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Bank Reconciling Items

Cash receipts are recorded as an increase of cash in the company’s accounting records when they
are received. These cash receipts are deposited by the company into its bank. The bank records an
increase in cash only when these amounts are actually deposited with the bank. Since not all cash
receipts recorded by the company will have been recorded by the bank when the bank statement
is prepared, there will be outstanding deposits, also known as deposits in transit. Outstanding
deposits cause the bank statement cash balance to be understated. Therefore, outstanding de-
posits are a reconciling item that must be added to the unreconciled bank balance of cash on the
bank reconciliation.

On the date that a cheque is prepared by a company, it is recorded as a reduction of cash in a
company’s books. A bank statement will not record a cash reduction until a cheque is presented
and accepted for payment (or clears the bank). Cheques that are recorded in the company’s books
but are not paid out of its bank account when the bank statement is prepared are referred to
as outstanding cheques. Outstanding cheques mean that the bank statement cash balance is
overstated. Therefore, outstanding cheques are a reconciling item that must be subtracted from
the unreconciled bank balance of cash on the bank reconciliation.

Bank errors sometimes occur and are not revealed until the transactions on the bank statement
are compared to the company’s accounting records. When an error is identified, the company
notifies the bank to have it corrected. Depending on the nature of the error, it is either added to
or subtracted from the unreconciled bank balance of cash on the bank reconciliation. For example,
if the bank cleared a cheque as $520 that was correctly written for $250, the $270 difference would
be added to the unreconciled bank balance of cash on the bank reconciliation. Why? Because the
cash balance reported on the bank statement is understated by $270 as a result of this error. As
another example, if the bank recorded a deposit as $520 when the correct amount was actually
$250, the $270 difference would be subtracted from the unreconciled bank balance of cash on the
bank reconciliation. Why? Because the cash balance reported on the bank statement is overstated
by $270 as a result of this specific error. Each error must be carefully analyzed to determine how
it will be treated on the bank reconciliation.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Bank Reconciliation.

[T [

lllustrative Problem—Bank Reconciliation

Assume that a bank reconciliation is prepared by Big Dog Carworks Corp. (BDCC) at April 30. At
this date, the Cash account in the general ledger shows a balance of $21,929 and includes the cash
receipts and payments shown in Figure 7.1.


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=45
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Mar. | 31|/ Balance DR 20673/~
Apr. 30!/ April cash receipts 9482 - DR 30155/
30! April cash payments 82126/~ || DR 2111912191~

I

Remember, ‘DR’ (debit) denotes a
positive cash balance in the far right-
hand column of the general ledger.

Figure 7.1: Big Dog’s General Ledger ‘Cash’ Account at April 30

Extracts from BDCC’s accounting records are reproduced with the bank statement for April in Fig-
ure 7.2.
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PER COMPANY RECORDS PER BANK RECORDS

Outstanding cheques
at March 31: Step 1la: March

Cheque No.  Amount 31 outstanding
cheques are com-

>80 54,051x pared with cheques
599 196x » cashed to see if any
600 7x are still outstanding

at April 30. Cleared
items are marked
Cheques written with an ‘x’.

during month of April:

Step 1b: Cheques

Cheque No. Amount it
601 $ 24 x \Sla”regnwaitrﬁ tcﬁén' The BDCC bank statement for the
602 1.720x cleared cheques month of April is as follows:
on the bank state-
603 230x , ment to identify
604 200 x which ones have Second Chartered Bank
605 2,220x | | pot Iflfgtj?sqcatr?c(ieing Bank Statement
606 287 cheques). Cleared for Big Dog Carworks Corp.
607 1,364 items are marked For the Month Ended April 30, 2023
608 100 with an X’
609 40 Deposits/ Balance
610 1,520 Step 2: Other Cheques/Charges/Debits Credits 24,927
611 124 x Caarkg)es kmade C:JV 4,051 x 1,570 22,446
the bank are iden-
612 397 x } tified (SC=service 196 x 24x  230x 390 22,386
58,226 charge; NSF=not 200 x 22,186
sufficient funds). 124 x 397 x 7x 21,658
2,220x 180 NsF 5,000 24,258
Deposits made for 1,720x §} 1,522 24,029
the month of April: 26 sC 24,023
Date Amount
April 5 $1,570x Step 3: Deposits
10 390x || made by the com- Step 5: Remaining items are identified
23 5,000 x pany are compared and resolved with the bank.
28 1522 x with deposits on
’ the bank statement
30 1,000 to determine out- Step 4: Outstanding deposits from
$9,482 standing deposits March 31 are compared with the bank
=———— at April 30. Cleared statement to see if they are still out-
&?msa%rgx’marked standing at April 30. (There were no
: outstanding deposits at March 31.)

Figure 7.2: The Bank Reconciliation Process

For each entry in BDCC’s general ledger Cash account, there should be a matching entry on its
bank statement. Items in the general ledger Cash account but not on the bank statement must be
reported as a reconciling item on the bank reconciliation. For each entry on the bank statement,
there should be a matching entry in BDCC'’s general ledger Cash account. Items on the bank state-
ment but not in the general ledger Cash account must be reported as a reconciling item on the
bank reconciliation.
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There are nine steps to follow in preparing a bank reconciliation for BDCC at April 30, 2023:
Step 1

Identify the ending general ledger cash balance (521,929 from Figure 7.1) and list it on the bank
reconciliation as the book balance on April 30 as shown in Figure 7.3. This represents the unrec-
onciled book balance.

Step 2

Identify the ending cash balance on the bank statement (524,023 from Figure 7.2) and list it on
the bank reconciliation as the bank statement balance on April 30 as shown in Figure 7.3. This
represents the unreconciled bank balance.

Step 3

Cheques written that have cleared the bank are returned with the bank statement. These cheques
are said to be cancelled because, once cleared, the bank marks them to prevent them from being
used again. Cancelled cheques are compared to the company’s list of cash payments. Outstanding
cheques are identified using two steps:

a. Any outstanding cheques listed on the BDCC’s March 31 bank reconciliation are compared to
the cheques listed on the April 30 bank statement.

For BDCC, all of the March outstanding cheques (nos. 580, 599, and 600) were paid by the
bank in April. Therefore, there are no reconciling items to include in the April 30 bank rec-
onciliation. If one of the March outstanding cheques had not been paid by the bank in April,
it would be subtracted as an outstanding cheque from the unreconciled bank balance on the
bank reconciliation.

b. The cash payments listed in BDCC’s accounting records are compared to the cheques on the
bank statement. This comparison indicates that the following cheques are outstanding.

Cheque No. Amount
606 $ 287
607 1,364
608 100
609 40
610 1,520

Outstanding cheques must be deducted from the bank statement’s unreconciled ending cash
balance of $24,023 as shown in Figure 7.3.

Step 4
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Other payments made by the bank are identified on the bank statement and subtracted from the
unreconciled book balance on the bank reconciliation.

a. An examination of the April bank statement shows that the bank had deducted the NSF cheque
of John Donne for $180. This is deducted from the unreconciled book balance on the bank
reconciliation as shown in Figure 7.3.

b. Anexamination of the April 30 bank statement shows that the bank had also deducted a service
charge of $6 during April. This amount is deducted from the unreconciled book balance on the
bank reconciliation as shown in Figure 7.3.

Step 5

Last month’s bank reconciliation is reviewed for outstanding deposits at March 31. There were no
outstanding deposits at March 31. If there had been, the amount would have been added to the
unreconciled bank balance on the bank reconciliation.

Step 6

The deposits shown on the bank statement are compared with the amounts recorded in the com-
pany records. This comparison indicates that the April 30 cash receipt amounting to $1,000 was
deposited but it is not included in the bank statement. The outstanding deposit is added to the
unreconciled bank balance on the bank reconciliation as shown in Figure 7.3.

Step 7

Any errors in the company’s records or in the bank statement must be identified and reported on
the bank reconciliation.

An examination of the April bank statement shows that the bank deducted a cheque issued by
another company for $31 from the BDCC bank account in error. Assume that when notified, the

bank indicated it would make a correction in May’s bank statement.

The cheque deducted in error must be added to the bank statement balance on the bank recon-
ciliation as shown in Figure 7.3.

Step 8

Total both sides of the bank reconciliation. The result must be that the book balance and the bank
statement balance are equal or reconciled. These balances represent the adjusted balance.

The bank reconciliation in Figure 7.3 is the result of completing the preceding eight steps.
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Big Dog Carworks Corp.
Bank Reconciliation
At April 30, 2023

Book balance at Apr. 30 $21,929 Bank statement balance at Apr. 30 $24,023

Add: Outstanding deposit 1,000
Cheque deducted in error 31
25,054
Less: Bank charges S6 Less: Outstanding cheques
NSF Cheque —J. Donne 180 186 Cheque No. Amount
606 $287
607 1,364
608 100
609 40
610 1,520 3,311

Adjusted book balance at Apr. 30 $21,743 Adjusted bank balance at Apr. 30  $21,743

L These balances must agree. —T

~ 7 ~ 7
Y Y

Reconciling items in this section do not

Reconciling items in this section require
require journal entries because the out-

journal entries to be made in the general

journal to correct the unreconciled Cash
balance of $21,929 in the general ledger
to the reconciled balance of $21,743.

standing deposits and cheques should
clear the bank next month, in May. Addi-
tionally, the other reconciling items (e.g.,

the $31 cheque deducted in error) must
be reported to the bank so it can make
the necessary corrections to Big Dog’s ac-
count in the next month.

Figure 7.3: BDCC’s April Bank Reconciliation

Step 9

For the adjusted balance calculated in the bank reconciliation to appear in the accounting records,
an adjusting entry(s) must be prepared.

The adjusting entry(s) is based on the reconciling item(s) used to calculate the adjusted book bal-
ance. The book balance side of BDCC’s April 30 bank reconciliation is copied to the left below to
clarify the source of the following April 30 adjustments.
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Book balance at Apr. 30

Less: Bank charges
NSF Cheque —J. Donne

Adjusted book balance at Apr. 30

S6

$21,929

180—__ 186

$21,743

;;Bank Service Charges Expense ............. 6
Cash......oi i 6
To record service charges from April 30 bank
reconciliation.
Accounts Receivable—J. Donne............ 180
Cash.....ooi 180
To record NSF cheque from April 30 bank reconciliation.

It is common practice to use one compound entry to record the adjustments resulting from a bank
reconciliation as shown below for BDCC.

Once the adjustment is posted, the Cash general ledger account is up to date, as illustrated in

Figure 7.4.
Bank Service Charges Expense ............... 6
Accounts Receivable—J. Donne.............. 180
Cash. oo 186

Mar. 31| Balance

Apr. 30| April cash receipts
30! April cash payments
——-———— 30/| Bank charge expense
3 30|/ NSF cheque

To record reconciling items from April 30 bank reconciliation.

DR 20673/~

9482 - DR 3101155/
8226/~ || DR 211929/

6~/ DR 2111923~

1/80-|/ DR 211743~

[

This adjusted cash balance now
agrees with the bank reconciliation.

Figure 7.4: Updated Cash Account in the General Ledger

Note that the balance of $21,743 in the general ledger Cash account is the same as the adjusted
book balance of $21,743 on the bank reconciliation. Big Dog does not make any adjusting entries
for the reconciling items on the bank side of the bank reconciliation since these will eventually
clear the bank and appear on a later bank statement. Bank errors will be corrected by the bank.
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Debit and Credit Card Transactions

Debit and credit cards are commonly accepted by companies when customers make purchases.
Because the cash is efficiently and safely transferred directly into a company’s bank account by the
debit or credit card company, such transactions enhance internal control over cash. However, the
seller is typically charged a fee for accepting debit and credit cards. For example, assume BDCC
makes a $1,000 sale to a customer who uses a credit card that charges BDCC a fee of 2%; the cost
of the sale is $750. BDCC would record:

General Journal
Date Account/Explanation PR | Debit | Credit

Cash....oii 980
Credit Card Expense.................... 20

Sales ..o 1,000
To record sale and related credit card fee.
Costof Goods Sold . .................... 750

Merchandise Inventory.............. 750
To record cost of sales.

The credit card fee is calculated as the $1,000 sale x 2% = $20. This means that BDCC collects net
cash proceeds of $980 (51,000 — $20). The use of debit cards also involves fees and these would
be journalized in the same manner.

.
[l |

Bank Credit Cards.

An exploration is available on the Lyryx site. Log into your Lyryx course to run

7.4 Accounts Receivable E‘—E Watch video

LO4 — Explain, calculate,
and record estimated
uncollectible accounts re-
ceivable and subsequent
write-offs and recoveries.

Recall from Chapter 5 that the revenue portion of the operating
cycle, as copied in Figure 7.5, begins with a sale on credit and
is completed with the collection of cash. Unfortunately, not all
receivables are collected. This section discusses issues related to
accounts receivable and their collection.


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=46
https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO7-4
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Inventory sold to customer.

~

Accounts receivable result.
Cash is collected
from customer

| | R

| Time

|< One Operating Cycle >

Figure 7.5: Revenue Portion of Operating Cycle

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Accounts Receivable Transactions.

.
] 1

Uncollectible Accounts Receivable

Extending credit to customers results in increased sales and therefore profits. However, there is a
risk that some accounts receivable will not be collected. A good internal control system is designed
to minimize bad debt losses. One such control is to permit sales on account only to credit-worthy
customers; this can be difficult to determine in advance. Companies with credit sales realize that
some of these amounts may never be collected. Uncollectible accounts, commonly known as bad
debts, are an expense associated with selling on credit.

Bad debt expenses must be matched to the credit sales of the same period. For example, assume
BDCC recorded a $1,000 credit sale to XYA Company in April, 2023. Assume further that in 2024 it
was determined that the $1,000 receivable from XYA Company would never be collected. The bad
debt arising from the credit sale to XYA Company should be matched to the period in which the
sale occurred, namely, April, 2023. But how can that be done if it is not known which receivables
will become uncollectible? A means of estimating and recording the amount of sales that will not
be collected in cash is needed. This is done by establishing a contra current asset account called
Allowance for Doubtful Accounts (AFDA) in the general ledger to record estimated uncollectible
receivables. This accountis a contra account to accounts receivable and is disclosed on the balance
sheet as shown below using assumed values.

Accounts receivable $25,000

Less: Allowance for doubtful accounts 1,400 23,600
OR
Accounts receivable (net of $1,400 AFDA) $ 23,600

The Allowance for Doubtful Accounts contra account reduces accounts receivable to the amount
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that is expected to be collected — in this case, $23,600.

Estimating Uncollectible Accounts Receivable

The AFDA account is used to reflect how much of the total Accounts Receivable is estimated to be
uncollectible. To record estimated uncollectible accounts, the following adjusting entry is made.

General Journal

Date Account/Explanation PR | Debit | Credit
Bad Debts Expense..................... XXX
Allowance for Doubtful Accounts..... XXX

To record the adjustment estimating un-
collectible accounts receivable.

The bad debt expense is shown on the income statement. AFDA appears on the balance sheet
and is subtracted from accounts receivable resulting in the estimated net realizable accounts re-
ceivable.

Two different methods can be used to estimate uncollectible accounts. One method focuses on
estimating Bad Debt Expense on the income statement, while the other focuses on estimating the
desired balance in AFDA on the balance sheet.

The Income Statement Method

The objective of the income statement method is to estimate bad debt expense based on credit
sales. Bad debt expense is calculated by applying an estimated loss percentage to credit sales
for the period. The percentage is typically based on actual losses experienced in prior years. For
instance, a company may have the following history of uncollected sales on account:

Amounts

Credit Not
Year Sales Collected
2020 $150,000 $1,000
2021 200,000 1,200
2022 250,000 800
$600,000 $3,000

The average loss over these years is $2360880' or % of 1%. If management anticipates that similar

losses can be expected in 2023 and credit sales for 2023 amount to $300,000, bad debts expense
would be estimated as $1,500 ($300,000 x 0.005). Under the income statement method, the
$1,500 represents estimated bad debt expense and is recorded as:
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This estimated bad debt expense is calculated without considering any existing balance in the
AFDA account.

Bad DebtsExpense ...........ccoviiiiiiin... 1,500
Allowance for Doubtful Accounts.......... 1,500
To record the adjustment estimating bad debt expense.

AFDA ACCOUNT AFTER

AFDA ACCOUNT BEFORE "MENT
S POSTING ADJUSTMENT

KgsuTnlql\éGtﬁAeDég%?cﬂeEu;r— > The adjustment estimating

maining in AFDA from the bad debt expense of 51,500

is posted to AFDA to get an

previous period is 5250. adjusted balance of $1,750.

Allowance for Doubtful Accounts Allowance for Doubtful Accounts
Bal. 250 > | Bal. 250
Adjustment 1,500 <—
Adjusted
Bal. 1,750

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Income Statement Method.

The Balance Sheet Method

Estimated uncollectible accounts can also be calculated by using the balance sheet method where
a process called aging of accounts receivable is used. At the end of the period, the total of es-
timated uncollectible accounts is calculated by analyzing accounts receivable according to how
long each account has been outstanding. An aging analysis approach assumes that the longer a
receivable is outstanding, the less chance there is of collecting it. This process is illustrated in the
following schedule.
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Aging of Accounts Receivable
December 31, 2023

Number of Days Past Due

Not Yet

Customer Total Due 1-30 31-60 61-90 91-120 Over 120
Bendix Inc. S 1,000 S 1,000
Devco Marketing Inc. 6,000 S 1,000 $3,000 52,000

Horngren Corp 4,000 2,000 1,000 S 1,000

Perry Co. Ltd. 5,000 3,000 1,000 1,000
Others 9,000 4,000 5,000

Totals $25,000 S 0 $10,000 S5,000 S$2,000 S$7,000 $ 1,000

In this example, accounts receivable total $25,000 at the end of the period. These are classified
into six time periods: those receivables that are not yet due; 1-30 days past due; 31-60 days past
due; 61-90 days past due; 91-120 days past due; and over 120 days past due.

Based on past experience, assume management estimates a bad debt percentage, or rate of un-
collectibility, for each time period as follows:

Number of Days Not Yet

Outstanding Due 1-30 31-60 61-90 91-120 Over 120
Rate of
Uncollectibility 0.5% 1% 3% 5% 10% 40%

The calculation of expected uncollectible accounts receivable at December 31, 2023 would be as
follows:
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Calculation of Uncollectible Amounts
December 31, 2023
Estimated Estimated

Age Accounts Bad Debt  Uncollectible
(days) Receivable Percentage Amount
1-30 $10,000 1% $100
31-60 5,000 3% 150
61-90 2,000 5% 100
91-120 7,000 10% 700
Over 120 1,000 40% 400
Totals $25,000 $1,450—————

The balance remain- .
ing in the account is The total estimated

: uncollectible receiv-
$250 from the previ- — 25l T S0 A

ous period.
Allowance for Doubtful Allowance for Doubtful
Accounts Accounts
Bal. 250 »Bal. 250

| Bal. 1,450¢————

A total of $1,450 of accounts receivable is estimated to be uncollectible at December 31, 2023.

Under the balance sheet method, the estimated bad debt expense consists of the difference be-
tween the opening AFDA balance ($250, as in the prior example) and the estimated uncollectible
receivables ($1,450) required at year-end.

$1,200 must be
recorded to bring the
account to $1,450.

Allowance for Doubtful

Accounts $1,200 is the difference be-
Bal. 250 tween the $250 unadjusted bal-
) ance and the required $1,450
1,200¢ closing balance.
Bal. 1,450

The adjustment is recorded by the following journal entry:
Bad Debts Expense . .............. 1,200
Allowance for Doubtful Accounts 1,2006—
To record the adjustment estimating bad debt expense.

As an alternative to using an aging analysis to estimate uncollectible accounts, a simplified balance
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sheet method can be used. The simplified balance sheet method calculates the total estimated
uncollectible accounts as a percentage of the outstanding accounts receivables balance. For ex-
ample, assume an unadjusted balance in AFDA of $250 as in the preceding example. Also assume
the accounts receivable balance at the end of the period was $25,000 as in the previous illustra-
tion. If it was estimated that 6% of these would be uncollectible based on historical data, the
adjustment would be:

General Journal

Date Account/Explanation PR | Debit | Credit
Bad Debts Expense.............coevun.. 1,250
Allowance for Doubtful Accounts..... 1,250

To record the adjustment estimating bad
debt expense.

The total estimated uncollectible accounts was $1,500 ($25,000 x 0.06). Given an unadjusted
balance in AFDA of $250, the adjustment to AFDA must be a credit of $1,250 ($1,500 — $250).

Regardless of whether the income statement method or balance sheet method is used, the amount
estimated as an allowance for doubtful accounts seldom agrees with the amounts that actually
prove uncollectible. A credit balance remains in the allowance account if fewer bad debts occur
during the year than are estimated. There is a debit balance in the allowance account if more
bad debts occur during the year than are estimated. By monitoring the balance in the Allowance
for Doubtful Accounts general ledger account at each year-end, though, management can deter-
mine whether the estimates of uncollectible amounts are accurate. If not, they can adjust these
estimates going forward.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Balance Sheet Method.

Writing Off Accounts Receivable

When recording the adjusting entry to estimate uncollectible accounts receivable at the end of
the period, it is not known which specific receivables will become uncollectible. When an account
is determined to be uncollectible, it must be removed from the accounts receivable account. This
process is known as a write-off. To demonstrate the write-off of an account receivable, assume
that on January 15, 2024 the $1,000 credit account for customer Bendix Inc. is identified as un-
collectible because of the company’s bankruptcy. The receivable is removed by:
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General Journal

Date

Account/Explanation

PR

Debit

Credit

To record write-off of Bendix Inc.s account
receivable.

1,000

1,000

The $1,000 write-off reduces both the accounts receivable and AFDA accounts. The write-off does
not affect net realizable accounts receivable as demonstrated below.

Before After
Write-Off Write-Off Write-Off
Accounts receivable $25,000 Cr 1,000 $24,000
Less: Allowance for doubtful accounts 1,450 Dr 1,000 450
Net accounts receivable $23,550 $23,550

Additionally, a write-off does not affect bad debt expense. This can be a challenge to understand.
To help clarify, recall that the adjusting entry to estimate uncollectibles was:

General Journal

Date

Account/Explanation

PR

Debit

Credit

To record the adjustment estimating bad
debt expense.

XXX

XXX

This adjustment was recorded because GAAP requires that the bad debt expense be matched to
the period in which the sales occurred even though it is not known which receivables will become
uncollectible. Later, when an uncollectible receivable is identified, it is written off as:

General Journal

Date

Account/Explanation

PR

Debit

Credit

To record write-off of account receivable.

XXX

XXX

Notice that the AFDA entries cancel each other out so that the net effect is a debit to bad debt
expense and a credit to accounts receivable. The use of the AFDA contra account allows us to
estimate uncollectible accounts in one period and record the write-off of bad receivables as they

become known in a later period.
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Recovery of a Write-Off

When Bendix Inc. went bankrupt, its debt to Big Dog Carworks Corp. was written off in anticipation
that there would be no recovery of the amount owed. Assume that later, an announcement was
made that 25% of amounts owed by Bendix would be paid. This new information indicates that
BDCC will be able to recover a portion of the receivable previously written off. A recovery requires
two journal entries. The first entry reinstates the amount expected to be collected by BDCC—5250

(51,000 x 25%) in this case and is recorded as:

General Journal

Date Account/Explanation PR | Debit | Credit

Accounts Receivable — Bendix Inc. ....... 250

AFDA . . e 250

To reverse write-off and reinstate col-
lectible portion of account.

This entry reverses the collectible part of the receivable previously written off. The effect of the
reversal is shown below.

Accounts Receivable Allowance for Doubtful Accounts
Bal. $25,000 Bal. 1,450
Write-off 1,000 Write-off 1,000
Recovery 250 Recovery 250

The second entry records the collection of the reinstated amount as:

General Journal

Date Account/Explanation PR | Debit | Credit

Cash ... 250

Accounts Receivable — Bendix Inc. .. .. 250

To record recovery of collectible portion
of account previously written off.

The various journal entries related to accounts receivable are summarized below.
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Accounts Receivable............. XXX
Sales ... XXX
Sale on account.
COGS.. ... XXX
Merchandise Inventory........ XXX
Adjusting entry estimating uncollectible accounts. < Bad Debts Expense .............. XX
AFDA ... XXX
Write-off of uncollectible account. < AFDA . ... XXX
Accounts Receivable .......... XXX
Accounts Receivable............. XXX
AFDA ... ... XXX
Recovery of account previously written off.
Cash ... XXX
Accounts Receivable .......... XXX

7.5 Short-Term Notes Receivable E‘ E Watch video

Short-term notes receivable are current assets, since they are due
LO5 — Explain and record |Withinthe greater of 12 months or the business’s operating cycle.
a short-term notes receiv- |A note receivable is a promissory note. A promissory note is a
able as well as calculate re- |signed document where the debtor, the person who owes the
lated interest. money, promises to pay the creditor the principal and interest on
the due date. The principal is the amount owed. The creditor,
or payee, is the entity owed the principal and interest. Interest
is the fee for using the principal and is calculated as: Principal
x Annual Interest Rate x Time. The time or term of the note is
the period from the date of the note to the due date. The due
date, also known as the maturity date, is the date on which the
principal and interest must be paid. The date of the note is the
date the note begins accruing interest.

Short-term notes receivable can arise at the time of sale or when a customer’s account receiv-
able becomes overdue. To demonstrate the conversion of a customer’s account to a short-term
receivable, assume that BDCC’s customer Bendix Inc. is unable to pay its $5,000 account within
the normal 30-day period. The receivable is converted to a 5%, 60-day note dated December 5,
2023 with the following entry:
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Dec5 | Notes Receivable - Bendix............... 5,000
Accounts Receivable - Bendix ........ 5,000
To record the conversion of a customer’s
account to a 5%, 60-day note dated De-
cember 5, 2023.

The note is due on February 3, 2023 calculated as:

Days in December 31

Less: December 5 date of the note 5
Subtotal number of days 26

Add: Days in January 31
Subtotal number of days 57

Add: Days in February to total 60 days 3¢——

Total term of the note in days 60

Assuming a December 31, year-end for BDCC, the adjusting entry to accrue interest on December
31 would be:

Dec 31 | Interest Receivable..................... 17.81
Interest Revenue ................... 17.81
To record the accrual of interest from De-
cember 5 to December 31.

The interest of $17.81 was calculated as: $5,000 x 5% x 26/365° = $17.80822 rounded to $17.81.
All interest calculations in this textbook are rounded to two decimal places.

At maturity, February 3, 2024, BDCC collects the note plus interest and records:

.................................. 5,041.10
Note Receivable - Bendix ............ 5,000.00
Interest Receivable.................. 17.81
Interest Revenue ................... 23.29

To record the collection of the principal
and interest.

The total interest realized on the note was $41.10 ($5,000 x 5% x 60/365 = $41.0959 rounded
to $41.10). Part of the $41.10 total interest revenue was realized in 2023 (517.81) and the rest in

2When calculating interest based on days, use 365 days per year.
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2024 (541.10 - $17.81 = $23.29). Therefore, care must be taken to correctly allocate the interest
between periods. The total cash received by BDCC on February 3 was the sum of the principal and
interest: $5,000.00 + $41.10 = $5,041.10.

When the term of a note is expressed in months, the calculations are less complex. For example,
assume that BDCC sold customer Woodlow a $4,000 service on August 1, 2023. On that date,
the customer signed a 4%, 3-month note. The term of the note is based on months and not days
therefore the maturity date is October 31, 2023. BDCC would record the collection on October 31

as:

General Journal

Date Account/Explanation PR | Debit | Credit
Oct31 | Cash......... i 4,040

Note Receivable - Woodlow. ......... 4,000

Interest Revenue ................... 40

To record the collection of the principal
and interest.

The total interest realized on the note was $40 (54,000 x 4% x 3/12° = $40.00)

.
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Notes Receivable.

An exploration is available on the Lyryx site. Log into your Lyryx course to run

7.6 Appendix A: Ratio Analysis—Acid Test E‘ E Watch video

LO6 — Explain and calculate
the acid-test ratio.

The acid-test ratio, also known as the quick ratio, is a liquidity
ratio that is a strict measure of a business’s availability of cash to
pay current liabilities as they come due. It is considered a strict
measure because it includes only quick current assets. Quick cur-
rent assets are those current assets that are one step away from
becoming cash. For example, accounts receivable are a quick cur-
rent asset because collection of receivables results in cash. How-
ever, inventory is not a quick current asset because it is two steps
from cash — it has to be sold which creates an account receivable
and the receivable then has to be collected. Prepaids are not a
quick current asset because the intent in holding prepaids is not
to convert them into cash but, instead, to use them (e.g., pre-
paid insurance becomes insurance expense as it is used). Quick
current assets include only cash, short-term investments, and re-
ceivables.

3When calculating interest based on months, use 12 months per year.
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The acid-test ratio is calculated as:

Quick current assets = Current liabilities

The acid-test ratios for three companies operating in a similar industry are shown below:

Acid-Test Ratios
Year Company A Company B Company C
2022 0.56 13 8.6
2023 0.72 1.2 8.7

In 2022, Company A’s acid-test ratio shows that it has only $0.56 to cover each $1.00 of current
liabilities as they come due. Company A therefore has a liquidity issue. Although Company A’s acid-
test ratio is still unfavourable in 2023, the change is favourable because the liquidity improved. So
a company can have an unfavourable acid-test ratio but show a favourable change.

Company B’s 2022 acid-test shows that it has favourable liquidity: $1.30 to cover each $1.00 of
current liabilities as they come due. However, the change from 2022 to 2023 shows a decrease
in the acid-test ratio which is unfavourable although Company B’s acid-test still shows favourable
liquidity. So a company can have a favourable acid-test ratio but an unfavourable change.

Company C’s 2022 acid-test ratio indicates that it has favourable liquidity: $8.60 to cover each
$1.00 of current liabilities as they come due. However, this is actually unfavourable because a
company can have an acid-test ratio that is too high. If the acid-test ratio is too high, it is a reflection
that the company has idle assets. Idle assets do not typically generate the most optimum levels of
revenue. Remember that the purpose of holding assets is to generate revenue. In 2023, Company
C’s acid-test ratio increased a bit and it is still excessive which is unfavourable. So the change was
favourable but because the ratio is too high, it reflects an unfavourable liquidity position, though
for different reasons than Company A.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Using the Information - Acid-Test Ratio.

7.7 Appendix B: Ratio Analysis—Accounts Receivable Turnover E‘ E Watch video

The accounts receivable turnover not only measures the liquid-
LO7 — Explain and calculate | ity of receivables but also the efficiency of collection, referred to
the accounts receivable as turnover (i.e., accounts receivable turnover into cash). A low

turnover.
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turnover indicates high levels of accounts receivable which has
an unfavourable impact on liquidity since cash is tied up in receiv-
ables. A low turnover means management might need to review
credit granting policies and/or strengthen collection efforts.

The accounts receivable turnover is calculated as:

Net credit sales (or revenues) < Average net accounts receivable”

Average accounts receivable is calculated by taking the beginning of the period balance plus the
end of the period balance and dividing the sum by two.

The accounts receivable turnover ratios for two companies operating in a similar industry are
shown below:

Accounts Receivable Turnover
Year Company A Company B
2023 5.8 6.9

Company B is more efficient at collecting receivables than is Company A. The higher the ratio, the
more favourable.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Accounts Receivable Turnover Ratio.

.
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Summary of Chapter 7 Learning Objectives

LO1 - Define internal control and explain how it is applied to cash.

The purpose of internal controls is to safeguard the assets of a business. Since cash is a particularly
vulnerable asset, policies and procedures specific to cash need to be implemented, such as the
use of cheques and electronic funds transfer for payments, daily cash deposits into a financial
institution, and the preparation of bank reconciliations.

4Short-term notes receivable from customers would be included in this amount.
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LO2 - Explain and journalize petty cash transactions.

A petty cash fund is used to pay small, irregular amounts for which issuing a cheque would be
inefficient. A petty cash custodian administers the fund by obtaining a cheque from the cash
payments clerk. The cheque is cashed and the coin and currency placed in a locked box. The petty
cash custodian collects receipts and reimburses individuals for the related amounts. When the
petty cash fund is replenished, the receipts are compiled and submitted for entry in the accounting
records so that a replacement cheque can be issued and cashed.

LO3 - Explain the purpose of and prepare a bank reconciliation, and record related adjustments.

A bank reconciliation is a form of internal control that reconciles the bank statement balance
to the general ledger cash account, also known as the book balance. Reconciling items that af-
fect the bank statement balance are outstanding deposits, outstanding cheques, and bank errors.
Reconciling items that affect the book balance are collections made by the bank on behalf of the
company, NSF cheques, bank service charges, and errors. Once the book and bank statement bal-
ances are reconciled, an adjusting entry is prepared based on the reconciling items affecting the
book balance.

LO4 - Explain, calculate, and record estimated uncollectible accounts receivable and subsequent
write-offs and recoveries.

Not all accounts receivable are collected, resulting in uncollectible accounts. Because it is not
known which receivables will become uncollectible, the allowance approach is used to match the
cost of estimated uncollectible accounts to the period in which the related revenue was gener-
ated. The adjusting entry to record estimated uncollectibles is a debit to Bad Debt Expense and
a credit to Allowance for Doubtful Accounts (AFDA). The income statement method and the bal-
ance sheet method are two ways to estimate and apply the allowance approach. The income
statement method calculates bad debt expense based on a percentage of credit sales while the
balance sheet method calculates total estimated uncollectible accounts (aka the balance in AFDA)
using an aging analysis. When receivables are identified as being uncollectible, they are written
off. If write-offs subsequently become collectible, a recovery is recorded using two entries: by
reversing the write-off (or the portion that is recoverable) and then journalizing the collection.

LOS5 - Explain and record a short-term notes receivable as well as calculate related interest.

A short-term notes receivable is a promissory note that bears an interest rate calculated over the
term of the note. Short-term notes receivable are current assets that mature within 12 months
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from the date of issue or within a business’s operating cycle, whichever is longer. Notes can be
issued to a customer at the time of sale, or a note receivable can replace an overdue receivable.

LO6 - Explain and calculate the acid-test ratio.

The acid-test ratio is a strict measure of liquidity. It is calculated as quick current assets divided by
current liabilities. Quick assets include cash, short-term investments, and accounts receivable.

LO7 - Explain and calculate the accounts receivable turnover.

The accounts receivable turnover is a measure of liquidity and demonstrates how efficiently re-
ceivables are being collected. It is calculated as net sales divided by average accounts receivable.
Average accounts receivable are the sum of the beginning accounts receivable, including short-
term notes receivable from customers, plus ending receivables, divided by two.

iiii Vretta |yryx
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Chapter 8

Long-lived Assets

Long-lived assets or property, plant, and equipment (PPE) assets are used in the normal operat-
ing activities of the business and are expected to provide benefits for a period in excess of one
year. Long-lived assets covered in this chapter consist of three types: property, plant, and equip-
ment (PPE), intangible assets, and goodwill. Also discussed are depreciation and amortization,
techniques to allocate the cost of most long-lived assets over their estimated useful lives.

Chapter 8 Learning Objectives E‘ E Watch video

LO1 — Describe how the cost of property, plant, and equipment (PPE) is determined, and
calculate PPE.

LO2 - Explain, calculate, and record depreciation using the units-of-production, straight-line,
and double-declining balance methods.

LO3 - Explain, calculate, and record depreciation for partial years.

LO4 — Explain, calculate, and record revised depreciation for subsequent capital expendi-
tures.

LO5 — Explain, calculate, and record the impairment of long-lived assets.

LO6 — Account for the derecognition of PPE assets.

LO7 — Explain and record the acquisition and amortization of intangible assets.
LO8 — Explain goodwill and identify where on the balance sheet it is reported.

LO9 — Describe the disclosure requirements for long-lived assets in the notes to the financial
statements.

Concept Self-Check
Use the following as a self-check while working through Chapter 8.

1. What is the distinction between capital expenditures and revenue expenditures?

197
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2. How do generally accepted accounting principles prescribe what amount should be capital-

ized?

o v & W

ment?

N

How is partial period depreciation recorded?
What is the formula for calculating revised depreciation?
What is the difference between a tangible and intangible long-lived asset?

What different methods can be used to calculate depreciation for property, plant, and equip-

How are disposals of property, plant, and equipment recorded in the accounting records?

8. How is the impairment of a long-lived asset accounted for?

9. How are intangible assets amortized?

10. What is goodwill and what is its accounting treatment?

NOTE: The purpose of these questions is to prepare you for the concepts introduced in the chap-
ter. Your goal should be to answer each of these questions as you read through the chapter. If,
when you complete the chapter, you are unable to answer one or more the Concept Self-Check
questions, go back through the content to find the answer(s). Solutions are not provided to these

questions.

8.1 Establishing the Cost of Property, Plant, and Equipment (PPE)

E‘—E Watch video

LO1 — Describe how the
cost of property, plant, and
equipment (PPE) is deter-
mined, and calculate PPE.

