PART- ONE: BASIC CONCEPTS AND FINANCIAL STATEMENTS
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1.0. Aims and objectives

This unit aims at discussing the nature and environment of accounting in general and financial accounting in particular.

After you have studied this unit, you will be able to:

· know the environment factors that influence accounting

· understand the nature and environment of financial accounting 

· know the users of accounting information

· explain organizations and laws affecting financial accounting.

1.1.   Introduction

Fair presentation of financial affairs is the essence of accounting theory and practice.  With the increasing size and complexity of business enterprises and the increasing economic role of government, the responsibility placed on accountants is greater today than ever before.  If accountants are to meet this challenge, they must have a logical and consistent body of accounting theory to guide them.  This theoretical structure must be realistic in terms of the economic environment and must be designed to meet the needs of users of financial statements.

Financial statements and reports prepared by accountants are vital to the successful working of society.  Economists, investors, business executives, labor leaders, bankers, and government officials all rely on these financial statements and reports as fair and meaningful summaries of day-to-day business transactions In addition, these groups are making increased use of accounting as a base for forecasting future economic trends. 

1.2. Environmental factors that influence accounting

Accounting, like other social science disciplines and human activities, is largely a product of its environment.  The environment of accounting consists of social-economic – political- legal conditions, constraints, and influences which have varied from time to time. Accounting theory and practices have evolved to meet changing demands and influences. Modern accounting is the product of many influences and conditions, three of which deserve special consideration. 

First, accounting recognizes that people live in a world of scarce resources.  Because resources exist in limited supply, people try to concern them, to use them effectively and efficiently, and to identify and encourage those who can make effective and efficient use of them.  Accounting plays a useful role in obtaining a higher standard of living because it helps to identify efficient & inefficient users of resources.

Second, accounting recognizes and accepts society’s current and ethical concepts of property and other rights when determining equity among the varying interests in an enterprise or entity.  Accounting looks to its environment for direction with regard to what property rights society protects, what society recognizes as value, and what society acknowledges as equitable & fair.

Third, accounting recognizes that in highly developed, complex economic systems, some (owners and investors) entrusts the custodianship of and control over property to others (managers).  One of the results of the corporate form of organization has been the tendency in large enterprises to divorce ownership and management

 Thus, the function of measuring and reporting information to absentee investors (eg. Share holders) has been added to that of recording and presenting financial data for owner – manager use.  This development greatly increased the need for accounting standards (rules of practice governing the contents, measurements, and disclosures in financial statements). 

Check your progress-1

1. Modern accounting is the product of many influences and conditions.  List three conditions that deserve special consideration.

_____________________________________________________________________________________________________.

1.3.  Nature and environment of financial accounting

For purposes of study and practice, the discipline of accounting is commonly divided into the following areas or subsets: financial accounting, managerial (cost) accounting, tax accounting, and not- for- profit (public sector) accounting.  This book concentrates on financial accounting.  Financial accounting has been characterized as “that branch of accounting concerned with the classification, recording, analysis, and interpretation of the overall financial position and operating results of an organization.  Financial accounting encompasses the process and decisions that culminate in the preparation of financial statements relative to the enterprise as a whole for use by parties both internal and external to the enterprise.  These statements provide a continual history qualified in money terms of economic resources and obligations of a business enterprise and of economic activities that change these resources and obligations.  The following four environmental factors, although not as basic as the three aspects described in environmental factors that influence accounting, shape financial accounting to a significant extent:

· The many users and uses that accounting serves 

· The nature of economic activity

· The economic activity in individual business enterprises

· The means of measuring economic activity.

Check your progress-2

1. What is financial accounting?

________________________________________________________________________________________________________.

1.4 Users of accounting information

The basic assumptions that underlie current accounting practice have evolved over many years in response to the needs of various users of accounting information.  The users of accounting information may be divided into two broad groups: internal users and external users.

Internal users include all the management personnel of a business enterprise who use accounting information either for planning and controlling current operations or for formulating long-range plans and making major business decisions.  The term managerial accounting relates to internal measurements and reporting; it includes the development of detailed current information helpful to all levels of management in decision making designed to achieve the goals of the enterprise.  

External users of accounting information include stock-holders, bondholders, potential investors, bankers and other creditors, financial analysts, economists, labor unions, and numerous government agencies.  The field of financial accounting is directly related to external reporting because it provides investors and other outsiders with the financial information they need for decision making.

Check your progress-3

Explain the distinction between financial and management accounting. 

1.5. Organizations and Laws affecting Financial Accounting 

Certain professional organizations, governmental agencies, and legislature acts have been extremely influential in shaping the development of the existing body of financial accounting theory.  Among the most important of these have been the International Accounting standards, the financial Accounting standards in U.K., the American Institute of certified public Accountants, the Association of chartered certified Accountants (ACCA) in U.K., the American Accounting Association etc.

Awareness of the roles of these in situational forces is helpful in gaining an understanding of current accounting principles and practices.   Efforts to improve existing principles of accounting will have a better chance of success if they are made with full recognition of the needs of the various groups that use accounting information.

In this course, we will depend on the laws or principles established by financial Accounting standards Board (FASB).  So, let us see what FASB is.

Financial Accounting standards Board (FASB)

The financial Accounting standard Board was established in 1972 to develop financial accounting standards for business enterprises and nonprofit organizations.  This independent body consisted of seven full- time members and a large supporting staff.

Lending support and counsel to the FASB are the Financial Accounting Foundation, which appoints members of the FASB and raises funds for its operations, the Financial Accounting Standards Adivisory Council, a screening committee on Emerging problems, and numerous taskforces consisting of financial executives, accounting educators, lawyers, and CPAs(Certified public Accountants)

The FASB is authorized to issue statements of financial Accounting standards, as well as Interpretations and Technical Bulletins, to guide individuals and organizations in preparing and auditing financial statements.  Before a formal statement is drafted, the FASB frequently issues a Discussion Memorandum that identifies and analyses the issues to be considered.  Public learning then are held on the issues identified in the Discussion Memorandums.  Next, an Exposure Draft of the proposed statement is circulated.  These procedures are designed to encourage the widest participation possible by all interested parties before a new financial accounting standard is issued.  As of the beginning of 1985 the FASB had issued 82 statements.  Those statements dealing with the subject matter of Intermediate Accounting have been incorporated in this book to the maximum extent possible.

1.6 Summary

The purpose of this chapter has been to provide a perspective, which can serve as a starting point for understanding financial accounting and as a base for doing it.  Basically, we have described the nature of financial accounting, the environmental factors, which have influenced its development, the useful role it can play in influencing the environment, the many users of accounting information, and the organizations, which influence financial accounting.  From this description, it is a means to an end rather than an end in itself.  Because the environment with in which accounting exists is constantly changing, one can expect accounting to continue to evolve in response to this changes. Indeed continuous evolution has been a constant theme throughout the history of accounting.

1.7 answers to check your progress

1.         a)  Accounting recognizes that people live in a world of scarce resources.

           b)   Accounting recognizes and accepts society’s current and ethical concepts of      

                  property and other rights when determining equity among the varying interests in 

                   an enterprise or entity.


c)  Accounting recognizes that in highly developed, complex economic systems, some 

                entrust the custodianship of and control over property to others.

2. Financial accounting is a branch of accounting concerned with the classification, recording,  analysis and interpretation of the overall financial position and operating results of an organization.

3. Financial accounting is directly related to external reporting it encompasses the process and decisions that culminate in the preparation of financial statement relative to the enterprise for use by parties management accounting relates to internal measurements and reporting. It focuses on the planning and controlling functions in an enterprise.

1.8. MODEL EXAMINATION QUESTIONS.

I: True/False questions

_________ 1.  The environment of accounting is unaffected by social – economic- Legal 

                        conditions, restraints, and influences that vary from time to time.

_________2.  Financial accounting is the process that culminates in the preparation of financial reports that are relative to the enterprise as a whole and that are used by parties both internal and external to the enterprise.

_________ 3.  The purpose of accounting is to provide qualitative financial information about an  economic entity to person interested in activities of that entity.

_________ 4.  Accounting is considered as a means to an end.

_________ 5.  Accounting is an unchanging discipline with its environment and other influences.

_________ 6.  Financial accounting – focuses primarily on internal users of financial statements.

_________ 7.  Management accounting is directly concerned with stock holders and creditors.

_________ 8. External decision makers (users) Lack direct access to the information generated by   the internal operations of a company.

_________  9. A major role of the Accounting Standards Executive committee (AcSEC) is to 

                       inform the FASB of financial reporting problems that are developing in practice.

_________10. One of the objectives of financial reporting is to provide information that is useful in assessing cash flow prospects of the entity being reported on

II. Short Answer Questions.

1. Describe the procedures followed by the Financial Accounting standards board in the development of a new financial accounting Standard.

2. Governmental agencies are one of the external users of accounting information.  For what purposes do governmental agencies use accounting information?

3. Why does financial accounting emphasize communication?

1.9 .   Glossary

1. External Users –are those who lack direct access to the information generated by the internal operations of a company.

2. Financial Accounting – is concerned with the way businesses communicate financial information to the public the various categories of people who invest in, lend money to, or do business with a company.

3. FASB – is an independently funded private organization operating under extensive due process procedures, broad participation, and authority delegated through congress and SEC to formulate accounting principles.

4. Internal users – are those responsible for planning the future of the business, implementing those plans, controlling daily operations, and reporting information to other operating officers.

5. Management Accounting – a branch of accounting that uses both historical and estimated data in providing information which management uses in conducting daily operations and in planning future operations.

UNIT 2: CONCEPTUAL FRAMEWORK FOR FINANCIAL ACCOUNTING AND REPORTING

Contents

  2.0. Aims and Objectives

  2.1. Introduction 

2.2.   Nature of a Conceptual Framework

2.3.  Development of a Conceptual Framework

2.4.  First Level: Basic Objectives

2.5.  Second Level: Fundamental Concepts 

 2.5.1. Qualitative Characteristics of Accounting Information


2.5.1.1. Decision Makers And Understandability


2.5.1.2. Primary Qualities


2.5.1.3. Secondary Qualities

 2.5.2. Elements of Financial Statements

2.6.  Third Level: Recognition and Measurement Concepts

2.6.1. Basic Assumptions

2.6.2. Basic Principles

2.6.3. Constraints

2.7.  Summary

2.8.  Answers To Check Your Progress

2.9.  Model Examination Questions

2.10. Glossary
2.0. AIMS AND OBJECTIVES

This chapter aims at discussing the nature of conceptual framework, its development and certain other aspects.

After studying this unit, you will be able to:

· appreciate the need for and importance of the conceptual framework as it relates to financial reporting

· know how conceptual framework is developed

· understand the basic objectives of financial reporting

· know who uses financial statements, why they use them, what qualities of accounting information are considered critically important, and the elements of financial statements

· explain of the essential assumptions, implementation principles and constraints underlying generally accepted accounting principles

2.1.   INTRODUCTION

For many of us, accounting appears to be methodical and procedural in nature.  The visible portion of accounting – record keeping and preparation of financial statements – too often suggests the application of a low – level skill in an occupation devoted to mundane objectives and devoid of challenge and imagination.  In accounting, a large body of theory (conceptual framework) does exist, however. It consists of philosophical objectives, normative theories, interrelated concepts, precise definitions, and underlying assumptions, principles, and constraints.  This theoretical foundation may be unknown to many people, but serves to justify accounting as a truly professional discipline.  Thus, accountants philosophize, theorize, judge, create, and deliberate as a significant part of their professional activity.

The principles of accounting are unlike the principles of the natural sciences and mathematics.  Because

1. they can’t be derived from or proved by the laws of nature

2. They are not viewed as fundamental truths or axioms

An accounting theory is not something that is discovered rather, it is created, developed, or decreed on the basis of environmental factors, intuition, authority, and acceptability because the theoretical framework accounting is difficult to substantiate objectively or by experimentation, arguments concerning it can degenerate into quasi – religious dogmatism. As a result, the credibility of accounting rests upon its general recognition and acceptance by preparers, auditors, and users of financial statements.  Given this, the purpose of this chapter is to examine the nature and usefulness of a conceptual framework for financial accounting, and discuss its components.  

2.2 NATURE OF A CONCEPTUAL FRAMEWORK

A conceptual framework is like a constitution.  A conceptual framework for financial accounting is “ a coherent system of interrelated objectives and fundamentals that can lead to consistent standards and that prescribes the nature, function, and limits of financial accounting and financial statements.”

Why is a conceptual framework necessary?

Firs, to be useful, standard setting should build on and relate to an established body of concepts and objectives. A soundly developed conceptual framework should enable the development and issuance of a coherent set of standards and practices built upon the same foundation.

Second, a conceptual framework should increase financial statement users’ understanding of and confidence in financial reporting.

Third, such a framework should enhance comparability among the financial statements of  different companies.  Similar events should be similarly accounted for and reported; dissimilar events should not be.

Fourth, new and emerging practical problems should be solved more quickly by referring to an existing framework of basic theory

 Check your progress-1

1. Why is a conceptual framework useful in financial accounting?

______________________________________________________________________________________________________.

DEVELOPMENT OF A CONCEPTUAL FRAMEWORK

One of the initial projects of the financial Accounting standards Board (FASB) was a study designed to identify the “broad qualitative standards for financial reporting” After extensive work on the project, the FASB decided to expand the scope of the project to include the entire conceptual framework of financial accounting and reporting, including objectives, qualitative characteristics, and the needs of users of accounting information.  The purpose of the conceptual framework project was to provide a sound and consist basis for the development of financial accounting standards.

The expanded conceptual framework project undertaken by the FASB has resulted in the publication of the following relating to financial reporting for business enterprises:

Statement of Financial Accounting concepts No.1 (SFAC No.1), “objectives of Financial Reporting by business Enterprises” Presents the goals and Purposes of Accounting.

SFAC No.2, “Qualitative characteristics of Accounting Information” Examines the Characteristics that make accounting information useful.

SFAC No. 3, “Elements of Financial Statements of Business Enterprises” Provides definitions of items that financial statements comprise, such as assets, liabilities, revenues and expenses.

SFAC No. 5, “Recognition and measurement in financial Statements of Business enterprises” 

                       Sets forth fundamental recognition and measurement criteria and guidance on 

                       what information should be formally incorporate into financial statements and 

                       when.

SFAC No. 6, Elements of Financial Statements” Replaces SFAC No.3 and expands its scope to include not –for-profit organizations.


These issues are discussed in three levels of conceptual framework.


First level: Objectives: SFAC No. 1


Second level: -
Qualitative characteristics: SFAC No. 2

                                                     Elements of financial statements SFAC No. 6


 Third level: Recognition and measurement concepts. SFAC No. 5

2.3 FIRST LEVEL: OBJECTIVES OF FINANCIAL REPORTING AND  FINANCIAL STATEMENTS

In general, when providing information to users of financial statements, the accounting profession has relied on general-purpose financial statements.  The intent of these is to provide useful information to various user groups at reasonable cost. Underlying these objectives is the presumption that users have a fairly sophisticated understanding of matters related to business and financial accounting.  This point is important because it means that when preparing financial statements, accountants may assume that users have a reasonable level of competence; this has an impact on the way and the extent to which information is reported.

The objectives established by the FASB were as follows:

1. Financial reporting should provide information that is useful to present and potential investors and creditors and other users in making rational investment, credit, and similar decisions.  The information should be comprehensible to those who have a reasonable understanding of business and economic activities and are willing to study the information with reasonable diligence.

2. Financial reporting should provide information to help present and potential investors and creditors and other users in assessing the amounts, timing, and uncertainty of prospective cash receipts from dividends or interest and the proceeds from the sale, redemption, or maturity of securities or loans.

3. Financial reporting should provide information about the economic resources of an enterprise, the claims to those resources, and the effects of transactions, events, and circumstances that change resources and claims to those resources.

4. Financial reporting should provide information about an enterprise’s financial performance during a period.

5. The primary focus of financial reporting is information about an enterprise’s performance provided by measures of earnings and its components.

6. Financial reporting should provide information about how enterprise obtains and spends cash, about its borrowing and repayment of borrowing, about its capital transactions, including cash dividends and other distributions of enterprise resources to owners, and about other factors that may affect an enterprise liquidity or solvency.

7. Financial reporting should provide information about how management of an enterprise has discharged its stewardship responsibility to owners (stockholders) for the use of enterprise resources interested to it.

