB?�HIN?M�MBIOF>�H?P?L�<?�CAHIL?>

� ��FCMNCHA�I@�;FF�L?P?HO?M�?;LH?>
;H>�?RJ?HM?M�CH=OLL?>�>OLCHA�;
MJ?=C@C=�J?LCI>�I@�NCG?��;FMI
=;FF?>�MN;N?G?HN�I@�IJ?L;NCIHM
IL�MN;N?G?HN�I@�?;LHCHAM

� ��L?=IH=CFC;NCIH�I@�;
=ILJIL;NCIH^M�L?N;CH?>
?;LHCHAM�;==IOHN�@LIG�NB?
<?ACHHCHA�I@�;�J?LCI>�NI�NB?
?H>��NB?�;==IOHN�CM�CH=L?;M?>
<S�H?N�CH=IG?�;H>�>?=L?;M?>
<S�H?N�FIMM�;H>�IL�>CPC>?H>M
>?=F;L?>

� ��FCMNCHA�I@�;FF�;MM?N��FC;<CFCNS�
;H>�MNI=EBIF>?LM^�?KOCNS
;==IOHNM�;N�;�MJ?=C@C=�JICHN�CH
NCG?��;FMI�=;FF?>�MN;N?G?HN�I@
@CH;H=C;F�JIMCNCIH

� ��FCMNCHA�I@�;FF�=;MB�CH@FIQM
�MIOL=?M	�;H>�=;MB�ION@FIQM
�OM?M	�>OLCHA�;�MJ?=C@C=�J?LCI>
I@�NCG?�=;N?AILCT?>�;M
IJ?L;NCHA�;=NCPCNC?M��CHP?MNCHA
;=NCPCNC?M��;H>�@CH;H=CHA
;=NCPCNC?M
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Assume that a financial investor is analyzing the latest income statement prepared
by a company in hopes of deciding whether to buy its capital stock or� possibly� loan money
to the company Or� perhaps� a current employee must decide whether to stay with the
company or take a job offer from another organization Both of these individuals want to
assess the companyÕs financial health and future prospects Certainly� all the available
financial statements need to be studied but� initially� this person is looking at the income
statement What types of financial data will be available on a typical income statement such
as might be produced by a business like IBM� Apple� Papa JohnÕs� or Pizza Hut?

�HMQ?L��1B?�G;CH�=IHN?HN�I@�;H�CH=IG?�MN;N?G?HN�CM�L;NB?L�MNL;CABN@ILQ;L>��;
FCMNCHA�I@�;FF�L?P?HO?M�?;LH?>�;H>�?RJ?HM?M�CH=OLL?>�<S�NB?�L?JILNCHA�ILA;HCT;NCIH
>OLCHA�NB?�J?LCI>�MJ?=C@C?>��M�CH>C=;N?>�JL?PCIOMFS�CH B;JN?L����4B;N�0BIOF>
!?=CMCIH�G;E?LM�(HIQ�0I�1B;N�$II>�!?=CMCIHM� ;H��?�*;>?�;<ION�;H
,LA;HCT;NCIH����L?P?HO?�@CAOL?M�>CM=FIM?�CH=L?;M?M�CH�H?N�;MM?NM��;MM?NM�GCHOM
FC;<CFCNC?M	�NB;N�Q?L?�=L?;N?>�<S�NB?�M;F?�I@�AII>M�IL�M?LPC=?M�L?MOFNCHA�@LIG�NB?
JLCG;LS�IJ?L;NCIHM�I@�NB?�ILA;HCT;NCIH�#IL�&�*��L?P?HO?M�;L?�>?LCP?>�@LIG�NB?�M;F?
;H>�M?LPC=CHA�I@�=IGJON?LM�;H>�NB?�FCE?��;�NIN;F�I@�H?;LFS������<CFFCIH�CH�����	�QBCF?�
@IL�-;J;�'IBH^M�&HN?LH;NCIH;F��NB?�L?JILN?>�L?P?HO?�@CAOL?��;�<CN�IP?L�����<CFFCIH	
G?;MOL?M�NB?�M;F?�I@�JCTT;M�;H>�L?F;N?>�CN?GM

 IHP?LM?FS��?RJ?HM?M�;L?�>?=L?;M?M�CH�H?N�;MM?NM�CH=OLL?>�<S�;�L?JILNCHA�=IGJ;HS
CH�BIJ?M�I@�A?H?L;NCHA�L?P?HO?M�#IL�?R;GJF?��M;F;LC?M�J;C>�NI�M;F?M�J?IJF?�@IL�NB?
QILE�NB?S�B;P?�>IH?�=IHMNCNON?�;H�?RJ?HM?�1B?�=IMN�I@�@;=CFCNC?M�NB;N�B;P?�<??H
L?HN?>�CM�;FMI�;H�?RJ?HM?�;M�CM�GIH?S�J;C>�@IL�ONCFCNC?M��MO=B�;M�?F?=NLC=CNS��B?;N��;H>
Q;N?L

#IL�?R;GJF?��&�*�L?JILN?>�M?FFCHA��A?H?L;F��;H>�;>GCHCMNL;NCP?�?RJ?HM?M�@IL������I@
�����<CFFCIH�1B;N�Q;M�DOMN�IH?�=;N?AILS�I@�CNM�?RJ?HM?M�>CM=FIM?>�QCNBCH�NB?
=IGJ;HS^M�CH=IG?�MN;N?G?HN#CH;H=C;F�CH@ILG;NCIH�L?JILN?>�<S�F;LA?�JO<FC=FS
NL;>?>�=IGJ;HC?M�N?H>M�NI�<?�BCABFS�;AAL?A;N?>�1BOM��NB?�?RJ?HM?�@CAOL?�MBIQH�<S
&�*�CM�;�MOGG;NCIH�I@�G;HS�MIG?QB;N�L?F;N?>�?RJ?HM?M�1BIM?�CH>CPC>O;F�<;F;H=?M
QIOF>�<?�;P;CF;<F?�QCNBCH�NB?�=IGJ;HS�@IL�CHN?LH;F�>?=CMCIH�G;ECHA!OLCHA�NB?
M;G?�J?LCI>��-;J;�'IBH^M�L?JILN?>�M;F;LC?M�;H>�<?H?@CNM�;M�;H�?RJ?HM?�@IL�CNM
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>IG?MNC=�=IGJ;HS�IQH?>�L?MN;OL;HNM�I@�������GCFFCIH�#CH;H=C;F�;==IOHNCHA
@I=OM?M�IH�JLIPC>CHA�CH@ILG;NCIH�;<ION�;H�ILA;HCT;NCIH�;H>�<INB�I@�NB?M?�@CAOL?M
MBIOF>�B?FJ�>?=CMCIH�G;E?LM�<?ACH�NI�AFCGJM?�;�JILNL;CN�I@�NB?�OH>?LFSCHA�=IGJ;HS
�==IOHNCHA�CM�I@N?H�M;C>�NI�JLIPC>?�NL;HMJ;L?H=SZNB?�;<CFCNS�NI�M??�MNL;CABN
NBLIOAB�NB?�QIL>M�;H>�HOG<?LM�NI�A;CH�;�PCMCIH�I@�NB?�=IGJ;HS�;H>�CNM�IJ?L;NCIHM

Question� Is nothing else presented on an income statement other than revenues and
expenses?

�HMQ?L���H�CH=IG?�MN;N?G?HN�;FMI�L?JILNM�A;CHM�;H>�FIMM?M�@IL�NB?�M;G?�J?LCI>�I@
NCG?���A;CH�CM�;H�CH=L?;M?�CH�NB?�H?N�;MM?NM�I@�;H�ILA;HCT;NCIH�=L?;N?>�<S�;H
I==OLL?H=?�IONMC>?�CNM�JLCG;LS�IL�=?HNL;F�IJ?L;NCIHM���FIMM�CM�;�>?=L?;M?�CH�H?N
;MM?NM�@LIG�;�MCGCF;L�NSJ?�I@�CH=C>?HN;F�?P?HN

4B?H��JJF?�M?FFM�;�=IGJON?L�NI�;�=OMNIG?L��CN�L?JILNM�L?P?HO?�<ON�C@�NB?�=IGJ;HS
>CMJIM?M�I@�;�JC?=?�I@�F;H>�;>D;=?HN�NI�;�Q;L?BIOM?��CN�L?JILNM�;�A;CH��C@�MIF>�;<IP?
=IMN	�IL�;�FIMM��C@�MIF>�<?FIQ�=IMN	�0?FFCHA�=IGJON?LM�@;FFM�QCNBCH��JJF?^M�JLCG;LS
IJ?L;NCIHM�QB?L?;M�M?FFCHA�F;H>�>I?M�HIN�&@�-CTT;�%ON�M?FFM�;�J?JJ?LIHC�JCTT;��NB?
NL;HM;=NCIH�<LCHAM�CH�;MM?NM�/?P?HO?�B;M�<??H�?;LH?>�;H>�MBIOF>�<?�L?JILN?>�&@
NBCM�M;G?�=IGJ;HS�>CMJIM?M�I@�IH?�I@�CNM�IF>�MNIP?M��NB?�L?MOFN�CM�L?@F?=N?>�;M�?CNB?L
;�A;CH�IL�FIMM�-CTT;�%ON�CM�HIN�CH�NB?�<OMCH?MM�I@�M?FFCHA�;JJFC;H=?M�1BCM
=F;MMC@C=;NCIH�MJFCN�<?NQ??H�L?P?HO?M�?RJ?HM?M�;H>�A;CHM�FIMM?M�B?FJM�JLIPC>?
>?=CMCIH�G;E?LM�QCNB�;�=F?;L?L�JILNL;CN�I@�QB;N�;=NO;FFS�B;JJ?H?>�NI�NB?�=IGJ;HS
>OLCHA�NB?�L?JILNCHA�J?LCI>

�H�?R;GJF?�I@�;H�CH=IG?�MN;N?G?HN�@IL�;�MG;FF�=IHP?HC?H=?�MNIL?�CM�MBIQH�CH
#CAOL?�����&H=IG?�0N;N?G?HN��+IN?�NB;N�NB?�H;G?�I@�NB?�=IGJ;HS��NB?�C>?HNCNS�I@
NB?�MN;N?G?HN��;H>�NB?�J?LCI>�I@�NCG?�L?@F?=N?>�;L?�;JJ;L?HN��FNBIOAB�NBCM�CM�IHFS
;H�CFFOMNL;NCIH��CN�CM�KOCN?�MCGCF;L�NI�NB?�CH=IG?�MN;N?G?HNM�=L?;N?>�<S�PCLNO;FFS�;FF
<OMCH?MM�ILA;HCT;NCIHM�CH�NB?�2HCN?>�0N;N?M�;H>�G;HS�INB?L�=IOHNLC?M
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Figure 3.1Income Statement

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: A review of this sample income statement raises a number of questions The
meaning of balances such as salary expense� rent expense� advertising expense� and the like
are relatively clear These figures measure specific outflows or decreases in the companyÕs
net assets that were incurred in attempting to generate revenue However� the largest
expense reported on this income statement is calledcost of goods sold What does the
$900,000 cost of goods sold figure represent?

�HMQ?L��1BCM�=IHP?HC?H=?�MNIL?�A?H?L;N?>�M;F?M�I@�����GCFFCIH�CH�6?;L��55�
 OMNIG?LM�=;G?�CH�>OLCHA�NB;N�J?LCI>�I@�NCG?�;H>�JOL=B;M?>�G?L=B;H>CM?�;N�CNM
M;F?M�JLC=?�1B;N�CM�NB?�@CLMN�MN?J�CH�NB?�M;F?�;H>�CM�L?@F?=N?>�QCNBCH�NB?�L?P?HO?
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<;F;H=?�1B?�=OMNIG?LM�NB?H�NIIE�NB?M?�AII>M�QCNB�NB?G�;H>�F?@N�NB?�MNIL?��NBCM
G?L=B;H>CM?�HI�FIHA?L�<?FIHAM�NI�!;PC>MIH�$LI=?LC?M�&H�NBCM�M?=IH>�MN?J��;
>?=L?;M?�I==OLL?>�CH�NB?�=IGJ;HS^M�H?N�;MM?NM�1BOM��;H�?RJ?HM?�B;M�I==OLL?>��M
NB?�NCNF?�CGJFC?M��[=IMN�I@�AII>M�MIF>\��MIG?NCG?M�L?@?LL?>�NI�;M�[=IMN�I@�M;F?M\	�CM�;H
?RJ?HM?�L?@F?=NCHA�NB?�=IMN�I@�NB?�G?L=B;H>CM?�NB;N�;�=IGJ;HS^M�=OMNIG?LM
JOL=B;M?>�>OLCHA�NB?�J?LCI>�&N�CM�NB?�;GIOHN�NB;N�!;PC>MIH�J;C>�@IL�CHP?HNILS
CN?GM��MO=B�;M�;JJF?M��<L?;>��MI;J��NOH;�@CMB��;H>�=B??M?��NB;N�Q?L?�NB?H�MIF>

+IN?�NB;N�NB?�NCGCHA�I@�?RJ?HM?�L?=IAHCNCIH�CM�HIN�NC?>�NI�NB?�J;SG?HN�I@�=;MB�<ON
L;NB?L�NI�NB?�FIMM�I@�NB?�;MM?N��M�;�MCGJF?�CFFOMNL;NCIH��;MMOG?�!;PC>MIH�$LI=?LC?M
J;SM����CH�=;MB�@IL�;�<IR�I@�=IIEC?M�IH�*IH>;S�;H>�NB?H�M?FFM�CN�NI�;�=OMNIG?L�@IL���
IH�#LC>;S�1B?�CH=IG?�MN;N?G?HN�QCFF�MBIQ�L?P?HO?�I@�����NB?�CH=L?;M?�CH�NB?�H?N
;MM?NM�=L?;N?>�<S�NB?�M;F?	�;H>�=IMN�I@�AII>M�MIF>�I@�����NB?�>?=L?;M?�CH�H?N�;MM?NM
L?MOFNCHA�@LIG�NB?�M;F?	��INB�NB?�L?P?HO?�;H>�NB?�L?F;N?>�?RJ?HM?�;L?�L?=IL>?>�IH
#LC>;S�QB?H�NB?�M;F?�NIIE�JF;=?�;H>�NB?�CHP?HNILS�Q;M�L?GIP?>

1B?�>C@@?L?H=?�CH�L?P?HO?�;H>�=IMN�I@�AII>M�MIF>�CM�I@N?H�L?@?LL?>�NI�;M�NB?
=IGJ;HS^Mgross profit � � gross margin � ��IL markup � �&N�CM�IH?�I@�NB?�L?JILN?>
@CAOL?M�MNO>C?>�=;L?@OFFS�<S�>?=CMCIH�G;E?LM�#IL�NBCM�S?;L��!;PC>MIH�$LI=?LC?M
?;LH?>�;�ALIMM�JLI@CN�I@���������������GCFFCIH�CH�L?P?HO?M�F?MM����������=IMN�I@
AII>M�MIF>	�&NM�ALIMM�JLI@CN�Q;M�����J?L=?HN�I@�M;F?M���������������GCFFCIH	

#IL�NB?�S?;L�?H>CHA�';HO;LS�����������)IQ?^M� IGJ;HC?M�&H=��NB?�BIG?
CGJLIP?G?HN�=IGJ;HS��L?JILN?>�H?N�M;F?M�L?P?HO?M�I@������<CFFCIH�;FIHA�QCNB�=IMN
I@�M;F?M�I@������<CFFCIH�1BOM��)IQ?^M�?;LH?>�;�ALIMM�G;LACH��NB?�=IGJ;HS^M�N?LG	
>OLCHA�NB;N�J?LCI>�I@������<CFFCIH�0;F?M�I@�G?L=B;H>CM?�������<CFFCIH	�?R=??>?>�NB?
=IMN�I@�NBIM?�M;G?�AII>M�������<CFFCIH	�<S�NB;N�;GIOHN�&NM�ALIMM�JLI@CN�J?L=?HN;A?
Q;M�����J?L=?HN�������GCFFCIH������GCFFCIH	��HS�JIN?HNC;F�CHP?MNIL�IL�=L?>CNIL
QCFF�@CH>�MO=B�HOG<?LM�BCABFS�CH@ILG;NCP?�?MJ?=C;FFS�QB?H�=IGJ;L?>�QCNB�NB?
=IGJ;HS^M�JLCIL�S?;LM�IL�QCNB�=IGJ?NCHA�?HN?LJLCM?M�#IL�?R;GJF?��@IL�NB?�S?;L
?H>CHA�#?<LO;LS����������NB?�%IG?�!?JIN�&H=��;�G;DIL�=IGJ?NCNIL�I@�)IQ?^M
 IGJ;HC?M��L?JILN?>�H?N�M;F?M�I@������<CFFCIH��=IMN�I@�M;F?M�I@������<CFFCIH��;H>
ALIMM�JLI@CN��NB?�=IGJ;HS^M�N?LG	�I@������<CFFCIH�&NM�ALIMM�JLI@CN�J?L=?HN;A?�Q;M
����J?L=?HN�������GCFFCIH������GCFFCIH	�0O=B�CH@ILG;NCIH�;FFIQM�>?=CMCIH�G;E?LM
NI�=IGJ;L?�NB?M?�NQI�=IGJ;HC?M�;H>�NB?CL�IJ?L;NCIHM

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

� !C@@?L?H=?�<?NQ??H�M;F?M�;H>
=IMN�I@�AII>M�MIF>��;FMI�=;FF?>
ALIMM�G;LACH�IL�G;LEOJ

� !C@@?L?H=?�<?NQ??H�M;F?M�;H>
=IMN�I@�AII>M�MIF>��;FMI�=;FF?>
ALIMM�JLI@CN�IL�G;LEOJ

� !C@@?L?H=?�<?NQ??H�M;F?M�JLC=?
;H>�=IMN�I@�AII>M�MIF>�IH�;H
CN?G�I@�CHP?HNILS��;FMI�=;FF?>
ALIMM�JLI@CN�IL�ALIMM�G;LACH
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Question: InFigure 3.1 "Income Statement"� revenues and expenses are listed first to arrive
at an operating income figure That is followed by gains and losses This sequencing is
appropriate since revenues and expenses relate to the primary or central operations of the
business and gains and losses are created by more incidental events Why then is income tax
expense listed last� by itself� on the income statement and not with the other expenses?

�HMQ?L��0N;N?�;H>�@?>?L;F�CH=IG?�N;R?M�=IMN�<OMCH?MM?M�CH�NB?�2HCN?>�0N;N?M
=IHMC>?L;<F?�MOGM�I@�GIH?S�?;=B�S?;L�"RRIH�*I<CF� ILJIL;NCIH�L?JILN?>�CH=IG?
N;R?M�I@������<CFFCIH�;N�NB?�<INNIG�I@�CNM������CH=IG?�MN;N?G?HN�1B?�CH=IG?�N;R
@CAOL?�CM�M?AL?A;N?>�CH�NBCM�G;HH?L�<?=;OM?�CN�CM�HIN�;H�?RJ?HM?�CH�;�NL;>CNCIH;F
M?HM?��M�JL?PCIOMFS�>?M=LC<?>��;H�?RJ?HM?ZFCE?�=IMN�I@�AII>M�MIF>��;>P?LNCMCHA��IL
L?HNZCM�CH=OLL?>�CH�IL>?L�NI�A?H?L;N?�L?P?HO?M�&H=IG?�N;R?M�>I�HIN�=L?;N?
L?P?HO?M�;N�;FF�&HMN?;>��NB?S�;L?�=;OM?>�<S�NB?�=IGJ;HS^M�L?P?HO?M�;H>�L?F;N?>
JLI@CN;<CFCNS��FNBIOAB�L?@?LLCHA�NI�CH=IG?�N;R?M�;M�;H�?RJ?HM?�CM�=IGGIH�
JLI<;<FS�;�GIL?�;JN�NCNF?�CM�[CH=IG?�N;R?M�;MM?MM?>�<S�AIP?LHG?HN\�1B?�@CH;H=C;F
CGJ;=N�CM�NB?�M;G?�;M�;H�?RJ?HM?��;H�ION@FIQ�IL�>?=L?;M?�CH�H?N�;MM?NM	��NBOM�
[CH=IG?�N;R�?RJ?HM?\�CM�I@N?H�OM?>�@IL�F;<?FCHA�JOLJIM?M�%IQ?P?L��<?=;OM?�NB?
H;NOL?�I@�NBCM�[?RJ?HM?\�CM�>C@@?L?HN��NB?�L?JILN?>�CH=IG?�N;R�@CAOL?�CM�@L?KO?HNFS
CMIF;N?>�;N�NB?�<INNIG�I@�NB?�CH=IG?�MN;N?G?HN��M?J;L;N?�@LIG�NLO?�?RJ?HM?M

KEY TAKEAWAY

#CH;H=C;F�CH@ILG;NCIH�=;H�<?�A;NB?L?>�;<ION�;H�ILA;HCT;NCIH�<ON�NB?
L?MOFNCHA�@CAOL?M�GOMN�NB?H�<?�MNLO=NOL?>�CH�MIG?�OM;<F?�@;MBCIH�NI�<?
=IHP?S?>�NI�CHN?L?MN?>�>?=CMCIH�G;E?LM�#CH;H=C;F�MN;N?G?HNM�M?LP?�NBCM
JOLJIM?���NSJC=;F�M?N�I@�@CH;H=C;F�MN;N?G?HNM�CM�G;>?�OJ�I@�;H�CH=IG?
MN;N?G?HN��MN;N?G?HN�I@�L?N;CH?>�?;LHCHAM��<;F;H=?�MB??N��MN;N?G?HN�I@�=;MB
@FIQM��;H>�?RJF;H;NILS�HIN?M�1B?�CH=IG?�MN;N?G?HN�L?JILNM�L?P?HO?M�@LIG
M;F?M�I@�AII>M�;H>�M?LPC=?M�;M�Q?FF�;M�?RJ?HM?M�MO=B�;M�L?HN�?RJ?HM?�;H>�=IMN
I@�AII>M�MIF>�$;CHM�;H>�FIMM?M�NB;N�;LCM?�@LIG�CH=C>?HN;F�;=NCPCNC?M�I@�;
=IGJ;HS�;L?�;FMI�CH=FO>?>�IH�NB?�CH=IG?�MN;N?G?HN�<ON�M?J;L;N?FS�MI�NB;N
NB?�CH=IG?�A?H?L;N?>�@LIG�JLCG;LS�IJ?L;NCIHM�CM�;JJ;L?HN�&H=IG?�N;R
?RJ?HM?�CM�L?JILN?>�;N�NB?�<INNIG�I@�NB?�CH=IG?�MN;N?G?HN�<?=;OM?�CN�CM
;=NO;FFS�;�AIP?LHG?HN�;MM?MMG?HN�L;NB?L�NB;H�;�NLO?�?RJ?HM?
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3.2 Reported Profitability and the Principle of Conservatism

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?M=LC<?�NB?�G?NBI>�OM?>�NI�>C@@?L?HNC;N?�;MM?NM�@LIG�?RJ?HM?M
� !CM=OMM�NB?�L;NCIH;F?�@IL�NB?�JLCH=CJF?�I@�=IHM?LP;NCMG�;H>�CNM�?@@?=N�IH

@CH;H=C;F�L?JILNCHA
� "RJF;CH�NB?�L?;MIH�>CPC>?H>�>CMNLC<ONCIHM�;L?�HIN�L?JILN?>�QCNBCH�H?N

CH=IG?
� !CM=OMM�NB?�H??>�NI�MNO>S�;H�?HNCL?�M?N�I@�@CH;H=C;F�MN;N?G?HNM�L;NB?L

NB;H�@I=OM�CH�I<M?MMCP?FS�IH�IH?�IL�NQI�HOG<?LM�MO=B�;M�H?N�CH=IG?

Question: Previously� the term Òasset\ was defined as a future economic benefit owned or
controlled by a reporting company On an income statement� items such as rent and
advertising are listed as expenses Why are such costs not grouped with the assets on the
balance sheet?For example� the rent paid for a building could provide a probable future
economic benefit for the reporting organization but it is included inFigure 3.1 "Income
Statement"as an expense The same is true for advertising How does a company determine
whether a cost represents an asset or an expense?

�HMQ?L��!L;QCHA�;�>CMNCH=NCIH�NB;N�;FFIQM�;�=IMN�NI�<?�=F;MMC@C?>�;M�?CNB?L�;H�;MM?N�IL
;H�?RJ?HM?�CM�HIN�;FQ;SM�?;MS�@IL�;H�;==IOHN;HN�&@�;�=IGJ;HS�G;E?M�;��������L?HN
J;SG?HN��;H�?RJ?HM?�GCABN�B;P?�<??H�CH=OLL?>�<?=;OM?�;H�ION@FIQ�I@�;H�;MM?N�B;M
N;E?H�JF;=?�%IQ?P?L��NB?�=IMN�I@�NBCM�L?HN�=IOF>�;FMI�<?�MBIQH�IH�NB?�<;F;H=?�MB??N
;M�;H�;MM?N�C@�CN�JLIPC>?M�@ONOL?�?=IHIGC=�<?H?@CNM

��=IMN�CM�C>?HNC@C?>�;M�;H�;MM?N�C@�NB?�<?H?@CN�=F?;LFS�B;M�P;FO?�CH�A?H?L;NCHAfuture
L?P?HO?M�@IL�NB?�=IGJ;HS�QB?L?;M�;H�?RJ?HM?�CM�;�=IMN�NB;N�B;M�;FL?;>S�B?FJ?>
?;LH�L?P?HO?M�CH�NB?past

4CNB�;H�;MM?N��NB?�ONCFCNS�QCFF�<?�=IHMOG?>�CH�NB?�S?;L�4CNB�;H�?RJ?HM?��NB?�ONCFCNS
B;M�;FL?;>S�<??H�=IHMOG?>�1I�CFFOMNL;N?��;MMOG?�NB;N�IH�!?=?G<?L�����6?;L�,H?��;
=IGJ;HS�J;SM��������@IL�L?HN�IH�;�<OCF>CHA�OM?>�>OLCHA�NB?�JL?PCIOM�GIHNB�1B?

 B;JN?L���&H�4B;N�#ILG�&M�#CH;H=C;F�&H@ILG;NCIH��=NO;FFS�!?FCP?L?>�NI�!?=CMCIH�*;E?LM�0O=B�;M�&HP?MNILM�;H>
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<?H?@CN�A;CH?>�@LIG�I==OJSCHA�NB;N�MJ;=?�B;M�;FL?;>S�I==OLL?>�2M?�I@�NB?�<OCF>CHA
B?FJ?>�NB?�=IGJ;HS�A?H?L;N?�L?P?HO?�>OLCHA�!?=?G<?L�1B?�ION@FIQ�I@�NBCM�GIH?S
CM�L?@F?=N?>�IH�NB?�CH=IG?�MN;N?G?HN�;M�;�L?HN�?RJ?HM?�1B?�<?H?@CN�CM�HIQ�CH�NB?
J;MN

&@�IH�NB;N�M;G?�>;S��;HINB?L��������CM�J;C>�NI�L?HN�NBCM�<OCF>CHA�;A;CH�>OLCHA�NB?
OJ=IGCHA�GIHNB�I@�';HO;LS�6?;L�1QI��NB?�;=KOCL?>�<?H?@CN�L?F;N?M�>CL?=NFS�NI�NB?
@ONOL?�2HNCF�=IHMOG?>��NBCM�M?=IH>�=IMN�MBIOF>�<?�MBIQH�IH�NB?�<;F;H=?�MB??N�;M�;
�������;MM?N��L?@?LL?>�NI�;M�JL?J;C>�L?HN	

WExpense� IMN�NB;N�B?FJ?>�A?H?L;N?�L?P?HO?M�CH�NB?�J;MN
WAsset� IMN�?RJ?=N?>�NI�B?FJ�A?H?L;N?�L?P?HO?M�CH�NB?�@ONOL?

4B?H�;�=IMN�CM�CH=OLL?>��NB?�;==IOHN;HN�GOMN�CHP?MNCA;N?�NI�>?N?LGCH?�QB?H�NB?
L?F;N?>�<?H?@CN�CM�?RJ?=N?>�1BCM�NCGCHAZQBC=B�CM�AOC>?>�<S�20�$��-ZCH>C=;N?M
QB?NB?L�;H�;MM?N�MBIOF>�<?�L?=IAHCT?>��MBIQH�IH�NB?�<;F;H=?�MB??N	�IL�;H�?RJ?HM?
�L?JILN?>�IH�NB?�CH=IG?�MN;N?G?HN	

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: A business or other organization can face many complicated situations At times�
the decision as to whether a specific cost will generate revenue in the future (and is reported
as an asset) or has already helped create revenue in the past (an expense) is difficult When
an accountant encounters a case that is Òtoo close to call�\ what reporting is appropriate?
For example� assume that a company has agreed to pay $24,000 but officials cannot ascertain
the amount of the related benefit that has already occurred versus the amount that will take
place in the future When delineation between an asset and an expense appears to be
impossible� what is reported?

�HMQ?L���?CHA�;H�;==IOHN;HN�CM�;�L?F;NCP?FS�?;MS�DI<�QB?H�@CH;H=C;F�?P?HNM�;L?
>CMNCH=N�;H>�=F?;LFS�OH>?LMNII>�2H@ILNOH;N?FS��CH�L?;F�FC@?��MCNO;NCIHM�I@N?H�;LCM?
QB?L?�NQI�IL�GIL?�ION=IG?M�M??G�?KO;FFS�FCE?FS�1B?�>CMNCH=NCIH�L;CM?>�CH�NBCM
KO?MNCIH�<?NQ??H�;H�;MM?N�;H>�;H�?RJ?HM?�CM�MCGJFS�IH?�I@�HOG?LIOM�JIMMC<CFCNC?M
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QB?L?�GOFNCJF?�JILNL;CNM�=IOF>�<?�?HPCMCIH?>��N�MO=B�NCG?M��@CH;H=C;F�;==IOHNCHA
B;M�;�FIHA�BCMNILS�I@�@IFFIQCHA�NB?principle of conservatism � 

1B?�=IHM?LP;NCP?�H;NOL?�I@�;==IOHNCHA�CH@FO?H=?M�G;HS�?F?G?HNM�I@�20�$��-�;H>
GOMN�<?�OH>?LMNII>�CH�IL>?L�NI�;JJL?=C;N?�NB?�G?;HCHA�I@�NB?�@CH;H=C;F�CH@ILG;NCIH
NB;N�CM�=IHP?S?>�;<ION�;H�ILA;HCT;NCIH�0CGJFS�JON��=IHM?LP;NCMG�BIF>M�NB;N
QB?H?P?L�;H�;==IOHN;HN�@;=?M�NQI�IL�GIL?equally likelyJIMMC<CFCNC?M��NB?�IH?�NB;N
G;E?M�NB?�=IGJ;HS�FIIE�QILM?�MBIOF>�<?�M?F?=N?>�&H�INB?L�QIL>M��@CH;H=C;F
;==IOHNCHA�;NN?GJNM�NI�?HMOL?�NB;N�;�L?JILNCHA�ILA;HCT;NCIH�H?P?L�FIIEM
MCAHC@C=;HNFS�<?NN?L�NB;H�CN�;=NO;FFS�CM

&@�;�=IMN�B;M�<??H�CH=OLL?>�NB;N�GCABN�B;P?�?CNB?L�;�@ONOL?�P;FO?��;H�;MM?N	�IL�;�J;MN
P;FO?��;H�?RJ?HM?	��NB?�;==IOHN;HN�;FQ;SM�L?JILNM�NB?�GIMN�FCE?FS�JIMMC<CFCNS�1B;N
CM�NB?�IHFS�;JJLIJLC;N?�Q;S�NI�J;CHN�;�JILNL;CN�I@�;H�ILA;HCT;NCIH�NB;N�CM�NB?�@;CL?MN
L?JL?M?HN;NCIH�%IQ?P?L��C@�H?CNB?L�M=?H;LCI�;JJ?;LM�GIL?�FCE?FS�NI�I==OL��NB?�=IMN
CM�=F;MMC@C?>�;M�;H�?RJ?HM?�L;NB?L�NB;H�;H�;MM?N�<?=;OM?�I@�NB?�JLCH=CJF?�I@
=IHM?LP;NCMG�/?JILNCHA�;�J;MN�<?H?@CN�L;NB?L�NB;H�;�@ONOL?�<?H?@CN�B;M�;
>?NLCG?HN;F�CGJ;=N�IH�NB?�=IGJ;HS^M�;JJ?;L;H=?�NI�;H�IONMC>?�J;LNS�1BCM�B;H>FCHA
L?>O=?M�NB?�L?JILN?>�H?N�CH=IG?�;M�Q?FF�;M�NB?�;GIOHN�MBIQH�;M�NB?�NIN;F�I@�NB?
;MM?NM

1B?�JLCH=CJF?�I@�=IHM?LP;NCMG�=;H�<?�M??H�NBLIOABION�@CH;H=C;F�;==IOHNCHA�4B?H
NB?�=B;H=?�I@�NQI�JIMMC<CFCNC?M�CM�NB?�M;G?��;==IOHNCHA�JL?@?LM�NB;N�NB?�GIL?
IJNCGCMNC=�;JJLI;=B�<?�;PIC>?>

Question� Why does conservatism exist in financial accounting?Companies must prefer to
look as successful as possible Why does a bias exist for reporting outcomes in a negative
way?

�HMQ?L���==IOHN;HNM�;L?�Q?FF�;Q;L?�NB;N�NB?�@CH;H=C;F�MN;N?G?HNM�NB?S�JLI>O=?�;L?
L?FC?>�IH�<S�>?=CMCIH�G;E?LM�;LIOH>�NB?�QILF>�NI�>?N?LGCH?�@ONOL?�;=NCIHM�NB;N�QCFF
JF;=?�GIH?N;LS�L?MIOL=?M�;N�LCME�#IL�?R;GJF?��C@�;�=IGJ;HS�;JJ?;LM�NI�<?
JLIMJ?LIOM��;H�CHP?MNIL�GCABN�>?=C>?�NI�;FFI=;N?�M=;L=?�=;MB�L?MIOL=?M�NI�I<N;CH
MB;L?M�I@�CNM�=;JCN;F�MNI=E�0CGCF;LFS��;�=L?>CNIL�CM�GIL?�QCFFCHA�NI�G;E?�;�FI;H�NI�;
=IGJ;HS�NB;N�M??GM�NI�<?�>ICHA�Q?FF�?=IHIGC=;FFS

� -L?@?L?H=?�I@�;==IOHN;HNM�NI
;PIC>�G;ECHA�;H�ILA;HCT;NCIH
FIIE�IP?LFS�AII>��QB?H�@;=?>
QCNB�GOFNCJF?�L?JILNCHA
IJNCIHM�NB;N�;L?�?KO;FFS�FCE?FS�
NB?�QILM?�JIMMC<F?�ION=IG?�CM
L?JILN?>�NI�B?FJ�JLIN?=N�NB?
>?=CMCIH�G;E?L�@LIG�<?CHA�NII
IJNCGCMNC=
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0O=B�>?=CMCIH�G;E?LM�@;=?�JIN?HNC;F�FIMM?M�NB;N�=;H�<?�MCAHC@C=;HN��==IOHN;HNM�N;E?
NB?CL�LIF?�CH�NBCM�JLI=?MM�KOCN?�M?LCIOMFS��M�;�L?MOFN��@CH;H=C;F�;==IOHNCHA�B;M
NL;>CNCIH;FFS�B?F>�NB;N�NB?�OM?LM�I@�@CH;H=C;F�MN;N?G?HNM�;L?�<?MN�JLIN?=N?>�C@�NB?
L?JILNCHA�JLI=?MM�CM�H?P?L�IP?LFS�IJNCGCMNC=�CH�JC=NOLCHA�;H�ILA;HCT;NCIH^M�@CH;H=C;F
B?;FNB�;H>�@ONOL?�JLIMJ?=NM�*IH?S�CM�F?MM�FCE?FS�NI�<?�FIMN�C@�NB?�;==IOHN;HN�J;CHNM�;
JILNL;CN�NB;N�CM�HI�GIL?�LIMS�NB;H�H?=?MM;LS�1B?�JL;=NC=?�I@�=IHM?LP;NCMG�CM�MCGJFS
;H�;NN?GJN�<S�@CH;H=C;F�;==IOHNCHA�NI�B?FJ�M;@?AO;L>�NB?�JO<FC=

1B?�JLI<F?G�NB;N�=;H�I==OL�QB?H�;�=IGJ;HS�;JJ?;LM�?R=?MMCP?FS�JLI@CN;<F?�=;H�<?
M??H�CH�NB?�>IQH@;FF�I@�4ILF> IG�QB?L?�CHP?MNILM�;H>�=L?>CNILM�FIMN�<CFFCIHM�I@
>IFF;LM���G;DIL�=;OM?�I@�NBCM�;==IOHNCHA�M=;H>;F��IH?�I@�NB?�<CAA?MN�CH�BCMNILS��Q;M
NB?�@L;O>OF?HN�>?=CMCIH�<S�G?G<?LM�I@�NB?�=IGJ;HS^M�G;H;A?G?HN�NI�L?=IL>�;�=IMN
I@�H?;LFS����<CFFCIH�;M�;H�;MM?N�L;NB?L�NB;H�;M�;H�?RJ?HM?��FNBIOAB�;HS�@ONOL?
<?H?@CN�L?MOFNCHA�@LIG�NB?M?�?RJ?H>CNOL?M�Q;M�BCABFS�>IO<N@OF��NB?�=IMN�Q;M
L?JILN?>�NI�IONMC>?LM�;M�;H�;MM?N� IHM?LP;NCMG�Q;M�=F?;LFS�HIN�@IFFIQ?>

 IHM?KO?HNFS��CH�CNM�@CH;H=C;F�MN;N?G?HNM��4ILF> IG�;JJ?;L?>�NI�B;P?�GIL?�;MM?NM
;H>�<?�GO=B�GIL?�JLI@CN;<F?�NB;H�Q;M�;=NO;FFS�NB?�=;M?�&HP?MNILM�;H>�=L?>CNILM
LCME?>�NB?CL�GIH?S�<;M?>�IH�NB?�CH=ILL?=N�CH@ILG;NCIH�NB?S�B;>�L?=?CP?>�);N?L��CH
������QB?H�NB?�NLONBwas>CM=IP?L?>��NB?�MNI=E�JLC=?�JFOGG?N?>�;H>�NB?�=IGJ;HS
Q?HN�<;HELOJN�"P?H�C@�NB?�>?=CMCIH�B;>�<??H�=FIM?�;M�NI�QB?NB?L�NB?M?�=IMNM
L?JL?M?HN?>�;MM?NM�IL�?RJ?HM?M��NB?�JL;=NC=?�I@�=IHM?LP;NCMG�QIOF>�B;P?�>C=N;N?>
NB?�H??>�NI�L?=IL>�NB?G�;M�?RJ?HM?M�NI�JL?P?HN�;H�IP?LFS�IJNCGCMNC=�JC=NOL?�I@�NB?
=IGJ;HS�;H>�CNM�@CH;H=C;F�B?;FNB

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Previously� the term Òdividends\ was introduced and discussed Dividend
distributions reduce the net assets of a company In Figure 3.1 "Income Statement"� a
number of expenses are listed but no dividends are mentioned Why are dividend payments
not included as expenses on an income statement?

�HMQ?L��!CPC>?H>M�;L?�HIN�?RJ?HM?M�;H>��NB?L?@IL?��GOMN�<?�IGCNN?>�CH�=L?;NCHA�;H
CH=IG?�MN;N?G?HN�0O=B�J;SG?HNM�I<PCIOMFS�L?>O=?�NB?�;GIOHN�I@�H?N�;MM?NM�IQH?>
IL�=IHNLIFF?>�<S�;�L?JILNCHA�=IGJ;HS�%IQ?P?L��NB?S�;L?�HIN�L?F;N?>�CH�;HS�Q;S�NI
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A?H?L;NCHA�L?P?HO?M���>CPC>?H>�CM�;�L?Q;L>�>CMNLC<ON?>�<S�;�=IGJ;HS��NBLIOAB�NB?
>?=CMCIH�I@�CNM�<I;L>�I@�>CL?=NILM	�NI�NB?�IQH?LM�I@�CNM�=;JCN;F�MNI=E�1BOM��;�>CPC>?H>
CM�;�MB;LCHA�I@�JLI@CNM�;H>�HIN�;�=IMN�CH=OLL?>�NI�=L?;N?�L?P?HO?M

&H#CAOL?�����&H=IG?�0N;N?G?HN���!;PC>MIH�$LI=?LC?M�L?JILNM�H?N�CH=IG?�@IL�NB?
S?;L�I@����������1B?�<I;L>�I@�>CL?=NILM�GCABN�FIIE�;N�NB;N�@CAOL?�;H>�IJN�NI�G;E?�;
=;MB�>CPC>?H>�>CMNLC<ONCIH�NI�=IGJ;HS�IQH?LM�1B;N�CM�IH?�I@�NB?�GIMN�CGJILN;HN
>?=CMCIHM�@IL�;HS�<I;L>�0O=B�J;SG?HNM�OMO;FFS�JF?;M?�NB?�IQH?LM�<ON�L?>O=?�NB?
MCT?�I@�NB?�=IGJ;HS�;H>ZJIMMC<FSZCNM�@ONOL?�JLI@CN;<CFCNS

�H�CH=IG?�MN;N?G?HN�L?JILNM�L?P?HO?M��?RJ?HM?M��A;CHM��;H>�FIMM?M�!CPC>?H>
>CMNLC<ONCIHM�>I�HIN�KO;FC@S�;H>�GOMN�<?�L?JILN?>�?FM?QB?L?�CH�NB?�=IGJ;HS^M
@CH;H=C;F�MN;N?G?HNM

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: The final figure presented on the income statement is net income This balance
reflects the growth in a companyÕs net assets during the period resulting from all revenues�
expenses� gains� and losses In evaluating the operations of any company� that figure seems
to be incredibly significant It reflects the profitability for the period Is net income the most
important number to be found in a set of financial statements?

�HMQ?L��1B?�H?N�CH=IG?�@CAOL?�L?JILN?>�@IL�;HS�<OMCH?MM�ILA;HCT;NCIH�CM�;H�?;A?LFS
;HNC=CJ;N?>�;H>�=;L?@OFFS�;H;FST?>�JC?=?�I@�@CH;H=C;F�CH@ILG;NCIH�&N�CM�NB?�GIMN
>CM=OMM?>�HOG<?L�>CM=FIM?>�<S�PCLNO;FFS�;HS�=IGJ;HS�%IQ?P?L��@CH;H=C;F
MN;N?G?HNM�JL?M?HN�;�P;MN�;LL;S�I@�>;N;�;H>�NB?�CGJILN;H=?�I@�IH?�<;F;H=?�MBIOF>
H?P?L�<?�IP?L?GJB;MCT?>���JILNL;CN�J;CHN?>�<S�;H�;LNCMN�CM�HIN�DO>A?>�MIF?FS�<S�NB?
MG;FF�M?=NCIH�>CMJF;SCHA�NB?�GI>?F^M�?;L�<ON�L;NB?L�<S�NB?�L?JL?M?HN;NCIH�G;>?�I@
NB?�?HNCL?�J?LMIH�)CE?QCM?��IHFS�NB?�;H;FSMCM�I@�;FF�CH@ILG;NCIH�=IHP?S?>�<S�;
=IGJF?N?�M?N�I@�@CH;H=C;F�MN;N?G?HNM�?H;<F?M�;H�CHN?L?MN?>�J;LNS�NI�;LLCP?�;N�NB?
GIMN�;JJLIJLC;N?�>?=CMCIHM�;<ION�;H�ILA;HCT;NCIH

0IG?�=L?>CNILM�;H>�CHP?MNILM�M??E�MBILN=ONM�QB?H�G;ECHA�<OMCH?MM�>?=CMCIHM�L;NB?L
NB;H�>ICHA�NB?�>?N;CF?>�;H;FSMCM�NB;N�CM�;JJLIJLC;N?�1BIM?�CH>CPC>O;FM�I@N?H�MJ?H>
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;H�?RIL<CN;HN�;GIOHN�I@�NCG?�@I=OMCHA�IH�L?JILN?>�H?N�CH=IG?�0O=B�;�H;LLIQ�PC?Q
MBIQM�;�@OH>;G?HN;F�GCMOH>?LMN;H>CHA�I@�@CH;H=C;F�L?JILNCHA�;H>�NB?�>?JNB�;H>
<L?;>NB�I@�NB?�CH@ILG;NCIH�<?CHA�=IHP?S?>�&H�DO>ACHA�;�=IGJ;HS^M�@CH;H=C;F�B?;FNB
;H>�@ONOL?�JLIMJ?=NM��;H�?P;FO;NCIH�MBIOF>�<?�=;LLC?>�ION�IH�NB?�?HNCNS�;M�;�QBIF?
-L?>C=NCHA�MNI=E�JLC=?M��>CPC>?H>M��;H>�=;MB�@FIQM�L?KOCL?M�;�=IGJF?N?�CHP?MNCA;NCIH
1B;N�CM�IHFS�JIMMC<F?�<S�>?P?FIJCHA�NB?�=;J;=CNS�NI�QILE�QCNB�;FF�NB?�>;N;�JL?M?HN?>
CH�;�M?N�I@�@CH;H=C;F�MN;N?G?HNM�&@�;�MCHAF?�@CAOL?�=IOF>�<?�OM?>�L?FC;<FS�NI�?P;FO;N?�;
<OMCH?MM�ILA;HCT;NCIH��=L?>CNILM�;H>�CHP?MNILM�QIOF>�H?P?L�CH=OL�FIMM?M

KEY TAKEAWAY

 IHM?LP;NCMG�CM�;H�I@N?H�GCMOH>?LMNII>�N?LG�CH�@CH;H=C;F�L?JILNCHA�!?MJCN?
;�L?JON;NCIH�NI�NB?�=IHNL;LS��@CH;H=C;F�;==IOHNCHA�CM�HIN�L;>C=;FFS
=IHM?LP;NCP?�%IQ?P?L��QB?H�NQI�L?JILNCHA�IJNCIHM�;L?�?KO;FFS�FCE?FS��NB?
IH?�NB;N�G;E?M�NB?�=IGJ;HS�FIIE�<?MN�CM�;PIC>?>�&H�NB;N�Q;S��NB?�JILNL;CN
=L?;N?>�I@�;�=IGJ;HS�CM�F?MM�FCE?FS�NI�<?�IP?LFS�IJNCGCMNC=�MI�NB;N�>?=CMCIH
G;E?LM�;L?�JLIN?=N?>�)IMM?M�;L?�F?MM�FCE?FS�NI�I==OL�#IL�?R;GJF?��?RJ?HM?M
L?@?L�NI�=IMNM�NB;N�B;>�P;FO?�CH�NB?�J;MN�QBCF?�;MM?NM�L?@F?=N�@ONOL?�?=IHIGC=
<?H?@CNM�&@�NBCM�>CMNCH=NCIH�=;HHIN�<?�>L;QH�@IL�;�J;LNC=OF;L�=IMN��CN�MBIOF>�<?
L?JILN?>�;M�;H�?RJ?HM?�1B;N�;MMCAHG?HN�L?>O=?M�<INB�L?JILN?>�CH=IG?�;H>
;MM?NM�1B?�L?MOFNCHA�H?N�CH=IG?�@CAOL?�CM�OM?@OF�CH�?P;FO;NCHA�NB?�@CH;H=C;F
B?;FNB�;H>�JLIMJ?=NM�I@�;�=IGJ;HS�<ON�HI�MCHAF?�@CAOL?�MBIOF>�<?�NB?�MIF?
MIOL=?�I@�CH@ILG;NCIH�@IL�;�>?=CMCIH�G;E?L
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3.3 Increasing the Net Assets of a Company

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?@CH?�[L?N;CH?>�?;LHCHAM\�;H>�?RJF;CH�CNM�=IGJIMCNCIH
� !?@CH?�[=;JCN;F�MNI=E\�;H>�?RJF;CH�NB?�G?;HCHA�I@�CNM�L?JILN?>�;==IOHN

<;F;H=?
� 2H>?LMN;H>�NB?�F;=E�I@�@CH;H=C;F�CGJ;=N�NB;N�NB?�?R=B;HA?�I@�IQH?LMBCJ

MB;L?M�<?NQ??H�CHP?MNILM�B;M�IH�;�=IGJ;HS

Question: The second financial statement is known as the statement of retained earnings�M
CH>C=;N?>�?;LFC?L��G;HS�=IGJ;HC?M�;=NO;FFS�L?JILN�;�<LI;>?L�MN;N?G?HN�I@�=B;HA?M
CH�MNI=EBIF>?LM^�?KOCNS�NI�JL?M?HN�>?N;CFM�IH�;FF�NB?�;==IOHNM�;JJ?;LCHA�CH�NB?
MNI=EBIF>?LM^�?KOCNS�M?=NCIH�I@�NB?�<;F;H=?�MB??N��N�NBCM�CHCNC;F�JICHN�CH�NB?
=IP?L;A?��@I=OMCHA�MIF?FS�IH�L?N;CH?>�?;LHCHAM�G;E?M�NB?�F?;LHCHA�JLI=?MM
?;MC?LThe termretained earningshas not yet been introduced What information does a
retained earnings balance communicate to an outside decision maker?For example� on
January 31� 2009� Barnes & Noble reported retained earnings of nearly $721 million� one of
the larger amounts found in the companyÕs financial statements What does that figure tell
decision makers about this bookstore chain?

�HMQ?L��/?N;CH?>�?;LHCHAM�CM�IH?�I@�NB?�GIMN�GCMOH>?LMNII>�;==IOHNM�CH�;FF�I@
@CH;H=C;F�L?JILNCHA�&H�MCGJF?MN�N?LGM��NBCM�<;F;H=?�CM�G?L?FS�NB?�NIN;F�;GIOHN�I@�H?N
CH=IG?�L?JILN?>�<S�;�=IGJ;HS�MCH=?�CN�@CLMN�<?A;H�IJ?L;NCIHM��F?MM�;FF�>CPC>?H>M
J;C>�NI�MNI=EBIF>?LM�>OLCHA�NB;N�M;G?�J?LCI>�1BOM��NB?�@CAOL?�JLIPC>?M�;�G?;MOL?
I@�NB?�JLI@CNM�F?@N�CH�;�<OMCH?MM�NBLIOABION�CNM�BCMNILS�NI�=L?;N?�ALIQNB
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Figure 3.2

4B?H�;�=IGJ;HS�?;LHM�CH=IG?��CN�<?=IG?M�F;LA?L�<?=;OM?�H?N�;MM?NM�B;P?
CH=L?;M?>�"P?H�C@�;�JILNCIH�I@�NB?�JLI@CNM�CM�F;N?L�>CMNLC<ON?>�NI�MB;L?BIF>?LM�;M�;
>CPC>?H>��NB?�=IGJ;HS�B;M�ALIQH�CH�MCT?�;M�;�L?MOFN�I@�CNM�IQH�IJ?L;NCIHM�1B?
L?N;CH?>�?;LHCHAM�@CAOL?�CH@ILGM�>?=CMCIH�G;E?LM�I@�NB?�;GIOHN�I@�NB;N�CHN?LH;FFS
A?H?L;N?>�?RJ;HMCIH�1B?�L?JILN?>�<;F;H=?�;HMQ?LM�NB?�KO?MNCIH��%IQ�GO=B�I@�NB?
=IGJ;HS^M�H?N�;MM?NM�B;P?�<??H�>?LCP?>�@LIG�IJ?L;NCIHM�>OLCHA�CNM�FC@?�

&@�;�=IGJ;HS�L?JILNM�H?N�CH=IG?�I@���������?;=B�S?;L�;H>�NB?H�J;SM�;�������
>CPC>?H>�NI�CNM�IQH?LM��CN�CM�ALIQCHA�CH�MCT?�;N�NB?�L;N?�I@��������J?L�S?;L��@N?L�@IOL
S?;LM��@IL�?R;GJF?������������������_�@IOL�S?;LM	�I@�CNM�H?N�;MM?NM�Q?L?�A?H?L;N?>�<S
CNM�IQH�IJ?L;NCHA�;=NCPCNC?M�1B;N�CH@ILG;NCIH�CM�=IGGOHC=;N?>�NBLIOAB�NB?
L?N;CH?>�?;LHCHAM�<;F;H=?

�M�I@�';HO;LS������������;LH?M���+I<F?�L?JILN?>�NIN;F�;MM?NM�I@�����<CFFCIH�;H>
FC;<CFCNC?M�I@�����<CFFCIH�1BOM��NB?�=IGJ;HS�B;>�H?N�;MM?NM�I@������GCFFCIH�&N�B?F>
NB;N�G;HS�GIL?�;MM?NM�NB;H�FC;<CFCNC?M�1BIM?�;>>CNCIH;F�;MM?NM�>C>�HIN�;JJ?;L�<S
G;AC=�1B?S�B;>�NI�=IG?�@LIG�MIG?�MIOL=?�,H?�I@�NB?�JLCG;LS�Q;SM�NI�CH=L?;M?
NB?�H?N�;MM?NM�I@�;�=IGJ;HS�CM�NBLIOAB�JLI@CN;<F?�IJ?L;NCIHM�1B?�<;F;H=?�@IL
L?N;CH?>�?;LHCHAM�MBIQH�<S��;LH?M���+I<F?�;N�NBCM�NCG?�F?NM�>?=CMCIH�G;E?LM�EHIQ
NB;N�;JJLIRCG;N?FS������GCFFCIH�I@�CNM�H?N�;MM?NM�Q?L?�A?H?L;N?>�<S�NB?�H?N�CH=IG?
?;LH?>�MCH=?�NB?�=IGJ;HS^M�CH=?JNCIH��;@N?L�;FF�>CPC>?H>�>CMNLC<ONCIHM�NI
MB;L?BIF>?LM�Q?L?�MO<NL;=N?>

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF
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Question: InFigure 3.1 "Income Statement"� Davidson Groceries calculated its net income for
2XX4 as $230,000 Assume that this company began operations on January 1� 2XX1� and
reported the following balances over the years�

Figure 3.3

How is this information reported?What is the structure of the statement of retained
earnings as it appears within a companyÕs financial statements?

�HMQ?L��&H�CNM�NBL??�JLCIL�S?;LM�I@�?RCMN?H=?��!;PC>MIH�$LI=?LC?M^�H?N�;MM?NM
CH=L?;M?>�<S�;�NIN;F�I@����������;M�;�L?MOFN�I@�CNM�IJ?L;NCHA�;=NCPCNC?M��M�=;H�<?�M??H
B?L?��NB?�=IGJ;HS�A?H?L;N?>�NIN;F�JLI@CN�>OLCHA�NBCM�J?LCI>�I@����������QBCF?
>CMNLC<ONCHA�>CPC>?H>M�NI�MB;L?BIF>?LM�;GIOHNCHA�NI�����������;H�CH=L?;M?�I@
���������+?N�;MM?NM�LIM?�@OLNB?L�>OLCHA�NB?�=OLL?HN�S?;L���55�	�;M�!;PC>MIH
$LI=?LC?M�G;>?�;H�;>>CNCIH;F�JLI@CN��M??�;FMI#CAOL?�����&H=IG?�0N;N?G?HN�	�I@
���������<ON�>CMNLC<ON?>����������CH�>CPC>?H>M
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Figure 3.4Statement of Retained Earnings

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: In the information given about Barnes & Noble� the company reported holding net
assets of $900 million but only about $721 million of that amount was generated through
operations as shown by its retained earnings balance Clearly� additional sources must have
helped the company attain its growth in size Increases in net assets of a company are not
the result of magic or miracles Other than through operations� how else does a company
derive its net assets?

�HMQ?L���?SIH>�IJ?L;NCIHM��;M�L?@F?=N?>�<S�NB?�L?N;CH?>�?;LHCHAM�<;F;H=?	��;
=IGJ;HS�;==OGOF;N?M�H?N�;MM?NM�<S�L?=?CPCHA�=IHNLC<ONCIHM�@LIG�CNM�IQH?LM�CH
?R=B;HA?�@IL�=;JCN;F�MNI=E�M�QCNB�G;HS�;MJ?=NM�I@�NB?�=IP?L;A?�;N�NBCM
CHNLI>O=NILS�MN;A?��INB?L�?P?HNM�=;H�;FMI�CGJ;=N�NB?�L?JILN?>�NIN;F�I@�;�=IGJ;HS^M
H?N�;MM?NM�;H>�QCFF�<?�>CM=OMM?>�CH�F;N?L�=B;JN?LM�1B?�NQI�MIOL=?M�B?L?Z=;JCN;F
MNI=E�;H>�L?N;CH?>�?;LHCHAMZ;L?�MBIQH�<S�;FF�=ILJIL;NCIHM�;H>�;L?�HILG;FFS
MCAHC@C=;HNFS�F;LA?�;GIOHNM1BCM�CM�NB?�INB?L�G;DIL�G?NBI>�<S�QBC=B��;LH?M��
+I<F?�Q;M�;<F?�NI�A;NB?L�CNM������GCFFCIH�CH�H?N�;MM?NM�,H�;�<;F;H=?�MB??N��NB?
G?;MOL?�I@�NBCM�CH@FIQ�CM�OMO;FFS�F;<?F?>�MIG?NBCHA�FCE?capital stock � � common
stock�� ��IL contributed capital �� �1B?�L?JILN?>�;GIOHN�CH>C=;N?M�NB?�JILNCIH�I@�NB?
H?N�;MM?NM�NB;N�=;G?�CHNI�NB?�<OMCH?MM�>CL?=NFS�@LIG�MNI=EBIF>?LM
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IQH?LMBCJ�CHN?L?MNM��<;F;H=?�CM
L?JILN?>�QCNBCH�MNI=EBIF>?LM^
?KOCNS�M?=NCIH�I@�<;F;H=?�MB??N
NI�CH>C=;N?�NB?�;GIOHN�I@�NB?
H?N�;MM?NM�NB;N�=;G?�@LIG�NB?
IQH?LM

 B;JN?L���&H�4B;N�#ILG�&M�#CH;H=C;F�&H@ILG;NCIH��=NO;FFS�!?FCP?L?>�NI�!?=CMCIH�*;E?LM�0O=B�;M�&HP?MNILM�;H>
 L?>CNILM�

���&H=L?;MCHA�NB?�+?N��MM?NM�I@�;� IGJ;HS ��

http://www.quia.com/quiz/2092624.html


1B?�;GIOHN�I@�;�=IGJ;HS^M�H?N�;MM?NM�CM�NB?�?R=?MM�I@�CNM�;MM?NM�IP?L�CNM�FC;<CFCNC?M
1QI�L?JILN?>�<;F;H=?M�CH>C=;N?�NB?�JLCG;LS�MIOL=?�I@�NBIM?�H?N�;MM?NM�

WCapital stock (or contributed capital)�1B?�;GIOHN�CHP?MN?>�CH�NB?�<OMCH?MM
<S�CH>CPC>O;FM�;H>�ALIOJM�CH�IL>?L�NI�<?=IG?�IQH?LM�#IL�?R;GJF?��;M
I@�!?=?G<?L�����������*INILIF;�&H=�L?JILN?>�B;PCHA�L?=?CP?>�;�NIN;F�I@
;JJLIRCG;N?FS�����<CFFCIH�@LIG�CNM�MB;L?BIF>?LM�MCH=?�CNM�CH=?JNCIH

WRetained earnings�� ��FF�NB?�H?N�CH=IG?�?;LH?>�<S�NB?�ILA;HCT;NCIH
IP?L�CNM�FC@?�F?MM�;GIOHNM�>CMNLC<ON?>�;M�>CPC>?H>M�NI�IQH?LM�,H
!?=?G<?L�����������$IIAF?�&H=�L?JILN?>�;�L?N;CH?>�?;LHCHAM�<;F;H=?�I@
�����<CFFCIH��OJ�IP?L����<CFFCIH�CH�DOMN�IH?�S?;L	

 IGJ;HC?M�NB;N�M??E�NI�ALIQ�GOMN�<?�;<F?�NI�A?H?L;N?�L?MIOL=?M�@LIG�IQH?LM�
IJ?L;NCIHM��IL�<INB

Question: A corporation issues (sells) ownership shares to investors. The source of the
resulting inflow of assets into the business is reflected on its balance sheet by the reporting
of a capital stock (or contributed capital) balance. Thus, over its life, Motorola has received
assets of $7.8 billion from stockholders in exchange for capital stock Does the company
receive money in this way when shares are sold each day on the New York Stock Exchange,
NASDAQ (National Association of Securities Dealers Automated Quotation Service), or other
stock exchanges?

�HMQ?L��+I��JOL=B;M?M�;H>�M;F?M�IH�MNI=E�G;LE?NM�HILG;FFS�I==OL�<?NQ??H
CHP?MNILM�;H>�HIN�QCNB�NB?�=IGJ;HS�,HFS�NB?�CHCNC;F�CMMO;H=?�I@�NB?�IQH?LMBCJ
MB;L?M�NI�;�MNI=EBIF>?L�=L?;N?M�NB?�CH@FIQ�I@�;MM?NM�L?JILN?>�<S�NB?�=IGJ;HS^M
=;JCN;F�MNI=E�IL�=IHNLC<ON?>�=;JCN;F�;==IOHN

1I�CFFOMNL;N?��;MMOG?�NB;N�&HP?MNIL���<OSM�=;JCN;F�MNI=E�MB;L?M�>CL?=NFS�@LIG
�OMCH?MM���@IL����������CH�=;MB�1BCM�NL;HM;=NCIH�CH=L?;M?M�NB?�H?N�;MM?NM�I@��OMCH?MM
��<S�NB;N�;GIOHN�1B?�MIOL=?�I@�NB?�CH=L?;M?�CM�=IGGOHC=;N?>�NI�>?=CMCIH�G;E?LM
<S�;>>CHA����������NI�NB?�=;JCN;F�MNI=E�<;F;H=?�L?JILN?>�<S�NB?�=IGJ;HS
0O<M?KO?HNFS��NB?M?�MB;L?M�G;S�<?�?R=B;HA?>�<?NQ??H�CHP?MNILM�HOG?LIOM�NCG?M
QCNBION�;HS�;>>CNCIH;F�@CH;H=C;F�CGJ;=N�IH��OMCH?MM���#IL�?R;GJF?��;MMOG?
&HP?MNIL���F;N?L�M?FFM�NB?�MB;L?M�NI�&HP?MNIL�7�@IL����������OMCHA�;�MNI=E�G;LE?N�MO=B
;M�NB?�+?Q�6ILE�0NI=E�"R=B;HA?�&HP?MNIL���?;LHM�;���������A;CH�����������L?=?CP?>
F?MM����������=IMN	�;H>�&HP?MNIL�7�B;M�L?JF;=?>�&HP?MNIL���;M�;H�IQH?L�I@��OMCH?MM��
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?R=B;HA?�1BOM��NB?�=;JCN;F�MNI=E�<;F;H=?�IHFS�G?;MOL?M�NB?�CHCNC;F�CHP?MNG?HN
=IHNLC<ON?>�>CL?=NFS�NI�NB?�<OMCH?MM

KEY TAKEAWAY

1B?�MIOL=?�I@�;�=IGJ;HS^M�H?N�;MM?NM��;MM?NM�GCHOM�FC;<CFCNC?M	�CM�I@�CHN?L?MN
NI�IONMC>?�>?=CMCIH�G;E?LM�1B?�L?JILN?>�L?N;CH?>�?;LHCHAM�@CAOL?�CH>C=;N?M
NB?�;GIOHN�I@�NB?M?�H?N�;MM?NM�NB;N�=;G?�@LIG�NB?�IJ?L;NCIHM�I@�NB?
=IGJ;HS�1BCM�ALIQNB�CH�MCT?�Q;M�CHN?LH;FFS�A?H?L;N?>�/?N;CH?>�?;LHCHAM�CM
;FF�NB?�H?N�CH=IG?�?;LH?>�MCH=?�IJ?L;NCIHM�<?A;H�F?MM�;FF�>CPC>?H>
>CMNLC<ONCIHM�+?N�;MM?NM�=;H�;FMI�<?�>?LCP?>�@LIG�=IHNLC<ONCIHM�NI�NB?
=IGJ;HS�G;>?�<S�J;LNC?M�M??ECHA�NI�<?=IG?�IQH?LM�1B?�=;JCN;F�MNI=E��IL
=IHNLC<ON?>�=;JCN;F	�<;F;H=?�G?;MOL?M�NBCM�MIOL=?�I@�H?N�;MM?NM�1I�CGJ;=N
NB?�=IGJ;HS��NB?�;MM?NM�GOMN�=IG?�>CL?=NFS�@LIG�NB?�IQH?LM�%?H=?�
?R=B;HA?M�<?NQ??H�CHP?MNILM�IH�;�MNI=E�?R=B;HA?�>I�HIN�;@@?=N�NB?
=IGJ;HS^M�H?N�;MM?NM�IL�CNM�@CH;H=C;F�L?JILNCHA
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3.4 Reporting a Balance Sheet and a Statement of Cash Flows

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� )CMN�NB?�NSJ?M�I@�;==IOHNM�JL?M?HN?>�IH�;�<;F;H=?�MB??N
� "RJF;CH�NB?�>C@@?L?H=?�<?NQ??H�=OLL?HN�;MM?NM�;H>�FC;<CFCNC?M�;H>

HIH=OLL?HN�;MM?NM�;H>�FC;<CFCNC?M
�  ;F=OF;N?�QILECHA�=;JCN;F�;H>�NB?�=OLL?HN�L;NCI
� -LIPC>?�NB?�L?;MIH�@IL�;�<;F;H=?�MB??N�NI�;FQ;SM�<;F;H=?
� &>?HNC@S�NB?�NBL??�M?=NCIHM�I@�;�MN;N?G?HN�I@�=;MB�@FIQM�;H>�?RJF;CH�NB?

NSJ?M�I@�?P?HNM�CH=FO>?>�CH�?;=B

Question: The third financial statement is the balance sheet If a decision maker studies a
companyÕs balance sheet (on its Web site, for example), what information can be discovered?