Property, plant, and equipment (PPE) are tangible long-lived as-
sets that are acquired for the purpose of generating revenue ei-
ther directly or indirectly. They are held for use in the produc-
tion or supply of goods and services, have been acquired for use
on a continuing basis, and are not intended for sale in the or-
dinary course of business. Because PPE assets are long-lived or
have a life greater than one year, they are non-current in nature,
also known as long-term assets. Examples of PPE assets include
land, office and manufacturing buildings, production machinery,
trucks, ships or aircraft used to deliver goods or transport pas-
sengers, salespersons’ automobiles owned by a company, or a
farmer’s production machinery like tractors and field equipment.
PPE assets are tangible assets because they can be physically
touched. There are other types of non-current assets that are
intangible — existing only as legal concepts — like copyrights and
patents. These will be discussed later in this chapter.
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Capital Expenditures

Any cash disbursement is referred to as an expenditure. A capital expenditure results in the ac-
quisition of a non-current asset, including any additional costs involved in preparing the asset for
its intended use. Examples of various costs that may be incurred to prepare PPE for use are listed
below.

Capital Expenditures

Land Building Equipment
( Purchase price Purchase price Invoice cost
Costs to Acquire PPE 4 Commission to real Commission to real Transportation.
estate agent estate agent Insurance (during

. Legal fees Legal fees transportation)

( Costs of draining, Repair and Assembly
clearing, and remodelling costs Installation
landscaping; before use (including wages
demolition Payments to tenants paid to company

Costs to Pre- Assessments for for premature employees)
pare PPE for {  streets and termination of Special floor
Use sewage system lease foundations or
supports
Wiring
Inspection
\ Test run costs

To demonstrate, assume that equipment is purchased for $20,000. Additional costs include trans-
portation costs $500, installation costs $1,000, construction costs for a cement foundation $2,500,
and test run(s) costs to debug the equipment $2,000. The total capitalized cost of the asset to put
it into use is $26,000.

Determining whether an outlay is a capital expenditure or a revenue expenditure is a matter of
judgment. A revenue expenditure does not have a future benefit beyond one year. The concept
of materiality enters into the distinction between capital and revenue expenditures. As a matter
of expediency, an expenditure of $20 that has all the characteristics of a capital expenditure would
probably be expensed rather than capitalized, because the time and effort required by accounting
staff to capitalize and then depreciate the item over its estimated useful life is so much greater than
the benefits derived from doing so. Capitalization policies are established by many companies to
resolve the problem of distinguishing between capital and revenue expenditures. For example,
one company’s capitalization policy may state that all capital expenditures equal to or greater
than $1,000 will capitalized, while all capital expenditures under $1,000 will be expensed when
incurred. Another company may have a capitalization policy limit of $500. Additionally, a company
may have a different capitalization policy for different types of plant and equipment assets — hand
tools may have a capitalization policy limit of $200 while the limit might be $1,000 for furniture.
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Not all asset-related expenditures incurred after the purchase of an asset are capitalized. An
expenditure made to maintain PPE in satisfactory working order is a revenue expenditure and
recorded as a debit to an expense account. Examples of these expenditures include: (a) the cost
of replacing small parts of an asset that normally wear out (in the case of a truck, for example:
new tires, new muffler, new battery); (b) continuing expenditures for maintaining the asset in
good working order (for example, oil changes, antifreeze, transmission fluid changes); and (c)
costs of renewing structural parts of an asset (for example, repairs of collision damage, repair or
replacement of rusted parts).

Although some expenditures for repair and maintenance may benefit more than one accounting
period, they may not be material in amount or they may have uncertain future benefits. They
are therefore treated as expenses. These three criteria must all be met for an expenditure to be
considered capital in nature.

1. Will it benefit more than one accounting period?

2. Will it enhance the service potential of the asset, or make it more valuable or more adapt-
able?

3. Is the dollar amount material?

Regardless of when an expenditure is incurred, if it meets the three criteria above it will always be
a capital expenditure and debited to the appropriate asset account. If the expenditure does not
meet all three criteria, then it is a revenue expenditure and is expensed.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Revenue and Capital Expenditures.

.
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Land

The purchase of land is a capital expenditure when land is used in the operation of a business. In
addition to the costs listed in the schedule above, the cost of land should be increased by the cost
of removing any unwanted structures on it. This cost is reduced by the proceeds, if any, obtained
from the sale of the scrap. For example, assume that the purchase price of land is $100,000 before
an additional $15,000 cost to raze an old building: $1,000 is expected to be received for salvaged
materials. The cost of the land is $114,000 ($100,000 + $15,000 - $1,000).

Frequently, land and useful buildings are purchased for a lump sum. That s, one price is negotiated
for their entire purchase. A lump sum purchase price must be apportioned between the PPE
assets acquired on the basis of their respective market values, perhaps established by a municipal
assessment or a professional land appraiser. Assume that a lump sum of $150,000 cash is paid
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for land and a building, and that the land is appraised at 25% of the total purchase price. The
Land account would be debited for $37,500 ($150,000 x 25%) and the Building account would be
debited for the remaining 75% or $112,500 ($150,000 x 75% = $112,500 or $150,000 - $37,500 =
$112,500) as shown in the following journal entry.

General Journal

Date Account/Explanation PR Debit Credit
Land ... 37,500
Building ... 112,500
Cash....ooiiiii i 150,000

To record the purchase of land and build-
ing for a lump sum of $150,000; $150,000
x 25% = $37,500; $150,000 x 75% =
$112,500.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Lump Sum Purchases.

[l [

Building and Equipment

When a capital asset is purchased, its cost includes the purchase price plus all costs to prepare the
asset for its intended use. However, a company may construct its own building or equipment. In
the case of a building, for example, costs include those incurred for excavation, building permits,
insurance and property taxes during construction, engineering fees, the cost of labour incurred by
having company employees supervise and work on the construction of the building, and the cost
of any interest incurred to finance the construction during the construction period.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Cost of Property, Plant and Equipment (PPE).

.
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Property, Plant, and Equipment (PPE) Subsidiary Ledger

The accounts receivable and accounts payable subsidiary ledgers (more commonly referred to as
subledgers) were introduced in Chapter 5 and the merchandise inventory subledger was intro-
duced in Chapter 6. To review, a subledger lists individual accounts that fall under a common
account, also known as the controlling account. For example, the accounts receivable controlling
account for ABC Inc. shows a balance of $4,000 on the December 31, 2023 balance sheet. The
accounts receivable subledger shows that the $4,000 is made up of three receivables: $800 for
Ducker Inc.; $2,200 for Zest Inc.; and $1,000 for Frank Corporation. Since the controlling account
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is a summary of the subledger, their balances must be identical. Subledgers allow details to be
maintained in a separate record.

In a PPE subledger, an account would exist for each piece of land, each piece of machinery, each
vehicle, and so on. The subledger account would include information regarding the date of pur-
chase, cost, residual value, estimated useful life, depreciation, and other relevant information.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Preparing the PPE Section of a Balance Sheet.
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8.2 Depreciation E‘—E Watch video

The role of depreciation is to allocate the cost of a PPE asset (ex-
LO2 — Explain, calculate, |cept land)over the accounting periods expected to receive ben-
and record deprecia- |€fits from its use. Depreciation begins when the asset is in the
tion using the units-of- location and condition necessary for it to be put to use. Depreci-
production, straight-line, |ation continues even if the asset becomes idle or is retired from
and double-declining |Use, unless it is fully depreciated. Land is not depreciated, as it is
balance methods. assumed to have an unlimited life.

Depreciation is an application of the matching principle.

According to generally accepted accounting principles, a company should select a
method of depreciation that represents the way in which the asset’s future economic
benefits are estimated to be used up.

There are many different ways to calculate depreciation. The most frequently used methods are
usage-based and time-based. Regardless of depreciation method, there are three factors neces-
sary to calculate depreciation:

e cost of the asset
e residual value

¢ estimated useful life or productive output.

Residual value is the estimated worth of the asset at the end of its estimated useful life.
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Useful life is the length of time that a long-lived asset is estimated to be of benefit to the current
owner. This is not necessarily the same as the asset’s economic life. If a company has a policy of
replacing its delivery truck every two years, its useful life is two years even though it may be used
by the next owner for several more years.

Productive output is the amount of goods or services expected to be provided. For example, it
may be measured in units of output, hours used, or kilometres driven.

Usage-Based Depreciation Method - Units-of-Production

Usage-based depreciation methods, such as the Units-of-Production Method, are used when the
output of an asset varies from period to period.

Usage methods assume that the asset will contribute to the earning of revenues
in relation to the amount of output during the accounting period. Therefore, the
depreciation expense will vary from year to year.

To demonstrate, assume that Big Dog Carworks Corp. purchased a $20,000 piece of equipment
on January 1, 2022 with a $2,000 residual value and estimated productive life of 10,000 units. If
1,500 units were produced during 2022, the depreciation expense for the year ended December
31, 2022 would be calculated using the following formula:

Cost — Residualvalue ~ Depreciation , Depreciation Number of units  Depreciation
Estimated units of output per unit ’ per unit produced o expense
$20,000 — $2,000  $1.80 depreciation , $1.80 depreciation y 1,500 units ~_ $2,700 depreciation
10,000 units per unit ! per unit produced expense for 2022

The following adjusting entry would be made on December 31, 2022:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | Depreciation Expense .................. 2,700
Accumulated Depreciation........... 2,700

To record depreciation expense using the
Units-of-Production method; (520,000
- $2,000)/10,000 units = $1.80/unit;
$1.80/unit x 1,500 units = $2,700.
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The carrying amount or net book value of the asset (cost less accumulated depreciation) on the
December 31, 2022 balance sheet would be $17,300 (520,000 - 2,700).

Note that the residual value is only used to calculate depreciation expense. It
is not recorded in the accounts of the company or included as part of the carrying
amount (net book value) on the balance sheet.

If 2,000 units were produced during 2023, depreciation expense for that year would be $3,600
(51.80 per unit x 2,000 units). At December 31, 2023, the following adjusting entry would be
recorded:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | Depreciation Expense .................. 3,600
Accumulated Depreciation........... 3,600

To record depreciation expense using the
Units-of-Production method; (520,000
- $2,000)/10,000 units = $1.80/unit;
$1.80/unit x 2,000 units = $3,600.

The carrying amount (or net book value) at December 31, 2023 would be $13,700 ($20,000-2,700
—3,600). If the equipment produces 1,000 units in 2024, 2,500 units in 2025, and 3,000 units in
2026, depreciation expense and carrying amounts would be as follows each year:

(a) (b) (c) (d) (e) (f)

Carrying

amount at
Carrying end of
amount at Usage Dep’n year

Year start of year (units) Rate expense (b) - (e)
2022 $20,000 1,500 $1.80 $2,700 $17,300
2023 17,300 2,000 1.80 3,600 13,700
2024 13,700 1,000 1.80 1,800 11,900
2025 11,900 2,500 1.80 4,500 7,400
2026 7,400 3,000 1.80 5,400 2,000

10,000 $18,000

If the equipment produces exactly 10,000 units over its useful life and is then retired, depreciation
expense over all years will total $18,000 (10,000 x $1.80) and the carrying amount will equal
residual value of $2,000.

It is unlikely that the equipment will produce exactly 10,000 units over its useful life. Assume
instead that 4,800 units were produced in 2026. Depreciation expense and carrying amounts
would be as follows each year:
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(a) (b) (c) (d) (e) (f)
Carrying
amount at
Carrying end of
amount at Usage Dep’n year
Year start of year (units) Rate expense (b) - (e) )

2022 $20,000 1,500  $1.80 $2,700 $17,300  CArrving
2023 17,300 2,000 1.80 3,600 13,700 ~ 2mount
2024 13,700 1,000 1.80 1,800 11,000 (O net

2025 11,900 2,500 1.80 4,500 7,400 book

2026 7,400 4,800 1.80 5,400 2,000 Value)
11,800 $18,000 cannot
— — be less

. . . than
Notice that the depreciation expense for 2026 is not 58,640 (calculated as residual

the 4,800 units x $1.80/unit = $8,640). The depreciation expense for 2026 value

cannot exceed $5,400 because the remaining carrying amount must be
equal to or greater than the residual value. In other words, the maximum
allowable accumulated depreciation cannot exceed cost less residual. A
PPE asset cannot be depreciation below its residual value.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Units-of-Production Method.

Time-Based Depreciation Method - Straight-Line

The straight-line method of depreciation — introduced in Chapter 3 — assumes that the asset will
contribute to the earning of revenues equally each time period. Therefore, equal amounts of
depreciation are recorded during each year of the asset’s useful life. Straight-line depreciation is
based on time — the asset’s estimated useful life.

Straight-line depreciation is calculated as:

Cost — Estimated residual value
Estimated useful life in years

= Depreciation expense/year

To demonstrate, assume the same $20,000 piece of equipment used earlier, with an estimated
useful life of five years and an estimated residual value of $2,000. Straight-line depreciation would
be $3,600 per year calculated as:


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=57

206 = Long-lived Assets

$20,000 — $2,000
5 years

= $3,600 depreciation expense/year

Over the five-year useful life of the equipment, depreciation expense and carrying amounts will
be as follows:

(a) (b) (c) (d)

Carrying

amount at
Carrying end of
amount at Dep’n year

Year start of year expense (b) —(c)
2022 $20,000 $3,600 $16,400
2023 16,400 3,600 12,800
2024 12,800 3,600 9,200
2025 9,200 3,600 5,600
2026 5,600 3,600 2,000

$18,000

The carrying amount at December 31, 2026 will be the residual value of $2,000 (520,000 - 18,000).

Under the straight-line method, depreciation expense for each accounting period
remains the same dollar amount over the useful life of the asset.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Straight-Line Method.

[T [

Accelerated Time-Based Depreciation Method - Double-Declining Balance (DDB)

An accelerated depreciation method assumes that a plant and equipment asset will contribute
more to the earning of revenues in the earlier stages of its useful life than in the later stages.
This means that more depreciation is recorded in earlier years with the depreciation expense de-
creasing each year. This approach is most appropriate where assets experience a high degree of
obsolescence (such as computers) or where the value of the asset is highest in the first year when
it is new and efficient and declines significantly each year as it is used and becomes worn (such as
equipment).

Under an accelerated depreciation method, depreciation expense decreases each
year over the useful life of the asset.
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One type of accelerated depreciation is the double-declining balance (DDB) method. It is calcu-
lated as:

Carrying Amount (or Net Book Value) x (2/n)

where n = estimated useful life. 2/n is the rate of depreciation and it remains constant over the
asset’s estimated useful life (unless there is a change in the useful life which is discussed in a later
section of this chapter). The DDB rate of depreciation can also be described as twice the straight-
line rate. For example, if the straight-line rate of depreciation is 15%, the DDB rate will be 30%
(calculated as 2 x 15%).

To demonstrate DDB depreciation calculations, assume the same $20,000 equipment with an es-
timated useful life of five years. The DDB rate of depreciation is calculated as 2 /n =2/5 = 0.40 or
40%. Alternatively, given that we know the straight-line rate is 20%, doubling it is 40%.

The declining balance rate is applied to the carrying amount of the asset without regard to resid-
ual value. Regardless of which depreciation method is used, remember that the asset cannot be
depreciated below its carrying amount (or net book value) which in this case is $2,000. The DDB
depreciation for the five years of the asset’s useful life follows.

(a) (b) (c) (d) (e)

Carrying
amount at

Carrying Dep’n end of

amount at DDB expense year

Year start of year rate (b) x (c) (b)—(d)
2022 $20,000 40% $8,000 $12,000
2023 12,000 40% 4,800 7,200
2024 7,200 40% 2,880 4,320
2025 4,320 40% 1,728 2,592
2026 2,592 40% 592¢— 2,000

$18,000

Although for 2026 the depreciation expense would be calculated as
$1,037 (52,592 x 40%), only $592 is recorded to bring the carrying
amount of the asset down to its residual value of $2,000.

At the end of five years, the carrying amount is once again equal to the residual value of $2,000.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Double-Declining Balance.

A comparison of the three depreciation methods is shown in Figure 8.1.
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Figure 8.1: Comparing Three Depreciation Methods
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8.3 Partial Year Depreciation M Watch video

Assets may be purchased or sold at any time during a fiscal year.
LO3 — Explain, calculate, |Shoulddepreciation be calculated for a whole yearinsuch a case?
and record depreciation for | The answer depends on corporate accounting policy. There are
partial years. many alternatives. One is to calculate depreciation to the nearest
whole month. Another, often called the half-year rule, records
half a year’s depreciation regardless of when an asset purchase
or disposal occurs during the year.

To demonstrate the half-year approach to calculating depreciation for partial periods, assume
again that Big Dog Carworks Corp. purchases equipment for $20,000 with an estimated useful
life of five years and a residual value of $2,000. Recall that depreciation expense for 2022 was
$3,600 using the straight-line method. Because of the half-year rule, depreciation expense for
2022 would be $1,800 ($3,600 x .5) even though the asset was purchased on the first day of the
fiscal year. Using the double-declining balance method, depreciation expense for 2022 under the
half-year rule would be $4,000 (58,000 x .5). Applying the half-year rule to the units-of-production
depreciation for 2022, would result in no change because the method is usage-based and not time-
based (presumably usage would be less if the asset is purchased partway through the year, so this
depreciation method already takes this into account).

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Partial Periods.

8.4 Revising Depreciation M Watch video

Both the useful life and residual value of a depreciable asset are
LO4 — Explain, calculate, |estimated atthe time itis purchased. As time goes by, these es-
and record revised depreci- |timates may change for a variety of reasons. In these cases, the
ation for subsequent capi- |depreciation expense is recalculated from the date of the change
tal expenditures. in the accounting estimate and applied going forward. No change
is made to depreciation expense already recorded.

Consider the example of the equipment purchased for $20,000 on January 1, 2022, with an esti-
mated useful life of five years and residual value of $2,000. If the straight-line depreciation method
is used, the yearly depreciation expense is $3,600. After two years, the carrying amount at the
end of 2023 is $12,800 ($20,000 - 3,600 - 3,600). Assume that on January 1, 2024, management
estimates the remaining useful life of the equipment to be six years, and the residual value to be
$5,000.
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Depreciation expense for the remaining six years would be calculated as:

(Remaining carrying amount — Revised residual value)
Estimated remaining useful life
($12,800 — 5,000)
6 years
= $1,300 per year

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Revised Dep. - Change in Life/Residual.

Subsequent Capital Expenditures

As noted earlier, normal, recurring expenditures that relate to day-to-day servicing of depreciable
assets are not capitalized, but rather are expensed when incurred. Oil changes and new tires for
vehicles are examples of recurring expenditures that are expensed. Expenditures that are mate-
rial, can be reliably measured, and enhance the future economic benefit provided by the asset, are
added to the cost of the asset rather than being expensed when incurred. A subsequent capital
expenditure can take one of two forms:

1. Addition (e.g., adding a garage to the back of an existing building or adding a skywalk in a
factory)

2. Replacement (e.g., replacing the refrigeration unit in a long-haul truck or replacing the win-
dows in a building).

To demonstrate the accounting for an addition, recall our original example where equipment was
purchased on January 1, 2022 for $20,000; the estimated useful life and residual value were five
years and $2,000, respectively. Assume that on January 4, 2023, a heat exchanger was added to
the equipment that allowed it to produce a new product in addition to the existing product line.
This $12,000 addition, paid in cash, had an estimated life of ten years with no residual value. The
useful life and residual value of the original equipment did not change as a result of the addition.
The entry to record the addition on January 4 is:

General Journal

Date Account/Explanation PR | Debit Credit

Jan 4 | Equipment — Heat Exchanger............ 12,000

Cash.ooveii 12,000

To record the addition of a heat exchanger
to the equipment.
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The entry to record revised depreciation on December 31, 2023 is:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | Depreciation Expense - Equipment....... 4,800
Accumulated Depreciation - Equip- 4,800
MENt ..ttt

To record revised straight-line depre-
ciation; ($20,000 - $2,000)/5 years =
$3,600/year; ($12,000 - $0)/10 years =
$1,200/year; $3,600 + $1,200 = $4,800.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Revised Dep. - Addition.

The accounting for a replacement is more involved. The cost of the replaced item and its re-
lated accumulated depreciation must be removed from the accounting records when the replace-
ment is capitalized recording any resulting gain or loss as well as calculating revised depreciation.
Let’s demonstrate, again using the $20,000 equipment purchased on January 1, 2022 with a five-
year life and $2,000 residual value. Assume that on January 5, 2025 the engine in the equipment
burned out and needed to be replaced. The PPE subledger showed that the engine had an original
cost of $8,000, useful life of five years, and residual value of $1,000 resulting in a carrying amount
asatJanuary 5, 2025 of $3,800 (58,000 cost — $4,200 accumulated depreciation). The entry to dis-
pose of the old engine and remove it from the accounting records is (the old engine was scrapped
and not sold because it was burned out):

General Journal

Date Account/Explanation PR | Debit | Credit
Jan5 | Accum. Dep. —Equip. —Engine.......... 4,200
LossonDisposal ....................... 3,800

Equipment—Engine................. 8,000

To record the scrapping of the burned
out equipment engine; ($8,000 - $1,000)/5
years = $1,400/year depreciation X 3 years
= $4,200 accumulated depreciation.

Notice in the entry above that the cost of the old engine and the accumulated depreciation must
be individually removed from the accounting records. Since the asset is not completely depre-
ciated and was scrapped, the $3,800 carrying amount represents a loss. If the engine had been
sold, the gain or loss would have been calculated as the difference between its carrying value and
the cash proceeds. Losses (as well as gains) are reported on the income statement under Other
Revenues and Expenses. Acommon error made by students is to debit loss on disposal and credit
equipment—engine for the carrying amount; this is incorrect. After posting the entry to dispose
of the old engine, the account balances in the Equipment account and its related Accumulated
Depreciation account would be as follows.
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Equipment
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Jan. 1,2022 20,000

Accumulated Depreciation — Equipment

8,000 Jan.5,2025

Balance 12,000

3,600 Dec. 31, 2022

3,600 Dec. 31,2023

3,600 Dec. 31,2024
Jan. 5,2025 4,200

6,600 Balance

The entry to record the new engine purchased for $12,000 cash (estimated life 8 years; estimated

zero residual value) is:

General Journal

Date

Account/Explanation

PR

Debit

Credit

Jan5

To record the new engine with estimated
useful life of 8 years and estimated residual
value of zero.

12,000

12,000

Alternatively, the entries to dispose of the old engine and record the addition of the new engine
can be combined into one compound entry as follows:

General Journal

To record the scrapping of the burned
out equipment engine and its replacement
with a new engine.

Date Account/Explanation PR | Debit Credit
Jan5 | Accum. Dep. — Equip. — Engine (old) ..... 4,200
LossonDisposal ....................... 3,800
Equipment — Engine (new) .............. 12,000

Equipment — Engine (old)............ 8,000

Cash.ooveee 12,000

Assuming the useful life and residual value of the equipment did not change and the new engine
had an estimated useful life of eight years and an estimated residual value of zero, the entry to
record revised depreciation on December 31, 2025 is:
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General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | Depreciation Expense - Equipment....... 3,200
Accum. Dep. - EQuipment ........... 3,200

To record revised straight-line deprecia-
tion; Remaining carrying amount of equip-
ment = $12,000 remaining cost - $6,600
remaining balance in accumulated depre-
ciation = $5,400; Revised depreciation on
equipment = ($5,400 remaining carrying
amount - $2,000 residual)/2 years remain-
ing useful life = $1,700 depreciation/year;
Depreciation on new engine = (512,000 -
$0)/8 years = $1,500/year; Total deprecia-
tion = $1,700 + $1,500 = $3,200.

The previous example emphasizes the importance of maintaining a PPE subledger in order to ap-
ply the concept of componentization. Componentization requires each major component that
has a different estimated useful life than the rest of an asset to be recorded and depreciated
separately. For instance, assume a commercial airliner is purchased for $100 million (5100M) on
January 1, 2022 with the following components: airframe, engines, landing gear, interior, and
other parts. Original cost, estimated residual value, estimated useful lives, depreciation method
to be used, serial numbers where applicable, and other relevant information are recorded in the
PPE subledger.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Revised Dep. - Replacement.

B
.
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8.5 Impairment of Long-lived Assets E‘E Watch video

Under generally accepted accounting principles, management
LO5 — Explain, calculate, | Mustcompare the recoverable amount of along-lived asset with
and record the impairment | its carrying amount (cost less accumulated depreciation) at the
of long-lived assets. end of each reporting period. The recoverable amount is the fair
value of the asset at the time less any estimated costs to sell it.
If the recoverable amount is lower than the carrying amount, an
impairment loss must be recorded.

An impairment loss may occur because of a variety of reasons such as technological obsolescence,
an economic downturn, or a physical disaster. When an impairment is recorded, subsequent years’
depreciation expense must also be revised.
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Recall again our $20,000 equipment purchased January 1, 2022 with an estimated useful life of
five years and a residual value of $2,000. Assume straight-line depreciation has been recorded for
2022 and 2023 at $3,600 per year. At December 31, 2023, the carrying amount of the equipment
is $12,800 ($20,000 — 3,600 — 3,600). At that point management determines that new equipment
with equivalent capabilities can be purchased for much less than the old equipment due to tech-
nological changes. As a result, the recoverable value of the original equipment at December 31,
2023 is estimated to be $7,000. Because the recoverable amount is less than its carrying amount
of $12,800, an impairment loss of $5,800 (512,800 — 7,000) is recorded in the accounting records
of BDCC as follows:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | Impairmentloss...........covvvvvnnn.. 5,800
Equipment............ ... ...l 5,800
To record impairment loss on equipment.

This reduces the carrying amount of the equipment to $7,000 so that revised depreciation expense
of $1,667 per year would be recorded at the end of 2024, 2025, and 2026, calculated as follows
(assume no change to original useful life and residual value):

(Revised carrying amount — Revised residual value)
Remaining useful life
B (57,000 — $2,000)
~ 3years remaining useful life
= $1,667 per year

Impairment losses can be reversed in subsequent years if the recoverable amount of the asset
exceeds the carrying amount. Also, if the fair value of a PPE asset can be reliably measured, it
can be revalued to more than its original cost. However, the revaluation process needs to be
conducted thereafter on a regular basis. These topics are not dealt with here, as they are beyond
the scope of introductory financial accounting.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Impairment Loss.

.
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8.6 Derecognition of Property, Plant, and Equipment M Watch video

Property, Plant, and Equipment is derecognized (that is, the cost
and any related accumulated depreciation are removed from the

LO6 — Account for the dere-
cognition of PPE assets.



https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=64
https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO8-6

8.6. Derecognition of Property, Plant, and Equipment = 215

accounting records) when it is sold or when no future economic
benefit is expected. To account for the disposal of a PPE asset,
the following must occur:

1. Ifthe disposal occurs part way through the accounting period, depreciation must be updated
to the date of disposal by

General Journal

Date Account/Explanation PR | Debit | Credit
Depreciation Expense .................. XXX
Accumulated Depreciation........... XXX
To update depreciation for partial period.

2. Record the disposal including any resulting gain or loss by

General Journal
Date Account/Explanation PR | Debit | Credit
Cash (if any, or other assets received) .. .. XXX
Accumulated Depreciation.............. XXX
Loss on Disposal .........ccooviiii.... XXX
OR Gainon Disposal ................ XXX
PPE Asset (such as Equipment)....... XXX
To record disposal of PPE asset.

A loss results when the carrying amount of the asset is greater than the proceeds received, if any.
A gain results when the carrying amount is less than any proceeds received.

Sale or Retirement of PPE

When a PPE asset has reached the end of its useful life it can be either sold or retired. In either
case, the asset’s cost and accumulated depreciation must be removed from the records, after
depreciation expense has been recorded up to the date of disposal or retirement.

Recall the calculation of straight-line depreciation for the equipment purchased for $20,000 with
an estimated useful life of five years and a residual value of $2,000. Assume that the general ledger
T-accounts of equipment and accumulated depreciation contain the following entries for the last
five years:

Accumulated Depreciation

Equipment Equipment
2022 20,000 2022 3,600
2023 3,600
2024 3,600
2025 3,600
2026 3,600
18,000
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Assume that the equipment is sold at the end of 2026, when accumulated depreciation totals
$18,000. The carrying amount at this date is $2,000 (520,000 cost — $18,000 accumulated depre-
ciation). Three different situations are possible.

1. Sale at carrying amount

Assume the equipment is sold for its residual value of $2,000. No gain or loss on disposal

would occur.
Cost S 20,000
Accumulated depreciation (18,000)
Carrying amount 2,000
Proceeds of disposition (2,000)
Gain on disposal S -0-
General Journal
Date Account/Explanation PR | Debit Credit
Dec31 | Cash....ooviiii i 2,000
Accumulated Dep. — Equipment......... 18,000
Equipment................ ool 20,000

To record the disposal of equipment sold
for $2,000 cash.

2. Sale above carrying amount

Assume the equipment is sold for $3,000. A gain of $1,000 would occur.

Cost S 20,000
Accumulated depreciation (18,000)
Carrying amount 2,000
Proceeds of disposition (3,000)
Gain on disposal S (1,000)

General Journal
Date Account/Explanation PR | Debit Credit
Dec31 | Cash....ooiiiiii i 3,000
Accumulated Dep. — Equipment......... 18,000
Gainon Disposal .................... 1,000
Equipment.......... ... ... oo, 20,000
To record the disposal of equipment sold
for $3,000 cash.

3. Sale below carrying amount

Assume the equipment is sold for $500. A loss on disposal of $1,500 would occur.
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Cost S 20,000
Accumulated depreciation (18,000)
Carrying amount 2,000
Proceeds of disposition (500)
Loss on disposal S 1,500

General Journal
Date Account/Explanation PR | Debit Credit
Dec31 | Cash......ooiiiiiiii i 500
Accumulated Dep. — Equipment.......... 18,000
LossonDisposal ....................... 1,500
Equipment........... ... .l 20,000
To record the disposal of equipment sold
for $500 cash.

In each of these cases, the cash proceeds must be recorded (by a debit) and the cost and accumu-
lated depreciation must be removed from the accounts. A credit difference represents a gain on
disposal while a debit difference represents a loss.

Disposal Involving Trade-In

It is a common practice to exchange a used PPE asset for a new one. This is known as a trade-in.
The value of the trade-in agreed by the purchaser and seller is called the trade-in allowance. This
amount is applied to the purchase price of the new asset, and the purchaser pays the difference.
For instance, if the cost of a new asset is $10,000 and a trade-in allowance of $6,000 is given for
the old asset, the purchaser will pay $4,000 ($10,000 — 6,000).

Sometimes as an inducement to the purchaser, the trade-in allowance is higher than the fair value
of the used asset on the open market. Regardless, the cost of the new asset must be recorded at
its fair value, calculated as follows:

Cost of new asset = Cash paid + Fair value of asset traded

If there is a difference between the fair value of the old asset and its carrying value, a gain or
loss results. For example, assume again that equipment was purchased by BDCC for $20,000 and
has accumulated depreciation of $18,000 at the end of 2026. It is traded on January 1, 2027
for new equipment with a list price of $25,000. A trade-in allowance of $2,500 is given on the
old equipment, which has a fair value of only $1,800. In this case, the cost of the new asset is
calculated as follows:

Cost of new asset
$24,300

Cash paid + Fair value of asset traded
$22,500 + 1,800
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Cash paid will equal the difference between the selling price of the new equipment less the trade-
in allowance, or $22,500 ($25,000 - 2,500). The fair value of the asset traded-in is $1,800. The
cost of the new asset is therefore $24,300 ($22,500 + 1,800). There will be a loss on disposal of
$200 on the old equipment, calculated as follows:

Cost S 20,000
Accumulated depreciation (18,000)

Carrying amount 2,000
Fair value (1,800)
Loss on disposal S 200

The journal entry on January 1, 2027 to record the purchase of the new equipment and trade-in
of the old equipment is:

General Journal
Date Account/Explanation PR | Debit Credit
Jan1 | Equipment (new) ............ccoeenn... 24,300
Accumulated Dep. — Equipment (old) .... 18,000
LossonDisposal ....................... 200
Equipment (old) .................... 20,000
Cash..oeeii 22,500
To record trade-in.

By this entry, the cost of the new equipment ($24,300) is entered into the accounts, the accumu-
lated depreciation and cost of the old equipment is removed from the accounts, and the amount
of cash paid is recorded. The debit difference of $200 represents the loss on disposal of the old
equipment.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Exchange of PPE Assets.

.
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8.7 Intangible Assets I>1 watch video

Another major category of long-lived assets that arises from legal
LO7 — Explain and record |rights and does not have physical substance is that of intangible
the acquisition and amorti- |assets. The characteristics of various types of intangible assets

zation of intangible assets. | are discussed below.
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Patents

A patent is an intangible asset that is granted when a company has an exclusive legal privilege to
produce and sell a product or use a process for a specified period. This period varies depending
on the nature of the product or process patented, and on the legislation in effect. Modifications
to the original product or process can result in a new patent being granted, in effect extending the
life of the original patent.

Patents are recorded at cost. If purchased from an inventor, the patent’s cost is easily identified;
if developed internally, the patent’s cost includes all expenditures incurred in the development of
the product or process, including salaries and benefits of staff involved.

Copyrights

A copyright is another intangible asset that confers on the holder an exclusive legal privilege to
publish a literary or artistic work. In this case, the state grants control over a published or artistic
work for the life of the copyright holder (often the original artist) and for a specified period after-
ward. This control extends to the reproduction, sale, or other use of the copyrighted material.

Trademarks

A trademark is a symbol or a word used by a company to identify itself or one of its products in
the marketplace. Symbols are often logos printed on company stationery or displayed at company
offices, on vehicles, or in advertising. A well-known example is Coke®. The right to use a trade-
mark can be protected by registering it with the appropriate agency. The symbol ‘®’ denotes that
a trademark is registered.

Franchises

A franchise is a legal right granted by one company (the franchisor) to another company (the
franchisee) to sell particular products or to provide certain services in a given region using a specific
trademark or trade name. In return, the franchisee pays a fee to the franchisor. McDonald’s® is
an example of a franchised fast-food chain.

Another example of a franchise is one granted by government for the provision of certain services
within a given geographical location: for example, television stations and telephone services au-
thorized by the telecommunications branch of the state, or garbage collection authorized within
a given community.



220 = Long-lived Assets

In addition to the payment of an initial franchise fee, which is capitalized, a franchise agreement
usually requires annual payments. These payments are considered operating expenses.

Computer Software

Computer software programs may be developed by a company, patented, and then sold to cus-
tomers for use on their computers. Productivity software like Microsoft Office® is an example.
The cost of acquiring and developing computer software programs is recorded as an intangible
asset, even if it is stored on a physical device like a computer. However, computer software that
is integral to machinery — for instance, software that is necessary to control a piece of production
equipment —is included as the cost of the equipment and classified as PPE.

Capitalization of Intangible Assets

Normally, intangible assets are measured at cost at the time of acquisition and are reported in
the asset section of a company’s balance sheet under the heading “Intangible Assets.” The cost of
an acquired intangible asset includes its purchase price and any expenditures needed to directly
prepare it for its intended use.

There are special rules regarding intangible assets with a finite life and an indefinite life. Detailed
discussion of these topics is beyond the scope of this textbook. It will be assumed that all intangi-
bles being discussed in this textbook have a finite life.

Amortization of Intangible Assets

Plant and equipment assets are depreciated. Intangible assets are also depreciated but the term
used is amortization instead of depreciation. Amortization (of intangible assets) is the system-
atic process of allocating the cost of intangible assets over their estimated useful lives using the
straight-line, double-declining-balance, units-of-production or other method deemed appropri-
ate.

Like PPE considerations, useful life and residual value of intangible assets are estimated by man-
agement and must be reviewed annually for reasonableness. Any effects on amortization expense
because of changes in estimates are accounted for prospectively. That s, prior accounting periods’
expenses are not changed.

To demonstrate the accounting for intangibles, assume a patent is purchased for $20,000 on July
1, 2023. The entry to record the purchase is:
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General Journal

Date Account/Explanation PR | Debit Credit

Julyl | Patent............. i 20,000

Cash.....oov i 20,000

To record the purchase of a patent, an in-
tangible asset.

Assuming the patent will last 40 years with no residual value, and amortization is calculated to the
nearest whole month, amortization expense will be recorded at the December 31, 2023 year end
as:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | Amortization Expense - Patent .......... 250
Accumulated Amortization - Patent. . . 250

To record amortization on the patent;
(520,000 — 0)/40 years = $500/year; $500
x 6/12 = $250.

Notice that an accumulated amortization account® is credited and not accumulated depreciation.

Impairment losses, and gains and losses on disposal of intangible assets, are calculated and recorded
in the same manner as for property, plant, and equipment.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Intangible Assets.

8.8 Goodwill E‘E Watch video

Assume that Big Dog Carworks Corp. purchases another company
for $10 million (510M). BDCC takes over all operations, including
management and staff. There are no liabilities. The fair values of
the purchased assets consist of the following:

LO8 — Explain goodwill and
identify where on the bal-
ance sheet it is reported.

Patents S2M
Machinery $S7M
Total SOM

Why would BDCC pay $10M for assets with a fair value of only SO9M? The extra $1M represents
goodwill. Goodwill is the excess paid over the fair value of the net assets when one company

LIFRS 2014, IAS 38, para. 98; effective January 1, 2016 but can be applied sooner.


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=67
https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO8-8

222 © Long-lived Assets

buys another, and represents the value of the purchasee’s ability to generate superior earnings
compared to other companies in the same industry.