8. Financial reporting should provide information that is useful to managers and directors in making decisions.

Summarizing, the FASB identified eight objectives of financial reporting, all of which focused on providing information needed by current and prospective investors and creditors of a business enterprise in their decision making. The primary emphasis was placed on information regarding the enterprise’s earnings.

2.4  SECOND LEVEL: FUNDAMENTAL CONCEPTS

The objectives (first level) are concerned with the goals and purposes of accounting.  Later, we will discuss the ways these goals and purposes are implemented (third level).  Between these two levels it is necessary to provide certain conceptual building blocks that explain the qualitative characteristics of accounting information and define the elements that financial statements comprise.  These conceptual building blocks form bridge between the why (the objectives) and the how (recognition and measurement) of accounting.

2.5.1. Qualitative Characteristics of Accounting Information

Choosing an acceptable accounting method, the amount and type of information to be disclosed, and the format in which information should be presented involves determining which of several possible alternatives provide the best (i.e. most useful) information for decision – making purposes.  Financial reporting is concerned, in varying degrees, with decision making by financial statement users.  As a consequence, the overriding criterion by which accounting choices can be judged is that of decision usefulness, that is, providing information that is most useful for decision-making.  To help distinguish superior (more useful) form inferior (less useful) information, the qualitative characteristics, which make information useful, should be considered.

2.5.1.1. Decision Makers (Users) and Understandability

Decision makers vary widely in the types of decisions they make, the methods of decision making they employ, the information they already possess or can obtain from other sources, and their ability to process the information.  Consequently, for information to be useful there must be a connection (linkage) between it and the users and the decisions they make.  This linkage is the understandability of the information.  Understability of financial statements, however, depends not only on the accounting’s skills and abilities to comprehend that information.  In this regard, a user’s ability could vary from being simplistic to expert.

2.5.1.2   Primary Qualities

It is generally agreed that relevance and reliability are two primary qualities that make accounting information useful for decision making.  Each of these qualities is achieved to the extent that information incorporates specific capabilities (ingredients)

A. Relevance

Relevance is the capacity of accounting information to make a difference to the external decision makers who use financial reports.  If certain information is disregarded because it is perceived to have no bearing on a decision, it is irrelevant to that decision.

Relevance can be evaluated according to three qualitative criteria,

1. Timeliness – means available to decision makers before it loses its capacity to influence their decisions.  Accounting information should be timely if it is to influence decisions, like the news of the world, state financial information has less impact than fresh information. 

2. Predictive value – Accounting information should be helpful to external decision makers by increasing their ability to make predictions about the outcome of future events.  Decision makers working from accounting information that has little or no predictive value are merely speculating.  For example, information about the current level and structure of asset holdings help users to assess the entity’s ability to exploit opportunities and react to adverse situations

3. Feedback value: Accounting information should be helpful to external decision makers who are confirming past predictions or making updates, adjustments, or corrections to predictions. 

B. Reliability

Reliability means that users can depend on accounting information to represent the underlying economic conditions or events that it purports to represent.  Reliability of information is a necessity for individuals who have neither the time nor the expertise to evaluate the factual content of financial statements.  It is especially important to the independent audit process.  Like relevance, reliability must meet three qualitative criteria.

1. Representational faithfullness – Accounting information should represent what it purports to represent and should ensure that the selected method of measurement has been used without error or bias.  This attribute is some times called Validity: - Information must give a faithful picture of the facts and circumstances involved.  Accounting information must report the economic substance of transactions, not just their form and surface appearance.

2. Verifiability:- Verifiability pertains to maintenance of audit trials to information source documents that can be checked for accuracy.  It also pertains to the existence of alternative information sources as backing. Verification implies a consensus and implies that independent measures using the same measurement methods would reach substantially the same conclusions.

3. Neutrality: - Accounting information must be free from bias regarding a particular view point, predetermined result, or particular party.  Preparers of financial reports must not attempt to induce a predetermined outcome or a particular mode of behavior (such as to purchase a company’s stock). Accounting information can not be selected to favor one set of interested parties over another.  It should be factual and truthful.

2.5.1.3 Secondary Qualities

The potential use of different acceptable methods by one enterprise in different years, or by different companies in a given year, would make comparison of financial results difficult consequently, in order to enhance the usefulness of accounting reports, the qualities of comparability and consistency are components of the conceptual framework.  They are considered to be secondary in our hierarchy to the qualities of relevance and reliability.  If information is to be useful, it must first be relevant and reliable, but achieving these primary qualities may require foregoing the secondary qualities.  Ideally, financial accounting information would satisfy both qualitative levels

A. Comparability: - Information that has been measured and reported in a similar manner for different enterprise in a given year, or for the same enterprise in different years, is considered comparable.  Thus, comparability is a characteristic of the relationship between two pieces of information rather than of a particular piece of information in itself.  Comparability enables to identify the real similarities and differences in economic phenomena because these differences and similarities have not been obscured by the use of noncomparable methods of accounting.

B.Consistency: - This characteristic is achieved by an enterprise when it uses the same selected accounting policies from period to period; that is, these methods are consistently applied.  Consistency results in enhancing the comparability of financial statements of an enterprise from year to year.

Consistency doesn’t mean that a company can never switch from one method of accounting to another.  Companies can change methods, but the changes are restricted to situations in which it can be demonstrated that the newly adopted method is preferable to the old.  Then the nature and affect of the accounting change, as well as the justification for it, must be fully disclosed in the financial statements for the period in which the change is made.

Check your progress – 2

i. What is the most important qualitative characteristic of accounting information?

__________________________________________________________________________________________.

ii. Briefly describe the two primary qualities of useful accounting information.

_____________________________________________________________________________________________________.

iii. What is the distinction between Comparability & Consistency? 

______________________________________________________________________________________________________.

2.5.2 Elements Of Financial Statements 

An important aspect of the theoretical structure is the establishment and definition of the basic categories of items to be included in financial statements.  At present, accounting uses many terms that have peculiar and specific meaning in the language of business. One such term is asset.  Is it something we own? If the answer is yes, can we assume that any asset leased would never be shown on the balance sheet?  Is it any thing of value used (or for which there is a right to use) by the enterprise? If the answer is yes, then why should the management of the enterprise not be reported as an asset?  It seems necessary, therefore, to develop a basic definitional framework for the elements of accounting.  Such definitions provide guidance for identifying what to include and what to exclude from the financial statements. 

SFAC No.6 defines 10 elements of financial statements as follows:

Assets.

Assets are probable future economic benefits obtained or controlled by a particular entity as a result of past transactions or events.  They have three essential characteristics: 

a) They embody a future benefit that involves a capacity, singly or in combination with other assets to contribute directly or indirectly to future net cash flows.

b) The entity can control access to the benefit

c) The transaction or event-giving rise to the entity’s right to, or control of, the benefit has already occurred (result of past transactions).

Liabilities

Liabilities are probable future sacrifices of economic benefits arising from present obligations of a particular entity to transfer assets or provide services to other entities in the future as result of past transactions or events.  They have three essential characteristics.

a) They embody a duty or responsibility to others that entails settlement by future transfer or use of assets, provision of services or other yielding of economic benefits, at a specified or determinable date, on occurrence of a specified event, or on demand.

b) The duty or responsibility obligates the entity, leaving it little or no discretion to avoid it.

c) The transaction or event obligating the entity has already occurred.

Equity

Equity is the residual (ownership) interest in the assets of an entity that remains after deducting its liabilities. While equity in total is a residual, it includes specific categories of items, for example, types of share capital, contributed surplus and retained earnings

Investments by owners

Are increases in net assets of a particular enterprise resulting from transfers to it from other entities of some thing of value to obtain or increase ownership interests (or equity) in it.  

Investments by owners are characterized as 

a) Cash or other assets exchanged for stock

b) Service performance (sometimes called sweat equity) exchanged for stock

c) Conversion of liabilities to equity ownership

Distributions to owners

Are decreases in net assets of a particular enterprise resulting from transferring assets, rendering services, or incurring liabilities by the enterprise to owners?  They are characterized as 

a) Cash dividend payments or declarations

b) Transfer of assets to owners

c) Liquidating distributions (asset sale proceeds)

d) Conversion of equity ownership to liabilities

Revenues

Revenues are inflows or other enhancements of assets of an entity or settlement of its liabilities (or combination of both) during a period from delivering or producing goods, rendering services, or other activities that constitute the entity’s ongoing major or central operations.  The two essential characteristics of a revenue transaction are 

a) It arises from the company’s primary earning activity (main stream business lines) and not from incidental or investment transactions (assuming that the entity is a non investment company).

b) It is recurring

Expenses

Expenses are outflows or other using up of assets or incurrence of liabilities (or combination of both) during a period from delivering or producing goods, rendering services, carrying out other activities that constitute the entities ongoing major or central operations.

The essential characteristic of an expense is that it must be incurred in conjunction with the company’s revenue-generating process.  Expenditures that do not qualify as expenses must be treated as assets (future economic benefit to be derived), as losses (no economic benefit), or as distributions to owners.

Gains

Gains are increases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other events and circumstances affecting the entity during a period except those that result from revenues or investments by owners.

Losses

 Losses are decreases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other events and circumstances affecting the entity during a period except those that result from expenses or distributions to owners.

Comprehensive Income

Is change in equity (net assets) of an entity during a period from transactions and other events and circumstances from non owner sources, i.e., change in equity other than resulting from investment by owners and distribution to owners.  The FASB’s new comprehensive income incorporates certain gains and losses in its computation that are not currently included in net income capital transactions are still excluded.

Check your progress – 3

1. Explain the difference between revenues and gains.

_________________________________________________________________________________________________________.

2.5   THIRDLEVEL: RECOGNITIONANDMEASUREMENT CONCEPTS.

SFAC No 5 published in 1984, provides a set of companion directives to those in SFAC No 2.  The statements are similar in that both are aimed at promoting consistency (in how accounting information is communicated to interested parties). SFAC No 5 addresses six specific topic areas: Recognition criteria, measurement criteria, environmental assumptions, implementation principles, and implementation constraints and general purpose financial statements.

Recognition Criteria:-  recognition pertains to the point in time when business transactions are recorded in the accounting system.  The term recognition is broadly defined as the process of recording and reporting an item as an asset, liability, revenue, expense, gain, loss or change in owners’ equity.  Recognition of an item is required when all four of the following criteria are met:

i) Definition: the item in question must meet the definition of an element of financial statements.

ii) Measurability:  The item must have a relevant quality or attribute that is reliably measurable (historical cost, current cost, market value, present value or net realizable value).

iii) Reliability:- The accounting information generated by the item must be representational faithful, verifiable (Subject to audit confirmation or second – Source collaboration) and neutral (bias – free).

iv) Relevance – The accounting information generated by the item must be significant, that is, capable of making a difference to external users in making decision.

Measurement Criteria – SFAC No 5 reflects that all monetary measurements will be based on nominal units of money.  However, a change in the level of inflation, which leads to significant distortions, could lead another, more stable measurement scale.

2.6.1. Basic Assumptions.

Statements of financial Accounting concepts No5 addresses four basic environmental assumptions that significantly affect the recording, measuring, and reporting of accounting information.  They are:

1. Business entity Assumption – Accounting deals with specific, identifiable business entities, each considered an accounting unit separate and apart from its owners and from other entities.  A corporation and its stockholders are separate entities for accounting purposes.  Also partnership and sole proprietorships are treated as separate from their owners, although this separation does not hold true in a legal sense.

Under the business entity assumption, all accounting records and reports are developed from the viewpoint of a single entity, whether it is a proprietorship, a partnership, or a corporation.  The assumption is that an individual’s transactions are distinguishable from those of the business he or she might own.

2. Going – Concern (continuity) Assumption –under this assumption the business entity in question is expected not to liquidate but to continue operations for the foreseeable future.  That is , it will stay in business for a period of time sufficient to carry out contemplated operations, contracts and commitments.  This non liquidation assumption provides a conceptual basis for many of the classifications used in account.  Assets and liabilities, for example, are classified as either current or long term on the basis of this assumption.  If continuity is not assumed, the distinction between current and long – term loses its significance, all assets and liabilities be come current.  Continuity supports the measurement and recording of assets and liabilities at historical cost.

3. Unit - of – measure Assumption – It states that the results of a business’s economic activities are reported in terms of a standard monetary unit throughout the financial statements.  Money amounts are the language of accounting – the common unit of measure (yardstick) enables dissimilar items, such as the cost of a ton of coal and an account payable, to be aggregated into a single total.  Example, the unit of measure in the United States is the dollar; in Japan it is the yen, in Ethiopia it is the birr.

Unfortunately, the use of a standard monetary unit for measurement purposes poses a dilemma unlike a yardstick, which is always the same length, a currency experiences change in value.  During periods of inflation (deflation) dollars of different values are accounted for without regard to the fact that some have greater purchasing power than others.

4. Time – period Assumption.  The operating results of any business enterprise can’t be known with certainty until the company has completed its life span and ceased doing business.  In the meantime, external decision makers require timely accounting information to satisfy their analytical needs. To meet their needs, the time period assumption requires that changes in a business’s financial position be reported over a series of shorter time periods.

            The time – period assumption recognizes both that decision makers’ need timely 

            financial information and that recognition of accruals and deferrals is necessary for 

            reporting accurate information.  If a demand for periodic reports didn’t exist during the life span of a business, accruals and deferrals would not be necessary.

2.6.2. Basic Principles:

Accounting principles assist in the recognition of revenue, expense, gain, and loss items for financial statement reporting purposes.  Income is defined as revenues plus gains minus expenses and losses.  The cost principle, the revenue principle, and the matching concept are employed in practice in the process of determining income.

The four principles are

1.  The cost principle: Normally applied in conjunction with asset acquisitions, the cost principle specifies that the actual acquisition cost be used for initial accounting recognition purposes.  The cash – equivalent cost of an asset is used if the asset is acquired via some means other than cash.

The cost principle assumes that assets are acquired in business transactions conducted at arm’s length, that is, transactions between a buyer and a seller at the fair value prevailing at the time of the transaction.  For non – cash transactions conducted at arm’s length the cost principle assumes that the market value of the resources given up in a transaction provides reliable evidence for the valuation of the item acquired.

When an asset is acquired as a gift, in exchange for stock, or in an exchange of assets, determining a realistic cost basis can be difficult.  In these situations the cost principle requires that the cost basis be based on the market value of the assets given up or the market value of the asset received, which ever value is more reliably determined at the time of the exchange.

When an asset is acquired with debt, such as with a note payable given in settlement for the purchase, the cost basis is equal to the present value of the debt to be paid in the future.

2.  The revenue realization principle: This principle requires the recognition and reporting of revenues in accordance with accrual basis accounting principles. Applying the revenue principle requires that all four of the recognition criteria – definition, measurability, reliability and relevance must be met. More generally, revenue is measured as the market value of the resources received or the product or service given, whichever is the more reliably determinable.  

The revenue principle pertains to accrual basis accounting, not to cash basis accounting.  Therefore, completed transactions for the sale of goods or services on credit usually are recognized as revenue for the period in which the cash is eventually collected.  Furthermore, related expenses are matched with these revenues.

3.  The matching Principle.

Like the revenue principle, the matching principle is predicated on accrual basis accounting, but matching refers to the recognition of expenses.  The principle implies that all expenses incurred in earning the revenue recognized for a period should be recognized during the same period. If the revenue is carried over (deferred) for recognition to a future period, the related expenses should also be carried over or deferred since they are incurred in earning that revenue.  

Application of the matching principle requires carrying on the books as asset outlays that under cash basis accounting would be expensed at the time cash is disbursed.  These expenditure are for fixed assets, materials, purchased services and the like that are used to earn future revenue. Only later, when the revenue is recognized, would the asset accounts be expensed.  In this way revenues and related expenses would be matched across accounting period.

4.  FULL – Disclosure Principle.

This principle stipulates that the financial statements report all relevant information bearing on the economic affairs of a business enterprise.  Many items, such as executory contracts, fail to meet the recognition criteria but must still be disclosed for relevance and complete reporting.

Additionally, the full – disclosure principle stipulates that the primary objective is to report the economic substance of a transaction rather than merely its form.  This means that substance should not be blurred by the way the transaction is presented.  The aim of full disclosure is to provide external users with the accounting information they need to make informed investment and credit decisions.  Full disclosure requires that the accounting policies followed be explained in the notes to the financial statements. Accounting information may be reported in the body of the financial statements, in disclosure notes to these statements, or in supplementary schedules and other presentation formats for events that fail to meet the recognition criteria.