�HMQ?L��1B?�JLCG;LS�JOLJIM?�I@�;�<;F;H=?�MB??N�CM�NI�L?JILN�;H�ILA;HCT;NCIH^M
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QBC=B�;MM?NM�=;H�<?�=IHP?LN?>�CHNI�=;MB�1BOM��=;MB�CM�HILG;FFS�L?JILN?>�@CLMN
@IFFIQ?>�<S�CHP?MNG?HNM�CH�MNI=E�NB;N�;L?�?RJ?=N?>�NI�<?�MIF>�MIIH��;==IOHNM
L?=?CP;<F?��CHP?HNILS��;H>�MI�IHZ@IFFIQ?>�<S�NB?�FC;<CFCNC?M���JC=NOL?�CM�JLIPC>?>
I@�?;=B�@ONOL?�?=IHIGC=�<?H?@CN�IQH?>�IL�=IHNLIFF?>�<S�NB?�=IGJ;HS��CNM�;MM?NM	�;M
Q?FF�;M�CNM�>?<NM��FC;<CFCNC?M	

��NSJC=;F�<;F;H=?�MB??N�CM�L?JILN?>�CH#CAOL?������;F;H=?�0B??N�@IL�!;PC>MIH
$LI=?LC?M�+IN?�NB;N�NB?�;MM?NM�;L?�>CPC>?>�<?NQ??H�=OLL?HN��NBIM?�?RJ?=N?>�NI�<?
OM?>�IL�=IHMOG?>�QCNBCH�NB?�H?RN�S?;L	�;H>�HIH=OLL?HN��NBIM?�?RJ?=N?>�NI�L?G;CH
QCNBCH�NB?�=IGJ;HS�@IL�FIHA?L�NB;H�;�S?;L	�)CE?QCM?��FC;<CFCNC?M�;L?�MJFCN�<?NQ??H
=OLL?HN��NI�<?�J;C>�>OLCHA�NB?�H?RN�S?;L	�;H>�HIH=OLL?HN��HIN�NI�<?�J;C>�OHNCF�;@N?L
NB?�H?RN�S?;L	�1BCM�F;<?FCHA�;C>M�@CH;H=C;F�;H;FSMCM�<?=;OM?�!;PC>MIH�$LI=?LC?M^
=OLL?HN�FC;<CFCNC?M���������	�=;H�<?�MO<NL;=N?>�@LIG�CNM�=OLL?HN�;MM?NM����������	�NI
;LLCP?�;N�;�@CAOL?�I@N?H�MNO>C?>�<S�CHN?L?MN?>�J;LNC?M�EHIQH�;M�QILECHA�=;JCN;F
����������CH�NBCM�?R;GJF?	�1B?�=OLL?HN�;MM?NM�=;H�;FMI�<?�>CPC>?>�<S�=OLL?HN
FC;<CFCNC?M������������������	�NI�>?N?LGCH?�NB?�=IGJ;HS^M�=OLL?HN�L;NCI������NI
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1B?�<;F;H=?�MB??N�MBIQM�NB?�=IGJ;HS^M�@CH;H=C;F�=IH>CNCIH�IH�IH?�MJ?=C@C=�>;N?��FF
NB?�INB?L�@CH;H=C;F�MN;N?G?HNM�L?JILN�?P?HNM�I==OLLCHA�IP?L�;�J?LCI>�I@�NCG?��I@N?H
;�S?;L�IL�;�KO;LN?L	�1B?�<;F;H=?�MB??N�>CM=FIM?M�;MM?NM�;H>�FC;<CFCNC?M�;M�I@�NB?�IH?
MJ?=C@C?>�>;N?

Figure 3.5Balance SheetAs will be discussed in detail later in this textbook, noncurrent assets such as
buildings and equipment are initially recorded at cost. This figure is then systematically reduced as the amount
is moved gradually each period into an expense account over the life of the asset. Thus, balance sheet figures
for these accounts are reported as ÒnetÓ to show that only a portion of the original cost still remains recorded as
an asset. This shift of the cost from asset to expense is known as depreciation and mirrors the using up of the
utility of the property. On this companyÕs income statementÑFigure 3.1 "Income Statement"Ñassume that
depreciation for the period made up a portion of the ÒotherÓ expense category.
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Question: Considerable information is included on the balance sheet presented inFigure 3.5
"Balance Sheet" Assets such as cash� inventory� and land provide future economic benefits
for a company Liabilities for salaries� insurance� and the like reflect debts that are owed at
the end of year The $179,000 capital stock figure indicates the amount of assets that the
original owners contributed to the business The retained earnings balance of $450,000 was
computed earlier inFigure 3.4 "Statement of Retained Earnings"and identifies the portion of
the net assets generated by the companyÕs own operations over the years For convenience� a
general term such as Òstockholders^equity\ or Òshareholders^equity\ encompasses the
capital stock and the retained earnings balances

Why does the balance sheet balance?This agreement cannot be an accident The asset total
of $1,206,000 is exactly the same as the liabilities ($577,000) plus the two stockholders^equity
accounts ($629,000Ñthe total of capital stock and retained earnings) Thus� assets equal
liabilities plus stockholders^equity What creates that equilibrium?
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Question: The final financial statement is the statement of cash flows. Cash is so important to
an organization and its financial health that a complete statement is devoted to presenting
the changes that took place in that asset. As can be determined from the title, this statement
provides a picture of the various ways in which the company generated cash during the year
and the uses that were made of it How is the statement of cash flows structured?

�HMQ?L��,ONMC>?�>?=CMCIH�G;E?LM�JF;=?�=IHMC>?L;<F?�?GJB;MCM�IH�;�=IGJ;HS^M
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operating activities �� � investing activities �� ��;H> financing activities �� 
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Figure 3.6Statement of Cash FlowsThe cash flows resulting from operating activities are being shown here
using the direct method, an approach recommended by the Financial Accounting Standards Board (FASB). This
format shows the actual amount of cash flows created by individual operating activities such as sales to
customers and purchases of inventory. In the business world, an alternative known as the indirect method is
more commonly encountered. This indirect method will be demonstrated in detail inChapter 17 "In a Set of
Financial Statements, What Information Is Conveyed by the Statement of Cash Flows?".

Question: In studying the statement of cash flows� a companyÕs individual cash flows relating
to selling inventory� advertising� selling land� buying a building� paying dividends� and the
like can be readily identified For example� when the statement indicates that $120,000 was
the Òcash received from bank on a loan�\ a decision maker should have a clear picture of
what happened There is no mystery

All the cash flows are divided into one of the three categories�

� Operating activities
� Investing activities
� Financing activities

 B;JN?L���&H�4B;N�#ILG�&M�#CH;H=C;F�&H@ILG;NCIH��=NO;FFS�!?FCP?L?>�NI�!?=CMCIH�*;E?LM�0O=B�;M�&HP?MNILM�;H>
 L?>CNILM�

���/?JILNCHA�;��;F;H=?�0B??N�;H>�;�0N;N?G?HN�I@� ;MB�#FIQM ��



How are these distinctions drawn?On a statement of cash flows, what is the difference in an
operating activity, an investing activity, and a financing activity?

�HMQ?L�� ;MB�@FIQM�FCMN?>�;M�IJ?L;NCHA�;=NCPCNC?M�L?F;N?�NI�L?=?CJNM�;H>
>CM<OLM?G?HNM�NB;N�;LIM?�CH�=IHH?=NCIH�QCNB�NB?�=?HNL;F�;=NCPCNS�I@�NB?
ILA;HCT;NCIH�#IL�!;PC>MIH�$LI=?LC?M��NB?M?�=;MB�=B;HA?M�L?MOFN?>�@LIG�NB?�>;CFS
IJ?L;NCIHM�=;LLC?>�ION�<S�NB?�=IHP?HC?H=?�MNIL?�;H>�CH=FO>?�M?FFCHA�AII>M�NI
=OMNIG?LM��<OSCHA�G?L=B;H>CM?��J;SCHA�M;F;LC?M�NI�?GJFIS??M��;H>�NB?�FCE?�1BCM
M?=NCIH�I@�NB?�MN;N?G?HN�MBIQM�BIQ�GO=B�=;MB�NB?�JLCG;LS�@OH=NCIH�I@�NB?�<OMCH?MM
Q;M�;<F?�NI�A?H?L;N?�>OLCHA�NBCM�J?LCI>�I@�NCG?��;�@CAOL?�NB;N�CM�Q;N=B?>�=FIM?FS�<S
G;HS�@CH;H=C;F�;H;FSMNM�"P?HNO;FFS��;�=IGJ;HS�CM�IHFS�QILNB�NB?�=;MB�NB;N�CN�=;H
=L?;N?�@LIG�CNM�IJ?L;NCIHM

&HP?MNCHA�;=NCPCNC?M�L?JILN�=;MB�@FIQM�@LIG�?P?HNM�NB;N���	�;L?�M?J;L;N?�@LIG�NB?
=?HNL;F�IL�>;CFS�IJ?L;NCIHM�I@�NB?�<OMCH?MM�;H>���	�CHPIFP?�;H�;MM?N�1BOM��NB?
;GIOHN�I@�=;MB�=IFF?=N?>�QB?H�?CNB?L�?KOCJG?HN�IL�F;H>�CM�MIF>�CM�L?JILN?>�QCNBCH
NBCM�M?=NCIH���=IHP?HC?H=?�MNIL?�>I?M�HIN�J;LNC=CJ;N?�CH�MO=B�NL;HM;=NCIHM�;M�;
L?AOF;L�J;LN�I@�IJ?L;NCIHM�;H>�<INB�>?;F�QCNB�;H�;MM?N� ;MB�J;C>�NI�<OS�;�<OCF>CHA
IL�G;=BCH?LS�QCFF�;FMI�<?�>CM=FIM?>�CH�NBCM�M;G?�=;N?AILS�0O=B�JOL=B;M?M�>I�HIN
B;JJ?H�IH�;�>;CFS�IJ?L;NCHA�<;MCM�;H>�;H�;MM?N�CM�CHPIFP?>

)CE?�CHP?MNCHA�;=NCPCNC?M��NB?�NBCL>�M?=NCIH�I@�NBCM�MN;N?G?HNZ=;MB�@FIQM�@LIG
@CH;H=CHA�;=NCPCNC?MZCM�OHL?F;N?>�NI�>;CFS�<OMCH?MM�IJ?L;NCIHM�<ON��B?L?��NB?
NL;HM;=NCIHM�L?F;N?�NI�?CNB?L�;�FC;<CFCNS�IL�;�MNI=EBIF>?LM^�?KOCNS�<;F;H=?��ILLIQCHA
GIH?S�@LIG�;�<;HE�G??NM�NB?M?�=LCN?LC;�;M�>I?M�>CMNLC<ONCHA�;�>CPC>?H>�NI
MB;L?BIF>?LM�&MMOCHA�MNI=E�NI�H?Q�IQH?LM�@IL�=;MB�CM�;HINB?L�@CH;H=CHA�;=NCPCNS�;M
CM�J;SG?HN�I@�;�HIH=OLL?HN�FC;<CFCNS

�HS�>?=CMCIH�G;E?L�=;H�L?PC?Q�NB?�=;MB�@FIQM�I@�;�<OMCH?MM�QCNBCH�NB?M?�NBL??
M?J;L;N?�M?=NCIHM�NI�L?=?CP?�;�JC=NOL?�I@�BIQ�=IGJ;HS�I@@C=C;FM�G;H;A?>�NI�A?H?L;N?
=;MB�>OLCHA�NB?�J?LCI>�;H>�QB;N�OM?�Q;M�G;>?�I@�CN
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KEY TAKEAWAY

1B?�<;F;H=?�MB??N�CM�NB?�IHFS�@CH;H=C;F�MN;N?G?HN�=L?;N?>�@IL�;�MJ?=C@C=�JICHN
CH�NCG?�&N�L?JILNM�;�=IGJ;HS^M�;MM?NM�;M�Q?FF�;M�NB?�MIOL=?�I@�NBIM?�;MM?NM�
FC;<CFCNC?M��=;JCN;F�MNI=E��;H>�L?N;CH?>�?;LHCHAM��MM?NM�;H>�FC;<CFCNC?M�;L?
>CPC>?>�<?NQ??H�=OLL?HN�;H>�HIH=OLL?HN�;GIOHNM��QBC=B�J?LGCNM�NB?
=IGJ;HS^M�QILECHA�=;JCN;F�;H>�=OLL?HN�L;NCI�NI�<?�=IGJON?>�@IL�;H;FSMCM
JOLJIM?M�1B?�MN;N?G?HN�I@�=;MB�@FIQM�?RJF;CHM�BIQ�NB?�=IGJ;HS^M�=;MB
<;F;H=?�=B;HA?>�>OLCHA�NB?�S?;L��FF�=;MB�NL;HM;=NCIHM�;L?�=F;MMC@C?>�;M
@;FFCHA�QCNBCH�IJ?L;NCHA�;=NCPCNC?M��>;CFS�;=NCPCNC?M	��CHP?MNCHA�;=NCPCNC?M
�HIHIJ?L;NCHA�;=NCPCNC?M�NB;N�;@@?=N�;H�;MM?N	��IL�@CH;H=CHA�;=NCPCNC?M
�HIHIJ?L;NCHA�;=NCPCNC?M�NB;N�;@@?=N�?CNB?L�;�FC;<CFCNS�IL�;�MNI=EBIF>?LM^�?KOCNS
;==IOHN	
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question��4;LL?H��O@@?NN�CM�IH?�I@�NB?�GIMN�=?F?<L;N?>�CHP?MNILM�CH�BCMNILS�;H>
L;HEM�BCAB�IH�;HS�FCMN�I@�NB?�LC=B?MN�J?IJF?�CH�NB?�QILF>�4B?H�;ME?>�BIQ�B?
<?=;G?�MI�MO==?MM@OF�;N�CHP?MNCHA���O@@?NN�;HMQ?L?>�KOCN?�MCGJFS��[4?�L?;>
BOH>L?>M�;H>�BOH>L?>M�I@�;HHO;F�L?JILNM�?P?LS�S?;L\0??
BNNJ���QQQGCHN?L?MN=IG�Q;LL?H�<O@@?N�KOIN?M�KOIN;NCIHM�IH�CHP?MNCHA�

�HHO;F�L?JILNM��;M�SIO�Q?FF�EHIQ��;L?�NB?�>I=OG?HNM�NB;N�=IGJ;HC?M�JLI>O=?
?;=B�S?;L�=IHN;CHCHA�NB?CL�F;N?MN�@CH;H=C;F�MN;N?G?HNM�6IO�;L?�;H�CHP?MNIL
SIOLM?F@��IH?�QBI�JLIPC>?M�?RJ?LN�CHP?MNG?HN�;H;FSMCM�@IL�SIOL�=FC?HNM�4B;N�CM
SIOL�IJCHCIH�I@�*L��O@@?NN^M�;>PC=?�

Kevin Burns��4;LL?H��O@@?NZQBI�CM�GO=B�LC=B?L�;H>�MG;LN?L�NB;H�&�;GZCM
=ILL?=N�;<ION�NB?�CGJILN;H=?�I@�;HHO;F�L?JILNM�,H=?�SIO�A?N�J;MN�NB?�;LNQILE
;H>�NB?�MFC=E�JBINIAL;JBM�;H>�CHNI�NB?�[G?;N\�I@�NB?M?�L?JILNM��NB?�@CH;H=C;F
MN;N?G?HNM�;L?�;�NL?;MOL?�NLIP?�I@�CH@ILG;NCIH��L?�M;F?M�AICHA�OJ�IL�>IQH���L?
?RJ?HM?M�;M�;�J?L=?HN;A?�I@�M;F?M�CH=L?;MCHA�IL�>?=L?;MCHA��&M�NB?�=IGJ;HS
G;ECHA�GIH?S��%IQ�;L?�NB?�I@@C=?LM�=IGJ?HM;N?>��!I�NB?S�IQH�MNI=E�CH�NB?
=IGJ;HS���L?�NB?L?�G;HS�J;A?M�I@�HIN?M�?RJF;CHCHA�NB?�@CH;H=C;F�MN;N?G?HNM�

&�;=NO;FFS�QILLS�QB?H�NB?L?�;L?�NII�G;HS�J;A?M�I@�HIN?M�&�JL?@?L�=IGJ;HC?M
NB;N�>IH^N�H??>�MI�G;HS�J;A?M�NI�?RJF;CH�QB;N�CM�B;JJ?HCHA�&�FCE?�=IGJ;HC?M
NB;N�;L?�;<F?�NI�E??J�NB?CL�IJ?L;NCIHM�MCGJF?� ?LN;CHFS��;�AL?;N�;GIOHN�I@
CGJILN;HN�CH@ILG;NCIH�=;H�<?�AF?;H?>�@LIG�;�=;L?@OF�MNO>S�I@�NB?�@CH;H=C;F
MN;N?G?HNM�CH�;HS�=IGJ;HS^M�;HHO;F�L?JILN

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 3 "In What Form Is Financial Information Actually
Delivered to Decision Makers Such as Investors and Creditors?".
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3.5 End-of-Chapter Exercises

QUESTIONS

� 4BS�>I�<OMCH?MM?M�JLI>O=?�@CH;H=C;F�MN;N?G?HNM�
� 4B;N�;L?�NB?�@IOL�@CH;H=C;F�MN;N?G?HNM�NSJC=;FFS�JLI>O=?>�<S�;
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FIMM?M�
� 4B;N�NBL??�CN?GM�;L?�NSJC=;FFS�FCMN?>�;N�NB?�NIJ�I@�;�@CH;H=C;F�MN;N?G?HN�

�� !?@CH?�[=IMN�I@�AII>M�MIF>\
�� !?@CH?�[ALIMM�JLI@CN\
�� %IQ�>I�=IGJ;HC?M�>?N?LGCH?�C@�;�=IMN�CM�;H�?RJ?HM?�IL�;H�;MM?N�
�� !?@CH?�[=IHM?LP;NCMG\
�� "RJF;CH�QBS�>CPC>?H>M�;L?�HIN�L?JILN?>�IH�NB?�CH=IG?�MN;N?G?HN
�� 4B;N�;L?�L?N;CH?>�?;LHCHAM�
�� !?@CH?�[=;JCN;F�MNI=E\
�� ,H�QBC=B�MN;N?G?HN�QIOF>�;MM?NM�;H>�FC;<CFCNC?M�<?�L?JILN?>�
�� 4B;N�>C@@?L?HNC;N?M�;�=OLL?HN�;MM?N�@LIG�;�HIH=OLL?HN�;MM?N�
�� $CP?�NB?�;==IOHNCHA�?KO;NCIH�;H>�?RJF;CH�QBS�CN�CM�NLO?
�� 4B;N�;L?�NB?�NBL??�=;N?AILC?M�I@�=;MB�@FIQM�IH�NB?�=;MB�@FIQ�MN;N?G?HN�
�� %IQ�>I�IJ?L;NCHA��CHP?MNCHA�;H>�@CH;H=CHA�=;MB�@FIQM�>C@@?L�@LIG�IH?

;HINB?L�
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TRUE OR FALSE
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=OLL?HN�;H>�HIH=OLL?HN
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?RJ?HM?M
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MULTIPLE CHOICE

� 6IO�;L?�NB?� ",�I@�#CMB?L� ILJIL;NCIH�6IO�;L?�P?LS�=IH=?LH?>
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Chapter 4

How Does an Organization Accumulate and Organize the
Information Necessary to Prepare Financial Statements?

Video Clip
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Joe introducesChapter 4 "How Does an Organization Accumulate and Organize the Information Necessary to
Prepare Financial Statements? "and speaks about the course in general.
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4.1 The Essential Role of Transaction Analysis

LEARNING OBJECTIVES
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Question� Information provided by a set of financial statements is essential to any individual
analyzing a business or other organization The availability of a fair representation of a
companyÕs financial position� operations� and cash flows is invaluable for a wide array of
decision makers However� the sheer volume of data that a company such as General Mills�
McDonaldÕs� or PepsiCo must gather in order to prepare these statements has to be
astronomical Even a small enterpriseÑa local convenience store� for exampleÑgenerates a
significant quantity of information virtually every day How does an accountant begin the
process of accumulating all the necessary data so that financial statements can eventually
be produced?
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Figure 4.1Transactions Frequently Encountered
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Transaction Analysis
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Question� Transaction 1ÑA company buys inventory on credit for $2,000 How does
transaction analysis work here?What accounts are affected by this purchase?

�HMQ?L��&HP?HNILS��QBC=B�CM�;H�;MM?N��CH=L?;M?M�<S��������1B?�ILA;HCT;NCIH�B;M
GIL?�CHP?HNILS�NB;H�CN�>C>�JLCIL�NI�NB?�JOL=B;M?��?=;OM?�HI�GIH?S�B;M�S?N�<??H
J;C>�@IL�NB?M?�AII>M��;�FC;<CFCNS�@IL�NB?�M;G?�;GIOHN�B;M�<??H�=L?;N?>�1B?�N?LG
accounts payable� CM�I@N?H�OM?>�CH�@CH;H=C;F�;==IOHNCHA�NI�L?JL?M?HN�>?<NM�L?MOFNCHA
@LIG�NB?�;=KOCMCNCIH�I@�CHP?HNILS�;H>�MOJJFC?M

CHP?HNILS��;MM?N	�CH=L?;M?M�<S�������

;==IOHNM�J;S;<F?��FC;<CFCNS	�CH=L?;M?M�<S�������

+IN?�NB;N�NB?�;==IOHNCHA�?KO;NCIH�>?M=LC<?>�CH�NB?�JL?PCIOM�=B;JN?L�L?G;CHM�CH
<;F;H=?��MM?NM�B;P?�AIH?�OJ�<S��������QBCF?�NB?�FC;<CFCNS�MC>?�I@�NB?�?KO;NCIH�B;M
;FMI�CH=L?;M?>�<S�NB?�M;G?�;GIOHN�NI�L?@F?=N�NB?�MIOL=?�I@�NBCM�CH=L?;M?�CH�NB?
=IGJ;HS^M�;MM?NM

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Transaction 2ÑA company pays a salary of $300 to one of its employees for work
performed during the past week No amount had previously been recorded by the accounting
system for this amount What accounts are affected by this salary payment?

�HMQ?L�� ;MB��;H�;MM?N	�CM�>?=L?;M?>�B?L?�<S������4B?H?P?L�=;MB�CM�CHPIFP?>�CH�;
NL;HM;=NCIH��>?N?LGCHCHA�NB;N�=B;HA?�CM�;�AII>�JF;=?�NI�MN;LN�NB?�;H;FSMCM�&H=L?;M?M
;H>�>?=L?;M?M�CH�=;MB�;L?�I@N?H�I<PCIOM

1B?�=;MB�<;F;H=?�>?=FCH?>�B?L?�<?=;OM?�M;F;LS�Q;M�J;C>�NI�;H�?GJFIS??��MM?NM�Q?L?
L?>O=?>�;M�;�L?MOFN�I@�NB?�J;SG?HN�1B;N�CM�;�=IMN�NI�NB?�=IGJ;HS�1BOM��;�M;F;LS
?RJ?HM?�I@������CM�L?JILN?>�/?=IAHCTCHA�;H�?RJ?HM?�CM�;JJLIJLC;N?�L;NB?L�NB;H�;H
;MM?N�<?=;OM?�NB?�?GJFIS??^M�QILE�L?@F?=NM�;�J;MN�<?H?@CN�1B?�?@@ILN�B;M�;FL?;>S

� 0BILN�N?LG�FC;<CFCNC?M�NI�J;S�@IL
AII>M�;H>�M?LPC=?M�NB;N�B;P?
<??H�;=KOCL?>
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<??H�=;LLC?>�ION��A?H?L;NCHA�L?P?HO?M�@IL�NB?�=IGJ;HS�CH�NB?�JL?PCIOM�Q??E�L;NB?L
NB;H�CH�NB?�@ONOL?

M;F;LS�?RJ?HM?��?RJ?HM?	�CH=L?;M?M�<S�����

=;MB��;MM?N	�>?=L?;M?>�<S�����

1B?�=IHNCHO?>�?KOCFC<LCOG�I@�NB?�;==IOHNCHA�?KO;NCIH�>I?M�?RCMN�B?L?�;FNBIOAB�CN�CM
F?MM�I<PCIOM��MM?NM�;L?�>?=L?;M?>��N�NB?�M;G?�NCG?��;H�?RJ?HM?�CM�L?=IAHCT?>�1BCM
?RJ?HM?�L?>O=?M�L?JILN?>�H?N�CH=IG?�,H�NB?�MN;N?G?HN�I@�L?N;CH?>�?;LHCHAM�
=OLL?HN�H?N�CH=IG?�<?=IG?M�;�=IGJIH?HN�I@�L?N;CH?>�?;LHCHAM�1B?�L?>O=NCIH�CH
CH=IG?�B?L?�M?LP?M�NI�>?=L?;M?�L?N;CH?>�?;LHCHAM��?=;OM?�<INB�;MM?NM�;H>�L?N;CH?>
?;LHCHAM�AI�>IQH�<S�NB?�M;G?�;GIOHN��NB?�;==IOHNCHA�?KO;NCIH�=IHNCHO?M�NI
<;F;H=?

Question� In Transaction 2� the company paid a salary of $300 that it owed to a worker Why
does a payment to an employee not reduce a salary payable balance?

�HMQ?L�� IMNM�MO=B�;M�M;F;LS��L?HN��IL�CHN?L?MN�CH=L?;M?�AL;>O;FFS�IP?L�NCG?�;H>�;L?
I@N?H�L?@?LL?>�NI�;Maccrued expenses<?=;OM?�NB?�N?LG�[;==LO?\�G?;HM�[NI�ALIQ\
�H�;==IOHNCHA�MSMN?G�=;H�<?�G?=B;HC=;FFS�MNLO=NOL?>�NI�L?=IL>�MO=B�=IMNM�CH�?CNB?L
I@�NQI�Q;SM�1B?�L?MOFNM�;L?�NB?�M;G?�<ON�NB?�MN?JM�CH�NB?�JLI=?MM�>C@@?L

W0IG?�=IGJ;HC?M�MCGJFS�CAHIL?�;==LO?>�?RJ?HM?M�OHNCF�J;C>��N�NB;N
NCG?��NB?�?RJ?HM?�CM�L?=IAHCT?>�;H>�=;MB�CM�L?>O=?>�+I�FC;<CFCNS�CM
?HN?L?>�CHNI�NB?�;==IOHNCHA�MSMN?G�IL�L?GIP?>��?=;OM?�NB?
CH@ILG;NCIH�JLIPC>?>�;<IP?�CH>C=;N?M�NB;N�HINBCHA�B;M�<??H�L?=IL>?>
NI�>;N?��NBCM�;JJLI;=B�CM�OM?>�B?L?

W,NB?L�=IGJ;HC?M�=BIIM?�NI�JLIAL;G�NB?CL�=IGJON?L�MSMN?GM�MI�NB;N
<INB�NB?�?RJ?HM?�;H>�NB?�L?F;N?>�FC;<CFCNS�;L?�L?=IAHCT?>�;ONIG;NC=;FFS
;M�NB?�;GIOHN�ALIQM�#IL�M;F;LS��;M�;H�?R;GJF?��NBCM�CH=L?;M?�=IOF>
FCN?L;FFS�<?�L?=IL>?>�?;=B�>;S�IL�Q??E�<;M?>�IH�NB?�;GIOHN�?;LH?>�<S
?GJFIS??M��N�NB?�NCG?�J;SG?HN�CM�@CH;FFS�=IHP?S?>��NB?�?RJ?HM?�B;M
;FL?;>S�<??H�L?=IL>?>�1BOM��NB?�FC;<CFCNS�CM�L?GIP?>�<?=;OM?�NB;N�>?<N
CM�<?CHA�M?NNF?>��?FIQ��CH�1L;HM;=NCIH����NBCM�M?=IH>�JIMMC<F?�;JJLI;=B
NI�L?=IL>CHA�;==LO?>�?RJ?HM?M�CM�CFFOMNL;N?>
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OHNCF�J;SG?HN�1BCM�>?=CMCIH�>?J?H>M�IH�NB?�JL?@?L?H=?�I@�=IGJ;HS�I@@C=C;FM�1B?
?H>�L?MOFN��;H�?RJ?HM?�CM�L?JILN?>�;H>�=;MB�>?=L?;M?>	�CM�NB?�M;G?��<ON�NB?
L?=IL>CHA�JLI=?>OL?M�>C@@?L��M�QCFF�<?�>CM=OMM?>��C@�HI�?HNLS�B;M�<??H�G;>?�@IL�MO=B
=IMNM�JLCIL�NI�NB?�JLI>O=NCIH�I@�@CH;H=C;F�MN;N?G?HNM��NB?�@CLMN�;FN?LH;NCP?	��<INB�NB?
?RJ?HM?�;H>�NB?�J;S;<F?�>I�B;P?�NI�<?�L?=IAHCT?>�;N�NB;N�NCG?�MI�NB;N�;FF�<;F;H=?M
;L?�JLIJ?LFS�MN;N?>�@IL�L?JILNCHA�JOLJIM?M
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Transaction 3ÑA company borrows $9,000 from a bank What is the impact of
signing a loan agreement with a bank or other lending institution?

�HMQ?L�� ;MB�CM�CH=L?;M?>�<S�NB?�;GIOHN�I@�GIH?S�L?=?CP?>�@LIG�NB?�F?H>?L�1B?
=IGJ;HS�CM�I<FCA;N?>�NI�L?J;S�NBCM�<;F;H=?�;H>��NBOM��B;M�CH=OLL?>�;�H?Q�FC;<CFCNS
�M�QCNB�G;HS�NL;HM;=NCIHM��NB?�@CH;H=C;F�CGJ;=N�CM�L?;MIH;<FS�?;MS�NI�;M=?LN;CH

=;MB��;MM?N	�CH=L?;M?M�<S�������

HIN?�J;S;<F?��FC;<CFCNS	�CH=L?;M?M�<S�������

KEY TAKEAWAY

*IMN�ILA;HCT;NCIHM�GOMN�A;NB?L�;H�?HILGIOM�KO;HNCNS�I@�CH@ILG;NCIH�;M�;
JL?L?KOCMCN?�@IL�JL?J;LCHA�@CH;H=C;F�MN;N?G?HNM�J?LCI>C=;FFS�1BCM�JLI=?MM
<?ACHM�QCNB�;H�;H;FSMCM�I@�NB?�CGJ;=N�I@�?;=B�NL;HM;=NCIH��@CH;H=C;F�?P?HN	
�@N?L�NB?�?@@?=N�IH�;FF�;==IOHN�<;F;H=?M�CM�;M=?LN;CH?>��NB?�L?=IL>CHA�I@�;
NL;HM;=NCIH�CM�L?F;NCP?FS�MNL;CABN@ILQ;L>�1B?�=B;HA?M�=;OM?>�<S�GIMN
NL;HM;=NCIHMZNB?�JOL=B;M?�I@�CHP?HNILS�IL�NB?�MCAHCHA�I@�;�HIN?��@IL
?R;GJF?Z=;H�<?�>?N?LGCH?>�KOC=EFS�#IL�;==LO?>�?RJ?HM?M��MO=B�;M�M;F;LS
IL�L?HN�NB;N�ALIQ�IP?L�NCG?��NB?�;==IOHNCHA�MSMN?G�=;H�L?=IL>�NB?�;GIOHNM
AL;>O;FFS�;M�CH=OLL?>�IL�IHFS�;N�NB?�JICHN�I@�J;SG?HN�%IQ?P?L��NB?�@CAOL?M
NI�<?�L?JILN?>�;L?�HIN�CGJ;=N?>�<S�NB?�MJ?=C@C=�G?=B;HC=;F�MN?JM�NB;N�;L?
N;E?H
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4.2 The Effects Caused by Common Transactions

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� "RJF;CH�NB?�L?;MIH�NB;N�;�GCHCGOG�I@�NQI�;==IOHNM�;L?�CGJ;=N?>�<S
?P?LS�NL;HM;=NCIH

� &>?HNC@S�NB?�;==IOHN�=B;HA?M�NB;N�;L?�=L?;N?>�<S�NB?�J;SG?HN�I@
CHMOL;H=?�;H>�L?HN��NB?�M;F?�I@�G?L=B;H>CM?��NB?�;=KOCMCNCIH�I@�;�FIHA�
FCP?>�;MM?N��;�=;JCN;F�=IHNLC<ONCIH��NB?�=IFF?=NCIH�I@�;�L?=?CP;<F?��;H>�NB?
J;SG?HN�I@�;�FC;<CFCNS

� 0?J;L;N?�NB?�NQI�?P?HNM�NB;N�I==OL�QB?H�CHP?HNILS�CM�MIF>�;H>
>?N?LGCH?�NB?�?@@?=N�I@�?;=B

Question� Transaction 4ÑThe inventory items that were bought in Transaction 1 for $2,000
are now sold for $5,000 on account What balances are impacted by the sale of merchandise
in this manner?

�HMQ?L��1QI�NBCHAM�;=NO;FFS�B;JJ?H�CH�NB?�M;F?�I@�CHP?HNILS�#CLMN��L?P?HO?�I@
�������CM�A?H?L;N?>�<S�NB?�M;F?��?=;OM?�NB?�GIH?S�QCFF�HIN�<?�=IFF?=N?>�OHNCF�;�F;N?L
>;N?��;==IOHNM�L?=?CP;<F?��;H�;MM?N	�CM�CHCNC;FFS�CH=L?;M?>�1B?�L?JILNCHA�I@
L?=?CP;<F?�<;F;H=?�CH>C=;N?M�NB;N�NBCM�;GIOHN�CM�>O?�@LIG�;�=OMNIG?L�;H>�MBIOF>�<?
=IFF?=N?>�;N�MIG?�MO<M?KO?HN�JICHN�CH�NCG?

;==IOHNM�L?=?CP;<F?��;MM?N	�CH=L?;M?M�<S�������

M;F?M��L?P?HO?	�CH=L?;M?M�<S�������

0?=IH>��NB?�CHP?HNILS�CM�L?GIP?>� IGJ;HC?M�B;P?�;H�IJNCIH�CH�NB?�G?NBI>�<S
QBC=B�CHP?HNILS�<;F;H=?M�;L?�GIHCNIL?>�%?L?��;perpetual inventory system � QCFF
<?�ONCFCT?>�1B;N�;JJLI;=B�B;M�<?=IG?�?RNL?G?FS�=IGGIH�>O?�NI�NB?�JL?P;F?H=?�I@
=IGJON?L�MSMN?GM�CH�NB?�<OMCH?MM�QILF>�&N�G;CHN;CHM�;H�IHAICHA�L?=IL>�I@�NB?
CHP?HNILS�B?F>�;H>�NB?�;GIOHN�NB;N�B;M�<??H�MIF>�NI�>;N?��FF�=B;HA?M�CH�CHP?HNILS
;L?�L?=IL>?>�CGG?>C;N?FS�%IQ?P?L��CH�;�F;N?L�=B;JN?L��;H�;FN?LH;NCP?

� �==IOHNCHA�MSMN?G�NB;N
G;CHN;CHM�;H�IHAICHA�L?=IL>�I@
;FF�CHP?HNILS�CN?GM��L?=IL>M
CH=L?;M?M�;H>�>?=L?;M?M�CH
CHP?HNILS�;==IOHNM�;M�NB?S
I==OL�;M�Q?FF�;M�NB?�=IMN�I@
AII>M�MIF>�NI�>;N?
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;JJLI;=BZMNCFF�OM?>�<S�MIG?�=IGJ;HC?MZEHIQH�;M�;periodic inventory system �

QCFF�;FMI�<?�>?GIHMNL;N?>

0CH=?�;�J?LJ?NO;F�MSMN?G�CM�<?CHA�OM?>�B?L?��NB?�L?>O=NCIH�CH�CHP?HNILS�CM�L?=IL>?>
MCGOFN;H?IOMFS�QCNB�NB?�M;F?��H�?RJ?HM?�CM�CH=OLL?>�;M�CHP?HNILS�=IMNCHA��������CM
N;E?H�;Q;S�<S�NB?�=OMNIG?L�1B?�=IGJ;HS^M�;MM?NM�;L?�L?>O=?>�<S�NBCM�;GIOHN� IMN
I@�AII>M�MIF>��;H�?RJ?HM?	�CM�L?=IAHCT?>�NI�L?@F?=N�NBCM�>?=L?;M?�CH�NB?�;GIOHN�I@
G?L=B;H>CM?�IH�B;H>

=IMN�I@�AII>M�MIF>��?RJ?HM?	�CH=L?;M?M�<S�������

CHP?HNILS��;MM?N	�>?=L?;M?M�<S�������

1B?��������>C@@?L?H=?�<?NQ??H�NB?�M;F?M�L?P?HO?�I@��������;H>�NB?�L?F;N?>�=IMN�I@
AII>M�MIF>�I@��������CM�EHIQH�;M�NB?�ALIMM�JLI@CN��IL�ALIMM�G;LACH�IL�G;LE�OJ	�IH
NB?�M;F?

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� In each event that has been studied so far� two accounts have been affected Are
two accounts impacted by every possible transaction?

�HMQ?L��&H�?P?LS�NL;HM;=NCIH��;�=;OM?�;H>�?@@?=N�L?F;NCIHMBCJ�CM�;FQ;SM�JL?M?HN�#IL
?R;GJF?��;==IOHNM�L?=?CP;<F?�CH=L?;M?M�<?=;OM?�I@�;�M;F?� ;MB�>?=L?;M?M�;M�;�L?MOFN
I@�J;SCHA�M;F;LS�?RJ?HM?�+I�;==IOHN�=;H�JIMMC<FS�=B;HA?�QCNBION�MIG?�C>?HNC@C;<F?
=;OM?�1BOM��?P?LS�NL;HM;=NCIH�GOMN�NIO=B�;�GCHCGOG�I@�NQI�;==IOHNM�*;HS
NL;HM;=NCIHM�;=NO;FFS�;@@?=N�GIL?�NB;H�NQI�;==IOHNM�<ON�;N�F?;MN�NQI�;L?�CGJ;=N?>
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Question� Transaction 5ÑThe reporting company pays $700 for insurance coverage relating
to the past few months The amount was previously recorded in the companyÕs accounting
system as the cost was incurred Apparently� computers were programmed to accrue this
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expense periodically What is the financial impact of paying for an expense if the balance has
already been recognized over time as the liability grew larger?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Transaction 6ÑA truck is acquired for $40,000 but only $10,000 in cash is paid by
the company The other $30,000 is covered by signing a note payable This transaction seems
to be a bit more complicated because more than two figures are involved What is the
financial impact of buying an asset when only a portion of the cash is paid on that date?
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Question� Transaction 7ÑAssume that several individuals approach the company and offer
to contribute $19,000 in cash to the business in exchange for capital stock so that they can
join the ownership The offer is accepted What accounts are impacted by the issuance of
capital stock to the owners of a business?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Transaction 8ÑA sale of merchandise was made previously in Transaction 4 for
$5,000 No cash was received at that time but is collected now What accounts are affected by
the receipt of money from an earlier sale?
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Question� Transaction 9ÑInventory was bought in Transaction 1 for $2,000 and later sold in
Transaction 4 Now� however� the company is ready to make payment on the amount owed
for this merchandise When cash is delivered to settle a previous purchase of inventory� what
is the financial effect of the transaction?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Transaction 10ÑThe company wants to rent a building to use for the next four
months and pays the propertyÕs owner $4,000 to cover this cost When a rent or other
payment provides the company with a future benefit� what recording is appropriate?
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KEY TAKEAWAY
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4.3 An Introduction to Double-Entry Bookkeeping

LEARNING OBJECTIVES
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Question: Transaction analysis determines the changes in account balances as the events of
each day take place Financial statements provide a formal structure to communicate the
resulting balances periodically to an array of interested parties Revenues� expenses� gains�
and losses are presented on an income statement where they are combined to arrive at
reported net income for the period Total income earned and dividends paid by the company
over its entire life are netted to compute the current retained earnings balance Assets�
liabilities� capital stock� and retained earnings are all displayed on a balance sheet Changes
in cash are separated into operating activities� investing activities� and financing activities
and disclosed on a statement of cash flows Notes offer pages of additional explanatory
information The amount of financial data that is readily available is impressive

The accountant for a business of any significant size faces a daunting challenge in creating
financial statements� gathering� measuring� and reporting the impact of the many varied
events that occur virtually every day As an example� for 2008� Xerox Corporation disclosed
revenues of over $17.6 billion and operating expenses and other costs of $17.4 billion At the
end of 2008� the Kellogg Company reported holding $897 million in inventoryÑwhich is a lot
of cerealÑand indicated that its operating activities that year generated a net cash inflow of
nearly $1.3 billion How can any organization possibly amass and maintain such an
enormous volume of data so that financial statements can be produced with no material
misstatements?
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Question� This assertion sounds like science fiction It hardly seems believable that Xerox
keeps up with over $17.6 billion in revenue (approximately $48 million per day) using the
same methods that Venetian merchants applied to their transactions during the
Renaissance How can a five-hundred-year�old bookkeeping system possibly be usable by
todayÕs modern businesses?
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Question� The second step in the accounting system is listed above as Òrecord\ At the
beginning of this chapter� a number of transactions were presented and their impact on
individual accounts determined Following this analysis� some method has to be devised to
capture the information in an orderly fashion Officials could just list the effect of each
transaction on a sheet of paper� increase inventory $2,000 and increase accounts payable
$2,000; increase salary expense $300 and decrease cash $300 However� this process is slow
and poorly organized A more efficient process is required What is the key to recording
transactions after all account changes are identified?
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Figure 4.2Common T-Accounts
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4.4 Preparing Journal Entries

LEARNING OBJECTIVES
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Question� In an accounting system� the impact of each transaction is analyzed and must
then be recorded Debits and credits are used for this purpose How does the actual recording
of a transaction take place?

�HMQ?L��1B?�?@@?=NM�JLI>O=?>�IH�NB?�P;LCIOM�;==IOHNM�<S�;�NL;HM;=NCIH�MBIOF>�<?
?HN?L?>�CHNI�NB?�;==IOHNCHA�MSMN?G�;M�KOC=EFS�;M�JIMMC<F?�MI�NB;N�CH@ILG;NCIH�CM�HIN
FIMN�;H>�GCMN;E?M�B;P?�F?MM�NCG?�NI�I==OL��@N?L�;H;FSTCHA�?;=B�?P?HN��NB?�@CH;H=C;F
=B;HA?M�=;OM?>�<S�;�NL;HM;=NCIH�;L?�CHCNC;FFS�L?=IL>?>�;M�;journal entry �� &H�F;LA?L
ILA;HCT;NCIHM��MCGCF;L�NL;HM;=NCIHM�;L?�I@N?H�ALIOJ?>��MOGG?>��;H>�L?=IL>?>
NIA?NB?L�@IL�?@@C=C?H=S�#IL�?R;GJF?��;FF�=;MB�M;F?M�;N�IH?�MNIL?�GCABN�<?�NIN;F?>
;ONIG;NC=;FFS�;H>�L?=IL>?>�;N�IH?�NCG?�;N�NB?�?H>�I@�?;=B�>;S�1I�B?FJ�@I=OM�IH�NB?
G?=B;HC=M�I@�NB?�;==IOHNCHA�JLI=?MM��NB?�DIOLH;F�?HNLC?M�L?=IL>?>�@IL�NB?
NL;HM;=NCIHM�CH�NBCM�N?RN<IIE�QCFF�<?�JL?J;L?>�CH>CPC>O;FFS��FCMN�I@�;FF�L?=IL>?>
DIOLH;F�?HNLC?M�CM�G;CHN;CH?>�CH�;journal �� �;FMI�L?@?LL?>�NI�;M�;general
journal �� 	��QBC=B�CM�IH?�I@�NB?�GIMN�CGJILN;HN�=IGJIH?HNM�QCNBCH�;HS�;==IOHNCHA
MSMN?G�1B?�DIOLH;F�CM�NB?�>C;LS�I@�NB?�=IGJ;HS��NB?�BCMNILS�I@�NB?�CGJ;=N�I@�NB?
@CH;H=C;F�?P?HNM�;M�NB?S�NIIE�JF;=?

��DIOLH;F�?HNLS�CM�HI�GIL?�NB;H�;H�CH>C=;NCIH�I@�NB?�;==IOHNM�;H>�<;F;H=?M�NB;N
Q?L?�=B;HA?>�<S�;�NL;HM;=NCIH

�� 1B?�JBSMC=;F�@ILG�OM?>�CHCNC;FFS
CH�>IO<F?�?HNLS�<IIEE??JCHA�NI
L?=IL>�NB?�@CH;H=C;F�=B;HA?M
=;OM?>�<S�;�NL;HM;=NCIH��GOMN
B;P?�;N�F?;MN�IH?�>?<CN�;H>�IH?
=L?>CN�;H>�NB?�NIN;F�>?<CN�M	
;FQ;SM�?KO;F�NB?�NIN;F�=L?>CN�M	

�� 1B?�JBSMC=;F�FI=;NCIH�I@�;FF
DIOLH;F�?HNLC?M��NB?�>C;LS�I@�;H
ILA;HCT;NCIH�=;JNOLCHA�NB?
CGJ;=N�I@�@CH;H=C;F�?P?HNM�;M
NB?S�NIIE�JF;=?��CN�CM�;FMI
L?@?LL?>�NI�;M�NB?�A?H?L;F
DIOLH;F

�� 1B?�JBSMC=;F�FI=;NCIH�I@�;FF
DIOLH;F�?HNLC?M��NB?�>C;LS�I@�;
=IGJ;HS�=;JNOLCHA�NB?�CGJ;=N
I@�@CH;H=C;F�?P?HNM�;M�NB?S�NIIE
JF;=?��CN�CM�;FMI�L?@?LL?>�NI�;M
NB?�DIOLH;F

 B;JN?L���%IQ�!I?M�;H�,LA;HCT;NCIH��==OGOF;N?�;H>�,LA;HCT?�NB?�&H@ILG;NCIH�+?=?MM;LS�NI�-L?J;L?�#CH;H=C;F
0N;N?G?HNM�

���



Question� Debit and credit rules are best learned through practice In order to grasp the use
of debits and credits� how should the needed practice begin?
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Figure 4.3Balances Taken From T-accounts in Ledger

Question� Assume that after the above balances were determined� several additional
transactions took place The first transaction analyzed at the start of this chapter was the
purchase of inventory on credit for $2,000 This acquisition increases the record of the
amount of inventory being held while also raising one of the companyÕs liabilities� accounts
payable How is the acquisition of inventory on credit recorded in the form of a journal
entry?
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Figure 4.4Journal Entry 1: Inventory Acquired on Credit
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Question� As a second example� the Lawndale Company pays its employees their regular
salary of $300 for work performed during the past week If no entry has been recorded
previously� what journal entry is appropriate when a salary payment is made?
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Figure 4.5Journal Entry 2: Salary Paid to Employees
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Question� Assume $9,000 is borrowed from a local bank when officials sign a new note
payable that will have to be repaid in several years What journal entry is prepared by a
companyÕs accountant to reflect the inflow of cash received from a loan?
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Figure 4.6Journal Entry 3: Money Borrowed from Bank
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Question� In Transaction 1� inventory was bought for $2,000 That entry is recorded above
Assume now that these goods are sold for $5,000 to a customer on credit How is the sale of
merchandise on account recorded in journal entry form?
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Figure 4.7Journal Entry 4A: Sale Made on Account
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Figure 4.8Journal Entry 4B: Merchandise Acquired by Customers

Question� In the above transaction� the Lawndale Company made a sale but the cash will not
be collected until some later date Why is revenue reported at the time of sale rather than
when the cash is eventually collected?Accounting is conservative Thus� delaying
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recognition of sales revenue (and the resulting increase in net income) until the $5,000 is
physically received might have been expected
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4.5 The Connection of the Journal and the Ledger

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� -L?J;L?�DIOLH;F�?HNLC?M�@IL�<;MC=�NL;HM;=NCIHM�MO=B�;M�NB?�J;SG?HN�I@
CHMOL;H=?��NB?�;=KOCMCNCIH�I@�;�FIHA�FCP?>�;MM?N��NB?�=IHNLC<ONCIH�I@
=;JCN;F��NB?�J;SG?HN�I@�;�>CPC>?H>��;H>�NB?�FCE?

� "RJF;CH�NB?�L?=IL>CHA�I@�;�A;CH�IL�FIMM�L;NB?L�NB;H�L?P?HO?�;H>�=IMN�I@
AII>M�MIF>

� !?M=LC<?�NB?�L?=IL>CHA�I@�;H�OH?;LH?>�L?P?HO?
� 2H>?LMN;H>�NB?�JOLJIM?�I@�<INB�NB?�DIOLH;F�;H>�NB?�F?>A?L
� !CM=OMM�NB?�JIMNCHA�I@�DIOLH;F�?HNLC?M�NI�NB?�F?>A?L�1�;==IOHNM�;H>

>?M=LC<?�NB?�JOLJIM?�I@�NB;N�JLI=?MM

Question� The Lawndale Company pays $700 for insurance coverage received over the past
few months In this case� though� the amount has already been recognized by the company
Both the insurance expense and an insurance payable were recorded as incurred Thus� the
amounts can be seen on the trial balance inFigure 4.3 "Balances Taken From T-accounts in
Ledger" Apparently� LawndaleÕs accounting system was designed to recognize this
particular expense as it grew over time When an expense has already been recorded� what
journal entry is appropriate at the time actual payment is made?

�HMQ?L���?=;OM?�I@�NB?�JL?PCIOM�L?=IAHCNCIH��NB?�?RJ?HM?�MBIOF>�HIN�HIQ�<?
L?=IL>?>�;�M?=IH>�NCG?�&HMN?;>��NBCM�J;SG?HN�L?>O=?M�NB?�FC;<CFCNS�NB;N�Q;M
?MN;<FCMB?>�<S�NB?�;==IOHNCHA�MSMN?G� ;MBZ;H�;MM?NZCM�>?=L?;M?>��QBC=B�CM�MBIQH
<S�G?;HM�I@�;�=L?>CN��N�NB?�M;G?�NCG?��NB?�JL?PCIOMFS�L?=IL>?>�J;S;<F?�CM�L?GIP?>
�HS�L?>O=NCIH�I@�;�FC;<CFCNS�CM�=IGGOHC=;N?>�<S�;�>?<CN�1I�L?CN?L;N?��HI�?RJ?HM?�CM
CH=FO>?>�CH�NBCM�?HNLS�<?=;OM?�NB;N�;GIOHN�B;M�;FL?;>S�<??H�L?=IAHCT?>

Figure 4.9Journal Entry 5: Liability for Insurance Is Paid
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+IN?�NB;N�'IOLH;F�"HNLC?M���;H>���>C@@?L�;FNBIOAB�NB?�?P?HNM�;L?�MCGCF;L��M�>CM=OMM?>
JL?PCIOMFS��MJ?=C@C=�L?=IL>CHA�N?=BHCKO?M�=;H�<?�CH@FO?H=?>�<S�NB?�G;HH?L�CH�QBC=B
NB?�;==IOHNCHA�MSMN?G�B;M�B;H>F?>�?;LFC?L�?P?HNM�&H�'IOLH;F�"HNLS����H?CNB?L�NB?
?RJ?HM?�HIL�NB?�J;S;<F?�B;>�S?N�<??H�L?=IL>?>�1BOM��NB?�?RJ?HM?�Q;M�L?=IAHCT?>
;N�NB?�NCG?�I@�J;SG?HN�#IL�'IOLH;F�"HNLS����<INB�NB?�?RJ?HM?�;H>�J;S;<F?�B;>
;FL?;>S�<??H�?HN?L?>�CHNI�NB?�L?=IL>M�;M�NB?�;GIOHN�AL;>O;FFS�AL?Q�IP?L�NCG?
%?H=?��QB?H�J;C>��NB?�FC;<CFCNS�CM�M?NNF?>�<ON�HI�@OLNB?L�?RJ?HM?�CM�L?=IAHCT?>�1B?
JLIJ?L�;GIOHN�CM�;FL?;>S�JL?M?HN�CH�NB?�CHMOL;H=?�?RJ?HM?�1�;==IOHN

Question� Assume that a new truck is acquired by the Lawndale Company for $40,000 Cash
of $10,000 is paid now but a note payableÑdue in several yearsÑis signed for the remaining
$30,000 This transaction impacts three accounts rather than just two How is a journal entry
constructed when more than two accounts have been affected?

�HMQ?L���M�B;M�<??H�>CM=OMM?>��?P?LS�NL;HM;=NCIH�=B;HA?M�;N�F?;MN�NQI�;==IOHNM
<?=;OM?�I@�NB?�=;OM?�;H>�?@@?=N�L?F;NCIHMBCJ�OH>?LFSCHA�;FF�@CH;H=C;F�?P?HNM
%IQ?P?L��<?SIH>�NB;N�FCGCN��;HS�HOG<?L�I@�;==IOHNM�=;H�<?�CGJ;=N?>� IGJF?R
NL;HM;=NCIHM�I@N?H�NIO=B�HOG?LIOM�;==IOHNM�%?L?��NB?�NLO=E�;==IOHN��;H�;MM?N	�CM
CH=L?;M?>�;H>�GOMN�<?�>?<CN?>�-;LN�I@�NB?�;=KOCMCNCIH�Q;M�@OH>?>�<S�J;SCHA�=;MB
�;H�;MM?N	�QCNB�NB?�>?=L?;M?�L?=IL>?>�;M�;�=L?>CN�1B?�L?G;CH>?L�I@�NB?�=IMN�Q;M
=IP?L?>�<S�MCAHCHA�;�HIN?�J;S;<F?��;�FC;<CFCNS	���FC;<CFCNS�CH=L?;M?�CM�L?=IL>?>�<S
G?;HM�I@�;�=L?>CN�+IN?�NB;N�NB?�>?<CNM�>I�?KO;F�NB?�=L?>CNM�?P?H�QB?H�GIL?�NB;H
NQI�;==IOHNM�;L?�;@@?=N?>�<S�;�NL;HM;=NCIH

Figure 4.10Journal Entry 6: Truck Acquired for Cash and by Signing a Note

Question: Lawndale Company needs additional financing so officials go to current or
potential shareholders and convince them to contribute cash of $19,000 in exchange for new
shares of the companyÕs capital stock. These individuals invest this money in order to join

 B;JN?L���%IQ�!I?M�;H�,LA;HCT;NCIH��==OGOF;N?�;H>�,LA;HCT?�NB?�&H@ILG;NCIH�+?=?MM;LS�NI�-L?J;L?�#CH;H=C;F
0N;N?G?HNM�
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the ownership or increase the number of shares they already hold What journal entry does a
business record when capital stock is issued?

�HMQ?L��1B?�;MM?N�=;MB�CM�CH=L?;M?>�CH�NBCM�NL;HM;=NCIH��;�=B;HA?�NB;N�CM�;FQ;SM
MBIQH�;M�;�>?<CN� ;JCN;F�MNI=E�;FMI�AI?M�OJ�<?=;OM?�H?Q�MB;L?M�;L?�CMMO?>�NI
=IGJ;HS�IQH?LM��M�CH>C=;N?>�CH�NB?�>?<CN�;H>�=L?>CN�LOF?M��NB?�=;JCN;F�MNI=E
;==IOHN�CH=L?;M?M�<S�G?;HM�I@�;�=L?>CN

Figure 4.11Journal Entry 7: Capital Stock Issued for Cash

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� In Journal Entry 4A� a sale was made on credit An account receivable was
established at that time for $5,000 Assume that the customer now pays this amount to the
Lawndale Company How does the collection of an amount from an earlier sales transaction
affect the account balances?

�HMQ?L��4B?H�;�=OMNIG?L�G;E?M�J;SG?HN�IH�;�JL?PCIOM�M;F?��=;MB�CH=L?;M?M�;H>
;==IOHNM�L?=?CP;<F?�>?=L?;M?��INB�;L?�;MM?NM��IH?�<;F;H=?�AI?M�OJ��<S�;�>?<CN	�QBCF?
NB?�INB?L�CM�L?>O=?>��<S�;�=L?>CN	

Figure 4.12Journal Entry 8: Money Collected on Account
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+IN?�NB;N�=;MB�CM�=IFF?=N?>�B?L?�<ON�HI�;>>CNCIH;F�L?P?HO?�CM�L?=IL>?>��;M?>�IH�NB?
L?KOCL?G?HNM�I@�;==LO;F�;==IOHNCHA��L?P?HO?�I@��������Q;M�L?=IAHCT?>�JL?PCIOMFS�CH
'IOLH;F�"HNLS�����JJ;L?HNFS��NB?�L?P?HO?�L?;FCT;NCIH�JLCH=CJF?�Q;M�G?N�;N�NB;N
NCG?��NB?�?;LHCHA�JLI=?MM�Q;M�MO<MN;HNC;FFS�=IGJF?N?�;H>�;�L?;MIH;<F?�?MNCG;NCIH
=IOF>�<?�G;>?�I@�NB?�;GIOHN�NI�<?�L?=?CP?>�/?=IAHCTCHA�NB?�L?P?HO?�;A;CH�;N�NB?
=OLL?HN�>;N?�QIOF>�CH=ILL?=NFS�CH@F;N?�L?JILN?>�H?N�CH=IG?�&HMN?;>��NB?�JL?PCIOMFS
=L?;N?>�L?=?CP;<F?�<;F;H=?�CM�L?GIP?>

Question� In Journal Entry 1� inventory was purchased on credit for $2,000 Assume� now�
that Lawndale makes payment of the entire amount that is due How is a cash outflow to pay
for inventory previously acquired shown in a companyÕs journal?

�HMQ?L��&HP?HNILS�Q;M�<IOABN�;N�;H�?;LFC?L�NCG?�;H>�J;SG?HN�CM�HIQ�<?CHA�G;>?
1B?�CHP?HNILS�Q;M�JLIJ?LFS�L?=IL>?>�QB?H�;=KOCL?>�;H>�MBIOF>�HIN�<?�?HN?L?>
;A;CH�1B?�G?L=B;H>CM?�Q;M�IHFS�I<N;CH?>�NB;N�IH?�NCG?�%?L?��=;MB�CM�L?>O=?>��;
=L?>CN	�1B?�FC;<CFCNS�M?N�OJ�CH�'IOLH;F�"HNLS����;==IOHNM�J;S;<F?	�CM�L?GIP?>�<S
G?;HM�I@�;�>?<CN

Figure 4.13Journal Entry 9: Money Paid on Account

Question� Company officials like the building that is being used for operations and decide to
rent it for four additional months at a rate of $1,000 per month An immediate payment of
$4,000 is made This cost provides a future economic benefit for the company rather than a
past value Recognition of an expense is not yet appropriate What is recorded when rent or
other costs such as insurance or advertising are paid in advance?
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�HMQ?L�� ;MB�CM�>?=L?;M?>�<S�NB?�J;SG?HN�G;>?�B?L?�NI�L?HN�NBCM�<OCF>CHA��M�;H
;MM?N��;�L?>O=NCIH�CM�L?JILN?>�CH�=;MB�<S�G?;HM�I@�;�=L?>CN�%IQ?P?L��NBCM�L?HN
JLIPC>?M�;�@ONOL?�P;FO?�@IL�);QH>;F?� IGJ;HS�1B?�=IMN�CM�HIN�@IL�J;MN�OM;A?�I@�NB?
<OCF>CHA�<ON�L;NB?L�@IL�NB?�OJ=IGCHA�@IOL�GIHNBM�1B?L?@IL?��NB?�;GIOHN�J;C>
=L?;N?M�;H�;MM?N�1B?�JLI<;<F?�?=IHIGC=�<?H?@CN�CM�NB?�;<CFCNS�NI�G;E?�OM?�I@�NBCM
@;=CFCNS�>OLCHA�NB?�@ONOL?�NI�A?H?L;N?�H?Q�L?P?HO?M�4B?H�NB?��������CM�CHCNC;FFS
J;C>��;H�;MM?NZHILG;FFS�=;FF?>�JL?J;C>�L?HNZCM�L?=IL>?>�NBLIOAB�;�>?<CN

Figure 4.14Journal Entry 10: Money Paid for Future Rent

+IN?�NB;N�NBCM�=IGJ;HS�>I?M�HIN�L?=IL>�NB?�<OCF>CHA�CNM?F@�;M�NB?�;MM?N�<?=;OM?�CN
>I?M�HIN�A;CH�IQH?LMBCJ�IL�=IHNLIF��<?SIH>�NB?M?�@IOL�GIHNBM	�1B?�J;SG?HN�IHFS
JLIPC>?M�NB?�LCABN�NI�G;E?�OM?�I@�NB?�<OCF>CHA�@IL�NB?�MJ?=C@C?>�J?LCI>�CH�NB?�@ONOL?
MI�NB;N�;�JL?J;C>�L?HN�<;F;H=?�CM�;JJLIJLC;N?

Before this illustration of typical journal entries is completed� four additional transactions
will be examined In total� these fourteen provide an excellent cross-section of basic events
encountered by most businesses and the journal entries created to capture that information
Coming to understand the recording of these transactions is of paramount importance in
mastering the debit and credit rules

Question� Officials of the Lawndale Company decide to buy a small tract of land by paying
$8,000 in cash Perhaps they think the space might be used sometime in the future as a
parking lot What is recorded to reflect the cash purchase of a plot of land?

�HMQ?L��1B?�NL;HM;=NCIH�B?L?�CM�MNL;CABN@ILQ;L>��M�;H�;MM?N��F;H>�CH=L?;M?M�QCNB�;
>?<CN� ;MB�AI?M�>IQH�<?=;OM?�I@�NB?�;=KOCMCNCIH�;H>�CM�L?=IL>?>�OMCHA�;�=L?>CN��M
MN;N?>�JL?PCIOMFS��3?H?NC;H�G?L=B;HNM�QIOF>�JLI<;<FS�B;P?�G;>?�NB?�M;G?
L?=IL>CHA�@CP?�BOH>L?>�S?;LM�;AI��;FNBIOAB�HIN�CH�20�>IFF;LM	
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Figure 4.15Journal Entry 11: Land Acquired for Cash

Question� Now� assume thatÑat a later timeÑthis same piece of land is sold to an outside
party for cash of $11,000 A sale occurs here but the land is not inventory It was not bought
specifically to be resold within the normal course of business Selling land is not the primary
operation of the Lawndale Company Should revenue be recorded along with cost of goods
sold when land is sold?These accounts are used in journalizing the sale of inventory Does
the same reporting apply to the sale of other items such as land or equipment?

�HMQ?L���?=;OM?�NB?�M;F?�I@�F;H>�CM�HIN�PC?Q?>�;M�;�=?HNL;F�JILNCIH�I@�NBCM
=IGJ;HS^M�IJ?L;NCIHM��H?CNB?L�L?P?HO?�HIL�=IMN�I@�AII>M�MIF>�CM�L?JILN?>�;M�CH�NB?
M;F?�I@�CHP?HNILS��H���������CH=L?;M?�CH�=;MB�CM�L?=IL>?>�;FIHA�QCNB�NB?�L?GIP;F�I@
NB?��������=IMN�I@�NB?�F;H>�NB;N�Q;M�=IHP?S?>�NI�NB?�H?Q�<OS?L�%IQ?P?L��NI�;F?LN
>?=CMCIH�G;E?LM�NB;N�;�N;HA?HNC;F�IL�CH=C>?HN;F�?P?HN�B;M�N;E?H�JF;=?��;�A;CH��C@�NB?
M;F?M�JLC=?�CM�GIL?�NB;H�NB?�=IMN�I@�NB?�F;H>	�IL�;�FIMM��C@�NB?�M;F?M�JLC=?�CM�F?MM�NB;H
=IMN	�CM�L?=IAHCT?>�@IL�NB?�>C@@?L?H=?�1B?�?@@?=N�IH�H?N�CH=IG?�CM�NB?�M;G?�<ON�NB?
L?JILNCHA�B;M�=B;HA?>

,@N?H��NB?�L?MOFNCHA�A;CH�IL�FIMM�CM�NB?H�M?J;L;N?>�@LIG�L?P?HO?M�;H>�?RJ?HM?M�IH
NB?�=IGJ;HS^M�CH=IG?�MN;N?G?HN�NI�GIL?�=F?;LFS�=IGGOHC=;N?�CH@ILG;NCIH�;M�NI
NB?�H;NOL?�I@�NB?�NL;HM;=NCIH� IHM?KO?HNFS��H?CNB?L�L?P?HO?�HIL�=IMN�I@�AII>M�MIF>
CM�@IOH>�CH�NB?�?HNLS�<?FIQ�;M�Q;M�MBIQH�;<IP?�CH�'IOLH;F�"HNLC?M����;H>���

Figure 4.16Journal Entry 12: Land Sold for Cash in Excess of Cost
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Accrual accounting, as specified in the revenue realization principle, mandates
that revenues should not be recognized until the earning process is substantially complete.
Assume a customer gives the Lawndale Company $3,000 in cash for some type of service to be
performed at a future date. The work has not yet begun. Thus, Lawndale cannot report
revenue of $3,000 How is a cash inflow recorded if it is received for work before the earning
process is substantially complete?

�HMQ?L���FNBIOAB�NB?�=IGJ;HS�=IFF?=N?>�GIH?S��;==LO;F�;==IOHNCHA�>C=N;N?M�NB;N
L?P?HO?�=;HHIN�S?N�<?�L?=IAHCT?>�1B?�?;LHCHA�JLI=?MM�B?L?�QCFF�HIN�N;E?�JF;=?
OHNCF�MIG?NCG?�CH�NB?�@ONOL?��M�;H�;MM?N��NB?�=;MB�;==IOHN�CM�CH=L?;M?>��>?<CN	�<ON
HI�L?P?HO?�=;H�<?�L?=IL>?>�&HMN?;>��;H�OH?;LH?>�L?P?HO?�;==IOHN�CM�M?N�OJ�NI
L?=IAHCT?�NB?��������=L?>CN�1BCM�<;F;H=?�CM�L?JILN?>�<S�NB?�);QH>;F?� IGJ;HS�;M�;
FC;<CFCNS��?=;OM?�NB?�GIH?S�B;M�<??H�;==?JN?>��NB?�=IGJ;HS�CM�I<FCA?>�NI�JLIPC>?
NB?�M?LPC=?�IL�L?NOLH�NB?��������NI�NB?�=OMNIG?L�/?=IL>CHA�NBCM�FC;<CFCNS�GCLLILM�NB?
=IGJ;HS^M�@ONOL?�L?MJIHMC<CFCNS

Figure 4.17Journal Entry 13: Money Received for Work to Be Done Later

Here is one final transaction to provide a full range of basic examples at this preliminary
stage of coverage Many additional transactions and their journal entries will be introduced
throughout this textbook� but these fourteen form a strong core of typical events
encountered by most businesses
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Question� Assume that the Lawndale Company has been profitable As a result� the board of
directors votes to distribute a cash dividend to all owners� a reward that totals $600
Payment is made immediately What recording is appropriate when a dividend is paid?