Goodwill is the combination of a company’s assets which cannot be separately identified — such as
a well-trained workforce, better retail locations, superior products, or excellent senior managers
—the value of which is recognized only when a significant portion of the business is purchased by
another company.

Recall that among other characteristics, intangible assets must be separately identifiable. Because
components of goodwill are not separately identifiable, goodwill is not considered an intangible
asset. However, it does have future value and therefore is recorded as a long-lived asset under its
own heading of “Goodwill” on the balance sheet.

The detailed discussion of goodwill is an advanced accounting topic and beyond the scope of this
textbook.
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8.9 Disclosure E‘—E Watch video

When long-lived assets are presented on the balance sheet, the
LO9 — Describe the disclo- |notesto the financial statements need to disclose the following:

sure requirements for long-
lived assets in the notes to ¢ details of each class of assets (e.g., land; equipment includ-
the financial statements. ing separate parts; patents; goodwill)

e measurement basis (usually historical cost)

¢ type of depreciation and amortization methods used, in-
cluding estimated useful lives

e costandaccumulated depreciation at the beginning and end
of the period, including additions, disposals, and impairment
losses

¢ whether the assets are constructed by the company for its
own use (if PPE) or internally developed (if intangible as-
sets).

Examples of appropriate disclosure of long-lived assets were shown in notes 3(d) and 4 of BDCC'’s
financial statements in Chapter 4.

Summary of Chapter 8 Learning Objectives

LO1 - Describe how the cost of property, plant, and equipment (PPE) is determined, and calculate
PPE.

Property, plant and equipment (PPE) are tangible, long-lived assets that are acquired for the pur-
pose of generating revenue either directly or indirectly. A capital expenditure is debited to a PPE
asset account because it results in the acquisition of a non-current asset and includes any addi-
tional costs involved in preparing the asset for its intended use at or after initial acquisition. A
revenue expenditure does not have a future benefit beyond one year so is expensed. The details
regarding a PPE asset are maintained in a PPE subsidiary ledger.

LO2 - Explain, calculate, and record depreciation using the units-of-production, straight-line, and
double-declining balance methods.

Depreciation, an application of matching, allocates the cost of a PPE asset (except land) over the
accounting periods expected to receive benefits from its use. A PPE asset’s cost, residual value,
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and useful life or productive output are used to calculate depreciation. There are different depre-
ciation methods. Units-of-production is a usage-based method. Straight-line and double-declining
balance are time-based methods. The formulas for calculating depreciation using these methods
are:

Units-of-Production Straight-Line Double-Declining Balance
Cost — Estimated Residual Value  Cost — Estimated Residual Value Carrying Amount x 2/n
Estimated Total Units of Production Estimated Total Useful Life where n = estimated useful life
= Depreciation Expense/Unit = Depreciation Expense/Period = Depreciation Expense/Period

Maximum accumulated depreciation is equal to cost less residual. The carrying amount of a PPE
asset, also known as the net book value, equals the cost less accumulated depreciation.

LO3 - Explain, calculate, and record depreciation for partial years.

When assets are acquired or derecognized partway through the accounting period, partial period
depreciation is recorded. There are several ways to account for partial period depreciation. Two
common approaches are to calculate depreciation to the nearest whole month or to apply the
half-year rule. The half-year rule assumes six months of depreciation in the year of acquisition
and year of derecognition regardless of the actual date these occurred.

LO4 - Explain, calculate, and record revised depreciation for subsequent capital expenditures.

When there is a change that impacts depreciation (such as a change in the estimated useful life or
estimated residual value, or a subsequent capital expenditure) revised depreciation is calculated
prospectively. It is calculated as:

Remaining Carrying Amount — Estimated Residual Valuex

Estimated Remaining Useful Lifex

x where the residual value and/or useful life may have changed

LOS5 - Explain, calculate, and record the impairment of long-lived assets.

The recoverable amount of a long-lived asset must be compared with its carrying amount (cost
less accumulated depreciation) at the end of each reporting period. The recoverable amount is
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the fair value of the asset at the time less any estimated costs to sell it. If the recoverable amount
is lower than the carrying amount, an impairment loss must be recorded as:

General Journal

Date Account/Explanation PR | Debit | Credit
ImpairmentLoss .............. ... XXX
Equipment.......... ... ... ool XXX
To record impairment loss.

Impairment losses can be reversed in subsequent years if the recoverable amount of the asset
exceeds the carrying amount. Also, if the fair value of a PPE asset can be reliably measured, it can
be revalued to more than its original cost.

LO6 - Account for the derecognition of PPE assets.

Property, plant, and equipment is derecognized (that is, the cost and any related accumulated de-
preciation are removed from the accounting records) when it is sold or when no future economic
benefit is expected. To account for the disposal of a PPE asset, the following must occur:

1. Ifthe disposal occurs part way through the accounting period, depreciation must be updated
to the date of disposal by

General Journal

Date Account/Explanation PR | Debit | Credit
Depreciation Expense .................. XXX
Accumulated Depreciation........... XXX
To update depreciation for partial period.

2. Record the disposal including any resulting gain or loss by

General Journal
Date Account/Explanation PR | Debit | Credit
Cash (if any, or other assets received) . . .. XXX
Accumulated Depreciation.............. XXX
Losson Disposal ....................... XXX
OR Gainon Disposal ................ XXX
PPE Asset (such as Equipment)....... XXX
To record disposal of PPE asset.

A loss results when the carrying amount of the asset is greater than the proceeds received, if any.
A gain results when the carrying amount is less than any proceeds received.
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It is a common practice to exchange a used PPE asset for a new one, known as a trade-in. The
value of the trade-in is called the trade-in allowance and is applied to the purchase price of the
new asset so that the purchaser pays the difference. Sometimes the trade-in allowance is higher
than the fair value of the used asset. The cost of the new asset must be recorded at its fair value,
calculated as:

Cost of new asset = Cash paid + Fair value of asset traded

If there is a difference between the fair value of the old asset and its carrying value, a gain or loss
results.

LO7 - Explain and record the acquisition and amortization of intangible assets.

Intangible assets are long-lived assets that arise from legal rights and do not have physical sub-
stance. Examples include patents, copyrights, trademarks, and franchises. Intangibles are amor-
tized using various methods. The entry to record amortization is a debit to amortization expense
and a credit to either the intangible asset or to an accumulated amortization account.

LO8 - Explain goodwill and identify where on the balance sheet it is reported.

Goodwill is a long-lived asset that does not have physical substance but it is NOT an intangible.
When one company buys another company, goodwill is the excess paid over the fair value of the
net assets purchased and represents the value of the purchasee’s ability to generate superior
earnings compared to other companies in the same industry. Goodwill appears in the asset section
of the balance sheet under its own heading of “Goodwill”.

LO9 - Describe the disclosure requirements for long-lived assets in the notes to the financial state-
ments.

When long-lived assets are presented on the balance sheet, the notes to the financial statements
need to disclose the following:

¢ details of each class of assets (e.g., land; equipment including separate parts; patents; good-
will)

e measurement basis (usually historical cost)

¢ type of depreciation and amortization methods used, including estimated useful lives
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e cost and accumulated depreciation at the beginning and end of the period, including addi-
tions, disposals, and impairment losses

whether the assets are constructed by the company for its own use (if PPE) or internally developed
(if intangible assets).
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Chapter 9

Debt Financing: Current and Long-term Liabilities

A corporation often has liabilities. These liabilities must be classified on the balance sheet as
current or long-term. Current liabilities can include known liabilities such as payroll liabilities,
interest payable, and other accrued liabilities. Short-term notes payable and estimated liabilities,
including warranties and income taxes, are also classified as current. Long-term debt is used to
finance operations and may include a bond issue or long-term bank loan.

Chapter 9 Learning Objectives E‘ E Watch video

LO1 - Identify and explain current versus long-term liabilities.
LO2 — Record and disclose known current liabilities.

LO3 — Record and disclose estimated current liabilities.

LO4 — Identify, describe, and record bonds.

LO5 — Explain, calculate, and record long-term loans.

Concept Self-Check

Use the following as a self-check while working through Chapter 9.

1. What is the difference between a current and long-term liability?

2. What are some examples of known current liabilities?

3. How are known current liabilities different from estimated current liabilities?
4. What are some examples of estimated current liabilities?

5. How is an estimated current liability different from a contingent liability?

6. What are bonds, and what rights are attached to bond certificates?

7. What are some characteristics of bonds?

229
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8. When a bond is issued at a premium, is the market interest rate higher or lower than the
contract interest rate on the bond?

9. When a bond is issued at a discount, is the market interest rate higher or lower than the
contract interest rate on the bond?

10. How are bonds and related premiums or discounts recorded in the accounting records and
disclosed on the balance sheet?

11. How is a loan payable similar to a bond issue? How is it different?

12. How are payments on a loan recorded, and how is a loan payable presented on the balance
sheet?

NOTE: The purpose of these questions is to prepare you for the concepts introduced in the chap-
ter. Your goal should be to answer each of these questions as you read through the chapter. If,
when you complete the chapter, you are unable to answer one or more the Concept Self-Check
guestions, go back through the content to find the answer(s). Solutions are not provided to these
questions.

9.1 Current versus Long-term Liabilities E‘ E Watch video

Current or short-term liabilities are a form of debt that is ex-
LO1 — Identify and explain |Pected to be paid within the longer of one year of the balance
current versus long-term li- |sheet date or one operating cycle. Examples include accounts
abilities. payable, wages or salaries payable, unearned revenues, short-
term notes payable, and the current portion of long-term debt.

Long-term liabilities are forms of debt expected to be paid beyond one year of the balance sheet
date or the next operating cycle, whichever is longer. Mortgages, long-term bank loans, and bonds
payable are examples of long-term liabilities.

Current and long-term liabilities must be shown separately on the balance sheet. For example,
assume the following adjusted trial balance at December 31, 2023 for Waterton Inc.:
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9.1. Current versus Long-term Liabilities

Waterton Inc.
Adjusted Trial Balance
December 31, 2023

231

Account Debits Credits

Cash $80,000

Accounts receivable 140,000

Equipment 570,000

Accumulated depreciation — equipment $40,000

Accounts payable 39,000

Unearned revenue 15,000

Wages payable 7,000

Notes payable, due November 30, 2024 20,000

Notes payable, due March 31, 2026 75,000

Mortgage payable (Note 1) 115,797«

Share capital 300,000

Retained earnings 178,203
$790,000 $790,000

Note 1: A4-year, 6%, $150,000 mortgage was dated January 1, 2023. Waterton makes
monthly payments of $3,523. The principal balances at the end of each year are:

December 31,2023 - § 115,797
December 31,2024 - S 79,484
December 31,2025 - S 40,931
December 31,2026 - § -0-

Based on this information, the liabilities section of the December 31, 2023 balance sheet would
appear as follows:

Waterton Inc.
Liabilities Section of the Balance Sheet
December 31, 2023

Liabilities
Current liabilities
Accounts payable $39,000 N
Unearned revenues 15,000 ofotﬁg cus- sum
Wages payable 7,000 rent and long-
Notes payable, due November 30, 2024 20,000 Eﬁrg‘]ep%gft?
Current portion of mortgage payable 36,313¢ gage equals
Total current liabilities $117,313 | E)h? unadj?sted -
il alance o
Long-term liabilities $115,797 on
Notes payable, due March 31, 2026 $75,000 the Adjusted
Mortgage payable (less current portion) 79,4844 Trial Balance.
Total long-term liabiliti 154,484 Ui s 2l
g-term liabilities . ways be the
Total liabilities $271,797 case.

The $20,000 notes payable, due November 30, 2024 is a current liability because its maturity date
is within one year of the balance sheet date, a characteristic of a current liability. The $75,000
notes payable, due March 31, 2026 is a long-term liability since it is to be repaid beyond one year
of the balance sheet date.
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It is important to classify liabilities correctly otherwise decision makers may make incorrect con-
clusions regarding, for example, the organization’s liquidity position.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Current and Long-Term Liabilities.

[ I

9.2 Known Current Liabilities E‘E Watch video

Known current liabilities are those where the payee, amount,
LO2 — Record and disclose |and timing of payment are known. Examples include accounts
known current liabilities. payable, unearned revenues, and payroll liabilities. These are dif-
ferent from estimated current liabilities where the amount is not
known and must be estimated. Estimated current liabilities are
discussed later in this chapter.

Payroll Liabilities

Accounts payable and unearned revenues were introduced and discussed in previous chapters.
Payroll liabilities are amounts owing to employees. Employee income taxes, Canada Pension Plan
(CPP, or Quebec Pension Plan in Quebec), Employment Insurance (El), union dues, health insur-
ance, and other amounts are deducted by the employer from an employee’s salary or wages.
These withheld amounts are remitted by the employer to the appropriate agencies. An employee’s
gross earnings, less the deductions withheld by the employer, equals the net pay. To demonstrate
the journal entries to record a business’s payroll liabilities for its two employees, assume the fol-
lowing payroll record:

Deductions Payment Distribution
Sales Office
Income | Health Union Total Salaries | Salaries
El Taxes Ins. CPP Dues Deductions | NetPay | Expense | Expense
25.84 | 285.00 55.00 62.16 | 105.00 533.00 | 1,027.00 | 1,560.00
16.50 | 114.00 55.00 51.50 75.00 312.00 663.00 975.00
42.34 | 399.00 | 110.00 | 113.66 | 180.00 845.00 | 1,690.00 | 1,560.00 975.00

The employer’s journal entries would be:
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General Journal
Date Account/Explanation PR Debit Credit

Sales Salaries Expense.................. 1,560.00

Office Salaries Expense ................. 975.00
ElPayable.................. .. ... 42.34
Employee Income Taxes Payable...... 399.00
Employee Health Insurance Payable .. 110.00
CPPPayable........................ 113.66
Employee Union Dues Payable........ 180.00
Salaries Payable .................... 1,690.00

To record payroll.

General Journal

Date Account/Explanation PR | Debit Credit
ElEXPENSE .o vvvii it iiie i 59.28
CPPEXpeNnse. ....ccoviiiiiiiiinnnn., 113.66

ElPayable.......................... 59.28
CPPPayable........................ 113.66

To record the employer’s portions of El
and CPP calculated as 1.4 times (42.34 x
1.4) and 1 times (113.66 x 1) the employ-
ees’ portion.

For El and CPP, both the employee and employer are responsible for making payments to the
government. At the time of writing, the employer’s portion of El was calculated as 1.4 times
the employee’s El amount. For CPP, the employer is required to pay the same amount as the
employee. El, CPP, and federal/provincial income tax amounts payable are based on rates applied
to an employee’s gross earnings. The rates are subject to change each tax year. The actual rates
for El, CPP, and federal/provincial income tax can be viewed online at Canada Revenue Agency’s
website: https://www.canada.ca/en/revenue-agency.html.

Sales Taxes

Sales taxes are also classified as known current liabilities. There are two types of sales taxes in
Canada: federal Goods and Services Tax (GST) and Provincial Sales Tax (PST). The Goods and Ser-
vices Tax (GST) is calculated as 5% of the selling price of taxable supplies. For example, if a business
is purchasing supplies with a selling price of $1,000, the GST is $50 (calculated as $1,000 x 5%).
Taxable supplies are the goods or services on which GST applies. GST is not applied to zero-rated
supplies (prescription drugs, groceries, and medical supplies) or exempt supplies (services such
as education, health care, and financial). Sellers of taxable supplies are registrants, businesses
registered with Canada Revenue Agency that sell taxable supplies and collect GST on behalf of the
Receiver General for Canada. The Receiver General for Canada is the federal government body to
which all taxes, including federal income tax, are remitted. Registrants also pay GST on the pur-
chase of taxable supplies recording an input tax credit for the GST paid. Total input tax credits, or
GST receivable, less GST payable is the amount to be remitted/refunded.
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Provincial Sales Tax (PST) is the provincial sales tax paid by the final consumers of products. The
PST rate is determined provincially. PST is calculated as a percentage of the selling price. Quebec’s
equivalent to PST is called the Quebec Sales Tax (QST).

The Harmonized Sales Tax (HST) is a combination of GST and PST that is used in some Canadian
jurisdictions. Figure 9.1 summarizes sales taxes across Canada.

GST PST QST HST

Alberta 5% - - -
British Columbia 5% 7% - -
Manitoba 5% 7% - -
Northwest Territories 5% - - -
Nunavut 5% - - -
Saskatchewan 5% 6% - -
Yukon 5% - - -
Quebec 5% - 9.975% -
Newfoundland and Labrador - - - 15%
New Brunswick - - - 15%
Nova Scotia - - - 15%
Ontario - - - 13%
Prince Edward Island - - - 15%

Figure 9.1: Sales Taxes in Canada’

To demonstrate how sales taxes are recorded, let us review an example. Assume Perry Sales, out
of Saskatchewan, purchased $2,400 of merchandise inventory on account from a supplier, Carmen
Inc., also in Saskatchewan. Perry Sales then sold this merchandise inventory to a customer for cash
of $3,600. Perry Sales’ entries for the purchase, subsequent sale of merchandise, and remittance
of sales taxes are:

1These were the sales tax rates in effect at the time of writing, July 2022.
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Egg r%%?ga?éeggrgfb- ( Merchandise Inventory........... 2,400.00
Sellea e & medheasar ) GST Receivable.................. 120.00
and therefore not the Accounts Payable — Carmen Inc. 2,520.00
final consumer, there is o
no PST. \ To record purchase of merchandise inventory on account.
((Cash ... 3,996.00
Sales ... 3,600.00
The previous $120 debit PSTPayable .................. 216.00
to GST receivable plus
the $180 credit to GST GST Payable .................. 180.00
payable in this entry re- | To record cash sale.
sult in a balance owing
to the government of
$60. Cost of Goods Sold .............. 2,400.00
Merchandise Inventory........ 2,400.00

\ To record the cost of the sale.

( PSTPayable..................... 216.00
PST and GST are re_mit— GST Payable ..................... 180.00
ted to the appropriate | {  GST Receivable ............... 120.00
government authority. Cash 276.00

\ To record remittance of sales taxes.

Short-term Notes Payable

Short-term notes receivable were discussed in Chapter 7. A short-term note payable is identical
to a note receivable except that it is a current liability instead of an asset. In Chapter 7, BDCC'’s
customer Bendix Inc. was unable to pay its $5,000 account within the normal 30-day period. The
receivable was converted to a 5%, 60-day note receivable dated December 5, 2023. The following
example contrasts the entries recorded by BDCC for the note receivable to the entries recorded
by Bendix Inc. for its note payable.
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Entries in BDCC's records for the note receivable: Entries in Bendix Inc.’s records for the note payable:
Notes Receivable — Bendix........ 5,000 Accounts Payable —BDCC......... 5,000

Accounts Receivable — Bendix . . 5,000 4= Notes Payable —BDCC......... 5,000
To record the conversion of a customer’s account to a 5%, To record the conversion of a supplier’s account to a 5%,
60-day note dated December 5, 2023. 60-day note dated December 5, 2023.
Interest Receivable .............. 17.81 Interest Expense................. 17.81

Interest Revenue.............. 17.81 4ump Interest Payable............... 17.81
To record the adjusting entry on December 31 to accrue To record the adjusting entry on December 31 to accrue
interest from December 5 to December 31. interest from December 5 to December 31.
Cash oo 5,041.10 Notes Payable —BDCC............ 5,000.00

Note Receivable — Bendix . ..... 5,000.00 Interest Expense................. 23.29

Interest Receivable............ 17.81 (—) Interest Payable................. 17.81

Interest Revenue.............. 23.29 Cash ... 5,041.10
To record the collection of the principal and interest at To record the payment of the principal and interest at ma-
maturity on February 3, 2024. turity on February 3, 2024.

Notice that the dollar amounts in the entries for BDCC are identical to those for Bendix. The dif-
ference is that BDCC is recognizing a receivable from Bendix while Bendix is recognizing a payable
to BDCC.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Known (Determinable) Liabilities.

9.3 Estimated Current Liabilities EE Watch video

An estimated liability is known to exist where the amount, al-
LO3 — Record and dis- [though uncertain, can be estimated. Two common examples of
estimated liabilities are warranties and income taxes.

close estimated current
liabilities.

Warranty Liabilities

A warranty is an obligation incurred by the seller of a product or service to replace or repair de-
fects. Warranties typically apply for a limited period of time. For example, appliances are often
sold with a warranty for a specific time period. The seller does not know which product/service
will require warranty work, when it might occur, or the amount. To match the warranty expense
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to the period in which the revenue was realized, the following entry that estimates the amount of
warranty expense and related liability must be recorded:

General Journal

Date Account/Explanation PR | Debit | Credit
Warranty Expense............ ... ... ..., XXX
Estimated Warranty Liability ......... XXX

To record estimated warranty expense
and related liability.

When the warranty work is actually performed, assuming both parts and labour, the following is
recorded:

General Journal

Date Account/Explanation PR | Debit | Credit
Estimated Warranty Liability ............ XXX
PartsInventory ..................... XXX
Wages Payable ..................... XXX
To record the actual costs of parts and
labour for warranty work.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Estimated Liabilities.

Income Tax Liabilities

A corporation is taxed on the taxable income it earns. As for any entity, corporations must file a
tax return annually. However, the government typically requires the corporation to make advance
monthly payments based on an estimated amount. When the total actual amount of income
tax is known at the end of the accounting period, the corporation will record an adjustment to
reconcile any difference between the total actual tax and the total monthly tax accrued in the
accounting records. For example, assume it is estimated that the total income tax for the year
ended December 31, 2023 will be $300,000. This translates into $25,000 of income tax to be
accrued at the end of each month ($300,000 <+ 12 months = $25,000/month). Assume further
that the government requires payments to be made by the 15th of the following month. The
entries at the end of each month from January through to November would be:

General Journal

Date Account/Explanation PR | Debit Credit
Income Tax Expense.............. ...t 25,000
Income Tax Payable ................. 25,000
To record estimated income tax expense.
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On the 15th of each month beginning February 15th to December 15th, the following entry would
be recorded:

General Journal

Date Account/Explanation PR | Debit Credit
Income Tax Payable .................... 25,000
Cash..oveii 25,000
To record payment of income tax.

Assume that at the end of December, the corporation’s actual income tax was determined to be
$297,000 instead of the originally estimated $300,000. The entry at December 31 would be:

General Journal

Date Account/Explanation PR | Debit Credit
Dec 31 | Income TaxExpense............ccoouun.. 22,000
Income Tax Payable ................. 22,000

To report income tax expense; ($25,000
x 11 months = $275,000; $297,000 -
$275,000 = $22,000).

Contingent Liabilities

Recall that an estimated liability is recorded when the liability is probable and the amount can be
reliably estimated. A contingent liability exists when one of the following two criteria are satisfied:

1. itis not probable or

2. it cannot be reliably estimated.

A liability that is determined to be contingent is not recorded, rather it is disclosed in the notes to
the financial statements except when there is a remote likelihood of its existence. An example of
a contingent liability is a lawsuit where it is probable there will be a loss but the amount cannot
be reliably determined. A brief description of the lawsuit must be disclosed in the notes to the
financial statements; it would not be recorded until the amount of the loss could be reliably esti-
mated. Great care must be taken with contingencies — if an organization intentionally withholds
information, it could cause decision makers, such as investors, to make decisions they would not
otherwise have made.

Contingent assets, on the other hand, are not recorded until actually realized. If a contingent asset
is probable, it is disclosed in the notes to the financial statements.
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9.4 Long-Term Liabilities—Bonds Payable E‘—E Watch video

Corporations generally acquire long-lived assets like property,
LO4 — Identify, describe, plant, and equipment through the issue of shares or long-term
debt that is repayable over many years. Chapter 10 addresses
the ways in which a corporation can raise funds by issuing shares,
known as equity financing. This chapter discusses corporate fi-
nancing by means of issuing long-term debt, known as debt fi-
nancing. Types of long-term debt are typically classified accord-
ing to their means of repayment.

and record bonds.

1. Bonds pay only interest at regular intervals to investors. The original investment is repaid
to bondholders when the bond matures (or comes due), usually after a number of years.
Bonds are generally issued to many individual investors.

2. Loansarerepaidin equal payments on aregular basis. The payments represent both interest
and principal paid to creditors. Such payments are said to be blended. That is, each payment
contains repayment of a certain amount of the original amount of the loan (the principal),
as well as interest on the remaining principal balance.

Bonds are discussed in this section. Loans are expanded upon in the next section. Other types of
debt, such as leases, are left for study in a more advanced accounting textbook.

Rights of Bondholders

As noted above, a bond is a debt instrument, generally issued to many investors, that requires fu-
ture repayment of the original amount at a fixed date, as well as periodic interest payments during
the intervening period. A contract called a bond indenture is prepared between the corporation
and the future bondholders. It specifies the terms with which the corporation will comply, such as
how much interest will be paid and when. Another of these terms may be a restriction on further
borrowing by the corporation in the future. A trustee is appointed to be an intermediary between
the corporation and the bondholder. The trustee administers the terms of the indenture.

Ownership of a bond certificate carries with it certain rights. These rights are printed on the actual
certificate and vary among bond issues. The various characteristics applicable to bond issues are
the subject of more advanced courses in finance and are not covered here. However, individual
bondholders always acquire two rights.

1. The right to receive the face value of the bond at a specified date in the future, called the
maturity date.


https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO9-4
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2. The right to receive periodic interest payments at a specified percent of the bond’s face
value.

Bond Authorization

Every corporation is legally required to follow a well-defined sequence in authorizing a bond issue.
The bond issue is presented to the board of directors by management and must be approved by
shareholders. Legal requirements must be followed and disclosure in the financial statements of
the corporation is required.

Shareholder approval is an important step because bondholders are creditors with a prior claim
on the corporation’s assets if liquidation occurs. Further, dividend distributions may be restricted
during the life of the bonds, and those shareholders affected usually need to approve this. These
restrictions are typically reported to the reader of financial statements through note disclosure.

Assume that Big Dog Carworks Corp. decides to issue $30 million of 12% bonds to finance its
expansion. The bonds are repayable three years from the date of issue, January 1, 2023. The
amount of authorized bonds, their interest rate, and their maturity date can be shown in the
accounts as follows:

GENERAL LEDGER
Bonds Payable —
Long-Term
Due Jan. 1, 2026

Jan. 1 | Authorized to issue $30,000,000
of 12%, 3-year bonds, due
January 1, 2026.

Bonds in the Financial Statement

Each bond issue is disclosed separately in the notes to the financial statements because each issue
may have different characteristics. The descriptive information disclosed to readers of financial
statements includes the interest rate and maturity date of the bond issue. Also disclosed in a note
are any restrictions imposed on the corporation’s activities by the terms of the bond indenture
and the assets pledged, if any.
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Other Issues Related to Bond Financing

There are several additional considerations related to the issue of bonds.

1. Cash Required in the Immediate and the Foreseeable Future

Most bond issues are sold in their entirety when market conditions are favourable. However,
more bonds can be authorized in a particular bond issue than will be immediately sold.
Authorized bonds can be issued whenever cash is required.

2. Time Periods Associated with Bonds

The interest rate of bonds is associated with time, their maturity date is based on time,
and other provisions — such as convertibility into share capital and restrictions on future
dividend distributions of the corporation — are typically activated at a given point in time.
These must also be considered, as the success of a bond issue often depends on the proper
combination of these and other similar features.

3. Assets of the Corporation to Be Pledged

Whether or not long-lived assets like property, plant, and equipment are pledged as secu-
rity is an important consideration for bondholders because doing so helps to safeguard their
investments. This decision is also important to the corporation because pledging all these
assets may restrict future borrowings. The total amount of authorized bonds is usually a
fraction of the pledged assets, such as 50%. The difference represents a margin of safety to
bondholders. The value of these assets can shrink substantially but still permit reimburse-
ment of bondholders should the company be unable to pay the bond interest or principal,
and need to sell the pledged assets.

Bond Characteristics

Each corporation issuing bonds has unique financing needs and attempts to satisfy various bor-
rowing situations and investor preferences. Many types of bonds have been created to meet these
varying needs.

Secured bonds are backed by physical assets of the corporation. These are usually long-lived
assets. When real property is legally pledged as security for the bonds, they are called mortgage
bonds.

Unsecured bonds are commonly referred to as debentures. A debenture is a formal document
stating that a company is liable to pay a specified amount with interest. The debt is not backed by
any collateral. As such, debentures are usually only issued by large, well-established companies.
Debenture holders are ordinary creditors of the corporation. These bonds usually command a
higher interest rate because of the added risk for investors.
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Registered bonds require the name and address of the owner to be recorded by the corporation
or its trustee. The title to bearer bonds passes on delivery of the bonds to new owners and is not
tracked. Payment of interest is made when the bearer clips coupons attached to the bond and
presents these for payment. Bearer bonds are becoming increasingly rare.

When serial bonds are issued, the bonds have differing maturity dates, as indicated on the bond
contract. Investors are able to choose bonds with a term that agrees with their investment plans.
For example, in a $30 million serial bond issue, $10 million worth of the bonds may mature each
year for three years.

The issue of bonds with a call provision permits the issuing corporation to redeem, or call, the
bonds before their maturity date. The bond indenture usually indicates the price at which bonds
are callable. Corporate bond issuers are thereby protected in the event that market interest rates
decline below the bond contract interest rate. The higher interest rate bonds can be called to be
replaced by bonds bearing a lower interest rate.

Some bonds allow the bondholder to exchange bonds for a specified type and amount of the
corporation’s share capital. Bonds with this feature are called convertible bonds. This feature
permits bondholders to enjoy the security of being creditors while having the option to become
shareholders if the corporation is successful.

When sinking fund bonds are issued, the corporation is required to deposit funds at regular in-
tervals with a trustee. This feature ensures the availability of adequate cash for the redemption
of the bonds at maturity. The fund is called “sinking” because the transferred assets are tied up
or “sunk,” and cannot be used for any purpose other than the redemption of the bonds.

The corporation issuing bonds may be required to restrict its retained earnings. The restriction of
dividends means that dividends declared cannot exceed a specified balance in retained earnings.
This protects bondholders by limiting the amount of dividends that can be paid.

Investors consider the interest rates of bonds as well as the quality of the assets, if any, that are
pledged as security. The other provisions in a bond contract are of limited or no value if the issuing
corporation is in financial difficulties. A corporation in such difficulties may not be able to sell its
bonds, regardless of the attractive provisions attached to them.

Recording the Issuance of Bonds at Face Value (at Par)

Each bond has an amount printed on the face of the bond certificate. This is called the face value
of the bond; it is also referred to as the par-value of the bond. When the cash received is the
same as a bond’s face value, the bond is said to be issued at par. A common face value of bonds
is $1,000, although bonds of other denominations exist. A $30 million bond issue can be divided
into 30,000 bonds, for example. This permits a large number of individuals and institutions to
participate in corporate financing.
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If a bond is sold at face value, the journal entry is:

General Journal

Date Account/Explanation PR | Debit | Credit
Cash .o 1,000
Bonds Payable...................... 1,000
To record the issue of 8% bonds at par.

Recording the Issuance of Bonds at a Premium

A $1,000 bond is sold at a premium when it is sold for more than its face value. This results
when the bond interest rate is higher than the market interest rate. For instance, assume Big Dog
Carworks Corp. issues a bond on January 1, 2023 with a face value of $1,000, a maturity date of
one year, and a stated or contract interest rate of 8% per year, at a time when the market interest
rate is 7%. Potential investors will bid up the bond price to $1,009.34 based on present value
calculations where FV = $1,000; PMT = $80; i = 7 (the market rate); and n = 1. We will round the
$1,009.34 to $1,009 to simplify the demonstration.

The premium is the $9 difference between the $1,009 selling price of the bond and the $1,000
face value. The journal entry to record the sale of the bond on January 1, 2023 is:

General Journal
Date Account/Explanation PR | Debit | Credit
Janl | Cash...iii 1,009
Bonds Payable...................... 1,000
Premium on Bonds Payable.......... 9
To record the issue of 8% bonds at a pre-
mium.

The Premium on Bonds Payable account is a contra liability account that is added to the value of
the bonds on the balance sheet. Because the bonds mature in one year, the bond appears in the
current liabilities section of the balance sheet as follows:

Liabilities
Current
Bonds payable $1,000
Add: Premium on bonds payable 9 $1,009

On the maturity date of December 31, 2023, the interest expense of $80 is paid, bondholders are
repaid, and the premium is written off as a reduction of interest expense.

Zpresent Value (PV) calculations can be done using tables or a business calculator. Table values are rounded causing
results to be less accurate. Since business calculators have PV functionality, all PV calculations should be done using a
calculator. PV calculations are reviewed in Section 9.6. Given the variety of calculators on the market, students should
take responsibility for knowing how to do PV calculations using their own calculator.
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These three journal entries would be made:

Dec 31 | InterestExpense.........ccovviiivinn.. 80
Cash.viii 80
To record interest paid on bonds.

Cash.. .o 1,000
To record payment of bonds.

Premium on Bonds Payable .............

Interest Expense.................... 9
To record write-off of premium against in-
terest.

Alternatively, a single entry would be preferable as follows:

Dec 31 | InterestExpense..............coovinn. 71
Premium on Bonds Payable ............. 9
Bonds Payable......................... 1,000
Cash.. oo 1,080
To record payment of bond and interest
on maturity date.

Note that the interest expense recorded on the income statement would be $71 ($80 - 9). This is
equal to the market rate of interest at the time of bond issue.

Recording the Issuance of Bonds at a Discount

If the bond is sold for less than $1,000, then the bond has been sold at a discount. This results
when the bond interest rate is lower than the market interest rate. To demonstrate the journal
entries, assume a $1,000, one-year, 8% bond is issued by BDCC when the market interest rate is
9%. The selling amount will be $990.83 using PV calculations where FV = $1,000; PMT = $80;i=9
(the market rate); and n = 1. We will round the $990.83 to $991 to simplify the demonstration.
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The difference between the face value of the bond ($1,000) and the selling price of the bond ($991)
is $9. This is the discount.

The journal entry to record the transaction on January 1, 2023 is:

Janl | Cash..ooii 991
Discount on Bonds Payable ............. 9
Bonds Payable...................... 1,000

To record issue of bonds at a discount.

The S9 amount is a contra liability account and is deducted from the face value of the bonds on
the balance sheet as follows:

Liabilities
Current
Bonds payable $1,000
Less: Discount on bonds payable (9) $991

On December 31, 2023, when the bonds mature, the following entries would be recorded:

Dec 31 | InterestExpense...........cvvivvinn.. 80
Cash.oooii 80
To record interest paid on bonds.

Cash. oo 1,000
To record payment of bonds.

Dec 31 | InterestExpense............couuveeen.. 9
Discount on Bonds Payable .......... 9
To record write-off of discount against in-
terest.

Alternatively, a single entry would be preferable as follows:



246 + Debt Financing: Current and Long-term Liabilities

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 31 | InterestExpense...........c.cciviiiinn.. 89
Bonds Payable......................... 1,000
Discount on Bonds Payable .......... 9
Cash....oooiiii i 1,080
To record payment of bond and interest
on maturity date.

The interest expense recorded on the income statement would be $89 ($80 + 9). This is equal to
the market rate of interest at the time of bond issue.

These are simplified examples, and the amounts of bond premiums and discounts in these ex-
amples are insignificant. In reality, bonds may be outstanding for a number of years, and related
premiums and discounts can be substantial when millions of dollars of bonds are issued. These
premiums and discounts are amortized using the effective interest method over the same number
of periods as the related bonds are outstanding. The amortization of premiums and discounts is
an intermediate financial accounting topic and is not covered here.

Refer to the Appendix Section 9.8 at the end of this chapter for discussions and illustrations re-
garding the use of the effective interest method for bonds issued at a premium or discount.

Bonds Issued in Between Interest Payments

If investors purchase bonds on dates falling in between the interest payment dates, then the in-
vestor pays an additional interest amount. This is because the bond issuer always pays the full six
months interest to the bondholder on the interest payment date because it is the easiest way to
administer multiple interest payments to potentially thousands of investors. For example, if an
investor purchases a bond four months after the last interest payment, then the issuer will add
these additional four months of interest to the purchase price. When the next interest payment
date occurs, the issuer pays the full six months interest to the purchaser. The interest amount
paid and received by the bond-holder will net to two months. This makes intuitive sense given
that the bonds have only been held for two months making interest for two months the correct
amount.

For example, on September 1, 2023, an investor purchases at face value, $100,000, 10-year, 8%
bonds with interest payable each May 1 and November 1.

Bond payable $100,000
Accrued interest (100,000 x 8% x 4 = 12) 2,667
Total cash paid $102,667
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To record the bond issuance on September 1, with four months’ accrued interest:

Sept1,2023 | Cash....ovveiiieii i 102,667
Bond payable....................... 100,000
Interest payable .................... 2,667

To record the first semi-annual interest payment on November 1 and zero out the interest payable:

Nov 1, 2023 | Interestpayable ....................... 2,667
Bond interest expense.................. 1,333
Cash ($100,000 x 8% X 6+~ 12)...... 4,000

Note that the bond interest on November 1 is for the amount the bondholder is entitled to, which
is two months’ of interest.