Check your progress -5

1. Define the revenue realization principle.  How is this principle related to the valuation principle and the matching principle?

______________________________________________________________________________________________________.

2.6.3 Constraints

Consistency in the application of accounting principles and uniformity of accounting practice within the profession may not be achievable in all cases.  Exceptions to GAAP are allowed in special Situations categorized according to four constraints:

1.  Cost –Benefit Constraint

Underlying the cost – benefit constrain is the expectation that the benefits derived by external users of financial statements should outweigh the costs incurred by the preparers of the information.  Although it is admittedly difficult to quantify these benefits and costs, the FASB often attempts to obtain information from preparers on the costs of implementing a new reporting requirement.  It does not, however, try to estimate indirect costs, such as the cost of any altered allocation of resources in the economy.  The cost – benefit determination is essentially a judgment call.

2.  Materiality Constraint.

Materiality is defined as “ the magnitude of an omission or misstatement of accounting that, in the light of surrounding circumstances, makes it probable that the judgment of a reasonable person relying on the information would have been changed or influenced by the omission or misstatement”

The materiality constraint is also called a threshold for recognition. The assumption is that the omission or inclusion of immaterial facts is not likely to change or influence the decision of a rational external user.  However, the materiality threshold does not mean that small items and amounts do not have to be accounted for or reported.  For example, Fraud is an important event regardless of the size of the amount. 

Materiality judgments are situation specific.  An amount considered immaterial in one situation might be material in another.  The decision depends on the nature of the item, its birr amount ,and the relationship of the amount to the total amount of income, expenses, assets, or liabilities, as the case may be.  Because materiality matters tend to be case – by – case judgments, the FASB has not specified general materiality guidelines. 

3. Industry peculiarities.

One of the overriding concerns of accounting is that the information in financial statements be useful.  The problem is that certain types of accounting information might be critical for decision making in one industry setting but not in another.  

Basically, every industry has its own way of doing things, its own business practices.  Under the industry peculiarities constraint, selective exceptions to GAAP are permitted, provided there is a clear precedent in the industry.,  Precedent is based on the uniqueness of the situation, the usefulness of the information involved, preference of substance over form, and any possible compromise of representational faith-fullness.

4. Conservatism

The conservatism constraint holds that when two alternative accounting methods are acceptable and both equally satisfy the conceptual and implementation principles set out by the FASB, alternatives having the less favorable effect on net income or total assets is preferable.  The reasoning is that investors prefer information that does not unnecessary raise expectations.

Conservatism assumes that when uncertainty exists, the users of financial statements are better served by under –statement of net income and assets.  Prime examples include valuing inventories at the lower of cost or current market and minimizing the estimated service life and residual value of depreciable assets.

Check your progress – 6

1. The accountant for a large department store charged the acquisition of a pencil sharpener to an expense account, even though the asset had an estimated useful life of 10 years. 

Which accounting concept supports this treatment of the expenditure? 

_____________________________________________________________________________________________________________________________.

2.7. SUMMARY

In this chapter we have discussed the development of a conceptual framework for financial accounting and reporting by the FASB which is composed of basic objectives, fundamental concepts, and operational guidelines.

A conceptual Framework is a coherent system of interrelated objects and fundamentals that can lead to consistent standards and that prescribes the nature, function, and limits of financial accounting and financial statements.  Knowledge of the specific meaning of certain basic elements is essential for an understanding of financial accounting and in the practice of financial accounting, certain basic assumptions are important to an understanding of the manner in which data are presented.

Therefore, the conceptual framework is critical for a thorough understanding of the financial accounting process.

2.8 Answers to check your progress questions

1. It is useful in providing a sound and consistent basis for the development of financial accounting standards.

2 (i) Usefulness for decision-making is the most important qualitative characteristic of accounting information.

    (ii). The two primary qualities of useful accounting information are relevance and reliability.  Accounting information is relevant it is capable of making a difference in a decision.  Accounting information is reliable to the extent that users can be depending on it to represent the economic conditions or events that it purports to represent. 

(iii) Accounting information is consistent when an entity applies the same accounting treatment from period to period to similar accountable events whereas accounting information is comparable when accounting information is measured and reported in a similar manner for different enterprises.

3.  Revenues result from an entity’s ongoing or central operations where as gain result from peripheral or incidental transactions of an entity and other transactions.

4. The continuity principle of accounting means that accountants assume that business enterprises will continue indefinitely rather than be terminated in the near future.  Consequently, assets maybe shown at values that assumes their continued use in the business enterprises for many years to come.  If accountants assume that an enterprise soon will be terminated, the appropriate valuation of assets is at their estimated liquidation value.  The continuity principle is not applicable when clear evidence exists that an enterprise will not continue long:  For example, legislation might be enacted to ban a certain type of business activity after a specified date.

5. The revenue realization principle requires that revenue be recorded in the accounting records only when a critical event (for example, the completion of a sales transaction and an increase in assets) takes place.


The revenue realization principle also requires that nonmonetary assets be carried in the accounting records at cost until the appreciation in the value of assets is realized through sale.  Realized revenue for an accounting period is compared with the costs that have expired during the same period in the process of generating such revenue. This procedure is the essence of the matching principle, which is fundamental to the accrual basis of accounting.

6. Materiality.

2.9. M0DEL EXAMINATION QUESTIONS.

I. True /False

_________ 1. The principles of accounting are unlike the principles of the natural sciences and mathematics because they can’t be derived from or provided by the laws of nature, and they are not viewed as fundamental truth or axioms.

_________ 2.  Accounting theory is developed with out consideration of the environment within which it exists.

_________ 3. Recognition of revenue when cash is collected is appropriate only when it is   impossible to establish the revenue figure at the time of sale because of the uncertainty of collection.

_________ 4. Adherence to the consistency principle requires that the same accounting principles be applied to similar transactions for a minimum of five years before any change in principle is adopted.

_________ 5.  The conservatism convention allows for the reporting of financial information in any manner the accountant desires when there is doubt surrounding a particular issue.

II.  Multiple choices.

_________ 1.  Which of the following best describes the concept of constraints as related to the application of basic accounting principles?

A. They represent areas where GAAP never apply.

B. They refer only to unimportant or inconsequential items.

C. They represent exceptions to the practical application of basic accounting theory.

D. They allow for misstatement in the financial position of an enterprise when the amounts are questionable or the accountant is unable to resolve doubt.

_________ 2.  According to statements of financial Accounting concepts, which of the following relates to both relevance and reliability?

A. Timeliness

B. Neutrality

C. Feedback value

D. Consistency

_________ 3.  According to the FASB’s conceptual framework, earnings.

A. Are the same as comprehensive income?

B. Exclude certain gains and losses that are included in comprehensive income.

C. Include certain gains and losses that are excluded from comprehensive income.

D. Include certain losses that are excluded form comprehensive income.

_________ 4.  The FASB’s conceptual framework classifies gains and losses according to whether they are related to an entity’s major ongoing or central operations.  These gains or losses may be classified as which of the following?






Non operating 


Operating


A.



        Yes


     NO


B.



        Yes                                      Yes


C.                                                 No                                       Yes


D.                                                 No                                        No

_________ 5.  In accounting an economic entity may be defined as 

A. a business enterprise

B. An individual

C. A division within a business enterprise

D. All of the above.

III. Exercises

1. The FASB statements of financial Accounting concepts are intended to provide guidance in analyzing and recording certain transactions and events.  Below are several such cases.  Indicate the concept that applies to each case and state whether the concept was followed or violated.

Case A. Sage Company used FIFO in 1995; LIFO in 1997; and FIFO in 1998.

Case B.  Sage acquired a tract of land on credit by signing a Br.  66,000, one – year, non-interest bearing notes.  The asset acquired was debited for Br.66, 000.  The going rate of interest was 10%

Case C.  Sage always issues its annual financial report nine months after the end of the annual reporting period.

Case D.  Sage recognizes all sales revenues on the cash basis.

Case E.  Sage records interest expense only on the payment date.

Case F.  Sage includes among its financial statements elements an apartment house owned and operated by the owner of the company

Case G.  Sage never uses notes or supplemental schedules as a part of its financial reports.

2.  Indicate the recognition or measurement problem associated with each of the following items:

A. Recording employee morale as an asset.

B. Recording a future liability for employees related to medical benefits to be paid after retirement.

C. Recording a liability (and expense) for cleaning up chemical dumps.

D. Recognizing the goodwill associated with increased market acceptance of a product brand name 

E. Recognizing an expense associated with the granting of a stock option to an employee at a price currently below the stock’s current market price.

F. Recording the value of a stock option when granted.

2.10. GLOSSARY

1. Comparability – Accounting information that has been measured and reported in a similar manner for different enterprises is considered comparable.

2. Comprehensive Income – Change in equity (net assets) of an entity during a period from transactions and other events and circumstances involving non-owner sources.  It includes all changes in equity during a period, except those resulting from investments by owners and distributions to owners.

3. Cost – Benefit Relationship – a Constraint which is related to the notion that the benefit to be derived from having certain accounting information should exceed the cost of providing that information.

4. Gains – increases in equity (net assets) from peripheral or incidental transactions of an entity and from all other transactions and other events and circumstances that affect the entity during a period, except those that result form revenues or investments by owners.

5. Industry practice – Basic accounting theory may not apply with equal relevance to every industry that accounting must serve.  The fair presentation of financial position and results of operations for a particular industry may require a departure from basic accounting theory because of the peculiar nature of an event or practice common only to that industry.

6. Losses – decreases in equity (net assets) from peripheral or incidental transactions of an entity from all other transactions and other events and circumstances that affect the entity during a period, except those that result from expenses or distributions to owners.

UNIT 3: CASH FLOWS AND INCOME MEASUREMENT
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3.0 Aims and objectives

The aim of this unit is to explain & illustrate the difference between cash basis of accounting and accrual basis of accounting.

After studying this unit, you should be able to 

· define cash flows

· explain the cash basis of accounting and the accrual basis of accounting.

3.1. INTRODUCTION

Investors and creditors are interested in cash – flow information when evaluating investment opportunities.  Accrual information helps investors estimate future net cash flows and the risks associated with these flows.  It does so through the accruals included in the income statement and the balance sheet (such as the bad debt allowance), and in general through the matching process that leads to the accrual and the deferral of expenses and revenues.

Accountants assume that a business enterprise has continuous existence.  Therefore, they record the prospect of future cash inflows as increase in assets and as revenue whenever they have reliable evidence of the amount of the future cash receipt.  Cash in flows often occur before an enterprise has performed its part of a contract.  In this case, an increase in asset (cash) is recorded, but a liability is recognized instead of revenue.  The liability indicates an obligation on the part of the enterprise to perform in accordance with the contact.  When performance is completed the revenue is recognized i.e. a debit to liability and a credit to revenue is recorded.  Thus, cash inflows are closely related to revenue realization; however, the assumptions underlying the timing of revenue realization do not always permit cash inflows and revenue to be recorded in the same accounting period.

Similarly, cash outflows are closely related to expense of a business enterprise; however, cash outflows and expenses may not be recorded in the same accounting period.  For example, enterprises frequently acquire for cash in one period assets that will be productive over several future periods; and assets that are productive only during the current period often are acquired in exchange for a promise to pay cash in a future period.

Check your progress-1

1. Define the term cash flows.

__________________________________________________________________________________________________.

3.2.  ACCRUAL BASIS OF ACCOUNTING.

Accrual basis of accounting is a system of accounting that requires an event that alters the economic status of a firm as represented in its financial statements be recorded (recognized) in the period in which the event occurs rather than in the period when cash changes hands.

When accrual basis of accounting is used, revenues are reported in the income statement when they are earned and expenses are reported in the income statement when they are incurred, without regard to the timing of cash receipt or payment.  When we say revenues are earned it means the service is rendered or the items are sold, and when we say expenses are incurred, it means that employees are engaged or services are used or items are consumed.

Under the accrual basis of accounting, the accounting records are adjusted periodically to ensure that all assets and liabilities (and thus revenue and expenses) are correctly stated.  That is, the accrual basis of accounting is inline with the matching principle therefore net income under this basis is determined as realized revenue minces incurred expenses.

The general rule for determining the cash flows received from any revenue or paid for any expenses (except depreciation is to determine the potential cash payments or receipts and deduct the amount not paid or received.  The application of the general rule varies with the type of asset or liability account as shown below:

Type of account
Potential payment of Receipt  
not paid or received     Result.

Prepaid expense    Ending balance + Expense for the period – Beginning balance =  cash payment 

                                                                                                                                       for expenses

Unearned                                                                                                                       cash Receipts

 Revenue                Ending balance + Revenue for the period – Beginning balance = from revenues

Accrued                                                                                                                         Cash payment

Liability                 Beginning balance + Expense for the period – Ending balance = for expenses

Accrued                                                                                                                        Cash receipts 

Receivable             Beginning balance + revenue for the period – ending balance = from revenues.

For instance, assume that on May 31 a company had a balance of Br 480 in prepaid Insurance and that on June 30 the balance was Br. 670.  If the insurance expense during June was Br.120, the amount of cash expended (paid) on insurance during June can be computed as follows:


Prepaid Insurance at June 30……………………………………..Br. 670


Insurance Expense during June…………………………………..      120

Potential cash payments for insurance…………………………....Br.790


Less: prepaid insurance at May 31………………………………..     480

Cash payments for insurance during June…………………………    310

The beginning balance is deducted because it was paid in a prior accounting period.  Note that the cash payments equal the expense plus the increase in the balance of prepaid insurance account [Br. 120 +(Br. 670 – Br 480) = Br. 310]

3.3. CASH BASIS OF ACCOUNTING.

It is an accounting system based on the timing of cash payments and receipts.  Under the cash basis of accounting revenue is recorded only when cash is received and expenses are recorded only when cash is paid.  Under the cash basis of accounting, net income is determined as collection of revenue minus payment of expenses.  Financial statements prepared under the cash basis of accounting do not represent the financial position or operating results of an enterprise in conformity with GAAP since it is not compatible with the matching principle.  As a result, A strict cash basis of accounting seldom is found in practice, but a modified cash basis

 (a mixed cash – accrual basis)

Under the modified cash basis of accounting, which is mostly used for income tax purpose, the entire cost of property having an economic life of more than one year may not be deduced in the year of acquisition.  It must be treated as an asset to be depreciated over its economic life.  Expenses such as rent or advertising paid in advance also are regarded as assets and are deductible only in the year or years to which they apply.  Expenses paid after the year in which incurred are deductible only in the year paid.  Revenue is reported in the year received.  

However, in any business enterprise on which the purchase, production, or sale of merchandise is a significant factor, these transactions must be reported on the accrual basis (in the period earned or incurred).  Thus for a merchandising enterprise the revenue from sale, the cost of goods sold, and the gross profit on sales will be the same under the accrual basis of accounting as under the modified cash basis of accounting.

Check your progress – 2

Distinguish between the cash basis of accounting and the accrual basis of accounting.

Illustration:  The difference between the cash basis and accrual basis of accounting is illustrated below for SKY Company, which maintains accounting records on a cash basis.

During year 10, SKY Co. collected Br. 150,000 from its clients and paid Br. 80,000 for operating expenses, resulting in a cash basis net income of Br. 70,000.  SKY company’s fees receivables, accrued liabilities, and short –term prepayments on January 1 and on December 31,year 10, were as follows:






January 1,year 10 

December 31,year 10.
Fees receivable  …………………………Br. 18,200


      Br. 37,000

Accrued liabilities…………………………….6,200                                       4,000

Short – term prepayments…………………….3,500                                       2,500

A working paper showing the necessary adjustments to restate SKY Company’s income statement from the cash basis of accounting to accrual basis of accounting is illustrated below:

SKY Company

Working paper to restate Income Statement from cash basis to Accrual basis.

For the Year ended December 31, year 10.