�HMQ?L�� ;MB�CM�L?>O=?>�<S�NBCM�>CMNLC<ONCIH�NI�NB?�=IGJ;HS^M�IQH?LM��M�;H�;MM?N��;
=L?>CN�CM�;JJLIJLC;N?�1B?�=;OM?�I@�NB?�>?=L?;M?�Q;M�J;SG?HN�I@�;�>CPC>?H>�%?H=?��;
>CPC>?H>M�J;C>�;==IOHN�CM�?MN;<FCMB?>��==IL>CHA�NI�NB?�>?<CN�;H>�=L?>CN�LOF?M�
>CPC>?H>M�J;C>�CM�FCMN?>�;M�IH?�I@�NB?�;==IOHNM�NB;N�CH=L?;M?M�NBLIOAB�;�>?<CN�1BOM�
NB?�L?=IL>CHA�I@�NBCM�F;MN�CFFOMNL;NCIH�CM�;M�@IFFIQM

Figure 4.18Journal Entry 14: Dividend Distributed to Owners

Question� With practice� obtaining an understanding of the rules for debits and credits is a
reasonable goal However� these journal entries do not provide the current balance of any
account They record the effect of each transaction but not the updated account totals�
figures that could change many times each day How does an accountant determine the
current balance of cash� inventory� rent expense� or the like?

�HMQ?L��&H�;H�;==IOHNCHA�MSMN?G��NB?�L?=IL>CHA�JLI=?MM�CM�=IGJIM?>�I@�NQI�>CMNCH=N
MN?JM

� �@N?L�;H;FSTCHA�NB?�@CH;H=C;F�CGJ;=N�I@�;�NL;HM;=NCIH��;�DIOLH;F�?HNLS�CM
=L?;N?>�NI�L?@F?=N�NB?�CGJ;=N�IH�L?F?P;HN�;==IOHNM

� 1B?H��?;=B�CH>CPC>O;F�>?<CN�;H>�=L?>CN�CM�;>>?>�NI�NB?�MJ?=C@C=�1�
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Figure 4.19Lawndale Company Ledger
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question��4B?H�SIO�Q?L?�;�=IFF?A?�MNO>?HN�G;DILCHA�CH�;==IOHNCHA��SIO�F?;LH?>
;FF�NB?�>?<CN�;H>�=L?>CN�LOF?M�;M�Q?FF�;M�;<ION�DIOLH;F�?HNLC?M�;H>�NB?�A?H?L;F
F?>A?L�&H�SIOL�S?;LM�;M�;H�CHP?MNG?HN�;>PCMIL��B;M�NBCM�EHIQF?>A?�?P?L�JLIP?H
NI�<?�B?FJ@OF�NI�SIO�;H>�SIOL�=;L??L�

Kevin Burns���FNBIOAB�&�H?P?L�JF;HH?>�NI�<?�;H�;==IOHN;HN�QB?H�&�Q;M�CH
=IFF?A?��&�@IOH>�NB?�CHN?LH;F�FIAC=�I@�NB?�>?<CN�;H>�=L?>CN�LOF?M�KOCN?�@;M=CH;NCHA
1BCHECHA�NBLIOAB�NL;HM;=NCIHM�;H>�@CAOLCHA�ION�NB?�JLIJ?L�L?=IL>CHA�JLI=?MM
Q;M�;�AL?;N�CHNLI>O=NCIH�NI�<OMCH?MM�IJ?L;NCIHM�&H�;FF�BIH?MNS��;M�;H
CHP?MNG?HN�;>PCMIL��&�;G�GIL?�CHN?L?MN?>�CH�;MM?N�P;FO?M�;H>�INB?L�<;F;H=?
MB??N�CH@ILG;NCIH�NB;H�NB?�;==IOHNCHA�JLI=?MM�H?=?MM;LS�NI�A;NB?L�NBCM
CH@ILG;NCIH�%IQ?P?L��&�;FMI�B;JJ?H�NI�IQH�;�L?MN;OL;HN�;H>�&�;FQ;SM�@CH>�CN
CHN?L?MNCHA�QB?H�&�>CA�NBLIOAB�NB?�MJ?=C@C=�?RJ?HM?�;==IOHNM�FIIECHA�@IL�Q;SM
NI�<?�GIL?�?@@C=C?HN�#IL�CHMN;H=?��L?=?HNFS�QB?H�&�M;Q�NB;N�Q?�B;>�MJ?HN�;�FIN
I@�GIH?S�F;MN�S?;L�IH�<OCF>CHA�G;CHN?H;H=?��&�=IOF>�HIN�CG;ACH?�BIQ�NB;N�Q;M
JIMMC<F?�&�>OA�NBLIOAB�NB?�1�;==IOHN�GSM?F@�;H>�@IOH>�;�L?=IL>CHA�?LLIL�NB;N
H??>?>�NI�<?�@CR?>�*S�<;=EALIOH>�;FFIQ?>�G?�NI�OH>?LMN;H>�NB?�?HNCL?
JLI=?MM�#L?KO?HNFS��;M�&�MNO>S�NB?�P;LCIOM�>?<CNM�QCNBCH�IOL�?RJ?HM?M��&�;G�;<F?
NI�MJIN�;L?;M�QB?L?�NB?�L?MN;OL;HN�=;H�M;P?�GIH?S

Video Clip
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Joe talks about the five most important points inChapter 4 "How Does an Organization Accumulate and
Organize the Information Necessary to Prepare Financial Statements? ".
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4.6 End-of-Chapter Exercises

QUESTIONS
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�� ::::�2H?;LH?>�L?P?HO?�CM�;�NSJ?�I@�L?P?HO?�;==IOHN

 B;JN?L���%IQ�!I?M�;H�,LA;HCT;NCIH��==OGOF;N?�;H>�,LA;HCT?�NB?�&H@ILG;NCIH�+?=?MM;LS�NI�-L?J;L?�#CH;H=C;F
0N;N?G?HNM�

���



MULTIPLE CHOICE

� 4BC=B�I@�NB?�@IFFIQCHA�CMnot NLO?�;<ION�>IO<F?�?HNLS
<IIEE??JCHA�

; &N�ILCACH;N?>�CH�&N;FS
< !?<CNM�;H>�=L?>CNM�GOMN�?KO;F
= &N�CM�MNCFF�OM?>�NI>;S
> �H�?HNLS�=;H�B;P?�HI�GIL?�NB;H�IH?�=L?>CN�;H>�IH?�>?<CN

� 4BC=B�I@�NB?�@IFFIQCHA�?HNLC?M�=IOF>�6?;NM� IGJ;HS�HIN�G;E?
QB?H�NB?S�J?L@ILG�;�M?LPC=?�@IL�;�=FC?HN�

; Figure 4.20

< Figure 4.21

= Figure 4.22

> Figure 4.23

� 4BC=B�I@�NB?�@IFFIQCHA�CM�;�NL;HM;=NCIH�@IL�1SF?L� ILJIL;NCIH�

; 1SF?L�J;SM�CNM�?GJFIS??M������@IL�QILE�>IH?
< 1SF?L�=IHMC>?LM�L?HNCHA�I@@C=?�MJ;=?�NB;N�QCFF�=IMN��������J?L

GIHNB

 B;JN?L���%IQ�!I?M�;H�,LA;HCT;NCIH��==OGOF;N?�;H>�,LA;HCT?�NB?�&H@ILG;NCIH�+?=?MM;LS�NI�-L?J;L?�#CH;H=C;F
0N;N?G?HNM�

���"H>�I@� B;JN?L�"R?L=CM?M ���



= 1SF?L�;AL??M�NI�J?L@ILG�M?LPC=?M�@IL�;�=FC?HN��QBC=B�QCFF�=IMN
������

> 1SF?L�JF;=?M�;H�IL>?L�@IL�MOJJFC?M�NB;N�QCFF�<?�>?FCP?L?>�CH
NQI�Q??EM�1B?�MOJJFC?M�=IMN�����

� "F?HIL� IGJ;HS�M?FFM�����OHCNM�I@�CHP?HNILS�@IL�����?;=B�1B?
CHP?HNILS�ILCACH;FFS�=IMN�"F?HIL�����?;=B�4B;N�CM�"F?HIL^M�ALIMM
JLI@CN�IH�NBCM�NL;HM;=NCIH�

; �������
< �������
= �������
> �������

� 4BC=B�I@�NB?�@IFFIQCHA�CH=L?;M?M�QCNB�;�>?<CN�

; /?N;CH?>�?;LHCHAM
< 0;F?M�L?P?HO?
= &HP?HNILS
> +IN?�J;S;<F?

� &H�';HO;LS��/IFFCHM� IGJ;HS�CM�J;C>������<S�;�=FC?HN�@IL�QILE�NB;N
/IFFCHM�QCFF�HIN�<?ACH�OHNCF�#?<LO;LS�4BC=B�I@�NB?�@IFFIQCHA�CM
NB?�=ILL?=N�DIOLH;F�?HNLS�@IL�/IFFCHM�NI�G;E?�QB?H�NB?������CM
L?=?CP?>�

; Figure 4.24

< Figure 4.25

 B;JN?L���%IQ�!I?M�;H�,LA;HCT;NCIH��==OGOF;N?�;H>�,LA;HCT?�NB?�&H@ILG;NCIH�+?=?MM;LS�NI�-L?J;L?�#CH;H=C;F
0N;N?G?HNM�

���"H>�I@� B;JN?L�"R?L=CM?M ���



= Figure 4.26
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Figure 4.28
Trial BalanceÑEster Company
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Figure 4.29
Opening T-Account Balances
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Opening T-Account Balances
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Chapter 5

Why Must Financial Information Be Adjusted Prior to the
Production of Financial Statements?

Video Clip
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Joe introducesChapter 5 "Why Must Financial Information Be Adjusted Prior to the Production of Financial
Statements?"and speaks about the course in general.
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5.1 The Need for Adjusting Entries

LEARNING OBJECTIVES
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?HNLC?M�<ON�HIN�CH�?P?LS�MCNO;NCIH

Question� The first two steps of the accounting process were identified inChapter 4 "How
Does an Organization Accumulate and Organize the Information Necessary to Prepare
Financial Statements? "as Òanalyze\ and Òrecord\ A transaction occurs and the financial
effects are ascertained through careful analysis Once determined� the impact an event has
on specific accounts is recorded in the form of a journal entry Each of the debits and credits
is then posted to the corresponding T-account located in the ledger As needed� current
balances can be determined for any or all of these accounts by netting the debits and credits
It is a system as old as the painting of the Mona Lisa

The third step in this process was listed as Òadjust\ Why do ledger account balances require
adjustment?Why are the T-account totals found inFigure 4.3 "Balances Taken From T-
accounts in Ledger"not simply used by the accountant to produce financial statements for
the reporting organization?
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EXERCISE
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Adjusting entries are used to update the ledger for any financial changes that have
occurred gradually over time and not recorded through a regular journal entry What kinds
of adjustments are normally needed before financial statements are prepared?
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Figure 5.1Updated Trial Balance

Question� The first adjustment listed is anaccrued expense�  In Chapter 4 "How Does an
Organization Accumulate and Organize the Information Necessary to Prepare Financial
Statements? "� the word Òaccrue\ was defined as Òto grow\ Thus� an accrued expense is one
that increases gradually over time As indicated previously� some companies program their
accounting systems to record such expenses as they are incurred This accrual process
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reduces the need for separate adjusting entries Other companies make few� if any� accruals
and update all balances through numerous adjustments The recording process for such
expenses should be designed to meet the informational needs of company officials Some
prefer to have updated balances readily available in the ledger while others are inclined to
wait for periodic financial reports to be issued What are some typical accrued expenses and
what is the appropriate adjusting entry if they have not been previously recorded by the
accounting system?
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Figure 5.2Adjusting Entry 1: Amount Owed for Utilities
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5.2 Preparing Various Adjusting Entries

LEARNING OBJECTIVES
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Question� The second adjustment to be considered here involves the handling ofprepaid
expenses�  In the transactions that were recorded in the previous chapter� Journal Entry 10
reported a $4,000 payment made in advance for four months of rent to use a building An
assetÑprepaid rentÑwas recorded through the normal accounting process This account is
listed on the trial balance inFigure 5.1 "Updated Trial Balance" Why might a year-end
adjusting entry be needed in connection with a prepaid expense?
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Figure 5.3Adjusting Entry 2: Previously Rented Facility Is Used
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Figure 5.4Adjusting Entry 3: Alternative Based on a Different Initial Recording

1BCM�?HNLS�F?;P?M��������CH�?RJ?HM?�;H>��������;M�NB?�;MM?N�/?A;L>F?MM�I@�NB?
;==IOHN��NB?�;==IOHN;HN�@CLMN�>?N?LGCH?M�NB?�<;F;H=?�NB;N�CM�JL?M?HN�CH�NB?�F?>A?L
;H>�NB?H�=L?;N?M�NB?�MJ?=C@C=�;>DOMNG?HN�H??>?>�NI�;LLCP?�;N�@;CLFS�JL?M?HN?>
@CAOL?M

 B;JN?L���4BS�*OMN�#CH;H=C;F�&H@ILG;NCIH��?��>DOMN?>�-LCIL�NI�NB?�-LI>O=NCIH�I@�#CH;H=C;F�0N;N?G?HNM�

���-L?J;LCHA�3;LCIOM��>DOMNCHA�"HNLC?M ���



EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� Accrued revenue is the third general type of adjustment to be covered here Based
on the title� this revenue is one that grows gradually over time If not recorded by a
companyÕs accounting system� updating is necessary before financial statements are
prepared What adjustment is used to recognize accrued revenue that has not previously
been recorded?
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Figure 5.5Adjusting Entry 4: Revenue Is Earned for Work Done
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Question� As discussed in an earlier chapter� the revenue realization principle (within
accrual accounting) provides formal guidance for the timing of revenue reporting It states
in part that the earning process must be substantially complete before revenue can be
recognized That seems reasonable In the above example� the work has only been performed
for five days out of a total of thirty That is not substantially complete Why is any accrued
revenue recognized if the earning process is not substantially complete?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� In practice� how does an accountant determine whether a specific job is
substantially complete?Because of the direct impact on net income� this judgment must be
critical in financial reporting
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KEY TAKEAWAY
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5.3 Preparing Financial Statements Based on Adjusted Balances

LEARNING OBJECTIVES
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The last adjusting entry to be covered at this time is unearned (or deferred) revenue Some
companies operate in industries where money is received first and then earned gradually
over time Newspaper and magazine businesses� for example� are paid in advance by their
subscribers and advertisers The earning process becomes substantially complete by the
subsequent issuance of their products Thus� the December 28� 2008� balance sheet for the
New York Times Company reported a liability titled Òunexpired subscriptions\ of $81 million
This balance represents payments collected from customers who have not yet received their
newspapers

Question� In Journal Entry 13 inChapter 4 "How Does an Organization Accumulate and
Organize the Information Necessary to Prepare Financial Statements? "� the Lawndale
Company reported receiving $3,000 for services to be rendered at a later date An unearned
revenue account was recorded as a liability for that amount and appears in the trial balance
in Figure 5.1 "Updated Trial Balance" When is an adjusting entry needed in connection with
the recognition of previously unearned revenue?

�HMQ?L���M�CH>C=;N?>��OH?;LH?>�L?P?HO?�L?JL?M?HNM�;�FC;<CFCNS�L?=IAHCT?>�QB?H
GIH?S�CM�L?=?CP?>�<?@IL?�QILE�CM�>IH?��@N?L�;HS�JILNCIH�I@�NB?�L?KOCL?>�M?LPC=?�CM
=;LLC?>�ION�MI�NB;N�NB?�?;LHCHA�JLI=?MM�CM�MO<MN;HNC;FFS�=IGJF?N?��;H�;JJLIJLC;N?
;GIOHN�CM�L?=F;MMC@C?>�@LIG�OH?;LH?>�L?P?HO?�IH�NB?�<;F;H=?�MB??N�NI�L?P?HO?�IH
NB?�CH=IG?�MN;N?G?HN�#IL�?R;GJF?��CH�=IHH?=NCIH�QCNB�NB?��������J;SG?HN
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Figure 5.6Adjusting Entry 5: Money Previously Received Has Now Been Earned

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question� After all adjusting entries have been recorded in the journal and posted to the
appropriate T-accounts in the ledger� what happens next in the accounting process?

�HMQ?L���N�NBCM�JICHN��NB?�;==IOHN;HN�<?FC?P?M�NB;N�;FF�;==IOHN�<;F;H=?M�;L?�@;CLFS
JL?M?HN?>�<?=;OM?�HI�G;N?LC;F�GCMMN;N?G?HNM�?RCMN�;==IL>CHA�NI�20�$��-��M�IH?
@CH;F�=B?=E��;H�;>DOMN?>�NLC;F�<;F;H=?�CM�JLI>O=?>�@IL�;�F;MN��=;L?@OF�L?PC?Q
�MMOGCHA�NB;N�HI�;>>CNCIH;F�=IH=?LHM�;L?�HINC=?>��NB?�;==IOHN;HN�JL?J;L?M�;H
CH=IG?�MN;N?G?HN��;�MN;N?G?HN�I@�L?N;CH?>�?;LHCHAM��;H>�;�<;F;H=?�MB??N
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NI�L?=IL>�;FF�JIMMC<F?�;>DOMNCHA�?HNLC?M�#IL�?R;GJF?��HI�CH=IG?�N;R?M�B;P?�<??H
L?=IAHCT?>�;H>�CHN?L?MN�?RJ?HM?�B;M�HIN�<??H�;==LO?>�CH�=IHH?=NCIH�QCNB�HIN?M
J;S;<F?�!?JL?=C;NCIH�?RJ?HM?�I@�HIH=OLL?HN�;MM?NM�QCNB�@CHCN?�FCP?M��NB?�NLO=E��CH
NB?�=IGJ;HS^M�NLC;F�<;F;H=?	�QCFF�<?�>CM=OMM?>�CH�>?N;CF�CH�;�F;N?L�=B;JN?L�%IQ?P?L�
NB?M?�CFFOMNL;NCIHM�;L?�MO@@C=C?HN�NI�>?GIHMNL;N?�NB?�?H>�L?MOFN�I@�NB?�;==IOHNCHA
JLI=?MM�;M�Q?FF�;M�NB?�<;MC=�MNLO=NOL?�OM?>�@IL�NB?�CH=IG?�MN;N?G?HN��MN;N?G?HN�I@
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MN;N?G?HN�I@�=;MB�@FIQM�QCFF�<?�JL?M?HN?>�CH B;JN?L�����&H�;�0?N�I@�#CH;H=C;F
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Question� Analyze� record� adjust� and reportÑthe four basic steps in the accounting
process Is the work year complete for the accountant after financial statements are
prepared?
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KEY TAKEAWAY

 IGJ;HC?M�I==;MCIH;FFS�L?=?CP?�GIH?S�@IL�M?LPC=?M�IL�AII>M�<?@IL?�NB?S�;L?
JLIPC>?>�&H�MO=B�=;M?M��;H�OH?;LH?>�L?P?HO?�CM�L?=IL>?>�;M�;�FC;<CFCNS�NI
CH>C=;N?�NB?�=IGJ;HS^M�I<FCA;NCIH�NI�CNM�=OMNIG?L�,P?L�NCG?��;M�NB?�?;LHCHA
JLI=?MM�<?=IG?M�MO<MN;HNC;FFS�=IGJF?N?��NB?�OH?;LH?>�L?P?HO?�CM
L?=F;MMC@C?>�;M�;�L?P?HO?�NBLIOAB�;>DOMNCHA�?HNLC?M��@N?L�NBCM�;>DOMNG?HN
;H>�;FF�INB?LM�;L?�JL?J;L?>�;H>�L?=IL>?>��;H�;>DOMN?>�NLC;F�<;F;H=?�CM
=L?;N?>�;H>�NBIM?�@CAOL?M�;L?�NB?H�OM?>�NI�JLI>O=?�@CH;H=C;F�MN;N?G?HNM
#CH;FFS��=FIMCHA�?HNLC?M�;L?�JL?J;L?>�@IL�;FF�L?P?HO?M��?RJ?HM?M��A;CHM��FIMM?M�
;H>�>CPC>?H>M�J;C>�1BLIOAB�NBCM�JLI=?MM��;FF�I@�NB?M?�1�;==IOHNM�;L?
L?NOLH?>�NI�T?LI�<;F;H=?M�MI�NB;N�L?=IL>CHA�@IL�NB?�H?Q�S?;L�=;H�<?ACH�1B?
P;LCIOM�;GIOHNM�CH�NB?M?�N?GJIL;LS�;==IOHNM�;L?�GIP?>�NI�L?N;CH?>
?;LHCHAM�1BOM��CNM�<?ACHHCHA�<;F;H=?�@IL�NB?�S?;L�CM�CH=L?;M?>�NI�?KO;F�NB?
?H>CHA�NIN;F�L?JILN?>�IH�NB?�=IGJ;HS^M�<;F;H=?�MB??N
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Talking with a Real Investing Pro (Continued)
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Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 5 "Why Must Financial Information Be Adjusted
Prior to the Production of Financial Statements?".
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5.4 Chapter Appendix

Final Trial Balance and Financial Statements

Figure 5.7Appendix A

 B;JN?L���4BS�*OMN�#CH;H=C;F�&H@ILG;NCIH��?��>DOMN?>�-LCIL�NI�NB?�-LI>O=NCIH�I@�#CH;H=C;F�0N;N?G?HNM�

���



Figure 5.8Appendix BIn a subsequent chapter, the reporting of noncurrent assets with finite lives will be
covered in detail. The cost of such assets is subject to depreciation over their estimated useful lives so that a net
book value is reported that falls each period. Therefore, the $40,000 is used here simply to illustrate the
placement of the balances.
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5.5 End-of-Chapter Exercises

QUESTIONS

� 4B;N�CM�NB?�JOLJIM?�I@�;>DOMNCHA�?HNLC?M�
� +;G?�NB?�@IOL�A?H?L;F�NSJ?M�I@�;>DOMNG?HNM
� $CP?�NBL??�?R;GJF?M�I@�;==LO?>�?RJ?HM?M
� �LC?@FS�?RJF;CH�QBS�CN�CM�>C@@C=OFN�@IL�;==IOHN;HNM�NI�>?N?LGCH?�QB?NB?L

IL�HIN�L?P?HO?�B;M�<??H�?;LH?>�C@�NB?�M;F?M�JLI=?MM�CM�HIN�=IGJF?N?
� $CP?�;H�?R;GJF?�I@�<OMCH?MM�IL�CH>OMNLS�QB?L?�=OMNIG?LM�OMO;FFS�J;S

@IL�NB?�JLI>O=N�IL�M?LPC=?�CH�;>P;H=?
� 4B;N�NSJ?�I@�;==IOHN�CM�OH?;LH?>�L?P?HO?�
� 4B?H�MBIOF>�;�=IGJ;HS�L?=F;MMC@S�OH?;LH?>�L?P?HO?�NI�L?P?HO?�
� 4BS�>I�=IGJ;HC?M�JLI>O=?�;�M?=IH>�NLC;F�<;F;H=?��4B?H�CM�NBCM�M?=IH>

NLC;F�<;F;H=?�JL?J;L?>�
� 4BS�>I�;==IOHN;HNM�JL?J;L?�=FIMCHA�?HNLC?M�

�� &HNI�QBC=B�;==IOHN�;L?�L?P?HO?M�;H>�?RJ?HM?M�=FIM?>�

TRUE OR FALSE

� ::::�!?N?LGCHCHA�QB?H�NI�L?=IAHCT?�L?P?HO?�=;H�<?�>C@@C=OFN�@IL
;==IOHN;HNM
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Figure 5.13
Opening T-Account Balances
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Chapter 6

Why Should Decision Makers Trust Financial Statements?

Video Clip
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Joe introducesChapter 6 "Why Should Decision Makers Trust Financial Statements?"and speaks about the
course in general.
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6.1 The Need for the Securities and Exchange Commission

LEARNING OBJECTIVES
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Question: The potential importance of financial statements to any person making an analysis
of a business or other organization appears rather obvious. The wide range of available
information provides a portrait that reflects the companyÕs financial health and potential for
future success. However, a degree of skepticism seems only natural when studying such
statements because they are prepared by the companyÕs own management

Decision makers are not na•ve. They must harbor some concern about the validity of data
that are self-reported. Company officials operate under pressure to present good results
consistently, period after period. What prevents less scrupulous members of management
from producing fictitious numbers just to appear profitable and financially strong?Why
should anyone be willing to risk money based on financial statements that the reporting
entity itself has created?
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Question: Companies such as General Electric or Starbucks that issue securities to the public
are required to satisfy all applicable federal laws and regulations. The SEC has authority
over the amount and nature of the information that must be provided and the actions that
can be taken by both the buyer and the seller of the securities Does the SEC develop the
specific accounting principles to be followed in the production of financial statements that
are issued by public companies?
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6.2 The Role of the Independent Auditor in Financial Reporting

LEARNING OBJECTIVES
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Question: The SEC allows FASB to set U.S. GAAP Does the SEC physically visit each company
that issues securities to the public to ensure that periodic financial statements properly
follow the rules and guidelines of U.S. GAAP?
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NB;N�NB?�@IFFIQCHA�M?LPC=?M�;L?�JLIPC>?>�NI�CNM�=FC?HNM�QCNB�?;=B�?RJF;CH?>�CH�>?N;CF�
;>PCMILS��;MMOL;H=?��N;R��NL;HM;=NCIHM��MNL;N?AC=�ALIQNB�G;LE?NM��;H>�MJ?=C;FNS
M?LPC=?M

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: FASB creates U.S. GAAP, the official standards for the preparation of financial
statements What group sets the examination and reporting rules to be followed by
independent auditors?Their work is not in accordance with accounting principles. Instead,
they are seeking to determine whether U.S. GAAP was applied properly. These auditing firms
clearly provide a vital service by adding credibility to reported financial information. How do
independent auditors know what actions should be taken in assessing the data reported by a
company such as Xerox or Bank of America?

�HMQ?L��4B?H�;H�;O>CN�CM�J?L@ILG?>�IH�NB?�@CH;H=C;F�MN;N?G?HNM�I@�;HS
ILA;HCT;NCIH�NB;N�CMMO?M�M?=OLCNC?M�NI�NB?�20�JO<FC=��NB?�?R;GCH;NCIH�;H>
MO<M?KO?HN�L?JILNCHA�CM�L?AOF;N?>�<S�NB?Public Company Accounting Oversight
Board (PCAOB)�� �1B?�- �,��Q;M�<LIOABN�CHNI�?RCMN?H=?�<S�NB?�20� IHAL?MM
NBLIOAB�NB?Sarbanes-Oxley Act of 2002�� ��;�G?;MOL?�J;MM?>�CH�L?MJIHM?�NI�;
HOG<?L�I@�G;MMCP?�;==IOHNCHA�M=;H>;FM��CH=FO>CHA�"HLIH�;H>�4ILF> IG�*?G<?LM
I@� IHAL?MM�;JJ;L?HNFS�@?FN�NB;N�NB?�;O>CNCHA�JLI@?MMCIH�B;>�@;CF?>�NI�JLIPC>?
;>?KO;N?�JLIN?=NCIH�@IL�NB?�>?=CMCIH�G;E?LM�QBI�Q?L?�L?FSCHA�IH�JO<FCMB?>
@CH;H=C;F�CH@ILG;NCIH� IHM?KO?HNFS��NB?�@?>?L;F�AIP?LHG?HN�<?=;G?�GIL?
CHPIFP?>�1B?�- �,��Q;M�?MN;<FCMB?>�OH>?L�NB?�IP?LMCABN�;H>�?H@IL=?G?HN
;ONBILCNS�I@�NB?�0" �&N�BIF>M�QC>?�L;HACHA�JIQ?LM�NB;N�CH=FO>?�NB?�=L?;NCIH�I@
I@@C=C;F�AOC>?FCH?M�@IL�NB?�J?L@ILG;H=?�I@�;�JLIJ?L�;O>CN�&NM�GCMMCIH�CM�MN;N?>�;M
@IFFIQM��[1B?�- �,��CM�;�JLCP;N?�M?=NIL��HIHJLI@CN�=ILJIL;NCIH��=L?;N?>�<S�NB?
0;L<;H?M�,RF?S��=N�I@�������NI�IP?LM??�NB?�;O>CNILM�I@�JO<FC=�=IGJ;HC?M�CH�IL>?L�NI
JLIN?=N�NB?�CHN?L?MNM�I@�CHP?MNILM�;H>�@OLNB?L�NB?�JO<FC=�CHN?L?MN�CH�NB?�JL?J;L;NCIH
I@�CH@ILG;NCP?��@;CL��;H>�CH>?J?H>?HN�;O>CN�L?JILNM\0??BNNJ���QQQJ=;I<=IG

&@�;H�;O>CN�CM�J?L@ILG?>�IH�@CH;H=C;F�MN;N?G?HNM�NB;N�;L?�JLI>O=?>�<S�;H
ILA;HCT;NCIH�NB;N�>I?M�HIN�CMMO?�M?=OLCNC?M�NI�NB?�JO<FC=��NB?�- �,��BIF>M�HI
;ONBILCNS�#IL�MO=B�MG;FF?L�?HA;A?G?HNM��NB?Auditing Standards Board (ASB)��

�� -LCP;N?�M?=NIL��HIHJLI@CN
=ILJIL;NCIH�<LIOABN�CHNI
?RCMN?H=?�<S�NB?�20� IHAL?MM
NBLIOAB�NB?�0;L<;H?M�,RF?S
�=N�I@������NI�IP?LM??�NB?
;O>CNILM�I@�JO<FC=�=IGJ;HC?M�CH
BIJ?M�I@�JLIN?=NCHA�CHP?MNILM
;H>�@OLNB?LCHA�NB?�JO<FC=
CHN?L?MN�NBLIOAB�NB?
JL?J;L;NCIH�I@�CH@ILG;NCP?�
@;CL��;H>�CH>?J?H>?HN�;O>CN
L?JILNM

�� #?>?L;F�M?=OLCNC?M�F;Q�J;MM?>
<S�NB?�20� IHAL?MM�CH
L?MJIHM?�NI�NB?�"HLIH�
4ILF> IG��;H>�INB?L�G;DIL
;==IOHNCHA�M=;H>;FM��CN�<LIOABN
;<ION�G;HS�=B;HA?M�CH�NB?
;O>CN�JLI=?MM�;H>�CH�NB?
L?F;NCIHMBCJ�<?NQ??H�NB?�=FC?HN
;H>�NB?�CH>?J?H>?HN�;O>CNIL

�� 1?=BHC=;F�<I>S�QCNBCH�NB?
�& -��NB;N�BIF>M�NB?�;ONBILCNS
;H>�JIQ?L�NI�M?N�NB?�LOF?M�@IL
;JJLIJLC;N?�;O>CNM�@IL
ILA;HCT;NCIHM�NB;N�>I�HIN�CMMO?
M?=OLCNC?M�NI�NB?�JO<FC=��I@N?H
L?@?LL?>�NI�;M�JLCP;N?FS�B?F>
ILA;HCT;NCIHM	
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I@@C=C;FFS�M?NM�NB?�LOF?M�@IL�;H�;JJLIJLC;N?�;O>CN�1B?��0��CM�;�N?=BHC=;F�=IGGCNN??
QCNBCH�NB?American Institute of Certified Public Accountants (AICPA) �� ��;
H;NCIH;F�JLI@?MMCIH;F�ILA;HCT;NCIH�I@� -�M

��FI=;F�=IHP?HC?H=?�MNIL?��;M�G?HNCIH?>�JL?PCIOMFS��IL�;�G?>C=;F�JL;=NC=?�IL�F;Q
@CLG�GCABN�=BIIM?�NI�B;P?�;H�;O>CN�IH�CNM�@CH;H=C;F�MN;N?G?HNM�1B?M?�;O>CNM�@;FF
OH>?L�NB?�AOC>?FCH?M�JLIPC>?>�<S�NB?��0��L;NB?L�NB;H�NB?�- �,��<?=;OM?�NB?
ILA;HCT;NCIHM�>I�HIN�CMMO?�JO<FC=FS�NL;>?>�M?=OLCNC?M�1BOM��NB?�LOF?M�@IL�J?L@ILGCHA
;H�;O>CN�IH�;�F;LA?�JO<FC=�=IGJ;HS�=;H�>C@@?L�MIG?QB;N�@LIG�NBIM?�;JJFC?>�NI�;
MG;FF?L�JLCP;N?�IH?

Question: If FASB sets U.S. GAAP and the PCAOB (and the ASB) establishes rules for
performing an audit� what function does the SEC actually serve?

�HMQ?L��1B?�AI;F�I@�NB?�QILE�>IH?�<S�NB?�0" �CM�MOGG?>�OJ�CH�NB?�@IFFIQCHA
MN;N?G?HN�@LIG�CNM�4?<�MCN?��[1B?�F;QM�;H>�LOF?M�NB;N�AIP?LH�NB?�M?=OLCNC?M�CH>OMNLS
CH�NB?�2HCN?>�0N;N?M�>?LCP?�@LIG�;�MCGJF?�;H>�MNL;CABN@ILQ;L>�=IH=?JN��;FF�CHP?MNILM�
QB?NB?L�F;LA?�CHMNCNONCIHM�IL�JLCP;N?�CH>CPC>O;FM��MBIOF>�B;P?�;==?MM�NI�=?LN;CH�<;MC=
@;=NM�;<ION�;H�CHP?MNG?HN�JLCIL�NI�<OSCHA�CN��;H>�MI�FIHA�;M�NB?S�BIF>�CN\0??
BNNJ���QQQM?=AIP

1BOM��NB?�0" �MNLCP?M�NI�G;E?�=?LN;CH�NB;N�NB?�ILA;HCT;NCIHM�NB;N�@;FF�OH>?L�CNM
DOLCM>C=NCIH�;L?�CH�NIN;F�=IGJFC;H=?�QCNB�;FF�F;QM�MI�NB;N�>?=CMCIH�G;E?LM�B;P?�L?;>S
;==?MM�NI�CH@ILG;NCIH�PC?Q?>�;M�L?F?P;HN�&N�L?PC?QM�NB?�L?KOCL?>�@CFCHAM�MO<GCNN?>
<S�?;=B�ILA;HCT;NCIH�NI�?HMOL?�NB;N�NB?�LOF?M�;H>�L?AOF;NCIHM�;L?�@IFFIQ?>�1B?�0" 
;FMI�B;M�NB?�JIQ?L�NI�?H@IL=?�M?=OLCNC?M�F;QM�;H>�JOHCMB�=IGJ;HC?M�;H>�CH>CPC>O;FM
QBI�<L?;E�NB?G�#IL�?R;GJF?��C@�;�=IGJ;HS�@;CFM�NI�>CM=FIM?�;�MCAHC@C=;HN
NL;HM;=NCIH�IL�INB?L�?P?HN�NB;N�NB?�0" �<?FC?P?M�CM�H?=?MM;LS��NL;>CHA�I@�NB;N
=IGJ;HS^M�M?=OLCNC?M�=;H�<?�B;FN?>�OHNCF�NB?�G;NN?L�CM�L?MIFP?>�0O=B�L?AOF;NILS
;=NCIHM�=;H�=;OM?�;�BOA?�@CH;H=C;F�FIMM�@IL�;�<OMCH?MM��NBOM��=IGJFC;H=?�CM�PC?Q?>�;M
PCN;F

&H�;>>CNCIH��C@�=ILJIL;N?�I@@C=C;FM�JLIPC>?�@;FM?�IL�GCMF?;>CHA�>;N;��@CH?M�;H>�D;CF�NCG?
;L?�;FMI�JIMMC<F?��[)�!?HHCM�(ITFIQMEC��NB?�@ILG?L� ",�I@�1S=I�&HN?LH;NCIH;F�
;=KOCL?>�BOH>L?>M�I@�=IGJ;HC?M�<?NQ??H������;H>������;H>�=L?;N?>�;
=IHAFIG?L;N?�NB;N�G;>?�?P?LSNBCHA�@LIG�@CL?�MOJJL?MMCIH�MSMN?GM�NI�B?;FNB�=;L?
JLI>O=NM��QCNB�QILF>QC>?�M;F?M�I@�����<CFFCIH�+IQ��QBCF?�M?LPCHA�OJ�NI����S?;LM�CH

�� ��H;NCIH;F�JLI@?MMCIH;F
ILA;HCT;NCIH�I@� -�M�NB;N�M?NM
?NBC=;F�L?KOCL?G?HNM��=IH>O=NM
L?M?;L=B��;H>�B?FJM�M?N�;�BCAB
MN;H>;L>�@IL�NB?�JLI@?MMCIH
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D;CF�@IL�GCMF?;>CHA�CHP?MNILM�;H>�MN?;FCHA�GIH?S�@LIG�1S=I��B?^M�Q;N=BCHA�NB?
<L?;EOJ�I@�;FF�B?�<OCFN\'IBH�(IMNLT?Q;��[�@N?L�NB?�0=;H>;F��;�+?Q�1S=I�\The
Providence Journal��'OFS�����������#��

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

KEY TAKEAWAY

&H>?J?H>?HN�;O>CNCHA�@CLGM�JLIPC>?�=L?>C<CFCNS�NI�@CH;H=C;F�MN;N?G?HNM�<S
?R;GCHCHA�NB?�?PC>?H=?�NB;N�OH>?LFC?M�NB?�CH@ILG;NCIH�JLIPC>?>�;H>�NB?H
L?JILNCHA�IH�NBIM?�@CH>CHAM�,@@C=C;F�IP?LMCABN�I@�NB?�LOF?M�@IL�NBCM�JLI=?MM�CM
CH�NB?�B;H>M�I@�NB?�-O<FC=� IGJ;HS��==IOHNCHA�,P?LMCABN��I;L>��- �,�	�C@
NB?�;O>CN?>�=IGJ;HS�CMMO?M�M?=OLCNC?M�NI�NB?�JO<FC=�;H>�NB?��O>CNCHA
0N;H>;L>M��I;L>���0�	�C@�HIN�1B?�LIF?�I@�NB?�0?=OLCNC?M�;H>�"R=B;HA?
 IGGCMMCIH��0" 	�CM�NI�?HMOL?�NB;N�NBCM�L?JILNCHA�JLI=?MM�CM�QILECHA�;M
CHN?H>?>�<S�NB?�AIP?LHG?HN�1B?�0" �?R;GCH?M�NB?�@CFCHAM�I@�NB?�P;LCIOM
=IGJ;HC?M�;H>�=;H�N;E?�>CM=CJFCH;LC;H�;=NCIH�C@�?CNB?L�NB?�=IGJ;HS�IL�CNM
I@@C=C;FM�@;CF�NI�;=N�;JJLIJLC;N?FS
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6.3 Performing an Audit

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?M=LC<?�NB?�AI;F�I@�;H�;O>CNIL�CH�?R;GCHCHA�;H�;==IOHN�<;F;H=?
� )CMN�;O>CN�N?MNM�NB;N�GCABN�<?�J?L@ILG?>�IH�;H�;==IOHN�L?=?CP;<F?�NIN;F
� 2H>?LMN;H>�NB?�L?;MIH�NB;N�;H�CH>?J?H>?HN�;O>CNIL�IHFS�JLIPC>?M

L?;MIH;<F?�;MMOL;H=?�;H>�HIN�;<MIFON?�;MMOL;H=?

Question: A company is preparing a set of financial statements for the most recent year. It
has hired an independent firm of CPAs to audit those statements and provide a report that
will be attached to them. Perhaps this action is required of the company by the SEC or maybe
by a local bank or other lender What work does an independent auditor perform in
examining a set of financial statements?The audit firm seeks to provide reasonable
assurance to decision makers that these statements are presented fairly and, thus, contain
no material misstatements according to U.S. GAAP. How is the auditor able to gain the
evidence needed to make that assertion?

�HMQ?L���H�CH>?J?H>?HN�;O>CN�CM�;H�?F;<IL;N?�;H>�=IGJFC=;N?>�;=NCPCNS�NB;N�I@N?H
L?KOCL?M�M=IL?M�I@�?RJ?LC?H=?>� -�M�G;HS�GIHNBM�NI�=IGJF?N?���<;MC=
OH>?LMN;H>CHA�I@�NB?�;O>CN�JLI=?MM�CM�<?MN�;=BC?P?>�NBLIOAB�IH?�IL�GIL?�OJJ?L�
F?P?F�=IFF?A?�=IOLM?M�;M�Q?FF�;M�S?;LM�I@�JL;=NC=;F�?RJ?LC?H=?�1BOM��=IP?L;A?�B?L?
GOMN��<S�H?=?MMCNS��<?�L;NB?L�MOJ?L@C=C;F

1B?�HOG<?LM�@IOH>�IH�;�M?N�I@�@CH;H=C;F�MN;N?G?HNM�>I�HIN�;JJ?;L�<S�G;AC=�#IL
?R;GJF?��C@�L?=?CP;<F?M�;L?�>CM=FIM?>�IH�;�<;F;H=?�MB??N�;M������GCFFCIH��;
F?ACNCG;N?�L?;MIH�B;M�NI�?RCMN�@IL�L?JILNCHA�NB;N�J;LNC=OF;L�@CAOL?�&H�JL?J;LCHA
MN;N?G?HNM��=IGJ;HS�;==IOHN;HNM�MBIOF>�>I=OG?HN�BIQ�?;=B�<;F;H=?�Q;M�>?LCP?>
;H>�QBS�CN�CM�=IHMC>?L?>�;JJLIJLC;N?�;==IL>CHA�NI�20�$��-�1B?�MN;N?G?HNM�;L?
NB?�L?JL?M?HN;NCIH�I@�NB?�=IGJ;HS��NBOM��NB?�<OL>?H�I@�JLII@�CM�IH�NB;N
ILA;HCT;NCIH�;H>�CNM�I@@C=C;FM�1B?�CH>?J?H>?HN�;O>CNILM�NB?H�?R;GCH?�NB?�;P;CF;<F?
?PC>?H=?�NI�>?N?LGCH?�QB?NB?L�L?FC;H=?�IH�NB?�L?JILN?>�CH@ILG;NCIH�CM�;>PCM?>
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�M�;�MCGJF?�CFFOMNL;NCIH��;MMOG?�NB;N�;�<OMCH?MM�JL?M?HNM�;�FCMN�I@�IH?�NBIOM;H>
=OMNIG?LM�;H>�=F;CGM�NB;N�NB?�NIN;F�;GIOHN�>O?�@LIG�NB?G�CM������GCFFCIH�1BCM
@CAOL?�CM�L?JILN?>�@IL�[;==IOHNM�L?=?CP;<F?\�OH>?L�NB?�;MM?N�M?=NCIH�I@�NB?
=IGJ;HS^M�S?;L�?H>�<;F;H=?�MB??N�1B?�CH>?J?H>?HN�;O>CN�@CLG�M??EM�NI�;==OGOF;N?
MO@@C=C?HN��=IGJ?N?HN�?PC>?H=?�NI�MO<MN;HNC;N?�NB;N�NBCM�<;F;H=?�CM�HIN�G;N?LC;FFS
GCMMN;N?>�CH�;==IL>;H=?�QCNB�20�$��-

#IL�NB?M?�L?=?CP;<F?M��NB?�;O>CNIL�=IOF>�=;LLS�ION�M?P?L;F�N?MNCHA�JLI=?>OL?M�NI�A;CH
NB?�;MMOL;H=?�H??>?>�0O=B�N?=BHCKO?M�GCABN�CH=FO>?�NB?�@IFFIQCHA�

W�>>�NB?�CH>CPC>O;F�;==IOHN�<;F;H=?M�NI�;M=?LN;CH�NB;N�NB?�NIN;F�L?;FFS�CM
�����GCFFCIH

W"R;GCH?�M;F?M�>I=OG?HNM�@IL�;�M;GJF?�I@�CH>CPC>O;F�=OMNIG?LM�NI
>?N?LGCH?�NB;N�NB?�;GIOHNM�MIF>�;L?�?KO;F�NI�NB?�@CAOL?M�FCMN?>�QCNBCH
NB?�L?=?CP;<F?�#IL�?R;GJF?��C@�NB?�M;F?M�>I=OG?HN�CH>C=;N?M�NB;N�*L��
<IOABN�AII>M�;N�;�JLC=?�I@��������CM�NB;N�M;G?�>IFF;L�;GIOHN�@IOH>�CH
NB?�=IGJ;HS^M�L?=?CP;<F?�<;F;H=?�

W"R;GCH?�=;MB�L?=?CJNM�>I=OG?HNM�@IL�;�M;GJF?�I@�=OMNIG?LM�NI�?HMOL?
NB;N�HI�OHL?=IL>?>�J;SG?HNM�Q?L?�=IFF?=N?>�JLCIL�NI�NB?�?H>�I@�NB?
S?;L�&@�*L���J;C>�=;MB�I@���������IH�!?=?G<?L�����Q;M�NB?
=ILL?MJIH>CHA�L?=?CP;<F?�<;F;H=?�L?>O=?>�<S�NB;N�;GIOHN�JLCIL�NI�NB?
?H>�I@�NB?�S?;L�

W IHN;=N�;�M;GJF?�I@�NB?�=OMNIG?LM�>CL?=NFS�NI�=IH@CLG�NB;N�NB?�<;F;H=?
MBIQH�CM��CH>??>��;JJLIJLC;N?�[*L���� IGJ;HS�L?=IL>M�MBIQ�NB;N�SIO
IQ?��������&M�NB;N�;GIOHN�=ILL?=N�\

1BLIOAB�NB?M?�;H>�INB?L�N?MNCHA�JLI=?>OL?M��NB?�;O>CNIL�BIJ?M�NI�;M=?LN;CH�NB;N
�����GCFFCIH�CM�;�@;CLFS�JL?M?HN?>�;GIOHN�@IL�NBCM�;MM?N�;==IOHN��FF�INB?L�L?JILN?>
<;F;H=?M�;L?�;FMI�?R;GCH?>�>OLCHA�NB?�CH>?J?H>?HN�;O>CN�1B?�KO;HNCNS�;H>�NSJ?�I@
;O>CN�N?MNCHA�P;LC?M�=IHMC>?L;<FS�<;M?>�IH�NB?�H;NOL?�I@�NB?�;==IOHN�)IIECHA�;N
�����GCFFCIH�CH�L?=?CP;<F?M�L?KOCL?M�>C@@?L?HN�MN?JM�NB;H�CHP?MNCA;NCHA�;�<OCF>CHA
<IOABN�@IL�NB;N�M;G?�;GIOHN�+IN�MOLJLCMCHAFS��F;LA?�<;F;H=?M�I@N?H�L?KOCL?
?MJ?=C;FFS�?RN?HMCP?�N?MNCHA�&H�;>>CNCIH��=?LN;CH�;==IOHNM��MO=B�;M�=;MB�IL
CHP?HNILS	�QB?L?�NB?�LCME�I@�GCMMN;N?G?HN�CM�J;LNC=OF;LFS�BCAB�>L;Q�J;LNC=OF;L
;NN?HNCIH�@LIG�NB?�CH>?J?H>?HN�;O>CNILM

&@�NB?�;O>CNIL�?P?HNO;FFS�=IH=FO>?M�NB;N�MO@@C=C?HN�?PC>?H=?�B;M�<??H�I<N;CH?>�NI
L?>O=?�NB?�LCME�I@�;�G;N?LC;F�GCMMN;N?G?HN�CH�NB?�@CH;H=C;F�MN;N?G?HNM�NI�;H
;==?JN;<FS�FIQ�F?P?F��;H�;O>CN�L?JILN�=;H�<?�CMMO?>�QCNB�NB;N�IJCHCIH��MMOGCHA�HI
JLI<F?GM�Q?L?�?H=IOHN?L?>��L?;MIH;<F?�;MMOL;H=?�CM�JLIPC>?>�<S�NB?�CH>?J?H>?HN
;O>CNIL�NI�>?=CMCIH�G;E?LM�NB;N�NB?�MN;N?G?HNM�;L?�JL?M?HN?>�@;CLFS�;H>��NBOM�
=IHN;CH�HI�G;N?LC;F�GCMMN;N?G?HNM�;==IL>CHA�NI�20�$��-
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�M�G?HNCIH?>��NB?�CH>?J?H>?HN�;O>CNIL^M�L?JILN�CM�NB?H�;NN;=B?>�NI�NB?�@CH;H=C;F
MN;N?G?HNM�2JIH�L?;>CHA�NBCM�L?JILN��CHP?MNILM�;H>�=L?>CNILM�MBIOF>�@??F�=IH@C>?HN
L?FSCHA�IH�NB?�CH@ILG;NCIH�JLIPC>?>�<S�NBIM?�MN;N?G?HNM�NI�G;E?�@CH;H=C;F
>?=CMCIHM�;<ION�NB?�ILA;HCT;NCIH

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: One aspect of the audit process seems particularly puzzling. The independent
auditor merely provides reasonable assurance. The risk that a material misstatement is
included in the accompanying financial statements is only reduced to a low level and not to
zero. Why do decision makers who may be risking significant amounts of money not insist on
absolute and complete assurance? Because of the potential for financial loss, decision makers
surely must want every possibility of incorrect reporting to be eliminated by the work of the
independent auditor Is reasonable assurance that no material misstatements are present
truly adequate for decision makers who must rely on a set of financial statements for
information?

�HMQ?L��&H>?J?H>?HN�;O>CNILM�JLIPC>?�L?;MIH;<F?�;MMOL;H=?�<ON�HIN�;<MIFON?
;MMOL;H=?�NB;N�@CH;H=C;F�MN;N?G?HNM�;L?�JL?M?HN?>�@;CLFS�<?=;OM?�NB?S�=IHN;CH�HI
G;N?LC;F�GCMMN;N?G?HNM�;==IL>CHA�NI�20�$��-���HOG<?L�I@�JL;=NC=;F�L?;MIHM�?RCMN
;M�NI�QBS�NB?�;MMOL;H=?�F?P?F�CM�FCGCN?>�CH�NBCM�G;HH?L

#CLMN��G;HS�I@�NB?�@CAOL?M�@IOH>�IH�;HS�M?N�I@�@CH;H=C;F�MN;N?G?HNM�;L?�HI�GIL?�NB;H
?MNCG;NCIHM��O>CNILM�>I�HIN�JIMM?MM�L?FC;<F?�=LSMN;F�<;FFM�NB;N�;FFIQ�NB?G�NI�JL?>C=N
NB?�@ONOL?�1B?�OH=?LN;CHNS�CHB?L?HN�CH�NB?M?�?MNCG;NCIHM�CGG?>C;N?FS�?FCGCH;N?M
NB?�JIMMC<CFCNS�@IL�;<MIFON?�;MMOL;H=?�#IL�?R;GJF?��L?JILNCHA�NB?�;GIOHN�I@�=;MB
NB;N�QCFF�<?�=IFF?=N?>�@LIG�;�F;LA?�ALIOJ�I@�;==IOHNM�L?=?CP;<F?�CM�MCGJFS�;�=;L?@OFFS
=IHMC>?L?>�AO?MM�&N�CM�JL?M?HN?>�;==IL>CHA�NI�20�$��-�<ON�CN�CM�MNCFF�;H�?MNCG;N?

0?=IH>��ILA;HCT;NCIHM�I@N?H�N;E?�J;LN�CH�MI�G;HS�NL;HM;=NCIHM�>OLCHA�;�J?LCI>�NB;N
OH=IP?LCHA�?P?LS�JIN?HNC;F�JLI<F?G�IL�CMMO?�CM�CGJIMMC<F?�2MO;FFS��CH�;H;FSTCHA
GIMN�;==IOHN�<;F;H=?M��NB?�;O>CNIL�IHFS�B;M�NCG?�NI�N?MN�;�M;GJF?�I@�NB?�?HNLC?M�;H>
;>DOMNG?HNM�4CNBION�?R;GCHCHA�?P?LS�CH>CPC>O;F�?P?HN��;<MIFON?�;MMOL;H=?�CM�HIN
JIMMC<F?�*;N?LC;F�GCMMN;N?G?HNM�=;H�;FQ;SM�<?�GCMM?>�C@�F?MM�NB;H�����J?L=?HN�I@
NB?�NL;HM;=NCIHM�;L?�N?MN?>
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1BCL>��;H�CH>?J?H>?HN�;O>CNIL�PCMCNM�;�=IGJ;HS�@IL�;�@?Q�Q??EM�IL�GIHNBM�?;=B
S?;L�NI�=;LLS�ION�N?MNCHA�JLI=?>OL?M� IGJ;HS�I@@C=C;FM�QBI�Q;HN�NI�BC>?�@CH;H=C;F
JLI<F?GM�;L?�MIG?NCG?M�MO==?MM@OF�;N�=IH=?;FG?HN��O>CNILM�=;H�H?P?L�<?
=IGJF?N?FS�=?LN;CH�NB;N�NB?S�B;P?�HIN�<??H�PC=NCGCT?>�<S�;H�?F;<IL;N?�=;GIO@F;A?
M=B?G?�J?LJ?NL;N?>�<S�G;H;A?G?HN�1BOM��NB?S�;L?�HIN�=IG@ILN;<F?�JLIPC>CHA
;<MIFON?�;MMOL;H=?

#IOLNB��CH@ILG?>�>?=CMCIH�G;E?LM�MBIOF>�OH>?LMN;H>�NB;N�CH>?J?H>?HN�;O>CNILM
=;H�IHFS�JLIPC>?�L?;MIH;<F?�;MMOL;H=?�1BLIOAB�;JJLIJLC;N?�N?MNCHA�JLI=?>OL?M�
LCME�I@�;�G;N?LC;F�GCMMN;N?G?HN�CM�L?>O=?>�NI�;H�;==?JN;<FS�FIQ�F?P?F�<ON�HIN
?FCGCH;N?>�?HNCL?FS�&HP?MNILM�;H>�=L?>CNILM�H??>�NI�N;E?�NB;N�FCGCN;NCIH�CHNI
=IHMC>?L;NCIH�QB?H�;MM?MMCHA�NB?�@CH;H=C;F�B?;FNB�;H>�@ONOL?�Q?FF�<?CHA�I@�;H
ILA;HCT;NCIH�JL?M?HN?>�NBLIOAB�;�M?N�I@�@CH;H=C;F�MN;N?G?HNM��FNBIOAB�NB?�LCME�CM
MG;FF��NB?CL�>?=CMCIHM�MBIOF>�@;=NIL�CH�NB?�F?P?F�I@�OH=?LN;CHNS�NB;N�CM�;FQ;SM
JL?M?HN

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

KEY TAKEAWAY

#CH;H=C;F�MN;N?G?HNM�;L?�NB?�JLI>O=N�I@�=IGJ;HS�G;H;A?G?HN��H
CH>?J?H>?HN�;O>CNCHA�@CLG�J?L@ILGM�?RN?HMCP?�N?MNCHA�I@�NB?�<;F;H=?M�;H>
>CM=FIMOL?�L?JILN?>��O>CNILM�M??E�NI�I<N;CH�MO@@C=C?HN�?PC>?H=?�NB;N�NB?
MN;N?G?HNM�;L?�JL?M?HN?>�@;CLFS�<?=;OM?�HI�G;N?LC;F�GCMMN;N?G?HNM�;L?
JL?M?HN�;==IL>CHA�NI�20�$��-�4B?H�NB?�LCME�I@�;�G;N?LC;F�GCMMN;N?G?HN
B;M�<??H�L?>O=?>�NI�;H�;==?JN;<FS�FIQ�F?P?F��L?;MIH;<F?�;MMOL;H=?�=;H�<?
JLIPC>?>�1BOM��>?=CMCIH�G;E?LM�=;H�@??F�M;@?�OMCHA�NB?�CH@ILG;NCIH
�<MIFON?�;MMOL;H=?�CM�HIN�BOG;HFS�JIMMC<F?�<?=;OM?�;FF�MN;N?G?HNM�=IHN;CH
G;HS�?MNCG;NCIHM�;H>�NB?�;O>CNILM�>I�HIN�B;P?�NCG?��IL�NB?�H??>	�NI
?R;GCH?�?P?LS�NL;HM;=NCIH�*;H;A?G?HN�=;H��CH�MIG?�=;M?M��;FMI�=IH=?;F
JLI<F?GM�@LIG�NB?�;O>CNILM�1BOM��>?=CMCIH�G;E?LM�H??>�NI�OH>?LMN;H>�NB;N
IHFS�L?;MIH;<F?�;MMOL;H=?�I@�HI�G;N?LC;F�GCMMN;N?G?HNM�CM�JIMMC<F?�QB?H
?R;GCHCHA�;�M?N�I@�@CH;H=C;F�MN;N?G?HNM
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6.4 The Need for Internal Control

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?@CH?�[CHN?LH;F�=IHNLIF\
� "RJF;CH�;�=IGJ;HS^M�H??>�@IL�CHN?LH;F�=IHNLIF�JIFC=C?M�;H>�JLI=?>OL?M
� !?M=LC<?�NB?�?@@?=N�NB;N�;�=IGJ;HS^M�CHN?LH;F�=IHNLIF�B;M�IH�NB?�QILE�I@

NB?�CH>?J?H>?HN�;O>CNIL

Question: In the previous discussions, the role of the independent auditor is described as
adding credibility to financial statements. The reported figures, though, are still the
responsibility of management How do a company and its officials make certain that the
information displayed in a set of financial statements is fairly presented?

Companies like Barnes & Noble and RadioShack participate in millions of transactions in
geographically distant store locations as well as internationally through their Web sites.
Working with that amount of data, gathered from around the world, can be a daunting
technological challenge. Some organizations are able to accumulate massive quantities of
information with fewÑif anyÑproblems; others seem to be overwhelmed by the task. The
reliability of the numbers gathered for reporting purposes impacts the amount and type of
testing that the independent auditor considers necessary. How do companies make certain
that their own information is free of material misstatements?

�HMQ?L��1B?�BOG;H�<I>S�CM�G;>?�OJ�I@�HOG?LIOM�MSMN?GM�NB;N�J?L@ILG�MJ?=C@C=
N;MEM��MO=B�;M�NB?�<L?;NBCHA�I@�;CL��NB?�=CL=OF;NCIH�I@�<FII>��;H>�NB?�>CA?MNCIH�I@
@II>�,LA;HCT;NCIHM�IJ?L;N?�CH�GO=B�NB?�M;G?�G;HH?L�0SMN?GM�;L?�>?MCAH?>�;H>
M?N�CH�JF;=?�<S�G;H;A?G?HN�NI�=;LLS�ION�?MM?HNC;F�@OH=NCIHM��MO=B�;M�J;SCHA
?GJFIS??M��=IFF?=NCHA�=;MB�@LIG�=OMNIG?LM��G;H;ACHA�CHP?HNILS�F?P?FM��;H>
GIHCNILCHA�L?=?CP;<F?�<;F;H=?M�4CNBCH�?;=B�MSMN?G��CH>CPC>O;FM�;L?�=B;LA?>�QCNB
J?L@ILGCHA�MJ?=C@C=�N;MEM��I@N?H�CH�;�JL?IL>;CH?>�M?KO?H=?�#IL�?R;GJF?��;�=;MB
J;SG?HN�L?=?CP?>�CH�NB?�G;CF�@LIG�;�=OMNIG?L�MBIOF>�<?�B;H>F?>�CH�;�M?N�Q;S�?P?LS
NCG?�NB;N�CN�I==OLM�NI�?HMOL?�NB;N�CN�CM�JLIJ?LFS�L?=IL>?>�;H>�JLIN?=N?>�@LIG�NB?@N

 B;JN?L���4BS�0BIOF>�!?=CMCIH�*;E?LM�1LOMN�#CH;H=C;F�0N;N?G?HNM�

���



1I�<?�?@@C=C?HN�;H>�?@@?=NCP?��NB?M?�MSMN?GM�GOMN�<?�=;L?@OFFS�>?MCAH?>�;H>
G;CHN;CH?>�1B?S�H??>�NI�E??J�=IGJ;HS�;MM?NM�M?=OL?�;N�;�GCHCGOG�=IMN�&H
;>>CNCIH��;JJLIJLC;N?�L?=IL>�E??JCHA�CM�;�L?KOCL?>�;MJ?=N�I@�PCLNO;FFS�?P?LS�MSMN?G
1BOM��?GJFIS??M�;L?�JLIJ?LFS�J;C>�QB?H�NB?CL�M;F;LS�=IG?M�>O?��<ON�;FMI�;>?KO;N?
>I=OG?HN;NCIH�CM�G;CHN;CH?>�I@�NB?�;GIOHNM�>CMNLC<ON?>�1B?�?HNCL?�@OH=NCIH�CM
J?L@ILG?>�;==IL>CHA�NI�=IGJ;HS�AOC>?FCH?M�;H>�;�L?=IL>�CM�G;CHN;CH?>

4?FF�>?MCAH?>�MSMN?GM�A?H?L;N?�CH@ILG;NCIH�NB;N�JIM?M�;�L?>O=?>�NBL?;N�I@�G;N?LC;F
GCMMN;N?G?HNM�%IQ?P?L��MCGJFS�B;PCHA�MSMN?GM�CH�JF;=?Z?P?H�C@�NB?S�;L?�JLIJ?LFS
?HACH??L?>�;H>�=IHMNLO=N?>ZCM�HIN�MO@@C=C?HN�NI�AO;L;HN??�<INB�NB?�?@@?=NCP?H?MM�I@
NB?�L?KOCL?>�;=NCIHM�;H>�NB?�L?FC;<CFCNS�I@�NB?�=IFF?=N?>�>;N;�1BOM��?RNL;�JLI=?>OL?M
;L?�<OCFN�CHNI�?P?LS�MSMN?G�<S�G;H;A?G?HN�NI�B?FJ�?HMOL?�NB;N�?P?LS�IJ?L;NCIH�CM
J?L@ILG?>�;M�CHN?H>?>�;H>�NB?�L?MOFNCHA�@CH;H=C;F�>;N;�;L?�L?FC;<F?��FF�NB?
L?>OH>;H=C?M�;>>?>�NI�;�MSMN?G�NI�G;E?�=?LN;CH�NB;N�CN�@OH=NCIHM�JLIJ?LFS�;L?
EHIQH�=IFF?=NCP?FS�;Minternal control �� �#IL�?R;GJF?��;�LOF?�L?KOCLCHA�NQI
>?MCAH;N?>�?GJFIS??M�NI�MCAH�;HS�=B?=E�@IL�IP?L���������IL�MIG?�INB?L
JL?>?N?LGCH?>�;GIOHN	�CM�J;LN�I@�;�=IGJ;HS^M�CHN?LH;F�=IHNLIF�1B?L?�CM�HI
CHB?L?HN�H?=?MMCNS�@IL�B;PCHA�;�M?=IH>�MCAH;NOL?��CN�CM�;H�;>>?>�M;@?AO;L>�CH=FO>?>
MIF?FS�NI�GCHCGCT?�NB?�=B;H=?�I@�NB?@N�IL�?LLIL��FF�;=NCIHM�FCE?�NBCM�=IGJLCM?�;
=IGJ;HS^M�CHN?LH;F�=IHNLIF

&HN?LH;F�=IHNLIF�JIFC=C?M�;H>�JLI=?>OL?M�=;H�<?�@IOH>�NBLIOABION�NB?�P;LCIOM
MSMN?GM�I@�?P?LS�=IGJ;HS

W,H?�J?LMIH�=IOHNM�=;MB�;H>�;�M?=IH>�P?LC@C?M�NB?�@CAOL?
W,H?�J?LMIH�L?KO?MNM�NB?�JOL=B;M?�I@�;H�;MM?N�;H>�;�M?=IH>�;ONBILCT?M

NB?�L?KO?MN

&HN?LH;F�=IHNLIF�CM�G;>?�OJ�I@�;FF�NB?�JLI=?>OL?M�NB;N�;L?�J?L@ILG?>�JOL?FS�NI�B?FJ
G;E?�=?LN;CH�NB;N�?;=B�MSMN?G�IJ?L;N?M�;M�CHN?H>?>�0SMN?GM�=;HHIN�<?�=IHMC>?L?>
Q?FF�>?MCAH?>�QCNBION�NB?�CH=FOMCIH�I@�;>?KO;N?�CHN?LH;F�=IHNLIF�*;H;A?G?HN�CM
L?MJIHMC<F?�@IL�NB?�>?P?FIJG?HN�I@�?@@?=NCP?�MSMN?GM�<ON�;FMI�@IL�;FF�NB?�CHN?LH;F
=IHNLIF�LOF?M�;H>�L?KOCL?G?HNM�NI�?HMOL?�NB;N�NB?M?�MSMN?GM�;==IGJFCMB�NB?CL
MN;N?>�I<D?=NCP?M

Question: If a company creates and then maintains good operating systems with appropriate
internal control, the financial information that is produced is less likely to contain material
misstatements In performing an audit, is the work of the independent CPA affected by the
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companyÕs internal control?Does the quality of internal control policies and procedures
impact the amount and type of audit testing?