The December 31 year-end accrued interest entry:

Dec 31, 2023 | Interestexpense.........c.coveveeeeennn. 1,333
Interest payable (5100,000 x 8% x 2 = 1,333

May 1, 2026 | Bondpayable.......................... 100,000
Cash..ovii 100,000

Repayment Before Maturity Date

In some cases, a company may want to repay a bond issue before its maturity. Examples of such
bonds are callable bonds, which give the issuer the right to call and retire the bonds before matu-
rity. For example, if market interest rates drop, the issuer will want to take advantage of the lower
interest rate. In this case, the reacquisition price paid to extinguish and derecognize the bond
issuance will likely be slightly higher than the bond carrying value on that date, and the difference
will be recorded by the issuing corporation as a loss on redemption. The company can, then, sell
a new bond issuance at the new, lower interest rate.
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For example, on January 1, 2020, Angen Ltd. issued bonds with a par value of $500,000 at 99, due
in 2030. On January 1, 2024, the entire issue was called at 101 and cancelled. The bond payable
carrying value on the call date was $495,000. Interest is paid annually and the discount amortized
using the straight-line method. The carrying value of the bond on January 1, 2024, would be

calculated as follows:

Carrying value on call date $495,000
Re-acquisition price (5500,000 x 101) 505,000
Loss on redemption S 5,000

Angen Ltd. would make the following entry:

General Journal

Date Account/Explanation

PR Debit Credit

.
meaifll | 8
A

Issuance of bond at par.

.
meaifll | 8
A

Recording payment of Bond Interest.

B
.
meaifll | 8
A

Pricing Bonds Using a Calculator.

EE |

.
meaifll | 8
A

Issuing Bonds at a Discount.

.
meaifll | 8
A

Issuing Bonds at a Premium.

Jan1,2024 | Bond Payable.....................
..... 10,000
...... 505,000
..... 5,000

An exploration is available on the Lyryx site.

An exploration is available on the Lyryx site.

An exploration is available on the Lyryx site.

An exploration is available on the Lyryx site.

An exploration is available on the Lyryx site.

..... 500,000

Log into your Lyryx course to run

Log into your Lyryx course to run

Log into your Lyryx course to run

Log into your Lyryx course to run

Log into your Lyryx course to run


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=71
https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=72
https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=73
https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=74
https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=75
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9.5 Long-term Liabilities—Loans Payable M Watch video

A loan is another form of long-term debt that a corporation can
LO5 — Explain, calculate, |Uuse to finance its operations. Like bonds, loans can be secured,
and record long-term |giving the lender the right to specified assets of the corporation

loans. if the debt cannot be repaid. For instance a mortgage is a loan
secured by specified real estate of the company, usually land with
buildings on it.

Unlike a bond, a loan is typically obtained from one lender such as a bank. Also, a loan is repaid in
equal blended payments over a period time. These payments contain both interest payments and
some repayment of principal. As well, a loan does not give rise to a premium or discount because
it is obtained at the market rate of interest in effect at the time.

To demonstrate the journal entries related to long-term loans, assume BDCC obtained a three-
year, $100,000, 10% loan on January 1, 2023 from First Bank to acquire a piece of equipment.
When the loan proceeds are deposited into BDCC’s bank account, the following entry is recorded:

General Journal
Date Account/Explanation PR Debit Credit
Jan1l | Cash....ooiiiii i 100,000
LoanPayable....................... 100,000
To record 10%, 3-year, $100,000 bank
loan.

The loan is repayable in three annual blended payments. To calculate the payments, PV analysis
is used whereby the following keystrokes are entered into a business calculator:

PV = 100000 (the cash received from the bank),
i = 10 (the interest rate),
n = 3 (the term of the loan is three years), and

Compute PMT.

The PMT (or payment) is -40211.48. The result is negative because payments are cash outflows.
While the payments remain the same each year, the amount of interest paid decreases and the
amount of principal increases. Figure 9.2 illustrates this effect.


https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO9-5
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(a) (b) (c) (d) (e)

Beginning Periodic Reduction Ending

Year Loan Interest of Loan Total Loan
Ended Balance Expense Payable Loan Balance
Dec. 31 (e) (a) x 10% (d) - (b) Payment (a) - (c)
2023 $100,000 $10,000 $30,211 $40,211 $69,789
2024 69,789 6,979 33,232 40,211 36,557
2025 36,557 3,654 36,557 40,211 -0-
$100,000 T

Interest expense and the principal balance decrease
with each loan payment.

Figure 9.2: Effect of Blended Interest and Principal Payments

Figure 9.2 can be used to construct the journal entries to record the loan payments at the end of
each year:

General Journal
Date Account/Explanation PR | Debit Credit
Dec. 31,2023 | InterestExpense ............ccovuinn. 10,000
LoanPayable .......................... 30,211
Cash.........ooiiii i 40,211
Dec. 31,2024 | InterestExpense...............ccouo.n.. 6,979
LoanPayable .............. ... ... 33,232
Cash.....ooiiiiii 40,211
Dec. 31,2025 | InterestExpense.............cciunn. 3,654
LoanPayable .......................... 36,557
Cash........ooii i 40,211

The amounts in Figure 9.2 can also be used to present the related information on the financial
statements of BDCC at each year end. Recall that assets and liabilities need to be classified as
current and non-current portions on the balance sheet. Current liabilities are amounts paid within
one year of the balance sheet date. That part of the loan payable to First Bank to be paid in the
upcoming year needs to be classified as a current liability on the balance sheet. The amount of
the total loan outstanding at December 31, 2023, 2024, and 2025 and the current and non-current
portions are shown in Figure 9.3:
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A B Cc D
Ending loan
Year balance per Current portion (B-C)
ended Dec. general ledger (Fig. 9.2, Col. C) Long-term
31 (Fig 9.2, Col. E) portion
2023 $69,788 $33,232 $36,557
2024 36,557 36,557 -0-
2025 -0- -0- -0-

Figure 9.3: Current and Long-term Portions of Loan Principal

Balance sheet presentation would be as follows at the end of 2023, 2024, and 2025:

2023 2024 2025
Current liabilities
Current portion of bank loan  $33,232 $36,557 S -0-
Long-term liabilities
Bank loan (Note X) 36,557 -0- -0-

Details of the loan would be disclosed in a note to the financial statements. Only the principal
amount of the loan is reported on the balance sheet. The interest expense portion is reported on
the income statement as an expense. Because these loan payments are made at BDCC’s year end,
no interest payable is accrued or reported on the balance sheet.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Equal Payments.

.
[l |

9.6 Appendix A: Present Value Calculations

Interest is the time value of money. If you borrow $1 today for one year at 10% interest, its future
value in one year is $1.10 ($1 x 110% = $1.10). The increase of 10 cents results from the interest
on S1 for the year. Conversely, if you are to pay $1.10 one year from today, the present value
is $1 — the amount you would need to invest today at 10% to receive $1.10 in one year’s time
(51.10/110% = S1). The exclusion of applicable interest in calculating present value is referred to
as discounting.

If the above $1.10 amount at the end of the first year is invested for an additional year at 10%
interest, its future value would be $1.21 ($1.10 x 110%). This consists of the original S1 investment,
S.10 interest earned in the first year, and $.11 interest earned during the second year. Note that
the second year’s interest is earned on both the original S1 and on the 10 cents interest earned
during the first year. This increase provides an example of compound interest — interest earned
on interest.
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The following formula can be used to calculate this:
FV =PV x (1+14)"

where FV = future value, PV = present value, i = the interest rate, and n = number of
periods.

Substituting the values of our example, the calculation would be FV = $1[(1 + .1)?], or $1.21.

If the future value of today’s S1 at 10% interest compounded annually amounts to $1.21 at the
end of two years, the present value of $1.21 to be paid in two years, discounted at 10%, is $1. The
formula to calculate this is just the inverse of the formula shown above, or

PV — FV
C (L+4)m
Substituting the values of our example,
1.21
PV = _SL21
(14 .1)2

That is, the present value of $1.21 received two years in the future is S1. The present value is
always less than the future value, since an amount received today can be invested to earn a return
(interest) in the intervening period. Calculating the present value of amounts payable or receivable
over several time periods is explained more thoroughly below.

Instead of using formulas to calculate future and present values, a business calculator can be used
where:

PV = present value
FV = future value

i = interest rate per period (for a semi-annual period where the annual interest rate is
8%, for example, i = 4% and would be entered into the calculator as ‘4’ — not .04)

PMT = dollar amount of interest per period

n = number of periods.

The following three scenarios demonstrate how PV analysis is used to determine the issue price
of a $100,000 bond.
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1. Big Dog Carworks Corp. issues $100,000 of 3-year, 12% bonds on January 1, 2023 when the
market rate of interest is 12%. Interest is paid semi-annually.

2. BDCC’s bonds are issued at a premium because the market rate of interest is 8% at the date
of issue.

3. BDCC’s bonds are issued at a discount because the market rate of interest is 16% at the date
of issue.

In each scenario, the bond principal of $100,000 will be repaid at the end of three years, and in-
terest payments of $6,000 (calculated as $100,000 x 12% x 6/12) will be received every six months
for three years.

Scenario 1: The Bond Contract Interest Rate is 12% and the Market Interest Rate Is 12%

The market interest rate is the same as the bond interest rate, therefore the bond is selling at
par. The present value will be $100,000, the face value of the bond, which can be confirmed by
entering the following into a business calculator:

FV =-100000 (we enter this as a negative because it is a cash outflow — it is being paid
and not received when the bond matures)

i = 6 (calculated as 12%/year - 2 periods per year)

PMT =-6000 (we enter this as a negative because it is a cash outflow — it is being paid
and not received each semi-annual interest period)

n =6 (3-year bond x 2 periods per year)

Compute PV

The PV = 100000. This result confirms that the bond is being issued at par or face value.

Scenario 2: The Bond Contract Interest Rate is 12% and the Market Interest Rate Is 8%

The market interest rate is less than the bond interest rate, therefore the bond is selling at a pre-
mium. The present value can be determined by entering the following into a business calculator:

FV =-100000 (we enter this as a negative because it is a cash outflow — it is being paid
and not received when the bond matures)
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i =4 (calculated as 8%/year — 2 periods per year)

PMT =-6000 (we enter this as a negative because it is a cash outflow — it is being paid
and not received each semi-annual interest period)

n =6 (3-year bond x 2 periods per year)

Compute PV

The PV = 110484.27. This confirms that the bond is being issued at a premium. The premium is
510,484.27 calculated as the difference between the present value of 5110,484.27 and the face
value of $100,000.

Scenario 3: The Bond Contract Interest Rate is 12% and the Market Interest Rate Is 16%

The market interest rate is more than the bond interest rate, therefore the bond is selling at a dis-
count. The present value can be determined by entering the following into a business calculator:

FV =-100000 (we enter this as a negative because it is a cash outflow — it is being paid
and not received when the bond matures)

i = 8 (calculated as 16%/year = 2 periods per year)

PMT =-6000 (we enter this as a negative because it is a cash outflow — it is being paid
and not received each semi-annual interest period)

n =6 (3-year bond x 2 periods per year)
Compute PV

The PV = 90754.24. This confirms that the bond is being issued at a discount. The discount is
59,245.76 calculated as the difference between the present value of 590,754.24 and the face value
of $§100,000.



9.7. Appendix B: Additional Payroll Transactions =~ 255

9.7 Appendix B: Additional Payroll Transactions

Net pay calculations

A business maintains a Payroll Register that summarizes the hours worked for each employee per
pay period. The payroll register details an employee’s regular pay plus any overtime pay before
deductions, known as gross pay. An employee is paid their net pay (gross pay less total deduc-
tions). Payroll deductions are amounts subtracted by the employer from an employee’s gross pay.
Deductions are also known as withholdings or withheld amounts. Deductions can vary depending
on the employer. Some deductions are optional and deducted by the employer based on direc-
tions made by the employee. Examples of optional deductions include an employee’s charitable
donations or Canada Savings Bonds contributions.

Certain payroll deductions are required by law. Deductions legally required to be deducted by the
employer from an employee’s gross pay are income tax, Employment Insurance (El), and Canada
Pension Plan (CPP or QPP in Quebec). The amount of legally required deductions is prescribed
and based on an employee’s income. For more detailed information regarding the calculation
of these deductions, go to: https://www.canada.ca/en/revenue-agency/services/tax/
businesses/topics/payroll/calculating-deductions.html

Other deductions that are often withheld by employers include union dues and health care pre-
miums.

All deductions withheld by employers must be paid to the appropriate authority. For example,
income tax, El, and CPP must be paid to the Receiver General for Canada. Charitable donations
withheld by an employer would be paid to the charity as directed by the employee.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Net Pay Calculations.

Recording Payroll

The entry made by the employer to record payroll would debit the appropriate salary or wage
expense category and credit:

1. Salaries Payable or Wages Payable for the net pay and

2. Each deduction such as El Payable, CPP Payable, etc.

To demonstrate, assume the following payroll information for Wil Stavely and Courtney Dell:


https://www.canada.ca/en/revenue-agency/services/tax/businesses/topics/payroll/calculating-deductions.html
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Deductions Distribution
GrossPay IncomeTax ElI CPP NetPay ExecSalaries Office Wages
Dell, Courtney 5,800 1,160 106 280 4,254 5,800
Stavely, Will 3,500 700 70 170 2,560 3,500

The payroll journal entry would be:

General Journal
Date Account/Explanation PR | Debit | Credit
Exec Salaries Expense .................. 5,800
Office Wages Expense .................. 3,500
Employee Income Tax Payable ....... 1,860
El Payable.......................... 176
CPP (or QPP) Payable................ 450
Salaries Payable .................... 6,814
To record payroll.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Recording Payroll.

.
] Tt

Recording Employer’s CPP and El Amounts

As already indicated, employers are legally required to deduct/withhold an employee’s amount
for each of the following from an employee’s gross pay:

1. the employee’s amount for Canada Pension Plan (CPP or QPP in Quebec) and

2. the employee’s amount for Employment Insurance (El).

The employer is required by law to pay Employment Insurance (El) at the rate of 1.4 times the El
withheld from each employee. For example, if the employer withheld $100 of El from Employee
A’s gross pay, the employer would have to pay El of $140 (calculated as $100 x 1.4). Therefore, the
total amount of El being paid to the government regarding Employee A is $240 (calculated as the
employee’s portion of $100 plus the employer’s portion of $140).

The employer is also required by law to pay CPP (or QPP in Quebec) of an amount that equals the
employee amount. For example, if the employer withheld S50 of CPP from Employee A’s gross
pay, the employer would have to pay CPP of $S50. Therefore, the total amount of CPP being paid
to the government regarding Employee A is $100 (calculated as the employee’s portion of $50 plus
the employer’s portion of $50).

The journal entry to record the employer’s amounts above for El and CPP would be:
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[ I

Employer’s Entries to Pay the Payroll Deductions

General Journal
Date Account/Explanation PR | Debit | Credit
EIEXpense ..., 140
CPP (or QPP) EXpense .............c..... 50
ElPayable.......................... 140
CPP (or QPP) Payable................ 50
To record employer’s El and CPP amounts.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Journalizing Liability for Employer Payroll Amounts.

Employers are required by law to pay/remit to the Receiver General for Canada all income tax, El,
and CPP amounts deducted/withheld from employees along with the employer’s portion of El and
CPP. Any other amounts deducted/withheld from employees such as union dues, health care pre-
miums, or charitable donations must also be paid/remitted to the appropriate organizations. The
journal entry to record these payments/remittances by the employer would debit the respective
liability account and credit cash. For example, using the information from our previous example,
we know that the employer withheld from the employee’s gross pay $100 of El and $50 of CPP.
Additionally, the employer recorded its share of the El (5140) and CPP ($50) amounts. The total
El to be paid is therefore $240 and the total CPP $100. The payment by the employer would be:

General Journal

Date

Account/Explanation

PR

Debit

Credit

] Tt

ElPayable® .........coviiiiiin...
CPP (or QPP*) Payable..................

To record employer’s El and CPP amounts.

Fringe Benefits and Vacation Benefits

240
100

340

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Journalizing Payment of Employer Amounts.

Some employers pay for an employee’s benefits such as health insurance. The journal entry to
record benefits would be:

3Employee’s $100 portion + Employer’s $140 portion
4Employee’s $50 portion + Employer’s $50 portion
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General Journal

Date Account/Explanation PR | Debit | Credit
Benefits Expense....................... XX
Health Insurance Payable............ XX
To record health insurance benefits.

Employers are also required to pay for vacation time equal to 4% of gross income. The entry to
accrue vacation benefits would be:

General Journal

Date Account/Explanation PR | Debit | Credit
Benefits Expense....................... XX
Estimated Vacation Liability.......... XX
To record accrual of vacation benefits.

When vacation benefits are realized by the employee, the Estimated Vacation Liability account is
debited and the appropriate liability accounts to record deductions/withholdings and net pay are
credited.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Recording Employee Benefits.

[ 1

9.8 Appendix C: The Effective Interest Rate Method

Another way to calculate the interest expense when a bond is issued at a premium or discount is
the effective interest rate method.

Below are two examples where a bond is issued at a premium or discount. The interest expense
and the amortization of the premium or discount is computed using the effective interest rate
method.

Note that the bond’s fair value can be determined by either using the market spot rate or by
performing a present value calculation. Use of the market spot rate is shown in the bond premium
example, while the present value calculation is shown in the bond discount example. These are
discussed next.

Bonds Issued at a Premium

On May 1, 2023, Impala Ltd. issued a 10-year, 8%, $500,000 face value bond at a spot rate of 102
(2% above par). Interest is payable each year on May 1 and November 1. The company uses the
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effective interest rate method to calculate interest expense and amortize the bond premium.

The spot rate is 102, so the amount to be paid is $510,000 (500,000 x 1.02) and, therefore, rep-
resents the fair value or present value of the bond issuance on the purchase date.

The entry for the bond issuance is:

May 1,2023 | Cash.....oveiiieii i, 510,000
Bondpayable....................... 500,000
Premium on bonds payable.......... 10,000

Below is a portion of the effective interest rate method table:

Payment Interest Amortization Balance
3.8547% of Premium

May 1, 2023 510,000
Nov 1, 2023 20,000 19,659 341 509,659
May 1, 2024 20,000 19,646 354 509,305
Nov 1, 2024 20,000 19,632 368 508,937

Using the information from the schedule, the entries are completed below.

To record the interest payment and amortization of premium on November 1:

Nov 1, 2023 | Interestexpense....................... 19,659
Premium on bonds payable ............. 341
Cash. oo 20,000

Recording the accrued interest at the December 31 year-end uses the relevant portion of the ef-
fective interest schedule. For example, at December 31, 2023, the table shows interest of $19,646
and bond amortization of $354 at May, 2024. Prorating these amounts for November and Decem-
ber, or two months, results in the following entry:

Dec 31, 2023 | Interest expense (19,646 X 2 - 6)....... 6,549
Premium on bonds payable (354 x 2 - 6) 118
Interestpayable .................... 6,667
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To record the interest payment on May 1, 2024, interest expense and amortization will be for the
remainder of the table amounts of $19,646 and $354 respectively:

General Journal
Date Account/Explanation PR | Debit Credit
May 1, 2024 | Interest expense (19,646 — 6,549)....... 13,097
Interest payable ....................... 6,667
Premium on bonds payable (354 — 118).. 236
Cash...oooe 20,000

To record the interest payment on November 1, 2024:

General Journal
Date Account/Explanation PR | Debit Credit
Nov 1,2024 | Interestexpense...........ccovvvunun.. 19,632
Premium on bonds payable ............. 368
Cash...cooveei i 20,000

At maturity, the May 1, 2033, entry would be:

General Journal
Date Account/Explanation PR Debit Credit

May 1,2033 | Bondpayable.......................... 500,000
Cash..ooveii i 500,000

Bonds Issued at a Discount

On May 1, 2023, Engels Ltd. issued a 10-year, 8%, $500,000 face value bond with interest payable
each year on May 1 and November 1. The market rate at the time of issuance is 9% and the
company year-end is December 31. In this case the stated rate of 8% is less than the market rate
of 9%. This means that the bond issuance is trading at a discount and the fair value, or its present
value of the future cash flows, will be less than the face value upon issuance. The present value is
calculated as:

20,000 PMT (where semi-annual interest using the stated or face rate is $500,000 x 8% X

6+ 12)
4.5 I/Y (where 9% market or effective interest is paid twice per year)
20 N (where interest is paid twice per year for 10 years)

500,000 FV (where a single payment of the face value is due in a future year 2033);

Expressed in the following variables string, and using a financial calculator, the present value is
calculated:
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Present value (PV) = (20,000 PMT, 4.5 1/Y, 20 N, 500,000 FV) = $467,480
Had the market spot rate been used, this bond would be trading at a spot rate of 93.496 (or

93.496% of the bond’s face value, which is below par). The fair value would also be $467,480
($500,000 x 0.93496).

General Journal
Date Account/Explanation PR Debit Credit
May 1,2023 | Cash........coiiiiiiiiiiiiiiiiiinenn 467,480
Discount on bonds payable ............. 32,520
Bond payable....................... 500,000

The stated rate of 8% is less than the market rate of 9%, resulting in a present value less than
the face amount of $500,000. This bond issuance is trading at a discount. Since the market rate
is greater, the investor would not be willing to purchase bonds paying less interest at the face
value. The bond issuer must, therefore, sell these at a discount in order to entice investors to
purchase them. The investor pays the reduced price of $467,480. For the seller, the discount
amount of $32,520 ($500,000 — 467,480) is then amortized over the life of the bond issuance
using the effective interest rate method. The total interest expense for either method will be the
same.

The interest schedule for the bond issuance is shown below:
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Payment Interest Amortization Balance
4.5% of Discount

May 1, 2023 467,480
Nov 1, 2023 20,000 21,037 1,037 468,517
May 1, 2024 20,000 21,083 1,083 469,600
Nov 1, 2024 20,000 21,132 1,132 470,732
May 1, 2025 20,000 21,183 1,183 471,915
Nov 1, 2025 20,000 21,236 1,236 473,151
May 1, 2026 20,000 21,292 1,292 474,443
Nov 1, 2026 20,000 21,350 1,350 475,793
May 1, 2027 20,000 21,411 1,411 477,203
Nov 1, 2027 20,000 21,474 1,474 478,677
May 1, 2028 20,000 21,540 1,540 480,218
Nov 1, 2028 20,000 21,610 1,610 481,828
May 1, 2029 20,000 21,682 1,682 483,510
Nov 1, 2029 20,000 21,758 1,758 485,268
May 1, 2030 20,000 21,837 1,837 487,105
Nov 1, 2030 20,000 21,920 1,920 489,025
May 1, 2031 20,000 22,006 2,006 491,031
Nov 1, 2031 20,000 22,096 2,096 493,127
May 1, 2032 20,000 22,191 2,191 495,318
Nov 1, 2032 20,000 22,289 2,289 497,607
May 1, 2033 20,000 22,392 2,392 500,000

Using the information from the schedule, the entries are completed below.

To record the interest payment on November 1:

General Journal
Date Account/Explanation PR | Debit Credit
Nov 1, 2023 | Interest expense (467,480 x 4.5%) ...... 21,037
Discount on bonds payable .......... 1,037
Cash. .o 20,000

Recording the accrued interest at the December 31 year-end uses the relevant portion of the ef-
fective interest schedule. For example, at December 31, 2023, the table shows interest of $21,083
and bond amortization of $1,083 at May, 2024. Prorating these amounts for November and De-
cember, or two months, results in the following entry

General Journal
Date Account/Explanation PR | Debit | Credit
Dec 31, 2023 | Interest expense (21,083 x 2 - 6)....... 7,028
Discount on bonds payable (1,083 x 2+ 361
B) i
Interest payable .................... 6,667
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To record the interest payment on May 1, 2024, interest expense and amortization will be for the
remainder of the table amounts of $21,083 and $1,083 respectively:

General Journal
Date Account/Explanation PR | Debit Credit
May 1, 2024 | Interest expense (21,083 — 7,028)....... 14,055
Interest payable ....................... 6,667
Discount on bonds payable (1,083 — 722
361) .
Cash.. i 20,000

At maturity, the May 1, 2033, entry would be:

General Journal
Date Account/Explanation PR Debit Credit
May 1,2033 | Bondpayable.......................... 500,000
Cash..oii 500,000

Summary of Chapter 9 Learning Objectives

LO1 - Identify and explain current versus long-term liabilities.

Current or short-term liabilities are a form of debt that is expected to be paid within the longer of
one year of the balance sheet date or one operating cycle. Long-term liabilities are a form of debt
that is expected to be paid beyond one year of the balance sheet date or the next operating cycle,
whichever is longer. Current and long-term liabilities must be shown separately on the balance
sheet.

LO2 - Record and disclose known current liabilities.

Known current liabilities are those where the payee, amount, and timing of payment are known.
Payroll liabilities are a type of known current liability. Employers are responsible for withholding
from employees amounts including Employment Insurance (El), Canada Pension Plan (CPP), and
income tax, and then remitting the amounts to the appropriate authority. Sales taxes, including
the Goods and Services Tax (GST) and Provincial Sales Tax (PST), must be collected by registrants
and subsequently remitted to the Receiver General for Canada. Short-term notes payable, also
a known current liability, can involve the accrual of interest if the maturity date falls in the next
accounting period.
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LO3 - Record and disclose estimated current liabilities.

An estimated liability is known to exist where the amount, although uncertain, can be estimated.
Warranties and income taxes are examples of estimated liabilities. Contingent liabilities are nei-
ther a known liability nor an estimated liability and are not recorded if they are determined to
exist. A contingent liability exists when it is not probable or it cannot be realiably estimated. A
contingent liability is disclosed in the notes to the financial statements.

LO4 - Identify, describe, and record bonds.

Bonds pay interest at regular intervals to bondholders. The original investment is repaid to bond-
holders when the bonds mature. There are different types of bonds: secured or unsecured, as
well as registered or bearer bonds. Bonds can have a variety of characteristics, including: varying
maturity dates, call provisions, conversion privileges, sinking fund requirements, or dividend re-
strictions. Bonds are issued: (a) at par (also known as the face value) when the market interest
rate is the same as the bond (or contract) interest rate; (b) at a discount when the market interest
rate is higher than the bond interest rate; or (c) at a premium when the market interest rate is
lower than the bond interest rate.

LOS5 - Explain, calculate, and record long-term loans.

A loan is a form of long-term debt that can be used by a corporation to finance its operations.
Loans can be secured and are typically obtained from a bank. Loans are often repaid in equal
blended payments containing both interest and principal.
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Chapter 10

Equity Financing

Corporations sometimes finance a large portion of their operations by issuing equity in the form
of shares. This chapter discusses in detail the nature of the corporate form of organization, the
different types of shares used to obtain funds for business activities, and how these transactions
are recorded. It also expands on the concept of dividends.

Chapter 10 Learning Objectives M Watch video

LO1 - Identify and explain characteristics of the corporate form of organization and classes
of shares.

LO2 — Record and disclose preferred and common share transactions including share splits.
LO3 — Record and disclose cash dividends.
LO4 — Record and disclose share dividends.

LO5 — Calculate and explain the book value per share ratio.

Concept Self-Check

Use the following as a self-check while working through Chapter 10.

1. What are the characteristics of a corporation?

2. What types of shares can a corporation issue to investors?

3. What are the rights of common shareholders in a corporation?

4. How are the rights of common shareholders different from those of preferred shareholders?
5. How are share transactions recorded?

6. When both preferred and common shares are issued by a corporation, how is this disclosed
in the equity section of the balance sheet?

7. What is meant by authorized shares?
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10.

11.

12.

13.

14.
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How do issued shares differ from outstanding shares?

. What is a share split?

How does a share split affect equity?

How are cash dividends recorded?

What is a share dividend and how is it recorded?
How does a share dividend affect equity?

What is book value and how is it calculated?

NOTE: The purpose of these questions is to prepare you for the concepts introduced in the chap-
ter. Your goal should be to answer each of these questions as you read through the chapter. If,
when you complete the chapter, you are unable to answer one or more the Concept Self-Check
questions, go back through the content to find the answer(s). Solutions are not provided to these
questions.

10.1 The Corporate Structure E‘—E Watch video

The accounting equation expresses the relationship between as-

LO1 — Identify and explain |Sets owned by a corporation and the claims against those assets
characteristics of the cor- |by creditors and shareholders. Accounting for equity in a cor-
porate form of organization |Poration requires a distinction between the two main sources of
and classes of shares. shareholders’ equity: share capital and retained earnings. Their

relationship to the accounting equation is shown in Figure 10.1.

ASSETS = LIABILITIES + EQUITY

SHARE CAPITAL RETAINED EARNINGS
This is the amount sharehold- This is the total net income
ers have paid to purchase earned by a company over
ownership interests in a com- its life that has not been dis-
pany. tributed to shareholders as
dividends.

Figure 10.1: Share Capital Versus Retained Earnings
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Corporate Characteristics

A unique characteristic of corporations is that they are legally separate from their owners, who
are called shareholders. Each unit of ownership of a corporation is called a share. If a corporation
issues 1,000 shares and you own 100 of them, you own 10% of the company. Corporations can be
privately-held shares or publicly-held shares. A privately-held corporation’s shares are not issued
for sale to the general public. A publicly-held corporation offers its shares for sale to the gen-
eral public, sometimes on a stock market like the Toronto Stock Exchange or the New York Stock
Exchange.

A corporation has some of the same rights and obligations as individuals. For instance, it pays
income taxes on its earnings, can enter into legal contracts, can own property, and can sue and
be sued. A corporation also has distinctive features. It is separately regulated by law, has an
indefinite life, its owners have limited liability, and it can usually acquire capital more easily than
an individual. These features are discussed below.

e Creation by law

A corporation is formed under legislation enacted by a country or a political jurisdiction within
it. For instance, in Canada a corporation can be formed under either federal or provincial laws.
Although details may vary among jurisdictions, a legal document variously described as articles of
incorporation, a memorandum of association, or letters patent is submitted for consideration to
the appropriate government by prospective shareholders. The document lists the classes or types
of shares that will be issued as well as the total number of shares of each class that can be issued,
known as the authorized number of shares.

When approved, the government issues a certificate of incorporation. Investors then purchase
shares from the corporation. They meet and elect a board of directors. The board formulates cor-
poration policy and broadly directs the affairs of the corporation. This includes the appointment
of a person in charge of day-to-day operations, often called a president, chief executive officer, or
similar title. This person in turn has authority over the employees of the corporation.

A shareholder or group of shareholders who control more than 50% of the voting shares of a
corporation are able to elect the board of directors and thus direct the affairs of the company. Ina
large public corporation with many shareholders, minority shareholders with similar ideas about
how the company should be run sometimes delegate their votes to one person who will vote on
their behalf by signing a proxy statement. This increases their relative voting power, as many other
shareholders may not participate in shareholders’ meetings.

Shareholders usually meet annually to vote for a board of directors — either to re-elect the current
directors or to vote in new directors. The board meets regularly, perhaps monthly or quarterly,
to review the operations of the corporation and to set policies for future operations. The board
may decide to distribute some assets of the corporation as a dividend to shareholders. It may
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also decide that some percentage of the assets of the corporation legally available for dividends
should be made unavailable; in this case, a restriction is created. Accounting for such restrictions
is discussed later in this chapter.

Wherever it is incorporated, a company is generally subject to the following regulations:

1. It must provide timely financial information to investors.
2. It must file required reports with the government.
3. It cannot distribute profits arbitrarily but must treat all shares of the same class alike.

4. Itis subject to special taxes and fees.

Despite these requirements, a corporation’s advantages usually outweigh its disadvantages when
compared to other forms of business such as a proprietorship or partnership. These features of a
corporation are described further below. Proprietorships and partnerships are discussed in more
detail in Chapter 13.

¢ Indefinite life

A corporation has an existence separate from that of its owners. Individual shareholders may
die, but the corporate entity continues. The life of a corporation comes to an end only when it is
dissolved, becomes bankrupt, or has its charter revoked for failing to follow laws and regulations.

¢ Limited liability

The corporation’s owners are liable only for the amount that they have invested in the corporation.
If the corporation fails, its assets are used to pay creditors. If insufficient assets exist to pay all
debts, there is no further liability on the part of shareholders. This situation is in direct contrast
to a proprietorship or a partnership. In these forms of organization, creditors have full recourse to
the personal assets of the proprietorship or partners if the business is unable to fulfill its financial
obligations. For the protection of creditors, the limited liability of a corporation must be disclosed
inits name. The words “Limited,” “Incorporated,” or “Corporation” (or the abbreviations Ltd., Inc.,
or Corp.) are often used as the last word of the name of a company to indicate this corporate form.

¢ Ease of acquiring capital
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Issuing shares allows many individuals to participate in the financing of a corporation. Both small
and large investors are able to participate because of the relatively small cost of a share, and
the ease with which ownership can be transferred — shares are simply purchased or sold. Large
amounts of capital can be raised by a corporation because the risks and rewards of ownership can
be spread among many investors.

A corporation only receives money when shares are first issued. Once a share is issued, it can be
bought and sold a number of times by various investors. These subsequent transactions between
investors do not affect the corporation’s balance sheet.

Income Taxes on Earnings

Because corporations are considered separate legal entities, they pay income taxes on their earn-
ings. To encourage risk-taking and entrepreneurial activity, certain types of corporations may be
taxed at rates that are lower than other corporations and individual shareholders’ income tax
rates. This can encourage research and development activity or small-company start-ups, for in-
stance.

Classes of Shares

There are many types of shares, with differences related to voting rights, dividend rights, liquida-
tion rights, and other preferential features. The rights of each shareholder depend on the class or
type of shares held.

Every corporation issues common shares. The rights and privileges usually attached to common
shares are outlined below.

e The right to participate in the management of the corporation by voting at shareholders’
meetings (this participation includes voting to elect a board of directors; each share nor-
mally corresponds to one vote).

¢ The right to receive dividends when they are declared by the corporation’s board of direc-
tors.

* The right to receive assets upon liquidation of the corporation.

* The right to appoint auditors through the board of directors.

For other classes of shares, some or all of these rights are usually restricted. The articles of incor-
poration may also grant the shareholders the pre-emptive right to maintain their proportionate
interests in the corporation if additional shares are issued.
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If the company is successful, common shareholders may receive dividend payments. As well, the
value of common shares may increase. Common shareholders can submit a proposal to raise
any matter at an annual meeting and have this proposal circulated to other shareholders at the
corporation’s expense. If the corporation intends to make fundamental changes in its business,
these shareholders can often require the corporation to buy their shares at their fair value. In
addition, shareholders can apply to the courts for an appropriate remedy if they believe their
interests have been unfairly disregarded by the corporation.

Some corporations issue different classes of shares in order to appeal to as large a group of in-
vestors as possible. This permits different risks to be assumed by different classes of shareholders
in the same company. For instance, a corporation may issue common shares but divide these into
different classes like class A and class B common shares. When dividends are declared, they might
only be paid to holders of class A shares.

Preferred shares is a class of share where the shareholders are entitled to receive dividends before
common shareholders. These shares usually do not have voting privileges. Preferred shareholders
typically assume less risk than common shareholders. Inreturn, they receive only a limited amount
of dividends. Issuing preferred shares allows a corporation to raise additional capital without re-
quiring existing shareholders to give up control. Preferred shares are listed before common shares
in the equity section of the balance sheet. Other characteristics of preferred shares and dividend
payments are discussed later in this chapter.

The shares of a corporation can have a different status at different points in time. They can be
unissued or issued, issued and outstanding, or issued and reacquired by the corporation (called
treasury shares). The meaning of these terms is summarized in Figure 10.2:
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AUTHORIZED SHARES

Total humber of shares that can be issued.

UNISSUED SHARES ISSUED SHARES
Shares that have not yet Shares that have been sold
been sold. but may have been repur-

chased by the corporation.

ISSUED AND OUTSTANDING REACQUIRED SHARES

SHARES (or TREASURY SHARES)
Shares that have been sold Shares that have been is-
and are held by investors. sued, were once held by

shareholders, and have now
been reacquired by the cor-
poration. They may be reis-

sued or cancelled at a later
date. (To cancel a share is

to prevent it from being
sold again.)

Figure 10.2: Status of Shares

The Debt Versus Equity Financing Decision

Many factors influence management in its choice between the issue of debt and the issue of share
capital. One of the most important considerations is the potential effect of each of these financing
methods on the present shareholders.

Consider the example of Old World Corporation, which has 100,000 common shares outstanding,
is a growth company, and is profitable. Assume Old World requires $30 million in cash to finance
a new plant. Management is currently reviewing three financing options:

1. Issue 12% debt, due in three years
2. Issue 300,000 preferred shares at $100 each (dividend $8 per share annually)

3. Issue an additional 200,000 common shares at $150 each.

Management estimates that the new plant should result in income before interest and tax of $6



272  Equity Financing

million. Management has prepared the following analysis to compare and evaluate each financing
option.

Plan 1: Plan 2: Plan 3:
Issue Issue
Preferred Common

Issue Debt Shares Shares
Income before interest and income taxes S 6,000,000 S 6,000,000 S 6,000,000
Less: Interest expense ($30M x 12%) (3,600,000) -0- -0-
Income before taxes S 2,400,000 S 6,000,000 S 6,000,000
Less: Income taxes assumed to be 50% (2,200,000) (3,000,000) (3,000,000)
Net income 1,200,000 3,000,000 3,000,000
Less: Preferred dividends (300,000 x $8 per share) -0- (2,400,000) -0-
Net income available to common shareholders S 1,200,000 S 600,000 S 3,000,000
Number of common shares outstanding 100,000 100,000 300,000
Earnings per common share’ S 12 S 6 S 10

Plan 1, the issue of debt, has several advantages for existing common shareholders.

e Advantage 1: Earnings per share

If the additional long-term financing were acquired through the issue of debt, the corporate earn-
ings per share (EPS) on each common share would be $12. This EPS is greater than the EPS earned
through financing with either preferred shares or additional common shares. On this basis alone,
the issue of debt is more financially attractive to existing common shareholders.