	
	Income statement

 under 

Cash basis of 

accounting
	Adjustments to

 restate to 

Accrual basis

 of accounting
	Income statement

Under accrual

Basis of 

accounting

	
	
	Added
	Deducted
	

	Revenue from fees received in cash
	Br. 550,000
	
	
	

	Add: Fee Receivables, Dec. 31,year 10
	
	Br.37,000
	
	

	Less: Fees receivable, Jan.1, year 10
	
	
	Br. 18,200
	Br. 168,800

	Operating expenses paid in cash
	Br. 80,000
	
	
	

	Add: Accrued liabilities, Dec.31,year 10
	
	4,000
	
	

	         Short – term prepayments, Jan1,year10
	
	3,500
	
	

	Less: Accrued liabilities, Jan 1, year 10
	
	
	6,200
	

	     Short – term prepayments, Dec 31, year 10
	_______________
	
	2,500
	78,800

	Net income under cash basis of accounting
	Br. 70,000
	
	
	

	Net income under accrual basis of accounting
	
	
	Br. 90,000
	


The adjustments to restate operating expenses and fees revenue from the cash basis of accounting to accrual basis of accounting are explained below:

1. The amount of accrued liabilities on December 31, year 10, representing expenses incurred in year 10 that will be paid in year 11, and the amount of short – term prepayments on January 1, year 10, represents services paid for in year 9 that were consumed in year 10.  Therefore, both amounts are added to the amount of cash paid to restate the operating expenses for year 10 to the accrual basis of accounting. 

2. The amount of accrued liabilities on January 1, year 10, represents expenses of year 9 paid for in year 10, and the amount of short – term prepayments on December 31, year 10, represents cash outlays in year 10 for services that will be consumed in year 11.  Therefore, both amounts are deducted from the amount of cash paid to restate the operating expenses for year 10 to the accrual basis of accounting.

3. Because the revenue from fees under the cash basis does not include the fees receivable on December 31, which were realized in year 10, this amount is added to the cash collected in the restatement of revenue from fees to the accrual basis of accounting.  Because fees receivable on January 1 were realized in year 9 and collected in year 10, this amount is subtracted from cash collections in the restatement of revenue from fees to the accrual basis of accounting.  That is :  Fees received (collected) + Ending Fees receivable = Beginning receivable 

                 = 150,000 + 37,000 – 18,200

                 =Br.168, 800 = Fees revenue under accrual basis of accounting.

General Illustration.

A Summary of operating results for FENOTE Company for year 2 is presented below:


Cash collected from customers………………………………Br. 466,000


Cash paid for merchandise suppliers……………………………..268,200


Cash paid for operating expenses……………………………….... 79,400

The following data were taken form comparative balance sheets prepared on the accrual basis of accounting.






December 31, year1

December 31,year 2
Accounts receivable…………………………..Br. 52,400………………………Br. 48,600

Inventories………………………………………...75,000…………………………..72,100

Short – term prepayments………………………… 4,100……………………………9,500

Accounts payable (merchandise suppliers)………32,000…………………………..37,400

Accumulated deprecation (there were no

Disposal of plant assets during year 2)…………   50,000…………………………..74,000

Instructions:

Prepare income statement for FENOTE company for year 2 under

a) the accrual basis of accounting.

b) The modified cash basis of accounting where by operating expenses (other than depreciation) are computed on the cash basis.  FENOTE Company’s income is taxed at 45%

Solution: (a)

FENOTE Company




Income statement



For the year ended Dec. 31, year 2.

          (a)                                                (b)

                        


     Accrual basis                         Modified cash basis

                      


  
      of Accounting                           of accounting
Sales (46,600 + 48,600 – 52,400)………..Br. 462,200……………..Br. 462,200

Cost of merchandise sold:

Beginning Inventory………………………………..Br. 75,000………………75,000

Add: Purchases (268,000 + 31,400 – 32,000)………   273,600……………  273,600
Cost of merchandise available for sale……………….348,600……………...348,600

Less: Ending inventory……………………………….(72,100)……………..(72,100)

Cost of merchandise sold………………………………....(276,500)…………….(276,500)

Gross profit on sales…………………………………...Br. 185,700……………Br. 185,700 

Operating Expense (79,400+4100 – 9500 +3200 – 2800)………...98,400..(79,400+24,000)..103,400

Income before income tax…………………………………..87,300…………………82,300

Income tax Expense………………………………………...39,285…………………37,035
Net income……………………………………………   Br. 48,015………………Br.45,265 

 N.B.

* Cash receipt form customers……………………………………XX

 Plus: Cash discount…………………………………..XX


Sales returns and allowance…………………..XX


Accounts written – off………………………..XX              


Ending Accounts receivable………………… XX……XX 

Less: Beginning Accounts receivable…………………………(XX)        Under accrual &modified
Gross sales……………………………………………………..XX          cash basis 

* Cash paid for merchandise suppliers……………………….. XX

Add: Ending Accounts payable………………………………..XX

Less: Beginning Accounts Payable…………………………   (XX)

Purchase under accrual and modified cash basis………………………XX

*Cash paid for operating expenses…………………………….............XX

Add:  Beginning prepaid expenses……………………………XX


Ending accrued expenses……………………………...XX

Less:  Ending prepaid expenses……………………………….XX


Beginning accrued expenses…………………………..XX
Operating expenses under accrual basis……………………………….XX

Rent receipts…………………………………………………...XX

Add: Ending rent receivable…………………………………...XX

         Beginning unearned rent…………………………………XX

Less: Ending unearned rent…………………………………….XX

         Beginning rent receivable………………………………   XX
Rent revenue……………………………………………………XX

3.4  SUMMARY

Information concerning cash flows during an accounting period is valuable in judging the ability of the business enterprise to pay its debt, to pay regular dividends, to finance replacements of productive assets, and to expand its scope of operations.  However, the increase or decrease in cash during a period is not useful in evaluating an enterprise’s operating performance, because cash receipts and payments are not representative of the economic activities carried on in specific period.

3.5 ANSWERS TO CHECK YOUR PROGRESS.

1. Cash flows refer to the inflows (receipts) or out flows (payments) of cash.

2. Under the cash basis of accounting, revenue is recorded when cash collections from customers are received, expenses are recorded when they are paid in cash. Under the accrual basis of accounting, revenue is recorded when it is realized (generally at the time of sale), and expenses are recorded when incurred, without regard to the time of receipt or payment of cash.

3.6 MODEL EXAMINATION QUESTIONS

I.  Exercises

1. Cash paid by Life Corporation for operating expenses during the month of October, year 10, totaled Br. 16,480. Short –term prepayments and accrued liabilities were as follows:






October1,year 10

December 31,yeat 10
Short – term prepayments………………………..Br. 1,240……………………..Br. 1,690

Accrued liabilities……………………………………2,570…………………………1,820

Required:  Compute LIFE Corporation’s operating expenses for the month of October, 

Year 10, under the accrual basis of accounting.  

2. The following summarized data were taken from the records of Peppe company at December 31, 1992, end of the accounting year.

a) Sales: 1992 cash sales were Br. 150,000, and 1992 credit sales were Br. 120,000.

b) Cash collections during 1992: Br. 40,000 on 1991 credit sales, Br. 80,000

c) Expenses: 1992 cash expenses were Br 180,000, and 1992 credit expenses were Br. 70,000

d) Cash payments during 1992: Br. 20,000 for 1991 credit expenses, Br. 40,000 for 1992 credit expenses, and Br. 9000 for 1993 expenses (paid in advance)

Required  (1). Complete the following statements for 1992 as a basis for evaluating the 

                       difference between cash and accrual accounting







Cash basis

Accrual basis
Sales revenue………………………………….Br________                Br. _______  

Expenses…………………………………………________                       _______  

Net income………………………………………_________                     ________ 

(2) Which basis is in conformity with GAAP?  Explain the reasons for your answer.

3.  SOYN Company owns a small building with offices that it rents under contracts calling for payments either monthly or yearly in advance.  However, some tenants are delinquent in their rent payments. During year, SOYN received Br. 20,000 form tenants.  SOYN’S ledger account balances for year 2 included the following.







Jan 1,year 2

DEC. 31, year 2

Rent Receivable…………………………….Br. 2,400………………Br. 3,100

Unearned Rent…………………………………8,000……………………6,000

Required: Complete SOYN Company’s rent revenue for year 2 under the accrual basis of accounting

4 Unearned revenue was Br.1,300 at the end of November, and Br.900 at the end of December.  Service revenue. Was Br. 5,100 for the month of December.  How much cash was received for service provided during December?

5 The income statement for Joy company included the following expenses for 1990

Rent Expense………………….Br. 5,200

Interest Expense………………….. 7,800

Salaries Expense………………….83,700

Listed below are the related balance sheet account balances at year end for last year (1989) and this year (1990)







Last Year.

This Year.


Prepaid rent……………………___   ………………..Br. 900



Interest payable……………..Br. 1,200                              __



Salaries Payable………………...5,000………………….9,600

Required:

1. Compute the cash paid for rent during 1990

2. Compute the cash paid for interest during 1990.

3. Compute the cash paid for salaries during 1990.

3.7.  GLOSSARY

1. Accrual basis of Accounting – the approach to preparing financial statements based on recognizing revenue when they are earned and matching expenses to those revenues; the basis for generally accepted accounting principles.

2. Cash basis of Accounting – the approach to preparing financial statements based on recognizing revenues when the cash is received and reporting expenses when the cash is paid; not generally accepted.

3. Cash flows – the amount of cash paid out or received during an accounting period and the resulting availability of cash
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4.0. AIMS AND OBJECTIVES.

The aims of this unit are to identify and explain the basic elements of the accounting process and to describe the way in which these elements are combined in completing the accounting cycle.

Having studied and worked through this unit, you should be able to:

· understand the purpose of an accounting process;

· be able to perform the accounting cycle steps leading to the financial statements;

· have a renewed understanding of double – entry system;

· prepare worksheet for a merchandising and manufacturing enterprises.

4.1.   INTRODUCTION 

If the accounting process is to provide the users of accounting information with reliable, timely reports, transactions during the accounting period must be recorded promptly and accurately.  This transaction should be classified, summarized and presented to users using financial statements.  These financial statements convey useful information to internal and external users.  And both groups of users make various types of decision using this information.

4.2   THE ACCOUNTING PROCESS

The accounting process can be described as a set of procedures used in identifying, recording, classifying, and interpreting information related to the transactions and other events of a business enterprise.  The accounting process consists of three major parts:

1. the recording of transactions during an accounting period.

2. the summarizing of information at the end of the period.

3. The preparation of financial statements.

During an accounting period business transactions and events are recorded as they occur, and at the end of each period the accounting records are summarized in order to prepare financial statements.  After an unadjusted trial balance is prepared, adjusting entries are required to bring the accounting records up to date.  When the accounting records have been made as complete, accurate and up – to – date as possible, accountants prepare financial statements reflecting the financial position and the results of operations.

4.3. RECORDING BUSINESS TRANSACTIONS AND EVENTS
Business transactions and other events cause changes in the assets, liabilities and owners’ equity of a business enterprise.  Transactions and events may be classified into two broad groups:

1. External transactions and events – exchange of resources and obligations between the reporting firm and outside parties.

E.g. Purchase of goods.

           Sales of goods

2. Internal events – events within the firm that affect its resources or obligations.  Examples are recognition of depreciation and amortization of Long – lived assets, the recognition of estimated doubtful accounts expense, and the use of inventory for production 

4.3.1. SUPPORTING DOCUMENTS

Transactions are often accompanied by a source document, generally a paper record that describes the exchange, the parties involved, the date and the birr amount.  Examples are sales invoices, freight bills, and cash register receipts.  Certain events (such as the accrual of interest) are not signaled by a separate transaction or source document. Recording these transactions requires reference to the underlying contract supporting the original exchange of resources.  Source documents are essential for the initial recording of transactions in a journal and are also used for subsequent tracing and verification, for evidence in legal proceedings, and for audits of financial statements.

4.3.2. Double – Entry System

The standard accounting model for accumulated data in a business enterprise consists of the double – entry system based on the basic accounting equation.  Double – entry system is a system of accounting in which each transaction affects and is recorded in two or more accounts with equal debits and credits.

The double – entry system has various advantages:

1. It gives built – in controls that automatically call attention to many types of errors and after assurance that once assets are recorded, they will not be forgotten or overlooked.

2. facilitates the preparation of a complete set of financial statements as frequently as desired.

4.3.3. Accounting Period

To be useful, information must reach decision makers frequently and promptly.  Otherwise, problems cans arise and opportunities can be missed while they wait for the information.  To provide frequent and prompt information, accounting systems are designed to produce periodic reports at regular intervals.  As a result, the accounting process is based on the time period principle.  According to this principle, an organization’s activities are identified with specific time periods, such a month, a quarter, or a year.  Then, the financial statements or other reports are prepared for each reporting period.  The time periods covered by the reports are called accounting periods.  Most organization use one year as their primary accounting period.  As a result, they prepare annual financial statements.  However, nearly all organizations also prepare interim financial reports that cover one or three months of activity.

The annual reporting period is not always the same as the calendar year ending December 31.  In fact; an organization can adopt a fiscal year consisting of any 12 consecutive months.  Companies that do not experience much seasonal variation in sales volume within the year often choose the calendar year as their fiscal year.  On the other hand, companies that experience major seasonal variations in sales often choose a fiscal year that corresponds to their natural business year.  The natural business year ends when sales activities are at their lowest point during the year. 

4.3.4. Accounting Cycle

The accounting cycle is a complete sequence of accounting procedures that are repeated in the same order during each accounting period.  The cycle in a traditional manual system (and with modifications in a computerized system includes the following steps:

1. Recording business transactions and events in the journal.

2. Classifying data by posting from the journals to the ledger.

3. summarizing data from the ledger in an unadjusted trial balance (first pair of columns in the worksheet)

4. Adjusting, correcting, and updating recorded data; completion of the worksheet.

5. summarizing adjusted and corrected worksheet data in the form of financial statements.

6. closing the accounting records (normal accounts) to summarize the operations of the accounting period

7. preparation of a post – closing trial balance.

8. Reversing certain adjusting Entries to facilitate the recording process in the subsequent accounting  period.

When these steps are completed, the cycle begins again for the next accounting period.

Check your progress – 1

i. Describe the accounting cycle.

_________________________________________________________________________________________________.

ii. What are the two criteria that must be met to consider an event as a transaction?

________________________________________________________________________________________________.

iii. Explain the benefits of the double – entry system.

___________________________________________________________________________________________________________.

4.4. ADJUSTING AND CLOSING ENTRIES

Financial reporting on an annual, quarterly, or monthly basis requires accountants to summarize the operations of a business enterprise for a specific time period.  The two types of end – of period adjusting entries are those (1) to apportion prepayment of expenses and revenue, and (2) to record accrued expenses and revenue.  Transactions that were recorded during an accounting period in balance sheet or income statement ledger accounts may affect two or more periods, and an end – of – period adjustment may be needed.  Some financial events not recognized on a day – to – day basis must be recorded through adjusting entries at the end of the period to bring the accounting recorded up to date.  If one should choose to record depreciation expense daily or to accrue interest expense daily, no adjustment for depreciation or interest expense would be needed at the end of the accounting period.

Note that every adjusting entry effects both a balance sheet and an income statement account.  This characteristic of adjusting entries reflects their dual purpose: (1) to measure all assets and liabilities accurately, and (2) to measure net income correctly by matching expired costs (expenses) with realized revenue.

4.4.1. Apportionment of Recorded Costs and Revenue

Costs that will benefit more than one accounting period frequently are incurred.  These costs must be apportioned between periods in a manner that approximates the usefulness derived from the goods and services in the realization of revenue; this apportionment process is a necessary step under the matching principle to determine net income of each period.  Recording periodic depreciation expense is an example of a cost – apportionment adjusting entry.  Cost apportionment also is involved in accounting for all types of prepayments’ However, the adjusting entry will vary depending on the accounting procedure followed in recording the original transaction.  To illustrate assume that office supplies are acquired during the accounting period at the cost of Br.5000.  At the end of the period a physical inventory reveals that supplies on hand cost Br.550. At the time the supplies were acquired, the Br.5000 may have been debited to an asset account or an expense account.  The required adjusting entry for each approach is :

A) Prepayment debited to asset account.                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                           

 The adjusting entry required is to transfer the expired portion of the cost to an expense account 

                       Office supplies expense……………………..4450

                                   Office supplies…………………………….4450.

B) Prepayment debited to expense account.

 The adjusting entry required is to transfer the unexpired portion of the cost to an asset account.

           Office supplies expense………………………550



Office supplies Expense…………………….550.