�HMQ?L���M�;�JL?FCGCH;LS�MN?J�CH�;H�;O>CN�?R;GCH;NCIH��NB?� -��A;CHM�;H
OH>?LMN;H>CHA�I@�NB?�CHN?LH;F�=IHNLIF�JLI=?>OL?M�CH=FO>?>�QCNBCH�?;=B�I@�NB?M?
MSMN?GM�NB;N�L?F;N?�NI�L?JILN?>�@CH;H=C;F�;==IOHNM�;H>�<;F;H=?M0IG?�CHN?LH;F
=IHNLIFM�B;P?�HINBCHA�NI�>I�QCNB�;�=IGJ;HS^M�@CH;H=C;F�MN;N?G?HN�;==IOHNM�;H>�;L?
HIN�I@�CGJILN;H=?�NI�NB?�QILE�I@�NB?�CH>?J?H>?HN�;O>CNIL�#IL�?R;GJF?��;�=IGJ;HS
GCABN�?MN;<FCMB�;�L?PC?Q�JLI=?>OL?�NI�?HMOL?�NB;N�IHFS�>?M?LPCHA�?GJFIS??M�L?=?CP?
JLIGINCIHM�1BCM�AOC>?FCH?�CM�;H�CGJILN;HN�CHN?LH;F�=IHNLIF�@IL�NB?�IJ?L;NCHA
?@@?=NCP?H?MM�I@�NB?�=IGJ;HS�%IQ?P?L��CN�>I?M�HIN�L?F;N?�NI�;�L?JILN?>�;==IOHN
<;F;H=?�;H>�CM�HIN�?P;FO;N?>�<S�NB?�CH>?J?H>?HN�;O>CNIL1B?�;O>CNIL�NB?H�G;E?M
;H�?P;FO;NCIH�I@�NB?�?@@?=NCP?H?MM�I@�NBIM?�JIFC=C?M�;H>�JLI=?>OL?M�&H�=;M?M�QB?L?
CHN?LH;F�=IHNLIF�CM�<INB�Q?FF�>?MCAH?>�;H>�;JJ?;LM�NI�<?�@OH=NCIHCHA�;M�CHN?H>?>��;
L?>O=NCIH�CM�JIMMC<F?�CH�NB?�;GIOHN�I@�;O>CN�N?MNCHA�NB;N�CM�H??>?>�1B?�FCE?FCBII>�I@
;�G;N?LC;F�GCMMN;N?G?HN�CM�L?>O=?>�<S�NB?�=IGJ;HS^M�IQH�CHN?LH;F�=IHNLIF

1I�CFFOMNL;N?��;MMOG?�NB;N�;�=IGJ;HS�=F;CGM�NI�BIF>�;==IOHNM�L?=?CP;<F?�NIN;FCHA
�����GCFFCIH�1B?�;O>CNIL�JF;HM�NI�=IH@CLG�IH?�BOH>L?>�I@�NB?�CH>CPC>O;F�<;F;H=?M
>CL?=NFS�QCNB�NB?�=OMNIG?LM�NI�MO<MN;HNC;N?�NB?�M?J;L;N?�;GIOHNM�FCMN?>�CH�NB?
;==IOHNCHA�L?=IL>M���F?NN?L�QCFF�<?�QLCNN?H�NI�?;=B�I@�NB?M?�CH>CPC>O;FM�;MECHA�NB?G
QB?NB?L�NB?�MJ?=C@C?>�<;F;H=?�CM�=ILL?=N���MN;GJ?>�L?NOLH�?HP?FIJ?�QCFF�<?
CH=FO>?>

�FNBIOAB�?@@?=NCP?��NBCM�=IH@CLG;NCIH�JLI=?MM�CM�MFIQ�;H>�?RJ?HMCP?�!OLCHA�NB?
S?;L��NB?�L?JILNCHA�=IGJ;HS�;JJFC?>�M?P?L;F�CHN?LH;F�=IHNLIF�JLI=?>OL?M�QCNBCH
NBIM?�MSMN?GM�NB;N�G;CHN;CH�NB?�L?=?CP;<F?M�<;F;H=?M�1B?M?�=IHNLIFM�;L?�?P;FO;N?>
<S�NB?�CH>?J?H>?HN� -��;H>�DO>A?>�NI�<?�?R=?FF?HN��M�;�L?MOFN��NB?�;O>CNIL�GCABN
IJN�NI�=IH@CLG�IHFS�NBCLNS�IL�@ILNS�CH>CPC>O;F�;==IOHNM�L;NB?L�NB;H�NB?�IH?�BOH>L?>
NB;N�B;>�ILCACH;FFS�<??H�>?N?LGCH?>��?=;OM?�I@�NB?�KO;FCNS�I@�CHN?LH;F�=IHNLIF�CH
NB?�L?=?CP;<F?�;L?;��NB?�LCME�I@�;�G;N?LC;F�GCMMN;N?G?HN�CM�;FL?;>S�FIQ�)?MM�;O>CN
N?MNCHA�CM�H?=?MM;LS

1BOM��;N�NB?�<?ACHHCHA�I@�;H�CH>?J?H>?HN�;O>CN��NB?�>?MCAH�I@�NB?�L?JILNCHA
=IGJ;HS^M�CHN?LH;F�=IHNLIF�;H>�NB?�?@@?=NCP?H?MM�I@�CNM�JLI=?>OL?M�;L?�;MM?MM?>
,HFS�NB?H�>I?M�NB?�;O>CNIL�MN;LN�NI�M??E�MO@@C=C?HN�?PC>?H=?�NI�MO<MN;HNC;N?�NB;N
?;=B�;==IOHN�<;F;H=?�CM�JL?M?HN?>�@;CLFS�<?=;OM?�HI�G;N?LC;F�GCMMN;N?G?HNM�;L?
CH=FO>?>�;==IL>CHA�NI�20�$��-
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KEY TAKEAWAY
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JOL=B;M?M�1B?M?�MSMN?GM�H??>�NI�<?�Q?FF�>?MCAH?>�;H>�IJ?L;NCHA�;M
CHN?H>?>�NI�L?>O=?�NB?�=B;H=?�I@�G;N?LC;F�GCMMN;N?G?HNM��>>CNCIH;F
JIFC=C?M�;H>�JLI=?>OL?M�;L?�CH=FO>?>�;N�CGJILN;HN�DOH=NOL?M�CH�NB?
=IHMNLO=NCIH�I@�NB?M?�MSMN?GM�NI�?HMOL?�NB;N�NB?S�@OH=NCIH�;JJLIJLC;N?FS��FF
MO=B�M;@?AO;L>M�G;E?�OJ�NB?�=IGJ;HS^M�CHN?LH;F�=IHNLIF�MSMN?G�1B?
CH>?J?H>?HN�;O>CNIL�?P;FO;N?M�NB?�KO;FCNS�I@�NB?�CHN?LH;F�=IHNLIF�@IOH>�CH
NB?�P;LCIOM�MSMN?GM�&@�NB?�LCME�I@�G;N?LC;F�GCMMN;N?G?HN�B;M�<??H�L?>O=?>
;M�;�L?MOFN�I@�NB?�CHN?LH;F�=IHNLIF�CH�;�J;LNC=OF;L�MSMN?G��F?MM�;O>CN�N?MNCHA�CM
L?KOCL?>
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6.5 The Purpose and Content of an Independent AuditorÕs Report

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?M=LC<?�NB?�JOLJIM?�I@�NB?�CH>?J?H>?HN�;O>CNIL^M�L?JILN
� &>?HNC@S�NB?�CHN?H>?>�<?H?@C=C;LC?M�I@�;H�CH>?J?H>?HN�;O>CNIL^M�L?JILN
� !CM=OMM�NB?�=IHN?HNM�I@�NB?�CHNLI>O=NILS��M=IJ?��;H>�IJCHCIH�J;L;AL;JBM

CH�;H�CH>?J?H>?HN�;O>CNIL^M�L?JILN
� )CMN�JLI<F?GM�NB;N�GCABN�CGJ;=N�NB?�=IHN?HNM�I@�;H�CH>?J?H>?HN

;O>CNIL^M�L?JILN
� &H>C=;N?�NB?�G?NBI>�OM?>�<S�>?=CMCIH�G;E?LM�NI�>?N?LGCH?�QB?NB?L�;H

CH>?J?H>?HN�;O>CNIL�B;M�<??H�OH;<F?�NI�CMMO?�;H�OHKO;FC@C?>�IJCHCIH

Question: At the conclusion of an audit, a report is issued that will be attached to the
financial statements for all to read. Much of this report is boilerplate: the words are virtually
identical from one company to the next What information is conveyed by an independent
auditor and what should a reader look for when studying an audit report?

�HMQ?L��1B?audit report �� ;==IGJ;HSCHA�NB?������;H>������@CH;H=C;F�MN;N?G?HNM
@IL�NB?�-LI=N?L���$;G<F?� IGJ;HS�CM�@IOH>�<?FIQ

1I�NB?��I;L>�I@�!CL?=NILM�;H>�0B;L?BIF>?LM�I@�NB?�-LI=N?L���$;G<F?� IGJ;HS

4?�B;P?�;O>CN?>�NB?�;==IGJ;HSCHA� IHMIFC>;N?>��;F;H=?�0B??NM�I@�1B?�-LI=N?L��
$;G<F?� IGJ;HS�;H>�MO<MC>C;LC?M��NB?�[ IGJ;HS\	�;M�I@�'OH?����������;H>������
;H>�NB?�L?F;N?>� IHMIFC>;N?>�0N;N?G?HNM�I@�";LHCHAM��0B;L?BIF>?LM^�"KOCNS��;H>
 ;MB�#FIQM�@IL�?;=B�I@�NB?�NBL??�S?;LM�CH�NB?�J?LCI>�?H>?>�'OH?����������1B?M?
@CH;H=C;F�MN;N?G?HNM�;L?�NB?�L?MJIHMC<CFCNS�I@�NB?� IGJ;HS^M�G;H;A?G?HN�,OL
L?MJIHMC<CFCNS�CM�NI�?RJL?MM�;H�IJCHCIH�IH�NB?M?�@CH;H=C;F�MN;N?G?HNM�<;M?>�IH�IOL
;O>CNM

4?�=IH>O=N?>�IOL�;O>CNM�CH�NB?�;==IL>;H=?�QCNB�NB?�MN;H>;L>M�I@�NB?�-O<FC=
 IGJ;HS��==IOHNCHA�,P?LMCABN��I;L>��2HCN?>�0N;N?M	�1BIM?�MN;H>;L>M�L?KOCL?�NB;N

�� #ILG;F�QLCNN?H�IJCHCIH�CMMO?>
<S�;H�CH>?J?H>?HN�;O>CNIL�NI
=IGGOHC=;N?�@CH>CHAM�;N�NB?
=IH=FOMCIH�I@�;H�;O>CN�;M�NI
QB?NB?L�;�MJ?=C@C=�M?N�I@
@CH;H=C;F�MN;N?G?HNM�=IHN;CH
;HS�G;N?LC;F�GCMMN;N?G?HNM
;==IL>CHA�NI�20�$��-��C@�HIN�
NB?�MN;N?G?HNM�;L?�PC?Q?>�;M
@;CLFS�JL?M?HN?>
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Q?�JF;H�;H>�J?L@ILG�NB?�;O>CN�NI�I<N;CH�L?;MIH;<F?�;MMOL;H=?�;<ION�QB?NB?L�NB?
@CH;H=C;F�MN;N?G?HNM�;L?�@L??�I@�G;N?LC;F�GCMMN;N?G?HNM��H�;O>CN�CH=FO>?M
?R;GCHCHA��IH�;�N?MN�<;MCM��?PC>?H=?�MOJJILNCHA�NB?�;GIOHNM�;H>�>CM=FIMOL?M�CH�NB?
@CH;H=C;F�MN;N?G?HNM��H�;O>CN�;FMI�CH=FO>?M�;MM?MMCHA�NB?�;==IOHNCHA�JLCH=CJF?M
OM?>�;H>�MCAHC@C=;HN�?MNCG;N?M�G;>?�<S�G;H;A?G?HN��;M�Q?FF�;M�?P;FO;NCHA�NB?
IP?L;FF�@CH;H=C;F�MN;N?G?HN�JL?M?HN;NCIH�4?�<?FC?P?�NB;N�IOL�;O>CNM�JLIPC>?�;
L?;MIH;<F?�<;MCM�@IL�IOL�IJCHCIH

&H�IOL�IJCHCIH��MO=B� IHMIFC>;N?>�#CH;H=C;F�0N;N?G?HNM�JL?M?HN�@;CLFS��CH�;FF
G;N?LC;F�L?MJ?=NM��NB?�@CH;H=C;F�JIMCNCIH�I@�NB?� IGJ;HS�;N�'OH?����������;H>������
;H>�NB?�L?MOFNM�I@�CNM�IJ?L;NCIHM�;H>�=;MB�@FIQM�@IL�?;=B�I@�NB?�NBL??�S?;LM�CH�NB?
J?LCI>�?H>?>�'OH?�����������CH�=IH@ILGCNS�QCNB�;==IOHNCHA�JLCH=CJF?M�A?H?L;FFS
;==?JN?>�CH�NB?�2HCN?>�0N;N?M�I@��G?LC=;

�M�>CM=OMM?>�CH�+IN?���NI�NB?� IHMIFC>;N?>�#CH;H=C;F�0N;N?G?HNM��NB?� IGJ;HS
;>IJN?>�NB?�JLIPCMCIHM�I@�#�0��&HN?LJL?N;NCIH�+I�����[�==IOHNCHA�@IL�2H=?LN;CHNS
CH�&H=IG?�1;R?MZ;H�CHN?LJL?N;NCIH�I@�#�0��0N;N?G?HN�+I�����\�?@@?=NCP?�'OFS���
������FMI��;M�>CM=OMM?>�CH�+IN?���NI�NB?� IHMIFC>;N?>�#CH;H=C;F�0N;N?G?HNM��NB?
 IGJ;HS�;>IJN?>�NB?�JLIPCMCIHM�I@�0#�0�+I������["GJFIS?LM^��==IOHNCHA�@IL
!?@CH?>��?H?@CN�-?HMCIH�;H>�,NB?L�-IMNL?NCL?G?HN�-F;HM��;H�;G?H>G?HN�I@�#�0�
0N;N?G?HNM�+I��������������;H>������/	�\�?@@?=NCP?�'OH?���������

4?�B;P?�;FMI�;O>CN?>��CH�;==IL>;H=?�QCNB�NB?�MN;H>;L>M�I@�NB?�-O<FC=� IGJ;HS
�==IOHNCHA�,P?LMCABN��I;L>��2HCN?>�0N;N?M	��NB?� IGJ;HS^M�CHN?LH;F�=IHNLIF�IP?L
@CH;H=C;F�L?JILNCHA�;M�I@�'OH?�����������<;M?>�IH�NB?�=LCN?LC;�?MN;<FCMB?>�CHInternal
ControlÑIntegrated FrameworkCMMO?>�<S�NB?� IGGCNN??�I@�0JIHMILCHA�,LA;HCT;NCIHM
I@�NB?�1L?;>Q;S� IGGCMMCIH�;H>�IOL�L?JILN�>;N?>��OAOMN����������?RJL?MM?>�;H
OHKO;FC@C?>�IJCHCIH�IH�NB?� IGJ;HS^M�CHN?LH;F�=IHNLIF�IP?L�@CH;H=C;F�L?JILNCHA

!?FICNN?���1IO=B?�))-

 CH=CHH;NC��,BCI

�OAOMN���������

1I�OH>?LMN;H>�NB?�LIF?�I@�NB?�CH>?J?H>?HN�;O>CN�QCNBCH�NB?�@CH;H=C;F�L?JILNCHA
JLI=?MM��;�=IHMC>?L;<F?�;GIOHN�I@�CH@ILG;NCIH�MBIOF>�<?�HIN?>�CH�NB?�L?JILN�@IOH>
;<IP?
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� 1B?�L?JILN�CM�;>>L?MM?>�NI�NB?�<I;L>�I@�>CL?=NILM��?F?=N?>�<S�NB?
MB;L?BIF>?LM	�;H>�NB?�MB;L?BIF>?LM��H�;O>CN�CM�HIN�J?L@ILG?>�@IL�NB?
>CL?=N�<?H?@CN�I@�NB?�L?JILNCHA�=IGJ;HS�IL�CNM�G;H;A?G?HN�<ON�L;NB?L
@IL�;HS�J?LMIH�IL�ALIOJ�MNO>SCHA�NB?�@CH;H=C;F�MN;N?G?HNM�@IL�>?=CMCIH�
G;ECHA�JOLJIM?M�1B?�M;FON;NCIH�MNL?MM?M�NB;N�NBIM?�?RN?LH;F�OM?LM
�L;NB?L�NB;H�NB?�=IGJ;HS�CNM?F@	�;L?�NB?�JLCG;LS�<?H?@C=C;LC?M�I@�NB?
QILE�=;LLC?>�ION�<S�NB?�CH>?J?H>?HN�;O>CNIL

&HN?L?MNCHAFS��CH>?J?H>?HN�;O>CNILM�;L?�J;C>�<S�NB?�L?JILNCHA
=IGJ;HS�1B?�=IH=?LH�CM�L;CM?>�J?LCI>C=;FFS�;M�NI�QB?NB?L�;H�;O>CNIL
=;H�L?G;CH�JLIJ?LFS�CH>?J?H>?HN�I@�NB?�ILA;HCT;NCIH�NB;N�CM�JLIPC>CHA
J;SG?HN�@IL�NB?�M?LPC=?M�L?H>?L?>�%IQ?P?L��;O>CN�?R;GCH;NCIHM�;L?
KOCN?�?RJ?HMCP?�;H>�HI�<?NN?L�G?NBI>�I@�L?GOH?L;NCIH�B;M�S?N�<??H
>?PCM?>

� 1I�;PIC>�;HS�JIN?HNC;F�GCMOH>?LMN;H>CHA��NB?�@CLMN��CHNLI>O=NILS	
J;L;AL;JB�C>?HNC@C?M�NB?�MJ?=C@C=�@CH;H=C;F�MN;N?G?HNM�NI�QBC=B�NB?
L?JILN�L?F;N?M�&H�;>>CNCIH��<INB�NB?�L?MJIHMC<CFCNS�I@�NB?�G;H;A?G?HN
@IL�NBIM?�@CH;H=C;F�MN;N?G?HNM�;H>�NB?�L?MJIHMC<CFCNS�I@�NB?
CH>?J?H>?HN�;O>CNIL�@IL�JLIPC>CHA�;H�IJCHCIH�IH�NBIM?�MN;N?G?HNM�;L?
=F?;LFS�>?FCH?;N?>�1B?�MN;N?G?HNM�;L?�?R;GCH?>�<S�NB?�;O>CNIL�1B?
MN;N?G?HNM�;L?�HIN�=L?;N?>�<S�NB?�;O>CNIL��NB;N�CM�;�DI<�@IL
G;H;A?G?HN

� 1B?�M?=IH>��M=IJ?	�J;L;AL;JB�JLIPC>?M�=IHMC>?L;<F?�CH@ILG;NCIH�;<ION
NB?�;O>CN�QILE�,H?�E?S�M?HN?H=?�CM�NB?�M?=IH>�&N�?RJF;CHM�NB?�JOLJIM?
I@�NB?�;O>CN�<S�L?@?LLCHA�NI�NB?�MN;H>;L>M�=L?;N?>�<S�NB?�- �,���[1BIM?
MN;H>;L>M�L?KOCL?�NB;N�Q?�JF;H�;H>�J?L@ILG�NB?�;O>CN�NI�I<N;CH
L?;MIH;<F?�;MMOL;H=?�;<ION�QB?NB?L�NB?�@CH;H=C;F�MN;N?G?HNM�;L?�@L??
I@�G;N?LC;F�GCMMN;N?G?HNM\�1BCM�M?HN?H=?�=F?;LFS�M?NM�ION�NB?�JOLJIM?
I@�;H�;O>CN�?HA;A?G?HN�;H>�NB?�F?P?F�I@�;MMOL;H=?�ACP?H�<S�NB?�;O>CNIL
+I�L?;>?L�MBIOF>�?RJ?=N�;<MIFON?�;MMOL;H=?

1B?�L?G;CH>?L�I@�NB?�M?=IH>�J;L;AL;JB�>?M=LC<?M�CH�A?H?L;F�N?LGM�NB?
MN?JM�N;E?H�<S�NB?�;O>CNIL�

� "R;GCH?�?PC>?H=?�IH�;�N?MN�<;MCM�NI�MOJJILN�L?JILN?>�;GIOHNM
� �MM?MM�NB?�;==IOHNCHA�JLCH=CJF?M�NB;N�Q?L?�;JJFC?>
� �MM?MM�MCAHC@C=;HN�?MNCG;NCIHM�OM?>�CH�=L?;NCHA�NB?�MN;N?G?HNM
� "P;FO;N?�IP?L;FF�JL?M?HN;NCIH

� 1B?�NBCL>��IJCHCIH	�J;L;AL;JB�JLIPC>?M�NB?�;O>CNIL^M�IJCHCIH�I@�NB?
@CH;H=C;F�MN;N?G?HNM�&H�NBCM�CFFOMNL;NCIH��;Hunqualified opinion �� CM
<?CHA�CMMO?>�G?;HCHA�NB;N�HI�JLI<F?GM�QILNBS�I@�HIN?�Q?L?
>CM=IP?L?>�1B?�;O>CNIL�JLIPC>?M�NB?�L?;>?L�QCNB�L?;MIH;<F?�;MMOL;H=?�
[&H�IOL�IJCHCIH��MO=B�=IHMIFC>;N?>�@CH;H=C;F�MN;N?G?HNM�JL?M?HN�@;CLFS�
CH�;FF�G;N?LC;F�L?MJ?=NMXCH�=IH@ILGCNS�QCNB�;==IOHNCHA�JLCH=CJF?M

�� �H�;O>CN�IJCHCIH�CH@ILGCHA�NB?
L?;>?L�NB;N�;NN;=B?>�@CH;H=C;F
MN;N?G?HNM�;L?�JL?M?HN?>
@;CLFS��CH�;FF�G;N?LC;F�L?MJ?=NM�
CH�;==IL>;H=?�QCNB�20�$��-�
NBOM��NB?�;O>CNIL�CM�JLIPC>CHA
L?;MIH;<F?�;MMOL;H=?�NB;N�NB?
MN;N?G?HNM�=IHN;CH�HI�G;N?LC;F
GCMMN;N?G?HNM�;==IL>CHA�NI
20�$��-�;H>�=;H�<?�L?FC?>�IH
<S�NB?�L?;>?L�CH�G;ECHA
@CH;H=C;F�>?=CMCIHM
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M?HN?H=?��NB?�CH>?J?H>?HN�;O>CNIL�CM�;>>CHA�=L?>C<CFCNS�NI�NB?�@CH;H=C;F
MN;N?G?HNM�1B?�;O>CNIL�<?FC?P?M�L?;>?LM�=;H�L?FS�IH�NB?M?�MN;N?G?HNM
CH�G;ECHA�NB?CL�@CH;H=C;F�>?=CMCIHM

� 1B?�@IOLNB��?RJF;H;NILS	�J;L;AL;JB�CM�CH=FO>?>�QB?H?P?L�NB?�;O>CNIL
Q;HNM�NI�>L;Q�NB?�L?;>?L^M�;NN?HNCIH�NI�MIG?�;MJ?=N�I@�NB?�@CH;H=C;F
MN;N?G?HNM�1B?�JL?M?H=?�I@�NBCM�J;L;AL;JB�>I?M�HIN�G?;H�NB;N�NB?
CH@ILG;NCIH�CM�OHL?FC;<F?��IHFS�NB;N�NB?�;O>CNIL�@??FM�MIG?�;>>CNCIH;F
?RJF;H;NCIH�CM�Q;LL;HN?>�&H�NBCM�=;M?��NB?�G?NBI>�<S�QBC=B�=?LN;CH
;==IOHNCHA�?P?HNM�;H>�NL;HM;=NCIHM�Q?L?�B;H>F?>�B;M�<??H�=B;HA?>
<?=;OM?�I@�NB?�=L?;NCIH�I@�H?Q�;==IOHNCHA�LOF?M��#�0��&HN?LJL?N;NCIH
+I����;H>�#�0��0#�0�+I����	�*;N?LC;F�GCMMN;N?G?HNM�;L?�HIN
JL?M?HN��NB?�;O>CNIL�MCGJFS�Q;HNM�NI�?GJB;MCT?�NB;N�=B;HA?M�B;P?
N;E?H�JF;=?�<?=;OM?�20�$��-�B;M�<??H�I@@C=C;FFS�GI>C@C?>

� 1B?�@C@NB��=IHNLIF	�J;L;AL;JB�JLIPC>?M�;H�;>>CNCIH;F�IJCHCIH��NBCM�NCG?
CH�=IHH?=NCIH�QCNB�NB?�=IGJ;HS^M�CHN?LH;F�=IHNLIF�0O=B�;H�;MM?MMG?HN
CM�HIQ�L?KOCL?>�QB?H�;H�;O>CN�CM�J?L@ILG?>�IH�;�=IGJ;HS�NB;N�CM
MO<D?=N�NI�NB?�LOF?M�I@�NB?�- �,��+IN�IHFS�CM�NB?�;O>CNIL�;MM?LNCHA�NB;N
NB?�@CH;H=C;F�MN;N?G?HNM�;L?�JL?M?HN?>�@;CLFS�CH�=IH@ILGCNS�QCNB�20
$��-��J;L;AL;JB��	�<ON�;FMI�ACP?M�;H�OHKO;FC@C?>�IJCHCIH�IH�NB?
=IGJ;HS^M�CHN?LH;F�=IHNLIF�IP?L�@CH;H=C;F�L?JILNCHA�1BCM�;>>CNCIH;F
;MMOL;H=?�JLIPC>?M�NB?�L?;>?L�QCNB�;HINB?L�L?;MIH�NI�JF;=?�L?FC;H=?�IH
NB?�;==IGJ;HSCHA�@CH;H=C;F�MN;N?G?HNM

Question: The audit report presented here for Procter & Gamble is an unqualified opinion.
The independent auditor is providing reasonable assurance to decision makers that the
companyÕs financial statements are presented fairly, in all material respects, in conformity
with U.S. GAAP What can cause an independent auditor to issue an audit report with less
than an unqualified opinion and how is that report physically different?

�HMQ?L���H�CH>?J?H>?HN�;O>CNIL�L?H>?LM�;H�IJCHCIH�NB;N�CM�HIN�OHKO;FC@C?>�CH�NQI
A?H?L;F�MCNO;NCIHM�

W1B?�;O>CNIL�Q;M�HIN�;<F?�NI�I<N;CH�MO@@C=C?HN�?PC>?H=?�>OLCHA�NB?�;O>CN
NI�DOMNC@S�;H�OHKO;FC@C?>�IJCHCIH�-?LB;JM�NB?�;GIOHN�L?JILN?>�@IL�;
<OCF>CHA�IL�;�FC;<CFCNS�=IOF>�MCGJFS�HIN�<?�MO<MN;HNC;N?>�NI�NB?�;O>CNIL^M
M;NCM@;=NCIH�1B?�<;F;H=?�GCABN�Q?FF�<?�@;CLFS�JL?M?HN?>�;==IL>CHA�NI
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20�$��-�<ON�?PC>?H=?�Q;M�HIN�;P;CF;<F?�NI�;FFIQ�NB?�;O>CNIL�NI�G;E?
NB;N�;MM?LNCIH�QCNB�L?;MIH;<F?�;MMOL;H=?

W1B?�;O>CNIL�>CM=IP?LM�NB?�?RCMN?H=?�I@�;�G;N?LC;F�GCMMN;N?G?HN�CH�NB?
@CH;H=C;F�MN;N?G?HNM��;�<;F;H=?�IL�>CM=FIMOL?�NB;N�>I?M�HIN�=IH@ILG�NI
20�$��-��?=;OM?�I@�NB?�JIN?HNC;F�>;G;A?�NI�NB?�=L?>C<CFCNS�I@�NB?
@CH;H=C;F�MN;N?G?HNM��;�L?JILNCHA�=IGJ;HS�QCFF�OMO;FFS�G;E?�;HS
;>DOMNG?HNM�H?=?MM;LS�NI�?FCGCH;N?�MO=B�GCMMN;N?G?HNM�&@�HIN��NBIOAB�
NB?�;O>CNIL�GOMN�=F?;LFS�Q;LH�L?;>?LM�I@�MO=B�JLI<F?GM

1B?�JBSMC=;F�=B;HA?M�G;>?�CH�NB?�L?JILN�>?J?H>�IH�NB?�NSJ?�I@�JLI<F?G�NB;N�CM
CHPIFP?>�;H>�CNM�G;AHCNO>?�1B?�E?S��NBIOAB��CM�NB;N�;�H?Q�J;L;AL;JB�CM�;>>?>
<?NQ??H�NB?�M=IJ?�;H>�NB?�IJCHCIH�J;L;AL;JBM�NI�>?M=LC<?�NB?�;O>CNIL^M�=IH=?LH
!?=CMCIH�G;E?LM�I@N?H�M=;H�NB?�;O>CN�L?JILN�MIF?FS�NI�M??�C@�MO=B�;�J;L;AL;JB�CM
=IHN;CH?>�&@�JL?M?HN��;�=;L?@OF�L?;>CHA�I@�CNM�=IHN?HNM��;M�Q?FF�;M�L?F;N?>�=B;HA?M
@IOH>�CH�NB?�QIL>CHA�I@�NB?�IJCHCIH�J;L;AL;JB	�MBIOF>�<?�G;>?�NI�>?N?LGCH?�NB?
JIMMC<F?�L;GC@C=;NCIHM�4B?NB?L�?PC>?H=?�Q;M�F;=ECHA�IL�;�G;N?LC;F�GCMMN;N?G?HN
Q;M�OH=IP?L?>��NB?�;O>CNIL�CM�JLIPC>CHA�;�Q;LHCHA�@IL�NB?�L?;>?L�1B?�JL?M?H=?�I@
;H�;>>?>�J;L;AL;JBZJLCIL�NI�NB?�IJCHCIH�J;L;AL;JBZ;FQ;SM�>L;QM�;NN?HNCIH

KEY TAKEAWAY

2JIH�=IGJF?NCIH�I@�;H�;O>CN��NB?�CH>?J?H>?HN�;O>CNIL^M�L?JILN�CM�;NN;=B?>�NI
NB?�@CH;H=C;F�MN;N?G?HNM�&N�CM�JLIPC>?>�@IL�NB?�<?H?@CN�I@�?RN?LH;F�>?=CMCIH
G;E?LM�1B?�@CH;H=C;F�MN;N?G?HNM�;L?�C>?HNC@C?>�;H>�NB?�M?=IH>��M=IJ?	
J;L;AL;JB�JLIPC>?M�;H�?RJF;H;NCIH�I@�NB?�;O>CN�JLI=?MM�&@�HI�JLI<F?GM�;L?
?H=IOHN?L?>��NB?�L?JILN�CM�M;C>�NI�<?�OHKO;FC@C?>�;H>�NB?�IJCHCIH�J;L;AL;JB
JLIPC>?M�L?;MIH;<F?�;MMOL;H=?�NI�L?;>?LM�NB;N�NB?�@CH;H=C;F�MN;N?G?HNM�;L?
JL?M?HN?>�@;CLFS�<?=;OM?�HI�G;N?LC;F�GCMMN;N?G?HNM�;L?�JL?M?HN�;==IL>CHA�NI
20�$��-���KO;FC@C=;NCIH�;LCM?M�C@�NB?�;O>CNIL�CM�HIN�;<F?�NI�I<N;CH�;
M;NCM@;=NILS�;GIOHN�I@�?PC>?H=?�IL�C@�;�G;N?LC;F�GCMMN;N?G?HN�CM�@IOH>
&H@ILG;NCIH�;<ION�;HS�MO=B�JLI<F?G�CM�NB?H�CHM?LN?>�CHNI�NB?�;O>CN�L?JILN
<?NQ??H�NB?�M?=IH>��M=IJ?	�J;L;AL;JB�;H>�NB?�NBCL>��IJCHCIH	�J;L;AL;JB
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question���H�CH>?J?H>?HN�;O>CN�CM�?RNL?G?FS�?RJ?HMCP?�@IL�;HS�L?JILNCHA
=IGJ;HS��M�;H�CHP?MNIL��CM�NB?�<?H?@CN�A;CH?>�@LIG�M??CHA�NB?�CH>?J?H>?HN
;O>CNIL^M�L?JILN�;NN;=B?>�NI�;�M?N�I@�@CH;H=C;F�MN;N?G?HNM�;=NO;FFS�QILNB�NB?�=IMN
NB;N�GOMN�<?�CH=OLL?>�<S�NB?�=IGJ;HS�

Kevin Burns��&�NBCHE�NB?�;HMQ?L�NI�NBCM�KO?MNCIH�CM�@;CLFS�I<PCIOM�ACP?H�NB?�L?=?HN
M=;H>;FM��?MJ?=C;FFS�CH�NB?�B?>A?�@OH>�QILF>��H�CH>?J?H>?HN�;O>CN�CM�;<MIFON?FS
=LCNC=;F�@IL�;�=ILJIL;NCIH�HI�G;NN?L�QB;N�NB?�?RJ?HM?�&N�CM�;H�?R=CNCHA�NCG?�NI
<?�CH�NB?�;==IOHNCHA�JLI@?MMCIH�;M�CHP?MNILM�;L?�>?G;H>CHA�;>>CNCIH;F
NL;HMJ;L?H=S�;H>�CH>?J?H>?HN�IP?LMCABN�*;LE?N�=IH@C>?H=?�QCFF�<?�?P?H�GIL?
=LCNC=;F�NB;H�OMO;F�@IL�;HS�<OMCH?MM�NB;N�Q;HNM�NI�I<N;CH�GIH?S�<S�CMMOCHA�CNM
?KOCNS�MB;L?M�;H>�>?<N�CHMNLOG?HNM��H�CHN?LH;F�;O>CN�QIOF>�<?�J?L=?CP?>�;M
M?F@�M?LPCHA�;H>�OHNLOMNQILNBS�;H>�J?L=?JNCIH�CM����J?L=?HN�I@�L?;FCNS�
?MJ?=C;FFS�CH�NI>;S^M�=SHC=;F�?HPCLIHG?HN�$CP?H�NB?�L?=?HN�G?FN>IQH�I@
@CH;H=C;F�CHMNCNONCIHM�;H>�MNI=E�JLC=?M��CHP?MNILM�B;P?�;�LCABN�NI�@??F�=SHC=;F�;H>
>?G;H>�?P?H�GIL?�;MMOL;H=?�<?@IL?�LCMECHA�NB?CL�GIH?S

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 6 "Why Should Decision Makers Trust Financial
Statements?".

 B;JN?L���4BS�0BIOF>�!?=CMCIH�*;E?LM�1LOMN�#CH;H=C;F�0N;N?G?HNM�

���1B?�-OLJIM?�;H>� IHN?HN�I@�;H�&H>?J?H>?HN��O>CNIL^M�/?JILN ���

http://app.wistia.com/embed/medias/84944f1f3d


6.6 End-of-Chapter Exercises

QUESTIONS

� 4BS�CM�CN�CGJILN;HN�NB;N�J?IJF?�;H>�ILA;HCT;NCIHM�B;P?�NLOMN�CH�NB?
@CH;H=C;F�L?JILNCHA�JLI=?MM�

� 4B;N�CM�NB?�0?=OLCNC?M�;H>�"R=B;HA?� IGGCMMCIH�
� 4B;N�NSJ?M�I@�=IGJ;HC?M�@;FF�OH>?L�NB?�DOLCM>C=NCIH�I@�NB?�0" �
� 4BI�B;M�NB?�0" �ACP?H�L?MJIHMC<CFCNS�NI�@IL�M?NNCHA�A?H?L;FFS�;==?JN?>

;==IOHNCHA�JLCH=CJF?M��$��-	�CH�NB?�2HCN?>�0N;N?M�
� 4BI�CM�NB?�"G?LACHA�&MMO?M�1;ME�#IL=?�
� 4BS�>I?MH^N�NB?�0" �?R;GCH?�;FF�NB?�@CH;H=C;F�MN;N?G?HNM�MO<GCNN?>�NI�CN

NI�?HMOL?�NB?CL�;==OL;=S�
� #IL�QB;N�GOMN�JO<FC=�=IGJ;HC?M�BCL?�;H�;O>CNCHA�@CLG�<?@IL?�NB?S

MO<GCN�NB?CL�@CH;H=C;F�MN;N?G?HNM�NI�NB?�0" �
� 4BS�QIOF>�;�HIHJO<FC=�=IGJ;HS�B;P?�CNM�MN;N?G?HNM�;O>CN?>�
� 4B;N�CM�;� -��

�� 4BC=B�ILA;HCT;NCIH�M?NM�MN;H>;L>M�@IL�;H>�L?AOF;N?M�@CLGM�QBI�;O>CN
JO<FC=�=IGJ;HC?M�

�� 4BC=B�;=N�?MN;<FCMB?>�NB?�-O<FC=� IGJ;HS��==IOHNCHA�,P?LMCABN��I;L>�
�� 4BC=B�ILA;HCT;NCIH�M?NM�MN;H>;L>M�@IL�;H>�L?AOF;N?M�@CLGM�QBI�>I�HIN

;O>CN�JO<FC=�=IGJ;HC?M�
�� 4B;N�NSJ?�I@�;MMOL;H=?�>I?M�;H�;O>CN�JLIPC>?�
�� 4BS�>I�;O>CNM�HIN�JLIPC>?�;<MIFON?�;MMOL;H=?�NB;N�@CH;H=C;F�MN;N?G?HNM

;L?�JL?M?HN?>�@;CLFS�;==IL>CHA�NI�$��-�
�� 4B;N�;L?�CHN?LH;F�=IHNLIFM�
�� %IQ�CM�;H�;O>CNIL^M�QILE�;@@?=N?>�<S�;�=IGJ;HS^M�CHN?LH;F�=IHNLIFM�
�� 1I�QBIG�CM�NB?�;O>CN�L?JILN�;>>L?MM?>�
�� 4B;N�CM�;H�OHKO;FC@C?>�IJCHCIH�
�� 4BS�QIOF>�;H�;O>CNIL�CH=FO>?�;H�?RJF;H;NILS�J;L;AL;JB�CH�;H�;O>CN

L?JILN�
�� 4BS�QIOF>�;H�;O>CNIL�HIN�ACP?�;H�OHKO;FC@C?>�IJCHCIH�
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TRUE OR FALSE

� ::::�1B?�KO;FCNS�I@�;�=IGJ;HS^M�CHN?LH;F�=IHNLIFM�B;M�HI�?@@?=N�IH�NB?
QILE�I@�;H�;O>CNIL

� ::::��=KOCLCHA�NB?� -��>?MCAH;NCIH�L?KOCL?M�;�=;H>C>;N?�NI�J;MM�;H
?R;G��G??N�?>O=;NCIH�L?KOCL?G?HNM��;H>�G??N�?RJ?LC?H=?
L?KOCL?G?HNM

� ::::�1B?�0" �CM�NB?�=OLL?HN�;==IOHNCHA�MN;H>;L>�M?NNCHA�<I>S�CH�NB?
2HCN?>�0N;N?M

� ::::�1B?�CH=FOMCIH�I@�;H�?RJF;H;NILS�J;L;AL;JB�CH�;H�;O>CN�L?JILN�CM�;H
CH>C=;NCIH�NB;N�NB?�@CH;H=C;F�MN;N?G?HNM�MBIOF>�HIN�<?�L?FC?>�IH

� ::::�1B?�- �,��IP?LM??M�;O>CNILM�I@�JO<FC=�=IGJ;HC?M
� ::::�+IHJO<FC=�=IGJ;HC?M�B;P?�HI�L?;MIH�NI�B;P?�;H�;O>CN�I@�NB?CL

@CH;H=C;F�MN;N?G?HNM�J?L@ILG?>
� ::::��O>CNM�;L?�J;C>�@IL�<S�NB?�=L?>CNILM�;H>�CHP?MNILM�I@�;�=IGJ;HS
� ::::� -�M�=;H�QILE�@IL�F;LA?��GOFNCH;NCIH;F�@CLGM��IL�@IL�MG;FF��FI=;F

@CLGM
� ::::��O>CNILM�JLIPC>?�L?;MIH;<F?�;MMOL;H=?�NB;N�@CH;H=C;F�MN;N?G?HNM

;L?�@;CLFS�JL?M?HN?>�CH�;==IL>;H=?�QCNB�20�$��-
�� ::::�1B?�#CH;H=C;F��==IOHNCHA�0N;H>;L>M��I;L>�CM�;�AIP?LHG?HN;F

;A?H=S
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MULTIPLE CHOICE

� 4BCNNCHANIH�;H>� IGJ;HS�CM�;� -��@CLG�NB;N�;O>CNM�JO<FC=FS
NL;>?>�=IGJ;HC?M�4BC=B�I@�NB?�@IFFIQCHA�CM�NLO?�=IH=?LHCHA
4BCNNCHANIH�;H>� IGJ;HS�

; 4BCNNCHANIH�;H>� IGJ;HS�;L?�L?AOF;N?>�<S�#�0�
< 4BCNNCHANIH�;H>� IGJ;HS�;L?�BCL?>�<S�NB?�=IGJ;HC?M�NB?S

;O>CN
= 4BCNNCHANIH�;H>� IGJ;HS�MBIOF>�@IFFIQ�NB?�;O>CNCHA

MN;H>;L>M�M?N�@ILNB�<S�NB?��O>CNCHA�0N;H>;L>M��I;L>
> 4BCNNCHANIH�;H>� IGJ;HS�JL?J;L?M�NB?�@CH;H=C;F�MN;N?G?HNM

@IL�NB?�=IGJ;HC?M�NB?S�;O>CN

� 4BC=B�I@�NB?�@IFFIQCHA�CMnot NLO?�;<ION�;H�;O>CN�L?JILN�

; �H�?RJF;H;NILS�J;L;AL;JB�G;S�<?�CH=FO>?>�NI�>L;Q�NB?
L?;>?L^M�;NN?HNCIH�NI�MIG?�;MJ?=N�I@�NB?�@CH;H=C;F�MN;N?G?HNM

< &@�;�G;N?LC;F�GCMMN;N?G?HN�?RCMNM�CH�NB?�@CH;H=C;F�MN;N?G?HNM�
NB?�;O>CNIL�MBIOF>�HIN�CMMO?�;H�OHKO;FC@C?>�IJCHCIH

= 1B?�L?JILN�CM�;>>L?MM?>�NI�NB?�=IGJ;HS^M�<I;L>�I@�>CL?=NILM
;H>�MB;L?BIF>?LM

> &@�;HSNBCHA�INB?L�NB;H�OHKO;FC@C?>�IJCHCIH�CM�CMMO?>��NB?
@CH;H=C;F�MN;N?G?HNM�GOMN�=IHN;CH�;�G;N?LC;F�GCMMN;N?G?HN

� 4BC=B�I@�NB?�@IFFIQCHA�CM�NLO?�;<ION�NB?�#CH;H=C;F��==IOHNCHA
0N;H>;L>M��I;L>��#�0�	�

; #�0��M?NM�MN;H>;L>M�NB;N�;JJFS�NI�=IGJ;HC?M�NBLIOABION�NB?
QILF>

< #�0��Q;M�=L?;N?>�<S�NB?�"&1#�NI�B;H>F?�MG;FF?L�CMMO?M�CH�;
NCG?FS�G;HH?L

= #�0��JLI>O=?M�MN;H>;L>M�NB;N�;JJFS�NI�;FGIMN�;FF�=IGJ;HC?M
CH�NB?�2HCN?>�0N;N?M

> #�0��Q;M�=L?;N?>�<S�NB?�0?=OLCNC?M�"R=B;HA?��=N�I@�����

� 4BC=B�ILA;HCT;NCIH�CM�;�AIP?LHG?HN;F�?HNCNS�

; 0" 
< #�0�
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RESEARCH
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Chapter 7

In a Set of Financial Statements, What Information Is Conveyed
about Receivables?
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Joe introducesChapter 7 "In a Set of Financial Statements, What Information Is Conveyed about
Receivables?"and speaks about the course in general.
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7.1 Accounts Receivable and Net Realizable Value

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� 2H>?LMN;H>�NB;N�;==IOHNM�L?=?CP;<F?�;L?�L?JILN?>�;N�H?N�L?;FCT;<F?
P;FO?

� (HIQ�NB;N�H?N�L?;FCT;<F?�P;FO?�CM�;H�?MNCG;NCIH�I@�NB?�;GIOHN�I@�=;MB�NI
<?�=IFF?=N?>�@LIG�;�J;LNC=OF;L�;MM?N

� �JJL?=C;N?�NB?�=B;FF?HA?�NB;N�OH=?LN;CHNS�JIM?M�CH�NB?�L?JILNCHA�I@
;==IOHNM�L?=?CP;<F?

� )CMN�NB?�@;=NILM�NI�<?�=IHMC>?L?>�<S�=IGJ;HS�I@@C=C;FM�QB?H�?MNCG;NCHA
NB?�H?N�L?;FCT;<F?�P;FO?�I@�;==IOHNM�L?=?CP;<F?

Question: The goal of financial accounting is to paint a fairly presented portrait of an
organization that enables decision makers to make a reasonable assessment of its financial
health and future prospects. This likeness should be communicated based on United States
generally accepted accounting principles�M�CH>C=;N?>�JL?PCIOMFS��INB?L�P?LMCIHM�I@
A?H?L;FFS�;==?JN?>�;==IOHNCHA�JLCH=CJF?M�>I�?RCMN�2HF?MM�INB?LQCM?�HIN?>��CH�NBCM
N?RN<IIE��NB?�JL?M?HN;NCIH�I@�20�$��-�CM�;MMOG?>(U.S. GAAP) with no material
misstatements included. The success of the conveyance is dependent on the ability of an
organizationÕs accountants to prepare financial statements that meet this rigorous standard

Equally as important, every party analyzing the resulting statements must possess the
knowledge necessary to understand the multitude of reported figures and explanations. If
appropriate decisions are to result based on this information, both the preparer and the
reader need an in-depth knowledge of U.S. GAAP

For example, the asset section of the balance sheet produced by Dell Inc. as of January 30,
2009, indicates that the company held Òaccounts receivable, netÓ amounting to $4.731 billion.
What does this figure reflect according to U.S. GAAP?What information is communicated to
decision makers about a company and its accounts receivable when a single number such as
$4.731 billion is reported?
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L;>CI��N?F?PCMCIH��;H>�NB?�&HN?LH?N��MO=B�CH@ILG;NCIH�CM�JL?M?HN?>�;H>�;H;FST?>
>;CFS��M�QCNB�;HS�F;HAO;A?��@;CFOL?�NI�=IGJL?B?H>�?F?G?HNM�I@�NB?�>CM=OMMCIH
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<?=IG?M�OM?@OF�CH�;LLCPCHA�;N�FIAC=;F�@CH;H=C;F�>?=CMCIHM

&H�JL?PCIOM�=B;JN?LM��NB?�N?LG�[accounts receivable� \�Q;M�CHNLI>O=?>�NI�L?JILN
;GIOHNM�IQ?>�NI�;�=IGJ;HS�<S�CNM�=OMNIG?LM�&H>CPC>O;F�<;F;H=?M�;L?�A?H?L;N?>�<S
M;F?M�G;>?�IH�=L?>CN��==IL>CHA�NI�20�$��-��NB?�@CAOL?�NB;N�CM�JL?M?HN?>�IH�;
<;F;H=?�MB??N�@IL�;==IOHNM�L?=?CP;<F?�CM�CNMnet realizable value � ZNB?�;GIOHN�I@
=;MB�NB?�=IGJ;HS�?MNCG;N?M�QCFF�<?�=IFF?=N?>�IP?L�NCG?�@LIG�NB?M?�;==IOHNM

 IHM?KO?HNFS��I@@C=C;FM�@IL�!?FF�&H=�;H;FST?>�NB?�=IGJ;HS^M�;==IOHNM�L?=?CP;<F?�;M
I@�';HO;LS�����������;H>�>?N?LGCH?>�NB;N�������<CFFCIH�Q;M�NB?�<?MN�AO?MM�;M�NI�NB?
=;MB�NB;N�QIOF>�<?�=IFF?=N?>�1B?�;=NO;F�NIN;F�I@�L?=?CP;<F?M�Q;M�BCAB?L�NB;H�NB;N
@CAOL?�<ON�;H�?MNCG;N?>�;GIOHN�I@�>IO<N@OF�;==IOHNM�B;>�<??H�MO<NL;=N?>�CH
L?=IAHCNCIH�NB;N�;�JILNCIH�I@�NB?M?�>?<NM�=IOF>�H?P?L�<?�=IFF?=N?>�#IL�NBCM�L?;MIH�
NB?�;MM?N�CM�C>?HNC@C?>�IH�NB?�<;F;H=?�MB??N�;M�[;==IOHNM�L?=?CP;<F?��H?N\�IL�
MIG?NCG?M��[;==IOHNM�L?=?CP;<F?��H?N�I@�;FFIQ;H=?�@IL�>IO<N@OF�;==IOHNM\�NI�?RJF;CH
NB;N�@ONOL?�FIMM?M�B;P?�;FL?;>S�<??H�;HNC=CJ;N?>�;H>�L?GIP?>

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: As discussed in previous chapters, many of the figures reported in financial
accounting cannot be absolutely correct. Although $4.731 billion is the asset balance shown
by Dell, the cash eventually collected might be somewhat higher or lower Should the lack of
exactness in reporting receivables cause concern for decision makers?

�HMQ?L��+I�IH?�QCFF�?P?L�<?�;<F?�NI�JL?>C=N�NB?�?R;=N�;GIOHN�I@�=;MB�NI�<?�L?=?CP?>
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;L?�MO<D?=NCP?�CH�H;NOL?�;H>�CHPIFP?�DO>AG?HNM�NB;N�;@@?=N�NB?�L?JILN?>�;GIOHNM�I@
;MM?NM�;H>�FC;<CFCNC?M��NB?�>CM=FIMOL?�I@�=IHNCHA?HN�;MM?NM�;H>�FC;<CFCNC?M�;N�@CM=;F�S?;L�
?H>��;H>�NB?�L?JILN?>�;GIOHNM�I@�L?P?HO?M�;H>�?RJ?HM?M�>OLCHA�NB?�@CM=;F�S?;L
�=NO;F�L?MOFNM�=IOF>�>C@@?L�@LIG�NBIM?�?MNCG;N?M\

(HIQF?>A?;<F?�>?=CMCIH�G;E?LM�OH>?LMN;H>�NB;N�MIG?�>?AL??�I@�OH=?LN;CHNS�?RCMNM
QCNB�;FF�MO=B�<;F;H=?M�%IQ?P?L��;�P?LS�MJ?=C@C=�@CAOL?�>I?M�;JJ?;L�IH�!?FF^M�<;F;H=?
MB??N��S�CH=FO>CHA�NBCM�;GIOHN��=IGJ;HS�I@@C=C;FM�;L?�;MM?LNCHA�NB;N�NB?S�B;P?
I<N;CH?>�MO@@C=C?HN�?PC>?H=?�NI�JLIPC>?�L?;MIH;<F?�;MMOL;H=?�NB;N�NB?�;GIOHN
=IFF?=N?>�QCFF�HIN�<?�;�G;N?LC;FFS�>C@@?L?HN�@CAOL?1B?�CH>?J?H>?HN�;O>CNILM�;FMI
;H;FST?�NB?�;P;CF;<F?�?PC>?H=?�;H>�GOMN�<?FC?P?�NB;N�CN�CM�MO@@C=C?HN�NI�JLIPC>?�NB?
M;G?�L?;MIH;<F?�;MMOL;H=?�CH�IL>?L�NI�L?H>?L�;H�OHKO;FC@C?>�IJCHCIH�IH�NB?
@CH;H=C;F�MN;N?G?HNM

1BCM�CM�NB?�G?;HCHA�I@�;H�;==IOHNM�L?=?CP;<F?�<;F;H=?�JL?M?HN?>�;==IL>CHA�NI�20
$��-��=NO;F�L?=?CJNM�;L?�?RJ?=N?>�NI�<?�=FIM?�?HIOAB�NI�������<CFFCIH�MI�NB;N�;H
CHN?L?MN?>�J;LNS�=;H�L?FS�IH�NBCM�HOG<?L�CH�;LLCPCHA�;N�=IHMC>?L?>�>?=CMCIHM�;<ION
NB?�L?JILNCHA�=IGJ;HS^M�@CH;H=C;F�B?;FNB�;H>�@ONOL?�JLIMJ?=NM�,@@C=C;FM�<?FC?P?
NB?S�B;P?�?PC>?H=?�NB;N�;HS�?P?HNO;F�>C@@?L?H=?�QCNB�NB?�=;MB�=IFF?=N?>�QCFF�<?�MI
MG;FF�NB;N�NB?�M;G?�>?=CMCIHM�QIOF>�B;P?�<??H�G;>?�?P?H�C@�NB?�?R;=N�ION=IG?�B;>
<??H�EHIQH�;N�NB?�NCG?�I@�L?JILNCHA�1B?�>C@@?L?H=?�<?NQ??H�L?JILN?>�;H>�;=NO;F
@CAOL?M�CM�GIMN�FCE?FS�NI�<?�CH=IHM?KO?HNC;F�,H=?�;A;CH��NBIOAB��;<MIFON?�;MMOL;H=?
CM�HIN�ACP?H�@IL�MO=B�L?JILN?>�<;F;H=?M�<ON�G?L?FS�L?;MIH;<F?�;MMOL;H=?

 F?;LFS��NB?�L?JILNCHA�I@�L?=?CP;<F?M�GIP?M�NB?�=IP?L;A?�I@�@CH;H=C;F�;==IOHNCHA
CHNI�GIL?�=IGJFC=;N?>�N?LLCNILS�&H�NB?�NL;HM;=NCIHM�;H>�?P?HNM�;H;FST?>
JL?PCIOMFS��OH=?LN;CHNS�Q;M�L;L?FS�G?HNCIH?>�1B?�@CH;H=C;F�CGJ;=N�I@�MCAHCHA�;
<;HE�FI;H�IL�NB?�J;SG?HN�I@�;�M;F;LS�=;H�<?�>?M=LC<?>�NI�NB?�J?HHS�?R=?JN�CH
OHOMO;F�MCNO;NCIHM�%?L?��NB?�HILG;F�L?JILNCHA�I@�;==IOHNM�L?=?CP;<F?�CHNLI>O=?M
NB?�JLI<F?G�I@�JL?J;LCHA�MN;N?G?HNM�QB?L?�NB?�OFNCG;N?�ION=IG?�CM�FCN?L;FFS
OHEHIQH�1B?�P?LS�H;NOL?�I@�MO=B�OH=?LN;CHNS�@IL=?M�NB?�;==IOHNCHA�JLI=?MM�NI
;>>L?MM�MO=B�=B;FF?HA?M�CH�MIG?�FIAC=;F�@;MBCIH

Questions: Inherent uncertainty is associated with the reporting of receivables. No one can
know exactly how much cash will be collected. How do company officials obtain sufficient
evidence to provide reasonable assurance that the balance is not materially misstated?How
does any business ever anticipate the amount of cash that will be collected from what can be
a massive number of accounts receivable?
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W%CMNILC=;F�?RJ?LC?H=?�I@�NB?�=IGJ;HS�CH�=IFF?=NCHA�CNM�L?=?CP;<F?M
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CH>C=;NCHA�NB;N�CNM�?MNCG;NCIH�[CM�<;M?>�IH�;H�;H;FSMCM�I@�BCMNILC=;F�<;>�>?<N
?RJ?LC?H=?��=OLL?HN�L?=?CP;<F?M�;ACHA��?RJ?=N?>�@ONOL?�QLCN?�I@@M��;M�Q?FF�;M�;H
;MM?MMG?HN�I@�MJ?=C@C=�C>?HNC@C;<F?�=OMNIG?L�;==IOHNM�=IHMC>?L?>�;N�LCME�IL
OH=IFF?=NC<F?\

�>>CNCIH;F�CH@ILG;NCIH�>CM=FIM?>�<S�!?FF�CH>C=;N?M�NB;N�NB?�=IGJ;HS�;=NO;FFS�B?F>
������<CFFCIH�CH�;==IOHNM�L?=?CP;<F?�<ONZ;N�NB?�>;N?�I@�NB?�<;F;H=?�MB??NZ����
GCFFCIH�I@�NB?M?�;==IOHNM�Q?L?�;HNC=CJ;N?>�NI�<?�OH=IFF?=NC<F?�1BOM��NB?�;GIOHN�I@
=;MB�NB;N�CM�?MNCG;N?>�NI�<?�L?=?CP?>�CM�NB?�L?JILN?>�������<CFFCIH�<;F;H=?�������
<CFFCIH�NIN;F�F?MM������GCFFCIH�?RJ?=N?>�NI�<?�OH=IFF?=NC<F?	�.OCN?�I<PCIOMFS��>?=CMCIH
G;E?LM�MNO>SCHA�NB?�=IGJ;HS�QCFF�<?�CHN?L?MN?>�CH�=IGJ;LCHA�NB?M?�>;N;�NI�NB?
@CAOL?M�>CM=FIM?>�<S�!?FF�CH�JL?PCIOM�S?;LM�;M�Q?FF�;M�NB?�CH@ILG;NCIH�>CMM?GCH;N?>
<S�=IGJ?NCHA�ILA;HCT;NCIHM�MO=B�;M�%?QF?NN�-;=E;L>�;H>��JJF?�'OMN�>?N?LGCHCHA
QB?NB?L�NB?������GCFFCIH�CH�OH=IFF?=NC<F?�;==IOHNM�CM�;�L?F;NCP?FS�BCAB�IL�FIQ�@CAOL?
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BNNJ���QQQKOC;=IG�KOCT��������BNGF
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KEY TAKEAWAYS
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7.2 Accounting for Uncollectible Accounts

LEARNING OBJECTIVES
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Question: Based on the information provided by Dell Inc., companies seem to maintain two
separate ledger accounts in order to report accounts receivables on their balance sheet at net
realizable value. One is the sum of all accounts outstanding and the other is an estimation of
the amount within that total which will never be collected. Interestingly, the first is a fact
and the second is an opinion. The two are then combined to arrive at the net realizable value
figure that is shown within the financial statements Is the amount reported for accounts
receivable actually the net of the total due from customers less the anticipated amount of
doubtful accounts?
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Question: Accounts receivable and the offsetting allowance for doubtful accounts are netted
with the resulting figure reported on the balance sheet0IG?�=IGJ;HC?M�CH=FO>?�<INB
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NB?�@CH;H=C;F�MN;N?G?HNMHow does the existence of doubtful accounts affect the income
statement?Sales are made but a portion of the resulting receivables must be reduced
because collection is rarely expected to be 100 percent. Does an increase in this allowance
create an expense for the reporting company?
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Figure 7.1Journal EntryÑYear OneÑSales Made on Credit
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Question: This company holds $100,000 in accounts receivable but only expects to collect
$93,000 based on the available evidence. The $7,000 reduction in the asset is an expense.
When should the expense be recognized? These sales were made in Year One but the identity
of the specific customers who fail to pay and the exact amounts to be removed will not be
determined until Year Two Should bad debt expense be recognized in the same year as the
sales by relying on an estimate or delayed until the actual results are eventually finalized?
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Figure 7.2Adjusting EntryÑEnd of Year OneÑRecognition of Bad Debt Expense for the Period
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Figure 7.3Year OneÑFinancial Statements
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EXERCISE
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Question: When financial statements are prepared, an expense must be recognized and the
receivable balance reduced to net realizable value. However, in the above adjusting entry,
why was the accounts receivable account not directly decreased by $7,000 to the anticipated
balance of $93,000? This approach is simpler as well as easier to understand. Why was the
$7,000 added to an allowance account?In reporting receivables, why go to the trouble of
setting up a separate allowance?
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7.3 The Problem with Estimations

LEARNING OBJECTIVES
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Question: The company in this illustration expects to collect an amount from its receivables
that will not materially differ from $93,000. The related $7,000 expense is recorded in the
same period as the revenue through an adjusting entry. What happens when an actual
account is determined to be uncollectible? For example, assume that on March 13, Year Two,
a $1,000 balance proves to be worthless. The customer dies, declares bankruptcy, disappears,
or just refuses to make payment. This is not a new expense; $7,000 was already anticipated
and recognized in Year One. It is merely the first discovery How does the subsequent write-
off of a receivable as being uncollectible affect the various T-account balances?
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Figure 7.4Journal Entry during Year TwoÑWrite-Off of Specific Account as Uncollectible
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EXERCISE
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Question: After an account receivable has been written off as uncollectible, does the company
cease in its attempts to collect the amount due from that customer?
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Figure 7.5Journal EntryÑReinstate Account Previously Thought to Be Worthless

Figure 7.6Journal EntryÑCollection of Reinstated AccountMany companies combine these two entries for
convenience. The debit to accounts receivable in the first entry exactly offsets the credit in the second. Thus,
the same recording impact is achieved by simply debiting cash and crediting the allowance for doubtful
accounts. However, the rationale for that single entry is not always as evident to a beginning student.

Question: In this illustration, at the end of Year One, the company estimated that $7,000 of its
accounts receivable will ultimately prove to be uncollectible. However, in Year Two, that
figure is likely to be proven wrong. The actual amount might well be $6,000 or $8,000 or
many other numbers. When the precise figure is known, does a company return to its Year
One financial statements and adjust them to this correct balance?Should a company
continue reporting an estimated figure once it has been shown to be incorrect?
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Question: To carry this illustration one step further, assume that $400,000 in new credit sales
are made during Year Two while cash of $330,000 is collected. Uncollectible receivables
totaling $10,000 are written off in that year What balances appear in the various T-accounts
at the end of the subsequent year to reflect sales, collections, and the write-offs of
receivables?
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Figure 7.7End of Year TwoÑSales, Receivables, and Bad Debt Balances

 B;JN?L���&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�/?=?CP;<F?M�

���1B?�-LI<F?G�QCNB�"MNCG;NCIHM ���



Question: In the above T-accounts, the balances represent the account totals for Year Two
prior to year-end adjusting entries. Why does a debit balance of $3,000 appear in the
allowance for doubtful accounts prior to the recording of the necessary adjustment?When a
debit balance is found in the allowance for doubtful accounts, what does this figure signify?
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7.4 Estimating the Amount of Uncollectible Accounts

LEARNING OBJECTIVES
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Question: The final step in reporting receivables at the end of Year Two is the estimation of
the bad accounts incurred during this second year and the preparation of the related
adjusting entry. According to the ledger balances, sales on credit for the year were $400,000,
remaining accounts receivable amount to $160,000, and a $3,000 debit sits in the allowance
for doubtful accounts. No entry has yet been made for the Year Two bad debt expense How
is the estimation of uncollectible accounts derived each year?
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Question: Assume that this company chooses to use the percentage of sales method. All
available evidence is studied by officials who come to believe that 8 percent of credit sales
made during Year Two will prove to be worthless In applying the percentage of sales
method, what adjusting entry is made at the end of the year so that financial statements can
be prepared?
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Figure 7.8Adjusting Entry for Year TwoÑBad Accounts Estimated as a Percentage of Sales
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Figure 7.9Resulting T-Accounts, Based on Percentage of Sales Method

�@N?L�NBCM�;>DOMNG?HN��NB?�@CAOL?M�;JJ?;LCHA�CH�NB?�@CH;H=C;F�MN;N?G?HNM�@IL�6?;L
1QI�;L?�;M�@IFFIQM�

Figure 7.10Bad Accounts Estimated Based on 8 Percent of Sales
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)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: How can bad debt expense be reported as $32,000 while the allowance for doubtful
accounts shows a balance of only $29,000?Should those two numbers not always be identical
in every set of financial statements?
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Question: The percentage of receivables method handles this process a bit differently.
Assume that the Year Two adjusting entry has not yet been made so that bad debt expense
remains at zero and the allowance for doubtful accounts still holds a $3,000 debit balance.
However, the company has chosen to use the percentage of receivables method rather than
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the percentage of sales method. Officials have looked at all available evidence and come to
the conclusion that 15 percent of ending accounts receivable ($160,000_15 percent or
$24,000) is most likely to prove to be uncollectible How does application of the percentage of
receivables method affect the recording of doubtful accounts?
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Figure 7.11Adjusting Entry for Year TwoÑBad Accounts Estimated as a Percentage of Receivables
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Figure 7.12Resulting T-Accounts, Based on Percentage of Receivables Method
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Figure 7.13Bad Accounts Estimated Based on 15 Percent of Receivables
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Question: A company such as Dell Inc. must have thousands or even hundreds of thousands
of separate receivables. The accounts receivable T-account maintains the total dollar
amount owed to the company but does not indicate the balance due from each individual
customer How does an accounting system monitor all the specific receivable amounts?That
has to be essential information for any organization for billing and collection purposes
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7.5 Remeasuring Foreign Currency Balances

LEARNING OBJECTIVES
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Question: In todayÕs global economy, many U.S. companies make a sizable amount of their
sales internationally. The Coca-Cola Company, for example, generated approximately 74
percent of its revenues in 2008 outside North America. In such cases, U.S. dollars might still
be the currency received. However, occasionally and sometimes often, U.S. companies make
sales that will be settled in a foreign currency such as the Mexican peso or the Japanese yen
What reporting problems are created when a credit sale is denominated in a foreign
currency?

�HMQ?L��1BCM�MCNO;NCIH�CM�;�J?L@?=N�?R;GJF?�I@�QBS�B;PCHA�;H�;ONBILCN;NCP?�MN;H>;L>
@IL�@CH;H=C;F�;==IOHNCHA��MO=B�;M�20�$��-��CM�MI�CGJILN;HN�@IL�=IGGOHC=;NCIH
JOLJIM?M�#IL?CAH�=OLL?H=S�<;F;H=?M�;L?�?RNL?G?FS�=IGGIH�CH�NI>;S^M�QILF>�#IL
G;HS�=IGJ;HC?M��M;F?M��JOL=B;M?M��?RJ?HM?M�;H>�NB?�FCE?�=;H�<?�>?HIGCH;N?>�CH
>IT?HM�I@�>C@@?L?HN�=OLL?H=C?M�*?=B;HC=;FFS��G;HS�G?NBI>M�I@�L?JILNCHA�MO=B
@CAOL?M�;L?�;P;CF;<F?�4CNBION�MN;H>;L>CT;NCIH��>?=CMCIH�G;E?LM�QIOF>�FCE?FS�<?
@;=?>�QCNB�;H;FSTCHA�MCGCF;L�=IGJ;HC?M�JIMMC<FS�L?JILNCHA�@IL?CAH�<;F;H=?M�CH�;
P;LC?NS�I@�Q;SM��MM?MMCHA�NB?�=IGJ;L;NCP?�@CH;H=C;F�B?;FNB�;H>�@ONOL?�JLIMJ?=NM�I@

 B;JN?L���&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�/?=?CP;<F?M�

���



ILA;HCT;NCIHM�OMCHA�>C@@?L?HN�NSJ?M�I@�;==IOHNCHA�QCFF�;FQ;SM�JIM?�;H�?RNL?G?FS
>C@@C=OFN�=B;FF?HA?