¢ Advantage 2: Control of the corporation

Creditors have no vote in the affairs of the corporation. If additional common shares were issued,
there might be a loss of corporate control by existing shareholders because ownership would be
distributed over a larger number of shareholders, or concentrated in the hands of one or a few
new owners. In the Old World case, issuing common shares would increase the number threefold
from 100,000 to 300,000 shares.

e Advantage 3: Income taxes expense

1The amount of net income earned in a year can be divided by the number of common shares outstanding to
establish how much return has been earned for each outstanding share. EPS is calculated as:

Net income

Number of common shares outstanding

EPS is quoted in financial markets and is disclosed on the income statement of publicly-traded companies. It is
discussed in more detail in Chapter 12.
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Interest expense paid on debt is deductible from income for income tax purposes. Dividend pay-
ments are distributions of retained earnings, which is after-tax income. Thus, dividends are not
deductible again for tax purposes. With a 50% income tax rate, the after-tax interest expense to
the corporation is only 6% (12% x 50%), with the other 6% being used to offset income tax that
would be otherwise due. However, for preferred shares 8% ($8/5100) of the money raised will be
paid to the new shareholders as preferred dividends in the first year.

Debt Financing Disadvantages

There are also some disadvantages in long-term financing with debt that must be carefully re-
viewed by management and the board of directors. The most serious disadvantage is the pos-
sibility that the corporation might earn less than $6 million before interest expense and income
taxes. The interest expense is a fixed amount. It must be paid to creditors at specified times, unlike
dividends.

Another disadvantage is the fact that debt must be repaid at maturity, whether or not the corpo-
ration is financially able to do so. Shares do not have to be repaid.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Debt vs Equity Financing.

10.2 Recording Share Transactions M Watch video

Shares have a stated (or nominal) value—the amount for which
LO2 — Record and disclose |they are issued. Alternatively, but rarely, shares will have a par-
preferred and common |Value which is the amount stated in the corporate charter below
share transactions includ- |Which shares cannot be sold upon initial offering. For consistency,
ing share splits. we will assume all shares have a stated value.

To demonstrate the issuance and financial statement presenta-
tion of shares, assume that New World Corporation is authorized
to issue share capital consisting of an unlimited number of voting
common shares and 100,000 non-voting preferred shares.

Transaction 1: On January 1, 2023, New World sells 1,000 common shares to its first shareholders
for $10 per share, or $10,000 cash. New World records the following entry:


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=77
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General Journal

Date Account/Explanation PR | Debit Credit

Jan1l | Cash....oooiii i 10,000

CommonShares.................... 10,000

To record the issuance of 1,000 common
shares at $10 per share.

Transaction 2: On February 1, 2023, 2,500 preferred shares are issued to the owner of land and
buildings that have a fair value of $35,000 and $50,000, respectively. The journal entry to record
this transaction is:

General Journal

Date Account/Explanation PR | Debit Credit
Febl [ Land.......ccoviiiiieiiiiiiiiiennn, 35,000
Building. ... 50,000
Preferred Shares.................... 85,000
To record the issuance of 2,500 preferred
shares in exchange for land and buildings.

Usually, one or more individuals decide to form a corporation and before the corporation is cre-
ated, may then use their own funds to pay for legal and government fees, travel and promotional
costs, and so on. When the corporation is legally formed, it is not unusual for the corporation to
issue shares to these organizers for these amounts. These expenditures are referred to as organi-
zation costs (start-up costs) and are expensed.

Transaction 3: On March 1, 2023, 500 common shares are issued to the organizers of New World
to pay for their services, valued at $5,000. The journal entry to record this transaction is:

General Journal

Date Account/Explanation PR | Debit | Credit
Mar 1 | Organization Expense .................. 5,000
CommonShares.................... 5,000

To record the issuance of 500 common
shares in exchange for organization ef-
forts.

Assuming no further share transactions and a retained earnings balance of $480,000, the equity
section of the New World Corporation balance sheet would show the following at December 31,

2023:
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Heading required when there is more
than one share capital account on a

Equity Section of the Balance Sheet
classified balance sheet.

100,000 shares authorized

I—)Contributed capital l means there are 100,000
Preferred shares, 100,000 shares authorized, shares available for sale.
2,500 shares issued and outstanding .......... $85,000
Common shares, unlimited shares authorized,
$1,500 shares issued and outstanding€==3...... 15,000
Total contributed capital ................|...... $100,000
Retainedearnings ... doa, 480,000
Totalequity ..o e $580,000
1,500 shares issued A Total contributed capital
means 1,500 shares subtotal is required if there is
have been sold. more than one class of shares.

1,500 shares outstanding means 1,500 shares are held by shareholders (shares that have
been issued but are not outstanding means the corporation purchased its own shares).

Transaction 4: Corporate legislation permits a company to reacquire some of its shares, provided
that the purchase does not cause insolvency. A company can repurchase and then cancel the
repurchased shares. When repurchased shares are cancelled, they are no longer issued and no
longer outstanding. A company can also repurchase shares and then hold them in treasury. Trea-
sury shares are issued but not outstanding. A company can use treasury shares for purposes such
as giving to employees as an incentive or bonus.

Assume that New World Corporation decides to repurchase 200 common shares on December 1,
2024 and hold them in treasury. Assume that the price of each share is the average issue price of
the outstanding common shares, or $10. The journal entry to record the repurchase is:

General Journal

Date Account/Explanation PR | Debit | Credit

Decl | CommonShares ...........cccovvvvunn.. 2,000

Cash....oovii 2,000

To record the repurchase of 200 common

shares at $10 per share to be held in trea-
sury.

Assuming no further transactions, the equity section of the New World Corporation balance sheet
would show the following at December 31, 2024:
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Equity Section of the Balance Sheet
Contributed capital
Preferred shares, 100,000 shares authorized,

2,500 shares issued and outstanding ........ $85,000
Common shares, unlimited shares authorized,
1,500 shares issued; 1,300 shares outstanding 13,000
Total contributed capital .. .................... $98,000
Retainedearnings..........oooviiiiiennnna.... 480,000
Total equity. ..ot $578,000

Notice that the repurchase of shares caused a decrease in both the paid-in capital for the common
shares (52,000 decrease) and in the number of shares outstanding decreased (decreased by 200
shares). If the 200 shares had been cancelled, both the number of shares issued and outstanding
would have decreased by 200 shares.

Transaction 5: Shares Retirement

If New World Corporation decides to repurchase and cancel 100 common shares on December 15,
2024. Assume that the purchase price is $9, which is less than the average issue price of $10 per
share. The entry would be:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 15 | Common Shares ($10 x 100 shares) ... .. 1,000
Contributed surplus, shares retirement 100
Cash ($9 x 100 shares).............. 900
To record the repurchase of 100 common
shares at $9 per share.

The contributed surplus account is reported in the equity section of the balance sheet, below the
share capital accounts. The share capital accounts and the contributed capital account are then
subtotalled and reported as total contributed capital of $99,100 as shown below:

Equity Section of the Balance Sheet
Contributed capital
Preferred shares, 100,000 shares authorized,
2,500 shares issued and outstanding.. . .... $85,000
Common shares, unlimited shares authorized,
1,400 shares issued and outstanding........ 14,000
Contributed surplus 100
Total contributed capital ................... $99,100
Retained earnings ................coiiiinn... 480,000
Total equity ..ot $579,100

If New World Corporation also repurchases and cancels another 150 common shares on December
17,2024, at a price of $11, this is more than the average issue price of $10 per share, and the entry
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would be:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 17 | Common Shares ($10 x 150 shares) .. ... 1,500
Contributed suplus, shares retirement ... 100
Retained earnings...................... 50
Cash ($11 x 150 shares)............. 1650
To record the repurchase of 150 common
shares at $S11 per share.

The excess of the purchase price of $11 over the average shares issue price of $10 totals $150 for
150 shares. This would be debited to retained earnings. However, in this case, New World already
has contributed surplus of $100 from the December 15 shares cancellation, so this amount must
be reversed first. The remainder, or S50, is debited to retained earnings.

—= An exploration is available on the Lyryx site. Log into your Lyryx course to run
=t Issuing Share Capital.

A1

Share Splits

A corporation may find its shares are selling at a high price on a stock exchange, perhaps putting
them beyond the reach of many investors. To increase the marketability of a corporation’s shares,
management may opt for a share split. A share split increases the number of shares issued and
outstanding, and lowers the cost of each new share. The originally-issued shares are exchanged
for a larger number of new shares.

Assume that on December 1, 2023 New World Corporation declares a 3-for-1 common share split.
This results in three new common shares replacing each currently-issued and outstanding com-
mon share. The number of issued and outstanding shares has now been tripled. The market price
of each share will decrease to about one-third of its former market price. Since there is no change
in the dollar amount of common shares, no debit-credit entry is required to record the share split.
Instead, a memorandum entry would be recorded in the general ledger indicating the new number
of shares issued and outstanding, as follows:

Memorandum Entry:
Because of a 3-for-1 share split, the issued|and|outstanding common shares
increased, respectively, from 1,500 and 1,300 to|4,500|and|3,900.
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The dollar amount shown on the balance sheet and statement of changes in equity will not change.
The only change is an increase in the number of issued and outstanding common shares. After
the share split, the equity section of the New World Corporation would appear as follows:

The number of common shares is-

sued changed from 1,500 shares

before the share split to 4,500 after EQuity Section of the Balance Sheet The paid-in
the share split. capital is not
Contributed capital affected by a
Preferred shares, 100,000 shares authorized, share split.
2,500 shares issued and outstanding .......... $85,000
Common shares, unlimited shares authorized, /
» 4,500 shares issued;;,900 shares outstanding. . 13,000
Total contributed capital ....................... $98,000
Retainedearnings ..., 480,000
Totalequity ..o $578,000

The number of common shares outstanding
changed from 1,300 shares before the share
split to 3,900 after the share split.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Share Splits.

[ I

10.3 Cash Dividends M Watch video

Both creditors and shareholders are interested in the amount of
LO3 — Record and disclose |assets that can be distributed as dividends. Dividends The paid-
in share capital is not available for distribution as dividends. This
helps protect creditors by preventing shareholders from withdraw-
ing assets as dividends to the point where remaining assets be-
come insufficient to pay creditors. For example, assume total as-
sets are $40,000; total liabilities $39,000; and total equity $1,000,
consisting of $900 in common shares and $100 of retained earn-
ings. The maximum dividends that could be declared in this situ-
ation is $100, the balance in retained earnings.

cash dividends.
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Dividend Policy

Sometimes the board of directors may choose not to declare any dividends. There may be financial
conditions in the corporation that make the payment impractical.

e Consideration 1: There may not be adequate cash

Corporations regularly reinvest their earnings in assets in order to make more profits. In this way,
growth occurs and reliance on creditor financing can be minimized. As a result, there may not be
enough cash on hand to declare and pay a cash dividend. The assets of the corporation may be
tied up in property, plant, and equipment, for instance.

e Consideration 2: A policy of the corporation may preclude dividend payments

Some corporations pay no dividends. Instead, they reinvest their earnings in the business. Share-
holders generally benefit through increased earnings, reflected in increased market price for the
corporation’s shares. A stated policy to this effect can apprise investors. This type of dividend
policy is often found in growth-oriented corporations.

¢ Consideration 3: No legal requirement that dividends have to be paid

The board of directors may decide that no dividends should be paid. Legally, there is no require-
ment to do so. If shareholders are dissatisfied, they can elect a new board of directors or sell their
shares.

e Consideration 4: Dividends may be issued in shares of the corporation rather than in cash

Share dividends may be issued to conserve cash or to increase the number of shares to be traded
on the stock market. Shares dividends are discussed in Section 10.4.

Dividend Declaration

Dividends can be paid only if they have been officially declared by the board of directors. The
board must pass a formal resolution authorizing the dividend payment. Notices of the dividend
are then published. Once a dividend declaration has been made public, the dividend becomes a
liability and must be paid. An example of a dividend notice is shown in Figure 10.3.
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On May 25, 2023 the board of directors of New World Corporation declared a
dividend of $0.50 per share on common shares outstanding (3,900). The dividend

Equity Financing

New World Corporation

Dividend Notice

will be paid on June 26, 2023 to shareholders of record on June 7, 2023.

By order of the board

[signed]
Lee Smith
Secretary

May 25, 2023

There are three dates associated with a dividend. Usually dividends are declared on one date, the
date of declaration (May 25, 2023 in this case); they are payable to shareholders on a second date,
the date of record (June 7, 2023); and the dividend is paid on a third date, the date of payment

(June 26, 2023).

Date of Declaration

The dividend declaration provides an official notice of the dividend. It specifies the amount of the
dividend as well as which shareholders will receive the dividend. The liability for the dividend is

recorded in the books of the corporation at its declaration date.

The following entry would be made in the general ledger of New World Corporation on May 25,

2023, the date of declaration:

General Journal

Figure 10.3: An Example of a Dividend Notice

To record $0.50 per common share
cash dividend declared; 3,900 shares x
$0.50/share = $1,950.

OR

Date Account/Explanation PR | Debit | Credit
May 25 | Cash Dividends Declared................ 1,950
Dividends Payable .................. 1,950
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General Journal

Date Account/Explanation PR | Debit | Credit
May 25 | Retained Earnings...................... 1,950
Dividends Payable .................. 1,950

To record $0.50 per common share
cash dividend declared; 3,900 shares x
$0.50/share = $1,950.

If, as shown in the second entry above, retained earnings is debited instead of cash dividends
declared, a closing entry is not required for dividends during the closing process.

Date of Record

Shareholders who own shares on the date of record will receive the dividend even if they have
sold the shares before the dividend is actually paid. No journal entry is made in the accounting
records for the date of record.

Date of Payment

The dividend is paid on this date and recorded as:

General Journal

Date Account/Explanation PR | Debit | Credit
Dividends Payable...................... 1,950
Cash. .o 1,950
To record payment of dividend.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Dividends.

[l [

Preferred Shareholder Dividends

Preferred shares are offered to attract investors who have lower tolerance for risk than do common
shareholders. Preferred shareholders are content with a smaller but more predictable share of a
corporation’s profits. For instance, preferred shareholders are entitled to dividends before any
dividends are distributed to common shareholders. Also, most preferred shares specifically state
what amount of dividends their holders can expect each year. For example, owners of S8 preferred
shares would be paid $8 per share held each year. These dividends are often paid even if the
corporation experiences a net loss in a particular year.
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Preferred shares may also have other dividend preferences, depending on what rights have been
attached to preferred shares at the date of incorporation. One such preference is the accumu-
lation of undeclared dividends from one year to the next — referred to as cumulative dividends.
Discussion of other preferences is beyond the scope of this introductory textbook. Cumulative
dividends are discussed in the next section.

Cumulative Dividend Preferences

Cumulative preferred shares require that any unpaid dividends accumulate from one year to the
next and are payable from future earnings when a dividend is eventually declared by a corporation.
These accumulated dividends must be paid before any dividends are paid on common shares. The
unpaid dividends are called dividends in arrears. Dividends in arrears are not recorded as a liability
on the balance sheet of the company until they have been declared by the board of directors.
However, disclosure of dividends in arrears must be made in a note to the financial statements.

If a preferred share is non-cumulative, a dividend not declared by the board of directors in any
one year is never paid to shareholders.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Dividends.

] Tt

10.4 Share Dividends E‘—E Watch video

Ashare dividend is a dividend given to shareholders in the form of
LO4 — Record and disclose |shares rather than cash. In this way, the declaring corporation is
share dividends. able to retain cash in the business and reduce the need to finance
its activities through borrowing. Like a cash dividend, a share divi-
dend reduces retained earnings. However, a share dividend does
not cause assets to change. Instead, it simply transfers an amount
from retained earnings to contributed capital. Total assets, to-
tal liabilities, and total equity remain unchanged when there is a
share dividend. Like a cash dividend, there are three dates regard-
ing a share dividend: date of declaration, date of record, and date
of distribution. Notice that there is no ‘date of payment’ as there
was for a cash dividend. This is because there is no cash payment
involved for a share dividend. Instead, shares are distributed, or
given, to the shareholders.



https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=81
https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO10-4

10.4. Share Dividends 283

Accounting for Share Dividends

To demonstrate a share dividend, assume that the Sherbrooke Corporation declares a 10% share
dividend to common shareholders. The share dividend is declared on December 15, 2023 payable
to shareholders of record on December 20, 2023. The share dividend is distributed on January 10,
2024. At the time of the dividend declaration, the shares were trading on the stock exchange at
S4 per share and the equity of the corporation consisted of the following:

Common shares; 20,000 shares authorized;

5,000 shares issued and outstanding. . .. $25,000
Retained earnings...............coout. 100,000
Total equity.....ovvvvniiii i $125,000

The 10% share dividend equals 500 shares (calculated as 5,000 outstanding shares x 10% share
dividend). The market price on the date of declaration is used to record a share dividend. On the
declaration date, the journal entry to record the share dividend is:

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 15 | Share Dividends Declared............... 2,000
Common Share Dividends Dis- 2,000
tributable............. ...

To record declaration of share dividend;
5,000 shares x 10% = 500 shares; 500
shares x $4 = $2,000.

OR

General Journal

Date Account/Explanation PR | Debit | Credit
Dec 15 | Retained Earnings...................... 2,000
Common Share Dividends Dis- 2,000
tributable . ......... ...

To record declaration of share dividend;
5,000 shares x 10% = 500 shares; 500
shares x $4 = $2,000.

If, as shown in the second entry above, retained earnings is debited instead of share dividends, a
closing entry is not required for dividends during the closing process. Common Share Dividends
Distributable is an equity account, specifically, a share capital account.

On the share dividend distribution date, the following entry is recorded:
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General Journal

Date Account/Explanation PR | Debit | Credit
Jan 10 | Common Share Dividends Distributable .. 2,000
CommonShares.................... 2,000
To record distribution of share dividend.

The effect of these entries is to transfer $2,000 from retained earnings to share capital. No as-
sets are paid by the corporation when the additional shares are issued as a share dividend, and
therefore the total equity remains unchanged.

Is There Any Change in the Investor’s Percentage of Corporate Ownership Because of a Share Divi-
dend?

Since a share dividend is issued to all shareholders of a particular class, as a result of a share
dividend, each shareholder has a larger number of shares. However, ownership percentage of the
company remains the same for each shareholder, as illustrated below, for the four shareholders
of Sherbrooke Corporation.

Each shareholder has received a 10% share dividend but their ownership percentage of the com-
pany remains constant. Since total equity does not change when there is a share dividend, the
proportion owned by each shareholder does not change.

Corporate ownership
Before share dividend After share dividend

Shareholder Shares Percent Shares Percent
1 1,000 20% 1,100 20%
2 500 10% 550 10%
3 2,000 40% 2,200 40%
4 1,500 30% 1,650 30%
5,000 100% 5,500 100%

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Share Dividends.

[l [

10.5 Book Value E‘E Watch video

The book value of a share is the amount of net assets repre-
LOS — Calculate and explain | Sented by one share. When referring to common shares, book

the book value per share
ratio.
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value represents the amount of net assets not claimed by cred-
itors and preferred shareholders. When referring to preferred
shares, book value represents the amount that preferred share-
holders would receive if the corporation were liquidated.

Book value per preferred share =

Paid-in capital for preferred shares plus dividends in arrears
Number of preferred shares outstanding

Book value per common share =

Total equity less (paid-in capital for preferred shares plus dividends in arrears)
Number of common shares outstanding

Calculation of the Book Value of Shares

The calculation of the book value of preferred and common shares can be illustrated by using the
following data:

Equity Section of the Balance Sheet
Contributed capital
Preferred shares; 5,000 shares authorized;

1,000 shares issued and outstanding . . $10,000
Common shares; 200,000 shares authorized;
60,000 shares issued and outstanding. . 20,000
Total contributed capital ......... $30,000
Retained earnings............. 105,000
Totalequity................ $135,000

Book value is calculated as:

Preferred shares Common shares
Dividends in arrears $ 5,000 Total equity $135,000
Plus: Paid-in capital 10,000 Less: Preferred claims 15,000

Balance $15,000 Balance $120,000
Shares outstanding 1,000 Shares outstanding 60,000
Book value per share S15 Book value per share S2

Comparison of book value with market value provides insight into investors’ evaluations of the
corporation. For instance, if the book value of one common share of Corporation A is $20 and its
common shares are traded on a public stock exchange for $40 per share (market value), it is said
to be trading for “two times book value.” If Corporation B is trading for three times book value,
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investors are indicating that the future profit prospects for corporation B are higher than those
for Corporation A. They are willing to pay proportionately more for shares of Corporation B than
Corporation A, relative to the underlying book values.

Some shares regularly sell for less than their book value on various stock exchanges. This does
not necessarily mean they are a bargain investment. The market price of a share is related to such
factors as general economic outlook and perceived potential of the company to generate earnings.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Book Value per Share.

10.6 Appendix A: Reporting for Multiple Classes of Shares

Multiple classes of shares are to be separately reported in the financial statements. For example,
in Section 10.5 the equity portion of the balance sheet has separated the preferred shares and
common shares. This provides important information about the composition of the company’s
share capital for its shareholders and creditors. Recall that preferred shares are entitled to receive
dividends before common shareholders.

Another statement affected by multiple classes of shares is the statement of changes in equity,
where multiple classes of shares are to be separately reported, as shown below using some sample
data:

Sample Company Ltd.
Statement of Changes in Equity
For the year ended December 31, 2023

Preferred Common Retained Total

Shares Shares Earnings Equity
Jan 1, 2023, opening balance S 5,000 S 15,000 S 80,000 $100,000
Additional shares issued 5,000 5,000 10,000
Dividends declared (12,000) (12,000)
Net income 20,000 20,000

Dec 31, 2023, closing balance S 10,000 S 20,000 S 88,000 $118,000

Summary of Chapter 10 Learning Objectives
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LO1 - Identify and explain characteristics of the corporate form of organization and classes of
shares.

A corporation is a legal entity that is separate from its owners, known as shareholders. The board
of directors is responsible for corporate policy and broad direction of the corporation, includ-
ing hiring the person in charge of day-to-day operations. A corporation has an indefinite life, its
shareholders have limited liability, it can acquire capital more easily than a sole proprietorship or
partnership, and it pays income taxes on its earnings since it is a separate legal entity. A corpora-
tion can issue common and preferred shares. Common shares have voting rights while preferred
shares do not. Preferred shares are listed before common shares in the equity section of the
balance sheet. Preferred shareholders are entitled to receive dividends before common share-
holders. Authorized shares are the total number of shares that can be issued or sold. Shares that
have been issued can be repurchased by the corporation and either held in treasury for subse-
quent sale/distribution or cancelled. Outstanding shares are those that have been issued and are
held by shareholders. Shares repurchased by a corporation are not outstanding shares.

LO2 - Record and disclose preferred and common share transactions including share splits.

Common and preferred shares can be issued for cash or other assets. Organization costs are ex-
pensed when incurred and organizers sometimes accept shares in lieu of cash for their work in
organizing the corporation. When more than one type of share has been issued, the equity sec-
tion of the balance sheet must be classified by including a Contributed Capital section. When a
corporations shares are selling at a high price, a share split may be declared to increase the mar-
ketability of the shares. There is no journal entry for a share split. Instead, a memorandum entry
is entered into the records detailing the split. A share split increases the number of shares but
does not change any of the dollar amounts on the financial statements.

LO3 - Record and disclose cash dividends.

Cash dividends are a distribution of earnings to the shareholders and are declared by the board
of directors. On the declaration date, cash dividends declared (or retained earnings) is debited
and dividends payable is credited. On the date of record, no journal entry is recorded. Sharehold-
ers who hold shares on the date of record are eligible to receive the declared dividend. On the
date of payment, dividends payable is debited and cash is credited. Preferred shares may have a
feature known as cumulative or non-cumulative. Cumulative preferred shares accumulate unde-
clared dividends from one year to the next. These unpaid dividends are called dividends in arrears.
When dividends are subsequently declared, dividends in arrears must be paid before anything is
paid to the other shareholders. Non-cumulative preferred shares do not accumulate undeclared
dividends.



288 + Equity Financing
LO4 - Record and disclose share dividends.

Share dividends distribute additional shares to shareholders and are declared by the board of di-
rectors. On the declaration date, share dividends declared (or retained earnings) is debited and
common share dividends distributable, a share capital account, is credited. When the share divi-
dend is distributed to shareholders, the Common Share Dividends Distributable account is debited
and common shares is credited. Share dividends cause an increase in the number of shares issued
and outstanding but do not affect account balances. Share dividends simply transfer an amount
from retained earnings to share capital within the equity section of the balance sheet.

LOS5 - Calculate and explain the book value per share ratio.

The book value of a share is the amount of net assets represented by one share. Book value per
common share is the amount of net assets not claimed by creditors and preferred shareholders.
Preferred book value per share is the net assets that preferred shareholders would receive if the
corporation were liquidated.
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Chapter 11

The Statement of Cash Flows

Details about the amount of cash received and paid out during an accounting period are not shown
on the balance sheet, income statement, or statement of changes in equity. This information is
disclosed on the statement of cash flows (SCF). This chapter discusses the purpose of the state-
ment of cash flows, the steps in preparing the SCF, as well as how to interpret various sections of
the statement of cash flows.

Chapter 11 Learning Objectives M Watch video

LO1 - Explain the purpose of the statement of cash flows.
LO2 — Prepare a statement of cash flows.

LO3 — Interpret a statement of cash flows.

Concept Self-Check
Use the following as a self-check while working through Chapter 11.

1. What is the definition of cash and cash equivalents?
2. Why is a statement of cash flows prepared?
3. What are the three sections of a statement of cash flows?

4. What two methods can be used to prepare the operating activities section of the statement
of cash flows?

5. Why is depreciation expense an adjustment in the operating activities section of the state-
ment of cash flows?

6. Where are dividend payments listed on the statement of cash flows?

7. In what section of the statement of cash flows are the cash proceeds resulting from the sale
of a non-current asset listed?

8. Where on the statement of cash flows is a long-term bank loan payment identified?
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NOTE: The purpose of these questions is to prepare you for the concepts introduced in the chap-
ter. Your goal should be to answer each of these questions as you read through the chapter. If,
when you complete the chapter, you are unable to answer one or more the Concept Self-Check
guestions, go back through the content to find the answer(s). Solutions are not provided to these
questions.

11.1 Financial Statement Reporting 1> watch video

Cash flow is an important factor in determining the success or fail-
LO1 — Explain the purpose [ure of a corporation. It is quite possible for a profitable business
of the statement of cash to be short of cash. As discussed in Chapter 7, a company can
flows. have liquidity issues because of large amounts of cash tied up in
inventory and accounts receivable, for instance. Conversely, an
unprofitable business might have sufficient cash to pay its bills if
it has access to enough financing from loans or by issuing share
capital.

We know that the financial activities of a corporation are reported through four financial state-
ments: a balance sheet, an income statement, a statement of changes in equity, and a statement
of cash flows (SCF). Statement of cash flowsThis chapter discusses the statement of cash flows in
detail.

The SCF identifies the sources (inflows) and uses (outflows) of cash during the accounting period.
It explains why the cash balance at the end of the accounting period is different from that at the
beginning of the period by describing the enterprise’s financing, investing, and operating activities.

Cash flow information is useful to management when making decisions such as purchasing equip-
ment, plant expansion, retiring long-term debt, or declaring dividends. The SCF is useful to exter-
nal users when evaluating a corporation’s financial performance.

The SCF, together with the income statement, provides a somewhat limited means of assessing
future cash flows because these statements are based on historical, not prospective data. Nev-
ertheless, the ability to generate cash from past operations is often an important indication of
whether the enterprise will be able to meet obligations as they become due, pay dividends, pay
for recurring operating costs, or survive adverse economic conditions.

For SCF purposes, cash includes cash and cash equivalents — assets that can be quickly converted
into a known amount of cash, such as short-term investments that are not subject to significant
risk of changes in value. For our purposes, an investment will be considered a cash equivalent
when it has a maturity of three months or less from the date of acquisition.

Because of differences in the nature of each entity and industry, management judgment is required
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to determine what assets constitute cash and cash equivalents for a particular firm. This decision
needs to be disclosed on the SCF or in a note to the financial statements as shown in the following
example:

Note X

Cash and cash equivalents consist of cash on deposit and short-term investments held for the
purposes of meeting cash commitments within three months from the balance sheet date. Cash
and cash equivalents consist of the following:

(S000s)
2024 2023 2022
Cash on Deposit S20 $30 S50
Short-term Investments 36 31 37
S56 S61 $87

For simplicity, examples throughout this chapter involving cash and cash equivalents will include
only cash.

Cash flows result from a wide variety of a corporation’s activities as cash is received and disbursed
over a period of time. Because the income statement is based on accrual accounting that matches
expenses with revenues, net income most often does not reflect cash receipts and disbursements
during the time period they were made. As we will see, the statement of cash flows converts
accrual net income to a cash basis net income.

11.2 Preparing the Statement of Cash Flows E‘ E Watch video

The general format for a SCF is shown in Figure 11.1. The SCF
LO2 — Prepare a statement |details the cash inflows and outflows that caused the beginning
of cash flows. of the period cash account balance to change to its end of period
balance.
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Name of Company
Statement of Cash Flows
For the Period Ended

Cash flows from operating activities:
[Each operating inflow/outflow is listed]
Net cash inflow/outflow from operating activities S XX
Cash flows from investing activities:
[Each investing inflow/outflow is listed]
Net cash inflow/outflow from investing activities XX
Cash flows from financing activities:
[Each financing inflow/outflow is listed]

Net cash inflow/outflow from financing activities XX
Net increase/decrease in cash S XX
Cash at beginning of period XX
Cash at end of period S XX

Figure 11.1: General Format for a Statement of Cash Flows

Notice that the cash flows in Figure 11.1 are separated into three groups: cash flows from oper-
ating, investing, and financing activities. Grouping or classifying cash flows is a key component of
preparing a SCF.

Classifying Cash Flows—Operating Activities

Cash flow from operating activities represents cash flows generated from the principal activities
that produce revenue for a corporation, such as selling products, and the related expenses re-
ported on the income statement. Because of accrual accounting, the net income reported on the
income statement includes noncash transactions. For example, revenue earned on account is in-
cluded in accrual net income but it does not involve cash (debit accounts receivable and credit
revenue). Therefore, the operating activities section of the SCF must convert accrual net income
to a cash basis net income. There are two generally accepted methods for preparing the operat-
ing activities section of the SCF, namely the direct method and the indirect method. This chapter
illustrates the indirect method because it is more commonly used in Canada. The direct method
is addressed in a different textbook. Both methods result in the same cash flows from operating
activities — it is the way in which the number is calculated that differs. The method used has
an impact on only the operating activities section and not on the investing or financing activities
sections.

In using the indirect method for preparing the operating activities section, the accrual net in-
come is adjusted for changes in current assets (except cash), current liabilities (except dividends
payable), depreciation expense, and gains/losses on the disposition of non-current assets. Fig-
ure 11.2 illustrates the effect of these items on the SCF.
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Cash flows from operating activities:
Net income/net loss S XX
Adjustments to reconcile net income/loss to cash pro-
vided/used by operating activities:

Add: Decreases in current assets (except Cash) XX

Subtract: Increases in current assets (except Cash) XX

Add: Increases in current liabilities (except Dividends XX
payable)

Subtract: Decreases in current liabilities (except Divi- XX
dends payable)

Add: Depreciation expense XX

Add: Losses on disposal of non-current assets XX

Subtract: Gains on disposal of non-current assets XX

Net cash inflow/outflow from operating activities $ XX

Figure 11.2: Detailed Adjustments to Convert Accrual Net Income to a Cash Basis

Decreases in current assets are added back as an adjustment to net income because, for example,
a decrease in accounts receivable indicates that cash was collected from credit customers (debit
cash and credit accounts receivable) yet it is not part of accrual net income, so the cash collected
must be added. An increase in accounts receivable indicates that sales on account were recorded
(debit accounts receivable and credit sales) so it is part of accrual net income. However, since no
cash was collected, this must be subtracted from accrual net income to adjust it to a cash basis.

Increases in current liabilities are added back as an adjustment to net income because, for ex-
ample, an increase in accounts payable indicates that a purchase/expense was made on account
(debit expense and credit accounts payable) so it was subtracted in calculating accrual netincome.
However, since no cash was paid, this must be added back to accrual net income to adjust it to a
cash basis. A decrease in accounts payable indicates that a payment was made to a creditor (debit
accounts payable and credit cash) yet it is not part of accrual net income so the cash paid must be
subtracted.

Depreciation expense is subtracted in calculating accrual net income. However, an analysis of the
journal entry shows that no cash was involved (debit depreciation expense and credit accumulated
depreciation), so it must be added back to adjust the accrual net income to a cash basis.

Aloss on the disposal of a non-current asset is added back as an adjustment to netincome because,
in analyzing the journal entry when losses occur (e.g., debit cash, debit loss, credit land), the loss
represents the difference between the cash proceeds and the book value of the non-current asset.
Since a loss is subtracted on the income statement and does not represent a cash outflow, it is
added back to adjust the accrual net income to a cash basis. The same logic applies for a gain on
the disposal of a non-current asset.
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Classifying Cash Flows—Investing Activities

Cash flows from investing activities involve increases and decreases in long-term asset accounts.
These include outlays for the acquisition of property, plant, and equipment, as well as proceeds
from their disposal. Figure 11.3 illustrates the effect of these items on the SCF.

Cash flows from investing activities:

Cash proceeds from sale of non-current assets XX
Cash paid to purchase non-current assets XX
Net cash inflow/outflow from investing activities XX

Figure 11.3: Detail of Inflows/(Outflows) From Investing Activities

Classifying Cash Flows—Financing Activities

Cash flows from financing activities result when the composition of the debt and equity capital
structure of the entity changes. This category is generally limited to increases and decreases in
long-term liability accounts and share capital accounts such as common and preferred shares.
These include cash flows from the issue and repayment of debt, and the issue and repurchase of
share capital. Dividend payments are generally considered to be financing activities, since these
represent a return to shareholders on the original capital they invested. Figure 11.4 illustrates the
effect of these items on the SCF.

Cash flows from financing activities:

Cash proceeds from issuance of shares XX
Cash paid for repurchase of shares XX
Cash proceeds from borrowings XX
Cash repayments of borrowings XX
Cash paid for dividends XX
Net cash inflow/outflow from financing activities XX

Figure 11.4: Detail of Inflows/(Outflows) From Financing Activities

Classifying Cash Flows—Noncash Investing and Noncash Financing Activities

There are some transactions that involve the direct exchange of non-current balance sheet items
so that cash is not affected. For example, noncash investing and noncash financing activities would
include the purchase of a non-current asset by issuing debt or share capital, the declaration and
issuance of a share dividend, retirement of debt by issuing shares, or the exchange of noncash
assets for other noncash assets. Although noncash investing and noncash financing activities do
not appear on the SCF, the full disclosure principle requires that they be disclosed either in a note
to the financial statements or in a schedule on the SCF.
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An exploration is available on the Lyryx site. Log into your Lyryx course to run
Cash Flow Statement Categories.

[l [

Now, let us demonstrate the preparation of a SCF using the balance sheet, income statement, and
statement of changes in equity of Example Corporation shown below.

Example Corporation
Balance Sheet
At December 31

($000s)
2023 2022
Assets
Current assets
Cash S 27 S 150
Accounts receivable 375 450
Merchandise inventory 900 450
Prepaid expenses 20 10
Total current assets 1,322 1,060
Property, plant, and equipment
Land 70 70
Buildings 1,340 620
Less: Accumulated depreciation - buildings (430) (280)
Machinery 1,130 920
Less: Accumulated depreciation - machinery (250) (240)
Total property, plant, and equipment 1,860 1,090
Total assets S 3,182 S 2,150
Liabilities
Current liabilities
Accounts payable S 235 S 145
Dividends payable 25 30
Income taxes payable 40 25
Total current liabilities 300 200
Long-term loan payable 1,000 500
Total liabilities 1,300 700
Equity
Common shares 1,210 800
Retained earnings 672 650
Total equity 1,882 1,450

Total liabilities and equity S 3,182 S 2,150
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Example Corporation
Income Statement
For the Year Ended December 31, 2023

($000s)

Sales S 1,200
Cost of goods sold 674

Gross profit 526
Operating expenses

Selling, general, and administration S 115

Depreciation 260 375
Income from operations 151
Other revenues and expenses

Interest expense 26

Loss on disposal of machinery 10 36
Income before income taxes 115

Income taxes 35
Net Income S 80

Example Corporation
Statement of Changes in Equity
For the Year Ended December 31, 2023
($000s)
Share Retained Total
Capital Earnings Equity

Opening balance S 800 S 650 S 1,450
Common shares issued 410 - 410
Net income - 80 80
Dividends declared - (58) (58)
Ending balance S 1,210 S 672 S 1,882

The SCF can be prepared from an analysis of transactions recorded in the Cash account. Accoun-
tants summarize and classify these cash flows on the SCF for the three major activities noted ear-
lier, namely operating, investing, and financing. To aid our analysis, the following list of additional
information from the records of Example Corporation will be used.