                              Under either approach, the final result is the same.

When a business enterprise receives payment for goods and services before the goods are delivered or the services are performed, a liability exists until performance takes place.

If cash is received, the original transaction maybe recorded by a credit to either a liability account or a revenue account.  For example, assume that customers paid Br. 500,000 for magazine subscriptions during the current accounting period; however, Br. 75,000 represented payments for magazines to be delivered in subsequent periods. The adjusting entries for each of the two methods of recording cash receipts are:

A) Liability account credited on receipts of cash.

      The required adjusting entry to record the earned revenue for the period is 

                       Unearned subscriptions……………………………425,000




Subscriptions revenue………………………………425,000

B) Revenue account credited on receipt of cash 

     The required adjusting entry to transfer the unearned revenue to a liability account is 

 

Subscriptions revenue……………………………..75,000.

                                      Unearned subscriptions……………………………..75,000.

Under either approach, the adjusted amount of the liability is Br. 75,000 and the adjusted amount of the revenue is Br. 425,000

4.4.2. Accrual Of Unrecorded Expenses And Revenue

The incurring of certain expenses is related to the passage of time. These expenses generally are not recorded until payment is made, unless the end of an accounting period comes before the required date of payment.  Interest and salaries are typical of the expenses that accrue with the passage of time and are recorded only when paid, except when the end of a period occurs between the time the expense was incurred and the payment is due.  In order to measure expenses accurately for a period, an adjusting entry is necessary to record the accrued expense and the corresponding liability.

For example, assume that interest of Br. 18,000 on a Br. 400,000 note payable is paid on March 1 and September 1 of each year.  If expenses and liabilities are to be reported accurately on December 31, the following year end adjusting entry is required: 

Interest Expense……………………….12,000


Interest Payable………………………..12,000

Revenue that has been realized but not recognized at the end of an accounting period. For example, revenue that is realized on assets leased to others or on interest – bearing loans seldom is recognized until the cash is received, except at the end of a period.  In order to measure accurately the results of operations under the matching principle, revenue is recognized in the period earned.  For example, assume that rent totaling Br.625 that has been realized but not collected for the month of December has not been recorded.  The following adjusting entry on December 31 is required to measure the assets and revenue accurately:



Rent receivable …………………. 625




Rent revenue………………………625

4.4.3. Valuation of Accounts Receivable

A policy of making sales on credit almost inevitably results is some accounts receivable that are uncollectible.  To achieve a satisfactory matching of revenue and expenses, the estimated expense arising from sales on credit should be recorded in the accounting period in which sales occur.  This estimate of probable expense from the granting of credit requires an end – of – period adjusting entry to revise the valuation originally assigned to accounts receivable.  For example, if doubtful accounts expense estimated at Br. 2,500 ,the following adjusting entry is made:

Doubtful Accounts expense…………………….2,500


Allowance for Doubtful Accounts…………….2,500

4.4.4. Closing Revenue And Expense Accounts 

Revenue and expense ledger accounts are closed at the end of each accounting period by transferring the balance of these ledger accounts to a summary ledger account, Income summary. Revenue and expense accounts are extensions of owners’ equity and are used to measure periodic net income. Once this information has been summarized, the revenue and expense have served their purposes and the net increase or decrease in owners equity is transferred to an appropriate owners’ equity ledger account.  Thus, the closing of the revenue and expense accounts keeps separate the operating results of each period.

After all revenue and expenses (including the cost of goods sold) have been closed, the balance of the income summary ledger account indicates the net income or net loss for the year.  A credit balance in the Income summary account indicates a profitable year and an increase in owners’ equity;.  The Income summary account is closed by transferring its balance to the Retained earning (capital) account.

4.4.5. Closing Inventories And Related Ledger Accounts

When the periodic inventory system is used, the journal entry to establish the cost of goods sold and the ending inventory balance for the accounting period may be viewed as an adjusting entry; however, because there may be little need for a ledger account for cost of goods sold, the adjusting and closing entries for inventories may be combined.  This procedure is accomplished by closing the beginning inventory, ending inventory purchases, and all related ledger accounts to the income summary account.  At this point, the balance in the Income summary account represents the cost of goods sold for the period.        

To illustrate, assume the following for 1990 beginning inventory, Br.80,000; purchases, Br.275,000; Freight –in, Br- 40,000 purchases returns and allowances, Br. 2,500; ending inventory , including applicable freight – In, Br. 60,000.  The journal Entry to close the accounts and to record the ending inventory is:

Inventory (ending)………………………..…….60,000

Purchases Returns and Allowances……………  .2,500

Income summary………………………………332,500


Inventory (beginning)…………………………………80,000


Purchases……………………………………………..275,000


Freight – In…………………………………………… 40,000 

To close beginning inventory, and net purchase for the period, and to record ending inventory. 

Some merchandising enterprises prefer to use a separate ledger account, cost of goods sold, to summarize the merchandising accounts when the periodic inventory system is used. The journal entry (which may be viewed as an adjusting entry) reflecting cost of goods sold in a separate ledger account is 


Inventory (ending)………………………60,000


Purchases Returns and Allowances………2,500


Cost of goods sold……………………. 332,500



Inventory (beginning)……………………..80,000



Purchases…………………………………275,000



Freight – in……………………………….. 40,000

When the perpetual inventory system is used, cost of goods sold is debited and Inventory is credited during an accounting period as sales are made.  An adjusting entry may be required if the carrying amount of inventory differs from the amount determined by physical count.  At the end of the period, cost of goods sold is closed to income summary, along with other revenue and expense accounts. 

Check your progress – 2

i. What are adjusting entries and why are they are they necessary?

__________________________________________________________________________________________________________.

ii. What ledger accounts are closed?

_____________________________________________________________________________________________________.

iii. An adjusting entry should never include:

A. a debit to expense and a credit to revenue

B. a debit to expense and a credit to liability.

C. a debit to a liability and a credit to revenue.

D. a debit to revenue and a credit to liability.

4.5. CORRECTING AND REVERSING ENTRIES

4.5.1. Correcting Entries

Correcting entries are not considered adjusting entries because their function is to correct errors of omission or commission.  For example, the failure to record a transaction would be rectified by a journal entry as it should have been made originally; the improper recording of a transaction requires a journal entry to ensure that ledger accounts are stated properly.

When an error is made in one accounting period but discovered in a subsequent period, the effect of the error on the net income of the earlier periods is closed to the Retained earnings ledger account.  When an error is discovered in the period in which the error occurs, but before the accounting records are closed, revenue and expense accounts may require correction and the Retained earning account generally is not affected.

For example, assume that the following two errors were made in 1990 and were discovered at the end of the year when the worksheet for the year was being prepared:

1. A purchase of merchandise for Br. 500 cash was erroneously recorded by a debit of Br. 50 to cash.

2. An acquisition of equipment for cash of Br. 4000 on April 1, 1990 was recorded as a purchase of merchandise.  The equipment had an economic life of 10 years with no residual value, and was depreciated by the straight-line method for 9 months in 1990.  The required correcting entries are as follow:

	Incorrect Entry recorded
	Correct entry that should have been recorded
	Required correcting entry

	1.  supplies expense……50

              Cash……………..50
	Purchases…………500

      Cash………………500
	Purchases………500

     Supplies expense…..50

      Cash……………...450

	2.  Purchases…….4000

         Cash……………4000
	Equipment……………4000

Depreciation Expense…300

       Cash…………………….4000

        Accumulated depn………300
	Equipment………4000

Degn expense…….300

       Purchase………….4000

       Accumulated depn…300


4.5.2. Reversing Entries

After the accounting records have been adjusted and closed at the end of an accounting period, reversing entries may be made on the first day of the next period.  The purpose of the reversing entries is to simplify the recording of routine transactions by disposing of the accrued items (assets and liabilities) that were entered in balance sheet accounts through adjusting entries.  A reversing entry, as the name implies, is the exact reverse of an adjusting entry.  It consists of the same ledger accounts and birr amounts as the adjusting entry, but the debits and credits are reversed, and the date is the beginning of the next period.

When policies of using reversing entries are adopted, the following general rules are followed.

1. When an adjusting entry affects an asset or a liability account that normally is not used during an accounting period, a reversing entry is required. Thus, adjustments to accrue revenue and expenses are reversed because asset and liability accounts such as Rent Receivable and Interest payable are not used in the normal course of accounting during a period.  Similarly, if payments for insurance and supplies during a period are recorded in expense accounts, or if revenue received in advance during a period is recorded in revenue accounts, the adjusting entries would have to be reversed because asset and liability accounts normally not used during the period would be affected by the adjusting entries.

2. When an adjusting entry adjusts an asset or liability account that normally is used to record transactions during a period, no reversing entry is required.

Check your progress - 3

i. What are the general guidelines for reversing entries?

__________________________________________________________________________________________________.

ii. If the following journal entry was made for the purchase of a three – year insurance policy in February of the first year, would an adjusting entry and /or a reversing entry be appropriate at the end of the first year?

                  Unexpired insurance…………………3000

                               Cash…………………………………..3000

iii. Explain the nature and purpose of correcting entries.

_______________________________________________________________________________________________________.

4.6.  WORKSHEET

To expedite the accounting cycle, many firms use a worksheet as a mechanical aid.  A worksheet is a multi column work space that provides an organized format for performing several end – of – period accounting cycle and for preparing financial statements before posting adjusting journal entries.  It also provides evidence, for audit trail purposes, of an organized and structured accounting process that can be more easily reviewed than other methods of analysis.

Use of worksheet is optional.  The worksheet is not part of the basic accounting records.  Worksheets assist with only a portion of the accounting cycle.

4.6.1. Worksheet for a manufacturing Enterprise

The procedures for preparing worksheet for a manufacturing enterprise are similar to those used for a merchandising enterprise.  The addition of a pair of columns to summarize the manufacturing operation is the major difference.

The following data are the basis for the adjusting entries included in the worksheet for Addis Company for the year ended December 31,1990.

Illustration of work sheet for a manufacturing enterprise

The procedures for preparing a work sheet for manufacturing enterprise are similar to those used for merchandising enterprise.  The addition of a pair of columns to summarize the manufacturing operation is the major difference.  These columns allow for one more step in the classification of the data.  The adjusted trial balance; which is an optional step, is omitted from this illustration.

The following data are the basis for the adjusting entries included in the worksheet for Addis manufacturing company for the year ended December 31 1990

a) Doubtful accounts expense for 1990 is estimated to be Br. 3,000.

b) A three – year insurance policy was acquired on July 1,1989 at a cost of Br 1,800.  The insurance expense is allocated to other factory costs and other general expenses in a 4:1 ratio.

c) The wages accrued since the last pay period is direct labor Br. 1,800 and paid on the last day of each month.

d) Interest of Br. 1,125 has accrued on notes payable.

e) Depreciation expense for the plant assets is computed by the straight – line method based on the following information. 

	Asset
	Estimated economic

life, years
	Estimated residual value
	Cost allocation, %

	
	
	
	Factory
	General

	Building
	40
	- 0 -
	80
	20

	Machinery and equipment
	10
	- 0 -
	100
	- 0 -

	Furniture and Fixtures
	20
	2,000
	10
	90


f) The power bill for December has not been received as of December 31,1990 Based on past experience, the cost applicable to December is estimated to be Br 1,450.  All heat, light, and power costs relate to the factory.

g) An inventory of factory supplies on December 31 1990 indicates that supplies costing Br. 850 are on hand.

h) The income taxes expense for 1990 is estimated at Br. 3,500

i) Inventories on December 31, 1990 are as follows.

                 Finished goods…………………………………………….Br. 41,500


     Goods in process………………………………………………26,350

                 Raw material…………………………………………………..12,650

MANUFACTURING COMPANY

Work sheet

Ended December 31,1990

	
	Unadjusted trial balance
	Adjustment
	Manufacturing
	Income statement
	Retained earning statement
	Balance sheet

	
	Debit
	Credit
	Debit
	Credit
	Debit
	Credit
	Debit
	Credit
	Debit
	Credit
	Debit
	Credit

	Cash
	32,000
	
	
	
	
	
	
	
	
	
	32,000
	

	Account receivable
	70,000
	
	
	
	
	
	
	
	
	
	70,000
	

	Allowance for doubtful account
	
	1,200
	
	(a)3,000
	
	
	
	
	
	
	
	4,200

	Inventories (Jan 1,1990) 
	
	
	
	
	
	
	
	
	
	
	
	

	     Finished goods
	48,000
	
	
	
	
	
	48,000
	41,500
	
	
	41,500
	

	     Good in process
	21,000
	
	
	
	21,000
	26,350
	
	
	
	
	26,350
	

	     Row material
	16,000
	
	
	
	16,000
	12,650
	
	
	
	
	12,650
	

	Unexpired insurance
	1,500
	
	
	(b)600
	
	
	
	
	
	
	     900
	

	Land
	72,000
	
	
	
	
	
	
	
	
	
	72,000
	

	Buildings
	150,000
	
	
	
	
	
	
	
	
	
	150,000
	

	Accum. depr. of  buildings
	
	45,000
	
	(e)3750
	
	
	
	
	
	
	
	48,750

	Machinery and equipment
	130,000
	
	
	
	
	
	
	
	
	
	130,000
	

	Accum. Depr.Of  mach. And equip.
	
	52,000
	
	(e)13,000
	
	
	
	
	
	
	
	65,000

	Firniture and fixtures
	10,000
	
	
	
	
	
	
	
	
	
	10,000
	

	Accum.Depr. of furnit. and fixtures
	
	3,000
	
	(e) 400
	
	
	
	
	
	
	
	3,400

	Notes payable - current
	
	75,000
	
	
	
	
	
	
	
	
	
	75,000

	Accounts payable
	
	41,000
	
	(f) 1,450
	
	
	
	
	
	
	
	42,750

	Common stock, Br.10 per
	
	100,000
	
	
	
	
	
	
	
	
	
	100,000

	Paid - in-capital in excess of per 
	
	100,000
	
	
	
	
	
	
	
	
	
	100,000

	Retained earnings (Jan,1,1990)
	
	88,875
	
	
	
	
	
	
	
	88,875
	
	

	Dividends
	6,000
	
	
	
	
	
	
	
	6,000
	
	
	

	Sales
	
	633,600
	
	
	
	
	
	633,600
	
	
	
	

	Sales returns and allowance
	3,600
	
	
	
	
	
	3,600
	
	
	
	
	

	Raw material purchases
	125,000
	
	
	
	125,000
	
	
	
	
	
	
	

	Purchases returns and allowance
	
	4,000
	
	
	
	4,000
	
	
	
	
	
	

	Freign  - in
	3,500
	
	
	
	3,500
	
	
	
	
	
	
	

	Direct labor cost
	192,500
	
	©1,800
	
	194,300
	
	
	
	
	
	
	

	indirect labor cist
	72,600
	
	©950
	
	73,550
	
	
	
	
	
	
	

	Heat, light and power
	12,300
	
	(f)1450
	
	13,750
	
	
	
	
	
	
	

	Other factory cost
	15,000
	
	(b)480
	(g)850
	14,630
	
	
	
	
	
	
	

	Advertising expense
	35,000
	
	
	
	
	
	35,000
	
	
	
	
	

	Sales Salaries expense
	42,000
	
	
	
	
	
	42,000
	
	
	
	
	

	Delivery expense
	8,000
	
	
	
	
	
	8,000
	
	
	
	
	

	Administrative salaries Exp.
	50,000
	
	
	
	
	
	50,000
	
	
	
	
	

	Office salaries expense
	20,000
	
	
	
	
	
	20,000
	
	
	
	
	

	Telephone and telegraph exp.
	1,800
	
	
	
	
	
	1,800
	
	
	
	
	

	Other general expense
	2,800
	
	(b)120
	
	
	
	2,920
	
	
	
	
	

	Interest expense
	3,375
	
	(d)1125
	
	
	
	4,500
	
	
	
	
	

	Doubtful accounts expense
	
	
	(a)3000
	
	
	
	3,000
	
	
	
	
	

	Wages payable
	
	
	
	©2750
	
	
	
	
	
	
	
	2,750

	Interest payable
	
	
	
	(d)1125
	
	
	
	
	
	
	
	1,125

	Deprecation of bldg.(factory)
	
	
	(e)3000
	
	3,000
	
	
	
	
	
	
	

	Deprecation of bldg. (general)
	
	
	(e)750
	
	
	
	750
	
	
	
	
	

	Dep. of mech. and equip(factory)
	
	
	(e)13000
	
	13,000
	
	
	
	
	
	
	

	Dep. of furn. And fix. (Factory)
	
	
	(e)40
	
	40
	
	
	
	
	
	
	

	Dep.  of furn. And fix (general)
	
	
	(e)360
	
	
	
	360
	
	
	
	
	

	Inventory of factory supplies
	
	
	(g)850
	
	
	
	
	
	
	
	850
	

	Income tax expense
	
	
	(h)3500
	
	
	
	3,500
	
	
	
	
	

	Income tax payable
	
	
	
	(h)3,500
	
	
	
	
	
	
	
	3,500

	Finished goods manufactured
	
	
	
	
	
	434,770
	434,770
	
	
	
	
	

	income
	
	
	
	
	
	
	16,900
	
	
	16,900
	
	

	Retained earning (Dec.31,year 1990)
	
	
	
	
	
	
	
	
	99,775
	
	
	99,775

	Totals
	1143975
	143975
	30425
	30425
	477,770
	477,770
	675,100
	675,100
	105,775
	105,775
	546,250
	546,250


Work sheet and year – end procedures – The journal entries for closing the manufacturing ledger accounts, for adjusting the inventory balances, for closing the revenue and expense accounts, and for closing the dividends account are illustrated below.