1B?�<;MC=�JLI<F?G�QCNB�L?JILNCHA�@IL?CAH�=OLL?H=S�<;F;H=?M�CM�NB;N�?R=B;HA?�L;N?M
;L?�=IHMN;HNFS�CH�@FOR�1B?�JLC=?�I@�IH?�?OLI�CH�N?LGM�I@�20�>IFF;LM�=B;HA?M�G;HS
NCG?M�?;=B�>;S�&@�NB?M?�L;N?M�L?G;CH?>�=IHMN;HN��;�MCHAF?�=IHP?LMCIH�P;FO?�=IOF>�<?
>?N?LGCH?>�;N�NB?�NCG?�I@�NB?�CHCNC;F�NL;HM;=NCIH�;H>�NB?H�OM?>�=IHMCMN?HNFS�@IL
L?JILNCHA�JOLJIM?M�%IQ?P?L��?R=B;HA?�L;N?M�;L?�L;L?FS�@CR?>��NB?S�I@N?H�=B;HA?
GIG?HN�<S�GIG?HN�#IL�?R;GJF?��C@�;�M;F?�CM�G;>?�IH�;==IOHN�QCNB�NB?�GIH?S�NI�<?
L?=?CP?>�CH�;�@IL?CAH�=OLL?H=S�CH�MCRNS�>;SM��NB?�L?F;NCP?�QILNB�I@�NB;N�<;F;H=?�QCFF
JLI<;<FS�GIP?�OJ�;H>�>IQH�G;HS�NCG?M�<?@IL?�=IFF?=NCIH�4B?H�MO=B�P;FO?M�@FI;N�
NB?�L?JILNCHA�I@�@IL?CAH�=OLL?H=S�;GIOHNM�JIM?M�;�=B;FF?HA?�@IL�@CH;H=C;F
;==IOHNCHA�QCNB�HI�?;MS�L?MIFONCIH

Question: Exchange rates that vary over time create a reporting problem for companies
working in international markets. To illustrate, assume a U.S. company makes a sale of a
service to a Mexican company on December 9, Year One, for 100,000 Mexican pesos that will
be paid at a later date. The exchange rate when the sale was made is assumed to be 1 peso
equal to $0.08. However, by the end of Year One when financial statements are produced, the
exchange rate has changed to 1 peso being equal to $0.09 What reporting does a U.S.
company make of transactions that are denominated in a foreign currency if the exchange
rate changes as time passes?�M�B;M�<??H�MN;N?>�JL?PCIOMFS��NBCM�CM�;H�CHNLI>O=NILS
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@IL?CAH�=OLL?H=S�<;F;H=?M��=;H�<?�@IOH>�CH�OJJ?L�F?P?F�;==IOHNCHA�N?RNM�1B?
=IP?L;A?�B?L?�I@�@IL?CAH�=OLL?H=S�<;F;H=?M�CM�IHFS�>?MCAH?>�NI�CHNLI>O=?�MNO>?HNM
NI�<;MC=�L?JILNCHA�JLI<F?GM�;H>�NB?CL�L?MIFONCIHM

�HMQ?L���N�NB?�NCG?�I@�NB?�M;F?��L?JILNCHA�CM�?;MS�1B?���������J?MIM�B;M�NB?
?KOCP;F?HN�P;FO?�I@�����������������J?MIM�_�����	�MI�NB;N�NB?�@IFFIQCHA�DIOLH;F�?HNLS
=;H�<?�JLI>O=?>�"P?H�NBIOAB���������J?MIM�QCFF�<?�JBSMC=;FFS�L?=?CP?>���������CM
L?JILN?>�MI�NB;N�;FF�<;F;H=?M�IH�NB?�M?FF?L^M�@CH;H=C;F�MN;N?G?HNM�;L?�MN;N?>�CH�N?LGM
I@�20�>IFF;LM

 B;JN?L���&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�/?=?CP;<F?M�

���/?G?;MOLCHA�#IL?CAH� OLL?H=S��;F;H=?M ���



Figure 7.14Journal EntryÑDecember 9, Year OneÑSale of Services Made for 100,000 Pesos
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Question: Changes in exchange rates affect the reporting of monetary assets and liabilities.
Those amounts are literally worth more or less U.S. dollars as the relative value of the
currency fluctuates over time. For the two balances above, the account receivable has to be
remeasured on the date of the balance sheet because it is a monetary asset while the sales
balance remains $8,000 permanently. How is this change in the receivable accomplished?
When monetary assets and liabilities denominated in a foreign currency are remeasured for
reporting purposes, how is the increase or decrease in value reflected?
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Figure 7.15Adjusting Entry at December 31, Year OneÑRemeasurement of 100,000 Pesos Receivable

,H�CNM�<;F;H=?�MB??N��NBCM�=IGJ;HS�HIQ�L?JILNM�;�L?=?CP;<F?�;M�I@�!?=?G<?L�����6?;L
,H?��I@��������QBCF?�CNM�CH=IG?�MN;N?G?HN�@IL�NB;N�S?;L�MBIQM�M;F?M�L?P?HO?�I@
�������;M�Q?FF�;M�NB?�;<IP?�A;CH�I@���������FNBIOAB�NB?�NL;HM;=NCIH�Q;M�;=NO;FFS�@IL
��������*?RC=;H�J?MIM��NB?�20�=IGJ;HS�L?=IL>M�NB?M?�?P?HNM�CH�N?LGM�I@�20
>IFF;LM�;==IL>CHA�NI�NB?�JLIPCMCIHM�I@�20�$��-

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

 B;JN?L���&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�/?=?CP;<F?M�

���/?G?;MOLCHA�#IL?CAH� OLL?H=S��;F;H=?M ���

http://www.quia.com/quiz/2092881.html


KEY TAKEAWAYS

#IL?CAH�=OLL?H=S�<;F;H=?M�;L?�=IGGIH�<?=;OM?�G;HS�=IGJ;HC?M�<OS�;H>
M?FF�JLI>O=NM�;H>�M?LPC=?M�CHN?LH;NCIH;FFS��FNBIOAB�G;HS�I@�NB?M?
NL;HM;=NCIHM�;L?�>?HIGCH;N?>�CH�@IL?CAH�=OLL?H=C?M��NB?S�;L?�L?JILN?>�CH
20�>IFF;LM�QB?H�@CH;H=C;F�MN;N?G?HNM�;L?�JLI>O=?>�@IL�>CMNLC<ONCIH�CH�NBCM
=IOHNLS��?=;OM?�?R=B;HA?�L;N?M�I@N?H�=B;HA?�L;JC>FS��G;HS�?KOCP;F?HN
P;FO?M�=IOF>�<?�OM?>�NI�L?JILN�NB?M?�<;F;H=?M��==IL>CHA�NI�20�$��-�
GIH?N;LS�;MM?NM�;H>�FC;<CFCNC?M��=;MB�;M�Q?FF�;M�L?=?CP;<F?M�;H>�J;S;<F?M�NI�<?
M?NNF?>�CH�=;MB	�;L?�OJ>;N?>�@IL�L?JILNCHA�JOLJIM?M�OMCHA�NB?�?R=B;HA?�L;N?
;N�NB?�>;N?�I@�NB?�<;F;H=?�MB??N��HS�=B;HA?�CH�IH?�I@�NB?M?�;==IOHNM�=L?;N?M
;�A;CH�IL�FIMM�NI�<?�L?=IAHCT?>�IH�NB?�CH=IG?�MN;N?G?HN��FF�INB?L�@IL?CAH
=OLL?H=S�<;F;H=?M��F;H>��<OCF>CHAM��M;F?M��;H>�NB?�FCE?	�=IHNCHO?�NI�<?�MBIQH
;N�NB?�BCMNILC=;F�?R=B;HA?�L;N?�CH�?@@?=N�;N�NB?�NCG?�I@�NB?�ILCACH;F
NL;HM;=NCIH

 B;JN?L���&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�/?=?CP;<F?M�

���/?G?;MOLCHA�#IL?CAH� OLL?H=S��;F;H=?M ���



7.6 A CompanyÕs Vital SignsÑAccounts Receivable

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

�  IGJON?�NB?�=OLL?HN�L;NCI��NB?�;GIOHN�I@�QILECHA�=;JCN;F��;H>�INB?L
;GIOHNM�J?LNCH?HN�NI�NB?�L?JILNCHA�I@�;==IOHNM�L?=?CP;<F?

� !?M=LC<?�NB?�G?;HCHA�I@�NB?�=OLL?HN�L;NCI
� !?M=LC<?�NB?�G?;HCHA�I@�NB?�QILECHA�=;JCN;F�<;F;H=?
�  ;F=OF;N?�NB?�;GIOHN�I@�NCG?�NB;N�J;MM?M�<?@IL?�NB?�;P?L;A?�;==IOHNM

L?=?CP;<F?�CM�=IFF?=N?>�;H>�?RJF;CH�NB?�CGJILN;H=?�I@�NBCM�CH@ILG;NCIH
� )CMN�N?=BHCKO?M�NB;N�;H�ILA;HCT;NCIH�=;H�CGJF?G?HN�NI�MJ??>�OJ�NB?

=IFF?=NCIH�I@�;==IOHNM�L?=?CP;<F?

Question: Many individuals analyze financial statements to make logical and appropriate
decisions about a companyÕs financial health and well being. This process is somewhat
similar to a medical doctor performing a physical examination on a patient. The doctor often
begins by checking various vital signs, such as heart rate, blood pressure, weight, cholesterol
level, and body temperature, looking for any signs of a serious change or problem. For
example, if a personÕs heart rate is higher than expected or if blood pressure has increased
significantly since the last visit, the doctor will investigate with special care

In examining the financial statements of a business or other organization, are there vital
signs that should be studied as a routine matter?

�HMQ?L��#CH;H=C;F�MN;N?G?HNM�;L?�?RNL?G?FS�=IGJF?R�;H>�GIMN�;H;FSMNM�B;P?
=?LN;CH�JL?@?LL?>�@CAOL?M�IL�L;NCIM�NB;N�NB?S�<?FC?P?�NI�<?�?MJ?=C;FFS�MCAHC@C=;HN
QB?H�CHP?MNCA;NCHA�;�=IGJ;HS�#IL�?R;GJF?��JL?PCIOMFS��NB?current ratio �� ;H>
NB?�;GIOHN�I@working capital �� Q?L?�=IGJON?>�<;M?>�IH�NB?�;GIOHN�I@�=OLL?HN
;MM?NM��NBIM?�NB;N�QCFF�<?�OM?>�IL�=IHMOG?>�QCNBCH�IH?�S?;L	�;H>�=OLL?HN�FC;<CFCNC?M
�NBIM?�NB;N�QCFF�<?�J;C>�QCNBCH�IH?�S?;L	�

=OLL?HN�L;NCI���=OLL?HN�;MM?NM�=OLL?HN�FC;<CFCNC?M

QILECHA�=;JCN;F���=OLL?HN�;MM?NM�Y�=OLL?HN�FC;<CFCNC?M

�� #ILGOF;�G?;MOLCHA�;H
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�INB�I@�NB?M?�@CAOL?M�L?@F?=N�;�=IGJ;HS^M�;<CFCNS�NI�J;S�CNM�>?<NM�;H>�B;P?�?HIOAB
GIH?N;LS�L?MIOL=?M�MNCFF�;P;CF;<F?�NI�A?H?L;N?�JLI@CNM�CH�NB?�H?;L�@ONOL?��INB
CHP?MNILM�;H>�=L?>CNILM�@L?KO?HNFS�=;F=OF;N?��MNO>S��;H>�;H;FST?�NB?M?�NQI�;GIOHNM
1B?S�;L?�PCN;F�MCAHM�NB;N�B?FJ�CH>C=;N?�NB?�@CH;H=C;F�B?;FNB�I@�;�<OMCH?MM�IL�INB?L
ILA;HCT;NCIH

#IL�?R;GJF?��IH�!?=?G<?L������������PIH�-LI>O=NM�L?JILN?>�;�=OLL?HN�L;NCI�I@����
NI������=OLL?HN�;MM?NM�I@�������<CFFCIH�>CPC>?>�<S�=OLL?HN�FC;<CFCNC?M�I@������
<CFFCIH	�QBCF?� ;N?LJCFF;L�>CM=FIM?>�QILECHA�=;JCN;F�I@�������<CFFCIH��=OLL?HN�;MM?NM
I@��������<CFFCIH�F?MM�=OLL?HN�FC;<CFCNC?M�I@��������<CFFCIH	

4B?NB?L�NB?M?�HOG<?LM�;L?�CGJL?MMCP?�IL�QILLCMIG?�OMO;FFS�>?J?H>M�IH�;�=;L?@OF
=IGJ;LCMIH�QCNB��;	�INB?L�MCGCF;L�=IGJ;HC?M�;H>��<	�L?MOFNM�@LIG�JLCIL�S?;LM

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Because this chapter deals with accounts receivable� what other vital signs might
be studied specifically in connection with a companyÕs receivable balance?

�HMQ?L��,H?�CH>C=;NCIH�I@�;�=IGJ;HS^M�@CH;H=C;F�B?;FNB�CM�CNM�;<CFCNS�NI�=IFF?=N
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>;S�CHNI�NB?�L?=?CP;<F?�<;F;H=?� L?>CN�M;F?M�;L?�OM?>�CH�NBCM�=IGJON;NCIH�C@�EHIQH
<ON�NB?�NIN;F�M;F?M�@CAOL?�I@N?H�B;M�NI�M?LP?�;M�;�MO<MNCNON?�<?=;OM?�I@�;P;CF;<CFCNS

 B;JN?L���&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�/?=?CP;<F?M�

����� IGJ;HS^M�3CN;F�0CAHMZ�==IOHNM�/?=?CP;<F? ���

http://www.quia.com/quiz/2092882.html
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��������1B?�>;CFS�M;F?M�@CAOL?�CM�=;F=OF;N?>�;M�������GCFFCIH���������<CFFCIH����
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EXERCISE
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Question: If company officials notice that theaverage age of accounts receivable�� is
getting older, what type of remedial actions can be taken?How does a company reduce the
average number of days that are required to collect receivables so that cash is available more
quickly?
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KEY TAKEAWAYS
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question��)?N^M�M;S�NB;N�SIO�;L?�;H;FSTCHA�;�J;LNC=OF;L�=IGJ;HS�;H>�;L?
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Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 7 "In a Set of Financial Statements, What
Information Is Conveyed about Receivables?".
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7.7 End-of-Chapter Exercises

QUESTIONS

� !?@CH?�[;==IOHNM�L?=?CP;<F?\
� %IQ�CM�NB?�[H?N�L?;FCT;<F?�P;FO?\�I@�;==IOHNM�L?=?CP;<F?�>?N?LGCH?>�
� +;G?�NBL??�@;=NILM�;�=IGJ;HS�GCABN�=IHMC>?L�QB?H�NLSCHA�NI�>?N?LGCH?

NB?�;GIOHN�I@�;==IOHNM�L?=?CP;<F?�NB;N�QCFF�<?�OFNCG;N?FS�=IFF?=N?>
� 4B;N�>I?M�NB?�;==IOHN�[;FFIQ;H=?�@IL�>IO<N@OF�;==IOHNM\�L?JL?M?HN�
� !?@CH?�[=IHNL;�;==IOHN\
� 4B?H�CM�<;>�>?<N�?RJ?HM?�L?=IL>?>�
� 4BS�>I�=IGJ;HC?M�M?N�OJ�NB?�;FFIQ;H=?�@IL�>IO<N@OF�;==IOHNM�CHMN?;>�I@

DOMN�>?=L?;MCHA�;==IOHNM�L?=?CP;<F?�@IL�;HS�?RJ?=N?>�OH=IFF?=NC<F?
<;F;H=?M�

� 4B;N�?HNLS�>I?M�;�=IGJ;HS�G;E?�NI�QLCN?�I@@�;�MJ?=C@C=�;==IOHN�NB;N�B;M
JLIP?H�NI�<?�OH=IFF?=NC<F?�

� $CP?�NQI�L?;MIHM�QBS�;==IOHN;HNM�>I�HIN�L?MN;N?�JLCIL�S?;L�MN;N?G?HNM
QB?H�?MNCG;NCIHM�;L?�HIN�?R;=N

�� +;G?�NB?�NQI�GIMN�JIJOF;L�;JJLI;=B?M�NI�?MNCG;NCHA�OH=IFF?=NC<F?
;==IOHNM�;H>�<LC?@FS�?RJF;CH�?;=B

�� 4B;N�CM�NB?�JOLJIM?�I@�;�=IGJ;HS�B;PCHA�;H�;==IOHNM�L?=?CP;<F?
MO<MC>C;LS�F?>A?L�

�� 4BS�>I?M�L?JILNCHA�<;F;H=?M�CH�@IL?CAH�=OLL?H=C?M�=L?;N?�;==IOHNCHA
=B;FF?HA?M�

�� �N�QB;N�?R=B;HA?�L;N?�;L?�GIH?N;LS�;MM?N�;H>�FC;<CFCNC?M�L?JILN?>�
�� !?@CH?�[=OLL?HN�;MM?NM\
�� !?@CH?�[=OLL?HN�FC;<CFCNC?M\
�� %IQ�CM�NB?�=OLL?HN�L;NCI�=;F=OF;N?>�;H>�QB;N�>I?M�CN�CH>C=;N?�;<ION�;

=IGJ;HS^M�@CH;H=C;F�B?;FNB�
�� 4BS�>I�@CH;H=C;F�MN;N?G?HN�OM?LM�=;F=OF;N?�;�=IGJ;HS^M�;A?�I@

L?=?CP;<F?M�
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TRUE OR FALSE

� ::::� IGJ;HC?M�OM?�NQI�M?J;L;N?�;==IOHNM�CH�IL>?L�NI�L?JILN�;==IOHNM
L?=?CP;<F?�;N�CNM�H?N�L?;FCT;<F?�P;FO?

� ::::��;>�>?<N�?RJ?HM?�CM�L?JILN?>�IH�NB?�<;F;H=?�MB??N�;M�;�=IHNL;
;==IOHN�NI�;==IOHNM�L?=?CP;<F?

� ::::�1B?�G;N=BCHA�JLCH=CJF?�M;SM�NB;N�?RJ?HM?M�MBIOF>�<?�L?=IL>?>�NB?
M;G?�J?LCI>�;M�NB?�L?P?HO?M�NB?S�B?FJ�A?H?L;N?

� ::::�,H=?�;H�;==IOHN�B;M�<??H�QLCNN?H�I@@��CN�=;H�H?P?L�<?�L?CHMN;N?>�IH
NB?�<IIEM��?P?H�C@�CN�CM�F;N?L�=IFF?=N?>

� ::::�1B?�H?N�;==IOHNM�L?=?CP;<F?�HOG<?L�IH�NB?�<;F;H=?�MB??N
L?JL?M?HNM�NB?�?R;=N�;GIOHN�NB?�=IGJ;HS�QCFF�=IFF?=N�CH�=;MB

� ::::��FF�=IGJ;HC?M�J?L@ILG�NB?CL�?MNCG;NCIH�I@�OH=IFF?=NC<F?�;==IOHNM�CH
NB?�M;G?�G;HH?L

� ::::�#L?KO?HNFS��<;>�>?<N�?RJ?HM?�;H>�NB?�?H>CHA�<;F;H=?�CH�NB?
;FFIQ;H=?�@IL�>IO<N@OF�;==IOHNM�QCFF�>C@@?L

� ::::�1B?�IF>?L�;�L?=?CP;<F?��NB?�F?MM�FCE?FS�CN�CM�NI�<?�=IFF?=N?>
� ::::�1B?�BCAB?L�NB;N�L?=?CP;<F?M�NOLHIP?L�CM��NB?�MFIQ?L�NB?�L?=?CP;<F?M

;L?�<?CHA�=IFF?=N?>
�� ::::�1I�G;E?�MN;N?G?HNM�GIL?�;==OL;N?��<;>�>?<N�?RJ?HM?�CM�L?=IL>?>

QB?H�;�MJ?=C@C=�;==IOHN�CM�>??G?>�OH=IFF?=NC<F?�;H>�QLCNN?H�I@@
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MULTIPLE CHOICE

� 4BC=B�I@�NB?�@IFFIQCHA�QIOF>not <?�OM?>�NI�B?FJ�;�=IGJ;HS
>?N?LGCH?�NB?�H?N�L?;FCT;<F?�P;FO?�I@�CNM�;==IOHNM�L?=?CP;<F?�

; &H>OMNLS�;P?L;A?M�;H>�NL?H>M
< 1B?�=IGJ;HS^M�;<CFCNS�NI�J;S�CNM�IQH�>?<NM
=  OLL?HN�?=IHIGC=�=IH>CNCIHM
> "@@C=C?H=S�I@�NB?�=IGJ;HS^M�=IFF?=NCIH�JLI=?>OL?M

� 4BC=B�JLCH=CJF?�MN;N?M�NB;N�?RJ?HM?M�MBIOF>�<?�L?=IL>?>�CH�NB?
J?LCI>�CH�QBC=B�NB?S�B?FJ�A?H?L;N?�L?P?HO?M�

; *;N=BCHA�JLCH=CJF?
< $ICHA�=IH=?LH�JLCH=CJF?
=  IMN�<?H?@CN�;H;FSMCM
> *?;MOL?G?HN�JLCH=CJF?

� 0OH#OH� IGJ;HS�G;HO@;=NOL?M�F;QH�@OLHCNOL?�NB;N�CM�MIF>�NI
L?N;CF?LM�FCE?�<CA�<IR�BIG?�CGJLIP?G?HN�MNIL?M�!OLCHA�,=NI<?L
��5���0OH#OH�MIF>�@OLHCNOL?�NI�%IG?�-F;=?�IH�;==IOHN�CH�NB?
;GIOHN�I@����������N�NB?�?H>�I@���5���NB?�<;F;H=?�Q;M�MNCFF
IONMN;H>CHA�&H�';HO;LS���5���0OH#OH�>?=C>?>�NI�QLCN?�I@@�NBCM
J;LNC=OF;L�;==IOHN�;M�CN�>C>�HIN�;JJ?;L�NB?�<;F;H=?�QIOF>�?P?L�<?
=IFF?=N?>� BIIM?�NB?�=ILL?=N�DIOLH;F�?HNLS�@IL�NBCM�NL;HM;=NCIH
<?FIQ

; Figure 7.16

< Figure 7.17
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= Figure 7.18

> Figure 7.19

� ,LH;N?�&H=�?H>?>���5��QCNB������CH�;FFIQ;H=?�@IL�<;>�>?<NM�&H
��5���,LH;N?�QLIN?�I@@������CH�;==IOHNM�L?=?CP;<F?�NB;N�;JJ?;L�NI
<?�OH=IFF?=NC<F?��N�NB?�?H>�I@���5���,LH;N?�L?=IL>?>�<;>�>?<N
?RJ?HM?�I@������4B;N�CM�NB?�<;F;H=?�CH�NB?�;FFIQ;H=?�@IL
>IO<N@OF�;==IOHNM�;N�NB?�?H>�I@���5��

; ����
< ����
= ���
> ����

� $F;>MIH� ILJIL;NCIH�;==LO?M�<;>�>?<N�?RJ?HM?�OMCHA�NB?
J?L=?HN;A?�I@�M;F?M�G?NBI>��N�NB?�?H>�I@�NB?�S?;L��$F;>MIH�B;M
���������CH�;==IOHNM�L?=?CP;<F?�;H>��������CH�CNM�;FFIQ;H=?�@IL
>IO<N@OF�;==IOHNM�<?@IL?�;HS�?HNLS�CM�G;>?�@IL�<;>�>?<NM�0;F?M
@IL�NB?�S?;L�Q?L?������������1B?�J?L=?HN;A?�NB;N�$F;>MIH�B;M
BCMNILC=;FFS�OM?>�NI�=;F=OF;N?�<;>�>?<NM�CM���J?L=?HN�I@�M;F?M
4BC=B�I@�NB?�@IFFIQCHA�CM�NLO?�

; $F;>MIH^M�<;>�>?<N�?RJ?HM?�@IL�NB?�S?;L�CM�����
< 1B?�J?L=?HN;A?�I@�M;F?M�G?NBI>�CM�>?MCAH?>�NI�;=BC?P?�;H

;==OL;N?�<;F;H=?�MB??N�JL?M?HN;NCIH�I@�NB?�H?N�L?;FCT;<F?
P;FO?�I@�;==IOHNM�L?=?CP;<F?

= $F;>MIH�QIOF>�L?JILN�;H�;FFIQ;H=?�@IL�>IO<N@OF�;==IOHNM�I@
�������

> $F;>MIH�QIOF>�H??>�NI�G;E?�;H�;>DOMNG?HN�<?=;OM?�NB?
�������L?G;CHCHA�<;F;H=?�CH�NB?�;FFIQ;H=?�@IL�>IO<N@OF
;==IOHNM�CH>C=;N?M�NB?S�?MNCG;N?>�QLIHA�F;MN�S?;L
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� !;LF?H?� ILJIL;NCIH�B;M����������CH�;MM?NM�����J?L=?HN�I@�QBC=B
;L?�=OLL?HN��;H>����������CH�FC;<CFCNC?M�����J?L=?HN�I@�QBC=B�;L?
=OLL?HN�4BC=B�I@�NB?�@IFFIQCHA�CM�NLO?�

; !;LF?H?^M�=OLL?HN�L;NCI�CM���NI��
< !;LF?H?^M�QILECHA�=;JCN;F�CM���������
= !;LF?H?^M�QILECHA�=;JCN;F�CM��������
> 1B?�=OLL?HN�L;NCI�;H>�QILECHA�=;JCN;F�;L?�G?;MOL?M�I@�;

=IGJ;HS^M�JLI@CN;<CFCNS

� #C@?L�&H=�<?A;H�NB?�S?;L�QCNB����������CH�;==IOHNM�L?=?CP;<F?�
?H>?>�NB?�S?;L�QCNB����������CH�;==IOHNM�L?=?CP;<F?��;H>
�����������CH�M;F?M�);MN�S?;L�#C@?L^M�;A?�I@�L?=?CP;<F?M�Q;M�@ILNS�
MCR�>;SM�;H>�CNM�L?=?CP;<F?M�NOLHIP?L�Q;M�MCR�NCG?M�4BC=B�I@�NB?
@IFFIQCHA�CMnot NLO?�

; #C@?L^M�;A?�I@�L?=?CP;<F?M�CM�@C@NS�@IOL�>;SM
< #C@?L^M�L?=?CP;<F?M�NOLHIP?L�CM�����NCG?M
= #C@?L^M�;A?�I@�L?=?CP;<F?M�CGJLIP?>�NBCM�S?;L�IP?L�F;MN�S?;L
> �H;FSMNM�GIHCNIL�NB?�NCG?�CN�N;E?M�;�=IGJ;HS�NI�=IFF?=N�CNM

L?=?CP;<F?M
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PROBLEMS

� +O;H=?� IGJ;HS�B;>�H?N�=L?>CN�M;F?M�@IL�NB?�S?;L�I@���������
+O;H=?�?MNCG;N?M�NB;N���J?L=?HN�I@�CNM�H?N�=L?>CN�M;F?M�QCFF�H?P?L
<?�=IFF?=N?>

; -L?J;L?�NB?�?HNLS�NI�L?=IL>�+O;H=?^M�<;>�>?<N�?RJ?HM?�@IL
NB?�S?;L

< +O;H=?�B;>�;==IOHNM�L?=?CP;<F?�I@����������;N�NB?�?H>�I@�NB?
S?;L�0BIQ�BIQ�NB?�H?N�;==IOHNM�L?=?CP;<F?�<;F;H=?�QIOF>�<?
L?JILN?>�IH�NB?�<;F;H=?�MB??N��MMOG?�NB;N�NB?�;FFIQ;H=?�@IL
>IO<N@OF�;==IOHNM�B;>�;�<?ACHHCHA�<;F;H=?�I@�T?LI

= 4BS�CM���/�MBIQH�;N�H?N�L;NB?L�NB;H�DOMN�MBIQCHA�NB?�@OFF
;GIOHN�

� �MMOG?�NB;N�+O;H=?�CH�HOG<?L���;<IP?�OM?>�NB?�J?L=?HN;A?�I@
L?=?CP;<F?M�G?NBI>�NI�?MNCG;N?�OH=IFF?=NC<F?�;==IOHNM�CHMN?;>�I@
NB?�J?L=?HN;A?�I@�M;F?M�G?NBI>�+O;H=?�;MMOG?M�NB;N���J?L=?HN
I@�;==IOHNM�L?=?CP;<F?�QCFF�H?P?L�<?�=IFF?=N?>

; -L?J;L?�NB?�?HNLS�NI�L?=IL>�+O;H=?^M�<;>�>?<N�?RJ?HM?�@IL
NB?�S?;L

< 0BIQ�BIQ�NB?�H?N�;==IOHNM�L?=?CP;<F?�<;F;H=?�QIOF>�<?
L?JILN?>�IH�NB?�<;F;H=?�MB??N

= 4BS�;L?�=IGJ;HC?M�;FFIQ?>�NI�=BIIM?�<?NQ??H�G?NBI>M�I@
?MNCG;NCHA�<;>�>?<NM�CHMN?;>�I@�<?CHA�L?KOCL?>�NI�OM?�IH?
G?NBI>�

� /;S^M�$;G?-F;=?�M?FFM�;FF�NB?�BINN?MN�A?;L�;H>�PC>?I�A;G?M�,H
';HO;LS������5���/;S^M�B;>�NB?�@IFFIQCHA�;==IOHN�<;F;H=?M�

Figure 7.20

; !OLCHA���5���/;S^M�QLIN?�I@@��������CH�OH=IFF?=NC<F?�;==IOHNM
*;E?�NBCM�DIOLH;F�?HNLS
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< ,H?�;==IOHN�CH�NB?�;GIOHN�I@������NB;N�B;>�<??H�QLCNN?H�I@@
CH��;	�;<IP?�Q;M�=IFF?=N?>�*;E?�NB?�DIOLH;F�?HNLC?M�NI
L?CHMN;N?�NB?�;==IOHN�;H>�MBIQ�CNM�=IFF?=NCIH

= !OLCHA���5���/;S^M�G;>?�=L?>CN�M;F?M�I@����������;H>
=IFF?=N?>����������I@�;==IOHNM�L?=?CP;<F?�/?=IL>�NB?M?
DIOLH;F�?HNLC?M

> �N�NB?�?H>�I@�NB?�S?;L��/;S^M�>?N?LGCH?M�NB;N�;JJLIRCG;N?FS
��J?L=?HN�I@�CNM�?H>CHA�;==IOHNM�L?=?CP;<F?�<;F;H=?�QCFF�HIN
<?�=IFF?=N?>�/;S^M�OM?M�NB?�J?L=?HN;A?�I@�L?=?CP;<F?M�G?NBI>
I@�=;F=OF;NCHA�<;>�>?<NM�*;E?�NB?�H?=?MM;LS�DIOLH;F�?HNLS

� *?>Q?;L� ILJIL;NCIH�CM�;�GOFNCH;NCIH;F�>?;F?L�I@�OHC@ILGM�@IL
G?>C=;F�J?LMIHH?F�*?>Q?;L�CM�B?;>KO;LN?L?>�CH�;�=IOHNLS
QB?L?�>IFF;LM�;L?�NB?�=OLL?H=S�,H�*;L=B�����*?>Q?;L�?HN?LM
CHNI�;�NL;HM;=NCIH�NI�M?FF�OHC@ILGM�NI�;�BIMJCN;F�CH��LOMM?FM�
�?FACOG�CH�NB?�;GIOHN�I@���������?OLIM�,H�NBCM�>;N?��NB?
?R=B;HA?�L;N?�Q;M������@IL�?P?LS�?OLI

; /?=IL>�NBCM�NL;HM;=NCIH�@IL�*?>Q?;L�IH�*;L=B����;MMOGCHA
NB;N�NB?�OHC@ILGM�;L?�JOL=B;M?>�IH�;==IOHN

< ,H�*;L=B�����*?>Q?;L�JL?J;L?M�@CH;H=C;F�MN;N?G?HNM�,H
NBCM�>;N?��NB?�?R=B;HA?�L;N?�CM������J?L�?OLI�/?=IL>�NB?
H?=?MM;LS�DIOLH;F�?HNLS�@IL�*?>Q?;L�IH�NBCM�>;N?

� &H B;JN?L����%IQ�!I?M�;H�,LA;HCT;NCIH��==OGOF;N?�;H>
,LA;HCT?�NB?�&H@ILG;NCIH�+?=?MM;LS�NI�-L?J;L?�#CH;H=C;F
0N;N?G?HNM�����%?;NB?L�*CFF?L�MN;LN?>�B?L�IQH�<OMCH?MM��0?Q
 IIF�1B?�@CH;H=C;F�MN;N?G?HNM�@IL�!?=?G<?L�;L?�MBIQH�<?FIQ

Figure 7.21
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Figure 7.22

Figure 7.23

�;M?>�IH�NB?�@CH;H=C;F�MN;N?G?HNM��>?N?LGCH?�NB?�@IFFIQCHA�

;  OLL?HN�L;NCI
< 4ILECHA�=;JCN;F
= �A?�I@�L?=?CP;<F?M
> /?=?CP;<F?M�NOLHIP?LZ;MMOG?�NB;N�;==IOHNM�L?=?CP;<F?�IH���

����5��Q?L?�����
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COMPREHENSIVE PROBLEM

1BCM�JLI<F?G�QCFF�=;LLS�NBLIOAB�M?P?L;F�=B;JN?LM��<OCF>CHA�CH�>C@@C=OFNS�&N
;FFIQM�MNO>?HNM�NI�=IHNCHOIOMFS�JL;=NC=?�MECFFM�;H>�EHIQF?>A?�F?;LH?>�CH
JL?PCIOM�=B;JN?LM

/?=;FF�CH B;JN?L����4BS�*OMN�#CH;H=C;F�&H@ILG;NCIH��?��>DOMN?>�-LCIL�NI
NB?�-LI>O=NCIH�I@�#CH;H=C;F�0N;N?G?HNM��NB;N�)?IH�';=EMIH�MN;LN?>
4?<QILEM��;�4?<�MCN?�>?MCAH�;H>�G;CHN?H;H=?�@CLG�6IO�B?FJ?>�BCG
JL?J;L?�BCM�;>DOMN?>�NLC;F�<;F;H=?�@IL�'OH?�4?�;L?�AICHA�NI�=IHNCHO?�QCNB
NBCM�JLI<F?G��JL?J;LCHA�4?<QILEM�@CH;H=C;F�MN;N?G?HNM�@IL�'OFS

%?L?�;L?�4?<QILEM�@CH;H=C;F�MN;N?G?HNM�;M�I@�'OH?���

Figure 7.24

Figure 7.25
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Figure 7.26

1B?�@IFFIQCHA�?P?HNM�I==OL�>OLCHA�'OFS�
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Chapter 8

How Does a Company Gather Information about Its Inventory?

Video Clip
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Joe introducesChapter 8 "How Does a Company Gather Information about Its Inventory?"and speaks about
the course in general.

���

http://app.wistia.com/embed/medias/e2105b22a3


8.1 Determining and Reporting the Cost of Inventory

LEARNING OBJECTIVES
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Question: The asset section of the February 28, 2009, balance sheet produced by Best Buy Co.
Inc. reports net accounts receivable of $1.868 billion. Based on discussions in the previous
chapter, a decision maker should know that this figure reflects net realizable valueÑthe
estimation by officials of the amount of cash that will be collected from the receivables owed
to the company by its customers. Knowledge of financial accounting rules allows an
individual to understand the information being conveyed in a set of financial statements

As is common, the next account that appears on Best BuyÕs balance sheet is inventory, all the
items held on that date that were acquired for sales purposesÑtelevisions, cameras,
computers, and the like. The figure disclosed by the company for this asset is $4.753 billion.
Does this balance also indicate net realizable valueÑthe cash expected to be generated from
the companyÕs merchandiseÑor is different information reflected?On a balance sheet, what
does the amount reported for inventory represent?
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Question: Accounting for inventory seems particularly complicated. A logical approach to the
coverage here is needed. In coming to understand the reporting methodology that is utilized
with this asset, where should the discussion begin?What is the first issue that an accountant
faces in establishing an appropriate balance for inventory so that it is reported in conformity
with U.S. GAAP?
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Figure 8.1Maintaining a Cost for Inventory Item
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: When inventory is acquired, some sellers are willing to accept a reduced amount to
encourage fast paymentÑan offer that is called a cash discount (or a sales discount or
purchases discount depending on whether the seller or the buyer is making the entry). Cash
becomes available sooner so that the seller can quickly put it back into circulation to make
more profits. In addition, the possibility that a receivable will become uncollectible is
reduced if the balance due is not allowed to get too old. Tempting buyers to make quick
payments to reduce their cost is viewed as a smart business practice by many sellers

To illustrate, assume the invoice received by the sporting goods company (Rider) for the
above bicycle indicates the proper $250 balance due but also includes the notation: 2/10, n/
45. What message is being conveyed by the seller?How do cash discounts impact the
reporting of inventory?
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Figure 8.2Cost of Inventory Reduced by Cash Discount
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8.2 Perpetual and Periodic Inventory Systems
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Question: In an earlier chapter, differences between a perpetual inventory system and a
periodic inventory system were discussed briefly. A perpetual systemÑwhich frequently
relies on bar coding and computer scanningÑmaintains an ongoing record of all items
present How is the recording of an inventory purchase carried out in a perpetual system?
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Figure 8.3Rider Inc.ÑJournal EntriesÑPerpetual Inventory SystemIf the net method is applied by Rider Inc.
the initial purchase entry is recorded as $245. Later, if the discount is not taken, the additional cost of $5 is
recorded as a loss or an expense rather than as a capitalized cost of the inventory because it is not normal and
necessary to pay the extra amount.
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Question: In a periodic system, no attempt is made to keep an ongoing record of a companyÕs
inventory. Instead, the quantity and cost of merchandise is only determined periodically as a
preliminary step in preparing financial statements.How is the actual recording of an
inventory purchase carried out in a periodic system?
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Figure 8.4Rider Inc.ÑJournal EntriesÑPeriodic Inventory System
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Question� Given the availability of sophisticated computers, do any companies still use
periodic inventory systems?With bar coding and the advanced state of technology, is
periodic inventory simply an antiquated system that is no longer found in actual practice?
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8.3 The Calculation of Cost of Goods Sold

LEARNING OBJECTIVES
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Question: Rider Inc. (the sporting goods company) buys a bicycle for resell purposes and
records the transaction using either a perpetual or periodic system When should an
inventory purchase be recorded?Assume, for example, that Builder Company (the
manufacturer of this bicycle) is located in Wisconsin, whereas the retail store operated by
Rider is in Kentucky. Delivery takes several days at a minimum. The precise moment for
recording the transaction is probably not critical except near the end of the year when the
timing of journal entries can impact the balances to be included on the financial statements

To illustrate, assume this bicycle is ordered by Rider Inc. on December 27 of Year One. It is
shipped by Builder Company from Wisconsin on December 29 of Year One and arrives at the
retail store on January 4 of Year Two. When Rider produces its financial statements for Year
One, should the inventory cost and related payable be included even though the bicycle was
not physically received until Year Two?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: When a sale is made so that inventory is surrendered, the seller reports an expense
that has previously been identified as Òcost of goods soldÓ or Òcost of sales.Ó For example,
Best Buy reported Òcost of goods sold,Ó for the year ended February 28, 2009, as $34.017
billion When should cost of goods sold be determined?

To illustrate, assume that Rider Inc. begins the current year holding three Model XY-7
bicycles costing $260 eachÑ$780 in total. During the period, another five units of this same
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model are acquired, again for $260 apiece or $1,300 in total&H�NBCM�CFFOMNL;NCIH��?;=B
<C=S=F?�CH�NB?�=IGJ;HS^M�CHP?HNILS�B;M�NB?�M;G?�=IMN��������N�NBCM�CHNLI>O=NILS
MN;A?��ONCFCTCHA�;�MCHAF?�=IMN�@IL�;FF�CN?GM�?FCGCH;N?M�;�MCAHC@C=;HN�NB?IL?NC=;F
JLI<F?G�=IH=?LHCHA�NB?�@FIQ�I@�=IMNM��IH?�NB;N�QCFF�<?�>CM=OMM?>�CH�>?N;CF�CH�;
MO<M?KO?HN�=B;JN?LEventually, a customer buys seven of these bicycles for her family and
friends paying cash of $440 each or $3,080 in total. No further sales are made of this model.
At the end of the period, a single bicycle remains (3 + 5 Ð 7). One is still in stock while seven
have been sold. What is the proper method of recording the companyÕs cost of goods sold?
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Figure 8.5Journal Entries for Sale of Seven Model XY-7 BicyclesÑPerpetual Inventory System
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Periodic inventory system � �&H�=IHNL;MN��;�J?LCI>C=�MSMN?G�GIHCNILM�NB?�P;LCIOM
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General Ledger BalancesÑPeriodic Inventory System
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Figure 8.6Computation of Cost of Goods Sold in a Periodic SystemThe Purchases figure here could have also
been shown by displaying the various cost components, such as the invoice price, purchases discount,
transportation-in, and assembly. That breakdown is important for internal decision making and control but
probably of less interest to external parties.
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: In a perpetual inventory system, cost of goods sold is determined at the time of
each sale. Figures retained in a subsidiary ledger provide the cost of the specific item being
surrendered so that an immediate reclassification from asset to expense can be made

With a periodic system, cost of goods sold is not calculated until financial statements are
prepared. The beginning inventory balance (the ending amount from the previous year) is
combined with the total acquisition costs incurred this period. Merchandise still on hand is
counted and its cost is determined. All missing inventory is assumed to reflect the cost of
goods sold When a periodic inventory system is in use, how are both the ending inventory
and cost of goods sold for the year physically entered into the accounting records?These
figures have not been recorded on an ongoing basis so the general ledger must be updated to
agree with the reported balances
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Figure 8.7Adjusting EntryÑRecording Inventory and Cost of Goods Sold as Determined in Periodic Inventory
SystemAs mentioned previously, if separate T-account balances are established for cost components such as
transportation-in, assembly costs, and the like, they must be included in this entry rather than just a single
Purchases figure.
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8.4 Reporting Inventory at the Lower-of-Cost-or-Market

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� "RJF;CH�NB?�H??>�@IL�L?JILNCHA�CHP?HNILS�;N�NB?�FIQ?L�I@�=IMN�IL�G;LE?N
� !C@@?L?HNC;N?�<?NQ??H�;�JLI<F?G�=;OM?>�<S�;�>LIJ�CH�NB?�JOL=B;M?�P;FO?

I@�CHP?HNILS�;H>�IH?�=IGCHA�@LIG�NB?�M;F?M�P;FO?�I@�NB?�G?L=B;H>CM?
� 2H>?LMN;H>�NB?�>C@@?L?H=?�CH�;JJFSCHA�NB?�FIQ?L�I@�=IMN�IL�G;LE?N�LOF?

OH>?L�20�$��-�;H>�&#/0

Question: In the example of Rider Inc., Model XY-7 bicycles have been bought and sold and
one unit remains in stock at the end of the year. The cost of this model has held steady at
$260. However, its market value is likely to differ from that figure

Assume that, because of the sales made during the period, company officials believe that a
buyer will eventually be found to pay $440 for this last bicycle Is inventory always reported
on a balance sheet at historical cost or is market (or fair) value ever taken into
consideration?Should this bicycle be shown as an asset at $260, $440, or some other
pertinent figure?
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or-market \��?GJB;MCM�;>>?>	�4B?H?P?L�CHP?HNILS�;JJ?;LM�NI�B;P?�FIMN�P;FO?�@IL
;HS�L?;MIH��NB?�;==IOHN;HN�=IGJ;L?M�NB?�=IMN�I@�NB?�CN?G�NI�CNM�G;LE?N�P;FO?�;H>
NB?�FIQ?L�@CAOL?�NB?H�;JJ?;LM�IH�NB?�<;F;H=?�MB??N

Question� When applying the lower-of-cost-or-market approach to inventory, how does the
owner of the merchandise ascertain market value?
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Sales value�&HP?HNILS�;FMI�B;M�;�M;F?M�P;FO?�NB;N�=;H��@L?KO?HNFS��<?�CH>?J?H>?HN�I@
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NB?�;MM?N�L?>O=NCIH

Question: Inventory records are maintained at the historical cost of each item. For reporting
purposes, this figure is utilized unless the market value is lower. A reduction in value can
result because of a drop in replacement cost (a purchase value) or in net realizable value (a
sales value) How is the comparison of cost and market value actually made when inventory
is reported?

Assume that Rider Inc. is currently preparing financial statements and holds two bicycles in
ending inventory. Model XY-7 cost the company $260 while Model AB-9 cost $380. As
mentioned, Model XY-7 now has a replacement cost of only $210. Because of market
conditions, the exact sales value is uncertain. The other unit, Model AB-9, has been damaged
and can only be sold for $400 after $50 is spent for necessary repairs. What should Rider
report for its asset inventory?
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Figure 8.8Recognition of a Loss on Impaired Inventory Value
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)
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CHP?HNILS�OH>?L�20�$��-�QCFF�=IHNCHO?�NI�<?�ONCFCT?>�NI�=IGJFS�QCNB�&#/0
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KEY TAKEAWAYS
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8.5 Determining Inventory on Hand

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� 2H>?LMN;H>�NB?�H?=?MMCNS�I@�N;ECHA�;�JBSMC=;F�CHP?HNILS�?P?H�CH�;
J?LJ?NO;F�CHP?HNILS�MSMN?G

� "MNCG;N?�NB?�;GIOHN�I@�CHP?HNILS�IH�B;H>�OMCHA�BCMNILC=�ALIMM�JLI@CN
J?L=?HN;A?M�;H>�C>?HNC@S�NB?�MCNO;NCIHM�QB?H�NBCM�=IGJON;NCIH�GCABN�<?
H?=?MM;LS

Question: In a periodic inventory system, a physical count is always taken at or very near the
end of the fiscal year. This procedure is essential. There is no alternative method for
determining the final inventory figure and, hence, the cost of goods sold for the period When
a company uses a perpetual system, is a count of the goods on hand still needed since both
the current inventory balance and cost of goods sold are maintained and available in the
accounting records?

�HMQ?L����JBSMC=;F�CHP?HNILS�CM�H?=?MM;LS�?P?H�C@�;�=IGJ;HS�B;M�CHP?MN?>�NB?�?@@ILN
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Figure 8.9Adjusting EntryÑTo Bring Perpetual Inventory Records in Line with Physical Count, a Recording
Error Is Assumed

 IHP?LM?FS��C@�>C@@?L?H=?M�<?NQ??H�;=NO;F�;H>�L?=IL>?>�CHP?HNILS�;GIOHNM�I==OL
<?=;OM?�I@�>;G;A?��FIMM��IL�NB?@N��NB?�L?JILN?>�<;F;H=?�@IL�=IMN�I@�AII>M�MIF>�MBIOF>
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Figure 8.10Adjusting EntryÑTo Bring Perpetual Inventory Records in Line with Physical Count, Theft or Loss
Is Assumed
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Question: A periodic system is cheap and easy to operate. It does, though, present some
practical problems. Assume that a company experiences a fire, flood, or other disaster and is
attempting to gather evidenceÑfor insurance or tax purposesÑas to the amount of
merchandise that was destroyed. How does the company support its claim? Or assume a
company wants to produce interim financial statements for a single month or quarter
(rather than a full year) without going to the cost and trouble of taking a complete physical
inventory count If the information is needed, how can a reasonable approximation of the
inventory on hand be derived when a periodic system is in use?

�HMQ?L��,H?�?HNCL?�<L;H=B�I@�;==IOHNCHAZEHIQH�;M�[forensic
accounting �� \ZMJ?=C;FCT?M�CH�CHP?MNCA;NCIHM�QB?L?�CH@ILG;NCIH�CM�FCGCN?>�IL�HIN
;P;CF;<F?��IL�B;M�?P?H�<??H�JOLJIM?FS�;FN?L?>�NI�<?�GCMF?;>CHA	�#IL�?R;GJF?�
;MMOG?�NB;N�;�BOLLC=;H?�@FII>M�;�L?N;CF�=FINBCHA�MNIL?�CH� B;LF?MNIH��0IONB� ;LIFCH;
,HFS�;�JILNCIH�I@�NB?�G?L=B;H>CM?�=IMNCHA���������CM�M;FP;A?>#IL�;�@OFF�>?M=LCJNCIH
I@�@IL?HMC=�;==IOHNCHA��M??�#L;HE�'�$LCJJI�;H>�'�4��1?>	�&<?R��[&HNLI>O=NCIH�NI
#IL?HMC=��==IOHNCHA�\The National Public Accountant��'OH?����� &H�NLSCHA�NI
>?N?LGCH?�NB?�L?MOFNCHA�FIMM��NB?�;GIOHN�I@�CHP?HNILS�CH�NB?�<OCF>CHA�JLCIL�NI�NB?
MNILG�H??>M�NI�<?�=;F=OF;N?>���@IL?HMC=�;==IOHN;HN�GCABN�<?�BCL?>��<S�?CNB?L�NB?
IQH?L�I@�NB?�MNIL?�IL�NB?�CHMOL;H=?�=IGJ;HS�CHPIFP?>��NI�JLI>O=?�;�L?;MIH;<F?
?MNCG;N?�I@�NB?�G?L=B;H>CM?�IH�B;H>�;N�NB?�NCG?�,<PCIOMFS��C@�NB?�=IGJ;HS�B;>
OM?>�;�J?LJ?NO;F�L;NB?L�NB;H�;�J?LCI>C=�MSMN?G��NB?�H??>�NI�BCL?�NB?�M?LPC=?M�I@�;H
;==IOHNCHA�?RJ?LN�QIOF>�<?�F?MM�FCE?FS�OHF?MM�@L;O>�Q;M�MOMJ?=N?>

&H�MIG?�=;M?M��;LLCPCHA�;N�;�JLI<;<F?�CHP?HNILS�<;F;H=?�CM�HIN�?RNL?G?FS
=IGJFC=;N?>�?P?H�C@�J?LCI>C=�CHP?HNILS�JLI=?>OL?M�;L?�ONCFCT?>�4B?H�BCMNILC=;F
NL?H>M�=;H�<?�>?N?LGCH?>�QCNB�;MMOL;H=?��;�P;FC>�?MNCG;NCIH�I@�NB?�AII>M�IH�B;H>�CM
JIMMC<F?�;N�;HS�JICHN�CH�NCG?�QCNBION�NB?�<?H?@CN�I@�J?LJ?NO;F�L?=IL>M�#IL�NB?
 B;LF?MNIH�MNIL?��;MMOG?�NB;N�NB?�A?H?L;F�F?>A?L�CM�FI=;N?>�;@N?L�NB?�>CM;MN?L�;H>
NB?�1�;==IOHN�<;F;H=?M�JLIPC>?�NB?�@IFFIQCHA�CH@ILG;NCIH�L?MOFNCHA�@LIG�NB?
J?LCI>C=�MSMN?G�CH�OM?�

Figure 8.11Estimating InventoryÑGeneral Ledger Balances
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1I�>?N?LGCH?�NB?�=IMN�I@�CHP?HNILS�B?F>�;N�NB?�NCG?�I@�NB?�=;N;MNLIJB?��=IMN�I@
AII>M�MIF>�@IL�NB?�=OLL?HN�S?;L�B;M�NI�<?�;JJLIRCG;N?>�;H>�NB?H�L?GIP?>�@LIG�NB?
���������NIN;F�*;HS�=IGJ;HC?M�OM?�;�@;CLFS�MN;H>;L>�G;LEOJ�J?L=?HN;A?�CH�M?NNCHA
L?N;CF�JLC=?M��S�FIIECHA�;N�JL?PCIOMFS�L?JILN?>�<;F;H=?M��NB?�;==IOHN;HN�CM�I@N?H
;<F?�NI�G;E?�;�L?;MIH;<F?�>?N?LGCH;NCIH�I@�NB;N�G;LEOJ�#IL�?R;GJF?��;MMOG?�NB;N
CH�NB?�JL?=?>CHA�S?;L��NBCM�=IGJ;HS�L?JILN?>�M;F?M�L?P?HO?�I@����������;FIHA�QCNB
=IMN�I@�AII>M�MIF>�I@����������;H>��B?H=?��ALIMM�JLI@CN�I@����������&H�NBCM�?;LFC?L
J?LCI>��=IMN�I@�AII>M�MIF>�Q;M����J?L=?HN�I@�M;F?M�L?P?HO?�������������������	�QBCF?
ALIMM�JLI@CN�Q;M����J?L=?HN�������������������	

&@�;P;CF;<F?�?PC>?H=?�>I?M�HIN�CH>C=;N?�;HS�MCAHC@C=;HN�=B;HA?M�NBCM�S?;L�CH�NB?
G?NBI>�OM?>�NI�M?N�L?N;CF�JLC=?M��NB?�;==IOHN;HN�=;H�;MMOG?�NB;N�=IMN�I@�AII>M�MIF>
>OLCHA�NB?�J?LCI>�JLCIL�NI�NB?�MNILG�Q;M�;<ION��������������������M;F?M�L?P?HO?�_
���J?L=?HN	��?=;OM?�NB?�=IMN�I@�;FF�;P;CF;<F?�CHP?HNILS�Q;M�����������;JJLIRCG;N?FS
���������I@�NBIM?�AII>M�Q?L?�MNCFF�CH�MNI=E�QB?H�NB?�BOLLC=;H?�BCN� B;LF?MNIH
����������NIN;F�=IMN�F?MM����������?MNCG;N?>�=IMN�I@�AII>M�MIF>	�1BCM�L?MC>O;F�@CAOL?
=;H�NB?H�M?LP?�;M�NB?�<;MCM�@IL�NB?�CHMOL;H=?�IL�N;R�=F;CG�,HFS�AII>M�=IMNCHA
��������Q?L?�M;P?>�1BOM��NB?�?MNCG;N?>�FIMM�Q;M��������������������F?MM��������	

1B?�<CAA?MN�I<MN;=F?�CH�NBCM�NSJ?�=;F=OF;NCIH�CM�NB?�P;FC>CNS�I@�NB?�=IMN�;H>�G;LEOJ
J?L=?HN;A?M�*;HS�=IGJ;HC?M�I@@?L�;H�?=F?=NC=�P;LC?NS�I@�JLI>O=NM��?;=B�QCNB�CNM
IQH�MJ?=C@C=�ALIMM�JLI@CN�,NB?L�=IGJ;HC?M�=B;HA?�NB?CL�G;LEOJM�@L?KO?HNFS�<;M?>
IH�G;LE?N�=IH>CNCIHM�&H�MO=B�=;M?M��>?N?LGCHCHA�;�L?FC;<F?�J?L=?HN;A?�=;H�<?
>C@@C=OFN�;H>�NB?�;==OL;=S�I@�NB?�L?MOFNCHA�?MNCG;NCIH�CM�GIL?�KO?MNCIH;<F?

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

 B;JN?L���%IQ�!I?M�;� IGJ;HS�$;NB?L�&H@ILG;NCIH�;<ION�&NM�&HP?HNILS�
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KEY TAKEAWAYS

�FNBIOAB�J?LJ?NO;F�CHP?HNILS�MSMN?GM�;L?�>?MCAH?>�NI�G;CHN;CH�=OLL?HN
;==IOHN�<;F;H=?M��;�JBSMC=;F�=IOHN�CM�MNCFF�L?KOCL?>�J?LCI>C=;FFS�NI�OJ>;N?�NB?
L?=IL>M�@IL�?LLILM��NB?@N��;H>�NB?�FCE?�&H�;>>CNCIH��EHIQF?>A?�I@�NB?�;GIOHN
I@�CHP?HNILS�IH�B;H>�CM�MIG?NCG?M�H??>?>�CH�;�J?LCI>C=�MSMN?G�?P?H�C@
=IGJF?N?�L?=IL>M�;L?�HIN�;P;CF;<F?�&@�;�FIMM�B;M�I==OLL?>�>O?�NI�MIG?�NSJ?�I@
>CM;MN?L�IL�C@�CHN?LCG�@CH;H=C;F�MN;N?G?HNM�;L?�NI�<?�JL?J;L?>��NB?�CHP?HNILS
<;F;H=?�=;H�<?�?MNCG;N?>�1BCM�=IGJON;NCIH�CM�<;M?>�IH�>?N?LGCHCHA�NB?
ALIMM�JLI@CN�J?L=?HN;A?�OMCHA�BCMNILC=;F�>;N;� IMN�I@�AII>M�MIF>�@IL�NB?
J?LCI>�CM�?MNCG;N?>�;H>�NB?H�L?GIP?>�@LIG�NB?�NIN;F�CHP?HNILS�;P;CF;<F?�@IL
M;F?

Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question��$LIMM�JLI@CN�CM�NB?�M;F?M�L?P?HO?�A?H?L;N?>�<S�;�=IGJ;HS�F?MM�=IMN�I@
AII>M�MIF>�&H�INB?L�QIL>M��CN�CM�NB?�G;LEOJ�NB;N�;�=IGJ;HS�CM�;<F?�NI�?;LH�@LIG
NB?�M;F?�I@�CNM�CHP?HNILS�$II>M�;L?�<IOABN�@IL�;�JLC=?�;H>�NB?H�MIF>�;N�;�BCAB?L
P;FO?�&H�;H;FSTCHA�=IGJ;HC?M��ALIMM�JLI@CN�CM�I@N?H�MN;N?>�;M�;�J?L=?HN;A?��
=IGJ;HS^M�ALIMM�JLI@CN��@IL�?R;GJF?��GCABN�<?����J?L=?HN�I@�CNM�M;F?M�4B?H�SIO
MNO>S�;�=IGJ;HS��BIQ�GO=B�;NN?HNCIH�>I�SIO�J;S�NI�=B;HA?M�CH�ALIMM�JLI@CN
@LIG�S?;L�NI�S?;L�IL�>C@@?L?H=?M�NB;N�?RCMN�<?NQ??H�IH?�=IGJ;HS�;H>�;HINB?L�

Kevin Burns���=NO;FFS�S?;L�NI�S?;L�>C@@?L?H=?M�IHFS�CHN?L?MN�G?�C@�NB?L?�CM�;
MCAHC@C=;HN�=B;HA?�&@�;�=IGJ;HS^M�ALIMM�JLI@CN�G;LACH�CH=L?;M?M�MCAHC@C=;HNFS
@LIG�IH?�S?;L�NI�NB?�H?RN��GS�L;>;L�CM�;=NCP;N?>�&�Q;HN�NI�EHIQ�?R;=NFS�QBS
NB;N�B;JJ?H?>�&M�CN�N?GJIL;LS�IL�MIG?NBCHA�MCAHC@C=;HN��&@�ALIMM�JLI@CN�CM�NB;N
PIF;NCF?��CN�=IOF>�;FMI�?;MCFS�AI�NB?�INB?L�>CL?=NCIH�CH�NB?�@ONOL?�&�JL?@?L�MN?;>S
;M�MB?�AI?M�-L?>C=N;<CFCNS�;H>�NL;HMJ;L?H=S�;L?�P?LS�CGJILN;HN�NI�G?��M�@IL
ALIMM�JLI@CN�G;LACHM�<?NQ??H�IH?�=IGJ;HS�;H>�;HINB?L��NB?�IHFS�Q;S�NB;N�CM
MCAHC@C=;HN�NI�G?�CM�C@�NB?S�;L?�CH�NB?�M;G?�CH>OMNLS�;H>�NB?H�IHFS�C@�NB?L?�;L?
<CA�>C@@?L?H=?M�*IMN�=IGJ;HC?M�CH�G;NOL?�CH>OMNLC?M�B;P?�MCGCF;L�G;LACHM�;H>
F;LA?�>C@@?L?H=?M��;A;CH��QIOF>�G;E?�G?�P?LS�MOMJC=CIOM
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Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 8 "How Does a Company Gather Information about
Its Inventory?".
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8.6 End-of-Chapter Exercises

QUESTIONS

� !?@CH?�[=IMN\�;M�CN�L?F;N?M�NI�>?N?LGCHCHA�NB?�P;FO?�I@�CHP?HNILS
� 4B;N�CM�;�=;MB�>CM=IOHN�
� "RJF;CH�QB;N�NB?�N?LG�[�����H���\�G?;HM
� %IQ�>I�=;MB�>CM=IOHNM�CGJ;=N�NB?�L?JILN?>�P;FO?�I@�CHP?HNILS�
� 4B;N�CM�;�J?LJ?NO;F�CHP?HNILS�MSMN?G�
� 4B;N�CM�;�J?LCI>C=�CHP?HNILS�MSMN?G�
� +;G?�IH?�;>P;HN;A?�I@�;�J?LJ?NO;F�CHP?HNILS�MSMN?G�IP?L�;�J?LCI>C=

CHP?HNILS�MSMN?G
� +;G?�IH?�;>P;HN;A?�I@�;�J?LCI>C=�CHP?HNILS�MSMN?G�IP?L�;�J?LJ?NO;F

CHP?HNILS�MSMN?G
� "RJF;CH�NB?�=IH=?JN�I@�[@L??�IH�<I;L>\

�� 4B?H�>I?M�IQH?LMBCJ�NL;HM@?L�C@�>I=OG?HNM�MJ?=C@S�[#,��MBCJJCHA
JICHN\�

�� 4B?H�>I?M�IQH?LMBCJ�NL;HM@?L�C@�>I=OG?HNM�MJ?=C@S�[#,��>?MNCH;NCIH\�
�� 4B;N�NQI�DIOLH;F�?HNLC?M�;L?�G;>?�QB?H�CHP?HNILS�CM�MIF>�OH>?L�;

J?LJ?NO;F�MSMN?G�
�� $CP?�NB?�@ILGOF;�@IL�=IGJONCHA�=IMN�I@�AII>M�MIF>�OH>?L�;�J?LCI>C=

MSMN?G
�� "RJF;CH�NB?�=IH=?JN�I@�[FIQ?L�I@�=IMN�IL�G;LE?N\
�� 4BS�QIOF>�;�=IGJ;HS�NB;N�OM?M�;�J?LJ?NO;F�CHP?HNILS�MSMN?G�MNCFF

J?L@ILG�;�JBSMC=;F�CHP?HNILS�=IOHN�

 B;JN?L���%IQ�!I?M�;� IGJ;HS�$;NB?L�&H@ILG;NCIH�;<ION�&NM�&HP?HNILS�
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TRUE OR FALSE

� ::::�&@�NB?�G;LE?N�P;FO?�I@�;�=IGJ;HS^M�CHP?HNILS�CH=L?;M?M��NB?
=IGJ;HS�MBIOF>�L?=IL>�;�A;CH

� ::::���=IGJ;HS�MBIOF>�CH=FO>?�=IMNM�I@�NL;HMJILNCHA�;H�CN?G�NI�CNM�MNIL?
QB?H�>?N?LGCHCHA�NB?�=IMN�I@�NB?�CN?G

� ::::���=IGJ;HS�NB;N�OM?M�;�J?LJ?NO;F�CHP?HNILS�MSMN?G�MBIOF>�MNCFF
J?L@ILG�;�JBSMC=;F�CHP?HNILS�=IOHN

� ::::�&H�;�J?LJ?NO;F�MSMN?G��<ON�HIN�;�J?LCI>C=�MSMN?G��=IMN�I@�AII>M�MIF>
CM�>?N?LGCH?>�;H>�L?=IL>?>�;N�NB?�NCG?�I@�M;F?

� ::::�&@�CHP?HNILS�CM�MBCJJ?>�#,��MBCJJCHA�JICHN��NB?�<OS?L�N;E?M�NCNF?�;M
MIIH�;M�NB?�CHP?HNILS�F?;P?M�NB?�M?FF?L^M�Q;L?BIOM?

� ::::� IGJ;HC?M�CH@L?KO?HNFS�N;E?�;>P;HN;A?�I@�JOL=B;M?�>CM=IOHNM
<?=;OM?�NB?S�;GIOHN�NI�MI�FCNNF?�M;PCHAM

� ::::�-?LCI>C=�CHP?HNILS�MSMN?GM�;L?��CH�A?H?L;F��F?MM�?RJ?HMCP?�NI
IJ?L;N?�NB;H�J?LJ?NO;F�MSMN?GM

� ::::�&H�;�J?LCI>C=�MSMN?G��=IMN�I@�AII>M�MIF>�CM�NB?�>C@@?L?H=?�<?NQ??H
QB;N�;�=IGJ;HS�B;M�;P;CF;<F?�@IL�M;F?��<?ACHHCHA�CHP?HNILS�;H>
JOL=B;M?M	�;H>�QB;N�NB?S�>C>H^N�M?FF��?H>CHA�CHP?HNILS	

� ::::� IGJ;HC?M�IHFS�@IFFIQ�NB?�[FIQ?L�I@�=IMN�IL�G;LE?N\�AOC>?FCH?�C@
NB?S�OM?�;�J?LCI>C=�CHP?HNILS�MSMN?G

�� ::::�1B?�[JOL=B;M?M\�;==IOHN�CM�HIN�OM?>�CH�;�J?LJ?NO;F�CHP?HNILS
MSMN?G
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���"H>�I@� B;JN?L�"R?L=CM?M ���



MULTIPLE CHOICE

� ,H�#?<LO;LS�����+ILNB� ;LIFCH;�#OLHCNOL?�JOL=B;M?M�NBL??�MI@;M
@LIG�;�G;HO@;=NOL?L�@IL������?;=B�1B?�N?LGM�I@�NB?�M;F?�;L?���
���H����+ILNB� ;LIFCH;�#OLHCNOL?�J;SM�NB?�CHPIC=?�IH�#?<LO;LS
���%IQ�GO=B�>C>�NB?S�J;S�

; ����
< ����
= ����
> ����

�  L;SMIH�&H=�MN;LN?>�NB?�S?;L�QCNB����������CH�<?ACHHCHA
CHP?HNILS�!OLCHA�NB?�S?;L�� L;SMIH�JOL=B;M?>�;H�;>>CNCIH;F
�����������CH�CHP?HNILS��N�NB?�?H>�I@�NB?�S?;L�� L;SMIH
?GJFIS??M�J?L@ILG?>�;�JBSMC=;F�=IOHN�;H>�>?N?LGCH?>�NB;N
?H>CHA�CHP?HNILS�;GIOHN?>�NI����������4B;N�Q;M� L;SMIH^M�=IMN
I@�AII>M�MIF>�@IL�NB?�S?;L�

; ����������
< ����������
= ��������
> ����������

� /;=?Q;S� ILJIL;NCIH�G;HO@;=NOL?M�GCHC;NOL?�=;LM�;H>
L;=?NL;=EM�@IL�=IFF?=NILM�;H>�?HNBOMC;MNM�/;=?Q;S�JF;=?>�;H
IL>?L�@IL�MOJJFC?M�@LIG�!?FN;�&H=�IH�!?=?G<?L���1B?�M;F?M�MN;@@
;N�!?FN;�CH@ILG?>�/;=?Q;S�NB;N�NB?�MOJJFC?M�QIOF>�HIN�<?
;P;CF;<F?�NI�MBCJ�ION�OHNCF�!?=?G<?L����;H>�/;=?Q;S�;==?JN?>
NBCM�;LL;HA?G?HN�1B?�MOJJFC?M�;=NO;FFS�MBCJJ?>��#,��MBCJJCHA
JICHN��IH�!?=?G<?L����;H>�;LLCP?>�;N�/;=?Q;S^M�L?=?CPCHA�>I=E
IH�';HO;LS���,H�QBC=B�>;N?�MBIOF>�/;=?Q;S�CH=FO>?�NB?�MOJJFC?M
CH�CNM�CHP?HNILS�

; !?=?G<?L��
< !?=?G<?L���
= !?=?G<?L���
> ';HO;LS��

� 4BC=B�I@�NB?�@IFFIQCHA�=IH=?LHCHA�NB?�[FIQ?L�I@�=IMN�IL�
G;LE?N\�LOF?�CMnot NLO?�
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; &@�NB?�L?JF;=?G?HN�=IMN�I@�;H�CHP?HNILS�CN?G�@;FFM�<?FIQ�CNM
BCMNILC=;F�=IMN��NB?�P;FO?�I@�NB?�CN?G�MBIOF>�<?�QLCNN?H�>IQH

< &@�NB?�G;LE?N�P;FO?�I@�;H�CN?G�?R=??>M�CNM�BCMNILC=;F�=IMN��CN
MBIOF>�<?�QLCNN?H�OJ�;H>�;�A;CH�MBIOF>�<?�L?=IL>?>

= &N�CM�JIMMC<F?�@IL�;H�CN?G^M�H?N�L?;FCT;<F?�P;FO?�NI�@;FF�<?FIQ
CNM�BCMNILC=;F�=IMN

> )IQ?L�I@�=IMN�IL�G;LE?N�CM�;H�?R;GJF?�I@�NB?�=IHM?LP;NCMG
JLCH=CJF?