Additional Information

1. A building was purchased for $720 cash.
2. Machinery was purchased for $350 cash.
3. Machinery costing $140 with accumulated depreciation of $100 was sold for $30 cash.

4. Total depreciation expense of $260 was recorded during the year; $150 on the building and
$110 on the machinery.

5. Example Corporation received $500 cash from issuing a long-term loan with the bank.
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6. Shares were issued for $410 cash.

7. $58 of dividends were declared during the year.

Analysis of Cash Flows

There are different ways to analyze cash flows and then prepare the SCF; only one of those tech-
niques will be illustrated here using the following steps.

1. Set up a cash flow table.
2. Calculate the changes in each balance sheet account.

3. Calculate and analyze the changes in retained earnings and dividends payable (if there is a
Dividends Payable account).

4. Calculate and analyze the changes in the noncash current assets and current liabilities (ex-
cluding Dividends Payable account).

5. Calculate and analyze changes in non-current asset accounts
6. Calculate and analyze changes in Long-term Liability and Share Capital accounts.
7. Reconcile the analysis.

8. Prepare a statement of cash flows.

Step 1: Set up a cash flow table

Set up a table as shown below with a row for each account shown on the balance sheet. Enter
amounts for each account for 2022 and 2023. Show credit balances in parentheses. Total both
columns and ensure they equal zero. The table should appear as follows after this step has been
completed:
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Balance
(5000s)
Account 2023 2022

Dr. (Cr) Dr. (Cr.)
Cash 27 150
Accounts receivable 375 450
Merchandise inventory 900 450
Prepaid expenses 20 10
Land 70 70
Buildings 1,340 620
Accum. dep.- buildings (430) (280)
Machinery 1,130 920
Accum. dep.- machinery (250) (240)
Accounts payable (235) (145)
Dividends payable (25) (30)
Income taxes payable (40) (25)
Long-term loan payable (1,000) (500)
Share capital (1,210) (800)
Retained earnings (672) (650)
Total -0- -0-

Step 2: Calculate the change in cash

Add two columns to the cash flow table. Calculate the net debit or net credit change in cash and
insert this change in the appropriate column. This step is shown below.
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Step 2
Balance
(S000s) Change
2023 2022 Cash has
Jectcased
Account (Cr) (Cr) Dr. Cr. This is the

Cash | 27 150 123+— gmount
Accounts receivable 375 450 SCF anal-
Merchandise inventory 900 450 ¥glc:sorqqcl{|lset
Prepaid expenses 20 10 to.
Land 70 70
Buildings 1,340 620
Accum. dep. — buildings (430) (280)
Machinery 1,130 920
Accum. dep. — machinery (250) (240)
Accounts payable (235) (145)
Dividends payable (25) (30)
Income taxes payable (40) (25)
Long-term loan payable (1,000) (500)
Share capital (1,210) (800)
Retained earnings (672) (650)
Total -0- -0-

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Cash Balance.

e |
.
[l |

Step 3: Calculate and analyze the changes in retained earnings and dividends payable (if there
is a Dividends Payable account)

When we calculate the changes for each of retained earnings and dividends payable, the net dif-
ference may not always reflect the causes for change in these accounts. For example, the net
difference between the beginning and ending balances in retained earnings is an increase of $22
thousand. However, two things occurred to cause this net change: a net income of $80 thousand
(a debit to income summary and a credit to retained earnings) and dividends of $58 thousand
that were declared during the year per the additional information (a debit to retained earnings of
S58k and a credit to dividends payable of $58k). The net income of $80 thousand is the starting
position in the operating activities section of the SCF (see Figure 11.5).

The change in the dividends payable balance was also caused by two transactions — the divi-
dend declaration of $58 thousand (a debit to retained earnings and a credit to dividends payable)
and a $63 thousand payment of dividends (a debit to dividends payable and a credit to cash).
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The $63 thousand cash payment is subtracted in the financing activities section of the SCF (see
Figure 11.5). Dividends payable can change because of two transactions, as in this example, or
because of one transaction, which could be either a dividend declaration with no payment of cash,
or a payment of the dividend payable and no dividend declaration. Step 3 as it applies to Example
Corporation is detailed below.

Step 3

ZDSZHE?g i Balance

, div-
s o (S000s) Change
358|k wgre 2023 2022

eclare

(this infor- Dr. Dr.
mation was Account (Cr) (Cr.) Dr. Cr. During
g've,n)-,The Cash 27 150 123 2023, net
bggg(r:\éngf Accounts receivable 375 450 75 incokme of
S30k plus Merchandise inventory 900 450 450 gg(r)ne\év.as
gggt means Prepaid expenses 20 10 10 The be-

were ginning
paid, creat- Lar_1d_ 70 70 balance in
ing the end- Buildings 1,340 620 retained
ing balance Accum. dep. — buildings (430)  (280) SIS
of $25k (the : of 5650k
363k Machinery 1,130 920 plus net

vas Accum. dep. — machinery (250) (240) income of
not given so 380 means
had to be Accounts payable (235) (145) 90 3k of
calculated _,piyidends payable (25) (30) 63 58 | ook o
and results pay dividends
in ad'd%b't . Income taxes payable (40) (25) 15 \C/‘I'aelfgdde'
E)%ya“l:;lle?.n > Long-term loan payable  (1,000) (500) creating
The pay- Share capital (1,210) (800) th% $672k
ment of Retai i 72 «— ending
363k of div- etained earnings (672) (650) 58 80 retained
idends is a Total -0- -0- earnings
financing balance.
activity.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Net income/loss and Dividends Paid.

] Tt

Step 4: Calculate and analyze the changes in the noncash current assets and current liabilities
(excluding Dividends Payable account)

Calculate the net debit or net credit changes for each current asset and current liability account
on the balance sheet and insert these changes in the appropriate column. Step 4 as it applies
to Example Corporation is detailed below. The $75 thousand decrease in accounts receivable is
added in the operating activities section of the SCF, the $450 thousand increase in merchandise
inventory is subtracted, the $10 thousand increase in prepaid expenses is subtracted, the $90
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thousand increase in accounts payable is added, and the $15 thousand increase in income taxes
payable is added (see Figure 11.5).

Step 4
Balance The net
(5000s) Change change in
each of
2023 2022 accounts
Dr. Dr. recei\(]able,
Account (Cr) (Cr) Dr. cr. g?s?écin?/g-n-
Cash 27 150 123 t?;%aai‘gd
Accounts receivable 375 450 75— Expgnses
Merchandise inventory 900 450 450¢———— a_l%_(i? §|aS-
Prepaid expenses 20 10 106—m Z'peeraﬁf,g
Land 70 70 activities.
Buildings 1,340 620
Accum. dep. — buildings (430) (280) The net
Machinery 1,130 920 change in
Accum. dep. — machinery (250) (240) each of
accounts
Accounts payable (235) (145) 90¢— payable
Dividends payable (25) (30) and in-
come taxes
Income taxes payable (40) (25) 15¢—— payable
Long-term loan payable (1,000) (500) are clas-
k sified as
Share capital (1,210) (800) operating
Retained earnings (672) (650) activities.
Total -0- -0-

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Cash Flows from Operating Activities.

Step 5: Calculate and analyze changes in non-current asset accounts

Changes in non-current assets are classified as investing activities. There was no change in the
Land account. We know from the additional information provided that buildings and machinery
were purchased and that machinery was sold.

Buildings were purchased for $720 thousand (a debit to buildings and a credit to cash). The cash
payment of $720 thousand is shown in the investing activities section (see Figure 11.5).

Accumulated depreciation—buildings is a non-current asset account and it increased by $150 thou-
sand. This change was caused by a debit to depreciation expense and a credit to accumulated
depreciation—building. We know from an earlier discussion that depreciation expense is an ad-
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justment in the operating activities section of the SCF therefore the $150 thousand is added in
the operating activities section (see Figure 11.5).

Two transactions caused machinery to change. First, the purchase of $350 thousand of machin-
ery (debit machinery and credit cash); the $350 thousand cash payment is shown in the investing
activities section (see Figure 11.5). Second, machinery costing $140 thousand with accumulated
depreciation of $100 thousand was sold for cash of $30 thousand resulting in a loss of $10 thou-
sand. The cash proceeds of 530 thousand is shown in the investing activities section of the SCF
and the $10 thousand loss is added in the operating activities section (see Figure 11.5).

Accumulated depreciation—machinery not only decreased $100 thousand because of the sale of
machinery but it increased by $110 thousand because of depreciation (debit depreciation expense
and credit accumulated depreciation—machinery). The $110 thousand of depreciation expense is
added in the operating activities section of the SCF (see Figure 11.5).

Step 5
Balance
et e (5000s) Change
preciation 2023 2022
expense of Dr. Dr.
erCGOOrIéE\!/:/jas Account (Cr) (Cr.) Dr. Cr.
during Cash 27 150 123 A build-
the year; Accounts receivable 375 450 75 ing was
2150k on Merchandise inventory 900 450 450 purchased
ing and Prepaid expenses 20 10 10 E%rz‘é?(fhaﬁf
f#él(?rliac_)n Land 70 70 -0- investing
chinery, an Buildings 1,340 620  720¢—— activity.
adjustment ——Accum. dep. — buildings (430) (280) 150
gpadtl?nrgoapc'_ Machinery 1,130 920 350  140¢— Machinery
tivides on —>Accum. dep. — machinery  (250) (240) 100 110¢— costing
the SCF. Accounts payable (235) (145) 90 g%é?rlﬁ_w'th
Dividends payable (25) (30) 5 dep. of
Income taxes payable (40) (25) 15 5100k was
sold for
Long-term loan payable (1,000) (500) cash of
Share capital (1,210)  (800) ?n?:/%létlirg]
Retained earnings (672) (650) activity.
Total -0- -0-

.
[ -

An exploration is available on the Lyryx site. Log into your Lyryx course to run

Investing Activities.
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Step 6: Calculate and analyze changes in Long-term Liability and Share Capital accounts

Changes in Long-term Liability and Share Capital accounts result from financing activities. We
know from the additional information provided earlier that Example Corporation received cash of
S500k from a bank loan (debit cash and credit long-term loan payable) and issued shares for $410k
cash (debit cash and credit share capital). The $500 thousand cash proceeds from the bank loan
and $410 thousand cash proceeds from the issuance of shares are listed in the financing section
of the SCF (see Figure 11.5).

Step 6
Balance
(S000s) Change
2023 2022
Dr. Dr.
Account (Cr) (Cr) Dr. Cr.

Cash 27 150 123

Accounts receivable 375 450 75

Merchandise inventory 900 450 450

Prepaid expenses 20 10 10

Land 70 70 -0-

Buildings 1,340 620 720

Accum. dep. — buildings (430) (280) 150

Machinery 1,130 920 350 140

Accum. dep. — machinery (250) (240) 100 110

Accounts payable (235) (145) 90 $500k of

Dividends payable (25) (30) 5 cash was
Shares Income taxes payable (40) (25) 15 rbicc%'xgg
z\aeerg 1':?,} Long-term loan payable  (1,000) (500) 500¢— of an ad-
cash of  |_sshare capital (1,210)  (800) a10 | fidonal
ﬁﬁggt;nag Retained earnings (672) (650) 58 80 a financing
activity. Total 0- 0- actvity.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Financing Activities.

Step 7: Reconcile the analysis

The analysis is now complete. Add the debit and credit changes, excluding the change in cash. The
total debits of $1,693 less the total credits of $1,570 equal a difference of $123 which reconciles
to the decrease in cash calculated in Step 2.


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=89
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Step 7
Balance
(S000s) Change
2023 2022
Dr. Dr.
Account (Cr) (Cr.) Dr. cr.

Cash 27 150 123¢— The
Accounts receivable 375 450 75 fr?acggﬁ cal-
Merchandise inventory 900 450 450 culated in
Prepaid expenses 20 10 10 Step 2...
Land 70 70 -0-
Buildings 1,340 620 720
Accum. dep. — buildings (430) (280) 150
Machinery 1,130 920 350 140
Accum. dep. — machinery (250) (240) 100 110 »
Accounts payable (235) (145) 90
Dividends payable (25) (30) 5
Income taxes payable (40) (25) 15
Long-term loan payable (1,000) (500) 500 5gnt:]é‘eStto
Share capital (1,210) (800) 410 the change
Retained earnings (672) (650) 58 80 in cash
Total 0 0. 1693 1570 ) | fesulting

2 2 from the
Change in cash 123¢— analysis.

The information in the completed analysis can be used to prepare the statement of cash flows
shown in Figure 11.5.
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Example Corporation
Statement of Cash Flows
For the Year Ended December 31, 2023
($000s)

Cash flows from operating activities:
Net income S 80
Adjustments to reconcile net income
cash provided by operating activities:

Decrease in accounts receivable 75
Increase in merchandise inventory (450)
Increase in prepaid expenses (10)
Increase in accounts payable 90
Increase in income taxes payable 15
Depreciation expense 260
Loss on disposal of machinery 10
Net cash inflow from operating activities S 70
Cash flows from investing activities:
Proceeds from sale of machinery 30
Purchase of building (720)
Purchase of machinery (350)
Net cash outflow from investing activities (1,040)
Cash flows from financing activities:
Payment of dividends (63)
Proceeds from bank loan 500
Issuance of shares 410
Net cash inflow from financing activities 847
Net decrease in cash S (123)
Cash at beginning of year 150
Cash at end of year S 27

Figure 11.5: Statement of Cash Flows for Example Corporation

11.3 Interpreting the Statement of Cash Flows E‘—E Watch video

Readers of financial statements need to know how cash has been
LO3 - Interpret a statement | used by the enterprise. The SCF provides external decision mak-
of cash flows. ers such as creditors and investors with this information. The
statement of cash flows provides information about an enterprise’s
financial management policies and practices. It also may aid in
predicting future cash flows, which is an important piece of infor-
mation for investors and creditors.

The quality of earnings as reported on the income statement can also be assessed with the infor-
mation provided by the SCF. The measurement of net income depends on a number of accruals
and allocations that may not provide clear information about the cash-generating power of a com-
pany. Users will be more confident in a company with a high correlation between cash provided by


https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO11-3
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operations and net income measured under the accrual basis. Recall, for instance, that although
Example Corporation has net income of $80,000 during 2023, its net cash inflow from operations
is only $70,000, chiefly due to the large increase in inventory levels. Although net cash flow from
operations is still positive, this discrepancy between net income and cash flow from operations
may indicate looming cash flow problems, particularly if the trend continues over time.

Example Corporation’s SCF also reveals that significant net additions to plant and equipment assets
occurred during the year ($1,070,000), financed in part by cash flow from operating activities but
primarily by financing activities. These activities included the assumption of loans and issue of
shares that amounted to $847,000, net of dividend payments ($500,000 from issuing a long-term
loan plus $410,000 from issuing shares less $63,000 for payment of dividends).

It appears that a significant plant and equipment asset acquisition program may be underway,
which may affect future financial performance positively. This expansion has been financed mainly
by increases in long-term debt and the issuance of common shares. However, the magnitude of
the plant and equipment asset purchases, coupled with the payment of the dividends to share-
holders, has more than offset cash inflows from operating and financing activities, resulting in
a net overall decrease in cash of $123,000. Though the current cash expenditure on long-term
productive assets may be a prudent business decision, it has resulted in (hopefully temporary)
adverse effects on overall cash flow.

The SCFis not a substitute for an income statement prepared on the accrual basis. Both statements
should be used to evaluate a company’s financial performance. Together, the SCF and income
statement provide a better basis for determining the enterprise’s ability to generate funds from
operations and thereby meet current obligations when they fall due (liquidity), pay dividends,
meet recurring operating costs, survive adverse economic conditions, or expand operations with
internally-generated cash.

The SCF highlights the amount of cash available to a corporation, which is important. Excess cash
on hand is unproductive. Conversely, inadequate cash decreases liquidity. Cash is the most liquid
asset, and its efficient use is one of the most important tasks of management. Cash flow informa-
tion, interpreted in conjunction with other financial statement analyses, is useful in assessing the
effectiveness of the enterprise’s cash management policies.

Readers who wish to evaluate the financial position and results of an enterprise’s operations also
require information on cash flows produced by investing and financing activities. The SCF is the
only statement that explicitly provides this information. By examining the relationship among the
various sources and uses of cash during the year, readers can also focus on the effectiveness of
management’s investing and financing decisions and how these may affect future financial per-
formance.
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11.4 Appendix A: Putting It All Together: Corporate Financial Statements
1> watch video

The core financial statements connect to complete an overall picture of the company’s operations
and its current financial state. Itis important to understand how these reports connect; therefore,
a review of some simplified financial statements for Wellbourn Services Ltd. is presented below.

Wellbourn Services Ltd.
Statement of Income
for the year ended December 31, 2023

Revenues:
Sales S 250,000
Services revenue 53,000
Total revenue S 303,000
Operating expenses:
Cost of good sold 100,000
Depreciation expense 3,000
Rent expense 20,000
Salaries expense 65,000
Total operating expense 188,000
Income from continuing operations before tax 115,000
Income tax 34,500
Net income —_— S 80,500
Earnings per share S 24
Wellbourn Services Ltd.
Statement of Changes in Equity
for the year ended December 31, 2023
Common  Retained
Shares  Earnings Total
Balance, January 1 $200,000 $75,000 |S$275,000
Net income 80,500« 80,500
Issuance of common shares 10,000 10,000
Dividends declared (50,000)  (50,000)

Balance, December 31 $210,000 $105,500 $315,500
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Wellbourn Services Ltd.

Statement of Financial Position ¥
December 31, 2023
Assets Liabilities
Current assets Current liabilities
Cash $135,5004 Accounts payable S 77,500
Accounts receivable (net) 225,000 Accrued liabilities 225,000
Inventory 130,000 Total current liabilities 302,500
Total current assets 490,500 Bonds payable 160,000
Investments 100,000 Total liabilities 462,500
Property, plant, and equipment (net) 172,500 Equity
Intangible assets 15,000 Common shares 210,000
Total assets $778,000 Retained earnings 105,500
Total equity 315,5006—
Liabilities and equity $778,000
Wellbourn Services Ltd.
Statement of Cash Flows
for the year ended December 31, 2023
Cash flows from operating activities
Net income S 80,500
plus: Depreciation 3,000
Increase in accounts receivable (50,000)
Increase in inventory (34,700)
Decrease in accounts payable (20,000)
Decrease in accrued liabilities (5,000)
Net cash used by operating activities (26,200)
Cash flows from investing activities
Purchase of equipment (25,000)
Net cash used by investing activities (25,000)
Cash flows from financing activities
Dividends paid (50,000)
Issued bonds 160,000
Net cash received by financing activities 110,000
Net increase in cash 58,800
Cash balance, January 1 76,700
Cash balance, December 31 $135,500 =—

As can be seen from the flow of the numbers above, the net income from the statement of income
is closed to retained earnings.

The statement of changes in equity total column flows to the equity section of the balance sheet.
Finally, the statement of cash flows (SCF) ending cash balance must be equal to the cash ending
balance reported in the balance sheet, which completes the loop of interconnecting accounts and
amounts.
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Statement of Income with Discontinued Operations

Single-step and Multiple-step Statement of Income

Companies can choose whichever format best suits their reporting needs. Smaller companies
tend to use the simpler single-step format, while larger companies tend to use the multiple-step
format.

The Wellbourn Services Ltd. statement of income, shown earlier, is an example of a typical single-
step income statement. For this type of statement, revenue and expenses are each reported in the
two sections for continuing operations. Discontinued operations are separately reported below
the continuing operations. The separate disclosure and format for the discontinued operations
section is a reporting requirement and is discussed and illustrated below. The single-step format
makes the statement simple to complete and keeps sensitive information out of the hands of
competitive companies, but provides little in the way of analytical detail.

The multiple-step income statement format provides much more detail. Below is an example of
a multiple-step statement of income for Toulon Ltd. for the year ended December 31, 2023.
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Multiple-step for-
mat - typical sec-

tions and subtotals: Toulon Ltd.
Statement of Income

Heading for the year ended December 31, 2023
In $000’s except per share amounts 2023 2022
Sales $6,260 $5,008
Gross profit section
with subtotal Cost of goods sold 2,500 1,750
Gross profit 3,760 3,258
( Operating expenses
Salaries and benefits expense 650 520
Depreciation expense 35 20
. Travel and entertainment expense 150 120
Operatmg EXpenses Advertising expense 55 45
with subtotal .
Freight-out expenses 10 8
Supplies and postage expense 5 4
Telephone and internet expense 15 12
Legal and professional expenses 8 6
Insurance expense 6 5
\ 934 740
Income from operations 2,826 2,518
( Other revenue and expense
Non-operationing Interest income from investments 5 5
section with subto- {  Gain from sale of trade investments 4 0
tal Interest expense (2) (3)
\ 7 2
Income from continuing operations 2,833 2,520
Income tax ex- before income tax
pense =» Income tax expense 850 680
Subtotal from con- =» Income from continuing operations 1,983 1,840

tinuing operatings . . .
Discontinued operations

. Loss from disposal of division
Discontinued P

(net of tax of $63,000) (147) 0
. . (147) 0
Net income (profit o i come 1,836 1,840
or loss)
Basic earnings per share
Earnings per share Continuing operations $16.32 $13.25
Discontinued operations (1.21) 0

The multiple-step format with its section subtotals makes performance analysis and ratio calcula-
tions such as gross profit margins easier to complete and makes it easier to assess the company’s
future earnings potential. The multiple-step format also enables investors and creditors to evalu-
ate company performance results from continuing and ongoing operations having a high predictive
value separately, compared to non-operating or unusual items having little predictive value.
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Operating Expenses

As discussed in an earlier chapter, expenses from operations can be reported by their nature and,
optionally, by function. Expenses by nature relate to the type of expense or the source of expense
such as salaries, insurance, advertising, travel and entertainment, supplies expense, depreciation
and amortization, and utilities expense, to name a few. The statement for Toulon Ltd. is an example
of reporting expenses by nature.

Expenses by function relate to how various expenses are incurred within the various departments
and activities of a company such as selling and administrative expenses.

The sum of all the revenues, expenses, gains, and losses to this point represents the income or
loss from continuing operations. This is a key component used in performance analysis.

Income Tax Allocations

This is the process of allocating income tax expense to various categories within the statement of
income such as income from continuing operations before taxes and discontinued operations. The
purpose of these allocations is to make the information within the statements more informative
and complete. For example, Toulon’s statement of income for the year ending December 31, 2023,
allocates tax at a rate of 30% to the following:

 Income from continuing operations of $850,000 ($2,833,000 x 30%)

* Loss from disposal of discontinued operations of $63,000

Discontinued operations

Sometimes companies will sell or shut down certain business operations because the operating
segment is no longer profitable, or they may wish to focus their resources on other business oper-
ations. Examples are a major business line or geographical area. If the discontinued operation has
not yet been sold, then there must be a formal plan in place to dispose of the component within
one year and to report it as a discontinued operation.

The items reported in this section of the statement of income are to be reported net of tax, with
the tax amount disclosed.

Earnings per Share

Basic earnings per share represent the amount of income attributable to each outstanding com-
mon share, as shown in the calculation below:

Net income — preferred dividends

Basic earnings per share (EPS) =
g>Pp (EPS) Number of common shares outstanding
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The earnings per share amounts are not required for private companies. This is because ownership
of privately owned companies is often held by only a few investors, compared to publicly-traded
companies where shares are held by many investors.

Basic earnings per share are to be reported on the face of the statement of income as follows:

e Basic EPS from continuing operations

¢ Basic EPS from discontinued operations, if any

If the outstanding common shares for Toulon was 121,500, the EPS from continuing operations
would be $16.32(1,983,000+-121,500) and $(1.21) from discontinued operations (5147,000 loss—+
121,500), as reported in their statement above. There is also a requirement to report diluted EPS
but this is beyond the scope of this course.

11.5 Appendix B: Statement of Cash Flows - Direct Method

The Importance of Cash Flow — For Better, For Worse, For Richer, For Poorer...

A business is a lot like a marriage. It takes work to make it succeed. One of the keys to business
success is managing and maintaining adequate cash flows. In the field of financial management,
there is an old saying that revenue is vanity, profits are sanity, but cash is king. In other words, a
firm’s revenues and profits may look spectacular, but this does not guarantee there will be cash in
the bank. Without cash, a business cannot pay its bills and it will ultimately not survive.

Let’s take a look at the distinctions between revenue and profits, and cash, using a numeric exam-
ple for a new business:

Income Statement Cash Flows
Revenue* $1,000,000 Revenue (cash received) S 400,000
Cost of goods sold** (500,000) Cost of goods sold (paid in cash) (300,000)
Gross profit 500,000 Net cash 100,000
Operating expenses*** 200,000 Operating expenses (paid in cash) 90,000
Net income/net profit S 300,000 Net cash S 10,000

* Sales of $400,000 were paid in cash
** purchases of $300,000 were paid in cash
*** Operating expenses of $90,000 were cash paid

Revenue is reported in the income statement as $S1 million which is a sizeable amount, but only
$400,000 was cash paid by customers. (The rest is reported as accounts receivable.) Gross profit
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is reported in the income statement as $500,000. This is also a respectable number, but only
$100,000 translates into a positive cash flow, because only some of the inventory purchases were
paid in cash. (The rest of the inventory is reported as accounts payable.) The company must still
pay some of its operating expenses, leaving only $10,000 cash in the bank.

When investors and creditors review the income statement, they will see $1 million in revenue
with gross profits of one-half million or 50%, and a respectable net income of $300,000 or 30%
of revenue. They could conclude that this looks pretty good for the first year of operations and
incorrectly assume that the company now has $300,000 available to spend.

However, lurking deeper in the financial statements is the cash position of the company-the
amount of cash left over from this operating cycle. Sadly, there is only $10,000 cash in the bank,
so the company cannot even pay its remaining accounts payable in the short term. So, how can
management keep track of its cash?

The statement of cash flows is the definitive financial statement to bridge the gaps between rev-
enues and profits, and cash. Therefore, it is vital to understand the statement of cash flows.

As cash is generally viewed by many as the most critical asset to success, this appendix will focus
on how to correctly prepare and interpret the statement of cash flows using the direct method.

For example, below is the statement of cash flows using the direct method for the year ended
December 31, 2023 for Wellbourn Services Ltd. at December 31, 2023.
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Assets
Current assets

Cash

Accounts receivable (net)

Inventory

Total current assets

Investments
Property, plant, and equipment (net)
Intangible assets
Total assets

Cash paid to or on behalf of employees
Net cash flows from operating activities

490,500

$851,500

Wellbourn Services Ltd.
Statement of Financial Position
December 31, 2023

$135,500 ¢—
225,000
130,000

100,000
246,000
15,000

Liabilities
Current liabilities
Accounts payable
Accrued liabilities
Total current liabilities
Bonds payable
Total liabilities
Equity
Share capital
Contributed surplus

Retained earnings
Accum. Other Comp. Income(AQOCI)
Total equity
Liabilities and equity

S 77,500
225,000

302,500

160,000

462,500

210,000
25,000

105,500
48,500

389,000
$851,500

Wellbourn Services Ltd.
Statement of Cash Flows
For the year ended December 31, 2023
Cash flows from operating activities
Cash received from sales
Cash paid for goods and services

Cash flows from investing activities
Purchase of equipment

Net cash flows from investing activities

Cash flows from financing activities

Dividends paid
Issued bonds

Net cash flows from financing activities
Net increase in cash

Cash balance, January 1
Cash balance, December 31

$ 50,000
(25,000)
(51,200)
(26,200)
(25,000)
(25,000)
(50,000)
160,000
110,000
58,800
76,700
$135,500 ——

Note how Wellbourn’s ending cash balance of $135,500, from the statement of cash flows for the
year ended December 31, matches the ending cash balance in the balance sheet on that date.

This is a critical relationship between these two financial statements. The balance sheet provides

information about a company’s resources (assets) at a specific point in time, and whether these
resources are financed mainly by debt (current and long-term liabilities) or equity (shareholders’
equity). The statement of cash flows identifies how the company utilized its cash inflows and

outflows over the reporting period and, ultimately, ends with its current cash and cash equivalents

balance at the balance sheet date. As well, since the statement of cash flows is prepared on a cash
basis, it excludes non-cash accruals like depreciation and interest, making the statement of cash
flows harder to manipulate than the other financial statements.
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Two methods are used to prepare a statement of cash flows, namely the indirect method and the
direct method. The indirect method was discussed earlier in this chapter. Both methods organize
the reported cash flows into three activities: operating, investing, and financing. The only dif-
ference when applying the direct method is in the operating activities section; the investing and
financing sections are prepared exactly the same way for both methods.

For the direct method categories are based on the nature of the cash flows. With the indirect
method the cash flows are based on the income statement and changes in each current asset and
liability account, except cash. Below is a comparison of the two methods:

Indirect Method Direct Method
Cash flows from operating activities: Cash flows from operating activities:
Net income SS Cash received from sales SS
Adjust for non-cash items: Cash paid for goods and services (SS)

Depreciation SS Cash paid to or on behalf of employees ($S)

Gain on sale of asset (SS) Cash received for interest income S
Increase in accounts receivable (SS) Cash paid for interest (SS)
Decrease in inventory SS Cash paid for income taxes (SS)
Increase in accounts payable SS Cash received for dividends SS
Net cash flows from operating activiies ~ $$  Net cash flows from operating activities ~ $$

The direct method is straightforward due to the grouping of information by nature. This also makes
interpretation of the statement easier for stakeholders. However, companies record thousands of
transactions every year and many of them do not involve cash. Since the accounting records are
kept on an accrual basis, it can be a time-consuming and expensive task to separate and collect the
cash-only data required for the direct method categories by nature. Also, reporting on sensitive
information, such as cash receipts from customers and cash payments to suppliers, may not be in
the best interest of the company in light of competitor companies using the information to their
advantage. For these reasons, many companies prefer not to use the direct method, even though
IFRS standards prefer its use over the indirect method. Also, the indirect method may be easier
to prepare because it collects much of its data directly from the existing income statement and
balance sheet. However, it is more difficult to understand because it uses the accounts-based
categories as shown above.
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11.5.1Preparing a Statement of Cash Flows: Direct Method

As with the indirect method, preparing a statement of cash flows using the direct method is made
much easier if specific steps are followed in sequence. Below is a summary of those steps to
complete the operating section of the statement of cash flows using the direct method for Watson
Ltd:

Watson Ltd.
Partial Balance Sheet
As at December 31, 2023

2023 2022

Current assets

Cash S 307,500 S 250,000
Investments — trading 12,000 10,000
Accounts receivable (net) 249,510 165,000
Notes receivable 18,450 22,000
Inventory (LCNRV) 708,970 650,000
Prepaid insurance expenses 18,450 15,000
Total current assets 1,314,880 1,112,000
Current liabilities

Accounts payable S 221,000 S 78,000
Accrued interest payable 24,600 33,000
Income taxes payable 54,120 60,000
Unearned revenue 25,000 225,000
Current portion of long-term notes payable 60,000 45,000

Total current liabilities 384,720 441,000
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Watson Ltd.
Income Statement
For the Year Ended December 31, 2023
Sales
Cost of goods sold
Gross profit

Operating expenses

Salaries and benefits expense
Depreciation expense

Travel and entertainment expense
Advertising expense

Freight-out expense

Supplies and postage expense
Telephone and internet expense
Legal and professional expenses
Insurance expense

Income from operations
Other revenue and expenses
Dividend income

Interest income

Gain from sale of building
Interest expense

Income from continuing operations before income tax
Income tax expense
Net income

$3,500,000
2,100,000
1,400,000

800,000
43,000
134,000
35,000
50,000
12,000
125,000
48,000
50,000

1,297,000

103,000

3,000
2,000
5,000

(3,000)

7,000

110,000
33,000

S 77,000
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Direct Method Steps:

Step 1. Record headings, categories, and three additional columns into an Operating Activities
worksheet as shown below:

Watson Ltd.
Operating Activities
Changes to Net
Working Capital Cash Flow
Cash flows from operating activities I/S Accounts Accounts In (Out)

Cash received from sales
Cash paid for goods and services
Cash paid to employees
Cash received for interest income
Cash paid for interest
Cash paid for income taxes
Cash received for dividends
Net cash flows from operating activities

Step 2. Record each income statement amount into the corresponding direct method category
of the Operating Activities worksheet shown below (recall that non-cash items such as deprecia-
tion and gains or losses are excluded from a statement of cash flows so they are will be recorded
as memo items only):



Watson Ltd.
Income Statement

For the year ended December 31, 2023

Sales
Cost of goods sold
Gross profit

Operating expenses
Salaries and benefits expense
Depreciation expense
Travel and entertainment expense
Advertising expense
Freight-out expenses
Supplies and postage expense
Telephone and internet expense
Legal and professional expenses
Insurance expense

Income from operations

Other revenue and expenses
Dividend income
Interest income from investments
Gain from sale of building
Interest expense

Income from continuing operations
before income taxes
Income tax expense

Net income

$3,500,000
2,100,000

1,400,000

800,000
43,000
134,000
35,000
50,000
12,000
125,000
48,000
50,000

1,297,000

103,000

3,000
2,000
5,000

(3,000)

7,000

110,000
33,000

77,000

O ooNOOUL bW

10

12
13
14
15

16

Cash flows from operating activities
Cash received from sales
Cash paid for goods and services

Cash paid to employees

Cash received for interest income
Cash paid for interest

Cash paid for income taxes

Cash received for dividends

> Memo items:

Depreciation expense
Gain on sale of building

Watson Ltd.
Operating Activities

—

L4

Net cash flows from operating activities

l

I/S Accounts

Changes to

Working
Capital
Accounts

Net
Cash
Flow

In (Out)

$ 3,500,000
(2,100,000)
(134,000)
(35,000)
(50,000)
(12,000)
(125,000)
(48,000)
(50,000)
(800,000)
2,000
(3,000)
(33,000)
3,000

(43,000)
5,000

S 77,000
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10
11

13
15
16
12

4
14
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Step 3. Calculate the net change amount for each current asset (except cash), and each current
liability from the balance sheet below. Record each change amount in the second column of the
Operating Activities worksheet:

Watson Ltd.
Balance Sheet Calculate
as at December 31, 2023 change l
2023 2022 Change
Current assets
Cash S 307,500 $ 250,000
Investments — trading 12,000 10,000 S (2,000) 17
Accounts receivable (net) 249,510 165,000 (84,510) 18
Notes receivable 18,450 22,000 3,550 19
Inventory 708,970 650,000 (58,970) 20
Prepaid insurance expenses 18,450 15,000 (3,450) 21
Total current assets 1,314,880 1,112,000
Current liabilities
Accounts payable S 221,000 S 78,000 S 143,000 22
Accrued interest payable 24,600 33,000 (8,400) 23
Income taxes payable 54,120 60,000 (5,880) 24
Unearned revenue 25,000 225,000 (200,000) 25
Current portion of long-term notes payable 60,000 45,000 N/A
Total current liabilities 384,720 441,000 (216,660)
Record each change
Watson Ltd. to the correspond-
Operating Activities ing category
Changes to Net
Working Capital Cash Flow
Cash flows from operating activities I/S Accounts Accounts In (Out)
Cash received from sales S 3,500,000 1 S (84,510) 18
3,550 19
(200,000) 25
Cash paid for goods and services (2,100,000) 2 (58,970) 20
(134,000) 5 (3,450) 21
(35,000) 6 143,000 22
(50,000) 7
(12,000) 8
(125,000) 9
(48,000) 10
(50,000) 11
Cash paid to employees (800,000) 3
Cash received for interest income 2,000 13 (2,000) 17
Cash paid for interest (3,000) 15 (8,400) 23
L Cash paid for income taxes (33,000) 16 (5,880) 24
Cash received for dividends 3,000 12
Memo items:
Depreciation expense (43,000) 4
Gain on sale of building 5,000 14

Net cash flows from operating activities S 77,000 S (216,660)
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Note how items 13 and 17 on the operating activities statement cancel each other out. This is be-
cause the interestincome was accrued and not actually received in cash. Also note that the current
portion of long-term notes was excluded from the operating activities section. Recall from the ear-
lier chapter material on the indirect method that this account is combined with its corresponding
long-term note payable account in the financing section of the statement of cash flows.