ADDIS MANUFACTURING COMPANY

Closing Entries

December 31,1990

Raw material inventory (Dec. 31,1990)………………………………………12,650

Good-in-process inventory (Dec,31 1990).. ………………………………….26,350

Purchase return and Allowance…………………………………….…………. 4,000

Cost of Finished good manufactured………………………………….……..434,770


Raw material inventory (Jan 1,1990)……………………………………………16,000


Good in process inventory (Jan.1,1990)…………………………………………21,000


Raw material purchase……………………………………………….………..125, 000


Freight – in………………………………………………………………………. 3,500


Direct labor cost…………………………………………………………….….194,300


Indirect labor cost………………………………………………………………. 73,550


Heat, light and power………………………………………………………….…13,750


Other factory cost…………………………………………………………….…..14,630


Deprecation of building……………………………………………………….. ....3,000


Deprecation of machinery and equipment……………………………………….13,000


Deprecation of furniture and fixture………………………………………………….40

To record cost of Good manufactured and ending inventory of row material and good in process

Finished Goods inventory (Des 31,1990)……………………………………..41,500

Cost of good sold…………………………………………………………….441,270


Cost of finished good manufactured……………………………………………434,770


Finished good inventory (Jan 1, 1990)…………………………………………..48,000

To record ending finished goods inventory and cost of good sold

Sales……………………………………………………………………….633,600


Cost of Good sold……………………………………………………………441,270


Sales return and allowance……………………………………………………. 3,600 


Advertising Expense…………………………………………………………..35,000


Sales salaries expense…………………………………………………………42,000


Delivery expense……………………………………………………………….8,000


Administrative salaries expense………………………………………………50,000


Office salaries expense………………………………………………………..20,000


Telephone and Telegraph expense…………………………………………..…1,800


Other general expense  …………………………………………………..…...  2,920


Interest expense…………………………………………………………..…….4,500


Doubtful account expense……………………………………………….……..3,000


Deprecation of Building……………………………………………… …………360


Deprecation of furniture and fixture………………………………….………...   750


Income tax expense …………………………………………………………..  3,500


Income summary ……………………………………………………………..16,900

To close Revenue and Expense accounts

Income summary………………………………………………………16,900


Retained earning……………………………………………………….16,900

To close income summary account

Retained Earnings…………………………………………………….. 6,000


Dividends………………………………………………………………6,000

To close dividends account.

4.6.2. Statement Of Cost Of Finished Foods Manufactured

The cost of goods completed during an accounting period is summarized in a statement of cost of finished foods manufactured.  The information for this statement is taken from the manufacturing columns of the worksheet.

Addis Company

Statement of cost of finished foods manufactured

For the year ended December 31, 1990

Goods in process inventory (January 1,1990)………………………………………Br. 21,000

Raw material used


Raw material inventory (Jan.1,1990…………………………..Br. 16,000


Raw material purchases (net)…………………………………….124,500

Cost of raw materials available for use…………………………..140,500


Less: Raw material inventory (Dec 31, 1990) …………………….12,650

Cost of raw material used………………………………………...127,850

Direct labor costs ………………………………………………………...194,300

Factory overhead costs……………………………………………….…..117,970


Total manufacturing costs…………………………………………………….   440,120

Total cost of goods in process during 1990 …………………………………………..  461,120

Less: Goods in process inventory (Dec 31,1990) …………………………………….    26,350
Cost of finished gods manufactured ………………………………………………….  434,770
Check your progress – 4

1. What is the purpose of a worksheet, and what benefits may be derived from using it?

_______________________________________________________________________________________________________.

4.6. Summary

The accounting process can be described as a set of procedures used in identifying, recording, classifying, and interpreting information related to the transactions and other events of a business enterprise.

The first step in the accounting cycle is analysis of transactions and selected other events.  The purpose of this analysis is to determine which event represent transactions that should be recorded.  Two criteria must be met before an event can be considered a transaction and included in the accounting process.  The event must be capable of being objectively measured in financial terms and it must affect the financial position of the enterprise.

Events can be classified as external or internal. External events are those between the enterprise and other entities, whereas internal events relate to transactions totally within the enterprise being accounted for.

Once an event has been identified as a transaction, it must be recorded in the journals, sometimes referred to as the book of original entry.  The second step in the accounting cycle involves transferring amounts entered in the journal to the general ledger.  The ledger is a book that usually containe a separate page for each account.  Transferring amounts from a journal to the ledger is called posting.

The third step in the accounting cycle is the preparation of a trial balance.  A trial balance is a list of all open accounts in the general ledger and their balances.  Preparation of adjusting journal entries is the fourth step in the accounting cycle.  Adjusting entries are entries made at the end of the accounting period to bring all accounts up to date on an accrual accounting basis so that correct financial statements can be prepared.  After adjusting entries are recorded and posted, an adjusted trial balance is prepared.  This trial balance serves as a basis for the preparation of financial statements.

After financial statements have been prepared, nominal accounts should be reduced to zero in preparation for recording the transactions of the next period.  This closing process requires recording and posting closing entries.

A third trial balance may be prepared after the closing entries are recorded and posted.  This post – closing trial balance shows that equal debits and credits have been posted properly to the income summary account.

Preparation and posting of reversing entries is the final step in the accounting cycle.  A reversing entry is made at the beginning of the next accounting period and is the exact opposite of the adjusting entry made in the previous period.

A work sheet serves as an aid to the accountant in adjusting the account balance4s and in preparing the financial statements.  The worksheet provides an orderly format for the accumulation of information necessary for preparation of financial statements.  Use of worksheet does not replace any financial statements, nor does it alter any of the steps in the accounting cycle.

4.7. ANSWERS TO CHECK YOUR PROGRESS

1.

 i. The accounting cycle is a complete sequence of procedures that is repeated periodically    in  accounting for the affairs of a business enterprise.  The cycle is usually 12 months in   

        length, although it may encompass some shorter period of time.

ii. The two criteria that must be met to consider an event as a transaction are

a) the event must be capable of being objectively measured in financial terms

b) the event must affect the financial position of the enterprise.

iii.  a) It gives built in controls that automatically call attention to many types of errors.

        b) Offer assurance that once assets are recorded, they will not be forgotten or  

            over looked.

        c) Strengthen the management’s responsibility for the custody of assets.


d) Facilitates the preparation f financial statements. 

2. 

    i. Adjusting entries are entries made at the end of an accounting period to bring records up to date.  Adjusting entries are necessary to adjust balance sheet accounts and income statement accounts so that the accounting records reflect an accurate picture of the business enterprise.

  ii. Closing procedure is applicable for temporary (nominal) accounts which have been used during the period to store information until their balances are transferred to a permanent account.

iii. A because every adjusting entry affects both a balance sheet account and an income statement account.

3.

i. The general guidelines for reversing entries are

a) When an adjusting entry affects an asset or a liability account that normally is not used during an accounting period, a reversing entry is required.

b) When an adjusting entry adjusts an asset or liability account that normally is used to record transactions during a period, no reversing entry is required.

ii. An adjusting entry is necessary because a portion of the insurance has expired as of the first year. However, because this prepaid item was originally entered in an asset account, a reversing entry would be in appropriate.

iii. Correcting entry is a journal entry, which is made to correct errors in the ledger. Correcting journal entry is necessary if the error is discovered after the error is posted to the ledger.

4.  i) the purpose of a worksheet is to expedite the end –of – period adjustment procedure.  A worksheet facilitates the organization and arrangement, in a convenient and systematic form, of the accounting data required at the end of the period.  The primary benefit derived from the use of a worksheet is that it allows accountants to bring all ledger accounts together in one place thereby minimizing the possibility of error, and at the same time facilitates the preparation of financial statements.

4.8. Model Examination Questions

PART I. True – False

_________ 1. Events that can be measured and that directly affect the financial statements of an entity should be recorded by the entity.

_________ 2. Reversing entries are made at the end of the accounting cycle to correct errors in the original recording of transactions.

_________ 3.  The computation of cost of goods sold under a periodic inventory system has the characteristics of both an adjusting entry and a closing entry. 

_________ 4.  The final balance of Income summary account equals net income or net loss for the period.

_________ 5.  If an entity fails to post one of its journal entries to its general ledger, the trial balance will not show an equal amount of debit and credit balance accounts.

PART II. Multiple choice

_________ 1.  A trial balance taken at year-end should ABC company’s debit total exceeding the credit total by Br. 6,300.  This discrepancy was probably caused by:

A) The balance of Br. 47,000 in accounts receivable being entered in the trial balance as Br. 40,700

B) An error in adding the sales journal.

C) The balance of Br. 700 in an office Equipment amount being entered as a debit of Br. 7000.

D) A net loss of Br. 6,300

E) None of the above.

_________ 2.  The worksheet for LIFE Co. consisted of eight pairs of debit and credit columns.  The dollar amount of one item appeared in both the credit column of the income statement and the debit column of the balance sheet section.  That item is 

a) Net income for the period

b) Beginning inventory

c) Cost of goods sold

d) Ending inventory

e) None of the above

_________ 3.  The accounting cycle for a business enterprise includes all of the following procedures except:

a) Closing the accounting records.

b) Classifying data by posting to ledger accounts.

c) Preparation of supporting documents for a business transactions

d) Adjusting, correcting, and updating recorded data

e) All of the above

_________ 4.  A business enterprise uses the periodic inventory system and uses a closing entry to record the ending inventory (December 31).  If the ending inventory is Br. 56,200 and the beginning inventory (January 1) was Br. 42,300, the correct closing entry (explanation omitted) is:

a) Income summary……………………………….56,200

Inventory (Dec.31)………………………………56,200

b) Inventory (Jan. 1)………………………………42,300

Inventory (Dec.31)………………………………42,300

c) Inventory (Dec. 31)…………………………….56,200

Income summary………………………………..56,200

d) Inventory (Dec 31.)…………………………… 13,900

Inventory (Jan.1)………………………………...13,900

e) None of the above

_________ 5.  The difference between the accounting process and the accounting cycle is:

a) The account process results in the preparation of financial statements, whereas the accounting cycle is concerned with recording business transaction.

b) The accounting cycle represents the steps taken to a accomplish the accounting process.

c) The accounting process represents the steps taken to accomplish the accounting cycle.

d) Merely semantic, because both concepts refer to the same thing.

PART III. Exercises.

1. For year 5, the gross profit on sales of Oxen Company was Br. 102,000; the cost of finished goods manufactured was Br. 340,000; the beginning inventories of goods in process and finished goods were Br. 28,000 and Br. 45,000 respectively; and the ending inventories of goods in process and finished goods were Br. 38,000 and Br. 63,500 respectively.

Compute the amount of Oxen Company’s sales for year 5.

2. The account balance below are taken from the ledger of paradise company.

                      May 1                  May31


Accounts receivable……………………...............Br. 20,000
Br.  28,500


Inventories……………………………………………50,000                  48,000


Accounts payable (Supplies of merchandise) ………..30,000                  21,600


Retained earnings …………………………………… 28,000                 40,400


Dividends declared and paid ……………………………………………12,900


Cash collections form customers in may were Br. 106,000 and net purchases of merchandise were Br. 65,000. No allowance for doubtful accounts is used, and no account receivable were written off. The only entries in the Retained Earnings ledger accounts were to close the income summary and Dividends ledger accounts. 


Compute the following for Paradise Company for the month of May.

c) Total net sales

d) Cost of good sold

e) Amount of cash paid to suppliers of merchandise 

f) Net income

g) Total expenses (other than cost of good sold

3. The information below for Pinehurst company provides a basis for making all necessary adjusting entries on December 31 year 5,the end of Pinehurst’s first fiscal year:

a) On June 1 year 5, borrowed Br. 60,000 by issuing a 9% mortgage note payable that required interest to be paid quarterly, beginning September 1, year 5.

b) On October 1 year 5 credited a nominal account when Br. 4,800 in rent revenue was received from a tenant.  This amount represented six month rent paid in advance.

4. The manufacturing company uses the periodic inventory system.  Its adjusted trial balance on December 31 year 2 follows. 

TOM MANUFACTURING COMPANY

Adjusted Trial balance

December 31,year 2







  Debit



Credit
Cash……………………………………… Br. 35,100

Account receivable……………………………62,000

Inventories (Jan 1,year 2) 

Finished goods………………………………..40,000

Goods in process……………………………...20,000

Raw material………………………………….25,000

Short term prepayment……………………….  2,000

Plant asset (net)……………………………. 254,400

Accounts payable…………………………………………………………….Br. 48,500

Income tax payable………………………………………………………………40,000

Common stock Br. 1 per………………………………………………………  100,000

 Paid –in –capital in ecess of per………………………………………………  150,000

Retained earnings (Jan.1, year 2)……………………………………………….. 82,000

Dividends……………………………………. 44,000

Sales (net)……………………………………………………………………. 980,000

Raw material purchase (net)…………………210,000

Direct labor costs…………………………… 220,000

Factory over head costs…………………….. 190,000

Selling expenses……………………………..130,000

General and administrative expenses………. 122,000

Income tax expenses………………………..   46,000                                 ___________


Totals                                        Br. 1,400,500


Br. 1,400,500

Inventories on December 31, year 2, were as follows



Finished goods ………………………………45,000



Goods in process……………………………..25,000



Raw materials ……………………………….32,500

Instructions 

a) Prepare closing entries for Tom manufacturing company on December 31,year 2

b) Prepare a statement of cost of finished goods manufactured for Tom manufacturing company for the year ended December 31 year 2.

5. Dawn merchandising company has adopted a policy of not reversing any adjusting entries.  All receipts and payments relating to revenue and expenses are recorded in nominal accounts, and the accruals and deferrals established at the end of the preceding year are adjusted to reflect current balances.  The following unadjusted trial balance was prepared by down merchandising accountant in the first pair of columns of the work sheet for the year ended October 31 year 10

DAWN MERCHANDISING COMPANY

Unadjusted Trial balance

October 31,year 10









Debit
  

Credit

Cash………………………………………………..    Br. 49,000

Account …………………………………………..           32,000                                       

Allowance for doubtful accounts……………………………………………….     Br.   200

Inventory (Nov. 1, year 9)………………………………  47,000

Inventory of advertising supply’s………………………...3,000

Land……………………………………………………..264,000

Building ……………………………………………….  210,000

Accumulated depreciation of building……………………………………………… 45,800

      Equipment……………………………………………..   252,000


Accumulated depreciation of equipment…………………………………………….62,700


Notes payable……………………………………………………………………….180,000


Accounts payable ……………………………………………………………………45,000


Unearned rent revenue……………………………………………………………….. 3,200


Interest payable………………………………………………………………………..4,000


Salaries payable ………………………………………………………………………2,200


Bonds payable, 9% ………………………………………………………………    100,000


Common stock, Br. 5 stated value ………………………………………………..   200,000


Retained earnings (Nov,1,year 9)…………………………………………………     88,800


Dividends………………………………………………   8,000


Sales………………………………………………………………………………..  830,000


Rent revenue ……………………………………………………………………….   16,600


Purchase………………………………………………. 480,000


Salaries expense ………………………………………   56,500


Selling expenses………………………………………  122,500


General expenses …………………………………….    41,000


Interest expense ……………………………………..      15,500                              _______
                   Total………………………………………Br.1,580,500                       Br. 1,580,500

Additional information

1) Aging of accounts receivable indicates that an allowance for doubtful accounts in the amount of Br. 960 is required on October 31 year 10.