� /IGOFOM� IGJ;HS�M?FFM�G;JM��N�NB?�?H>�I@�NB?�S?;L��/IGOFOM^M
CHP?HNILS�;==IOHN�CH>C=;N?>�NB;N�CN�B;>�������G;JM�I@�&N;FS�IH
B;H>�NB;N�B;>�ILCACH;FFS�=IMN�����?;=B��H�CHP?HNILS�=IOHN
MBIQ?>�NB;N�IHFS�������Q?L?�;=NO;FFS�CH�?H>CHA�CHP?HNILS�4B;N
DIOLH;F�?HNLS�MBIOF>�/IGOFOM�G;E?�C@�G;H;A?G?HN�<?FC?P?M�NB?
>CM=L?J;H=S�CM�>O?�NI�?LLILM�CH�NB?�;==IOHNCHA�JLI=?MM�

; Figure 8.12

< Figure 8.13

= Figure 8.14

> Figure 8.15

� /?;F�0IONB�-LI>O=NM�B;M����������QILNB�I@�CHP?HNILS�IH�B;H>�IH
';HO;LS����?NQ??H�';HO;LS�;H>�*;L=B�����/?;F�0IONB�JOL=B;M?>
;H�;>>CNCIH;F����������CH�CHP?HNILS�;H>�M;F?M�I@����������B;>
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<??H�G;>?�,H�*;L=B�����/?;F�0IONB^M�Q;L?BIOM?�@FII>?>�;H>�;FF
<ON���������QILNB�I@�CHP?HNILS�Q;M�LOCH?>�/?;F�0IONB�B;M�;H
;P?L;A?�ALIMM�JLI@CN�J?L=?HN;A?�I@����J?L=?HN�4B;N�QIOF>�<?�NB?
;JJLIRCG;N?�P;FO?�I@�NB?�CHP?HNILS�>?MNLIS?>�CH�NB?�@FII>�

; ��������
< ��������
= ��������
> ��������
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PROBLEMS

�  IHH?=1?=B�<IOABN�����=IGJON?LM�CH�!?=?G<?L���5��@IL�����
?;=B�&N�J;C>������NI�B;P?�NB?G�>?FCP?L?>�NI�CNM�MNIL?�&H�';HO;LS
��5��� IHH?=1?=B�MIF>�����I@�NB?�=IGJON?LM�@IL������?;=B
 IHH?=1?=B�OM?M�;�J?LJ?NO;F�CHP?HNILS�MSMN?G

; -L?J;L?�NB?�DIOLH;F�?HNLS�C?M	�NI�L?=IL>� IHH?=1?=B^M
JOL=B;M?�I@�NB?�=IGJON?LM

< !?N?LGCH?�NB?�<;F;H=?�CH� IHH?=1?=B^M�?H>CHA�CHP?HNILS�IH
!?=?G<?L�������5�

= -L?J;L?�NB?�DIOLH;F�?HNLS�C?M	�NI�L?=IL>�NB?�M;F?�I@�NB?
=IGJON?LM

> !?N?LGCH?�NB?�<;F;H=?�CH� IHH?=1?=B^M�?H>CHA�CHP?HNILS�IH
';HO;LS�������5�

� *IHN?T�*O@@CHM�;H>�*IL?�CM�;�<;E?LS�FI=;N?>�CH�+?Q�6ILE
*IHN?T�JOL=B;M?M�;�AL?;N�>?;F�I@�@FIOL�CH�<OFE�@LIG�;�QBIF?M;F?L
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COMPREHENSIVE PROBLEM
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Figure 8.19

1B?�@IFFIQCHA�?P?HNM�I==OL�>OLCHA��OAOMN�

;�4?<QILEM�>?=C>?M�NI�<?ACH�M?FFCHA�;�FCGCN?>�M?F?=NCIH�I@�CHP?HNILS�CN?GM
L?F;N?>�NI�CNM�<OMCH?MM�!OLCHA��OAOMN��4?<QILEM�JOL=B;M?M�MJ?=C;FNS
E?S<I;L>M�@IL��������IH�;==IOHN�;H>�@F;MB�>LCP?M�@IL��������IH�;==IOHN�QCNB
NB?�BIJ?M�I@�M?FFCHA�NB?G�NI�CNM�4?<�MCN?�=OMNIG?LM�IL�INB?LM�QBI�GCABN�<?
CHN?L?MN?>�!O?�NI�NB?�FCGCN?>�;GIOHN�I@�CHP?HNILS��4?<QILEM�QCFF�OM?�;
J?LCI>C=�MSMN?G�/?=IL>�NB?M?�JOL=B;M?M

<�4?<QILEM�JOL=B;M?M�MOJJFC?M�QILNB������IH�;==IOHN

=�4?<QILEM�MN;LNM�;H>�=IGJF?N?M�MCR�GIL?�4?<�MCN?M�;H>�<CFFM�=FC?HNM�@IL
������

>�/?=;FF�NB;N�CH�'OFS��4?<QILEM�L?=?CP?>������CH�;>P;H=?�NI�>?MCAH�NQI�4?<
MCN?M�4?<QILEM�=IGJF?N?M�NB?M?�MCN?M�>OLCHA��OAOMN

?�4?<QILEM�=IFF?=NM��������CH�;==IOHNM�L?=?CP;<F?

 B;JN?L���%IQ�!I?M�;� IGJ;HS�$;NB?L�&H@ILG;NCIH�;<ION�&NM�&HP?HNILS�

���"H>�I@� B;JN?L�"R?L=CM?M ���



@�4?<QILEM�J;SM�+;H=S������@IL�B?L�QILE�>OLCHA�NB?�@CLMN�NBL??�Q??EM�I@
�OAOMN

A�&H�'OH?��4?<QILEM�>?MCAH?>�;�MCN?�@IL�-;OFCH?�0GCNB�;H>�<CFF?>�B?L
2H@ILNOH;N?FS��<?@IL?�MB?�=IOF>�@CHCMB�J;SCHA�NB?�<CFF��*M�0GCNB^M�<OMCH?MM
@IF>?>�&N�CM�OHFCE?FS�4?<QILEM�QCFF�=IFF?=N�;HSNBCHA�/?=IL>�NB?�?HNLS�NI
QLCN?�I@@�NB?������L?G;CHCHA�L?=?CP;<F?�@LIG�*M�0GCNB

B�4?<QILEM�M?FFM�E?S<I;L>M�@IL��������;H>�@F;MB�>LCP?M�@IL��������=;MB

C�4?<QILEM�J;SM�I@@�CNM�M;F;LC?M�J;S;<F?�@LIG�'OFS

D�4?<QILEM�J;SM�I@@��������I@�CNM�;==IOHNM�J;S;<F?

E�4?<QILEM�L?=?CP?M������CH�;>P;H=?�NI�QILE�IH�;�4?<�MCN?�@IL�;�FI=;F
>?HNCMN�4ILE�QCFF�HIN�<?ACH�IH�NB?�4?<�MCN?�OHNCF�0?JN?G<?L

F�4?<QILEM�J;SM�)?IH�M;F;LS�I@�������

G�4?<QILEM�J;SM�N;R?M�I@������CH�=;MB

/?KOCL?>�

��-L?J;L?�DIOLH;F�?HNLC?M�@IL�NB?�;<IP?�?P?HNM

��-IMN�NB?�DIOLH;F�?HNLC?M�NI�1�;==IOHNM

 �-L?J;L?�;H�OH;>DOMN?>�NLC;F�<;F;H=?�@IL�4?<QILEM�@IL��OAOMN

!�-L?J;L?�;>DOMNCHA�?HNLC?M�@IL�NB?�@IFFIQCHA�;H>�JIMN�NB?G�NI�SIOL�1�
;==IOHNM

H�4?<QILEM�IQ?M�+;H=S������@IL�B?L�QILE�>OLCHA�NB?�F;MN�Q??E�I@��OAOMN

I�)?IH^M�J;L?HNM�F?N�BCG�EHIQ�NB;N�4?<QILEM�IQ?M������NIQ;L>�NB?
?F?=NLC=CNS�<CFF�4?<QILEM�QCFF�J;S�NB?G�CH�0?JN?G<?L

 B;JN?L���%IQ�!I?M�;� IGJ;HS�$;NB?L�&H@ILG;NCIH�;<ION�&NM�&HP?HNILS�

���"H>�I@� B;JN?L�"R?L=CM?M ���



J�4?<QILEM�>?N?LGCH?M�NB;N�CN�B;M�����QILNB�I@�MOJJFC?M�L?G;CHCHA�;N�NB?
?H>�I@��OAOMN

K�-L?J;C>�L?HN�MBIOF>�<?�;>DOMN?>�@IL��OAOMN^M�JILNCIH

L�4?<QILEM�CM�=IHNCHOCHA�NI�;==LO?�<;>�>?<NM�;N����J?L=?HN�I@�;==IOHNM
L?=?CP;<F?

M�4?<QILEM�J?L@ILGM�;�=IOHN�I@�?H>CHA�CHP?HNILS�;H>�>?N?LGCH?M�NB;N
�������CH�E?S<I;L>M�;H>��������CH�@F;MB�>LCP?M�L?G;CH�/?=IL>�=IMN�I@�AII>M
MIF>

"�-L?J;L?�;H�;>DOMN?>�NLC;F�<;F;H=?

#�-L?J;L?�@CH;H=C;F�MN;N?G?HNM�@IL��OAOMN

 B;JN?L���%IQ�!I?M�;� IGJ;HS�$;NB?L�&H@ILG;NCIH�;<ION�&NM�&HP?HNILS�

���"H>�I@� B;JN?L�"R?L=CM?M ���



Chapter 9

Why Does a Company Need a Cost Flow Assumption in Reporting
Inventory?

Video Clip
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Joe introducesChapter 9 "Why Does a Company Need a Cost Flow Assumption in Reporting Inventory?"and
speaks about the course in general.
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9.1 The Necessity of Adopting a Cost Flow Assumption

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�
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QB?H�CHP?HNILS�CM�MIF>

� �JJFS�NB?�@IFFIQCHA�=IMN�@FIQ�;MMOGJNCIHM�NI�>?N?LGCH?�L?JILN?>
<;F;H=?M�@IL�?H>CHA�CHP?HNILS�;H>�=IMN�I@�AII>M�MIF>��MJ?=C@C=
C>?HNC@C=;NCIH��#&#,��)&#,��;H>�;P?L;ACHA

Question: In the coverage of financial accounting to this point, general standardization has
been evident. Most transactions are recorded in an identical fashion by all companies. This
defined structure helps ensure understanding. It also enhances the ability of decision makers
to compare results from one year to the next or from one company to another. For example,
inventoryÑexcept in unusual circumstancesÑis always reported at historical cost unless its
value is lower. Experienced decision makers should be well aware of that criterion when they
are reviewing the inventory figures reported by a company

However, an examination of the notes to financial statements for some well-known
businesses shows an interesting inconsistency in the reporting of inventory (emphasis
added)

Mitsui & Co. (U.S.A.) Inc.Ñas of March 31, 2009: ÒInventories, consisting mainly of
commodities and materials for resale, are stated at the lower of cost, principally on the
specific-identification basis, or market.\

Johnson & Johnson and SubsidiariesÑas of December 28, 2008: ÒInventories are stated at the
lower-of-cost-or-market determined by thefirst-in, first-out method.\

Safeway Inc. and SubsidiariesÑas of December 31, 2008: ÒMerchandise inventory of $1,740
million at year-end 2008 and $1,866 million at year-end 2007 is valued at the lower of cost on
a last-in, first-out (ÔLIFOÕ) basisor market value.\
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Bristol-Myers SquibbÑas of December 31, 2008: ÒInventories are generally stated ataverage
cost, not in excess of market.\

ÒSpecific-identification basis,Ó Òfirst-in, first-out,Ó Òlast-in, first-out,Ó Òaverage costÓÑwhat
information do these terms provide? Why are all of these companies using different
methods?In the financial reporting of inventory, what is the significance of disclosing that a
company applies Òfirst-in, first-out,Ó Òlast-in, first-out,Ó or the like?
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Question: An example is probably the easiest approach by which to demonstrate cost flow
assumptions. Assume a menÕs retail clothing store holds $120 in cash. On October 26, Year
One, one blue dress shirt is bought for $50 in cash for resell purposes. Later, near the end of
the year, this style of shirt becomes especially popular. On December 29, Year One, the storeÕs
manager buys a second shirt exactly like the first but this time at a cost of $70. Cash on hand
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has been depleted completely ($120 less $50 and $70) but the company now holds two shirts
in its inventory

Then, on December 31, Year One, a customer buys one of these two shirts by paying cash of
$110. Regardless of the cost flow assumption, the company retains one blue dress shirt in
inventory at the end of the year and cash of $110. It also reports sales revenue of $110. Those
facts are not in doubt

From an accounting perspective, two questions are left to be resolved (1) what is the cost of
goods sold reported for the one shirt that was sold and (2) what is the cost remaining in
inventory for the one item still on hand?

In simpler terms, should the $50 or $70 be reclassified to cost of goods sold; should the $50 or
$70 remain in ending inventory? For financial accounting, the importance of the answers to
those questions cannot be overemphasized What are the various cost flow assumptions and
how are they applied to inventory?
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Figure 9.1Journal EntryÑReclassification of the Cost of One Piece of Inventory Using FIFO
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Figure 9.2Journal EntryÑReclassification of the Cost of One Piece of Inventory Using LIFO
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Figure 9.3Journal EntryÑReclassification of the Cost of One Piece of Inventory Using Averaging
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9.2 The Selection of a Cost Flow Assumption for Reporting Purposes

LEARNING OBJECTIVES
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Question: FIFO, LIFO, and averaging can present radically different portraits of identical
events. Is the gross profit for this menÕs clothing store really $60 (FIFO), $40 (LIFO), or $50
(averaging) in connection with the sale of one blue shirt? Analyzing the numbers presented
by most companies can be difficult if not impossible without understanding the implications
of the assumption applied Which of the cost flow assumptions is viewed as most appropriate
in producing fairly presented financial statements?
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Figure 9.4Results of Possible Cost Flows Assumptions Used by Clothing Store

Question� Since company officials are allowed to select a cost flow assumption, which of these
methods is most typically found in the reporting of companies in the United States?
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@II>�;H>�>LOAM�N?H>�NI�?M=;F;N?�=IHMCMN?HNFS�IP?L�NCG?�QBCF?�=IGJON?L�JLC=?M�I@N?H
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Question: In periods of inflation, as demonstrated by the previous example, FIFO reports a
higher gross profit (and, hence, net income) and a higher inventory balance than does LIFO.
Averaging presents figures that normally fall between these two extremes. Such results are
widely expected by those readers of financial statements who understand the impact of the
various cost flow assumptions

Any one of these methods is permitted for financial reporting. Why is FIFO not the obvious
choice for every organization that anticipates inflation in its inventory costs? Officials must
prefer to report figures that make the company look stronger and more profitable. With
every rise in prices, FIFO shows a higher income because the earlier (cheaper) costs are
transferred to cost of goods sold. Likewise, FIFO reports a higher total inventory on the
balance sheet because the later (higher) cost figures are retained in the inventory T-account.
The company is no different physically by this decision but FIFO makes it look better Why
does any company voluntarily choose LIFO, an approach that reduces reported income and
total assets when prices rise?
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Figure 9.5Advantages and Disadvantages of FIFO and LIFO

*Assumes a rise in prices over time.
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: The LIFO conformity rule requires companies that apply LIFO for income tax
purposes to also use that same method for their financial reporting to investors, creditors,
and other decision makers Is the information submitted to the government for income tax
purposes not always the same as that presented to decision makers in a set of financial
statements?Reporting different numbers seems unethical
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G;HH?L�@IL�N;R�JOLJIM?M�NB;H�@IL�@CH;H=C;F�L?JILNCHA

�FNBIOAB�M?J;L;N?FS�>?P?FIJ?>��@CH;H=C;F�MN;N?G?HNM�;H>�CH=IG?�N;R�L?NOLHM�;L?
NC?>�NIA?NB?L�;N�IH?�MCAHC@C=;HN�MJIN��NB?�)&#,�=IH@ILGCNS�LOF?�&@�;�=IGJ;HS�=BIIM?M
NI�OM?�)&#,�@IL�N;R�JOLJIM?M��CN�GOMN�>I�NB?�M;G?�@IL�@CH;H=C;F�L?JILNCHA�4CNBION
NB;N�L?KOCL?G?HN��G;HS�=IGJ;HC?M�FCE?FS�QIOF>�OM?�#&#,�CH�=L?;NCHA�NB?CL�@CH;H=C;F
MN;N?G?HNM�;H>�)&#,�@IL�NB?CL�CH=IG?�N;R�L?NOLHM�*O=B�I@�NB?�JIJOF;LCNS�MBIQH
?;LFC?L�@IL�)&#,�CM�OH>IO<N?>FS�>?LCP?>�@LIG�NBCM�N;R�L?KOCL?G?HN�L;NB?L�NB;H�;HS
NB?IL?NC=;F�G?LCN

KEY TAKEAWAYS

&H@ILG;NCIH�@IOH>�CH�@CH;H=C;F�MN;N?G?HNM�CM�L?KOCL?>�NI�<?�JL?M?HN?>�@;CLFS
CH�=IH@ILGCNS�QCNB�20�$��-��?=;OM?�M?P?L;F�CHP?HNILS�=IMN�@FIQ
;MMOGJNCIHM�;L?�;FFIQ?>��JL?M?HN?>�HOG<?LM�=;H�P;LS�MCAHC@C=;HNFS�@LIG
IH?�=IGJ;HS�NI�;HINB?L�;H>�MNCFF�<?�;JJLIJLC;N?�#&#,��)&#,��;H>�;P?L;ACHA
;L?�;FF�JIJOF;L�2H>?LMN;H>CHA�;H>�=IGJ;LCHA�@CH;H=C;F�MN;N?G?HNM�CM�KOCN?
>C@@C=OFN�QCNBION�EHIQCHA�NB?�CGJFC=;NCIHM�I@�NB?�G?NBI>�M?F?=N?>�)&#,��@IL
?R;GJF?��N?H>M�NI�JLI>O=?�FIQ�CH=IG?�@CAOL?M�CH�;�J?LCI>�I@�CH@F;NCIH�1BCM
;MMOGJNCIH�JLI<;<FS�QIOF>�HIN�<?�OM?>�?RN?HMCP?FS�?R=?JN�@IL�NB?�)&#,
=IH@ILGCNS�LOF?�NB;N�JLIBC<CNM�CNM�OM?�@IL�N;R�JOLJIM?M�OHF?MM�;FMI�L?JILN?>
IH�NB?�=IGJ;HS^M�@CH;H=C;F�MN;N?G?HNM�1SJC=;FFS��@CH;H=C;F�L?JILNCHA�;H>
NB?�JL?J;L;NCIH�I@�CH=IG?�N;R�L?NOLHM�;L?�OHL?F;N?>�<?=;OM?�NQI�M?NM�I@
LOF?M�;L?�OM?>�QCNB�L;>C=;FFS�>C@@?LCHA�I<D?=NCP?M�%IQ?P?L��NB?�)&#,
=IH@ILGCNS�LOF?�DICHM�NB?M?�NQI�;N�NBCM�IH?�E?S�MJIN
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9.3 Problems with Applying LIFO

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� /?=IAHCT?�NB;N�NB?IL?NC=;F�JLI<F?GM�QCNB�)&#,�B;P?�F?>�NB?�=L?;NILM�I@
&#/0�LOF?M�NI�JLIBC<CN�CNM�OM?

� "RJF;CH�NB;N�NB?�<CAA?MN�JLI<F?G�;MMI=C;N?>�QCNB�)&#,�CM�;H�CHP?HNILS
<;F;H=?�NB;N�=;H�I@N?H�MBIQ�=IMNM�@LIG�S?;LM��IL�?P?H�>?=;>?M	�?;LFC?L
NB;N�;L?�NIN;FFS�CLL?F?P;HN�NI>;S

� &>?HNC@S�NB?�=;OM?�I@�;�)&#,�FCKOC>;NCIH�;H>�NB?�L?;MIH�NB;N�CN�CM�PC?Q?>
;M�;�NB?IL?NC=;F�=IH=?LH�<S�;==IOHN;HNM

Question: As a result of the LIFO conformity rule in the tax laws, this cost flow assumption is
widely used in the United States. LIFO, though, is not allowed in many other areas of the
world. It is not simply unpopular in those locations; its application is strictly forbidden.
Thus, international companies are often forced to resort to alternatives in reporting their
foreign subsidiaries. For example, a footnote to the 2008 financial statements of American
Biltrite Inc. explains that ÒInventories are stated at the lower-of-cost-or-market. Cost is
determined by the last-in, first-out (LIFO) method for most of the CompanyÕs domestic
inventories. The use of LIFO results in a better matching of costs and revenues. Cost is
determined by the first-in, first-out (FIFO) method for the CompanyÕs foreign inventories\

Why is LIFO not accepted in most countries outside the United States?

�HMQ?L���FNBIOAB�)&#,�=;H�<?�MOJJILN?>�;M�JLIPC>CHA�;�JLIJ?L�G;N=BCHA�I@
?RJ?HM?M��=IMN�I@�AII>M�MIF>	�QCNB�L?P?HO?M��;�HOG<?L�I@�M?LCIOM�NB?IL?NC=;F
JLI<F?GM�;L?�=L?;N?>�<S�CNM�;JJFC=;NCIH�1B?�GIMN�=IGGIH�;==OM;NCIH�;A;CHMN�)&#,
CM�NB;N�CN�I@N?H�JL?M?HNM�;�<;F;H=?�MB??N�HOG<?L�NB;N�CM�=IGJF?N?FS�ION�I@�>;N?�;H>
OM?F?MM�4B?H�;JJFSCHA�NBCM�;MMOGJNCIH��NB?�F;N?MN�=IMNM�A?N�GIP?>�NI�=IMN�I@�AII>M
MIF>�MI�NB?�?;LFC?L�=IMNM�L?G;CH�CH�NB?�CHP?HNILS�;==IOHNZJIMMC<FS�@IL�S?;LM�;H>
?P?H�>?=;>?M��@N?L�MIG?�J?LCI>�I@�NCG?��NBCM�;MM?N�<;F;H=?�CM�FCE?FS�NI�L?JILN�;
HOG<?L�NB;N�B;M�HI�L?F?P;H=?�NI�NI>;S^M�JLC=?M
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#IL�?R;GJF?��CH�CNM������@CH;H=C;F�MN;N?G?HNM��"RRIH*I<CF�L?JILN?>�CHP?HNILS�IH�CNM
<;F;H=?�MB??N�;N�MFCABNFS�IP?L������<CFFCIH�<;M?>�IH�;JJFSCHA�)&#,�&H�NB?�@IINHIN?M
NI�NBIM?�@CH;H=C;F�MN;N?G?HNM��NB?�=IGJ;HS�>CM=FIM?>�NB;N�NB?�=OLL?HN�=IMN�NI
;=KOCL?�NBCM�M;G?�CHP?HNILS�Q;M������<CFFCIH�BCAB?L�NB;H�NB?�HOG<?L�<?CHA
L?JILN?>�1B?�;MM?N�Q;M�MBIQH�;M������<CFFCIH�<ON�NB?�JLC=?�NI�<OS�NB;N�M;G?
CHP?HNILS�Q;M�;=NO;FFS������<CFFCIH�������<CFFCIH�JFOM�����	�4B;N�CM�NB?�JIMMC<F?
CH@ILG;NCIH;F�P;FO?�I@�L?JILNCHA�;H�;MM?N�NB;N�CM�<?CHA�B?F>�@IL�M;F?�;N�;H�;GIOHN
GIL?�NB;H�����<CFFCIH�<?FIQ�CNM�=OLL?HN�P;FO?��M�QCFF�<?�M??H�CH�NB?�H?RN�=B;JN?L�
MCGCF;L�;LAOG?HNM�;L?�G;>?�CH�=IHH?=NCIH�QCNB�JLIJ?LNS�;H>�?KOCJG?HNZNB?
L?JILN?>�;GIOHN�;H>�NB?�P;FO?�=;H�P;LS�AL?;NFS�%IQ?P?L��NBIM?�;MM?NM�;L?�HIN
HILG;FFS�B?F>�@IL�L?M;F?�JOLJIM?�MI�NB;N�=OLL?HN�QILNB�CM�I@�GO=B�F?MM�CHN?L?MN�NI
>?=CMCIH�G;E?LM1B;N�CM�NB?�?MM?HNC;F�JLI<F?G�;NNLC<ON?>�NI�)&#,

1I�CFFOMNL;N?��;MMOG?�NB;N�;�A;M�MN;NCIH�B;M�;�N;HE�NB;N�BIF>M�N?H�NBIOM;H>�A;FFIHM�I@
A;MIFCH?�,H�';HO;LS����6?;L�,H?��NB?�N;HE�CM�@CFF?>�;N�;�=IMN�I@����J?L�A;FFIH��FGIMN
CGG?>C;N?FS�NB?�JLC=?�I@�A;MIFCH?�DOGJM�NI����J?L�A;FFIH�!OLCHA�NB?�L?G;CH>?L�I@
6?;L�,H?��NB?�MN;NCIH�<OSM�;H>�M?FFM�IH?�GCFFCIH�A;FFIHM�I@�A;M�1BOM��N?H�NBIOM;H>
A;FFIHM�L?G;CH�CH�NB?�N;HE�;N�S?;L^M�?H>��N?H�NBIOM;H>�A;FFIHM�JFOM�IH?�GCFFCIH
A;FFIHM�<IOABN�GCHOM�IH?�GCFFCIH�A;FFIHM�MIF>�?KO;FM�N?H�NBIOM;H>�A;FFIHM�)&#,�;H>
#&#,�L?JILN�NB?M?�L?MOFNM�;M�@IFFIQM�

LIFO

"H>CHA�&HP?HNILSZ�������A;FFIHM�;N�@CLMN�=IMN�I@����J?L�A;FFIH�������

 IMN�I@�$II>M�0IF>Z����������A;FFIHM�;N�F;MN�=IMN�I@����J?L�A;FFIH���������

FIFO

"H>CHA�&HP?HNILSZ�������A;FFIHM�;N�F;MN�=IMN�I@����J?L�A;FFIH�������

 IMN�I@�$II>M�0IF>Z@CLMN��������A;FFIHM�;N����J?L�A;FFIH�;H>�H?RN
��������A;FFIHM�;N����J?L�A;FFIH

���������

�@N?L�DOMN�IH?�J?LCI>��NB?�;MM?N�<;F;H=?�MBIQH�<S�)&#,�����J?L�A;FFIH	�CM�;FL?;>S
<?ACHHCHA�NI�>C@@?L�@LIG�NB?�=OLL?HN�=IMN�I@����J?L�A;FFIH

&@�NBCM�=IGJ;HS�=IHNCHO?M�NI�<OS�;H>�M?FF�NB?�M;G?�;GIOHN�;HHO;FFS�MI�NB;N�CN
@CHCMB?M�?;=B�S?;L�QCNB�;�@OFF�N;HE�I@�N?H�NBIOM;H>�A;FFIHM��=?LN;CHFS�HIN�;H
OHL?;MIH;<F?�;MMOGJNCIH	��)&#,�QCFF�=IHNCHO?�NI�L?JILN�NBCM�CHP?HNILS�;N����J?L
A;FFIH�@IL�NB?�@IFFIQCHA�>?=;>?M�L?A;L>F?MM�I@�=OLL?HN�JLC=?M�+?Q�=IMNM�;FQ;SM�A?N
NL;HM@?LL?>�NI�=IMN�I@�AII>M�MIF>�F?;PCHA�NB?�@CLMN�=IMNM�����J?L�A;FFIH	�CH�CHP?HNILS
1B?�N?H>?H=S�NI�L?JILN�NBCM�;MM?N�;N�;�=IMN�?RJ?H>?>�G;HS�S?;LM�CH�NB?�J;MN�CM�NB?
MCHAF?�<CAA?MN�L?;MIH�NB;N�)&#,�CM�PC?Q?>�;M�;H�CFF?ACNCG;N?�G?NBI>�CH�G;HS
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=IOHNLC?M��H>�NB;N�M;G?�M?HNCG?HN�QIOF>�JLI<;<FS�?RCMN�CH�NB?�2HCN?>�0N;N?M
?R=?JN�@IL�NB?�)&#,�=IH@ILGCNS�LOF?

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: LIFO is also criticized because of the possibility of an event known as aLIFO
liquidation �  What is a LIFO liquidation and why does it cause a theoretical problem for
accountants?

�HMQ?L���M�>?GIHMNL;N?>�;<IP?��IP?L�NCG?��=IMNM�@LIG�GO=B�?;LFC?L�S?;LM�I@N?H
L?G;CH�CH�NB?�CHP?HNILS�1�;==IOHN�QB?H�)&#,�CM�;JJFC?>���A;MIFCH?�MN;NCIH�NB;N
IJ?HM�CH������;H>�?H>M�?;=B�S?;L�QCNB�;�@OFF�N;HE�I@�N?H�NBIOM;H>�A;FFIHM�I@
A;MIFCH?�QCFF�L?JILN�CNM�CHP?HNILS�<;F;H=?�;N������=IMNM�?P?H�CH�NB?�S?;L������QB?H
OMCHA�)&#,�%IQ?P?L��C@�NB?�KO;HNCNS�I@�NB?�?H>CHA�CHP?HNILS�CM�?P?L�;FFIQ?>�NI
>?=L?;M?��;==C>?HN;FFS�IL�IH�JOLJIM?	��MIG?�IL�;FF�I@�NBIM?������=IMNM�GIP?�NI�=IMN
I@�AII>M�MIF>�/?P?HO?�?;LH?>�CH������CM�NB?H�G;N=B?>�QCNB�=IMNM�@LIG������1B;N�CM
;�)&#,�FCKOC>;NCIH�NB;N�=;H�;LNC@C=C;FFS�CH@F;N?�L?JILN?>�?;LHCHAM�C@�NBIM?�?;LFC?L�=IMNM
;L?�L?F;NCP?FS�FIQ

1I�CFFOMNL;N?��;MMOG?�NB;N�;�MN;NCIH�MN;LNM������QCNB�N?H�NBIOM;H>�A;FFIHM�I@
A;MIFCH?�)&#,�B;M�<??H�;JJFC?>�IP?L�NB?�S?;LM�MI�NB;N�NB?�CHP?HNILS�CM�L?JILN?>�;N
NB?������=IMN�I@������J?L�A;FFIH�&H�NB?�=OLL?HN�S?;L��A;MIFCH?�=IMN������J?L�A;FFIH
NI�<OS�;H>�CM�NB?H�MIF>�NI�NB?�JO<FC=�@IL������J?L�A;FFIH�=L?;NCHA�;�HILG;F�ALIMM
JLI@CN�I@������J?L�A;FFIH�1B;N�CM�NB?�;GIOHN�I@�CH=IG?�NB;N�;�MN;NCIH�CM�G;ECHA�;N
NBCM�NCG?

�N�NB?�<?ACHHCHA�I@�������NB?�MN;NCIH�M?FFM�CNM�?HNCL?�MNI=E�I@�N?H�NBIOM;H>�A;FFIHM�I@
A;MIFCH?�;H>�NB?H�=?;M?M�NI�=;LLS�NBCM�JLI>O=N��J?LB;JM�NB?�IQH?LM�Q;HN�NI�@I=OM�IH
ALI=?LC?M�IL�;ONIGI<CF?�J;LNM	�4CNBION�;HS�L?JF;=?G?HN�I@�NB?�CHP?HNILS��NB?�=IMN
I@�NB?�A;MIFCH?�<IOABN�CH������@IL������J?L�A;FFIH�CM�MBC@N?>�@LIG�CHP?HNILS�NI�=IMN
I@�AII>M�MIF>�CH������&HMN?;>�I@�NB?�HILG;F�JLI@CN�G;LACH�I@������J?L�A;FFIH�IL
�������@IL�N?H�NBIOM;H>�A;FFIHM��NB?�=IGJ;HS�L?JILNM�;�ALIMM�JLI@CN�I@������J?L
A;FFIH�������M;F?M�JLC=?�GCHOM������=IMN�I@�AII>M�MIF>	�1B;N�;GIOHN�>I?M�HIN
L?@F?=N�NB?�L?;FCNS�I@�=OLL?HN�G;LE?N�=IH>CNCIHM�&N�;FFIQM�NB?�=IGJ;HS�NI�FIIE
IP?LFS�JLI@CN;<F?

� ��>?=L?;M?�CH�NB?�KO;HNCNS�I@
CHP?HNILS�IH�B;H>�QB?H�)&#,
CM�;JJFC?>�MI�NB;N�=IMNM
CH=OLL?>�CH�;�JL?PCIOM�J?LCI>
;L?�GCMG;N=B?>�QCNB�L?P?HO?M
I@�NB?�=OLL?HN�J?LCI>��C@
CH@F;NCIH�B;M�I==OLL?>��CN�=;H
=;OM?�;�MCAHC@C=;HN�CH=L?;M?�CH
L?JILN?>�H?N�CH=IG?
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&H�;�)&#,�FCKOC>;NCIH��=IMNM�@LIG�;H�?;LFC?L�J?LCI>�;L?�G;N=B?>�QCNB�L?P?HO?M�I@�NB?
JL?M?HN�S?;L�/?P?HO?�CM�G?;MOL?>�CH������>IFF;LM�<ON�=IMN�I@�AII>M�MIF>�CM�MN;N?>�CH
�����JLC=?M��FNBIOAB�NB?�L?JILN?>�@CAOL?M�;L?�N?=BHC=;FFS�=ILL?=N��NB?�CGJFC=;NCIH
NB;N�NBCM�MN;NCIH�=;H�?;LH�;�ALIMM�JLI@CN�I@������J?L�A;FFIH�CM�GCMF?;>CHA

1I�;FFIQ�>?=CMCIH�G;E?LM�NI�JLIJ?LFS�OH>?LMN;H>�NB?�?@@?=N�NB;N�;�)&#,�FCKOC>;NCIH
B;M�IH�L?JILN?>�H?N�CH=IG?��>CM=FIMOL?�CH�NB?�=IGJ;HS^M�@IINHIN?M�CM�H??>?>
QB?H?P?L�=IMNM�;L?�GCMG;N=B?>�CH�NBCM�G;HH?L��==IL>CHA�NI�NB?�@IINHIN?M�NI�NB?
�����@CH;H=C;F�MN;N?G?HNM�@IL��F=I;�&H=��[>OLCHA������;H>�������)&#,�CHP?HNILS
KO;HNCNC?M�Q?L?�L?>O=?>��QBC=B�L?MOFN?>�CH�;�J;LNC;F�FCKOC>;NCIH�I@�NB?�)&#,�<;M?
1B?�CGJ;=N�I@�NBCM�FCKOC>;NCIH�CH=L?;M?>�H?N�CH=IG?�<S������GCFFCIH	�CH������;H>����
�GCFFCIH	�CH�����\

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�/I<?LN���3;FF?DI��J;LNH?L
QCNB�NB?�;==IOHNCHA�@CLG�-LC=?Q;N?LBIOM? IIJ?LM

Question�� IGJ;HC?M�CH�NB?�2HCN?>�0N;N?M�;L?�;FFIQ?>�NI�=BIIM?�#&#,��)&#,��IL
;P?L;ACHA�;M�;H�CHP?HNILS�=IMN�@FIQ�;MMOGJNCIH�,P?L�NB?�S?;LM��G;HS�20
=IGJ;HC?M�B;P?�;>IJN?>�)&#,��CH�J;LN�<?=;OM?�I@�NB?�JIMMC<CFCNS�I@�L?>O=CHA
CH=IG?�N;R?M�>OLCHA�;�J?LCI>�I@�CH@F;NCIH�%IQ?P?L��&#/0�LOF?M�>I�HIN�L?=IAHCT?
)&#,�;M�;JJLIJLC;N?�4BS�>I?M�MO=B�MNLIHA�L?MCMN;H=?�NI�)&#,�?RCMN�IONMC>?�NB?
2HCN?>�0N;N?M��&@�NB?�2HCN?>�0N;N?M�;>IJNM�&#/0�QCFF�;FF�I@�NB?M?�=IGJ;HC?M�NB;N
HIQ�OM?�)&#,�B;P?�NI�MQCN=B�NB?CL�;==IOHNCHA�MSMN?GM�NI�#&#,�IL�;P?L;ACHA�
%IQ�GO=B�NLIO<F?�QCFF�NB;N�<?�

Rob Vallejo��1B?�&HN?LH;NCIH;F��==IOHNCHA�0N;H>;L>M��I;L>�L?PCM?>�&HN?LH;NCIH;F
�==IOHNCHA�0N;H>;L>�+I����&HP?HNILC?M��&�0��	��CH������1B?�CMMO?�I@�;==IOHNCHA
@IL�CHP?HNILC?M�OMCHA�;�)&#,�=IMNCHA�G?NBI>�Q;M�>?<;N?>�;H>�&�QIOF>�?H=IOL;A?
;HSIH?�M??ECHA�;>>CNCIH;F�CH@ILG;NCIH�NI�L?;>�NB?CL�<;MCM�@IL�=IH=FOMCIH�QBC=B
;==IGJ;HC?M�&�0���1B?�&�0��>C>�HIN�<?FC?P?�NB;N�NB?�)&#,�=IMNCHA�G?NBI>�Q;M�;
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9.4 Merging Periodic and Perpetual Inventory Systems with a Cost Flow
Assumption
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Question: In the previous chapter, periodic and perpetual inventory systems were
introduced. FIFO, LIFO, and averaging have now been presented. How does all of this
material come together for reporting purposes?How does the application of a cost flow
assumption impact the operation of a periodic or a perpetual inventory system?
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Question: To illustrate, assume that the Mayberry Home Improvement Store starts the new
year with four bathtubs (Model WET-5) in its inventory, costing $110 each ($440 in total)
when bought on December 9 of the previous period. The following events then take place
during the current year

WOn February 2, three of these bathtubs are sold for $200 each. (revenue $600)
WOn February 6, three new bathtubs of this model are bought for $120 each.

(cost $360)
WOn June 8, three of these bathtubs are sold for $250 each. (revenue $750)
WOn June 13, three new bathtubs of this model are bought for $130 each. (cost

$390)
WOn September 9, two of these bathtubs are sold for $300 each. (revenue $600)
WOn September 22, two new bathtub of this model are bought for $149. (cost

$298)

At the end of the year, on December 31, a physical inventory is taken that finds that four
bathtubs, Model WET-5, are in stock (4 Ð 3 + 3 Ð 3 + 3 Ð 2 + 2). None were stolen, lost, or
damaged during the period
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How does a periodic FIFO system differ from a perpetual FIFO system in maintaining
accounting records and reporting inventory totals?
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Figure 9.6Periodic FIFOÑBathtub Model WET-5
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Figure 9.7Perpetual FIFOÑBathtub Model WET-5
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9.5 Applying LIFO and Averaging to Determine Reported Inventory
Balances

LEARNING OBJECTIVES
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Question: LIFO reverses the FIFO cost flow assumption so that the last costs incurred are the
first reclassified to cost of goods sold How is LIFO applied to the inventory of an actual
business?If the Mayberry Home Improvement Store adopted LIFO, how would the reported
figures have been affected by this decision?
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Figure 9.8Periodic LIFOÑBathtub Model WET-5

*If the number of units bought equals the number of units soldÑas seen in this exampleÑthe quantity of inventory
remains unchanged. In a periodic LIFO system, beginning inventory ($440) is then the same as ending inventory
($440) so that cost of goods sold ($1,048) equals the amount spent during the period to purchase inventory ($1,048).
Therefore, during the year, company officials can keep track of gross profit by subtracting purchases from revenues.
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Figure 9.9Perpetual LIFOÑBathtub Model WET-5
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Question: Not surprisingly, averaging follows a path similar to that of the previous examples.
Costs are either moved to cost of goods sold at the end of the year (periodic or weighted
average) or at the time of each new sale (perpetual or moving average). The only added
variable to this process is the calculation of average cost In the operation of an averaging
system, when and how is the average cost of inventory determined?
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Figure 9.10Periodic (Weighted) AverageÑBathtub Model WET-5
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Figure 9.11Perpetual (Moving) AverageÑBathtub Model WET-5
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Figure 9.12Six Inventory Systems
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9.6 Analyzing Reported Inventory Figures

LEARNING OBJECTIVES
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Question: The point has been made several times in this chapter that LIFO provides a lower
reported net income than does FIFO when prices are rising. In addition, the inventory figure
shown on the balance sheet will be below current cost if LIFO is applied during inflation.
Comparison between companies that are similar can become difficult, if not impossible, when
one uses FIFO and the other LIFO. For example, Rite Aid, the drug store giant, applies LIFO
while its rival CVS Caremark applies FIFO to the inventory held in its CVS pharmacies. How
can an investor possibly compare the two companies? In that situation, the utility of the
financial information seems limited

How do experienced decision makers manage to compare companies that apply LIFO to
others that do not?
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B;P?�<??H�>C@@?L?HN�QCNB�NB?�;JJFC=;NCIH�I@�#&#,�NI�;FF�CHP?HNILS�

�M�M??H�CH�NB?�J?LCI>C=�CHP?HNILS�@ILGOF;��<?ACHHCHA�CHP?HNILS�CM�;>>?>�NI
JOL=B;M?M�CH�>?N?LGCHCHA�=IMN�I@�AII>M�MIF>�QBCF?�?H>CHA�CHP?HNILS�CM�MO<NL;=N?>
4CNB�NB?�)&#,�@CAOL?M�L?JILN?>�<S�0;@?Q;S���������GCFFCIH��<?ACHHCHA�CHP?HNILS	
Q;M�;>>?>�CH�;LLCPCHA�;N�NBCM�?RJ?HM?�;H>�NB?H��������GCFFCIH��?H>CHA�CHP?HNILS	
Q;M�MO<NL;=N?>�1IA?NB?L��NB?�H?N�?@@?=N�CM�;H�;>>CNCIH�I@������GCFFCIH��������
GCFFCIH�F?MM��������GCFFCIH	�CH�=IGJONCHA�=IMN�I@�AII>M�MIF>�@IL������1B?�?RJ?HM?
Q;M������GCFFCIH�BCAB?L�NB;H�NB?�;GIOHN�I@�CHP?HNILS�JOL=B;M?>
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JOL=B;M?�@CAOL?�CM�NB?�M;G?�CH�<INB�?KO;NCIHM�1BOM��=IMN�I@�AII>M�MIF>�QCFF�<?����
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1B?S�=;H�>?N?LGCH?�NB?�;GIOHN�I@�H?N�CH=IG?�NI�<?�L?JILN?>�C@�)&#,�B;>�HIN�<??H
M?F?=N?>�;H>�=;H�NB?H�OM?�NB;N�@CAOL?�@IL�=IGJ;LCMIH�JOLJIM?M

&H�CNM������@CH;H=C;F�MN;N?G?HNM��0B?LQCH�4CFFC;GM�MCGJFC@C?M�NBCM�JLI=?MM�<S
>CM=FIMCHA�NB;N�CNM�L?JILN?>�H?N�CH=IG?�Q;M�L?>O=?>�<S�������������;M�;�L?MOFN�I@
;JJFSCHA�)&#,�&H=FOMCIH�I@�NB?�>;N;�Q;M�?RJF;CH?>�<S�=F?;LFS�MN;NCHA�NB;N�[1BCM
CH@ILG;NCIH�CM�JL?M?HN?>�NI�?H;<F?�NB?�L?;>?L�NI�G;E?�=IGJ;LCMIHM�QCNB�=IGJ;HC?M
OMCHA�NB?�#&#,�G?NBI>�I@�CHP?HNILS�P;FO;NCIH\
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)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: When analyzing receivables in a previous chapter, the assertion was made that
companies have vital signs that can be examined as an indication of financial well-being.
These are ratios or other computed amounts considered to be of particular significance. In
that earlier coverage, the age of the receivables and the receivable turnover were both
calculated and explained. For inventory, do similar vital signs also exist that decision makers
should study?What vital signs should be determined in connection with inventory when
examining the financial health and prospects of a company?

�HMQ?L��+I�>?@CHCNCP?�FCMN�I@�L;NCIM�;H>�L?F?P;HN�;GIOHNM�=;H�<?�C>?HNC@C?>�<?=;OM?
>C@@?L?HN�J?IJF?�N?H>�NI�B;P?�NB?CL�IQH�J?LMIH;F�JL?@?L?H=?M�%IQ?P?L��M?P?L;F
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AII>M�MIF>�QB?H�NB?�@CH;H=C;F�=IH>CNCIH�I@�;�=IGJ;HS�;H>�NB?�FCE?FCBII>�I@�CNM
JLIMJ?LCNS�;L?�<?CHA�?P;FO;N?>

Gross profit percentage�1B?�@CLMN�I@�NB?M?�CM�NB?gross profit percentage � ��QBC=B�CM
@IOH>�<S�>CPC>CHA�NB?gross profit � @IL�NB?�J?LCI>�<Snet sales� 
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J;C>�NI�<OS��IL�G;HO@;=NOL?	�CHP?HNILS�;H>�NB?�;GIOHN�L?=?CP?>�@LIG�;H�?P?HNO;F
M;F?�$LIMM�JLI@CN�J?L=?HN;A?�CM�I@N?H�OM?>�NI�=IGJ;L?�IH?�=IGJ;HS�NI�NB?�H?RN�IL
IH?�NCG?�J?LCI>�NI�NB?�H?RN�&@�;�<IIE�MNIL?�G;H;A?M�NI�?;LH�;�ALIMM�JLI@CN
J?L=?HN;A?�I@����J?L=?HN�;H>�;HINB?L�IHFS����J?L=?HN��KO?MNCIHM�H??>�NI�<?�L;CM?>
;<ION�NB?�>C@@?L?H=?�;H>�QBC=B�J?L=?HN;A?�CM�<?NN?L��,H?�=IGJ;HS�CM�G;ECHA�GIL?
JLI@CN�IH�?;=B�M;F?�<ON��JIMMC<FS�<?=;OM?�I@�BCAB?L�M;F?M�JLC=?M��CN�GCABN�<?�G;ECHA
MCAHC@C=;HNFS�@?Q?L�M;F?M
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Number of days inventory is held���M?=IH>�PCN;F�MCAH�CM�NB?number of days inventory
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KEY TAKEAWAY

 IGJ;HC?M�NB;N�;JJFS�)&#,��JLI<;<FS�@IL�CH=IG?�N;R�L?;MIHM	�I@N?H�BIJ?
>?=CMCIH�G;E?LM�QCFF�=IHP?LN�NB?CL�HOG<?LM�NI�#&#,�@IL�=IGJ;LCMIH
JOLJIM?M�#IINHIN?�>CM=FIMOL?�I@�#&#,�@CAOL?M�=;H�<?�CH=FO>?>�NI�G;E?�NBCM
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=IGJON?>�;GIOHNM�;H>�L;NCIM�NI�B?FJ�CFFOGCH;N?�QB;N�CM�B;JJ?HCHA�CHMC>?�;
=IGJ;HS�1B?�ALIMM�JLI@CN�J?L=?HN;A?�MCGJFS�>?N?LGCH?M�NB?�;P?L;A?
;GIOHN�I@�G;LEOJ�IH�?;=B�M;F?�&N�>?GIHMNL;N?M�JLC=CHA�JIFC=C?M�;H>
@FO=NO;NCIHM�I@N?H�CH>C=;N?�JIFC=S�=B;HA?M�IL�JLI<F?GM�CH�NB?�G;LE?N�1B?
;P?L;A?�HOG<?L�I@�>;SM�CH�CHP?HNILS�;H>�NB?�CHP?HNILS�NOLHIP?L�<INB�B?FJ
>?=CMCIH�G;E?LM�EHIQ�NB?�F?HANB�I@�NCG?�;�=IGJ;HS�N;E?M�NI�M?FF�CNM
G?L=B;H>CM?�1L;>CNCIH;FFS��;�MFIQCHA�>IQH�I@�M;F?M�CM�<;>�<?=;OM?�CHP?HNILS
CM�GIL?�FCE?FS�NI�<?�>;G;A?>��FIMN��IL�MNIF?H�-FOM��CHP?HNILS�A?H?L;N?M�HI
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question�� IGJ;HC?M�NB;N�M?FF�CHP?HNILS�CHMN?;>�I@�M?LPC=?M�GOMN�M?F?=N�;�=IMN
@FIQ�;MMOGJNCIH�@IL�L?JILNCHA�JOLJIM?M�4B;N�;L?�SIOL�NBIOABNM�QB?H�SIO�;L?
;H;FSTCHA�NQI�MCGCF;L�=IGJ;HC?M�;H>�>CM=IP?L�NB;N�IH?�B;M�;JJFC?>�#&#,�QBCF?
NB?�INB?L�OM?M�)&#,�

Kevin Burns��1LONB@OFFS��CN�CM�?;MS�NI�A?N�>CMNL;=N?>�<S�CMMO?M�MO=B�;M�#&#,�;H>
)&#,�NB;N�JLI<;<FS�G;E?�HI�>C@@?L?H=?�CH�NB?�FIHA�LOH�&�L;L?FS�FCE?�NI�NL;>?
MNI=EM�KOC=EFS�#IL�?R;GJF?��;MMOG?�;�=IGJ;HS�M?FFM�;�=IGGI>CNS�I@�MIG?�NSJ?
�D?Q?FLS��@IL�?R;GJF?	�1B?�=IGGI>CNS�@FO=NO;N?M�>L;G;NC=;FFS�CH�JLC=?�MI�QB?H
NB?�JLC=?�CM�@;FFCHA�SIO�B;P?�J;C>�GIL?�@IL�NB?�CN?G�NB;H�NB?�G;LE?N�QCFF�HIQ
J;S�SIO�@IL�NB?�@CHCMB?>�AII>�4B?H�JLC=?M�;L?�LCMCHA��SIO�L?;J�NB?�<?H?@CN�<S
M?FFCHA�;N�;H�?P?H�AL?;N?L�JLC=?�NB;H�SIO�?RJ?=N?>�0I�C@�SIO�B;P?�NQI
=IGJ;HC?M�>?;FCHA�QCNB�NB?�M;G?�CMMO?M�;H>�IH?�OM?M�)&#,�;H>�NB?�INB?L�#&#,�
NB?�L?JILN?>�L?MOFNM�=IOF>�<?�>L;G;NC=;FFS�>C@@?L?HN�%IQ?P?L��NB?�OH>?LFSCHA
@;=NM�>I�HIN�=B;HA?�,P?L�;H�?RN?H>?>�J?LCI>�I@�NCG?��NB?�NQI�=IGJ;HC?M
JLI<;<FS�?H>�OJ�CH�NB?�M;G?�JIMCNCIH�L?A;L>F?MM�I@�QB?NB?L�NB?S�;JJFS�)&#,�IL
#&#,�&�;G�GO=B�GIL?�CHN?L?MN?>�CH�BIQ�NB?S�;L?�CHP?MNCHA�NB?CL�=;MB�CH@FIQM
;H>�NB?�KO;FCNS�I@�NB?�G;H;A?G?HN�,H�NB?�INB?L�B;H>��;�J?LMIH�QBI�NL;>?M
MNI=EM�KOC=EFS�=IOF>�Q?FF�<?�CHN?L?MN?>�CH�L?JILN?>�L?MOFNM�NB;N�GCABN�CGJ;=N
MNI=E�JLC=?M�@IL�;�MBILN�J?LCI>�I@�NCG?�#IL�?R;GJF?��NB?�NL;>?L�G;S�Q?FF�QCMB�NI
M??�;�=IGJ;HS�OM?�#&#,�;M�L?JILN?>�JLI@CNM�QCFF�<?�BCAB?L�@IL�NB?�MBILN�N?LG�C@
NB?L?�CM�CH@F;NCIH�;H>�G;S�<?FC?P?�NB;N�B?�=;H�=;JCN;FCT?�IH�NB;N�MBILN�N?LG
JB?HIG?HIH

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 9 "Why Does a Company Need a Cost Flow
Assumption in Reporting Inventory?".
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9.7 End-of-Chapter Exercises

QUESTIONS

� 4BS�CM�CN�OHL?;FCMNC=�NI�;MMOG?�NB;N�CHP?HNILS�=IMNM�QCFF�L?G;CH�=IHMN;HN
IP?L�NCG?�

� 4B;N�CM�;�=IMN�@FIQ�;MMOGJNCIH�
� �LC?@FS�?RJF;CH�NB?�MJ?=C@C=�C>?HNC@C=;NCIH�;JJLI;=B
� �LC?@FS�?RJF;CH�NB?�@CLMN�CH��@CLMN�ION�=IMN�@FIQ�;MMOGJNCIH
� �LC?@FS�?RJF;CH�NB?�F;MN�CH��@CLMN�ION�=IMN�@FIQ�;MMOGJNCIH
� �LC?@FS�?RJF;CH�NB?�;P?L;ACHA�=IMN�@FIQ�;MMOGJNCIH
� 4BC=B�=IMN�@FIQ�;MMOGJNCIH�QCFF�ACP?�;�BCAB?L�H?N�CH=IG?�CH�;�J?LCI>�I@

LCMCHA�JLC=?M�
� 4BS�>IH^N�;FF�=IGJ;HC?M�OM?�MJ?=C@C=�C>?HNC@C=;NCIH�
� 4BC=B�=IMN�@FIQ�;MMOGJNCIH�;JJ?;LM�NI�<?�OM?>�<S�GIL?�=IGJ;HC?M�NB;H

;HS�INB?L�
�� 4B;N�;L?�;>P;HN;A?M�I@�OMCHA�)&#,�
�� 4BS�GOMN�;�=IGJ;HS�E??J�IH?�M?N�I@�<IIEM�@IL�@CH;H=C;F�L?JILNCHA

JOLJIM?M�;H>�;HINB?L�@IL�N;R�=IGJFC;H=?�JOLJIM?M�
�� 4BS�>I�G;HS�=IOHNLC?M�HIN�J?LGCN�NB?CL�=IGJ;HC?M�NI�OM?�)&#,�
�� "RJF;CH�)&#,�FCKOC>;NCIH
�� %IQ�=;H�OM?LM�=IGJ;L?�=IGJ;HC?M�QBI�OM?�>C@@?L?HN�=IMN�@FIQ

;MMOGJNCIHM�
�� %IQ�CM�ALIMM�JLI@CN�J?L=?HN;A?�=;F=OF;N?>�;H>�QB;N�>I?M�CN�N?FF�;�OM?L

;<ION�;�=IGJ;HS�
�� %IQ�CM�HOG<?L�I@�>;SM�CH�CHP?HNILS�=;F=OF;N?>�;H>�QBS�QIOF>�;�OM?L

Q;HN�NI�EHIQ�NBCM�HOG<?L�
�� 4B;N�CM�CHP?HNILS�NOLHIP?L��4B;N�>I?M�CN�N?FF�;�OM?L�;<ION�;�=IGJ;HS�
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TRUE OR FALSE

� ::::�2MCHA�NB?�)&#,�=IMN�;MMOGJNCIH�QCFF�;FQ;SM�L?MOFN�CH�;�FIQ?L�H?N
CH=IG?�NB;H�OMCHA�NB?�#&#,�=IMN�;MMOGJNCIH

� ::::�1B?�2HCN?>�0N;N?M�CM�NB?�IHFS�=IOHNLS�NB;N�;FFIQM�)&#,
� ::::�)&#,�N?H>M�NI�JLIPC>?�;�<?NN?L�G;N=B�I@�=IMNM�;H>�?RJ?HM?M�NB;H

#&#,�;H>�;P?L;ACHA
� ::::� IGJ;HC?M�=;H�OM?�)&#,�@IL�N;R�JOLJIM?M�;H>�#&#,�@IL�@CH;H=C;F

L?JILNCHA
� ::::�1B?�F;LA?L�NB?�CHP?HNILS�NOLHIP?L��NB?�<?NN?L��CH�GIMN�=;M?M
� ::::�&N�CM�CGJIMMC<F?�@IL�>?=CMCIH�G;E?LM�NI�=IGJ;L?�;�=IGJ;HS�QBI

OM?M�)&#,�QCNB�IH?�QBI�OM?M�#&#,
� ::::���D?Q?FLS�MNIL?�IL�<I;N�>?;F?LMBCJ�QIOF>�HILG;FFS�<?�;<F?�NI�OM?

NB?�MJ?=C@C=�C>?HNC@C=;NCIH�G?NBI>
� ::::�1B?�OH>?LFSCHA�=IH=?JN�I@�#&#,�CM�NB;N�NB?�?;LFC?MN�CHP?HNILS

JOL=B;M?>�QIOF>�<?�MIF>�@CLMN
� ::::�$LIMM�JLI@CN�J?L=?HN;A?�=;H�B?FJ�OM?LM�>?N?LGCH?�BIQ�FIHA�CN�N;E?M

=IGJ;HC?M�NI�M?FF�CHP?HNILS�;@N?L�NB?S�JOL=B;M?�CN
�� ::::�)&#,�FCKOC>;NCIH�G;S�;LNC@C=C;FFS�CH@F;N?�H?N�CH=IG?
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MULTIPLE CHOICE

� 4BC=B�I@�NB?�@IFFIQCHA�JLIPC>?M�NB?�<?MN�G;N=BCHA�I@�L?P?HO?M
;H>�?RJ?HM?M�

; 0J?=C@C=�&>?HNC@C=;NCIH
< #&#,
= )&#,
> �P?L;ACHA

� *CF<S� ILJIL;NCIH�JOL=B;M?>�NBL??�B;NM�NI�M?FF�>OLCHA�NB?�S?;L
1B?�@CLMN��JOL=B;M?>�CH�#?<LO;LS��=IMN����1B?�M?=IH>��JOL=B;M?>
CH��JLCF��=IMN����1B?�NBCL>��JOL=B;M?>�CH�'OFS��=IMN����&@�*CF<S
M?FFM�NQI�B;NM�>OLCHA�NB?�S?;L�;H>�OM?M�NB?�#&#,�G?NBI>��QB;N
QIOF>�=IMN�I@�AII>M�MIF>�<?�@IL�NB?�S?;L�

; ���
< ���
= ���
> ���

� 4BC=B�CMnot ;�L?;MIH�;�=IGJ;HS�QIOF>�=BIIM?�NI�OM?�)&#,�@IL
@CH;H=C;F�L?JILNCHA�

; 1B?�=IGJ;HS�QCMB?M�NI�OM?�)&#,�@IL�N;R�JOLJIM?M
< 1B?�=IGJ;HS�Q;HNM�H?N�CH=IG?�NI�<?�;M�BCAB�;M�JIMMC<F?
= 1B?�=IGJ;HS�QIOF>�FCE?�NI�G;N=B�NB?�GIMN�=OLL?HN�=IMNM

QCNB�L?P?HO?M
> )&#,�<?MN�G;N=B?M�NB?�JBSMC=;F�@FIQ�I@�CNM�CHP?HNILS

� !OLCHA�NB?�S?;L��%IMN?F� IGJ;HS�B;>�H?N�M;F?M�I@������������;H>
=IMN�I@�AII>M�MIF>�I@�������������?ACHHCHA�CHP?HNILS�Q;M
���������;H>�?H>CHA�CHP?HNILS�Q;M����������4BC=B�I@�NB?
@IFFIQCHA�QIOF>�<?�%IMN?F^M�CHP?HNILS�NOLHIP?L�@IL�NB?�S?;L�

; ����NCG?M
< ����NCG?M
= ����NCG?M
> �����NCG?M
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� 1L;SFIL� ILJIL;NCIH�<?A;H�NB?�S?;L�QCNB�NBL??�CN?GM�CH
<?ACHHCHA�CHP?HNILS��?;=B�=IMNCHA����!OLCHA�NB?�S?;L�1L;SFIL
JOL=B;M?>�@CP?�GIL?�CN?GM�;N�;�=IMN�I@����?;=B�;H>�NQI�GIL?
CN?GM�;N�;�=IMN�I@������?;=B�1L;SFIL�MIF>�?CABN�CN?GM�@IL����?;=B
&@�1L;SFIL�OM?M�)&#,��QB;N�QIOF>�<?�1L;SFIL^M�ALIMM�JLI@CN�@IL�NB?
S?;L�

; ���
< ���
= ���
> ���
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PROBLEMS

� 0OJ?L!OJ?L� IGJ;HS�M?FFM�NIJ�I@�NB?�FCH?�ME;N?<I;L>M
0OJ?L!OJ?L�CM�=IH=?LH?>�;<ION�G;CHN;CHCHA�BCAB�?;LHCHAM�;H>
B;M�=BIM?H�NI�OM?�NB?�J?LCI>C=�#&#,�G?NBI>�I@�CHP?HNILS�=IMNCHA
�N�NB?�<?ACHHCHA�I@�NB?�S?;L��0OJ?L!OJ?L�B;>�������ME;N?<I;L>M
CH�CHP?HNILS��?;=B�=IMNCHA�����&H��JLCF��0OJ?L!OJ?L�JOL=B;M?>
������ME;N?<I;L>M�;N�;�=IMN�I@�����;H>�CH��OAOMN��JOL=B;M?>������
GIL?�;N�;�=IMN�I@�����!OLCHA�NB?�S?;L��0OJ?L!OJ?L�MIF>������
ME;N?<I;L>M�@IL�����?;=B

; /?=IL>�?;=B�JOL=B;M?�0OJ?L!OJ?L�G;>?
< !?N?LGCH?�0OJ?L!OJ?L^M�=IMN�I@�AII>M�MIF>�OMCHA�#&#,

� �MMOG?�NB?�M;G?�@;=NM�;M�JLI<F?G���;<IP?��?R=?JN�NB;N�0OJ?L!OJ?L�CM
GIL?�=IH=?LH?>�QCNB�GCHCGCTCHA�N;R?M�;H>�OM?M�)&#,�!?N?LGCH?
0OJ?L!OJ?L^M�=IMN�I@�AII>M�MIF>�OMCHA�)&#,

� �MMOG?�NB?�M;G?�@;=NM�;M�JLI<F?G���;<IP?��?R=?JN�NB;N�0OJ?L!OJ?L�B;M
>?=C>?>�NI�OM?�;P?L;ACHA�!?N?LGCH?�0OJ?L!OJ?L^M�=IMN�I@�AII>M�MIF>
OMCHA�;P?L;ACHA

� 2MCHA�SIOL�;HMQ?LM�NI�JLI<F?GM��Y���>?N?LGCH?�NB?�@IFFIQCHA�

; 4BC=B�I@�NB?�G?NBI>M�SC?F>M�NB?�FIQ?MN�=IMN�I@�AII>M�MIF>�@IL
0OJ?L!OJ?L�

< 4BC=B�I@�NB?�G?NBI>M�SC?F>M�NB?�BCAB?MN�?H>CHA�CHP?HNILS
@IL�0OJ?L!OJ?L�

� 2FSMM?M� IGJ;HS�OM?M�)&#,�=IMNCHA�&N�L?JILN?>�<?ACHHCHA�CHP?HNILS�I@
������������;H>�?H>CHA�CHP?HNILS�I@�������������&@�=OLL?HN�=IMNM�Q?L?
OM?>�NI�P;FO?�CHP?HNILS��<?ACHHCHA�CHP?HNILS�QIOF>�B;P?�<??H
������������;H>�?H>CHA�CHP?HNILS�QIOF>�B;P?�<??H������������� IMN�I@
AII>M�MIF>�OMCHA�)&#,�Q;M�������������!?N?LGCH?�QB;N�=IMN�I@�AII>M
MIF>�QIOF>�<?�C@�2FSMM?M�OM?>�#&#,

� -;OF;^M�-;LE;M�M?FFM�+ILNB-F;=?�D;=E?NM��N�NB?�<?ACHHCHA�I@�NB?
S?;L��-;OF;^M�B;>�NQ?HNS�D;=E?NM�CH�MNI=E��?;=B�=IMNCHA�����;H>
M?FFCHA�@IL�����1B?�@IFFIQCHA�N;<F?�>?N;CFM�NB?�JOL=B;M?M�;H>
M;F?M�G;>?�>OLCHA�';HO;LS�
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Figure 9.13

�MMOG?�NB;N�-;OF;^M�-;LE;M�OM?M�NB?�J?LJ?NO;F�#&#,�G?NBI>

; !?N?LGCH?�-;OF;^M�-;LE;M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
CHP?HNILS�@IL�';HO;LS

< !?N?LGCH?�-;LE;^M�ALIMM�JLI@CN�@IL�';HO;LS

� �MMOG?�NB?�M;G?�@;=NM�;M�CH�JLI<F?G���;<IP?��<ON�NB;N�-;OF;^M
-;LE;M�OM?M�NB?�J?LJ?NO;F�)&#,�G?NBI>

; !?N?LGCH?�-;OF;^M�-;LE;M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
CHP?HNILS�@IL�';HO;LS

< !?N?LGCH?�-;LE;^M�ALIMM�JLI@CN�@IL�';HO;LS

� �MMOG?�NB?�M;G?�@;=NM�;M�CH�JLI<F?G���;<IP?��<ON�NB;N�-;OF;^M
-;LE;M�OM?M�NB?�GIPCHA�;P?L;A?�G?NBI>

; !?N?LGCH?�-;OF;^M�-;LE;M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
CHP?HNILS�@IL�';HO;LS

< !?N?LGCH?�-;LE;^M�ALIMM�JLI@CN�@IL�';HO;LS

� 1B?�#OLH�0NIL?�M?FFM�BIG?�@OLHCMBCHAM��CH=FO>CHA�<?;H�<;A�=B;CLM
#OLH�=OLL?HNFS�OM?M�NB?�J?LCI>C=�#&#,�G?NBI>�I@�CHP?HNILS
=IMNCHA��<ON�CM�=IHMC>?LCHA�CGJF?G?HNCHA�;�J?LJ?NO;F�MSMN?G�&N
QCFF�=IMN�;�AII>�>?;F�I@�GIH?S�NI�MN;LN�;H>�G;CHN;CH��MI�#OLH
QIOF>�FCE?�NI�M??�NB?�>C@@?L?H=?��C@�;HS��<?NQ??H�NB?�NQI�;H>�CM
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OMCHA�CNM�<?;H�<;A�=B;CL�CHP?HNILS�NI�>I�MI�%?L?�CM�NB?�@CLMN
KO;LN?L�CH@ILG;NCIH�@IL�<?;H�<;A�=B;CLM�

Figure 9.14

";=B�<?;H�<;A�=B;CL�M?FFM�@IL����

; !?N?LGCH?�#OLH^M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA�CHP?HNILS
OH>?L�J?LCI>C=�#&#,

< !?N?LGCH?�#OLH^M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA�CHP?HNILS
OH>?L�J?LJ?NO;F�#&#,

�� /IFFL<F;>T�&H=�CM�NLSCHA�NI�>?=C>?�<?NQ??H�;�J?LCI>C=�IL
J?LJ?NO;F�)&#,�MSMN?G�*;H;A?G?HN�QIOF>�FCE?�NI�M??�NB?�?@@?=N
I@�?;=B�IH�=IMN�I@�AII>M�MIF>�;H>�?H>CHA�CHP?HNILS�@IL�NB?�S?;L
�?FIQ�CM�CH@ILG;NCIH�=IH=?LHCHA�JOL=B;M?M�;H>�M;F?M�I@�CNM
MJ?=C;FNS�FCH?�I@�LIFF?L<F;>?M�
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Figure 9.15

; !?N?LGCH?�/IFFL<F;>T^M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
CHP?HNILS�OH>?L�J?LCI>C=�)&#,

< !?N?LGCH?�/IFFL<F;>T^M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
CHP?HNILS�OH>?L�J?LJ?NO;F�)&#,

�� %CABF;H>?L� ILJIL;NCIH�M?FFM�MQIL>M�@IL�>?=IL;NCP?�JOLJIM?M�&N
QIOF>�FCE?�NI�EHIQ�NB?�>C@@?L?H=?�CH�=IMN�I@�AII>M�MIF>�;H>
?H>CHA�CHP?HNILS�C@�CN�OM?M�NB?�Q?CABN?>�;P?L;A?�G?NBI>�IL�NB?
GIPCHA�;P?L;A?�G?NBI>�-F?;M?�@CH>�<?FIQ�CH@ILG;NCIH�NI�B?FJ
>?N?LGCH?�NB?M?�;GIOHNM�@IL�NB?�M?=IH>�KO;LN?L

Figure 9.16

0QIL>M�L?N;CF�@IL������?;=B
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; !?N?LGCH?�%CABF;H>?L^M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
CHP?HNILS�OH>?L�Q?CABN?>�;P?L;A?