Step 4. Calculate the net cash flow total for each category and the net cashflow total for the
operating activities section. Transfer the amounts to the statement of cash flows, operating
activities section:

Watson Ltd. l
Operating Activities
Changes to Net
Working Capital Cash Flow
Cash flows from operating activities I/S Accounts Accounts In (Out)
Cash received from sales S 3,500,000 1 S (84,510) 18
3,550 19
(200,000) 25 S 3,219,040
Cash paid for goods and services (2,100,000) 2 (58,970) 20
(134,000) 5 (3,450) 21
(35,000) 6 143,000 22
(50,000) 7
(12,000) 8
(125,000) 9
(48,000) 10
(50,000) 11 (2,473,420)
Cash paid to employees (800,000) 3 (800,000)
Cash received for interest income 2,000 13 (2,000) 17 0
Cash paid for interest (3,000) 15 (8,400) 23 (11,400)
Cash paid for income taxes (33,000) 16 (5,880) 24 (38,880)
Cash received for dividends 3,000 12 3,000
Memo items:
Depreciation expense (43,000) 4 l
Gain on sale of building 5,000 14
Net cash flows from operating activities S 77,000 S (216,660) S (101,660)

The completed portion of the statement of cash flows, operating section is shown below:
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Watson Ltd.
Statement of Cash Flows — Operating Activities
For the Year Ended December 31, 2023
Cash flows from operating activities:

Cash received from sales S 3,219,040
Cash paid for goods and services (2,473,420)
Cash paid to or on behalf of employees (800,000)
Cash paid for interest (11,400)
Cash paid for income taxes (38,880)
Cash received for dividends 3,000
Net cash flows from operating activities $(101,660)

Summary of Chapter 11 Learning Objectives

LO1 - Explain the purpose of the statement of cash flows.

The statement of cash flows is one of the four financial statements. It highlights the net increase
or decrease in the cash and cash equivalents balance during the accounting period, and details
the sources and uses of cash that caused that change.

LO2 - Prepare a statement of cash flows.

The operating activities section of the statement of cash flows can be prepared using the direct or
indirect method. This textbook focuses only on the indirect method. The result of both methods is
identical; it is only how the calculations are performed that differs. The operating activities section
begins with accrual net income and, by adjusting for changes in current assets, current liabilities,
adding back depreciation expense, and adding back/subtracting losses/gains on disposal of non-
current assets, arrives at net income on a cash basis. The investing activities section analyzes cash
inflows and outflows from the sale and purchase of non-current assets. The finance activities
section details the cash inflows and outflows resulting from the issue and payment of loans, issue
and repurchase of shares, and payment of dividends.

LO3 - Interpret a statement of cash flows.

A statement of cash flows contributes to the decision-making process by explaining the sources
and uses of cash. The operating activities section can signal potential areas of concern by focus-
ing on differences between accrual net income and cash basis net income. The investing activities
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section can highlight if cash is being used to acquire assets for generating revenue, while the fi-
nancing activities section can identify where the cash to purchase those assets might be coming
from. Those who use financial statements can focus on the effectiveness of management’s invest-
ing and financing decisions and how these may affect future financial performance.
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Chapter 12

Financial Statement Analysis

Financial statements can be used by shareholders, creditors, and other interested parties to an-
alyze a corporation’s liquidity, profitability, and financial structure compared to prior years and
other similar companies. As part of this analysis, financial evaluation tools are used. Some of
these tools are discussed in this chapter.

Chapter 12 Learning Objectives M Watch video

LO1 — Describe ratio analysis, and explain how the liquidity, profitability, leverage, and mar-
ket ratios are used to analyze and compare financial statements.

LO2 — Describe horizontal and vertical trend analysis, and explain how they are used to
analyze financial statements.

Concept Self-Check

Use the following as a self-check while working through Chapter 12.

1. What is working capital?

2. What is meant by liquidity?

3. What are some ratios commonly used to evaluate liquidity?

4. What is a company’s revenue operating cycle and how is it measured?
5. What profitability ratios can be used to evaluate a corporation?

6. How is the amount of shareholder claims against a corporation’s assets compared to the
amount of creditor claims?

7. What are the relative advantages of short-term and long-term debt?

8. What are some measures used to evaluate the future financial prospects of a company for
investors?

9. What is a horizontal analysis? How does it differ from a vertical analysis?

325


https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO12-0

326  Financial Statement Analysis

10. What is a common-size analysis?

NOTE: The purpose of these questions is to prepare you for the concepts introduced in the chap-
ter. Your goal should be to answer each of these questions as you read through the chapter. If,
when you complete the chapter, you are unable to answer one or more the Concept Self-Check
guestions, go back through the content to find the answer(s). Solutions are not provided to these
questions.

12.1 Introduction to Ratio Analysis E‘ E Watch video

A common way to evaluate financial statements is through ratio
LO1 - Describe ratio analy- analysis. A ratio is a relationship between two numbers of the
sis, and explain how the lig- |same kind. For example, if there are two apples and three or-
anges, the ratio of the number of apples to the number of oranges
age, and market ratios are is 2:3 (read as “two to three”). A financial ratio is a measure of the
used to analyze and com- |relative magnitude of two selected numerical values taken from
pare financial statements. a company’s financial statements. For instance, the gross profit
percentage studied in Chapter 6, also known as the gross profit
ratio, expresses the numerical relationship between gross profit
and sales. If a company has a gross profit ratio of 0.25:1, this
means that for every $1 of sales, the company earns, on average,
$0.25 to cover expenses other than cost of goods sold. Another
way of stating this is to say that the gross profit ratio is 25%."

uidity, profitability, lever-

Financial ratios are effective tools for measuring the financial performance of a company because
they provide a common basis for evaluation — for instance, the amount of gross profit generated
by each dollar of sales for different companies. Numbers that appear on financial statements
need to be evaluated in context. It is their relationship to other numbers and the relative changes
of these numbers that provide some insight into the financial health of a business. One of the
main purposes of ratio analysis is to highlight areas that require further analysis and investigation.
Ratio analysis alone will not provide a definitive financial evaluation. Itis used as one analytic tool,
which, when combined with informed judgment, offers insight into the financial performance of
a business.

For example, one business may have a completely different product mix than another company
even though both operate in the same broad industry. To determine how well one company is
doing relative to others, or to identify whether key indicators are changing, ratios are often com-
pared to industry averages. To determine trends in one company’s performance, ratios are often
compared to past years’ ratios of the same company.

IAny ratio in the form X:1 can be expressed as a percentage by multiplying both the numerator and denominator
by 100. For example, a 0.25:1 ratio would equal 25% [(0.25 x 100)/(1 x 100) = 25/100 = 25%]
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To perform a comprehensive analysis, qualitative information about the company as well as ratios
should be considered. For example, although a business may have sold hundreds of refrigerators
last year and all of the key financial indicators suggest growth, qualitative information from trade
publications and consumer reports may indicate that the trend will be towards refrigerators us-
ing significantly different technologies in the next few years. If the company does not have the
capacity or necessary equipment to produce these new appliances, the present positive financial
indicators may not accurately reflect the likely future financial performance of the company.

An examination of qualitative factors provides valuable insights and contributes to the compre-
hensive analysis of a company. An important source of qualitative information is also found in the
notes to the financial statements, which are an integral part of the company’s financial statements.

In this chapter, financial ratios will be used to provide insights into the financial performance of
Big Dog Carworks Corp. (BDCC). The ratios will focus on financial information contained within the
income statement, statement of changes in equity, and balance sheet of BDCC for the three years
2022, 2023, and 2024. This information is shown below. Note that figures in these statements are
reported in thousands of dollars (000s). For consistency, all final calculations in this chapter are
rounded to two decimal places.

Big Dog Carworks Corp.
Balance Sheet
At December 31

(5000s)
Assets
2024 2023 2022
Current
Cash S 20 S 30 S 50
Short-term Investments 36 31 37
Accounts Receivable 544 420 257
Inventories 833 503 361
1,433 984 705
Property, Plant, and Equipment, net 1,053 1,128 712
Total Assets S 2,486 S 2,112 S 1,417
Liabilities
Current

Borrowings S 825 S 570 S 100
Accounts Payable 382 295 S 219
Income Taxes Payable 48 52 S 50
1,255 917 369

Equity
Share Capital 1,063 1,063 963
Retained Earnings 168 132 85
1,231 1,195 1,048

Total Liabilities and Equity S 2,486 S 2,112 S 1,417
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Big Dog Carworks Corp.
Income Statement
For the Year Ended December 31

($000s)
2024 2023 2022
Sales (net) S 3,200 S 2,800 S 2,340
Cost of Goods Sold 2,500 2,150 1,800
Gross Profit 700 650 540
Operating Expenses
Selling, General, and Administration 212 183 154
Employee Benefits 113 109 119
Depreciation 75 84 63
400 376 336
Income from Operations 300 274 204
Financing Costs
Interest 89 61 -0-
Income Before Income Taxes 211 213 204
Income Taxes 95 96 92
Net Income S 116 S 117 S 112
Big Dog Carworks Corp.
Statement of Changes in Equity
For the Year Ended December 31
(S000s)
2024 2023 2022
Share Retained Total Total Total
Capital Earnings Equity Equity Equity
Opening Balance $1,063 $132 $1,195 $1,048 S 43
Common Shares Issued 100 953
Net Income 116 116 117 112
Dividends Declared (80) (80) (70) (60)
Ending Balance $1,063 $168 $1,231 $1,195 $1,048

Assume that 100,000 common shares are outstanding at the end of 2022, 2023, and 2024. Shares
were issued in 2023, but at the end of year the number of outstanding shares was still 100,000.

There are four major types of financial ratios: a) liquidity ratios that measure the ability of a cor-
poration to satisfy demands for cash as they arise in the near-term (such as payment of current
liabilities); b) profitability ratios that measure various levels of return on sales, total assets em-
ployed, and shareholder investment; c) leverage ratios that measure the financial structure of a
corporation, its amount of relative debt, and its ability to cover interest expense; and d) market
ratios that measure financial returns to shareholders, and perceptions of the stock market about
the corporation’s value.

Initial insights into the financial performance of BDCC can be derived from an analysis of relative
amounts of current and non-current debt. This analysis is addressed in the following sections.
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12.2 Liquidity Ratios: Analyzing Short-term Cash Needs E‘—E Watch video

Current (Short-term) versus Non-current (Long-term) Debt

Short-term and long-term financing strategies both have their advantages. The advantage of some
short-term debt (repayable within one year of the balance sheet date) is that it often does not
require interest payments to creditors. For example, accounts payable may not require payment
of interest if they are paid within the first 30 days they are outstanding. Short-term debt also
has its disadvantages; payment is required within at least one year, and often sooner. Interest
rates on short-term debt are often higher than on long-term debt. An increase in the proportion
of short-term debt is more risky because it must be renewed and therefore renegotiated more
frequently.

The advantages of long-term debt are that payment may be made over an extended period of time.
Risk may be somewhat reduced through the use of a formal contractual agreement that is often
lacking with short-term debt. The disadvantages of long-term debt are that interest payments
must be made at specified times and the amounts owing may be secured by assets of the company.

Analyzing Financial Structure

As a general rule, long-term financing should be used to finance long-term assets. Note that in
BDCC'’s case, property, plant, and equipment assets amount to $1,053,000 at December 31, 2024
yet the firm has no long-term liabilities. This is unusual. An analysis of the company’s balance
sheet reveals the following:

(000s)
2024 2023 2022
Current Liabilities $1,255 $917 $369
Non-current Liabilities -0- -0- -0-

2024 information indicates that BDCC’s management relies solely on short-term creditor financ-
ing, part of which is $382,000 of accounts payable that may bear no interest and $825,000 of
borrowings that also need to be repaid within one year. The risk is that management will likely
need to replace current liabilities with new liabilities. If creditors become unwilling to do this, the
ability of BDCC to pay its short-term creditors may be compromised. As a result, the company
may experience a liquidity crisis — the inability to pay its current liabilities as they come due. The
ratios used to evaluate liquidity of a corporation are discussed below.

Even though a company may be earning net income each year (as in BDCC’s case), it may still
be unable to pay its current liabilities as needed because of a shortage of cash. This can trigger
various problems related to current and non-current liabilities and equity.
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Current Liabilities

e Creditors can refuse to provide any further goods or services on account.
¢ Creditors can sue for payment.

e Creditors can put the company into receivership or bankruptcy.

Non-current Liabilities

e Long-term creditors can refuse to lend additional cash.

¢ Creditors can demand repayment of their long-term debts, under some circumstances.

Equity

¢ Shareholders may be unwilling to invest in additional share capital of the company.

¢ Shareholders risk the loss of their investments if the company declares bankruptcy.

There are several ratios that can be used to analyze the liquidity of a company.

Working Capital

Working capital is the difference between a company’s current assets and current liabilities at a
point in time. BDCC’s working capital calculation is as follows:

(000s)
2024 2023 2022

Current Assets

Cash S 20 $ 30 $ 50

Short-term Investments 36 31 37

Accounts Receivable 544 420 257

Inventories 833 503 361
Total Current Assets (a) 1,433 984 705
Current Liabilities

Borrowings 825 570 100

Accounts Payable 382 295 219

Income Taxes Payable 48 52 50
Total Current Liabilities (b) 1,255 917 369

Net Working Capital (a-b) S 178 S 67 S 336
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In the schedule above, working capital amounts to $178,000 at December 31, 2024. Between 2022
and 2024, working capital decreased by $158,000 (5336,000—178,000). BDCC is less liquid in 2024
than in 2022, though its liquidity position has improved since 2023 when it was only $67,000.

In addition to calculating an absolute amount of working capital, ratio analysis can also be used.
The advantage of a ratio is that it is usually easier to interpret.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Working Capital.

Current Ratio

Is BDCC able to repay short-term creditors? The current ratio can help answer this question. It
expresses working capital as a proportion of current assets to current liabilities and is calculated
as:

Current assets
Current liabilities

The relevant BDCC financial data required to calculate this ratio is taken from the balance sheet,
as follows:

(000s)
2024 2023 2022
Current Assets (a) $1,433 $984 $705
Current Liabilities  (b) 1,255 917 369
Current Ratio (a/b) 1.142 1.07:1 1.91:1

This ratio indicates how many current asset dollars are available to pay current liabilities at a point
in time. The expression “1.14:1” is read, “1.14 to 1.” In this case it means that at December 31,
2024, $1.14 of current assets exist to pay each S1 of current liabilities. This ratio is difficult to
interpret in isolation. There are two types of additional information that could help. First, what is
the trend within BDCC over the last three years? The ratio declined between 2022 and 2023 (from
1.91 to 1.07), then recovered slightly between the end of 2023 and 2024 (from 1.07 to 1.14). The
overall decline may be a cause for concern, as it indicates that in 2024 BDCC had fewer current
assets to satisfy current liabilities as they became due.

A second interpretation aid would be to compare BDCC’s current ratio to a similar company or
that of BDCC’s industry as a whole. Information is available from various trade publications and
business analysts’ websites that assemble financial ratio information for a wide range of industries.
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Some analysts consider that a corporation should maintain a 2:1 current ratio, depending on the
industry in which the firm operates. The reasoning is that, if there were $2 of current assets to
pay each $1 of current liabilities, the company should still be able to pay its current liabilities as
they become due, even in the event of a business downturn. However, it is recognized that no
one current ratio is applicable to all entities; other factors — such as the composition of current
assets — must also be considered to arrive at an acceptable ratio. This is illustrated below.

Composition of Specific Items in Current Assets

In the following example, both Corporation A and Corporation B have a 2:1 current ratio. Are the
companies equally able to repay their short-term creditors?

Corp. A Corp. B
Current Assets
Cash S 1,000 S 10,000
Accounts Receivable 2,000 20,000
Inventories 37,000 10,000
Total Current Assets S 40,000 S 40,000
Current Liabilities S 20,000 S 20,000
Current Ratio 2:1 2:1

The companies have the same dollar amounts of current assets and current liabilities. However,
they have different short-term debt paying abilities because Corporation B has more liquid current
assets than does Corporation A. Corporation B has less inventory (510,000 vs. $37,000) and more
in cash and accounts receivable. If Corporation A needed more cash to pay short-term creditors
quickly, it would have to sell inventory, likely at a lower-than-normal gross profit. So, Corporation
B is in a better position to repay short-term creditors.

Since the current ratio doesn’t consider the components of current assets, it is only a rough in-
dicator of a company’s ability to pay its debts as they become due. This weakness of the current
ratio is partly remedied by the acid-test ratio discussed below.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Current Ratio.

] Tt

Acid-Test Ratio

A more rigid test of liquidity is provided by the acid-test ratio; also called the quick ratio. To
calculate this ratio, current assets are separated into quick current assets and non-quick current
assets.
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Quick Current Assets

Cash
Short-term investments
Accounts Receivable

These current assets are considered to
be readily convertible into cash.

Non-quick Current Assets

Inventories Cash cannot be obtained either at all
Prepaid Expenses or easily from these current assets.

Inventory and prepaid expenses cannot be converted into cash in a short period of time, if at all.
Therefore, they are excluded in the calculation of this ratio. The acid-test ratio is calculated as:

Quick current assets

Current liabilities

The BDCC information required to calculate this ratio is:

(000s)

2024 2023 2022
Cash S 20 S 30 S 50
Short-term investments 36 31 37
Accounts receivable 544 420 257
Quick current assets (a) S 600 S 481 S 344
Current liabilities (b) & 1,255 S 917 S 369
Acid-test ratio (a/b) 0.48:1 0.52:1 0.93:1

This ratio indicates how many quick asset dollars exist to pay each dollar of current liabilities. What
is an adequate acid-test ratio? It is generally considered that a 1:1 acid test ratio is adequate to
ensure that a firm will be able to pay its current obligations. However, this is a fairly arbitrary
guideline and is not appropriate in all situations. A lower ratio than 1:1 can often be found in
successful companies. However, BDCC's acid-test ratio trend is worrisome.

There were $0.48 of quick assets available to pay each $1 of current liabilities in 2024. This amount
appears inadequate. In 2023, the acid-test ratio of $0.52 also seems to be too low. The 2022 ratio
of $0.93 is less than 1:1 but may be reasonable. Of particular concern to financial analysts would
be BDCC’s declining trend of the acid-test ratio over the three years.
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Additional analysis can also be performed to determine the source of liquidity issues. These are
discussed next.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Acid-test Ratio.

] Tt

Accounts Receivable Collection Period

Liquidity is affected by management decisions related to trade accounts receivable. Slow collec-
tion of receivables can result in a shortage of cash to pay current obligations. The effectiveness of
management decisions relating to receivables can be analyzed by calculating the accounts receiv-
able collection period.

The calculation of the accounts receivable collection period establishes the average number of
days needed to collect an amount due to the company. It indicates the efficiency of collection
procedures when the collection period is compared with the firm’s sales terms (in BDCC's case,
the sales terms are net 30 meaning that amounts are due within 30 days of the invoice date).

The accounts receivable collection period is calculated as:

Average net accounts receivable’

. x 365
Net credit sales (or revenues)

The BDCC financial information required to make the calculation is shown below (the 2022 calcu-
lation cannot be made because 2021 Accounts Receivable amount is not available). Assume all of
BDCC's sales are on credit.

(000s)
2024 2023
Net credit sales (a) $3,200 $2,800
Average accounts receivable
[(Opening balance + closing balance)/2]  (b) $482° $338.5%
Average collection period
[(b/a) x 365 days] 54.98 days 44.13 days

2Average balance sheet amounts are used when income statement amounts are compared to balance sheet
amounts in a ratio. This is because the income statement item is realized over a fiscal year, while balance sheet
amounts are recorded at points in time at the end of each fiscal year. Averaging opening and ending balance sheet
amounts is an attempt to match numerators and denominators to an approximate midpoint in the fiscal year.

3($420 + 544)/2 = $482

4($257 + 420)/2 = $338.5
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When Big Dog’s 30-day sales terms are compared to the 54.98-day collection period, it can be seen
that an average 24.98 days of sales (54.98 days — 30 days) have gone uncollected beyond the regu-
lar credit period in 2024. The collection period in 2024 is increasing compared to 2023. Therefore,
some over-extension of credit and possibly ineffective collection procedures are indicated by this
ratio. Quicker collection would improve BDCC's cash position. It may be that older or uncollectible
amounts are buried in the total amount of receivables; this would have to be investigated.

Whether the increase in collection period is good or bad depends on several factors. For instance,
more liberal credit terms may generate more sales (and therefore profits). The root causes of the
change in the ratio need to be investigated. However, the calculation does provide an indication
of the change in effectiveness of credit and collection procedures between 2023 and 2024.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Accounts Receivable Collection Period.

Number of Days of Sales in Inventory

The effectiveness of management decisions relating to inventory can be analyzed by calculating
the number of days of sales that can be serviced by existing inventory levels.

The number of days of sales in inventory is calculated by dividing average inventory by the cost
of goods sold and multiplying the result by 365 days.

Average merchandise inventory

X 365
Cost of goods sold

The BDCC financial data for 2023 and 2024 required to calculate this ratio are shown below.

(000s)
2024 2023

Cost of goods sold (a) $2,500 $2,150
Average inventory

[(Opening balance + closing balance)/2] (b) $ 668° $432°
Cost of goods sold 365 365
Number of days sales in inventory

[(b/a) x 365 days] 97.53 days 73.34 days

The calculation indicates that BDCC is investing more in inventory in 2024 than in 2023 because
there are 97.53 days of sales in inventory in 2024 versus 73.34 days in 2023. BDCC has approx-

5($503 + 833)/2 = $668
6($361 + 503)/2 = $432
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imately 3 months of sales with its existing inventory (98 days represents about 3 months). The
increase from 2023 to 2024 may warrant investigation into its causes.

A declining number of days of sales in inventory is usually a sign of good inventory management
because it indicates that the average amount of assets tied up in inventory is lessening. With lower
inventory levels, inventory-related expenses such as rent and insurance are lower because less
storage space is often required. However, lower inventory levels can have negative consequences
since items that customers want to purchase may not be in inventory resulting in lost sales.

Increasing days of sales in inventory is usually a sign of poor inventory management because an
excessive investment in inventory ties up cash that could be used for other purposes. Increasing
levels may indicate that inventory is becoming obsolete (consider clothing) or deteriorating (con-
sider perishable groceries). Obsolete and/or deteriorating inventories may be unsalable. How-
ever, the possible positive aspect of more days of sales in inventory is that there can be shorter
delivery time to customers if more items are in stock.

Whether Big Dog’s increasing days of sales in inventory is positive or negative depends on man-
agement’s objectives. Is management increasing inventory to provide for increased sales in the
next year, or is inventory being poorly managed? Remember that ratio analyses identify areas
that require investigation. The resulting investigation will guide any required action.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Number of Days of Sales in Inventory Ratio.

.
] Tt

The Revenue Portion of the Operating Cycle

As discussed in Chapter 4, the sale of inventory and resulting collection of receivables are part of
a business’s operating cycle as shown in Figure 12.1.

Inventory sold to customer.

~

Accounts receivable result.

N

Cash is collected
from customer.
| | X
One Operating Cycle > | Time

N

Figure 12.1: Sales and Collection Portion of the Operating Cycle

A business’s revenue operating cycle is a subset of the operating cycle and includes the purchase
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of inventory, the sale of inventory and creation of an account receivable, and the generation of
cash when the receivable is collected. The length of time it takes BDCC to complete one revenue
operating cycle is an important measure of liquidity and can be calculated by adding the number
of days of sales in inventory plus the number of days it takes to collect receivables. The BDCC
financial data required for this calculation follows.

2024 2023
Average number of days of sales in inventory 97.53 days 73.34 days
Average number of days to collect receivables 54.98 days 44.13 days
Number of days to complete the revenue cycle 152.51 days 117.47 days

In 2024, 152.51 days were required to complete the revenue cycle, compared to 117.47 days in
2023. So, if accounts payable terms require payment within 60 days, BDCC may not be able to pay
them because the number of days to complete the revenue cycle for both 2023 (117.47 days) and
2024 (152.51 days) are significantly greater than 60 days.

Analysis of BDCC's Liquidity

Reflecting on the results of all the liquidity ratios, it appears that Big Dog Carworks Corp. is growing
less liquid. Current assets, especially quick assets, are declining relative to current liabilities. The
revenue operating cycle is increasing.

12.3 Profitability Ratios: Analyzing Operating Activities E‘ E Watch video

Profitability ratios compare various expenses to revenues, and measure how well the assets of a
corporation have been used to generate revenue.

Gross Profit Ratio

The gross profit ratio, as introduced briefly in Chapter 6, indicates the percentage of sales revenue
that is left to pay operating expenses, creditor interest, and income taxes after deducting cost of
goods sold. The ratio is calculated as:

Gross profit
Net sales

Gross profit

OR Net sales

x 100

BDCC's gross profit ratios for the three years are:
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(000s)
2024 2023 2022
Gross profit (a) S 700 S 650 S 540
Net sales (b) S 3,200 S 2,800 S 2,340
Gross profitratio  (a/b) 0.2188:1 or 21.88% 0.2321:10r 23.21% 0.2308:1 or or 23.08%

In other words, for each dollar of sales BDCC has $0.22 of gross profit left to cover operating,
interest, and income tax expenses ($0.23 in each of 2023 and 2022). The ratio has not changed
significantly from year to year. However, even a small decline in this percentage can affect net
income significantly because the gross profit is such a large component of the income statement.
Changes in the gross profit ratio should be investigated, as it will impact future financial perfor-
mance.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Gross profit ratio.

[T [

Operating Profit Ratio

The operating profit ratio is one measure of relative change in these other expenses. This ratio
indicates the percentage of sales revenue left to cover interest and income taxes expenses after
deducting cost of goods sold and operating expenses. In other words:

Income from operations Income from operations
Net sales OR Net sales x 100

BDCC’s operating profit ratio for the 2022, 2023, and 2024 fiscal years is calculated as follows:

(000s)
2024 2023 2022
Income from operations (a) S 300 S 274 S 204
Net sales (b) S 3,200 S 2,800 S 2,340
Operating profit ratio (a/b) 0.0938:1 0r9.38% 0.0979:1 0r 9.79% 0.0872:1 oror 8.72%

For each dollar of sales revenue in 2024, the company had $0.09 left to cover interest and income
tax expenses after deducting cost of goods sold and operating expenses. A review of the com-
pany’s operating expenses (selling, general, and administrative expenses; employee benefits, and
depreciation) show that they have all increased. As a result, and despite increasing sales revenue
and gross profit, operating income has remained relatively flat. Although it seems reasonable that
an increase in operating expenses would follow an increase in sales, the reasons for the operating
expense increases should be investigated.
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An exploration is available on the Lyryx site. Log into your Lyryx course to run
Operating Profit Ratio.

.
[ —

Net Profit Ratio

The net profit ratio is the percentage of sales revenue retained by the company after payment of
operating expenses, interest expenses, and income taxes. It is an index of performance that can
be used to compare the company to others in the same industry. This ratio is calculated by the
following formula:

Net income Net income
lo) x 100
Net sales (or revenues) Net sales (or revenues)

BDCC'’s net profit ratios for the three years are calculated as follows:

(000s)
2024 2023 2022
Net income (a) S 116 S 117 S 112
Net sales (b) S 3,200 S 2,800 S 2,340
Net profit ratio  (a/b) 0.0363:1 or 3.63% 0.0418:1 or 4.18% 0.0479:1 oror 4.79%

For each S1 of sales in 2024, BDCC earned $0.04 of net income. The net profit ratio has been
relatively stable but needs to be compared with industry or competitors’ averages for a better
perspective.

Recall that revenues are generated from a business’s asset holdings. The financial strength and
success of a corporation depends on the efficient use of these assets. An analysis of asset invest-
ment decisions can be made by calculating several ratios, and is discussed next.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Net Profit Ratio.
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Sales to Total Assets Ratio

Are BDCC's sales adequate in relation to its assets? The calculation of the sales to total assets ratio
helps to answer this question by establishing the number of sales dollars earned for each dollar
invested in assets. The ratio is calculated as:
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Net sales Net sales % 100
Average total assets Average total assets

BDCC's ratios are calculated as follows:

(000s)

2024 2023
Net sales (a) S 3,200 S 2,800
Average total assets (b) $ 2,299’7 S 1,764.50°
Sales to total assets ratio  (a/b) 1.3919:1 0r 139.19% 1.5869:1 or 158.69%

The ratio has decreased from 2023 to 2024. Each $S1 of investment in assets in 2023 generated
sales of $1.59. In 2024, each $1 of investment in assets generated only $1.39 in sales. Over the
same period, BDCC’s investment in assets increased. The ratios indicate that the additional assets
are not producing revenue as effectively as in the past. It may be too soon to tell whether the
increase in assets in 2023 will eventually create greater sales but an investigation is required.

As noted earlier, comparison with industry averages would be useful. A low ratio in relation to
other companies in the same industry may indicate an over-investment in or inefficient use of
assets by BDCC. On the other hand, a higher ratio in comparison to other companies would be a
positive indicator.

= An exploration is available on the Lyryx site. Log into your Lyryx course to run
Sales to Total Assets Ratio.

] Tt

Return on Total Assets Ratio (ROA)

The return on total assets ratio or ROA is designed to measure the efficiency with which all of a
company’s assets are used to produce income from operations. The ratio is calculated as:

Income from operations 0 Income from operations

Average total assets Average total assets x 100

Note that expenses needed to finance the company operations are excluded from the calculation,
specifically interest and income taxes. This is because all the assets of the company are considered
in the ratio’s denominator, whether financed by investors or creditors. Average Total Assets are
used in the calculation because the amount of assets used likely varies during the year. The use
of averages tends to smooth out such fluctuations.

7($2,112 + 2,486)/2 = $2,299
8($1,417 +2,112)/2 = $1,764.50


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=98

BDCC'’s returns on total assets for 2023 and 2024 are calculated as follows:

Income from operations
Average total assets
Return on total assets ratio

The ratios indicate that Big Dog earned $0.13 of income from operations for every $1 of average
total assets in 2024, a decrease from $0.16 per S1 in 2023. This downward trend indicates that
assets are being used less efficiently. However, it may be that the increased investment in assets
has not yet begun to pay off. On the other hand, although sales are increasing, it is possible that
future sales volume will not be sufficient to justify the increase in assets. More information about
the company’s plans and projections would be useful. Recall that ratio analysis promotes the
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(000s)
2024 2023
(@) s 300 $ 274
) s 2,299° $ 1,764.50%°
(a/b) 0.1305:1 or 13.05% 0.1553:1 or 15.53%

asking of directed questions for the purpose of more informed decision making.

.
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Return on Equity Ratio (ROE)

The return on equity ratio measures the return to shareholders — how much net income was

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Return on Total Assets Ratio.

earned for the owners of a business. It is calculated as:

Net income

Net income

Average equity

The 2023 and 2024 returns on equity ratios for BDCC are calculated as follows (note that the 2022
ratio is excluded because average equity cannot be calculated since 2021 ending balances are not

provided):

Net income
Average equity

Return on equity ratio

Average equity % 100

(000s)
2024 2023
(@ S 116 3 117
b) $ 1,213% S 1,121.50%
(a/b) 0.0956:1 or 9.56% 0.1043:1 or 10.43%

9($2,112 + 2,486)/2 = $2,299
10($1,417 +2,112)/2 = $1,764.50
11($1,195 + 1,231)/2 = $1,213
12($1,048 + 1,195)/2 = $1,121.50
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In both years, shareholders earned, on average, $0.10 for every $1 invested in BDCC, or 10%.
Industry averages could help with this analysis. For instance, if the industry as a whole earned
only a 5% return on equity in 2024, it could be concluded that BDCC performed better than the
industry average in terms of return on equity.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Return on Equity Ratio.
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12.4 Leverage Ratios: Analyzing Financial Structure EE Watch video

The accounting equation expresses a relationship between assets owned by an entity and the
claims against those assets. Although shareholders own a corporation, they alone do not finance
the corporation; creditors also finance some of its activities. Together, creditor and shareholder
capital are said to form the financial structureFinancial structure of a corporation. At December
31, 2024, the balance sheet of BDCC shows the following financial structure:

ASSETS
$2,486

LIABILITIES + EQUITY
$1,255 + $1,231

Debt Ratio

The proportion of total assets financed by debt is called the debt ratio, and is calculated by dividing
total liabilities by total assets.

Total liabilities Total liabilities
Total assets OR Total assets x 100

In BDCC's case, these amounts are:

(000s)
2024 2023
Total liabilities (a) S 1,255 S 917
Total assets (b) S 2,486 S 2,112
Debt ratio (a/b) 0.5048:1 or 50.48% 0.4342:1 0r 43.42%

In other words, 50.48% of BDCC’s assets are financed by debt. Therefore, because assets are
financed by debt (aka liabilities) and equity, we intuitively know that 49.52% of BDCC’s assets
must be financed by equity which is the topic of the next section.
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An exploration is available on the Lyryx site. Log into your Lyryx course to run
Debt Ratio.

e |
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Equity Ratio

The proportion of total assets financed by equity is called the equity ratio, and is calculated by
dividing total equity by total assets. In BDCC's case, these amounts are:

(000s)
2024 2023
Total equity  (a) S 1,231 S 1,195
Totalassets (b)  $ 2,486 S 2,112
Equity ratio  (a/b) 0.4952:1 or 49.52% 0.5658:1 or 56.58%

In 2024, 49.52% of the assets were financed by equity while in 2023 56.58% of the assets were
financed by equity. Generally, this is considered an unfavourable trend because as equity financing
decreases, we know that debt financing must be increasing as evidenced by the debt ratio above.
The greater the debt financing, the greater the risk because principal and interest payments are
part of debt financing.

Notice that the sum of the debt and equity ratios will always equal 100% because of the accounting
equation relationship: A =L+ E where A = 100% and, in the case of BDCC, L =43.42% in 2023 and
E =56.58% in 2023.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Equity Ratio.

.
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Debt to Equity Ratio

The proportion of creditor to shareholders’ claims is called the debt to equity ratio, and is calcu-
lated by dividing total liabilities by equity. In BDCC’s case, these amounts are:

(000s)
2024 2023 2022
Total liabilities (a) S 1,255 S 917 S 369
Equity (b) ¢ 1,231 $ 1,195 $ 1,048
Debt to equity ratio  (a/b) 1.02:1 0.77:1 0.35:1

In other words, BDCC has $1.02 of liabilities for each dollar of equity at the end of its current fiscal
year, 2024. The proportion of debt financing has been increasing since 2022. In 2022 there was


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=101
https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=102

344 - Financial Statement Analysis

only $0.35 of debt for each S$1 of equity. In 2024, creditors are financing a greater proportion of
BDCC than are shareholders. This may be a cause for concern.

On the one hand, management’s reliance on creditor financing is good. Issuing additional shares
might require existing shareholders to give up some of their control of BDCC. Creditor financing
may also be more financially attractive to existing shareholders if it enables BDCC to earn more
with the borrowed funds than the interest paid on the debt.

On the other hand, management’s increasing reliance on creditor financing increases risk because
interest and principal have to be paid on this debt. Before deciding to extend credit, creditors often
look at the total debt load of a company, and therefore the company’s ability to meet interest
and principal payments in the future. Total earnings of BDCC could be reduced if high interest
payments have to be made, especially if interest rates rise. Creditors are interested in a secure
investment and may evaluate shareholder commitment by measuring relative amounts of capital
invested. From the creditors’ perspective, the more capital invested by owners of the company,
the greater the relative risk assumed by shareholders thus decreasing risk to creditors.

Although there is no single most appropriate debt to equity ratio, there are techniques for esti-
mating the optimum balance. These are beyond the scope of introductory financial accounting.
For now, it is sufficient to note that for BDCC the debt to equity ratio has increased considerably
over the three-year period which is generally unfavourable because of the risk associated with
debt financing.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Debt to Equity Ratio.
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Times Interest Earned Ratio

Creditors are interested in evaluating a company’s financial performance, in order to project whether
the firm will be able to pay interest on borrowed funds and repay the debt when it comes due.
Creditors are therefore interested in measures such as the times interest earned ratio. This ratio
indicates the amount by which income from operations could decline before a default on interest
may result. The ratio is calculated by the following formula:

Income from operations
Interest expense

Note that income from operations is used, so that income before deduction of creditor payments
in the form of income taxes and interest is incorporated into the calculation. BDCC’s 2023 and
2024 ratios are calculated as follows:
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(000s)
2024 2023 2022
Income from operations (a) S 300 S 274 S 204
Interest expense (b) S 89 S 61 -0-
Times interest earned ratio  (a/b)  3.37:1 4.49:1 n/a

The larger the ratio, the better creditors are protected. BDCC'’s interest coverage has decreased
from 2023 t0 2024 (3.37 times vs. 4.49 times), but income would still need to decrease significantly
for the company to be unable to pay its obligations to creditors. The analysis does indicate, though,
that over the past two years interest charges have increased compared to income from operations.
Creditors need to assess company plans and projections, particularly those affecting income from
operations, to determine whether their loans to the company are at risk. As discussed above, it
may be that significant investments in assets have not yet generated related increases in sales and
income from operations.

= An exploration is available on the Lyryx site. Log into your Lyryx course to run
: Times Interest Earned Ratio.
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12.5 Market Ratios: Analysis of Financial Returns to Investors E‘E Watch video

Investors frequently consider whether to invest or divest in shares of a corporation. There are
various ratios that help them make this decision. These are called market ratios, because the
stock market plays an important role in allocating financial resources to corporations that offer
their shares to the public.