2) Inventory of advertising supplies is Br. 1,850 on October 31 year 10.

3) The estimated economic life of the building is 30 years, and the residual value is Zero.  The estimated economic life of the equipment is 20 years, and the residual value is 12,000 (use the straight – line method of depreciation). 

4) Unearned rent revenue is Br. 2,700 on October 31 year 10.

5) Interest payable is Br. 6,400 on October 31 year 10

6) Salaries payable amount to Br. 1,200 on October 31, year 10.

7) The physical inventory on October 31, year 10 is Br. 35,000 (prepare on adjusting entry to record cost of goods sold in a separate ledger account)

8) Income taxes expense for the year ended October 31 year 10, is estimated at Br. 32, 000.

Instructions.

Prepare Down Merchandising Company’s October 31, year, adjusting entries for each item above.  Record expenses in specific ledger accounts, such as Doubtful Accounts expense, Advertising supplies Expense, Depreciation expense of Building, etc. 

4.9. Glossary

1. Accounting cycle – the recurring steps performed each accounting period starting with recording transactions in the journal.

2. Accounting period – the length of time covered by periodic financial statements and other reports.

3. Accounting process – a set of procedures used in identifying, recording, classifying, and interpreting information relate to the transactions and other events pf a business enterprise.

4. Adjusting entry – a journal entry recorded at the end of each accounting period to prepare the revenue, expense, and withdrawals accounts for the up coming year and update the owner’s capital account for the events of the year that was just finished.

5. Business transactions – an event that causes an immediate change in the financial condition of a business and which can be measured objectively in terms of monetary unit.

6. Closing entry – a journal entry recorded at the end of each accounting period to prepare the revenue, expense, and withdrawals accounts for the up coming year and update the owner’s capital account for the events of the year that was just finished.

7. Correcting entry – a journal entry made to correct errors in the ledger.

8. Double – entry accounting – an accounting system that records the effect of transactions and other events in at least two accounts with equal debits and credits.

9. Fiscal period – the 12 – consecutive months selected as an organization annual accounting period.

10. Natural business year – a 12 – month period that ends when a company’s sales activities are at their lowest point.

11. Reversing entry – Optional entry recorded at the beginning of a new year that prepare the amounts for simplified journal entries subsequent adjusting entries.

12. Statement of cost of goods manufactured – a separate statement for a manufacturer that reports the cost of goods manufactured during a period.

13. Trial balance – a summary of the ledger that lists the accounts and their balances; the total debit balances should equal the total credit balances.

14. Worksheet – a columnar working paper designed to facilitate the organization and arrangement of account data at the end of an account period.
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5.0 AIMS AND OBJECTIVES

The aims of this unit are to discuss and illustrate revenue and expense transactions, and the accounting methods used to recognize revenue and expenses.

After you have studied this unit, you will:

· understand the theory and conceptual framework underlying revenue recognition practices.

· be familiar with the revenue and expense principles as they apply to revenue and expense recognition.

· be able to apply acceptable methods of accounting for revenue from long term construction contracts and know under what circumstances each is appropriate.

· be able to apply the installment method and the cost recovery  method of revenue recognition and know under what circumstances each is appropriate.

· be familiar with the four methods of revenue recognition for service sales.

· understand the framework linking expense recognition to revenue recognition.

5.1. INTRODUCTION.

One of the most difficult issues facing accountants concerns the recognition of revenue and expenses by a business enterprise. Although general rules and guidelines exist, the significant variety of marketing methods for products and services make it difficult to apply the rules consistently in all situations.

The recognition issue refers to the difficulty of deciding when a business transaction should be recorded.  The recognition issue is not always solved easily.  Consider the case of an advertising agency that is asked by a client to prepare a major advertising campaign.  People may work on the campaign several hours a day for a number of weeks.  Value is added to the plan as the employees develop it.  Should this added value be recognized as the campaign is being produced or at the time it is completed?  Normally, the increase in value is recorded at the time the plan is finished and the client is billed for it.  However, if a plan is going to take a long period to develop, the agency and the client may agree that the client will be billed at key points during its development.

5.2. REVENUE RECOGNITION.

The objective of any business enterprise is to generate income that will provide owners with a return on their investment.  The major source of income for most enterprises is from its operation - the process of generating revenue by providing goods and services to outsiders.  Operations involve the incurring of costs and expenses, and unless a satisfactory level of revenue is generated a loss or a low level of income will result, no matter how carefully costs and expenses are controlled.  Consequently, the meaning of revenue and the criteria for its recognition are important not only to accountants but also to enterprise and to the users of its financial statements.

In today’s more complex and uncertain business environment, accountants are faced with two tasks relating to revenue i.e. to determine when revenue is realized and the birr amount at which it is recognized in the accounting records. Because of new and frequently complex ways of structuring business transactions, and because of the many new products and services developed in recent years, revenue recognition has become one of the most challenging problems in financial accounting.

SFAC No 5 defines recognition as the recording of an item in the accounts and financial statements as an asset, liability, revenue, expense, gain, or loss.  Recognition includes depiction of an item in both words and numbers, with the amount included in the summarized figures reported in the financial statements

Four fundamental criteria must be met before an item can be recognized.  These are definition (the item or the event must meet the definition of one of the financial statement elements (asset, revenue, expense etc), measurability (the item or event must have a relevant attribute that is reliably measurable, that is, a characteristic, trait, or aspect that can be quantified and measured.  Examples are historical cost, current cost, market value etc), Relevance (information about the item or event is capable of making a difference in users decisions), Reliability (information about the item is representational faithful, verifiable, and neutral).

In addition to the above four general recognition criteria, the revenue principle provides that revenue should be recognized in the financial statements when it is earned and it is realized or realizable.

Revenues are earned when the company has substantially accomplished all that it must do to be entitled to receive the associated benefits of the revenue.  In general, revenue is recognizable when the earning process is completed or virtually completed.

Earning process is the profit – directed activities of a business enterprise through which revenue is earned; such activities may include purchasing, manufacturing, selling, rendering services, delivering and servicing products sold, allowing others to use enterprise resources, etc.

Revenue is realized when cash is received for the goods or services sold.  Revenue is considered realizable when claims to cash (for example, non cash assets such as accounts or notes receivable) are received that are determined to be readily comfortable into known amount of cash.  This criteria is also met if the product is a commodity, such as gold or wheat, for which there is a public market in which essentially unlimited amounts of the product can be bought or sold at the known market price.  In the measurement of revenue, realization generally means that a measurable transaction (such as sale) or an event (such as the rendering of services) has been completed or is sufficiently finalized to warrant the recording of earned revenue in the accounting records.  The selection of the critical event indicating that revenue has been realized (earned) is the foundation of the revenue realization principle.  In addition, revenue to be recognized collection of the claims from customers and clients who have purchased goods and services should be reasonably assured.

In general, revenues are recognized (formally recorded in the accounting records) as soon as all criteria are met.  An accounting issue is to determine when the criteria are met for different types of revenue – generating transactions.

In making many revenue & expense recognition decisions, accountants may rely on estimates and professional judgments. For example, the amount spent for material, labor, and other services may be measured objectively, however, the continuous transformation of these cost inputs into more valuable outputs is an internal process that requires estimates based on subjective judgment.  In tracing the effect of this process and portraying it in terms of birr, accountants do not have objective external evidence supporting market transactions as a basis for measurement and recording.

However, generally accepted accounting principles provide few guidelines for making estimates and for exercising professional judgment in specific revenue & expense recognition situations.

Check your progress – 1

i. Briefly describe the three revenue realization conditions.

_________________________________________________________________________________________________________.

ii. Briefly describe the importance of evidence, estimates and professional judgment and experience in the process of recognizing revenue & expense in the accounting records.

_______________________________________________________________________________________________________.

Stages at which revenues are recognized.

The delivery of goods or services to a customer is a significant event that occurs in virtually all revenue – generating transitions.  Given this fact, three broad timing categories of revenue recognition can be identified:

1. Revenue recognized on delivery of the product or service (the point of sale)

2. Revenue recognized  before delivery of the product or service.

3. Revenue recognized after delivery of the product or service.

For most companies and for most goods and services, however, revenue is recognized at the time of delivery of the goods or services to the customer: Revenue is them considered both earned and realized or realizable when the product or service is delivered.

Revenue is sometimes recognized before delivery when the earning process extends over several accounting periods and it is considered important (i.e. relevant) to provide revenue information before the earning process is complete.  For example, when there is a contract to produce a product for a known birr amount that will be received when the product is delivered (i.e. it is realizable), revenue can be recognized as it is earned, before the product is delivered to the customer.

Revenue is sometimes recognized after delivery when there are concerns about the amount of revenue that will be realized.  Revenue has been earned, but recognition is delayed until the amount realizable is determined.  In these situations, providing reliable revenue information is considered more important than early, potentially more relevant but less reliable, revenue information.

5.2.1. Revenue Recognized at Delivery (Point of Sale)

The conditions for revenue recognition are usually met at the time goods or services are delivered.  Thus, revenue from the sale of goods is usually recognized at the date of sale, which is the date the goods are delivered to the customer.  Revenue from services rendered is likewise recognized when the services have been performed.  This is the point – of – sale method, sometimes called the sales method or the delivery methods of revenue recognition. 

Some costs associated with servicing a product or service sold with a guarantee or warranty may be incurred after delivery.  When these cost can be reasonably estimated, revenue is still recognized at the date of sale, with a provision made for future warranty cost.  In this case, revenue is considered earned and realizable.

One may question why accountants choose so late a stage in the earning process to recognize revenue and thus net income.

The answer comes in two parts: (1) At any point prior to sale, the expected selling price of a product and the ability to sell it at a profit may be so uncertain that they do not constitute sufficient evidence to justify an upward valuation of the product, and (2) for most business enterprises the actual sale of a product is the most important step – the critical event – in the earning process.  Until a sale is made and the product is delivered to and accepted by the customer, the future stream of revenue is both uncertain and unearned.

Shipment of goods on consignment does not constitute sales.  In a consignment, goods are transferred to another party (the consignee), who acts as an agent for the owner of the goods (the consignor).  Title to the goods remains with the owner until the agent sells the goods to ultimate customers, at which time a sales transaction takes place and revenue is recognized by the consignor.

1.  Installment method:

Business enterprises that sell goods on the installment plan may use the installment method of accounting only when accrual accounting is not considered appropriate.  The installment method is widely used for income tax purposes because it postpones the payment of income taxes until installment receivables are collected.  However, the installment method is not acceptable for financial accounting unless considerable doubt exists as to the collectibles of the receivables and a reasonable estimate of doubtful accounts expense can’t be is made. 

Under the installment method, the seller recognizes gross profit on sales in proportion to the cash collected.  If the rate of gross profit on installment sales is 40%, each birr of cash collected on the installment receivables represents 40 cents of gross profit and 60 cents of cost recovery.

Repossessions are common under the installment sales method because this method is used only when there is substantial uncertainty of collection.

Revenue Recognition when Right of Return Exists

Even when a sale occurs, the recognition of revenue may be delayed because of unusual terms surrounding the sales transaction.  For example, in the recorded music and book publishing industries it is common practice to give retail stores the right to return products sold and delivered to them if they cannot resell these products.  When such a right of return exists, the seller continues to be exposed to the usual risks of ownership, and revenue is recognized on the date of sale only if all of the following conditions are met.

1. The seller’s price to the buyer is substantially fixed or determinable on the date of sale.

2. The buyer has paid the seller, or is obligated to pay the seller and the obligations not contingent on resale of the product.

3. The buyer’s obligation to the seller would not be changed in the event of theft or physical destruction or damage of the product.

4. the buyer acquiring the product for resale has economic substance apart from that provided by the seller.

5. the seller does not have a significant obligations for future performance to bring about resale of the product by the buyer.

6. the amount of future returns can be reasonable estimated.

If these conditions are met and sales are recorded, provision for any costs or losses that may be expected in connection with any returns is made on the date of sale.  The sales and cost of goods sold in the income statement exclude the portion for which returns are expected, and the allowance for estimated returns is deducted from trade accounts receivable in the balance sheet.  Transactions for which revenue recognition is postponed are record as sales when the return privilege expires.

Sales on installment plan.

A sale of goods or services on the installment plan generally provides for a cash down payment and a series of additional monthly payments.  Because payments extend over a long period, the seller customarily charges interest and carrying charges on the unpaid balance of installment receivables.  Revenue from installment sales is recorded in the same manner as from regular sales, unless the collection of the installment receivable is not assured and there is no reasonable basis for estimating the probability of collection.  If the accrual basis of accounting is not considered appropriate, an alternative method of revenue recognition such as the installment method or the recovery method which will be discussed later must be used.

Check your progress - 2 

1. What is a consignment? How revenue is recognized on consignment transactions?

________________________________________________________________________________________________.

5.2.2. Revenue Recognition Before Delivery

In some instances the earning process extends over several accounting periods.  Delivery of the final products may occur years after the initiation of the product.  Examples are construction of large ships, bridges, office buildings, and development of space exploration equipment.  Contracts for these projects often provide for progress billings at various points in the construction process.

If the builder  (seller) waits until the constriction is completed to recognize revenue, the information on revenue and expense included in the financial statements will be reliable, but may not be relevant for decision making because the – information is not timely.  In such instances, it often is worthwhile to trade – off reliability in order to provide more timely, relevant earnings information.  This is the case for a company engaging in long – construction contracts.

GAAP provides two methods of accounting for revenue on long – term constructs:

1. Completed – contract method: under this method revenues, expenses, and gross profit are recognized only when the contract is completed.  As construction costs are incurred they are accumulated in an inventory account (construction in progress). Progress billings are not recorded as revenues but are accumulated in a contra inventory account (billings on construction progress. At the completion of the contract, all the accounts are closed and the entire gross profit from the construction project is recognized. 

2. Percentage – of – completion method: Under this method revenue, expenses and gross profit are recognized each accounting period based on the estimate of the percentage of completion of the construction project.

The percentage - -of – completion method recognizes revenue on a long – term project as the contract is being completed, thus timely information is provided.  However, it contains estimates and is not as reliable as information in the completed – contract method.

Management of a company has little freedom of choice in deciding between these alternative methods of accounting for long – term contracts. When estimate of costs to complete and extent of progress toward completion of long-term construction contracts are reasonably dependable, the percentage – of - completion method is preferable.  When lack of dependable estimates or inherent hazards cause forecasts to be doubtful, the completed – contract method is preferable.

Measuring progress toward completion of a long – term construction project is accomplished with input measures or out put measures.

1.  In put measures:

The effort devoted to a project to date is compared with the total effort expected to be required in order to complete the project. Examples are cost incurred to date compared with total estimated costs for the project and labor hours worked compared with total estimated labor required to complete the project  Among input measures, the cost – to – cost method is the most common.  The cost – to - cost method measures the percentage completed by the ratio of the costs incurred to date to the current estimate of the total cost required to complete the project:




total costs incurred to date

Percent complete = -------------------------------------------------





Most recent estimate of total costs of the project

The most recent estimate of total project costs is the sum of the total costs incurred to date plus the estimated costs yet to be incurred to complete the project.  Once the percentage completed has been computed, the amount of revenue to be recognized in the current period is determined as:

Current period revenue = (percent complete X total revenue from contract) – total revenue 

Recognized in     prior periods

2.  Out put measures:

Results to date are compared with total results when the project is completed.  Examples are number of stories to be built and miles of highway completed compared with total miles to be completed.  

Illustration:  FENOTE construction company engaged into contract with a municipality to construct a  10 kilometer highway.  Total contract price is Br. 900,000.

Additional data:



Year 1

year 2

year 3

Construction costs incurred during the year ...........Br.125,000    Br. 495,000     Br. 145,000

Estimated cost to complete the project 

at the end of the year ............................................. Br.625,000    Br. 155,000                  0 

Operating costs incurred (selling , Administrative)Br. 15,000     Br.   30,000               12,000

Required : using the above data compute the realized profit on contract revenue for each year under the following methods of accounting for construction – type contracts:

(a) Percentage - of –completion method (cost – to cost)

(b) Completed – contract method.