< !?N?LGCH?�%CABF;H>?L^M�=IMN�I@�AII>M�MIF>�;H>�?H>CHA
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Figure 9.19
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Figure 9.21
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Chapter 10

In a Set of Financial Statements, What Information Is Conveyed
about Property and Equipment?

Video Clip
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Joe introducesChapter 10 "In a Set of Financial Statements, What Information Is Conveyed about Property
and Equipment?"and speaks about the course in general.
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10.1 The Reporting of Property and Equipment

LEARNING OBJECTIVES
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P;FO?�?R=?JN�CH�MJ?=C@C?>�=CL=OGMN;H=?M

Question: Wal-Mart Stores Inc. owns thousands of huge retail outlets and supercenters
located throughout the United States and many foreign countries. These facilities contain a
wide variety of machinery, fixtures and the like such as cash registers and shelving. On its
January 31, 2009, balance sheet, Wal-Mart reports Òproperty and equipment, netÓ of nearly
$93 billion, a figure that made up almost 60 percent of the companyÕs total assets. This
monetary amount was more than twice as large as any other asset reported by this company.
Based on sheer size, the information conveyed about this group of accounts is extremely
significant to any decision maker analyzing Wal-Mart or other similar companies In
creating financial statements, what is the underlying meaning of the figure reported for
property, equipment, and the like?What information is conveyed by the nearly $93 billion
balance disclosed by Wal-Mart?
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Question: The basic accounting for property and equipment certainly resembles that utilized
for prepaid expenses such as rent and insurance Do any significant differences exist
between the method of reporting prepaid expenses and the handling of operating assets like
machinery?
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Question: Wal-Mart reports property and equipment with a book value of $93 billion.
However, that figure has virtually nothing to do with the value of these assets. They might
actually be worth hundreds of billions. Decision makers analyze financial statements in
order to make decisions about an organization at the current moment. Are these decision
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makers not more interested in the fair value of these assets than in what remains of
historical cost?Why are property and equipment not reported at fair value?Is fair value not
a much more useful piece of information than cost minus accumulated depreciation when
assessing the financial health and prospects of a business?
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;N�QC>?FS�>C@@?LCHA�@CAOL?M�QCNB�?KO;F�=?LNCNO>?�+I�>?@CHCNCP?�P;FO?�=;H�JIMMC<FS
?RCMN�OHNCF�MIF>�4B;N�CM�NB?�CH@ILG;NCIH;F�<?H?@CN�I@�;�HOG<?L�NB;N�CM�MI�MO<D?=NCP?�
�>>CNCIH;FFS��NB?�;MM?N^M�P;FO?�GCABN�=B;HA?�L;>C=;FFS�IH�;�>;CFS�<;MCM�L?H>?LCHA
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>?=CMCIHM�1B?S�>I�HIN�JF;H�NI�M?FF�JLIJ?LNS�;H>�?KOCJG?HN�JL?G;NOL?FS�<ON�L;NB?L
NI�ONCFCT?�NB?M?�;MM?NM�@IL�NB?CL�?HNCL?�FCP?M� IHM?KO?HNFS��@CH;H=C;F�MN;N?G?HNM�;L?
=IHMNLO=N?>�;MMOGCHA�NB?�ILA;HCT;NCIH�QCFF�@OH=NCIH�OHNCF�;FF�I@�CNM�;MM?NM�;L?
=IHMOG?>�2HF?MM�CGJ;CL?>�IL�;�M;F?�CM�;HNC=CJ;N?>�CH�NB?�H?;L�@ONOL?��NB?�@;CL�P;FO?
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@;=NIL�NB;N�>I?M�CH@FO?H=?�NB?�=OLL?HN�JLC=?�I@�;HS�IQH?LMBCJ�MB;L?M�NL;>?>�;=NCP?FS
IH�;�MNI=E�?R=B;HA?�#IL�?R;GJF?��NB?�JLC=?�I@�MB;L?M�I@�1B?� I=;� IF;� IGJ;HS�CM
=?LN;CHFS�CGJ;=N?>�<S�NB?�J?L=?CP?>�P;FO?�I@�NB?�=IGJ;HS^M�JLIJ?LNS�;H>
?KOCJG?HN���QC>?FS�>CM=OMM?>�=IH=?JN�EHIQH�;M�[market capitalization � \�CM�IH?
G?NBI>�OM?>�NI�A;OA?�NB?�@;CL�P;FO?�I@�;�<OMCH?MM�;M�;�QBIF?�*;LE?N�=;JCN;FCT;NCIH
CM�=IGJON?>�<S�GOFNCJFSCHA�NB?�=OLL?HN�JLC=?�I@�;�=IGJ;HS^M�MNI=E�NCG?M�NB?
HOG<?L�I@�IQH?LMBCJ�MB;L?M�NB;N�;L?�IONMN;H>CHA�#IL�?R;GJF?��;JJLIRCG;N?FS���
<CFFCIH�MB;L?M�I@�1B?� I=;� IF;� IGJ;HS�Q?L?�CH�NB?�B;H>M�I@�CHP?MNILM�;N
!?=?G<?L�����������?=;OM?�NB?�MNI=E�Q;M�M?FFCHA�@IL�������J?L�MB;L?�IH�NB;N�>;S�
NB?�=IGJ;HS^M�G;LE?N�=;JCN;FCT;NCIH�Q;M�IP?L������<CFFCIH�1BCM�@CAOL?�>I?M�HIN
JLIPC>?�;�>CL?=N�P;FO;NCIH�@IL�;HS�MJ?=C@C=�;MM?N�<ON�CN�>I?M�ACP?�;�A?H?L;F�C>?;�;M�NI
QB?NB?L�@;CL�P;FO?�;JJLIRCG;N?M�<IIE�P;FO?�IL�CM�L;>C=;FFS�>C@@?L?HN

�  IGJON?>�<S�GOFNCJFSCHA�;
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�/I<?LN���3;FF?DI��J;LNH?L
QCNB�NB?�;==IOHNCHA�@CLG�-LC=?Q;N?LBIOM? IIJ?LM

Question��&H�20�$��-��F;H>��<OCF>CHAM��;H>�?KOCJG?HN�B;P?�NL;>CNCIH;FFS�<??H
L?JILN?>�;N�BCMNILC=;F�=IMN�F?MM�NB?�;==OGOF;N?>�>?JL?=C;NCIH�L?=IAHCT?>�NI
>;N?��>DOMNG?HN�NI�@;CL�P;FO?�CM�JLIBC<CN?>�OHF?MM�NB?�;MM?N^M�P;FO?�B;M�<??H
CGJ;CL?>��?=;OM?�I@�NB?�=IHM?LP;NCP?�H;NOL?�I@�;==IOHNCHA��CH=L?;M?M�CH�P;FO?
;L?�CAHIL?>�=IGJF?N?FS�OHNCF�JLIP?H�NBLIOAB�;�>CMJIM;F�1BOM��F;H>�GCABN�<?
QILNB�����GCFFCIH�<ON�IHFS�MBIQH�IH�NB?�<;F;H=?�MB??N�;M����������C@�NB;N
;GIOHN�L?@F?=NM�=IMN��==IL>CHA�NI�&#/0��=;H�CH=L?;M?M�CH�NB?�@;CL�P;FO?�I@�NB?M?
;MM?NM�<?�L?JILN?>�

Rob Vallejo��2H>?L�&#/0��;�=IGJ;HS�=;H�?F?=N�NI�;==IOHN�@IL�;FF�IL�MJ?=C@C=�NSJ?M
I@�;MM?NM�OMCHA�@;CL�P;FO?�&H�NB;N�CHMN;H=?��NB?�>?MCAH;N?>�;MM?NM�;L?�P;FO?>�?;=B
L?JILNCHA�J?LCI>�;H>�QLCNN?H�OJ�IL�>IQH�;==IL>CHAFS��;M?>�IH�GS�?RJ?LC?H=?
QILECHA�;<LI;>�;H>�@LIG�MJ?;ECHA�QCNB�GS�=IFF?;AO?M�CH�"OLIJ?��@?Q
=IGJ;HC?M�;JJ?;L�NI�?F?=N�NI�;==IOHN�@IL�@CR?>�;MM?NM�OMCHA�@;CL�P;FO?�&�;G
AO?MMCHA�NB;N�NBCM�>?=CMCIH�CM�<?=;OM?�I@�NB?�;>GCHCMNL;NCP?�=B;FF?HA?M�I@
>?N?LGCHCHA�@;CL�P;FO?�;H>�NB?�?;LHCHAM�PIF;NCFCNS�NB;N�QIOF>�<?�=L?;N?>�<S�MO=B
;�JIFC=S�/?JILN?>�H?N�CH=IG?�=IOF>�<I<�OJ�;H>�>IQH�?LL;NC=;FFS�;M�@;CL�P;FO?M
@FO=NO;N?>� IGJ;HS�I@@C=C;FM�L;L?FS�FCE?�NI�M??�MO=B�MQCHAM�%IQ?P?L��CH�NB?
LCABN�=CL=OGMN;H=?M��OMCHA�@;CL�P;FO?�GCABN�<?�;�L?;MIH;<F?�>?=CMCIH�@IL�MIG?
=IGJ;HC?M
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KEY TAKEAWAYS
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NI�?RJ?HM?�,P?L�NCG?��NB?�?RJ?HM?>�;GIOHN�CM�G;CHN;CH?>�CH�;�=IHNL;�;MM?N
;==IOHN�EHIQH�;M�;==OGOF;N?>�>?JL?=C;NCIH�1BOM��NB?�;MM?N^M�=IMN�L?G;CHM
L?;>CFS�;JJ;L?HN�;M�Q?FF�;M�NB?�H?N�<IIE�P;FO?�);H>�;H>�;HS�INB?L�;MM?N�NB;N
>I?M�HIN�B;P?�;�@CHCN?�FC@?�L?G;CH�;N�=IMN�2HF?MM�NB?�P;FO?�I@�MJ?=C@C=�CN?GM
B;M�<??H�CGJ;CL?>�IL�;H�;MM?N�CM�NI�<?�MIF>�CH�NB?�H?;L�@ONOL?��@;CL�P;FO?�CM
HIN�OM?>�@IL�L?JILNCHA�F;H>��<OCF>CHAM��;H>�?KOCJG?HN�&N�CM�HIN�PC?Q?>�;M�;H
I<D?=NCP?�IL�L?FC;<F?�;GIOHN�&H�;>>CNCIH��<?=;OM?�NB?�;MM?N�CM�HIN�?RJ?=N?>
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10.2 Determining Historical Cost and Depreciation Expense

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� !?N?LGCH?�NB?�AOC>CHA�;==IOHNCHA�LOF?�NB;N�B?FJM�;M=?LN;CH�QBC=B�=IMNM
;L?�=;JCN;FCT?>�CH�=IHH?=NCIH�QCNB�JLIJ?LNS�;H>�?KOCJG?HN�;H>�QBC=B
;L?�?RJ?HM?>

� )CMN�NB?�P;LC;<F?M�NB;N�CGJ;=N�NB?�;GIOHN�I@�>?JL?=C;NCIH�NI�<?�?RJ?HM?>
?;=B�J?LCI>

� /?=IAHCT?�NB;N�NB?�MNL;CABN�FCH?�G?NBI>�JL?>IGCH;N?M�CH�JL;=NC=?�<ON
;HS�MSMN?G�NB;N�JLIPC>?M�;�L;NCIH;F�;JJLI;=B�=;H�<?�OM?>�NI�=L?;N?�;
J;NN?LH�@IL�>?JL?=C;NCIH

Question: Businesses hold numerous types of assets, such as receivables, inventory, cash,
investments, and patents. Proper classification is important for the clarity of the reported
information What requirements must be met for an asset to be classified as part of a
businessÕs property and equipment?

�HMQ?L��1I�<?�CH=FO>?>�QCNBCH�NB?�JLIJ?LNS�;H>�?KOCJG?HN�=;N?AILS��;H�;MM?N�GOMN
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MCHAF?�S?;L�#OLNB?LGIL?��CN�GOMN�M?LP?�NI�A?H?L;N?�L?P?HO?M�QCNBCH�NB?�HILG;F
IJ?L;NCHA�;=NCPCNC?M�I@�NB?�<OMCH?MM�&N�=;HHIN�<?�B?F>�@IL�CGG?>C;N?�L?M;F?��FCE?
CHP?HNILS
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;H>�?KOCJG?HN�+?CNB?L�CM�OM?>�;N�NB?�=OLL?HN�NCG?�NI�B?FJ�A?H?L;N?�IJ?L;NCHA
L?P?HO?M
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Question: The basis for reporting property and equipment is historical cost. What amounts
are included in determining the cost of such assets? Assume, for example, that Wal-Mart
purchases a parcel of land and then constructs one of its retail stores on the site. Wal-Mart
also buys a new cash register to use at this outlet. Initially, such assets are reported at cost
For property and equipment, how is historical cost defined?

�HMQ?L��&H�NB?�JL?PCIOM�=B;JN?L��NB?�=IMN�I@�;�=IGJ;HS^M�CHP?HNILS�Q;M�C>?HNC@C?>�;M
NB?�MOG�I@�;FF�HILG;F�;H>�H?=?MM;LS�;GIOHNM�J;C>�NI�A?N�NB?�G?L=B;H>CM?�CHNI
=IH>CNCIH�;H>�JIMCNCIH�NI�<?�MIF>�-LIJ?LNS�;H>�?KOCJG?HN�CM�HIN�<IOABN�@IL�L?M;F?
MI�NBCM�LOF?�=;HHIN�<?�@IFFIQ?>�B?L?�QCNBION�MIG?�GI>C@C=;NCIH�&HMN?;>��;FF
?RJ?H>CNOL?M�;L?�CH=FO>?>�QCNBCH�NB?�=IMN�I@�JLIJ?LNS�;H>�?KOCJG?HN�C@�NB?
;GIOHNM�;L?�HILG;F�;H>�H?=?MM;LS�NI�A?N�NB?�;MM?N�CHNI�=IH>CNCIH�;H>�JIMCNCIH�NI
;MMCMN�NB?�=IGJ;HS�CH�?;LHCHA�L?P?HO?M�1B;N�CM�NB?CL�JOLJIM?��NI�A?H?L;N?�JLI@CNM
<S�B?FJCHA�NI�=L?;N?�NB?�M;F?�I@�AII>M�;H>�M?LPC=?M

);H>�=;H�M?LP?�;M�;H�?R;GJF?�4B?H�JOL=B;M?>��NB?�P;LCIOM�HILG;F�;H>�H?=?MM;LS
?RJ?H>CNOL?M�G;>?�<S�NB?�IQH?L�NI�L?;>S�NB?�JLIJ?LNS�@IL�CNM�CHN?H>?>�OM?�;L?
=;JCN;FCT?>�NI�;LLCP?�;N�NB?�=IMN�NI�<?�L?JILN?>�1B?M?�;GIOHNM�CH=FO>?�J;SG?HNM
G;>?�NI�;NN;CH�IQH?LMBCJ�;M�Q?FF�;M�;HS�@??M�L?KOCL?>�NI�I<N;CH�F?A;F�NCNF?�&@�NB?
F;H>�CM�;=KOCL?>�;M�;�<OCF>CHA�MCN?��GIH?S�MJ?HN�@IL�;HS�H??>?>�AL;>CHA�;H>�=F?;LCHA
CM�;FMI�CH=FO>?>�;M�;�=IMN�I@�NB?�F;H>�L;NB?L�NB;H�;M�;�=IMN�I@�NB?�<OCF>CHA�IL�;M�;H
?RJ?HM?�1B?M?�;=NCPCNC?M�L?;>C?>�NB?�F;H>�@IL�CNM�OFNCG;N?�OM?

�OCF>CHAM��G;=BCH?LS��@OLHCNOL?��?KOCJG?HN�;H>�NB?�FCE?�;L?�;FF�L?JILN?>�CH�;�MCGCF;L
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Figure 10.1Capitalized Cost of Equipment

EXERCISE
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: If a company pays $600,000 on January 1, Year One to rent a building to serve as a
store for five years, a prepaid rent account (an asset) is established for that amount. Because
the rented facility will be used to generate revenues throughout this period, a portion of the
cost is reclassified annually as an expense to comply with the matching principle. At the end
of Year One, $120,000 (or one-fifth) of the cost is moved from the asset balance into rent
expense by means of an adjusting entry. As a result, the prepaid rent on the balance sheet
drops to $480,000, the amount paid for the four remaining years

If, instead, the company buys a building with an expected five-year life1B?�?MNCG;N?>�FCP?M
I@�JLIJ?LNS�;H>�?KOCJG?HN�P;LC?M�QC>?FS�#IL�?R;GJF?��CH�HIN?M�NI�CNM�@CH;H=C;F
MN;N?G?HNM�;M�I@�';HO;LS�����������;H>�@IL�NB?�S?;L�NB?H�?H>?>��4;F�*;LN�>CM=FIM?>
NB;N�NB?�?RJ?=N?>�FCP?M�I@�CNM�<OCF>CHAM�;H>�CGJLIP?G?HNM�L;HA?>�@LIG�@CP?�S?;LM�NI
@C@NSfor $600,000, the accounting is quite similar. The initial cost is capitalized to reflect the
future economic benefit. Once again, an expense is then recorded at the end of Year One for a
portion of this cost to satisfy the matching principle. This expense is referred to as
depreciation. Should the Year One depreciation recognized in connection with this acquired
building also be $120,000?How is the annual amount of depreciation expense determined for
reporting purposes?
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Question� After depreciation has been calculated for the current period, how is this
allocation of the assetÕs cost to expense recorded within the companyÕs accounting system?
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Figure 10.2Building Acquisition and Straight-Line Depreciation
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10.3 Recording Depreciation Expense for a Partial Year

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� 2H>?LMN;H>�NB?�H??>�NI�L?=IL>�>?JL?=C;NCIH�@IL�NB?�=OLL?HN�J?LCI>�JLCIL
NI�NB?�>CMJIM;F�I@�JLIJ?LNS�IL�?KOCJG?HN

�  IHMNLO=N�NB?�DIOLH;F�?HNLS�NI�L?=IL>�NB?�>CMJIM;F�I@�JLIJ?LNS�IL
?KOCJG?HN�;H>�NB?�L?=IAHCNCIH�I@�;�A;CH�IL�FIMM
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OM?>�<S�=IGJ;HC?M�@IL�L?JILNCHA�JOLJIM?M

Question: Property and equipment are occasionally sold before the end of their estimated
lives. A companyÕs operational needs might change or officials could want the benefit of a
newer or more efficient model What accounting is necessary in the event that a piece of
property or equipment is sold prior to the conclusion of its useful life?In the above example,
assume that after the adjusting entry for depreciation is made on December 31, Year Two,
the building is sold for $290,000 cash. How is that transaction recorded?
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Figure 10.3Sale of Building at a Loss
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Figure 10.4Sale of Building at a Gain
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Question: In the reporting above, the building was bought on January 1 and sold on
December 31 so that depreciation was always determined and recorded for a full year What
amount of depreciation is appropriate if property or equipment is held for less than twelve
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months during a year?Virtually all such assets are bought or sold during the year so that a
partial year is appropriate
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Figure 10.5Acquisition, Depreciation, and Sale of Building
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Question: Monitoring the specific days on which depreciable assets are bought and sold
seems like a tedious process Do companies use a simpler method for assigning depreciation
when a piece of property or equipment is held for less than a full year?
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KEY TAKEAWAYS
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10.4 Alternative Depreciation Patterns and the Recording of a Wasting
Asset

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� "RJF;CH�NB?�DOMNC@C=;NCIH�@IL�;==?F?L;N?>�G?NBI>M�I@�>?JL?=C;NCIH
�  IGJON?�>?JL?=C;NCIH�?RJ?HM?�OMCHA�NB?�>IO<F?�>?=FCHCHA�<;F;H=?

G?NBI>
� /?;FCT?�NB;N�NB?�IP?L;FF�CGJ;=N�IH�H?N�CH=IG?�CM�HIN�;@@?=N?>�<S�;

J;LNC=OF;L�=IMN�;FFI=;NCIH�J;NN?LH
� !?M=LC<?�NB?�OHCNM�I@�JLI>O=NCIH�G?NBI>��CH=FO>CHA�CNM�;>P;HN;A?M�;H>

>CM;>P;HN;A?M
�  IGJON?�>?JF?NCIH�?RJ?HM?�@IL�;�Q;MNCHA�;MM?N�MO=B�;M�;H�ICF�Q?FF�IL�;

@IL?MN�I@�NL??M
� "RJF;CH�NB?�L?;MIH�NB;N�>?JF?NCIH�;GIOHNM�;L?�HIN�>CL?=NFS�L?=IL>?>�;M

;H�?RJ?HM?

Question: Straight-line depreciation certainly qualifies as systematic and rational. The same
amount of cost is assigned to expense during each period of use Because no specific method
is required by U.S. GAAP, do companies ever use alternative approaches to create other
allocation patterns for depreciation?If so, how are these additional methods justified?

�HMQ?L��1B?�GIMN�=IGGIH�;FN?LH;NCP?�NI�NB?�MNL;CABN�FCH?�G?NBI>�CMaccelerated
depreciation � ��QBC=B�L?=IL>M�;�F;LA?L�?RJ?HM?�CH�NB?�CHCNC;F�S?;LM�I@�;H�;MM?N^M
M?LPC=?�1B?�JLCG;LS�L;NCIH;F?�@IL�NBCM�J;NN?LH�CM�NB;N�JLIJ?LNS�;H>�?KOCJG?HN�I@N?H
JLI>O=?�BCAB?L�L?P?HO?M�?;LFC?L�CH�NB?CL�FCP?M�<?=;OM?�NB?S�;L?�H?Q?L�1B?
G;N=BCHA�JLCH=CJF?�QIOF>�MOAA?MN�NB;N�L?=IAHCTCHA�GIL?�>?JL?=C;NCIH�CH�NB?M?
J?LCI>M�CM�;JJLIJLC;N?�NI�<?NN?L�;FCAH�NB?�?RJ?HM?�QCNB�NB?�L?P?HO?M�?;LH?>

��M?=IH>�DOMNC@C=;NCIH�@IL�;==?F?L;N?>�>?JL?=C;NCIH�CM�NB;N�MIG?�NSJ?M�I@�JLIJ?LNS
;H>�?KOCJG?HN�FIM?�P;FO?�GIL?�KOC=EFS�CH�NB?CL�@CLMN�@?Q�S?;LM�NB;H�NB?S�>I�CH�F;N?L
S?;LM��ONIGI<CF?M�;H>�INB?L�P?BC=F?M�;L?�;�NSJC=;F�?R;GJF?�I@�NBCM�J;NN?LH
/?=IL>CHA�;�AL?;N?L�?RJ?HM?�CHCNC;FFS�CM�M;C>�NI�<?NN?L�L?@F?=N�L?;FCNS

� �HS�G?NBI>�I@�>?N?LGCHCHA
>?JL?=C;NCIH�NB;N�;MMCAHM
F;LA?L�?RJ?HM?M�NI�NB?�CHCNC;F
S?;LM�I@�;H�;MM?N^M�M?LPC=?�;H>
MG;FF?L�?RJ?HM?M�NI�NB?�F;N?L
S?;LM��CN�CM�DOMNC@C?>�<S�NB?
;MMOGJNCIH�NB;N�H?Q?L�;MM?NM
A?H?L;N?�GIL?�L?P?HO?M�NB;H
IF>?L�;MM?NM�>I

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�-LIJ?LNS�;H>�"KOCJG?HN�

���



,P?L�NB?�>?=;>?M��;�HOG<?L�I@�?KO;NCIHM�B;P?�<??H�CHP?HN?>�NI�G;NB?G;NC=;FFS
=L?;N?�;H�;==?F?L;N?>�>?JL?=C;NCIH�J;NN?LH��BCAB�?RJ?HM?�;N�@CLMN�QCNB�MO<M?KO?HN
=IMN�;FFI=;NCIHM�@;FFCHA�NBLIOABION�NB?�FC@?�I@�NB?�JLIJ?LNS�1B?�GIMN�=IGGIH�CM�NB?
double-declining balance method (DDB)� �4B?H�OMCHA�!!���;HHO;F�>?JL?=C;NCIH
CM�>?N?LGCH?>�<S�GOFNCJFSCHA�NB?�<IIE�P;FO?�I@�NB?�;MM?N�NCG?M�NQI�>CPC>?>�<S�NB?
?RJ?=N?>�S?;LM�I@�FC@?��M�<IIE�P;FO?�>LIJM��;HHO;F�?RJ?HM?�>LIJM�1BCM�@ILGOF;�B;M
HI�CHN?LH;F�FIAC=�?R=?JN�NB;N�CN�=L?;N?M�NB?�>?MCL?>�J;NN?LH��;H�?RJ?HM?�NB;N�CM
BCAB?L�CH�NB?�@CLMN�S?;LM�I@�IJ?L;NCIH�;H>�F?MM�;@N?L�NB;N��FNBIOAB�L?MC>O;F�P;FO?�CM
HIN�ONCFCT?>�CH�NBCM�=IGJON;NCIH��NB?�@CH;F�;GIOHN�I@�>?JL?=C;NCIH�L?=IAHCT?>�GOMN
<?�G;HCJOF;N?>�NI�;LLCP?�;N�NBCM�JLIJ?L�?H>CHA�<;F;H=?

!?JL?=C;NCIH�@IL�NB?�<OCF>CHA�<IOABN�;<IP?�@IL����������QCNB�;H�?RJ?=N?>�@CP?�S?;L
FC@?�;H>�;�L?MC>O;F�P;FO?�I@���������CM�=;F=OF;N?>�;M�@IFFIQM�C@�!!��CM�;JJFC?>

�=IMN�Y�;==OGOF;N?>�>?JL?=C;NCIH	�_���?RJ?=N?>�FC@?���>?JL?=C;NCIH�?RJ?HM?�@IL
J?LCI>

6?;L�,H?�

����������Y���	������������_����������������>?JL?=C;NCIH�?RJ?HM?

6?;L�1QI�

����������Y���������	������������_����������������>?JL?=C;NCIH�?RJ?HM?

6?;L�1BL??�

����������Y���������	������������_���������������>?JL?=C;NCIH�?RJ?HM?

6?;L�#IOL�

����������Y���������	������������_���������������>?JL?=C;NCIH�?RJ?HM?

6?;L�#CP?�

����������Y���������	�����������

MI�>?JL?=C;NCIH�@IL�6?;L�#CP?�GOMN�<?�M?N�;N���������NI�;LLCP?�;N�NB?�?RJ?=N?>
L?MC>O;F�P;FO?�I@���������1BCM�@CH;F�?RJ?HM?�CM�;FQ;SM�NB?�;GIOHN�H??>?>�NI�;LLCP?
;N�NB?�?RJ?=N?>�L?MC>O;F�P;FO?

� �H�;==?F?L;N?>�G?NBI>�NB;N
=IGJON?M�>?JL?=C;NCIH�?;=B
S?;L�<S�GOFNCJFSCHA�NB?�;MM?N^M
<IIE�P;FO?��=IMN�F?MM
;==OGOF;N?>�>?JL?=C;NCIH	
NCG?M�NQI�>CPC>?>�<S�NB?
?RJ?=N?>�OM?@OF�FC@?

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�-LIJ?LNS�;H>�"KOCJG?HN�

�����FN?LH;NCP?�!?JL?=C;NCIH�-;NN?LHM�;H>�NB?�/?=IL>CHA�I@�;�4;MNCHA��MM?N ���



+IN?�NB;N�NB?�>?MCL?>�?RJ?HM?�J;NN?LH�B;M�L?MOFN?>�1B?�?RJ?HM?�MN;LNM�;N���������
;H>�<?=IG?M�MG;FF?L�CH�?;=B�MO<M?KO?HN�J?LCI>

Figure 10.6Building Acquisition and Double-Declining Balance Depreciation
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Figure 10.7Building Sold after Two Years
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Figure 10.8Depreciation MethodsÑOverall Impact on Net Income
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Question: The two methods demonstrated here for establishing a depreciation pattern are
based on time, five years to be precise. In most cases, though, it is the physical use of the
asset rather than the passage of time that is actually relevant to this process. Use is the
action that generates revenues How is the depreciation of a long-lived tangible asset
determined if usage can be measured?For example, assume that a limousine company buys
a new vehicle for $90,000 to serve as an addition to its fleet. Company officials expect this
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limousine to be driven for three hundred thousand miles and then have no residual value.
How is depreciation expense determined each period?

�HMQ?L��!?JL?=C;NCIH�>I?M�HIN�B;P?�NI�<?�<;M?>�IH�NCG?��CN�IHFS�B;M�NI�<?�=IGJON?>
CH�;�MSMN?G;NC=�;H>�L;NCIH;F�G;HH?L�1BOM��NB?units-of-production method
(UOP)�� CM�;HINB?L�;FN?LH;NCP?�NB;N�CM�I==;MCIH;FFS�?H=IOHN?L?>�2,-�CM�DOMNC@C?>
<?=;OM?�NB?�J?LCI>C=�?RJ?HM?�CM�G;N=B?>�QCNB�NB?�QILE�;=NO;FFS�J?L@ILG?>�&H�NBCM
CFFOMNL;NCIH��NB?�FCGIOMCH?^M�>?JL?=C;NCIH�=;H�<?�=IGJON?>�OMCHA�NB?�HOG<?L�I@
GCF?M�>LCP?H�CH�;�S?;L��;H�?;MS�@CAOL?�NI�>?N?LGCH?

���������F?MM���	���������GCF?M��������J?L�GCF?

!?JL?=C;NCIH�CM�L?=IL>?>�;N�;�L;N?�I@������J?L�GCF?�1B?�>?JL?=C;<F?�=IMN�<;MCM�CM
;FFI=;N?>�?P?HFS�IP?L�NB?�GCF?M�NB;N�NB?�P?BC=F?�CM�?RJ?=N?>�NI�<?�>LCP?H�2,-�CM�;
MNL;CABN�FCH?�G?NBI>�<ON�IH?�NB;N�CM�<;M?>�IH�OM;A?��GCF?M�>LCP?H��CH�NBCM�?R;GJF?	
L;NB?L�NB;H�S?;LM��?=;OM?�I@�NB?�>CL?=N�=IHH?=NCIH�<?NQ??H�NB?�?RJ?HM?�;FFI=;NCIH
;H>�NB?�QILE�J?L@ILG?>��2,-�CM�;�P?LS�;JJ?;FCHA�;JJLI;=B�&N�NLOFS�GCLLILM�NB?
G;N=BCHA�JLCH=CJF?�2H@ILNOH;N?FS��G?;MOLCHA�NB?�JBSMC=;F�OM?�I@�GIMN�;MM?NM�CM
L;L?FS�;M�?;MS�;M�QCNB�;�FCGIOMCH?

#IL�?R;GJF?��C@�NBCM�P?BC=F?�CM�>LCP?H��������GCF?M�CH�6?;L�,H?����������GCF?M�CH�6?;L
1QI��;H>���������GCF?M�CH�6?;L�1BL??��>?JL?=C;NCIH�QCFF�<?�������������������;H>
��������QB?H�NB?������J?L�GCF?�L;N?�CM�;JJFC?>

Figure 10.9DepreciationÑUnits-of-Production Method
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"MNCG;NCIHM�L;L?FS�JLIP?�NI�<?�JL?=CM?�L?@F?=NCIHM�I@�L?;FCNS�1BCM�P?BC=F?�QCFF�HIN
FCE?FS�<?�>LCP?H�?R;=NFS�NBL??�BOH>L?>�NBIOM;H>�GCF?M�&@�OM?>�@IL�F?MM�;H>�NB?H
L?NCL?>��<INB�NB?�=IMN�;H>�;==OGOF;N?>�>?JL?=C;NCIH�;L?�L?GIP?>���FIMM�CM�L?=IL>?>
?KO;F�NI�NB?�L?G;CHCHA�<IIE�P;FO?�OHF?MM�MIG?�=;MB�IL�INB?L�;MM?N�CM�L?=?CP?>�&@
>LCP?H�GIL?�NB;H�NB?�;HNC=CJ;N?>�HOG<?L�I@�GCF?M��>?JL?=C;NCIH�MNIJM�;N�NBL??
BOH>L?>�NBIOM;H>�GCF?M��N�NB;N�JICHN��NB?�=IMN�I@�NB?�;MM?N�QCFF�B;P?�<??H
>?JL?=C;N?>�=IGJF?N?FS

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: The cost of land is not depreciated because it does not have a finite life. However,
land is often acquired solely for the natural resources that it might contain such as oil,
timber, gold or the like. As the oil is pumped, the timber harvested or the gold extracted, a
portion of the value is physically separated from the land How is the reported cost of land
affected when its natural resources are removed?

�HMQ?L��,CF��NCG<?L��AIF>�;H>�NB?�FCE?�;L?�[Q;MNCHA�;MM?NM\�1B?S�;L?�N;E?H�@LIG
F;H>�IP?L�NCG?��;�JLI=?MM�EHIQH�;Mdepletion �� �3;FO?�CM�FCN?L;FFS�L?GIP?>�@LIG�NB?
;MM?N�L;NB?L�NB;H�<?CHA�=IHMOG?>�NBLIOAB�OM?�;M�QCNB�NB?�>?JL?=C;NCIH�I@�JLIJ?LNS
;H>�?KOCJG?HN�1B?�M;G?�G?=B;HC=;F�=;F=OF;NCIH�>?GIHMNL;N?>�;<IP?�@IL�NB?�OHCNM�
I@�JLI>O=NCIH��2,-	�G?NBI>�CM�;JJFC?>�1B?������@CH;H=C;F�MN;N?G?HNM�@IL�*;MM?S
"H?LAS�MN;N?�NB;N�[>?JF?NCIH�I@�GCHCHA�JLIJ?LNC?M�IQH?>�CH�@??�;H>�F?;M?>�GCH?L;F
LCABNM�CM�=IGJON?>�OMCHA�NB?�OHCNM�I@�JLI>O=NCIH�G?NBI>�IP?L�NB?�?MNCG;N?>�JLIP?H
;H>�JLI<;<F?�L?M?LP?�NIHM\

�?=;OM?�NB?�P;FO?�CM�M?J;L;N?>�L;NB?L�NB;H�OM?>�OJ��>?JF?NCIH�CHCNC;FFS�F?;>M�NI�NB?
L?=IL>CHA�I@�CHP?HNILS��MO=B�;M�ICF�IL�AIF>��@IL�?R;GJF?	��H�?RJ?HM?�CM�L?=IAHCT?>
IHFS�;N�NB?�?P?HNO;F�JICHN�I@�M;F?

�M�QCNB�INB?L�NSJ?M�I@�JLIJ?LNS�;H>�?KOCJG?HN��BCMNILC=;F�=IMN�CM�NB?�MOG�I@�;FF
HILG;F�;H>�H?=?MM;LS�?RJ?H>CNOL?M�NI�A?N�NB?�Q;MNCHA�;MM?N�CHNI�=IH>CNCIH�;H>
JIMCNCIH�NI�A?H?L;N?�L?P?HO?M�1I�CFFOMNL;N?��;MMOG?�NB;N�;N�NB?�<?ACHHCHA�I@�6?;L
,H?��F;H>�CM�;=KOCL?>�@IL�����GCFFCIH�=;MB�QBCF?�;HINB?L����������CM�MJ?HN�NI
=IHMNLO=N�;�GCHCHA�IJ?L;NCIH�1IN;F�=IMN�CM����GCFFCIH�1B?�F;H>�CM�?MNCG;N?>�NI�BIF>
N?H�NBIOM;H>�NIHM�I@�IL?�NI�<?�GCH?>�;H>�MIF>�1B?�F;H>�QCFF�<?�QILNB�;H�?MNCG;N?>
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;GIOHN�I@�IHFS����������;@N?L�;FF�NB?�IL?�CM�L?GIP?>�!?JF?NCIH�CM�=;F=OF;N?>�;M�����
J?L�NIH��8�����������=IMN�F?MM����������L?MC>O;F�P;FO?9��������NIHM	�&N�CM�;�MNL;CABN�
FCH?�;JJLI;=B�<;M?>�IH�OHCNM�B?F>��;H�;FFI=;NCIH�NB;N�@IFFIQM�NB?�JLI=?>OL?M�I@�NB?
OHCNM�I@�JLI>O=NCIH�G?NBI>

�MMOG?�NB;N�������NIHM�I@�IL?�;L?�?RNL;=N?>�CH�6?;L�,H?�;H>�MIF>�CH�6?;L�1QI�@IL���
GCFFCIH�=;MB��HINB?L�������NIHM�;L?�L?GIP?>�CH�NB?�M?=IH>�S?;L�@IL�M;F?�;N�;�F;N?L
NCG?�!?JF?NCIH�CM����������CH�6?;L�,H?�������_�������NIHM	�;H>����������CH�6?;L�1QI
������_�������NIHM	

Figure 10.10Depletion of Wasting Asset

#IL�>?JL?=C;NCIH��?RJ?HM?�CM�L?=IAHCT?>�CGG?>C;N?FS�;M�NB?�;MM?N^M�ONCFCNS�CM
=IHMOG?>�4CNB�>?JF?NCIH��HI�?RJ?HM?�CM�L?=IL>?>�OHNCF�NB?�CHP?HNILS�CM�?P?HNO;FFS
MIF>

�@N?L�NQI�S?;LM��NBCM�F;H>�CM�L?JILN?>�IH�NB?�=IGJ;HS^M�<;F;H=?�MB??N�;N�;�H?N�<IIE
P;FO?�I@����������<;M?>�IH�CNM�BCMNILC=;F�=IMN�I@����GCFFCIH�1B?�CHP?HNILS�I@�IL?�CM
L?JILN?>�;M�;H�;MM?N�;N����������OHNCF�MIF>

Figure 10.11Book Value of Land with Mineral Rights
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KEY TAKEAWAY

 IMN�;FFI=;NCIH�J;NN?LHM�@IL�>?N?LGCHCHA�>?JL?=C;NCIH�?RCMN�<?SIH>�DOMN�NB?
MNL;CABN�FCH?�G?NBI>��==?F?L;N?>�>?JL?=C;NCIH�L?=IL>M�GIL?�?RJ?HM?�CH�NB?
?;LFC?L�S?;LM�I@�OM?�NB;H�CH�F;N?L�J?LCI>M�1BCM�J;NN?LH�CM�MIG?NCG?M
=IHMC>?L?>�;�<?NN?L�G;N=BCHA�I@�?RJ?HM?M�QCNB�L?P?HO?M�;H>�;�=FIM?L�CG;A?
I@�L?;FCNS�1B?�>IO<F?�>?=FCHCHA�<;F;H=?�G?NBI>�CM�NB?�GIMN�=IGGIH�P?LMCIH
I@�;==?F?L;N?>�>?JL?=C;NCIH�&NM�@ILGOF;�Q;M�>?LCP?>�NI�=L?;N?�NB?
;JJLIJLC;N?�;FFI=;NCIH�J;NN?LH�1B?�OHCNM�I@�JLI>O=NCIH�G?NBI>�CM�I@N?H
OM?>�@IL�JLIJ?LNS�;H>�?KOCJG?HN�QB?L?�NB?�KO;HNCNS�I@�QILE�J?L@ILG?>�=;H
<?�?;MCFS�GIHCNIL?>�1BCM�;JJLI;=B�CM�;FMI�OM?>�CH�L?=IL>CHA�NB?�>?JF?NCIH�I@
Q;MNCHA�;MM?NM�MO=B�;M�ICF�Q?FFM�;H>�MCFP?L�GCH?M
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10.5 Recording Asset Exchanges and Expenditures That Affect Older
Assets

LEARNING OBJECTIVES

�N�NB?�?H>�I@�NBCM�M?=NCIH��MNO>?HNM�MBIOF>�<?�;<F?�NI�G??N�NB?�@IFFIQCHA
I<D?=NCP?M�

� /?=IL>�NB?�?R=B;HA?�I@�IH?�;MM?N�@IL�;HINB?L�<;M?>�IH�@;CL�P;FO?�;H>
?RJF;CH�NB?�L;NCIH;F?�@IL�NBCM�G?NBI>�I@�L?=IL>CHA

� !?N?LGCH?�QB?H�NB?�@;CL�P;FO?�I@�;H�;MM?N�L?=?CP?>�CM�OM?>�@IL�L?=IL>CHA
;H�?R=B;HA?�L;NB?L�NB;H�NB?�@;CL�P;FO?�I@�NB?�JLIJ?LNS�MOLL?H>?L?>

�  IGJON?�NB?�;FFI=;NCIH�I@�=IMN�<?NQ??H�;MM?NM�QB?H�GIL?�NB;H�IH?�CM
L?KOCL?>�CH�;�MCHAF?�NL;HM;=NCIH

� (HIQ�QB?H�?RJ?H>CNOL?M�GOMN�<?�=;JCN;FCT?>�@IL�;H�;MM?N�NB;N�B;M�<??H
CH�OM?�@IL�MIG?�NCG?�;H>�NB?�CGJ;=N�IH�@ONOL?�>?JL?=C;NCIH�?RJ?HM?
=;F=OF;NCIHM

Question: Some assets are acquired by exchange instead of through purchase (asset
exchange�� ). For example, the limousine discussed earlier might well be traded away after
two years for a newer model. Such transactions are common, especially with vehicles How is
the cost of a new asset determined if obtained through an exchange rather than an
acquisition?

To illustrate, assume that this limousine is traded to an automobile manufacturer for a new
model on December 31, Year Two. By that time as shown previously, the net book value had
fallen to $30,000 (cost of $90,000 less accumulated depreciation of $60,000). However, because
company employees have taken excellent care of the vehicle during those two years, fair
value is actually $45,000. As has been discussed, book value rarely equals fair value during
the life of property and equipment. Assume that the vehicle being acquired is worth $100,000
so the company also pays $55,000 in cash ($100,000 value received less $45,000 value
surrendered) to the manufacturer to complete the trade. How is such an exchange recorded?

�HMQ?L��&H�PCLNO;FFS�;FF�=;M?M��@;CL�P;FO?�CM�NB?�;==IOHNCHA�<;MCM�OM?>�NI�L?=IL>�CN?GM
L?=?CP?>�CH�;H�?R=B;HA?�1B?�<IIE�P;FO?�I@�NB?�IF>�;MM?N�CM�L?GIP?>�@LIG�NB?
;==IOHNM�;H>�NB?�H?Q�GI>?F�CM�NB?H�L?JILN?>�;N�@;CL�P;FO?�#;CL�P;FO?�CM�;>>?>��<IIE
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CH�QBC=B�NB?�<IIE�P;FO?�I@�NB?
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L?=IL>M�QBCF?�NB?�H?Q�;MM?N�CM
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P;FO?�CM�L?GIP?>���A;CH�IL�FIMM�CM�L?=IAHCT?>�@IL�NB?�L?MOFNCHA�=B;HA?�CH�NB?
=IGJ;HS^M�L?JILN?>�@CH;H=C;F�JIMCNCIH

&H�NBCM�?R;GJF?��NB?�=IGJ;HS�MOLL?H>?LM�NQI�;MM?NM�QCNB�;�NIN;F�@;CL�P;FO?�I@
������������������P;FO?�@IL�NB?�IF>�FCGIOMCH?�JFOM���������CH�=;MB	�NI�I<N;CH�NB?�H?Q
P?BC=F?�%IQ?P?L��NB?�;MM?NM�ACP?H�OJ�B;P?�;�NIN;F�H?N�<IIE�P;FO?�I@�IHFS��������
���������;H>��������	�����������A;CH�CM�L?=IAHCT?>�IH�NB?�?R=B;HA?�����������@;CL
P;FO?�F?MM���������<IIE�P;FO?	�1B?�A;CH�L?MOFNM�<?=;OM?�NB?�IF>�FCGIOMCH?�B;>�HIN
FIMN�;M�GO=B�P;FO?�;M�NB?�>?JL?=C;NCIH�JLI=?MM�B;>�?RJ?HM?>�1B?�H?N�<IIE�P;FO?
Q;M�L?>O=?>�NI���������<ON�NB?�P?BC=F?�Q;M�;=NO;FFS�QILNB���������==IOHNCHA�LOF?M
;L?�=L?;N?>�NBLIOAB�;�MFIQ�;H>�G?NC=OFIOM�JLI=?MM�NI�;PIC>�OHCHN?H>?>
=IHM?KO?H=?M�#IL�?R;GJF?��;MMOG?�NB;N� IGJ;HS���;H>� IGJ;HS���<OS�C>?HNC=;F
;HNCKO?�FCGIOMCH?M�@IL���������NB;N�NB?H�;JJL?=C;N?�CH�P;FO?�NI����������<?=;OM?�I@
NB?CL�M=;L=CNS��;M?>�MIF?FS�IH�NB?�;==IOHNCHA�LOF?�>?M=LC<?>�CH�NBCM�M?=NCIH��C@�NB?
NQI�=IGJ;HC?M�?R=B;HA?�NB?M?�;MM?NM��?;=B�L?JILNM�;�A;CH�I@���������QBCF?�MNCFF
L?N;CHCHA�JIMM?MMCIH�I@�;H�C>?HNC=;F�P?BC=F?�1BCM�L?JILNCHA�CM�HIN�;JJLIJLC;N?
<?=;OM?�HINBCHA�B;M�=B;HA?>�@IL�?CNB?L�J;LNS�&H�L?;FCNS��HI�A;CH�I==OLL?>�MCH=?�NB?
=IGJ;HC?M�L?N;CH�NB?�M;G?�@CH;H=C;F�JIMCNCIH�;M�<?@IL?�NB?�NL;>?�1BOM��CH�=L?;NCHA
CNM�I@@C=C;F�AOC>;H=?�;M�>?M=LC<?>�;<IP?��#�0��B?F>�NB;N�;H�?R=B;HA?�GOMN�B;P?
=IGG?L=C;F�MO<MN;H=?�NI�DOMNC@S�OMCHA�@;CL�P;FO?�&H�MCGJF?�N?LGM��NB?�;MM?N�;=KOCL?>
B;M�NI�<?�>C@@?L?HN�@LIG�NB?�;MM?N�MOLL?H>?L?>�;M�>?GIHMNL;N?>�<S�NB?�;GIOHN�;H>
NCGCHA�I@�@ONOL?�=;MB�@FIQM�4CNBION�;�>C@@?L?H=?��HI�L;NCIH;F?�?RCMNM�@IL�G;ECHA�NB?
?R=B;HA?�&@�;�NL;>?�>I?M�HIN�B;P?�=IGG?L=C;F�MO<MN;H=?��H?N�<IIE�P;FO?�CM�L?N;CH?>
MI�NB;N�HI�A;CH�CM�L?=IAHCT?>

Figure 10.12Recording Exchange of Assets

Question: In the previous example, the value of the assets surrendered ($45,000 plus $55,000
or $100,000) equals the value of the new limousine received ($100,000). The trade was exactly
even. Because one party has better negotiating skills or a serious need for a quick trade, the
two values can differ, at least slightly. For example, the limousine company might give up its
old vehicle (worth $45,000) and cash ($55,000) and manage to convince the automobile
manufacturer to hand over a new asset worth $110,000 If the values are not equal in an
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exchange, which fair value is used for reporting purposes?Should the new limousine be
recorded at the $100,000 value given up or the $110,000 value received?

�HMQ?L��1I�MN;S�=IHMCMN?HN�QCNB�NB?�BCMNILC=;F�=IMN�JLCH=CJF?��NB?�H?Q�;MM?N�L?=?CP?>
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EXERCISE
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: At times, two or more assets are acquired for a single price. The most common
example is the purchase of a building along with the land on which it is constructed. As has
been discussed, the portion of the cost assigned to the building is depreciated over its useful
life in some systematic and rational manner. However, land does not have a finite life. Its
cost remains an asset so that there is no impact on reported net income over time How does
an accountant separate the amount paid for land from the cost assigned to a building when
the two are purchased together?

Assume a business pays $5.0 million for three acres of land along with a five-story building.
What part of this cost is attributed to the land and what part to the building? Does
management not have a bias to assign more of the $5.0 million to land and less to the
building to reduce the future amounts reported as depreciation expense?
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Figure 10.13Allocation of Cost between Land and Building
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Figure 10.14Total Cost Allocated between Land and Building
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Figure 10.15Allocation Based on Known Value for Land Only
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Question: Assume that a cost of $1,257,500 is assigned to the building above. Assume further
that it has an expected life of twenty years and straight-line depreciation is applied with no
residual value. Thus, after eight years, accumulated depreciation is $503,000 ($1,257,500_8
years/20 years). At that point, the company spends an additional $150,000 on the building
Should an expenditure associated with property and equipment that is already in use be
capitalized (added to the asset account) or expensed immediately?
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Figure 10.16Recording of Cost to Maintain or Repair Asset
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Figure 10.17Cost Capitalized Because of Increase in Operating Capacity
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Figure 10.18Cost Capitalized Because Expected Life Is Extended
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KEY TAKEAWAYS
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10.6 Reporting Land Improvements and Impairments in the Value of
Property and Equipment

LEARNING OBJECTIVES
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Question: Land is not subjected to the recording of depreciation expense because it has an
infinite life. Often, though, a parking lot, fence, sidewalk, or the like will be attached to land.
They, however, do have finite lives How are attachments to landÑsuch as a
sidewalkÑreported?Should they be depreciated?
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Question: Property and equipment is recorded at historical cost, which is subsequently
depreciated over its anticipated useful life. At some point, the asset is sold, traded, used up,
or disposed of in some other manner. Land is an exception in that it will last forever

While in use, such assets may lose their value rather rapidly if adverse conditions arise. For
example, the economy or the environment might decline and impact the value of such assets.
Increases in the fair value of property and equipment are ignored but what about decreases?
If the value of property and equipment becomes impaired, is any accounting recognition
made of that loss prior to disposal?Is historical cost always the basis for reporting regardless
of the worth of property and equipment?

For example, assume that a company constructs a plant for $3 million to manufacture
widgets. However, shortly thereafter, the global market for widgets falls precipitously so that
the owner has little use for this structure. No one wants to own a manufacturing plant for
widgets. Does historical cost continue to be used in accounting for property and equipment
even if the value has been damaged significantly?
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: A company is considering buying a building for $1.0 million on January 1, Year One
so that a retail store can be opened immediately. The company can borrow the money from a
bank that requires payment of $100,000 in interest (an assumed annual rate of 10 percent) at
the end of each year starting with Year One. As a second possibility, the company can borrow
the same $1.0 million on the first day of the current year and use it to build a similar store to
be completed and opened on December 31. Again, $100,000 in interest (10 percent annual
rate) must be paid every year, starting at the end of Year One. In each case, the same amount
of money is expended to acquire this structure If money is borrowed and a building
constructed, is financial reporting the same as if the money had been used to buy property
suitable for immediate use?
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Store Bought on January 1, Year OneÑRevenues Generated Immediately
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Store Constructed during Year OneÑNo Revenues Generated until Year Two
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Question� Are there any vital signs in connection with property and equipment that a
decision maker might calculate to help in evaluating the financial health of a business?
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Talking with a Real Investing Pro (Continued)
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Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 10 "In a Set of Financial Statements, What
Information Is Conveyed about Property and Equipment?".
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10.7 End-of-Chapter Exercises

QUESTIONS
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Chapter 11

In a Set of Financial Statements, What Information Is Conveyed
about Intangible Assets?
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11.1 Identifying and Accounting for Intangible Assets

LEARNING OBJECTIVES
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Question: Not so many years ago, most large companies reported significant amounts of
property and equipment on their balance sheets but considerably smaller figures for
intangible assets� . Businesses were often referred to as Òbricks and mortarÓ operations
because much of their money was invested in buildings, machinery, and similar long-lived
tangible assets

Today, the basic nature of many corporate operations has changed dramatically. As of June
30, 2009, Microsoft Corporation reported a total of $14.3 billion for its ÒgoodwillÓ and
Òintangible assets, netÓ versus a mere $7.5 billion in Òproperty and equipment, net of
accumulated depreciation.Ó For Yahoo! Inc., the difference is similarly striking. On December
31, 2008, Yahoo! disclosed $3.9 billion of ÒgoodwillÓ and Òintangible assets, netÓ but only $1.5
billion in Òproperty and equipment, net.\

The rise in the value and importance of intangible assets might well be the biggest change
experienced in the reporting of businesses over the last ten to twenty years. The sudden
growth of Internet and technology companies like Microsoft and Yahoo! has focused
attention on the significance of ideas and innovation for achieving profits

Financial accounting rules evolve as the nature of business moves forward over time. Not
surprisingly, much debate has taken place recently concerning the methods by which
intangible assets are reported in a set of financial statements. A relatively minor topic in the
past has gained a genuine level of importance. Should an idea or an invention be reported in
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the same manner as a building or a machine? For financial accounting, that is a very
important question. As a starting point for this discussion, the basic nature of intangible
assets needs to be understood What is an intangible asset and what are some common
examples?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Intangible assets are accounted for in a manner that is similar to property and
equipment. Assume that an automobile company is creating a television commercial for one
of its new products. On January 1, Year One, the company pays $1 million cash to a famous
musical group (such as The Rolling Stones) for the right to use a well-known song in this
video. The band holds the legal copyright on this piece of music and agrees to share that
right with the automobile company so that the song can be played in one or more
commercials What accounting is made by a company that acquires an intangible asset such
as a copyright?
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Figure 11.1January 1, Year OneÑAcquisition of Right to Use Copyrighted Song
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Figure 11.2December 31, Year OneÑFirst Year Amortization of Copyright Cost
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Question: In the above example, the automobile company acquired the right to use this music
for $1 million. That was its historical cost, the figure to be reported for the asset on the
companyÕs balance sheet. The number was objectively determined and the accounting
straightforward. However, the artist who originally created the music (or his or her
company) still holds the original copyright. As indicated by this sale, the rights to this music
are extremely valuable How does the creator report an intangible asset such as a copyright?
Should the copyright to this piece of music now be reported by the artist (The Rolling Stones)
at its proven value of $1 million?
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)
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11.2 The Balance Sheet Reporting of Intangible Assets

LEARNING OBJECTIVES
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Question: Much was made in earlier chapters about the importance of painting a portrait
that fairly presents the financial health and future prospects of an organization. Many
companies develop copyrights and other intangible assets that have incredible value but
little or no actual cost. Trademarks provide an excellent example. The golden arches that
represent McDonaldÕs must be worth billions but the original design cost was probably not
significant and has likely been amortized to zero by now. Could the balance sheet of
McDonaldÕs possibly be considered as fairly presented if the value of its primary trademark
is omitted?

Many other companies, such as Walt Disney, UPS, Google, Apple, Coca-Cola, and Nike, rely on
trademarks to help create awareness and brand loyalty around the world Are a companyÕs
reported assets not understated if the value of a trademark is ignored despite serving as a
recognizable symbol to millions of potential customers?With property and equipment, this
concern is not as pronounced because those assets tend to have significant costs whether
bought or constructed. Internally developed trademarks and other intangibles often have
little actual cost despite eventually gaining immense value
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Question: Although a historical cost basis is used for intangible assets rather than fair value,
Microsoft Corporation still reported $14.3 billion as Ògoodwill and intangible assets, netÓ in
2009, while Yahoo! indicated similar balance sheet accounts totaling $3.9 billion. Even the
size of these numbers is not particularly unusual for intangible assets in todayÕs economic
environment. As of June 30, 2009, for example, the balance sheet for Procter & Gamble listed
goodwill � of $56.5 billion and trademarks and other intangible assets, net of $32.6 billion If
historical cost is often insignificant, how do companies manage to report such immense
amounts of intangible assets?

�HMQ?L��1QI�JIMMC<F?�L?;MIHM�?RCMN�@IL�CHN;HAC<F?�;MM?N�@CAOL?M�NI�ALIQ�NI�;H
CH=L?>C<F?�MCT?�IH�;�=IGJ;HS^M�<;F;H=?�MB??N�#CLMN��CHMN?;>�I@�<?CHA�CHN?LH;FFS
>?P?FIJ?>��;MM?NM�MO=B�;M�=IJSLCABNM�;H>�J;N?HNM�;L?�I@N?H�;=KOCL?>�@LIG�IONMC>?
IQH?LM�/?JILN?>�<;F;H=?M�NB?H�L?JL?M?HN�NB?�BCMNILC=;F�=IMNM�I@�NB?M?�JOL=B;M?M
QBC=B�Q?L?�FCE?FS�<;M?>�IH�@;CL�P;FO?�);LA?�J;SG?HNM�G;S�<?�H?=?MM;LS�NI�;=KOCL?
MO=B�LCABNM�C@�NB?CL�P;FO?�B;M�<??H�@CLGFS�?MN;<FCMB?>

0?=IH>��*C=LIMI@N��6;BII��;H>�-LI=N?L���$;G<F?�=IOF>�B;P?�<IOABN�IH?�IL�GIL?
?HNCL?�=IGJ;HC?M�MI�NB;N�;FF�NB?�;MM?NM��CH=FO>CHA�;�JIMMC<F?�JF?NBIL;�I@�CHN;HAC<F?M	
Q?L?�I<N;CH?>�&H�@;=N��MO=B�;=KOCMCNCIHM�I@N?H�I==OL�MJ?=C@C=;FFS�<?=;OM?�IH?
=IGJ;HS�Q;HNM�NI�A;CH�P;FO;<F?�CHN;HAC<F?M�IQH?>�<S�;HINB?L�&H�#?<LO;LS������
*C=LIMI@N�I@@?L?>�IP?L�����<CFFCIH�CH�BIJ?M�I@�JOL=B;MCHA�6;BII��@IL�?R;=NFS�NB;N

� 1B?�JLC=?�J;C>�<S�IH?�=IGJ;HS
NI�;=KOCL?�;HINB?L�NB;N�CM�CH
?R=?MM�I@�NB?�@;CL�P;FO?�I@�NB?
H?N�C>?HNC@C;<F?�;MM?NM�;H>
FC;<CFCNC?M�I@�NB?�INB?L
=IGJ;HS��CN�CM�I@N?H�;MMI=C;N?>
QCNB�CHN;HAC<F?M�NB;N�=;HHIN�<?
L?=IAHCT?>�MO=B�;M�?GJFIS??
?RJ?LNCM?�;H>�=OMNIG?L�FIS;FNS�
QBC=B�G;E?�NB?�=IGJ;HS
?MJ?=C;FFS�JLI@CN;<F?

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����1B?��;F;H=?�0B??N�/?JILNCHA�I@�&HN;HAC<F?��MM?NM ���

http://www.quia.com/quiz/2092943.html


L?;MIH�6;BII��=?LN;CHFS�>C>�HIN�BIF>�JLIJ?LNS�;H>�?KOCJG?HN�QILNB�����<CFFCIH
*C=LIMI@N�Q;M�JLCG;LCFS�CHN?L?MN?>�CH�;=KOCLCHA�;�QC>?�P;LC?NS�I@�CHN;HAC<F?M�IQH?>
<S�6;BII���FNBIOAB�NBCM�JLIJIM?>�N;E?IP?L�Q;M�H?P?L�=IGJF?N?>��NB?�MB??L�MCT?�I@
NB?�<C>�>?GIHMNL;N?M�NB?�MN;AA?LCHA�P;FO?�I@�NB?�CHN;HAC<F?�;MM?NM�NB;N�NI>;S^M
=IGJ;HC?M�I@N?H�JIMM?MM

&@�;�=IGJ;HS�<OSM�;�MCHAF?�CHN;HAC<F?�;MM?N�>CL?=NFS�@LIG�CNM�IQH?L��NB?�@CH;H=C;F
L?JILNCHA�@IFFIQM�NB?�J;NN?LH�JL?PCIOMFS�>?M=LC<?>�4B?NB?L�NB?�;MM?N�CM�;
NL;>?G;LE��@L;H=BCM?��=IJSLCABN��J;N?HN��IL�NB?�FCE?��CN�CM�L?JILN?>�;N�NB?�;GIOHN
J;C>�QCNB�NB;N�=IMN�NB?H�;GILNCT?>�IP?L�NB?�MBILN?L�I@�CNM�OM?@OF�FC@?�IL�F?A;F�FC@?
&HN;HAC<F?�;MM?NM�NB;N�>I�HIN�B;P?�@CHCN?�FCP?M�;L?�HIN�;GILNCT?>�;H>�QCFF�<?
>CM=OMM?>�F;N?L�CH�NBCM�=B;JN?L

/?JILNCHA�NB?�;MMCAH?>�=IMN�I@�CHN;HAC<F?�;MM?NM�;=KOCL?>�QB?H�IH?�=IGJ;HS��I@N?H
L?@?LL?>�NI�;M�[NB?�J;L?HN\	�<OSM�;HINB?L�=IGJ;HS��[NB?�MO<MC>C;LS\	�CM�;�=IGJF?R
CMMO?�>CM=OMM?>�CH�>?N;CF�CH�OJJ?L�F?P?F��>P;H=?>��==IOHNCHA�=IOLM?M�&H�MCGJF?
N?LGM��;FF�NB?�MO<MC>C;LS^M�;MM?NM��CHP?HNILS��F;H>��<OCF>CHAM��?KOCJG?HN�;H>�NB?
FCE?	�;L?�P;FO?>�;H>�L?=IL>?>�;N�NB;N�;GIOHN�<S�NB?�J;L?HN�;M�NB?�H?Q�IQH?L�1BCM
JLI=?MM�CM�L?@?LL?>�NI�;M�NB?�JLI>O=NCIH�I@�=IHMIFC>;N?>�@CH;H=C;F�MN;N?G?HNM�";=B
CHN;HAC<F?�;MM?N�B?F>�<S�NB?�MO<MC>C;LS�NB;N�G??NM�=?LN;CH�LOF?M�CM�C>?HNC@C?>�;H>�;FMI
=IHMIFC>;N?>�<S�NB?�J;L?HN�;N�CNM�@;CL�P;FO?�1B?�;MMOGJNCIH�CM�NB;N�;�JILNCIH�I@�NB?
JLC=?�=IHP?S?>�NI�<OS�NB?�MO<MC>C;LS�CM�;=NO;FFS�<?CHA�J;C>�NI�I<N;CH�NB?M?�C>?HNC@C?>
CHN;HAC<F?�;MM?NM�1BOM��NI�NB?�J;L?HN�=IGJ;HS��@;CL�P;FO?�L?@F?=NM�NB?�=IMN�NB;N�Q;M
=IHP?S?>�NI�A;CH�NB?�CHN;HAC<F?�;MM?N

#IL�?R;GJF?��;MMOG?��CA� IGJ;HS�J;SM�����GCFFCIH�CH�=;MB�NI�<OS�;FF�NB?�MNI=E�I@
)CNNF?� IGJ;HS��GIHA�NB?�;MM?NM�IQH?>�<S�)CNNF?�;L?�NBL??�CHN;HAC<F?M��J?LB;JM�;
=IJSLCABN��J;N?HN��;H>�NL;>?G;LE	�NB;N�;L?�?;=B�QILNB����GCFFCIH�)CNNF?�;FMI�IQHM
F;H>�QILNB����GCFFCIH�1B?�JL?PCIOM�<IIE�P;FO?�I@�NB?M?�;MM?NM�CM�HIN�L?F?P;HN�NI��CA
#IFFIQCHA�NB?�N;E?IP?L���CA�L?JILNM�?;=B�I@�NB?�CHN;HAC<F?M�IH�CNM�IQH�<;F;H=?�MB??N
;N����GCFFCIH�1BCM�JILNCIH�I@�NB?�;=KOCMCNCIH�P;FO?�CM�;MMOG?>�NI�<?�NB?�BCMNILC=;F
=IMN�J;C>�<S��CA�NI�I<N;CH�NB?M?�;MM?NM���=IGJ;HS�NB;N�<OSM�;�FIN�I@�MO<MC>C;LC?M�QCFF
I@N?H�L?JILN�F;LA?�CHN;HAC<F?�;MM?N�<;F;H=?M�4B?H��CA�<OSM�)CNNF?� IGJ;HS��CN�CM
L?;FFS�A;CHCHA�=IHNLIF�I@�;FF�I@�NB?M?�;MM?NM�;H>�L?=IL>M�NB?�NL;HM;=NCIH�;M�@IFFIQM
1BCM�?HNLS�QCFF�F?;>�NI�NB?�=IHMIFC>;NCIH�I@�NB?�<;F;H=?�MB??N�@CAOL?M

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����1B?��;F;H=?�0B??N�/?JILNCHA�I@�&HN;HAC<F?��MM?NM ���



Figure 11.3Big Company Buys Little Company, Which Holds Assets with These Values
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11.3 Recognizing Intangible Assets Owned by a Subsidiary

LEARNING OBJECTIVES
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�  IGJON?�NB?�;GIOHN�NI�<?�L?JILN?>�;M�AII>QCFF�IH�;�=IHMIFC>;N?>
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Question: When one company buys another, the subsidiary is often holding rights to
numerous intangibles. As mentioned, acquisitions often take place to gain those rights. The
parent places those assets that qualify on its own balance sheet at fair value to show that a
portion of the amount paid for the subsidiary was the equivalent of an acquisition price for
these items. That is a major reason why companies such as Microsoft and Procter & Gamble
report billions of dollars in intangible assets. They have probably purchased many of them
by acquiring entire companies

However, according to U.S. GAAP, certain requirements have to be met before such
intangibles are recognized as assets on a consolidated balance sheet following a takeover
What rules must be satisfied for an acquiring company to record an intangible (previously
owned by an acquired company) as an asset?A new subsidiary could very well have
hundreds of intangibles: patents, copyrights, databases, smart employees, loyal customers,
logos, and the like. When the company is acquired, which of these intangibles are recognized
on the consolidated balance sheet produced by the new parent?
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Question: When one company buys another, payment amounts will likely be negotiated to
compensate the seller for intangibles where contractual or legal rights are held or where the
asset can be separated and then sold. Thus, parent companies who buy subsidiaries
(especially in industries such as technology) will likely recognize significant intangible asset
balances on the subsequently consolidated balance sheet

However, some intangibles have value but fail to meet either of these two criteria. Customer
loyalty, for example, is vitally important to the future profitability of a company, but neither
contractual nor legal rights are present and loyalty cannot be separated from a company
and sold. Hence, customer loyalty is not reported as an intangible asset despite its value.
Much the same can be said for brilliant and creative employees. A value exists but neither
rule for recognition is met
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The owners of a company that is being acquired will argue for a higher price if attributes
such as these are in place because they provide for higher profitability in the future. The
amount paid to obtain the subsidiary is impacted although these intangibles do not meet the
criteria for separate reporting as assets. How is this additional acquisition cost reported by
the parent in producing consolidated financial statements?