Earnings-per-Share (EPS)

Measures of efficiency can focus on shareholder returns on a per-share basis. That is, the amount
of net income earned in a year can be divided by the number of common shares outstanding to
establish how much return has been earned for each outstanding share. This earnings-per-share
(EPS) value is calculated as:

Net income

Number of common shares outstanding

EPS is quoted in financial markets and is disclosed on the income statement of publicly-traded
companies. If there are preferred shareholders, they have first rights to distribution of dividends.
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Therefore, when calculating EPS, preferred shareholders’ claims on net income are deducted from
net income to calculate the amount available for common shareholders:

Net income — preferred share dividends
Number of common shares outstanding

BDCC has no preferred shares and thus no preferred share dividends. Recall that 100,000 common
shares are outstanding at the end of 2022, 2023, and 2024. For BDCC, EPS calculations for the
three years are:

(000s)
2024 2023 2022
Net income (a) S 116 S 117 S 112
Number of common shares outstanding  (b) 100 100 100
Earnings per share (a/b) $§ 1.6 S 1.17 S 112

Big Dog’s EPS has remained relatively constant over the three-year period because both net in-
come and number of outstanding shares have remained fairly stable. Increasing sales levels and
the resulting positive effects on net income, combined with unchanged common shares issued,
has generally accounted for the slight increase from 2022 to 2023.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Earnings Per Share.

.
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Price-earnings (P/E) Ratio

A price at which a common share trades on a stock market is perhaps the most important measure
of a company’s financial performance. The market price of one share reflects the opinions of
investors about a company’s future value compared to alternative investments.

The earnings performance of common shares is often expressed as a price-earnings (P/E) ratio.
Price-earnings (P/E) ratio It is calculated as:

Market price per share
Earnings per share

This ratio is used as an indicator of the market’s expectation of a company’s future performance.
Assume Company A has a current market value of $15 per share and an EPS of $1 per share. It will
have a P/E ratio of 15. If Company B has a market value of $4 per share and an EPS of $0.50 per
share, it will have a P/E ratio of 8. This means that the stock market expects Company A to earn
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relatively more in the future than Company B. For every S1 of net income generated by Company
A, investors are willing to invest $15. In comparison, for every $1 of net income generated by
Company B, investors are willing to pay only $8. Investors perceive shares of Company A as more
valuable because the company is expected to earn greater returns in the future than is Company
B.

Assume that BDCC’s average market price per common share was $4 in 2022, S5 in 2023, and $6
in 2024. Its P/E ratio would be calculated as:

(000s)
2024 2023 2022
Market price per commonshare (a) $ 6.00 S 5.00 S 4.00
Earnings per share (see above) (b) S 1.16 S 1.17 S 1.12
Price-earnings ratio (a/b) 5.17 4.27 3.57

BDCC’s P/E ratio has increased each year. Although industry and competitor’s P/E ratio com-
parisons would be important to compare, BDCC’s increasingly positive ratio also indicates that
investors are “bullish” on BDCC. That is, the stock market indicates that it expects BDCC to be
increasingly profitable in the coming years. Despite a relatively constant EPS ratio from 2022 to
2024, investors are willing to pay more and more for the company’s common shares. This must
be because future financial prospects are anticipated to be better than in the past three years.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Price-Earnings Ratio.

.
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Dividend Yield

Some investors’ primary objective is to maximize dividend revenue from share investments, rather
than realize an increasing market price of the shares. This type of investor is interested in informa-
tion about the earnings available for distribution to shareholders and the actual amount of cash
paid out as dividends rather than the market price of the shares.

The dividend yield ratio is a means to determine this. It is calculated as:

Dividends per share

Market price per share

This ratio indicates how large a return in the form of dividends can be expected from an investment
in a company’s shares. The relevant information for BDCC over the last three years is shown in the
financial statements, as follows:
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(000s — except per share values)

2024 2023 2022
Dividends declared (a) S 80 S 70 S 60
Outstanding common shares  (b) 100 100 100
Dividends per share (a/b) $ 0.80 S 0.70 S 0.60

The dividend yield ratio is therefore:

2024 2023 2022
Dividends per share (a) S 0.80 S 0.70 S 0.60
Market price per share (given) (b) § 6.00 S 5.00 S 4.00
Dividend yield ratio (a/b) 0.13:1 0.14:1 0.15:1

The company’s dividend yield ratio decreased from 2022 to 2024. In 2022, investors received
$0.15 for every S1 invested in shares. By 2024, this had decreased to $0.13 for every $1 invested.
Though the decline is slight, the trend may concern investors who seek steady cash returns. Also
notice that total dividends declared increased from 2022 to 2024 even though net income did
not substantially increase, and despite the company’s poor liquidity position noted in an earlier
analysis. Investors might ask why such high levels of dividends are being paid given this situation.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Dividend Yield.

.
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12.6 Overall Analysis of Big Dog’s Financial Statements

Results of ratio analysis are always more useful if accompanied by other information such as overall
industry performance, the general economy, financial ratios of prior years, and qualitative factors
such as analysts’ opinions and management’s plans.

However, there are some interpretations that can be made about BDCC from the foregoing ratio
analyses even without other information. Although BDCC is experiencing growth in sales, net in-
come has not substantially increased over the three-year period 2022 to 2024. The gross profit
ratio is relatively constant. Their increasing operating expenses appear to be an issue. The sales
to total assets and return on assets ratios have decreased due to a recent investment in property,
plant and equipment assets and growth in current assets. Income from operations has not in-
creased with the growth in the asset base. However, it may be premature to make conclusions
regarding the timing of outlays for property, plant, and equipment.

The most immediate problem facing BDCC is the shortage of working capital and its poor liquidity.
BDCC expanded its property, plant, and equipment in 2023 and experienced increases in revenue
that did not correspond to increases in accounts receivable and inventories. The company should
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therefore review its credit policies and monitor its investment in inventory to ensure that these
expand in proportion to sales.

The plant expansion produced an increase in current liabilities (mainly borrowings). The com-
pany’s ability to meet its debt obligations appears to be deteriorating. The ability of income from
operations to cover interest expense has declined. The company’s liquidity position is deteriorat-
ing, even though it continues to produce net income each year. BDCC should investigate alterna-
tives to short-term borrowings, such as converting some of this to long-term debt and/or issuing
additional share capital to retire some of its short-term debt obligations.

Despite these challenges, the stock market indicates that it expects BDCC to be increasingly prof-
itable in the future. Perhaps it views the negative indicators noted above as only temporary or
easily rectified by management.

The next section provides further insights into BDCC’s operations through trend analysis of the
company’s financial statements.

12.7 Horizontal and Vertical Trend Analysis E‘ E Watch video

Trend analysis is the evaluation of financial performance based
LO2 — Describe horizontal |on a restatement of financial statement dollar amounts to per-
and vertical trend analysis, |centages. Horizontal analysis and vertical analysis are two types

and explain how they are |Of trend analyses.

used to analyze financial
statements. Horizontal analysis involves the calculation of percentage changes

from one or more years over the base year dollar amount. The
base year is typically the oldest year and is always 100%. The fol-
lowing two examples of horizontal analysis use an abbreviated in-
come statement and balance sheet information where 2022 rep-
resents the base year. For demonstration purposes, the percentages
have been rounded to the nearest whole number.
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Sales?!
Gross profit
Net income

Financial Statement Analysis

—

2024 2023 2022
$100 200% | S70 140% | S50 100%
S 48 160% | $45 150% | S$30 100%
S 14 140% | S$12 120% | S10 100%

1. Sales in 2023 were 140% of 2022 sales calculated as (570/5$50)x100. Sales
in 2024 were 200% of 2022 sales calculated as ($100/550)x100.

| 1l

2024 2023 2022
Current assets? $18 90% | $ 22 110% | $ 20 100%
Long-term investments S-0- N/A|S 48 60%|S 80 100%
Total assets $252 105% | $228 95% | $240 100%

2. Current assets in 2023 were 110% of 2022 current assets calculated as
(522/520)x100. Current assets in 2024 were 90% of 2022 current assets cal-
culated as (518/520)x100.

An alternate method of performing horizontal analysis calculations is to simply calculate the per-
centage change between two years as shown in the following example.

2024 % Change 2023
Sales? $100 43% S70
Gross profit S 48 7% S45
Net income S 14 17% S12

3. Sales in 2024 increased 43% over 2023 calculated as ($100-$70)=$30;
($30/5$70)x100=43%.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Horizontal Analysis.

Vertical analysis requires numbers in a financial statement to be restated as percentages of a base
dollar amount. For income statement analysis, the base amount used is sales. For balance sheet
analysis, total assets, or total liabilities and equity, are used as the base amounts. When financial
statements are converted to percentages, they are called common-size financial statements. The
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following two examples of vertical analysis use information from an abbreviated income statement
and balance sheet.

2024 2023 20221
Sales $100 100% S70 100% S50 100% ﬂ—
Gross profit S48 48% | S45 64% | S30 60%
Net income S 14 14% | S12  17% | S10 20% e

1. 2022 Gross profit was 60% of Sales calculated as ($30/$50)x100; 2022 Net
income was 20% of Sales calculated as ($10/$50)x100.

2024 2023 2022°
Current assets S 18 7% | $ 22 10% | S 20 8%  —
Long-term investments S-0- N/A|S48 21%|S 80 33%
Total assets $252 100% | $228 100% | $240 100% a—

2. 2022 Current assets were 8% of Total assets calculated as (520/5240)x100.
2022 Llong-term investments were 33% of Total assets calculated as
(580/5240)x100.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Vertical Analysis.

Notice that the same information was used for both the horizontal and vertical analyses examples
but that the results are different because of how the dollar amounts are being compared.

Horizontal and vertical analyses of the balance sheets of Big Dog Carworks Corp. are as follows:
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Horizontal Analysis: Balance Sheet

Change
Per
2024 2023 Difference Cent
Current assets  $1,433 (a) $984 (b) +$449 (a-b) +45.6
PPE assets 1,053 1,128 -75 -6.6
Total 52,486 $2,112 (c) +$374 +17.7
Current liabilities $1,255 $917 +5338 +36.9
Equity 1,231 1,195 +36 +3.0
Total $2,486 $2,112 +$374 +17.7

|

[

leading.

Notice the two columns introduced here. Anal-
ysis of the changes indicates a large increase in

current assets (45.6%) together with a large in-
crease in current liabilities (36.9%). There was

a small decline in PPE assets (6.6%) and a small
increase in equity (3%). The percentage change
must always be interpreted together with the ab-
solute dollar amount of change to avoid incorrect
conclusions; percentage can sometimes be mis-

Vertical Analysis (Common-size):

Balance
% %
2024 2023
[(a-b)/b] Current assets 57.6 46.6 (b/c)

PPE assets 424 534

Total 100.0 100.0

Current liabilities 50.5 43.4

Equity 49.5 56.6

Total 100.0 100.0

In the common-size balance
sheet, the composition of the

assets has changed with an over-
all shift to current assets in 2022
(57.6% vs. 46.6%). Also, an in-
crease in the percentage of cur-
rent liabilities has occurred, re-
sulting in an overall shift from
equity financing to debt financing
from 2023 to 2024.

The same analysis of BDCC’s income statement is as follows:

Horizontal Analysis: Income Statements

Change

Per
2024 2023 Amount Cent

Sales $3,200 (a) $2,800 (b) +S400 (a-b) +14 [(a-b)/b]
Cost of Goods Sold 2,500 2,150 +$350 +16
Gross Profit 700 650 (c) +$ 50 +8
Expenses 584 533 +$ 51 +10
Net Income S 116 S 117 S 1 -1

Although sales and gross profit in-
creased in dollar amounts, net in-
come decreased slightly from 2023
to 2024 (1%). This net decrease re-
sulted because cost of goods sold

increased at a faster rate than sales
(16% vs. 14%).

Vertical Analysis (Common-size):
Income Statements

% %
2024 2023
Sales 100 100 (b/c)
Cost of Goods Sold 78 77
Gross Profit 22 23
Expenses 18 19
Net Income 4 4

Notice the relative change in the compo-
nents. For example, cost of goods sold
increased in 2024 relative to sales (78% vs.
77%), while expenses in 2024 relative to
sales decreased (18% vs. 19%). The overall
changes were almost offsetting, as net in-
come remained fairly stable.

The percentages calculated become more informative when compared to earlier years. Further
analysis is usually undertaken in order to establish answers to the following questions:




What caused this change?
Is this change favourable or
unfavourable?

12.7. Horizontal and Vertical Trend Analysis

353

How do the percentages of this
company compare with other
companies in the same industry?

In other industries?

These and similar questions call attention to areas that require further study. One item of note
becomes more apparent as a result of the trend analysis above. Initially, it was stated that oper-
ating expenses were increasing between 2022 and 2024. Based on trend analysis, however, these
expenses are actually declining as a percentage of sales. As a result, their fluctuations may not be
as significant as first inferred. Conversely, the increases each year in cost of goods sold may be
worrisome. Initial gross profit ratio calculations seemed to indicate little variation, and thus little
effect on income from operations. The increase in cost of goods sold (78% vs. 77% of sales) may
warrant further investigation.

The ratios covered in this chapter are summarized in Figure 12.2.

Analysis of liquidity:

Calculation of ratio:

Indicates:

1. Working Capital

2. Current ratio

3. Acid-test ratio

4. Accounts
receivable collection
period

5. Number of days of
sales in inventory

6. Revenue
operating cycle

Current assets — Current liabilities

Current assets
Current liabilities

Quick current assets
Current liabilities

Average net

accounts receivable
Net credit sales

(or revenues)

X 365

Average inventory
Cost of goods sold x 365

Average number of days to collect
receivables + Average number of
days of sales inventory

The excess of current assets available
after covering current liabilities
(expressed as a dollar amount).

The amount of current assets available to
pay current liabilities.

Whether the company is able to meet the
immediate demands of creditors. (This is
a more severe measure of liquidity.)

The average time needed to collect
receivables.

How many days of sales can be made with
existing inventory

Length of time between the purchase of
inventory and the subsequent collection
of cash.
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Analysis of
profitability:

Financial Statement Analysis

Calculation of ratio:

Indicates:

1. Gross profit ratio

2. Operating profit
ratio

3. Net profit ratio

4. Sales to total
assets ratio

5. Return on total
assets

6. Return on equity

Leverage ratios:

Gross profit
Net sales

Income from operations
Net sales

Net income
Net sales (or revenues)

x 100

Net sales
Average total assets

Income from operations
Average total assets

Net income
Average equity

Calculation of ratio:

The percentage of sales revenue that is
left to pay operating expenses, interest,
and income taxes after deducting cost of
goods sold.

The percentage of sales revenue that is
left to pay interest and income taxes
expenses after deducting cost of goods
sold and operating expenses.

The percentage of sales left after payment
of all expenses.

The adequacy of sales in relation to the
investment in assets.

How efficiently a company uses its assets
as resources to earn net income.

The adequacy of net income as a return
on equity.
Indicates:

1. Debt ratio

2. Equity ratio

3. Debt to equity
ratio

4. Times interest
earned ratio

Market ratios:

Total liabilities
Total assets

Total equity
Total assets

Total liabilities
Equity

Income from operations
Interest expense

Calculation of ratio:

The proportion of total assets financed by
debt.

The proportion of total assets financed by
equity.

The proportion of creditor financing to
shareholder financing.

The ability of a company to pay interest to
long-term creditors.

Indicates:

1. Earnings per share

2. Price-earnings
ratio

3. Dividend yield
ratio

Net income—Preferred share dividends

Average number of common shares

outstanding

Market price per share
Earnings per share

Dividends per share
Market price per share

The amount of net income that has been
earned on each common share after
deducting dividends to preferred
shareholders.

Market expectations of future
profitability.

The short-term cash return that can be
expected from an investment in a
company’s shares.

Figure 12.2: Summary of Financial Statement Analysis Ratios



Schematically, the various analytical tools can be illustrated as shown in Figure 12.3.
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Financial Market Trend
Liquidity Profitability Structure Measures Analysis
Returns on

Short-term | Current asset Returns on | balance sheet
cash needs | performance sales items
Current A/R collection Gross Sales to total Debt to Earnings Horizontal
ratio period profit ratio | assets ratio equity ratio  per share
Acid-test Number of Operating | Return on Times Price- Vertical
ratio days of sales income total assets interest earnings

in inventory ratio earned ratio

ratio

Revenue Net profit | Return on Dividend

operating ratio equity yield ratio

cycle

Figure 12.3: Categorization of Financial Statement Analytical Tools

Summary of Chapter 12 Learning Objectives

LO1 - Describe ratio analysis, and explain how the liquidity, profitability, leverage, and market ratios
are used to analyze and compare financial statements.

Ratio analysis measures the relative magnitude of two selected numerical values taken from a
company’s financial statements and compares the result to prior years and other similar compa-
nies. Financial ratios are an effective tool for measuring: (a) liquidity (current ratio, acid-test ratio,
accounts receivable collection period, and number of days of sales in inventory); (b) profitability
(gross profit ratio, operating profit ratio, net profit ratio, sales to total assets ratio, return on total
assets, and return on equity); (c) leverage (debt ratio, equity ratio, debt to equity ratio, and times
interest earned ratio); and (d) market ratios (earnings per share, price-earnings ratio, and dividend
yield ratio). Ratios help identify the areas that require further investigation.

LO2 - Describe horizontal and vertical trend analysis, and explain how they are used to analyze
financial statements.

Horizontal analysis involves the calculation of percentage changes from one or more years over
the base year dollar amount. The base year is typically the oldest year and is always 100%. Ver-
tical analysis requires that numbers in a financial statement be restated as percentages of a base
dollar amount. For income statement analysis, the base amount used is sales. For balance sheet
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analysis, total assets, or total liabilities and equity, are used as the base amounts. When financial
statements are converted to percentages, they are called common-size financial statements.
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Chapter 13

Proprietorships and Partnerships

Chapter 1 introduced the three forms of business organizations — corporations, proprietorships,
and partnerships. The corporation has been the focus in Chapters 1 through 12. This chapter will
expand on some of the basic accounting concepts as they apply to proprietorships and partner-
ships.

Chapter 13 Learning Objectives M Watch video

LO1 - Describe the characteristics of a proprietorship, including how its financial statements
are different from those of a corporation.

LO2 — Describe the characteristics of a partnership including how its financial statements
are different from those of a corporation.

Concept Self-Check
Use the following questions as a self-check while working through Chapter 13.

1. What are some of the characteristics of a proprietorship, that are different from those of a
corporation?

2. What is the journal entry to record the investment of cash by the owner into a proprietor-
ship?

3. How are the closing entries for a proprietorship different than those recorded for a corpo-
ration?

4. Why is there only one equity account on a sole proprietorship’s balance sheet and multiple
accounts in the equity section of a corporate balance sheet?

5. What is mutual agency as it relates to a partnership?

6. How is a partnership different than a corporation?

357


https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO13-0

358 + Proprietorships and Partnerships

NOTE: The purpose of these questions is to prepare you for the concepts introduced in the chap-
ter. Your goal should be to answer each of these questions as you read through the chapter. If,
when you complete the chapter, you are unable to answer one or more the Concept Self-Check
guestions, go back through the content to find the answer(s). Solutions are not provided to these

questions.

13.1 Proprietorships E‘E Watch video

LO1 — Describe the char-
acteristics of a proprietor-
ship including, how its fi-
nancial statements are dif-
ferent from those of a cor-
poration.

Investing in a Proprietorship

As discussed in Chapter 1, a proprietorship is a business owned
by one person. It is not a separate legal entity, which means that
the business and the owner are considered to be the same en-
tity. As a result, for example, from an income tax perspective,
the profits of a proprietorship are taxed as part of the owner’s
personal income tax return. Unlimited liability is another charac-
teristic of a proprietorship meaning that if the business could not
pay its debts, the owner would be responsible even if the busi-
ness’s debts were greater than the owner’s personal resources.

When the owners of a corporation, known as shareholders, invest in the corporation, shares are
issued. The shares represent how much of the corporation is owned by each shareholder. In a
proprietorship, there is only one owner. When that owner invests in their business, the journal

entry is:

General Journal

Date

Account/Explanation PR | Debit | Credit

............................... XXX

Owner’sCapital..................... XXX
To record the owner’s investment into
their business.

Distribution of Income in a Proprietorship — Withdrawals

A corporation distributes a portion of income earned to its owners, the shareholders, in the form
of dividends. In a proprietorship, the owner distributes a portion of the business’s income to
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her/himself in the form of withdrawals. Typically, the owner will withdraw cash but they can
withdraw other assets as well. The journal entry to record a cash withdrawal is:

General Journal

Date Account/Explanation PR | Debit | Credit
Withdrawals........................... XXX
Cash.........oo i XXX
To record the owner’s withdrawal of cash.

Closing Entries for a Proprietorship

The closing entries for a corporation involved four steps:

Entry 1: Close the revenue accounts to the Income Summary account
This would be identical for a proprietorship.

Entry 2: Close the expense accounts to the Income Summary account
This would also be identical for a proprietorship.

Entry 3: Close the income summary to retained earnings

Instead of closing the balance in the income summary to retained earnings, a proprietorship would
close the income summary to the Owner’s Capital account.

Entry 4: Close dividends to retained earnings

The equivalent to dividends for a proprietorship is withdrawals. There is no Retained Earnings
account in a proprietorship. A corporation separates investments made by the owners (share-
holders) into a Share Capital account while dividends and accumulated net incomes/losses are
recorded in retained earnings. In a proprietorship, all owner investments, withdrawals, and net
incomes/losses are maintained in the Owner’s Capital account. Therefore, the fourth closing entry
for a proprietorship closes withdrawals to this Owner’s Capital account.

Figure 13.1 compares the closing entries for a proprietorship and a corporation.
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Proprietorship Corporation
Entry 1: Close the revenue accounts to the In-

come Summary account.
Revenues XXX Revenues XXX

Income Summary XXX Income Summary XXX
Entry 2: Close the expense accounts to the In-

come Summary account.

Income Summary XXX Income Summary XXX
Expenses XXX Expenses XXX
Entry 3: Close the Income Summary account
...to the Owner’s Capital account. ...to the Retained Earnings account.
Income Summary XXX Income Summary XXX
Owner’s Capital XXX Retained Earnings XXX
When there is a net income. When there is a net income.
OR OR
Owner’s Capital XXX Retained Earnings XXX
Income Summary XXX Income Summary XXX
When there is a net loss. When there is a net loss.
Entry 4: Close
...withdrawals to the Owner’s Capital account. ...dividends to the Retained Earnings account.
Owner’s Capital XXX Retained Earnings XXX
Withdrawals XXX Dividends XXX

Figure 13.1: Comparing Closing Entries for a Proprietorship and Corporation

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Closing Entries.

[l [

Financial Statements

The financial statements for a proprietorship are much the same as for a corporation with some
minor differences. As shown in Figure 13.2, the income statements only differ in that the pro-
prietorship does not include income tax expense since its profits are taxed as part of the owner’s
personal income tax return.


https://lifa1.lyryx.com/student-servlets/ExplorationServlet?command=page&id=110
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Corporation

ABC Consulting
Income Statement

Year ended December 31, 2023

Revenues $400
Operating expenses 180
Income from operations $220
Other revenues and expenses

Interest revenue $20

Loss on sale of equipment (5) 15
Net income 8235

ABC Inc.
Income Statement
Year ended December 31, 2023

Revenues $S400
Operating expenses 180
Income from operations $220
Interest revenue $20
Loss on sale of equipment (5)
15
Income before tax $235
Income tax expense 50
Net income 185

Figure 13.2: Comparing the Income Statement for a Proprietorship and for a Corporation

The statement of changes in equity for each of a proprietorship and corporation includes the same
elements: beginning equity, additional investments by the owner(s), net income/loss, distribution
of income to the owner(s), and the ending balance in equity. However, the statements are struc-
tured differently because in a proprietorship, all the equity items are combined in one account, the
Owner’s Capital account. In a corporation, equity is divided between share capital and retained
earnings. These differences are illustrated in Figure 13.3.

Proprietorship

Corporation

ABC Consulting
Statement of Changes in Equity
Year ended December 31, 2023

Owner’s capital, January 1, 2023 $12,000
Add: Owner investment $1,000

Net income 235 1,235

Total $13,235

Less: Withdrawals 150

Owner’s capital, December 31, 2023 $13,085

ABC Inc.
Statement of Changes in Equity
Year ended December 31, 2023

Share Retained Total

Capital  Earnings Equity
Balance, January 1, 2023 $9,000 $3,000 $12,000
Issuance of share capital 1,000 1,000
Net income/loss 185 185
Dividends (150) (150)
Balance, December 31, 2023 $10,000 63,035 $13,035

Figure 13.3: Comparing the Statement of Changes in Equity for a Proprietorship and for a Cor-

poration

Although both statements are based on identical dollar amounts, notice that the total equity at
December 31, 2023 for the proprietorship is $13,085 which is $50 more than the $13,035 shown
for the corporation. The $50 difference is the income tax expense deducted on the corporation’s

income tax.
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The balance sheet for each of a proprietorship and corporation includes the same elements: as-
sets, liabilities, and equity. However, the equity section of the statement differs because in a
proprietorship, all the equity items are combined in one account, the owner’s capital account. In
a corporation, equity is divided between share capital and retained earnings. These differences

are illustrated in Figure 13.4.

Proprietorship

Proprietorships and Partnerships

Corporation

ABC Consulting
Balance Sheet
December 31, 2023

Assets

Cash S 4,000

Other assets 86,000
Total assets $90,000
Liabilities $76,915
Equity

Owner’s capital 13,085

Total liabilities and equity $90,000

ABC Inc.
Balance Sheet
December 31, 2023

Assets
Cash S 3,950
Other assets 86,000
Total assets $89,950
Liabilities $76,915
Equity
Share capital $10,000
Retained earnings 3,035
Total equity 13,035
Total liabilities and equity $89,950

Figure 13.4: Comparing the Balance Sheet for a Proprietorship and for a Corporation

The S50 difference between the proprietorship’s and corporation’s balances in each of cash and
total equity is because the corporation paid $50 income tax which the proprietorship is not sub-
ject to. The equity sections of the two balance sheets are different only in terms of the types of

accounts used.

] Tt

Financial Statements.

= An exploration is available on the Lyryx site. Log into your Lyryx course to run
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13.2 Partnerships EE Watch video

As discussed in Chapter 1, a partnership is a business owned by
LO2 — Describe the charac- |more than one person. Partners should have a partnership con-
teristics of a partnership, |tractthatdetailstheiragreementon thingssuch aseach partner’s
including how its financial |rights and duties, the sharing of incomes/losses and withdrawals,
statements are different |as well as dispute and termination procedures. A partnership is
from not a separate legal entity, which means that the business and the
those of a corporation. partners are considered to be the same entity. As a result, for ex-
ample, from an income tax perspective, each partner’s share of
the profits is taxed as part of that partner’s personal income tax
return. Unlimited liability is another characteristic of a partner-
ship, meaning that if the business could not pay its debts, the
partners would be responsible even if the business’s debts were
greater than their personal resources.

The exception to this would be the formation of a limited liability partnership (LLP) that that is
permitted for professionals such as lawyers and accountants. In an LLP, the general partner(s)
is/are responsible for the management of the partnership and assume(s) unlimited liability, while
the limited partners have limited liability but also limited roles in the partnership as specified in
the partnership agreement. Partnerships also have a limited life and are subject to mutual agency.
Mutual agency means that a partner can commit the partnership to any contract because each
partner is an authorized agent of the partnership. For example, one partner could sign a contract
to purchase merchandise that falls within the scope of the business’s operations.

Investing in a Partnership

Recall that when the owners of a corporation, known as shareholders, invest in the corporation,
shares are issued. Recall as well that in a proprietorship there is only one owner whose invest-
ments into the business are credited to their capital account. A partnership is similar to a pro-
prietorship in that each partner’s investment into the business is credited to an owner’s capital
account. The difference is that in a partnership there will be more than one owner’s capital ac-
count. For example, assume Doug Wharton, Lisa Bartwiz, and Tahanni Butti started a partnership
called WBB Consulting and invested cash of $20,000, $15,000, and $40,000, respectively. The
journal entry to record the investment is:


https://lifa1.lyryx.com/video.jsp?l=bns&f=ANNAND_1/LO13-2
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General Journal

Date Account/Explanation PR | Debit Credit
Cash. ..o 75,000
Wharton, Capital ................... 20,000
Bartwiz, Capital ..................... 15,000
Butti, Capital ....................... 40,000
To record each partner’s investment into
the business.

Distribution of Income in a Partnership — Withdrawals

Recall that a corporation distributes a portion of income earned to its owners, the shareholders,
in the form of dividends. In a proprietorship and partnership, the owner/partners distribute a
portion of the income to themselves in the form of withdrawals. Assume Wharton, Bartwiz, and
Butti each withdraw $5,000. The journal entry is:

General Journal
Date Account/Explanation PR | Debit | Credit
Wharton, Withdrawals ................. 5,000
Bartwiz, Withdrawals................... 5,000
Butti, Withdrawals . .................... 5,000
Cash......ooiiiiiiii 15,000
To record the partners’ withdrawal of
cash.

Closing Entries for a Partnership

The closing entries for a partnership are much the same as those for a proprietorship except that
for a partnership there is more than one withdrawals account and more than one capital account.
The only complexity with the closing entries for a partnership is with closing the Income Summary
account to the capital accounts. The complexity stems from the partnership agreement which
details how incomes/losses are to be allocated. Let us review several scenarios.

Example 1: Assume WBB Consulting earned $60,000 during the year and the partnership agree-
ment stipulates that incomes/losses are to be allocated equally. The journal entry to close the
income summary to the partners’ capital accounts would be:

General Journal

Date Account/Explanation PR | Debit Credit
IncomeSummary ...........cooiiiin.. 60,000
Wharton, Capital ................... 20,000
Bartwiz, Capital..................... 20,000
Butti, Capital ....................... 20,000
To close the income summary based on
equal allocation.
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Example 2: Assume WBB Consulting had a net loss of $70,000 during the year and the partner-
ship agreement stipulates that incomes/losses are to be allocated on a fractional basis of 2:1:4,
respectively. The journal entry to close the income summary to the partners’ capital accounts

would be:

General Journal

13.2. Partnerships
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An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Income - No Partnership Agreement.

Example 3: Assume WBB Consulting had a net income of $100,000 during the year and the part-
nership agreement stipulates that incomes/losses are to be allocated on the ratio of capital invest-
ments. The journal entry to close the income summary to the partners’ capital accounts would

be:

To close the income summary based on
2:1:4 fractional allocation; calculations:
2/(2+1+4) x 70,000 = 20,000; 1/(2+1+4)
x 70,000 = 10,000; 4/(2+1+4) x 70,000 =
40,000.

General Journal

Date Account/Explanation PR | Debit Credit
Wharton, Capital....................... 20,000
Bartwiz, Capital ........................ 10,000
Butti, Capital ..., 40,000
Income Summary................... 70,000

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Income/Loss — Fractional Basis.

[T [

To close the income summary with the al-
location based on a ratio of capital invest-
ments; calculations: (20,000/75,000) x
100,000 = 26,667 (rounded to the nearest
whole dollar); (15,000/75,000) x 100,000
= 20,000; (40,000/75,000 x 100,000 =
53,333 (rounded to the nearest whole dol-
lar).

Date Account/Explanation PR Debit Credit
Income Summary ........... ..ol 100,000

Wharton, Capital ................... 26,667

Bartwiz, Capital ..................... 20,000

Butti, Capital ....................... 53,333

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Income — Ratio of Investments.
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Example 4: Assume WBB Consulting had a net income of $60,000 during the year and the part-
nership agreement stipulates that incomes/losses are to be allocated based on salaries of $70,000
to Wharton; $20,000 to Bartwiz; zero to Butti; and the remainder equally. The journal entry to
close the income summary to the partners’ capital accounts would be:

General Journal
Date Account/Explanation PR | Debit Credit
IncomeSummary ............ ... 60,000
Butti, Capital ..., 10,000
Wharton, Capital ................... 60,000
Bartwiz, Capital..................... 10,000
To close the income summary with the al-
location based on salaries and the remain-
der allocated equally; calculations:
Wharton Bartwiz  Butti Total
Net income 60,000¢———
Salaries: 70,000 20,000 0 -90,000 | The sum of the to-
Remainder to be allocated: -30,000 %gg‘ é?lﬂ;ﬁ fcggotrﬂlce"e
-30,000x1/3 -10,000 -10,000 -10,000 30,000 | net income/loss
Balance of net income to be allocated 0 | being allocated.
Total to be allocated to each partner 60,000 10,000 -10,000 60,000¢———

Notice in Example 4 that Butti is receiving a negative allocation which results in a debit to her

Capital account.

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Income — Remainder to be Allocated.

Example 5: Assume WBB Consulting had a net income of $90,000 during the year and the partner-
ship agreement stipulates that incomes/losses are to be allocated based on a combination of: (a)
20% interest of each partner’s beginning-of-year capital balance; (b) salaries of $70,000 to Whar-
ton, $20,000 to Bartwiz, $15,000 to Butti; and (c) the remainder equally. The journal entry to close
the income summary to the partners’ capital accounts would be:

General Journal

Date

Account/Explanation

PR

Income Summary
Wharton, Capital
Bartwiz, Capital.....................
Butti, Capital

To close the income summary with the al-

location based on a combination of inter-

est and salaries with the remainder allo-
cated equally; calculations:

Debit Credit
90,000

64,000

13,000

13,000
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Wharton Bartwiz  Butti Total

Net income 90,000(—|
Interest: The sum of
20%x20,000; 20%x15,000; 20%x40,000 4,000 3,000 8,000 -15,000 mgsgo}gé% o
Salaries: 70,000 20,000 15,000 -105,000 | cile (be equal
Remainder to be allocated: -30,000 | to) the net
income/loss
-30,000x1/3 -10,000 -10,000 -10,000 30,000 | peing allo-
Balance of net income to be allocated 0 cated.
Total to be allocated to each partner 64,000 13,000 13,000 90,00046——
e mmmemmemeemeememeemeeea e e .
x

The total income allocated to
each partner is carried into
the net income line of the
Statement of Changes in Eq-

uity (as shown next).

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Incomes/Losses — Interest, Salaries, Remainder.

Financial Statements

The income statement for a partnership is identical to that for a proprietorship. The statement
of changes in equity for a partnership is similar to a proprietorship’s except that there is a Capital
account and Withdrawals account for each of the partners.

Assume that on January 1, 2023, the first year of operations for WBB Consulting, the partners,
Wharton, Bartwiz, and Butti, invested $20,000, $15,000, and $40,000, respectively. During 2023
they each withdrew $5,000. The statement of changes in equity would appear as illustrated in
Figure 13.5 given a net income for the year of $90,000 allocated as shown in Example 5 previously.
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WBB Consulting
Statement of Changes in Equity
Year Ended December 31, 2023

ey

Wharton Bartwiz Butti Totals
Capital, January 1, 2023 S 0 S 0 S 0 S 0
Add: Investments by partners 20,000 15,000 40,000 75,000
EEEEEE »Net income 64,000 13,000 13,000 90,000
Subtotals $84,000 $28,000 $53,000 $165,000
Less: Withdrawals by partners 5,000 5,000 5,000 15,000

Capital, December 31, 2023 $79,000 $23,000 $48,000 $150,000

Figure 13.5: Statement of Changes in Equity for a Partnership

An exploration is available on the Lyryx site. Log into your Lyryx course to run
Allocating Income — Remainder to be Allocated.

.
[l |

In the equity section on the balance sheet there will be more than one owner’s capital account as
shown in Figure 13.6.

WBB Consulting
Balance Sheet
December 31, 2023

Assets

Cash S 35,000

Other assets 143,000
Total assets S 178,000
Liabilities S 28,000
Equity

Wharton, capital $79,000

Bartwiz, capital 23,000

Butti, capital 48,000 150,000
Total liabilities and equity S 178,000

Figure 13.6: Balance Sheet for a Partnership
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Summary of Chapter 13 Learning Objectives

LO1 - Describe the characteristics of a proprietorship, including how its financial statements are
different from those of a corporation.

A proprietorship is a business owned by one person. It is not a separate legal entity, which means
that the business and the owner are considered to be the same entity. The profits of a propri-
etorship are taxed as part of the owner’s personal income tax return. Unlimited liability is an-
other characteristic of a proprietorship meaning that if the business could not pay its debts, the
owner would be responsible even if the business’s debts were greater than the owner’s personal
resources. Owner investments, owner withdrawals, and net incomes/losses are closed to one
permanent account: the Owner’s Capital account.

LO2 - Describe the characteristics of a partnership, including how its financial statements are dif-
ferent from those of a corporation.

A partnership is a business owned by more than one person. Partners should have a partnership
contract that details their agreement on things such as each partner’s rights and duties, the sharing
of incomes/losses and withdrawals, as well as dispute and termination procedures. A partnership
is not a separate legal entity, which means that the business and the partners are considered to
be the same entity. Each partner’s share of the profits is taxed as part of that partner’s personal
income tax return. Unlimited liability is another characteristic of a partnership meaning that if
the business could not pay its debts, the partners would be responsible even if the business’s
debts were greater than the partners’ personal resources. The exception to this would be the for-
mation of a limited liability partnership (LLP) that is permitted for professionals such as lawyers
and accountants. In an LLP, the general partner(s) is/are responsible for the management of the
partnership and assume(s) unlimited liability while the limited partners have limited liability but
also limited roles in the partnership as specified in the partnership agreement. Partnerships also
have a limited life and are subject to mutual agency. Mutual agency means that a partner can
commit the partnership to any contract because each partner is an authorized agent of the part-
nership. The closing entries for a partnership are the same as those for a proprietorship except
there is more than one capital account and more than one withdrawals account. The closing of
the income summary to each partner’s capital account is based on the allocation details in the
partnership agreement.
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