Assume Giant Corporation pays $16 million to acquire Tiny Corporation. The subsidiary
(Tiny) owns property and equipment worth $4 million. It also holds patents worth $6 million,
a database worth $2 million, and copyrights worth $3 million. The total value of those assets
is only $15 million. For convenience, assume Tiny has no liabilities. Assume that the parent
agrees to pay the extra $1 million because the subsidiary has customer loyalty valued at
$600,000 and a talented workforce worth $400,000. How is this additional $1 million reported
after the takeover?What recording is made when a parent buys a subsidiary and pays an
extra amount because intangibles are present that have value but do not meet the criteria
for separate reporting?

�HMQ?L��"P?LS�MO<MC>C;LS�CHN;HAC<F?��MO=B�;M�J;N?HNM�;H>�>;N;<;M?M	�NB;N�G??NM
?CNB?L�I@�NB?�I@@C=C;F�=LCN?LC;�CM�=IHMIFC>;N?>�<S�NB?�J;L?HN�;N�@;CL�P;FO?��HS�?R=?MM
JLC=?�J;C>�IP?L�NB?�NIN;F�@;CL�P;FO?�I@�NB?M?�L?=IL>?>�;MM?NM��NB?�?RNL;����GCFFCIH�CH
NBCM�KO?MNCIH	�CM�;FMI�L?JILN?>�;M�;H�;MM?N�&N�B;M�;�=IMN�;H>�;H�?RJ?=N?>�@ONOL?�P;FO?
1B?�N?LG�NB;N�B;M�FIHA�<??H�OM?>�NI�L?JILN�;H�;GIOHN�J;C>�NI�;=KOCL?�;�=IGJ;HS
NB;N�?R=??>?>�;FF�NB?�C>?HNC@C?>�;H>�L?=IL>?>�;MM?NM�CM�[AII>QCFF\�0IG?�;GIOHN�I@
AII>QCFF�CM�L?=IAHCT?>�;M�;�L?MOFN�I@�GIMN�=ILJIL;N?�;=KOCMCNCIHM�&H�NBCM�?R;GJF?��CN
MJ?=C@C=;FFS�L?@F?=NM�NB?�P;FO?�I@�NB?�=OMNIG?L�FIS;FNS�;H>�NB?�KO;FCNS�I@�NB?
MO<MC>C;LS^M�QILE@IL=?

&@�$C;HN�J;SM�����GCFFCIH�@IL�NB?�MNI=E�I@�1CHS�QB?H�CNM�L?JILN;<F?�;MM?NM�B;P?�;
P;FO?�I@�IHFS�����GCFFCIH��NB?�@IFFIQCHA�?HNLS�CM�G;>?�<S�$C;HN�NI�=IHMIFC>;N?�NB?
NQI�=IGJ;HC?M��M�MBIQH��NB?�;>>CNCIH;F����GCFFCIH�CM�F;<?F?>�;M�AII>QCFF��QBC=B
QCFF�NB?H�<?�CH=FO>?>�QCNBCH�NB?�CHN;HAC<F?�;MM?NM

Figure 11.4Giant Company Buys Tiny CompanyÑ$1 Million Paid over Fair Value of Assets
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Question: In the above illustration, the parent paid this extra $1 million for specified
intangibles. However, the customer loyalty and the talented workforce could not be recorded
separately as assets because neither met the required criteria. Instead, a goodwill balance
was created

Is the reporting any different if the parent simply paid this amount as a result of serious
negotiations? Assume, for example, that Giant agreed to the additional $1 million to obtain
Tiny because that companyÕs owners refused to sell for less. Giant believed that the $16
million price was still a good investment even though it required paying $1 million more
than the value of the assets (tangible and intangible) that could be identified If an acquiring
company pays an additional amount to purchase a subsidiary without a specific rationale, is
this cost still recorded as goodwill?
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Question: Buildings, equipment, patents, databases, and the like all have costs that will be
assigned to expense over an expected life as they help generate revenues. Goodwill is a
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different type of asset. It either represents a subsidiary attribute (such as customer loyalty)
that is too nebulous to be recognized specifically as an intangible asset or an extra payment
made by the parent as a result of the negotiation process What happens to a cost labeled as
goodwill after the date a subsidiary is acquired?How does Microsoft or Yahoo! account for
their large goodwill balances over time? Is this asset like land that simply continues to be
reported at historical cost potentially forever or, possibly, like equipment that is depreciated
systematically over some anticipated useful life?
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KEY TAKEAWAY
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11.4 Accounting for Research and Development

LEARNING OBJECTIVES
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NB?�L?KOCL?>�G;HH?L
� /?=IAHCT?�NB;N�G;HS�=IGJ;HC?M�QCFF�L?JILN�;MM?N�<;F;H=?M�NB;N�;L?

P;MNFS�OH>?LMN;N?>�;M�;�L?MOFN�I@�NB?�I@@C=C;F�B;H>FCHA�I@�L?M?;L=B�;H>
>?P?FIJG?HN�=IMNM

Question: Many companies create internally developed intangibles such as copyrights and
trademarks. As has been mentioned previously, the historical cost for such assets is often
relatively small, almost inconsequential. However, monetary amounts spent to arrive at
ideas that can be turned into new types of marketable products are often enormous. Such
expenditures are essential to the future success of many companies. In 2008 alone, Intel
reported spending $5.7 billion onresearch� anddevelopment � in hopes of discovering
new products to patent and sell. During the same one-year period, Bristol-Myers Squibb
incurred costs of $3.6 billion on research and development. Those are clearly not
inconsequential amounts. What is meant by the term ÒresearchÓ? What is meant by the term
ÒdevelopmentÓ?If a company such as Intel or Bristol-Myers Squibb spends billions on
research and development each year, what accounting is appropriate?Should the company
recognize an asset or an expense or some combination? The outcome is uncertain, but the
money was spent under the assumption that future economic benefits would be derived

For example, assume that a technological company or a pharmaceutical company spends $1
million in Year One to do research on Future Product A. The company then spends another
$1 million during the period on development costs for Future Product A. At the end of the
year, officials believe that a patent is 80 percent likely for Future Product A. If received, sales
can be made. During that time, the company also spends another $1 million in research and
$1 million in development in connection with Future Product B. However, at yearÕs end, the
same officials are less optimistic about these results. They believe that only a 30 percent
chance exists that this second product will ever receive a patent so that it can be used to
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generate revenues. According to U.S. GAAP, what reporting is appropriate for the cost of
these two projects?
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<S�G;H?OP?LCHA�NB?�?MNCG;NCIH�I@�;�JLI@CN;<F?�ION=IG?
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: Companies spend billions of dollars on research and development each year in
hopes of creating new products that can be sold in the future. This money would never be
spent unless officials believed that a reasonable chance existed to recoup such huge
investments. However, whether success is 100 percent likely or only 2 percent, no asset are
reported on the balance sheet for these costs Because all amounts spent on research and
development are expensed automatically, are the assets reported by companies in industries
such as technology and pharmaceuticals not omitting many of their most valuable future
benefits?If a company spends $5 billion to develop a new drug or electronic device that
becomes worth $8 billion, does reporting absolutely no asset make sense?
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Talking with an Independent Auditor about International
Financial Reporting Standards (Continued)
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11.5 Acquiring an Asset with Future Cash Payments

LEARNING OBJECTIVES
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Question: A company buys a patent from an inventor on January 1, Year One, for $1 million
to be paid immediately. The accounting is straightforward; the patent is recognized as an
intangible asset and reported at the historical cost of $1 million. Accounting rules are clear
on the handling of such acquisitions

Assume, instead, that the company offers to pay this $1 million but not until five years have
passed. The seller agrees to that proposal. The purchase is made now but payment is delayed.
Is the $1 million still being paid solely for the patent? Does the entire $1 million reflect the
historical cost of this intangible?What reporting is appropriate if an asset such as a patent,
building, or land is bought but payment will not take place for several years?How is
historical cost determined?
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Figure 11.5Present ValueÑAcquisition of Patent and Recognition of Year One Interest
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Figure 11.6Present ValueÑRecognition and Compounding of InterestIf the computations and entries are all
correct, the liability will be $1 million at the end of five years. In the present value computation, the interest
was removed at a 10 percent annual rate and then put back in each year through compounding at the same
rate. Because some figures are rounded in these computations, the final interest amount may have to be
adjusted by a few dollars to arrive at the $1 million total.
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Question: Does the application of present value change substantially if cash is paid each year
rather than as a lump sum at the end of the term?What reporting is appropriate if an
intangible asset is purchased by making a down payment today followed by a series of
payments in the future?

To illustrate, assume a company acquires a copyright from an artist by paying $10,000 on
January 1, Year One, and promising an additional $10,000 at the beginning of each
subsequent year with the final payment on January 1, Year Five. The total amount is $50,000.
No separate interest is paid. What is the historical cost to be reported for this intangible
asset and what interest should be recorded on the liability over these future years?
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Present Value of an Annuity Due of $1 per Period
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Figure 11.7Acquisition of Intangible AssetÑPresent Value of an Annuity Due
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Figure 11.8Acquisition of Intangible AssetÑRecognition of Interest and Amortization
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Figure 11.9Payment at Start of Year Two
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Figure 11.10Computation of Liability Principal at End of Year Two
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Figure 11.11Recognition of Interest and Amortization for Year Two
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Talking with a Real Investing Pro (Continued)
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Joe talks about the five most important points inChapter 11 "In a Set of Financial Statements, What
Information Is Conveyed about Intangible Assets?".
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11.6 End-of-Chapter Exercises
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� !?@CH?�[CHN;HAC<F?�;MM?N\
� $CP?�NBL??�?R;GJF?M�I@�CHN;HAC<F?�;MM?NM
� �N�QB;N�P;FO?�;L?�CHN;HAC<F?�;MM?NM�NSJC=;FFS�L?JILN?>�
� %IQ�>I?M�;H�CHN;HAC<F?�;MM?N�>C@@?L�@LIG�JLIJ?LNS�;H>�?KOCJG?HN�
� 4B;N�CM�;GILNCT;NCIH�
� %IQ�>I?M�;�=IGJ;HS�NSJC=;FFS�>?N?LGCH?�NB?�OM?@OF�FC@?�I@�;H�CHN;HAC<F?�
� 2H>?L�QB;N�=CL=OGMN;H=?M�=IOF>�NB?�=IMN�NI�>?@?H>�;H�CHN;HAC<F?�;MM?N

CH�=IOLN�<?�=;JCN;FCT?>�NI�NB?�;MM?N�;==IOHN�
� 4BS�;L?�CHN;HAC<F?M��FCE?�NL;>?G;LEM��HIN�L?=IL>?>�;N�NB?CL�G;LE?N

P;FO?��QBC=B�=;H�AL?;NFS�?R=??>�BCMNILC=;F�=IMN�
� 4B;N�;L?�NB?�NQI�L?;MIHM�CHN;HAC<F?�;MM?NM�;L?�L?JILN?>�;N�GIL?�NB;H

BCMNILC=;F�=IMN�JFOM�@CFCHA�;H>�F?A;F�=IMNM�
�� 4B?H�MBIOF>�;�J;L?HN��;=KOCLCHA	�=IGJ;HS�L?=IL>�NB?�CHN;HAC<F?M�I@�;

MO<MC>C;LS�IH�CNM�<;F;H=?�MB??N�
�� 4B;N�CM�[AII>QCFF\�
�� &M�AII>QCFF�;GILNCT?>�FCE?�INB?L�CHN;HAC<F?M�
�� 4B;N�MBIOF>�=IGJ;HC?M�>I�QCNB�AII>QCFF�?;=B�L?JILNCHA�J?LCI>�
�� -;SG?HNM�G;>?�IP?L�;H�?RN?H>?>�J?LCI>�I@�NCG?�MBIOF>�<?�>CPC>?>�CHNI

QB;N�NQI�CN?GM�
�� 4B;N�CM�JL?M?HN�P;FO?�
�� 4B;N�CM�;H�;HHOCNS�

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

���



TRUE OR FALSE

� ::::�1SJC=;FFS��CHN;HAC<F?�;MM?NM�;L?�MBIQH�;N�NB?CL�@;CL�P;FO?
� ::::���J;N?HN�CM�;H�?R;GJF?�I@�;H�CHN;HAC<F?�;MM?N
� ::::��GILNCT;NCIH�I@�CHN;HAC<F?M�CM�OMO;FFS�>IH?�IP?L�NB?�;MM?N^M�F?A;F

FC@?
� ::::�,H=?�;�=IGJ;HS�L?=IL>M�AII>QCFF��CN�QCFF�<?�IH�NB?�=IGJ;HS^M

<IIEM�@IL?P?L�<?=;OM?�CN�CM�HIN�;GILNCT?>
� ::::�&@�;H�CHN;HAC<F?�;MM?N�CM�MO==?MM@OFFS�>?@?H>?>�@LIG�;�F?A;F

=B;FF?HA?��F?A;F�=IMNM�G;S�<?�=;JCN;FCT?>�NI�NB?�;MM?N�;==IOHN
� ::::�4B?H�IH?�=IGJ;HS�;=KOCL?M�;HINB?L��NB?�;=KOCLCHA�=IGJ;HS

MBIOF>�=IHNCHO?�NI�L?JILN�;HS�CHN;HAC<F?�;MM?NM�I@�NB?�JOL=B;M?>
=IGJ;HS�;N�NB?�M;G?�=IMN�OM?>�<S�NB?�JOL=B;M?>�=IGJ;HS

� ::::��H�CHN;HAC<F?�;MM?N�CM�;�LCABN�NB;N�B?FJM�NB?�IQH?L�A?H?L;N?
L?P?HO?M

� ::::�/?M?;L=B�;H>�>?P?FIJG?HN�=IMNM�NB;N�B?FJ�>?P?FIJ�MO==?MM@OF
JLIAL;GM�=;H�<?�=;JCN;FCT?>

� ::::�&N�CM�;MMOG?>�NB;N�J;SG?HNM�G;>?�IH�;�FIHA�N?LG�<;MCM�CH=FO>?
CHN?L?MN

�� ::::�&HN;HAC<F?M�JOL=B;M?>�@LIG�;HINB?L�=IGJ;HS�;L?�L?JILN?>�;N�NB?
;GIOHN�J;C>�@IL�NB?G�F?MM�;HS�;GILNCT;NCIH

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����"H>�I@� B;JN?L�"R?L=CM?M ���



MULTIPLE CHOICE

� 4BC=B�I@�NB?�@IFFIQCHA�QIOF>�HIN�<?�MO<D?=N�NI�;GILNCT;NCIH�

; $II>QCFF
< -;N?HN
=  IJSLCABN
> 1L;>?G;LE

� *CN=B?FF�&H=�>?P?FIJ?>�;�JLI>O=N��MJ?H>CHA������������CH
L?M?;L=B�NI�>I�MI�*CN=B?FF�;JJFC?>�@IL�;H>�L?=?CP?>�;�J;N?HN�@IL
NB?�JLI>O=N�CH�';HO;LS��MJ?H>CHA���������CH�F?A;F�;H>�@CFCHA�@??M
1B?�J;N?HN�CM�P;FC>�@IL�M?P?HN??H�S?;LM�4B;N�QIOF>�<?�NB?�<IIE
P;FO?�I@�NB?�J;N?HN�;N�NB?�?H>�I@�6?;L���

; ����������
< �������
= �������
> ����������

� (L?GFCH� IGJ;HS�J;SM������������@IL�NB?�=IGGIH�MNI=E�I@
/?NC=OF;L� ILJIL;NCIH�/?NC=OF;L�B;M�;MM?NM�IH�NB?�<;F;H=?�MB??N
QCNB�;�<IIE�P;FO?�I@������������;H>�;�@;CL�P;FO?�I@�����������
4B;N�CM�AII>QCFF�CH�NBCM�JOL=B;M?�

; ����������
< ����������
= ��������
> ��

� 4B;N�CM�NB?�JL?M?HN�P;FO?�I@�L?=?CPCHA������������;N�NB?�?H>�I@�MCR
S?;LM�;MMOGCHA�;H�CHN?L?MN�L;N?�I@���J?L=?HN�

; ����������
< ����������
= ����������
> ����������

� 4BC=B�I@�NB?�@IFFIQCHA�=IH=?LHCHA�NB?�L?M?;L=B�;H>
>?P?FIJG?HN�=IMNM�CM�NLO?�

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����"H>�I@� B;JN?L�"R?L=CM?M ���



; �==IL>CHA�NI�20�$��-��L?M?;L=B�;H>�>?P?FIJG?HN�=IMNM
GOMN�<?�?RJ?HM?>�;M�CH=OLL?>

<  OLL?HN�20�$��-�L?JILNCHA�@IL�L?M?;L=B�;H>�>?P?FIJG?HN
=IMNM�PCIF;N?M�NB?�G;N=BCHA�JLCH=CJF?

= &HN?LH;NCIH;F�#CH;H=C;F�/?JILNCHA�0N;H>;L>M�;FFIQ�MIG?
>?P?FIJG?HN�=IMNM�NI�<?�=;JCN;FCT?>

> 20�$��-�L?JILNCHA�@IL�L?M?;L=B�;H>�>?P?FIJG?HN�=IMNM�CM
MOJ?LCIL�NI�CHN?LH;NCIH;F�L?JILNCHA

� (LSJNIH� ILJIL;NCIH�I@@?LM�";LNB� IGJ;HS����������@IL�;�J;N?HN
B?F>�<S�";LNB� IGJ;HS�1B?�J;N?HN�CM�=OLL?HNFS�IH�";LNB
 IGJ;HS^M�<IIEM�CH�NB?�;GIOHN�I@����������NB?�F?A;F�=IMNM�I@
L?ACMN?LCHA�NB?�J;N?HN�CH�NB?�@CLMN�JF;=?�(LSJNIH�B;>�;JJL;CM?LM
?R;GCH?�NB?�J;N?HN�<?@IL?�G;ECHA�;H�I@@?L�NI�JOL=B;M?�CN��;H>
NB?�?RJ?LNM�>?N?LGCH?>�NB;N�CN�=IOF>�<?�QILNB�;HSQB?L?�@LIG
���������NI������������&@�NB?�JOL=B;M?�@;FFM�NBLIOAB��;N�QB;N
;GIOHN�MBIOF>�";LNB� IGJ;HS�HIQ�L?JILN�NB?�J;N?HN�

; �������
< �������
= ��������
> ����������

� 4B;N�CM�NB?�JL?M?HN�P;FO?�I@�L?=?CPCHA���������J?L�S?;L�@IL�NB?
H?RN�MCR�S?;LM�;N�;H�CHN?L?MN�L;N?�I@���J?L=?HN��;MMOGCHA
J;SG?HNM�;L?�G;>?�;N�NB?�<?ACHHCHA�I@�NB?�J?LCI>��;HHOCNS�>O?	�

; �������
< �������
= �������
> ������

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����"H>�I@� B;JN?L�"R?L=CM?M ���



PROBLEMS

� �N�NB?�<?ACHHCHA�I@�NB?�S?;L��';AO;L� ILJIL;NCIH�JOL=B;M?>�;
FC=?HM?�@LIG��HA?F� ILJIL;NCIH�NB;N�ACP?M�';AO;L�NB?�LCABN�NI�OM?
;�JLI=?MM��HA?F�=L?;N?>�1B?�JOL=B;M?�JLC=?�I@�NB?�FC=?HM?�Q;M
������������CH=FO>CHA�F?A;F�@??M�';AO;L�QCFF�<?�;<F?�NI�OM?�NB?
JLI=?MM�@IL�@CP?�S?;LM�OH>?L�NB?�FC=?HM?�;AL??G?HN

; /?=IL>�';AO;L^M�JOL=B;M?�I@�NB?�FC=?HM?
< /?=IL>�;GILNCT;NCIH�I@�NB?�FC=?HM?�;N�NB?�?H>�I@�S?;L�IH?
= 4B;N�CM�NB?�<IIE�P;FO?�I@�NB?�FC=?HM?�L?JILN?>�IH�';AO;L^M

<;F;H=?�MB??N�;N�NB?�?H>�I@�6?;L�,H?�

� 6IF;H>;� IGJ;HS�=L?;N?>�;�JLI>O=N�@IL�QBC=B�CN�Q;M�;<F?�NI
I<N;CH�;�J;N?HN�6IF;H>;�MIF>�NB?�J;N?HN�NI� BLCMNC;H;�&H=�@IL
������������;N�NB?�<?ACHHCHA�I@���5�� BLCMNC;H;�J;C>�;H
;>>CNCIH;F����������CH�F?A;F�@??M�NI�JLIJ?LFS�L?=IL>�NB?�J;N?HN��N
NB?�<?ACHHCHA�I@���5��� BLCMNC;H;�>?N?LGCH?>�NB;N�NB?�J;N?HN�B;>
;�L?G;CHCHA�FC@?�I@�M?P?H�S?;LM

; /?=IL>� BLCMNC;H;^M�JOL=B;M?�I@�NB?�J;N?HN
< /?=IL>�;GILNCT;NCIH�I@�NB?�J;N?HN�;N�NB?�?H>�I@���5��;H>

��5�
= 4B;N�CM�NB?�<IIE�P;FO?�I@�NB?�J;N?HN�L?JILN?>�IH� BLCMNC;H;^M

<;F;H=?�MB??N�;N�NB?�?H>�I@���5��
> !OLCHA���5��� BLCMNC;H;�CM�MO?>�<S��OMBH?FF� ILJIL;NCIH�

QBI�=F;CGM�NB;N�CN�B;M�;�J;N?HN�IH�;�JLI>O=N�MCGCF;L�NI�NB?
IH?�B?F>�<S� BLCMNC;H;�;H>�NB;N��OMBH?FF^M�J;N?HN�Q;M
L?ACMN?L?>�@CLMN��@N?L�;�F?HANBS�=IOLN�<;NNF?��CH�!?=?G<?L�I@
��5��� BLCMNC;H;�>CM=IP?LM�NB;N�CN�B;M�MO==?MM@OFFS�>?@?H>?>
CNM�J;N?HN�1B?�>?@?HM?�I@�NB?�J;N?HN�=IMN� BLCMNC;H;
�����������CH�F?A;F�@??M�/?=IL>�;HS�H?=?MM;LS�DIOLH;F�?HNLC?M
>?;FCHA�QCNB�NB?�=IOLN�<;NNF?

?  BLCMNC;H;�L?;@@CLGM�NB;N�NB?�J;N?HN�B;M�;�L?G;CHCHA�FC@?�I@
NBL??�S?;LM�IH�!?=?G<?L�������5��/?=IL>�;GILNCT;NCIH
?RJ?HM?�IH�NBCM�>;N?

@4B;N�CM�NB?�<IIE�P;FO?�I@�NB?�J;N?HN�L?JILN?>�IH� BLCMNC;H;^M
<;F;H=?�MB??N�;N�NB?�?H>�I@���5��

� 0N;L� ILJIL;NCIH�JOL=B;M?M�1L?E�&H=�@IL�������������0N;L
 ILJIL;NCIH�CM�A;CHCHA�NB?�@IFFIQCHA�;MM?NM�;H>�FC;<CFCNC?M�

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����"H>�I@� B;JN?L�"R?L=CM?M ���



Value on TrekÕs
Books

Current Market
Value

&HP?HNILS �������� ��������

);H> ���������� �����������

1L;>?G;LEM ������� �����������

-;N?HN ������� ����������

�==IOHNM
-;S;<F?

�������� ��������

-L?J;L?�NB?�DIOLH;F�?HNLS�@IL�0N;L�NI�L?=IL>�NB?�JOL=B;M?�I@�1L?E

� �MMOG?�NB?�M;G?�@;=NM�;M�CH�JLI<F?G���;<IP?��<ON�;MMOG?�NB;N
0N;L�J;SM��������������@IL�1L?E

; 4B?H�;�JOL=B;MCHA�=IGJ;HS�J;SM�GIL?�NB;H�NB?�@;CL�G;LE?N
P;FO?�I@�NB?�;MM?NM�I@�;�=IGJ;HS�<?CHA�;=KOCL?>��QB;N�CM�NBCM
?R=?MM�J;SG?HN�=;FF?>�

< 4BS�GCABN�0N;L�<?�QCFFCHA�NI�J;S�GIL?�NB;H�������������@IL
1L?E�

= /?=IL>�NB?�JOL=B;M?�I@�1L?E�<S�0N;L�ACP?H�NBCM�H?Q�JOL=B;M?
;GIOHN�I@�������������

�  ;F=OF;N?�NB?�JL?M?HN�P;FO?�I@�?;=B�I@�NB?�@IFFIQCHA�;GIOHNM�;N
NB?�ACP?H�=LCN?LC;�;H>�NB?H�;HMQ?L�NB?�KO?MNCIHM�NB;N�@IFFIQ�

Future Cash
Flow

Interest
Rate

Number of
Periods

Present
Value

�������� �� ��S?;LM

�������� �� ��S?;LM

�������� �� ���S?;LM

�������� �� ���S?;LM

; !I?M�NB?�JL?M?HN�P;FO?�CH=L?;M?�IL�>?=L?;M?�QB?H�NB?
CHN?L?MN�L;N?�CH=L?;M?M�

< !I?M�NB?�JL?M?HN�P;FO?�CH=L?;M?�IL�>?=L?;M?�;M�NB?�NCG?
J?LCI>�CH=L?;M?M�

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����"H>�I@� B;JN?L�"R?L=CM?M ���



� ,H�����5��#L?>� ILJIL;NCIH�JOL=B;M?M�;�J;N?HN�@LIG��;LH?S
 IGJ;HS�@IL��������������J;S;<F?�;N�NB?�?H>�I@�NBL??�S?;LM�1B?
J;N?HN�CNM?F@�B;M�;H�?RJ?=N?>�FC@?�I@�N?H�S?;LM�+I�CHN?L?MN�L;N?�CM
MN;N?>��<ON�#L?>�=IOF>�<ILLIQ�NB;N�;GIOHN�@LIG�;�<;HE�;N��
J?L=?HN�CHN?L?MN

; /?=IL>�NB?�DIOLH;F�?HNLS�NI�L?=IL>�NB?�J;N?HN�IH�����5�
< /?=IL>�NB?�DIOLH;F�?HNLC?M�NI�L?=IL>�CHN?L?MN�?RJ?HM?�;H>

;GILNCT;NCIH�?RJ?HM?�IH�������5���������5���;H>�������5�
= /?=IL>�NB?�DIOLH;F�?HNLS�NI�MBIQ�NB;N�#L?>�J;SM�I@@�NB?�HIN?

J;S;<F?�IH�������5�

�  ;F=OF;N?�NB?�JL?M?HN�P;FO?�I@�?;=B�I@�NB?�@IFFIQCHA�;GIOHNM�;N
NB?�ACP?H�=LCN?LC;��MMOG?�NB;N�NB?�J;SG?HN�CM�G;>?�;N�NB?
<?ACHHCHA�I@�NB?�J?LCI>��;HHOCNS�>O?	

Payment per
Period

Interest
Rate

Number of
Periods

Present
Value

������� �� ��S?;LM

������� �� ��S?;LM

������� �� ���S?;LM

������� �� ��S?;LM

� %CABFCABN� IGJ;HS�JOL=B;M?M�NB?�LCABN�NI�OM?�;�=?LN;CH�JC?=?�I@
GOMC=�@LIG�NB?�GOMC=C;H�&N�BIJ?M�NI�G;E?�NBCM�CNM�[MCAH;NOL?
MIHA\�MI�CN�QCFF�<?�;�FIHA�N?LG�L?F;NCIHMBCJ��NB?�=IHNL;=N�MN;NCHA
@CP?�S?;LM�1B?�;AL??>�OJIH�JLC=?�CM�����������QCNB�HI�MN;N?>
CHN?L?MN�L;N?�%CABFCABN�=IOF>�<ILLIQ�GIH?S�;N���J?L=?HN�CHN?L?MN
=OLL?HNFS�1B?�;LL;HA?G?HN�MN;N?M�NB;N�%CABFCABN�QCFF�G;E?�;
>IQH�J;SG?HN�IH�����5��I@�����������;H>�J;S����������;N�NB?
<?ACHHCHA�I@�NB?�@IFFIQCHA�@IOL�S?;LM��G;ECHA�NBCM�;H�;HHOCNS
>O?

; /?=IL>�NB?�DIOLH;F�?HNLS�NI�L?=IL>�NB?�=IJSLCABN�IH�����5�
< /?=IL>�NB?�DIOLH;F�?HNLC?M�NI�L?=IL>�CHN?L?MN�?RJ?HM?�;H>

;GILNCT;NCIH�?RJ?HM?�IH�������5���������5���������5���;H>
������5�

= /?=IL>�NB?�DIOLH;F�?HNLC?M�NI�L?=IL>�NB?�J;SG?HNM�IH�����
5�������5�������5���;H>�����5�

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�&HN;HAC<F?��MM?NM�

����"H>�I@� B;JN?L�"R?L=CM?M ���



COMPREHENSIVE PROBLEM
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Figure 11.12
Webworks Financial Statements

Figure 11.13
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Chapter 12

In a Set of Financial Statements, What Information Is Conveyed
about Equity Investments?

Video Clip
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Joe introducesChapter 12 "In a Set of Financial Statements, What Information Is Conveyed about Equity
Investments?"and speaks about the course in general.
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12.1 Accounting for Investments in Trading Securities

LEARNING OBJECTIVES
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Question: Businesses frequently acquire ownership (equity) shares of other companies. On
June 30, 2009, Microsoft disclosed that it held investments in the stock of other companies
with a value of over $4.4 billion. During 2008, Mars Inc. offered to buy all the ownership
shares of Wm. Wrigley Jr. Company for approximately $23 billion. The acquisition of Merrill
Lynch by Bank of America made headlines around the world in the fall of 2008. The purchase
of such shares offers many potential benefits What are the most common reasons for one
company to buy the ownership shares of another company?
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Question: There are clearly different reasons for buying stock. Assume that Valente
Corporation is holding $25,000 in cash that it will not need for several weeks. The money is
currently in a money market fund earning only a 1 percent annual rate of return. In hopes of
generating a higher profit, the president of Valente has studied the financial statements of
Bayless Corporation, a company with capital stock trading on the New York Stock Exchange
(NYSE) for $25 per share. On November 30, Year One, the president believes that Bayless
stock is primed to have a rather significant jump in market price in the near future.
Consequently, Valente uses the $25,000 to acquire one thousand shares of stock in Bayless
that will be held for only a few weeks or months How does an owner report an equity
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investment that is bought with the expectation that the shares will be sold shortly after the
purchase is made?
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Figure 12.1Purchase of Ownership Shares Classified as Trading Securities
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Figure 12.2Receipt of Dividend from Investment in Stock
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Accounting becomes more complicated if Valente continues to hold this investment at year
end Should equity shares held as a trading security be reported in the ownerÕs financial
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statements at historical cost or current fair value?Which reporting is most helpful to outside
decision makers?
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Figure 12.3Shares of Bayless (a Trading Security) Adjusted to Fair Value at End of Year
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EXERCISE
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BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: The reporting demonstrated above for an investment in a trading security raises a
question that has long been debated in financial accounting. Is recognizing a gain (or loss if
the value had declined prior to the end of the year) on the ownerÕs income statement
appropriate if no actual sale has yet occurred? There is an important related question. In
previous chapters, assets such as buildings, copyrights, and inventory were never adjusted to
fair value unless an impairment had taken place Why is an investment in a trading security
recorded at fair value regardless of whether that value is above or below historical cost?
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: In this ongoing illustration, Valente Corporation had bought one thousand shares
of Bayless Corporation which it planned to sell in a relatively short period of time. On the last
day of Year One, this trading security was adjusted from the historical cost of $25,000 to the
fair value of $28,000. The $3,000 unrealized gain was reported within net income on the Year
One income statement

Assume that these shares are subsequently sold by Valente on February 3, Year Two, for
$27,000 What reporting is appropriate when an investment in trading securities is sold in a
subsequent period?What effect does this final transaction have on reported income?
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Figure 12.4Sale of Shares of Bayless (a Trading Security) for $27,000 in Year Two
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KEY TAKEAWAY
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12.2 Accounting for Investments in Securities That Are Available for Sale

LEARNING OBJECTIVES
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� "RJF;CH�NB?�;>DOMNG?HN�I@�H?N�CH=IG?�ONCFCT?>�NI�;LLCP?�;N

=IGJL?B?HMCP?�CH=IG?

Question: Not all investments in stock are bought for a quick sale. Assume Valente
Corporation buys one thousand shares of Bayless Corporation for $25 in Year One but does
not anticipate selling the investment in the near term. Company officials intend to hold these
shares for the foreseeable future until the money is clearly needed. Although the stock could
be sold at any time, the president of Valente believes this investment might well be retained
for years. During Year One, a $200 cash dividend is received from the Bayless shares. At the
end of that period, the stock is selling for $28 per share How does the decision to hold equity
shares for an extended period of time impact the financial reporting process?
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available-for-sale securities � L;NB?L�NB;H�;M�NL;>CHA�M?=OLCNC?M�!?MJCN?�NB?
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Figure 12.5Purchase of Ownership Shares Classified as Available-for-Sale Securities
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Figure 12.6Receipt of Dividend from Investment in Stock
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Figure 12.7Shares of Bayless (an Available-for-Sale Security) Adjusted to Fair Value at End of Year

Question: An immediate question is obvious: If not presented on the income statement, how is
the $3,000 unrealized gain in the value of this investment shown by the owner?How are
changes in the value of available-for-sale securities reported?
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Figure 12.8StockholdersÕ Equity Including Other Accumulated Comprehensive Income
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Question: Assume that Valente has chosen not to report the above available-for-sale
investment in the same manner as a trading security but rather by means of the traditional
approach. Thus, the $3,000 unrealized gain created by the appreciation of value is reported
within stockholdersÕ equity at the end of Year One. Subsequently, in Year Two, these shares
are sold on the stock exchange for $27,000. What reporting is made at that time?How is the
eventual sale of investments that are classified as available-for-sale securities reported?
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Figure 12.9Sale of Available-for-Sale Security in Year Two
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)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: In Year One, ValenteÕs investment in the shares of Bayless Corporation rose in
value by $3,000. If those investments are classified as available-for-sale, this unrealized gain
does not impact reported net income but, rather, stockholdersÕ equity. This handling is
justified because the investor will not necessarily sell these shares in the near future so that
numerous subsequent changes in value are likely to take place

However, net income seems a bit misleading since it does not reflect the increase in the
reported worth of this asset. Assume, for example, that Valente reports total net income for
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Year One of $80,000. That figure includes no part of the $3,000 unrealized gain What
reporting is necessary to help investors understand the impact on income of a change in
value when investments are labeled as available-for-sale?
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Figure 12.10Net Income Converted to Comprehensive Income
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KEY TAKEAWAY
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12.3 Accounting for Investments by Means of the Equity Method

LEARNING OBJECTIVES
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G?NBI>�;H>�G;E?�NB?�DIOLH;F�?HNLS�@IL�CNM�L?=IL>CHA
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M?=OLCNS

Question: Not all investments in corporate stock are made solely for the possibility of gaining
dividends and share price appreciation. As mentioned earlier, The Coca-Cola Company holds
35 percent ownership of Coca-Cola Enterprises. The relationship between that investor and
investee is different. The investor has real power; it can exert some amount of authority over
the investee. The Coca-Cola Company owns a large enough stake in CCE so that operating and
financing decisions can be influenced When one company holds a sizable portion of another
company, is classifying and accounting for the investment as an available-for-sale or trading
security a reasonable approach?
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Question: One company holds shares of another and has the ability to apply significant
influence so that the equity method of accounting is appropriate What reporting is made of
an investment when the equity method is used?What asset value is reported on the ownerÕs
balance sheet and when is income recognized under this approach?

�HMQ?L��4B?H�;JJFSCHA�NB?�?KOCNS�G?NBI>��NB?�CHP?MNIL�>I?M�HIN�Q;CN�OHNCF
>CPC>?H>M�;L?�L?=?CP?>�NI�L?=IAHCT?�JLI@CN�@LIG�CNM�CHP?MNG?HN��?=;OM?�I@�NB?�=FIM?
L?F;NCIHMBCJ��NB?�CHP?MNIL�L?JILNM�CH=IG?�;M�CN�CM�?;LH?>�<S�NB?�CHP?MN??�&@��@IL
?R;GJF?��;�=IGJ;HS�L?JILNM�H?N�CH=IG?�I@�����������;H�CHP?MNIL�BIF>CHA�;���

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�"KOCNS�&HP?MNG?HNM�

�����==IOHNCHA�@IL�&HP?MNG?HNM�<S�*?;HM�I@�NB?�"KOCNS�*?NBI> ���

http://www.quia.com/quiz/2092970.html


J?L=?HN�IQH?LMBCJ�CGG?>C;N?FS�L?=IL>M�;H�CH=L?;M?�CH�CNM�IQH�CH=IG?�I@��������
����������_����J?L=?HN	�&H�L?=IL>CHA�NBCM�CH=IG?��NB?�CHP?MNIL�;FMI�CH=L?;M?M�CNM
CHP?MNG?HN�;==IOHN�<S���������NI�L?@F?=N�NB?�ALIQNB�CH�NB?�MCT?�I@�NB?�CHP?MN??
=IGJ;HS

&H=IG?�CM�L?=IAHCT?>�<S�NB?�CHP?MNIL�CGG?>C;N?FS�;M�CN�CM�?;LH?>�<S�NB?�CHP?MN??
1BOM��CN�=;HHIN�<?�L?JILN?>�;A;CH�QB?H�;�MO<M?KO?HN�>CPC>?H>�CM�=IFF?=N?>�1B;N
QIOF>�>IO<F?�=IOHN�NB?�CGJ;=N�&H=IG?�GOMN�<?�L?=IAHCT?>�?CNB?L�QB?H�?;LH?>�<S
NB?�CHP?MN??�IL�QB?H�F;N?L�>CMNLC<ON?>�NI�NB?�CHP?MNIL��<ON�HIN�;N�<INB�NCG?M�1B?
?KOCNS�G?NBI>�OM?M�NB?�?;LFC?L�>;N?�L;NB?L�NB;H�NB?�F;NN?L�"P?HNO;F�J;SG?HN�I@�;
>CPC>?H>�MBLCHEM�NB?�MCT?�I@�NB?�CHP?MN??�=IGJ;HS�1BOM��NB?�CHP?MNIL�>?=L?;M?M�NB?
CHP?MNG?HN�;==IOHN�QB?H�;�>CPC>?H>�CM�L?=?CP?>�C@�NB?�?KOCNS�G?NBI>�CM�;JJFC?>�+I
;>>CNCIH;F�CH=IG?�CM�L?=IL>?>

 IGJ;HC?M�;L?�;FMI�;FFIQ?>�NI�L?JILN�MO=B�CHP?MNG?HNM�;M�C@�NB?S�Q?L?�NL;>CHA
M?=OLCNC?M�%IQ?P?L��@?Q�B;P?�IJN?>�NI�G;E?�NBCM�?F?=NCIH�&@�=BIM?H��NB?�CHP?MNG?HN
CM�L?JILN?>�;N�@;CL�P;FO?�>?MJCN?�NB?�>?AL??�I@�IQH?LMBCJ�QCNB�A;CHM�;H>�FIMM?M�CH�NB?
=B;HA?�I@�@;CL�P;FO?�L?JILN?>�CH�H?N�CH=IG?

Question: In applying the equity method, income is recognized by the investor when earned
by the investee. Subsequent dividend collections are not reported as revenue by the investor
but rather as a reduction in the size of the investment account to avoid including the income
twice

To illustrate, assume that Big Company buys 40 percent of the outstanding stock of Little
Company on January 1, Year One, for $900,000. No evidence is present that provides any
indication that Big lacks the ability to exert significant influence over the financing and
operating decisions of Little. Thus, application of the equity method is appropriate. During
Year One, Little reports net income of $200,000 and pays a total cash dividend to its
stockholders of $30,000 What recording is appropriate for an investor when the equity
method is applied to an investment?
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Figure 12.11Acquisition of Shares of Little to Be Reported Using the Equity Method
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Figure 12.12Income of Investee Recognized by Investor Using the Equity Method
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Figure 12.13Dividend Received from Investment Accounted for by the Equity Method
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Question: Assume, at the end of Year One, after the above journal entries have been made,
Big sells all of its shares in Little Company for $950,000 in cash When the equity method is
applied to an investment, what is the appropriate recording of an eventual sale?
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Figure 12.14Sale of Investment Reported Using the Equity Method
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Figure 12.15Comparison of Three Methods to Account for Investments

*At the time of acquisition, an investor has the option of accounting for investments that are available for sale or
investments where the ability to apply significant influence is present by the same method as that used for trading
securities.

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

 B;JN?L����&H�;�0?N�I@�#CH;H=C;F�0N;N?G?HNM��4B;N�&H@ILG;NCIH�&M� IHP?S?>�;<ION�"KOCNS�&HP?MNG?HNM�

�����==IOHNCHA�@IL�&HP?MNG?HNM�<S�*?;HM�I@�NB?�"KOCNS�*?NBI> ���

http://www.quia.com/quiz/2092992.html
http://www.quia.com/quiz/2093013.html


KEY TAKEAWAY
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12.4 The Reporting of Consolidated Financial Statements

LEARNING OBJECTIVES
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;=KOCMCNCIH

� "RJF;CH�NB?�L?JILNCHA�I@�;�MO<MC>C;LS^M�;MM?NM�;H>�FC;<CFCNC?M�QB?H
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;=KOCMCNCIH
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�  IGJON?�NIN;F�;MM?N�NOLHIP?L�;H>�L?NOLH�IH�;MM?NM��/,�	

Question: Many companies buy more than 50 percent of the stock of other companies in
order to gain control. In a large number of these acquisitions, one company obtains all the
outstanding shares of the other so that ownership is complete. If two companies are brought
together to form a third, a merger has taken place. If one company simply buys another, the
transaction is known as an acquisition. Thomson Financial reported that approximately
35,000 mergers and acquisitions took place around the world during 2006 with a total value
of $3.5 trillion. The recent recession has reduced that trend a bit

Such investments are often made to expand operations into new markets or new industries.
Google, for example, acquired YouTube for $1.65 billion to move into the presentation of
online videos. As discussed earlier in the coverage of intangible assets, one company might
buy another to obtain valuable assets such as patents, real estate, trademarks, technology,
and the like. Walt DisneyÕs purchase of Pixar and its digital animation expertise appears to
fall into this category. Such transactions can also be made to eliminate competition or in
hopes of gaining economies of scale. SprintÕs $35 billion merger with Nextel was projected to
increase profits for the combined companies by lowering operating expenses while also
reducing the number of competitors in the wireless communication industry
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To help explain the appropriate method of accounting for such investments, assume that
Giant Company acquires 100 percent of Tiny Company. Obviously, control has been obtained.
How is the reporting by Giant affected? Because over 50 percent of the stock was purchased,
none of the previously described accounting methods are applicable How does a company
report the acquisition of another company where control is established?
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Question: To illustrate the consolidation process, assume that Tiny has earned revenues of
$800,000 and incurred expenses of $500,000 during the year to date. In addition, the company
reports a single asset, land costing $400,000 but with a $720,000 fair value. The only liability
is a $300,000 note payable. Thus, the companyÕs net book value is $100,000 ($400,000 land less
$300,000 note payable). Tiny also owns the rights to a well-known trademark that has no
book value because it was developed many years ago at little or no cost. However, it is now
estimated to be worth $210,000

The assets and liabilities held by Tiny have a net fair value of $630,000 ($720,000 land plus
$210,000 trademark less $300,000 note payable). Because the company has been extremely
popular and developed a large customer base, Giant agrees to pay $900,000 to acquire all the
outstanding stock If consolidated financial statements are created at the time of a corporate
acquisition, what figures are reported by the business combination?
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�HMQ?L��&H�=IHMIFC>;NCHA�$C;HN�;H>�CNM�MO<MC>C;LS�1CHS�;N�NB?�>;N?�I@�NBCM
;=KOCMCNCIH��H?CNB?L�NB?�MO<MC>C;LS�L?P?HO?M�I@����������HIL�CNM�?RJ?HM?M�I@���������
;L?�CH=FO>?>�1B?CL�@CH;H=C;F�CGJ;=N�I==OLL?>�JLCIL�NI�NB?�N;E?IP?L�<S�$C;HN��NBIM?
JLI@CNM�<?H?@CNN?>�NB?�JL?PCIOM�IQH?LM�1B?L?@IL?��IHFS�NB?�L?P?HO?M�;H>�?RJ?HM?M
L?JILN?>�<S�$C;HN�G;E?�OJ�=IHMIFC>;N?>�CH=IG?�MN;N?G?HN�NIN;FM�>?N?LGCH?>�IH�NB?
>;S�NB?�J;L?HN�;=KOCL?M�NB?�MO<MC>C;LS

�N�NB?�M;G?�NCG?��=IHMIFC>;N?>�<;F;H=?�MB??N�NIN;FM�QCFF�HIN�MBIQ�;HS�[CHP?MNG?HN
CH�1CHS� IGJ;HS\�;M�CH�NB?�INB?L�G?NBI>M�>?GIHMNL;N?>�;<IP?�&HMN?;>��1CHS^M�F;H>
CM�;>>?>�NI�$C;HN^M�IQH�NIN;FM�;N�CNM����������@;CL�P;FO?�1B?�NL;>?G;LE�CM
=IHMIFC>;N?>�;N����������NI�L?@F?=N�NB?�;GIOHNM�J;C>�<S�$C;HN�NI�;=KOCL?�IQH?LMBCJ
I@�NB?�MO<MC>C;LS�1B?�HIN?�J;S;<F?�CM�;>>?>�NI�NB?�=IHMIFC>;N?>�@CAOL?M�;N����������
QBC=B�Q;M�CNM�@;CL�P;FO?�;M�Q?FF�;M�CNM�<IIE�P;FO?�0O<MC>C;LS�;MM?NM�;H>�FC;<CFCNC?M�;L?
CH=FO>?>�CH�=IHMIFC>;N?>�NIN;FM�;M�C@�JOL=B;M?>�<S�NB?�J;L?HN�*?=B;HC=;FFS��;
���������CH=L?;M?�CM�G;>?�NI�NB?�F;H>�;==IOHN�QBCF?����������CM�L?=IL>?>�NI
L?=IAHCT?�NB?�P;FO?�I@�NB?�NL;>?G;LE

1B?�;=KOCMCNCIH�JLC=?�I@����������J;C>�<S�$C;HN�?R=??>M�NB?�H?N�P;FO?�I@�NB?
MO<MC>C;LS^M�C>?HNC@C;<F?�;MM?NM�;H>�FC;<CFCNC?M����������	�<S����������&H
=IHMIFC>;NCIH��;HS�?R=?MM�;=KOCMCNCIH�J;SG?HN�CM�;MMOG?>�NI�L?JL?M?HN�AII>QCFF�;H>
CM�L?JILN?>�;M�;H�CHN;HAC<F?�;MM?N

Figure 12.16Consolidated TotalsÑDate of Acquisition
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EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question: On the date of acquisition, subsidiary revenues and expenses are omitted from
consolidation totals but assets and liabilities are included at fair value. Any excess payment
made by the parent in purchasing the subsidiary is reported as goodwill In subsequent
consolidations, what accounting is made of the subsidiaryÕs revenues, expenses, assets, and
liabilities?

�HMQ?L��#IL�MO<M?KO?HN�<;F;H=?�MB??NM�=L?;N?>�;@N?L�;�<OMCH?MM�=IG<CH;NCIH�CM
@ILG?>��NB?�<IIE�P;FO?�I@�?;=B�I@�NB?�MO<MC>C;LS^M�;MM?NM�;H>�FC;<CFCNC?M�CM�;>>?>�NI
NB?�<IIE�P;FO?�I@�NBIM?�M;G?�;==IOHNM�QCNBCH�NB?�J;L?HN^M�@CH;H=C;F�L?=IL>M
%IQ?P?L��NB?�CHCNC;F�;>DOMNG?HNM�G;>?�;N�NB?�>;N?�I@�;=KOCMCNCIH�NI�?MN;<FCMB�@;CL
P;FO?�GOMN�=IHNCHO?�NI�<?�CH=FO>?>�<?=;OM?�NB?S�L?JL?M?HN�;�=IMN�CH=OLL?>�<S�$C;HN
QB?H�NB?����������J;SG?HN�Q;M�G;>?�NI�;=KOCL?�1CHS� IGJ;HS

1BOM��CH�@ONOL?�=IHMIFC>;NCIHM�I@�NB?M?�NQI�=IGJ;HC?M��NB?����������;>DOMNG?HN
L?=IL>?>�NI�NB?�F;H>�;==IOHN�QCFF�<?�JL?M?HN�;M�QCFF�NB?����������JILNCIH�I@�NB?
J;SG?HN�;MMCAH?>�NI�NB?�MO<MC>C;LS^M�NL;>?G;LE�;H>�NB?����������AII>QCFF�<;F;H=?
1BIM?�=IMNM�Q?L?�HIN�L?=IAHCT?>�<S�1CHS�<ON�Q?L?�CH=OLL?>�<S�$C;HN�;N�NB?�NCG?�I@
;=KOCMCNCIH�;H>�GOMN�<?�L?@F?=N?>�CH�NB?�IHAICHA�L?JILNCHA�I@�NBIM?�;MM?NM

/?=IAHCNCIH�I@�NB?M?�MO<M?KO?HN�;>DOMNG?HNM�=L?;N?M�IH?�@CH;F�=IH=?LH��
NL;>?G;LE�B;M�;�@CHCN?�FC@?�1BOM��NB?����������=IMN�J;C>�<S�NB?�J;L?HN�;H>�;NNLC<ON?>
NI�NBCM�;MM?N�GOMN�<?�;GILNCT?>�IP?L�NCG?�1BCM�;>>CNCIH;F�?RJ?HM?�CM�IHFS
L?=IAHCT?>�CH�NB?�=IHMIFC>;NCIH�JLI=?MM�MCH=?�CN�L?F;N?M�NI�NB?�JOL=B;M?�I@�1CHS�;H>
HIN�NI�NB?�IJ?L;NCIHM�I@�?CNB?L�=IGJ;HS�+?CNB?L�F;H>�HIL�AII>QCFF�B;M�;�@CHCN?�FC@?
MI�;GILNCT;NCIH�CM�HIN�;JJLIJLC;N?�@IL�NBIM?�JOL=B;M?�JLC=?�;>DOMNG?HNM��M
>CM=OMM?>�JL?PCIOMFS��NB?M?�;MM?NM�;L?�=B?=E?>�J?LCI>C=;FFS�@IL�CGJ;CLG?HN�I@�P;FO?

0O<M?KO?HNFS�=IHMIFC>;N?>�CH=IG?�MN;N?G?HNM�L?JILN�NB?�J;L?HN^M�L?P?HO?M�;H>
?RJ?HM?M�JFOM�MO<MC>C;LS�;GIOHNM�<ON�IHFS�NBIM?�L?=IAHCT?>�MCH=?�NB?�;=KOCMCNCIH
&H�;>>CNCIH��NB?�;GILNCT;NCIH�I@�;=KOCMCNCIH�=IMN�;>DOMNG?HNM��MO=B�;M�@IL�NB?
NL;>?G;LE��QCFF�<?�L?=IAHCT?>�QCNBCH�NB?�=IHMIFC>;NCIH�;M�;H�?RJ?HM?
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Figure 12.17Consolidated TotalsÑSubsequent to Date of Acquisition

EXERCISE

)CHE�NI�GOFNCJF?�=BIC=?�KO?MNCIH�@IL�JL;=NC=?�JOLJIM?M�
BNNJ���QQQKOC;=IG�KOCT��������BNGF

Question:Chapter 12 "In a Set of Financial Statements, What Information Is Conveyed about
Equity Investments?"completes coverage of the assets reported by a company on its balance
sheet. In earlier chapters on receivables, inventory, and property and equipment, vital signs
were computed and explained as figures and ratios often used in evaluating a
companyÑespecially its financial health and future prospects Do any similar vital signs
exist for assets as a whole that decision makers typically use as part of an overall evaluation?

�HMQ?L����=IGJ;HS�=IHNLIFM�;�MJ?=C@C=�;GIOHN�I@�;MM?NM�*IMN�CHP?MNILM�;H>�INB?L
>?=CMCIH�G;E?LM�;L?�CHN?L?MN?>�CH�BIQ�?@@?=NCP?FS�G;H;A?G?HN�Q;M�;<F?�NI�OM?�NB?M?
L?MIOL=?M�&H>CPC>O;FM�QBI�MNO>S�=IGJ;HC?M�M?;L=B�@IL�MCAHM�NB;N�;H�;JJLIJLC;N?
F?P?F�I@�CH=IG?�Q;M�A?H?L;N?>�@LIG�NB?�;MM?NM�IH�B;H>

Total asset turnover Total asset turnover � CM�IH?�MO=B�@CAOL?�&N�MCGJFS�CH>C=;N?M
G;H;A?G?HN^M�?@@C=C?H=S�;N�A?H?L;NCHA�M;F?M�0;F?M�GOMN�I==OL�<?@IL?�JLI@CNM�=;H�<?
?;LH?>�@LIG�HILG;F�IJ?L;NCIHM�&@�;MM?NM�;L?�HIN�Q?FF�OM?>�NI�=L?;N?�M;F?M��JLI@CNM
QCFF�JLI<;<FS�H?P?L�;LCM?

NIN;F�;MM?N�NOLHIP?L���M;F?M�L?P?HO?�;P?L;A?�NIN;F�;MM?NM

� ��L;NCI�OM?>�NI�G?;MOL?�NB?
?@@C=C?HN�OM?�I@�;MM?NM��CN�CM
=IGJON?>�<S�>CPC>CHA�M;F?M
L?P?HO?�<S�;P?L;A?�NIN;F�;MM?NM
@IL�NB?�J?LCI>
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#IL�?R;GJF?��B?L?�CM�CH@ILG;NCIH�L?JILN?>�@IL������<S�-?JMC I�&H=�;H>�1B?� I=;�
 IF;� IGJ;HS��;M?>�IH�NBCM�CH@ILG;NCIH��NB?�NIN;F�;MM?N�NOLHIP?L�=;H�<?�=IGJON?>
@IL�?;=B�=IGJ;HS

Figure 12.182008 Comparison of PepsiCo Inc. and The Coca-Cola Company

Return on assets�-LI<;<FS�IH?�I@�NB?�GIMN�=IGGIHFS�OM?>�PCN;F�MCAHM�?GJFIS?>�CH
MNO>SCHA�NB?�@CH;H=C;F�B?;FNB�I@�;�=IGJ;HS�CMreturn on assets �� ��I@N?H�EHIQH�;M
/,��&N�CM�MCGJFS�H?N�CH=IG?�>CPC>?>�<S�;P?L;A?�NIN;F�;MM?NM�;H>�CM�PC?Q?>�<S�G;HS
;M�;H�;JJLIJLC;N?�G?;HM�I@�G?;MOLCHA�G;H;A?G?HN^M�?@@C=C?H=S�CH�OMCHA�=IGJ;HS
L?MIOL=?M

L?NOLH�IH�;MM?NM��/,�	���H?N�CH=IG?�;P?L;A?�NIN;F�;MM?NM

0IG?�;H;FSMNM�GI>C@S�NB?�CH=IG?�@CAOL?�CH�NBCM�=IGJON;NCIH�<S�L?GIPCHA�CHN?L?MN
?RJ?HM?�NI�?FCGCH;N?�NB?�CGJ;=N�I@�>C@@?L?HN�@CH;H=CHA�MNL;N?AC?M

#IL�������-?JMC I�L?JILN?>�H?N�CH=IG?�I@�����<CFFCIH�MI�NB;N�CNM�/,��@IL�NB?�S?;L
Q;M�����J?L=?HN������H?N�CH=IG?������;P?L;A?�NIN;F�;MM?NM	�#IL�NB?�M;G?�J?LCI>�
1B?� I=;� IF;� IGJ;HS�L?JILN?>�H?N�CH=IG?�I@�����<CFFCIH�@IL�;H�/,��I@����
J?L=?HN����������	

�� ��L;NCI�OM?>�NI�G?;MOL?�NB?
JLI@CN;<F?�OM?�I@�;MM?NM��CN�CM
=IGJON?>�<S�>CPC>CHA�H?N
CH=IG?�<S�;P?L;A?�NIN;F�;MM?NM
@IL�NB?�J?LCI>
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KEY TAKEAWAY

 IGJ;HC?M�I@N?H�;NN?GJN�NI�I<N;CH�=IHNLIF�IP?L�INB?L�=IGJ;HC?M�@IL�G;HS
L?;MIHM�CH=FO>CHA�A;CHCHA�;==?MM�NI�P;FO;<F?�;MM?NM�;H>�?FCGCH;NCHA
=IGJ?NCNCIH��==IL>CHA�NI�20�$��-��=IHNLIF�CM�?MN;<FCMB?>�<S�;=KOCLCHA
IP?L����J?L=?HN�I@�NB?�IQH?LMBCJ�MB;L?M��N�NB;N�JICHN��=IHMIFC>;N?>
@CH;H=C;F�MN;N?G?HNM�GOMN�<?�JL?J;L?>�<LCHACHA�NIA?NB?L�NB?�@CH;H=C;F
;==IOHNM�@LIG�<INB�=IGJ;HC?M�#IL�NB?�MO<MC>C;LS��IHFS�L?P?HO?M�;H>
?RJ?HM?M�MCH=?�NB?�N;E?IP?L�;L?�CH=FO>?>�&H�=IHMIFC>;NCHA�NB?�;MM?NM�;H>
FC;<CFCNC?M�I@�NB?�MO<MC>C;LS��;HS�>C@@?L?H=?�IH�NB?�>;N?�I@�;=KOCMCNCIH
<?NQ??H�@;CL�P;FO?�;H>�<IIE�P;FO?�CM�=IGJON?>�;H>�;MMOG?>�NI�L?JL?M?HN�;H
;>>CNCIH;F�=IMN�CH=OLL?>�<S�NB?�J;L?HN�&@�NB?�;MM?N�IL�FC;<CFCNS�B;M�;�@CHCN?
FC@?��NBCM�;GIOHN�CM�NB?H�CH=FO>?>�CH�;FF�MO<M?KO?HN�=IHMIFC>;NCIHM�;@N?L
J?LCI>C=�;GILNCT;NCIH�CM�L?GIP?>�$II>QCFF�CM�L?JILN?>�@IL�;HS�OH?RJF;CH?>
?R=?MM�J;SG?HN�G;>?�CH�;=KOCLCHA�=IHNLIF�IP?L�NB?�MO<MC>C;LS�*;HS
;H;FSMNM�=IGJON?�NIN;F�;MM?N�NOLHIP?L�;H>�L?NOLH�IH�;MM?NM��/,�	�CH
?P;FO;NCHA�NB?�?@@C=C?H=S�I@�G;H;A?G?HN^M�OM?�I@�=IGJ;HS�;MM?NM
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Talking with a Real Investing Pro (Continued)

#IFFIQCHA�CM�;�=IHNCHO;NCIH�I@�IOL�CHN?LPC?Q�QCNB�(?PCH�$��OLHM

Question��#IL�NB?�S?;L�?H>?>�!?=?G<?L�����������6;BII��&H=�L?JILN?>�CNM�H?N
CH=IG?�;M�;JJLIRCG;N?FS������GCFFCIH�1B?�=IGJ;HS�;FMI�>CM=FIM?>
=IGJL?B?HMCP?�CH=IG?�I@�IHFS������GCFFCIH�!I?M�CN�>CMNOL<�SIO�NB;N�NBCM�IH?
=IGJ;HS�L?JILNM�NQI�M?J;L;N?�CH=IG?�@CAOL?M�;H>�NB?S�=;H�<?�MI�MCAHC@C=;HNFS
>C@@?L?HN��,L�>I�SIO�@CH>�>CM=FIMCHA�CH=IG?�CH�NQI�>CMNCH=N�Q;SM�NI�<?�B?FJ@OF
QB?H�SIO�;H;FST?�;�=IGJ;HS�FCE?�NBCM�

Kevin Burns���=NO;FFS�&�NBCHE�NB?�C>?;�I@�>CM=FIMCHA�CH=IG?�CH�NQI�>C@@?L?HN�Q;SM
G;E?M�M?HM?�%;PCHA�M;C>�NB;N��C@�&�Q?L?�;�MB;L?BIF>?L�I@�6;BII��&�QIOF>�Q;HN�NI
;ME��4BS�NB?M?�HOG<?LM�;L?�MI�@;L�;J;LN��4B;N�?R;=NFS�CM�CH=FO>?>�CH��IL
?R=FO>?>�@LIG	�?;=B�I@�NB?M?�CH=IG?�@CAOL?M��&M�NB?�=IGJ;HS^M�=IL?�<OMCH?MM
MIOH>��1BCM�KO?MNCIH�CM�JLI<;<FS�<?MN�;HMQ?L?>�<S�H?N�CH=IG?�1B?�L?>O=NCIH
CH�;LLCPCHA�;N�=IGJL?B?HMCP?�CH=IG?�CM�FCE?FS�NI�B;P?�=IG?�@LIG�FIMM?M�CH�NB?
P;FO?�I@�;P;CF;<F?�@IL�M;F?�CHP?MNG?HNM�;H>�@LIG�BIF>CHA�@IL?CAH�=OLL?H=S
<;F;H=?M�&M�G;H;A?G?HN�>CMNL;=N?>�<S�NLSCHA�NI�G;H;A?�;�F;LA?�CHP?MNG?HN
JILN@IFCI��%IQ�GO=B�I@�NB?�>C@@?L?H=?�=IG?M�@LIG�=OLL?H=S�L;N?�=B;HA?M��;H>
CM�NB?L?�;�Q;S�NI�B?>A?�NBCM�PIF;NCFCNS�NI�L?>O=?�NB?�CGJ;=N��&@�NB?L?�CM�;�Q;S�NI
B?>A?�NB?�LCME��QBS�>C>�=IGJ;HS�I@@C=C;FM�HIN�>I�MI�

&H�MOG��NB?�L?;MIH�&�FCE?�CH=FO>CHA�<INB�CH=IG?�HOG<?LM�CM�NB;N�;HSNBCHA�NB;N
CH=L?;M?M�>CM=FIMOL?�CM�;�JIMCNCP?��?MJ?=C;FFS�QB?H�CHP?MNCHA�GIH?S�1B?�GIL?
NL;HMJ;L?H=S�NB?�<?NN?L�CM�GS�@??FCHA�1B?H��CHP?MNILM�=;H�G;E?�OJ�NB?CL�IQH
GCH>M�;M�NI�G;H;A?G?HN^M�=IGJ?N?H=?�;H>�NB?�MO==?MM�I@�NB?�IP?L;FF�<OMCH?MM
I@�NB?�=IGJ;HS

Video Clip

�=FC=E�NI�M??�PC>?I	

Joe talks about the five most important points inChapter 12 "In a Set of Financial Statements, What
Information Is Conveyed about Equity Investments?".
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12.5 End-of-Chapter Exercises

QUESTIONS

� $CP?�NBL??�L?;MIHM�IH?�=IGJ;HS�QIOF>�JOL=B;M?�NB?�MNI=E�I@�;HINB?L
� 4B?H�CM�NB?�JOL=B;M?�I@�MNI=E�CH�IH?�=IGJ;HS�<S�;HINB?L�=F;MMC@C?>�;M�;

[NL;>CHA�M?=OLCNS\�
� 4B?L?�CM�>CPC>?H>�L?P?HO?�L?JILN?>�
� �N�QB;N�P;FO?�;L?�NL;>CHA�M?=OLCNC?M�L?JILN?>�IH�NB?�<;F;H=?�MB??N�
� 4BS�>I?M�NB?�;==IOHNCHA�@IL�NL;>CHA�M?=OLCNC?M�>C@@?L�@LIG�NB;N�I@�INB?L

;MM?NM�FCE?�<OCF>CHAM�IL�CHP?HNILS�
� 4B;N�CM�;H�OHL?;FCT?>�A;CH�IL�FIMM�
� 4B;N�CM�;H�;P;CF;<F?�@IL�M;F?�M?=OLCNS�
� �N�QB;N�P;FO?�;L?�;P;CF;<F?�@IL�M;F?�M?=OLCNC?M�L?JILN?>�IH�NB?�<;F;H=?

MB??N�
� %IQ�>I?M�NB?�;==IOHNCHA�@IL�OHL?;FCT?>�A;CHM�;H>�FIMM?M�IH�;P;CF;<F?�

@IL�M;F?�M?=OLCNC?M�>C@@?L�@LIG�NL;>CHA�M?=OLCNC?M�
�� !?@CH?�[=IGJL?B?HMCP?�CH=IG?\
�� 4BC=B�G?NBI>�I@�;==IOHNCHA�CM�OM?>�QB?H�IH?�=IGJ;HS�IQHM�?HIOAB

MNI=E�CH�;HINB?L�NI�?R?LN�[MCAHC@C=;HN�CH@FO?H=?\�
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