Solution:

(a) Percentage – of – completion method 

· Revenue recognized to date = Actual cost incurred to date     X contract price
                                                        Newly estimated total cost to 

complete the projects

· revenue recognized for     =    Revenue recognized     _     Revenue recognized until the 

     end of the previous year

         a particular year   to date  

There fore,

Revenue recognized for year 1  =  125,000    X  900,000

                                                         750,000

                                                   = Br. 150,000

Revenue recognized for year 2  =  620,000    X  900,000     - 150,000

                                                        775,000

                                                   = 720,000 – 150,000

                                                   = Br. 570,000

Revenue recognized for year 3 =   765,000     X    900,000    -   (150,000  X 570,000)

                                                       765,000

                                                  = Br. 180,000

Fenote Construction Company

Realized Gross Profit On Contract Revenue – Percentage Of Completion Method.

For Years 1,2 And3







     YEAR 1                YEAR 2          YEAR 3

Contract Revenue                           

 Br. 150,000             Br. 570,000       Br. 180,000

Costs  Incurred                                                       125,000                   495,000             145,000
Realized Gross Profit On Contract Revenue   Br.   25,000            Br.    75,000         Br. 35,000

Operating Expenses                                                 15,000                       30,000             12,000  

Net Income                                                      Br.   10,000              Br.    45,000        Br.23,000     

(B) Completed – contract method.           

 




     YEAR 1 
                  YEAR 2               YEAR 3

Contract revenue                                                 Br.   0                      Br.  0                       Br.  0

construction costs incurred....................................     0                             0                               0

Gross profit                                                         Br.   0                        Br. 0                       Br.  0  

Operating expenses                                            Br. 15,000              Br. 30,000     Br.12,000  Net income                                                        Br. (15,000)             Br. (30,000)   Br.(123,000)    

Some additional methods that have been proposed, and generally rejected, for the realization of revenue prior to delivery of the product are production, accretion, discovery, receipt of order, and billing.

The recognition of revenue prior to delivery generally is viewed as a departure from the revenue realization principle.  Recognition of revenue on construction – type contracts under the percentage – 0f completion or on completion of “special order” goods has considerable theoretical and practical support.

In general, when a sale of goods is not considered to result in revenue realization, the revenue might be recognized at the following stages of the productive (earning) process prior to delivery of goods to customers:

1. Prior to production.

2. During production

3. on competition of production 

4. At some other stage based, for example, on production, accretion , discovery, receipt of orders from customers, or billing of customers.

Check your progress – 3

1. What are two different approaches to determining the extent of progress toward completion of a construction project?  Identify some specific types of measurement for each.

_________________________________________________________________________________________________________.

5.2.3. Revenue Recognition After Delivery

Under some circumstances the revenue recognition criteria are not met until some time after delivery of the goods or service to the customer.  Such is the case when :

1. The substance of the transaction if different from the form, such as in product – financing arrangements.

2. The ultimate collectablity of the sales price is highly uncertain, such as with some long – term installment sales

In such instance revenue may be recorded under the installment method, the cost recovery method , or some other method based on cash collection.

2.  Cost Recovery method.

The cost recovery method is sometimes called the sunk cost method.  Under this method a company recovers all the related costs incurred (the sunk costs) before it recognizes any profit.  The cost recovery method is used only for highly speculative transactions when the ultimate realization of revenue or profit is unpredictable.  The cost recovery method is also justified when there is uncertainty regarding the ultimate collectiblity of an installment sale.

Under the cost recovery method, no profit is recognized until the cost of the products sold is fully recovered.  In the period of sale, the cost of the products is deducted from sales (net of the deferred gross profit) in the income statement.  The deferred gross profit also is deducted from the related receivable in the balance sheet.  Collections of principal reduce the receivable, and any collections of interest are credited to the deferred gross profit ledger account.  Deferred gross profit subsequently recognized as earned is presented as a separate item of revenue in the income statement. 

Illustration:  For installment method and cost recovery method.

On June 1,1997, Booker productions sells a large amount of unusual merchandise to a retailer.  The demand for the merchandise is unknown, the retailer is of questionable financial strength,

and thus it is highly uncertain as to whether Booker will ever be paid the full sales price.  The facts regarding the transaction and subsequent events are:


Sales price for merchandise



Br. 140,000
100%


Cost of merchandise sold



        84,000 
  60%

Gross margin






 Br.  56,000

Cash Collected in 1997




 Br.   40,000

Cash collected in 1998       




 Br.   55,000

Cash collected in 1999




 Br.   15,000
Total cash inflows                                                            Br.  110,000
At December 31, 1999, it is determined that no more cash will be collected from this transaction.

Required:

1. Show the entries to account for this transaction using the installment sales method.

2. Shaw the entries to account for this transaction using the cost recovery method

3. Show summary comparative income statements for all three years for both methods.

Solution:

Requirements 1 and 2 are shown in side –by – side columns to illustrate the difference between the two methods. Entries that differ between the two methods are shown in bold face.

 Installment Method
            Cost recovery method
To record sales and cost of sales:

Installment sales receivable                  140,000                             140,000


Installment sales                                      140,000                              140,000

Cost of installment sales                        84,000                                84,000


Merchandise inventory                             84,000                                84,000

To record cash payments received during 1997:

   Cash                                                     40,000                                40,000


Installment sales receivable                      40,000                               40,000

At December 31, 1997, to record deferred gross margin and amount of realized gross margin during 1997, and to close temporary accounts:

                                                            Installment Method
    Cost recovery method
Installment sales                                   $    140,000                 $       140,000


Cost of installment sales                               84,000                             84,000                          


Deferred gross margin                                  56,000                             56,000

Deferred gross margin(Br. 40,000 X 0.4)   16,000                              
Realized gross margin                                              16,000
1998 entries to record cash received and to record realized gross margin 

Installment Method
    Cost recovery Method

Cash                                                     15,000                                   15,000


Installment sales receivable                     15,000                                   15,000

Deferred gross margin                          6,000+                                  15,000*


Realized gross margin                                6,000                                   15,000

+ Br. 15,000 X 0.4 =Br.6,000

* since all costs have been recurred, the full amount of cash represents realized gross margin.

 To record write off of amount not expected to be collected.

Deferred gross, margin                                            12,000+              30,000*
Loss on write –off of installment sale receivable   18,000                   - 0 -

Installment sales receivable                                       30,000                       30,000
+Under the installment sales method, the remaining deferred gross margin at the time of the write –off is Br.56,000 – 22,000 – Br.22,000 – Br.6000 = Br.12,000.

*Under the cost recovery method, the remaining deferred gross margin at the time of the write –off is Br.56,000 – Br. 0 – Br. 11,000 – Br.15,000 = 30,000


In both cases the balance in the installment accounts receivable is Br.30,000 (Br. 140,000 – Br.55,000 – 15,000)

3.  Comparative income statement under the two methods are : 

        (In all cases, for years ending  December 31).

(amount in thousands)                       Installment Method
    Cost Recovery Method




                  1997       1998      1999           Total       1997      1998     1999      Total

Installment sales                                 Br.140     Br. 0      Br. 0   Br. 140,000   Br.140     Br. 0    Br. 0    Br.140,000

Cost of  sales                                            84            0           0               84          84               0          0            84
Gross margin                                             56          0            0               56          56               0          0            56

Less: Deferred margin                             (56)         0            0              (56)         56              0          0           (56)

Add:  Realized gross margin                     16        22            6               44            0             11        15            26
Income (before write – off)                      16         22            6               44            0             11         15           26

Write-off of un collectible receivable        -            -            (18)          (18)          -               -            0            0

Income



    Br. 16     Br.22    Br.(12)       Br.26     Br.  0        Br.11   Br.15       Br.26
In general, revenue recognition under the installment and cost recovery methods of accounting is based to a considerable extent on the timing of cash receipts.

3. Cash Collection method.

The recognition of revenue may be delayed beyond the point of sale until additional evidence confirms the sales transaction.  For example, a significant degree of uncertainty may exist as to the collectibles of receivables resulting from revenue transactions, or a sales transaction may be lacking in economic substance and therefore may after inadequate evidence of revenue realization.  Under these circumstances revenue is recognized as cash is collected, and costs incurred are either recognized as expense or deferred, as considered appropriate in a specific situation.  An extreme application of this test of revenue realization is the cash basis of accounting described in chapter 3.

Check your progress – 4

1. Under what circumstances revenue might be recognized after the delivery of goods to customers?

_______________________________________________________________________________________________________________________.

5.3. Revenue recognition for service sales.

For companies that provide services rather than products, revenue recognition follows procedures similar to those for tangible goods transactions.  The four methods of revenue recognition for service sales are:

1. Specific performance

2. Proportional performance

3. Completed performance

4. Cash Collection method

Specific performance.

The specific performance method is used to account for service revenue that is earned by performing a single act. For example, a real estate broker earns sales commission revenue on completion on a real estate transaction, a dentist earns revenue on completion of a tooth filling; a laundry earns revenue on competition of the cleaning.

Franchise revenue: SFAS No 45, “Accounting for Franchise Fee Revenue”  deals with a particular type of service sale, franchises.  It prescribes the specific performance method to account for franchise fee revenue, which a franchiser earns by selling a franchise.  For revenue recognition purposes, it is often difficult to determine the point at which the franchisor has “substantially performed” the service required to earn the franchise fee revenue.

Example: Assume that on April 1, 1997, Chicago Pizza Corporation (franchisor) sold a franchise to Arthur Wilson (franchisee) for Br. 20,000 cash down and received a note that required five annual payments of Br. 8,739 beginning on March 31, 1998.  The interest rate is 14% and the note therefore has a present value of Br. 30,000.

Two situations are examined:

Case A. If no additional services are to be performed by the franchisor and collectiblity is reasonably assured, Chicago pizza should recognize the entire amount (the Br. 20,000 cash payment and Br. 30,000 note receivable)

As revenue on April 1, as follows:

Cash---------------------------------      20,000

Notes receivable  -----------------      30,000


Franchise fee revenue ------------------------   50,000

Case B.  If Chicago pizza has additional services to perform for the franchisee, such as 

outfitting the new pizza restaurant, no franchise fee revenue would be recognized on April 1, 1997.

Rather, the entry would be:

Cash ----------------------------------------------20,000

Notes receivable  ------------------------------ 30,000


Deferred franchise fee revenue  --------------------50,000

On December 31,1997, Chicago pizza would make the following entry to accrue interest on the notes receivable:

Note receivable----------------------------------------------  --------------3150                                                                                                                                                                                                                                                                                                                                                                                   


Deferred franchise fee revenue (Br.30,000 X ).14 X 9/12) ------------- 3150 

Assume that Chicago completes its obligations to the franchisee in January 1998, after having spent Br.2000 in the process.  The entry to record this expenditure and recognize revenue would be:

Deferred franchise fee revenue------------------------------------------  50,000

Franchise service expense ----------------------------------------------     2,000


Franchise fee revenue -------------------------------------------------------50,000


Prepaid expense, franchise services --------------------------------------   2,000

Expenditures in 1997 by the franchisor related to the franchise would be deferred as prepaid expenses until the associated franchise fee is recognizes until the associated franchise fee is recognized, in conformity with the matching principle.

Proportional performance method.

The proportional performance method is used to recognize service revenue that is earned by more than a single act and only when the service extends beyond one accounting period.  Under this method, revenue is recognized based on the proportional performance of each act.

The proportional performance method of accounting for service revenue is similar to the percentage – of – completion method.  Proportional measurement takes different forms depending on the type of service transaction.  

A. similar performance acts: an equal amount of service revenue is recognized for each such act (for example, processing of monthly mortgage payments by a mortgage banker).

B. Dissimilar performance acts: service revenue is recognized in proportion to the server’s direct costs to perform each act (for example, providing lessons, examinations, and grading by a correspondence school)

C. Similar acts with a fixed period of performance: service revenue is recognized by the straight line method over the fixed period unless another method is more appropriate (for example, providing maintenance services on equipment for a fixed periodic fee)

Completed – Performance method.

The completed performance method is used to recognize service revenue earned by performing a services of acts of which the last is so important in relation to the total service transaction that service revenue is considered earned only after the final act occurs.  For example, a trucking firm earns service revenue only after delivery of freight, even though packing loading, and transporting preceded delivery.  The method is similar to the completed – contract method used for long –term contracts.

Cash collection method 

The cash collection method is used to account for service revenue when the uncertainty of collection is so high or the estimates of expenses related to the revenues are so unreliable that the requirement of reliability is not satisfied.  Revenue is recognized only when cash is collected.  This method is similar to the cost recovery method used for product sales.

Check your progress -5

1. Define service enterprises and service transactions.

_________________________________________________________________________________________________________.

5.4. Expense Recognition.

After the revenue of the accounting period is measured and recognized in conformity with the revenue principle, the matching principle is applied to measure and recognize the expenses of that period.  The costs of those assets and services used up should be recognized and reported as expenses of the period during which the related revenue is recognized.

Expenses can be classified into three categories:

1. Direct expenses are expenses such as cost of goods sold that are associated directly with revenues.  These expenses are recognized based on recognition of revenues that result directly and jointly from the same transactions or other events as the expenses.  This is an example of applying the matching principle.

2. Period expenses are expenses such as selling and administrative salaries, which are not associated directly with revenues.  These expenses are recognized during the period in which cash is spent or liabilities are incurred for goods and services that are used up either simultaneously at acquisition or soon after.

3. Allocated expense are expenses such as depreciation and insurance.  These expenses are allocated by systematic and rational procedures to the periods during which the related assets are expected to provide benefits.

The principles that provide accountants with guidelines for the recognition of expenses are

A. Association cause and Effect:

Costs may be recognized as expenses based on a presumed direct association with specific revenue.  Costs that appear to be related to specific revenue are recognized as expenses concurrently with the recognition of the related revenue.  Examples of costs related to specific revenue include the direct cost of goods sold or service provided, sales commission, and direct costs incurred in relation to construction – type contracts.

B. Systematic and rational allocation.

If a direct means is not available to associate cause and effect, costs may be recognized as expenses based on an orderly allocation to the accounting periods in which the costs appear to expire and presumably provide benefits received, because neither can be objectively measured.

C. Immediate recognition.

Expenses are recognized in the current accounting period when 

i) Costs incurred in the accounting period are expected to provide any future benefit

ii)  costs deferred as assets in earlier periods no longer provide benefits, and 

iii)  allocation of costs to revenue or to accounting periods is impractical or is considered to serve no useful purpose.

5.5. Recognition of gains and Losses.

Gains and losses are distinguished from revenues and expenses in that they result from peripheral or incidental transactions, events, or circumstances. 

Most gains and losses are recognized when the transaction is completed. Thus, gains and losses from disposal of operational assets, sale of investments, and early extinguishment of debt are recognized in the entry made to record the transaction.  For example, an entry to record the disposal of a tract of land for cash would reflect a debit to cash, a credit to land for cash  would reflect a debit to cash, a credit to land  (for its recorded cost), and debit to loss (or a credit to gain) on disposal.

Estimated losses are recognized before their ultimate realization if they are both probable and can be reasonably estimated. Examples are losses on disposal of a segment of a business, pending litigation, and expropriation of assets.  If both conditions are met, the nature and estimated amount of the contingent loss must be disclosed in as note to the financial statements.

In contrast, gains are almost  never recognized before the completion of a transaction that establishes the existence and amount of the gain.  

Accounting for gains and losses reflects a conservative approach.  Losses may be recognized before they actually occur, but gains are recognized before a completed transaction or event.

Check your progress – 6

1. How indirect costs recognized under the cash collection method of revenue recognition for a service transactions?

___________________________________________________________________________________________________.

5.6. SUMMARY

Revenues are gross increase in assets or gross decreases in liabilities resulting from the profit – directed activities of an enterprise.  As an element of the income measurement process, the revenue for a period is generally determined independently of expenses by applying the revenue recognition principle.  The revenue recognition principle provides that revenue is recognized when the earning process is complete or virtually complete, and an exchange has taken place.  The earning process is complete when revenues are realized, and realization takes place when goods and services are exchanged for cash or claims to cash (receivables).  Revenues are said to be realizable when assets received in exchange are readily convertible to known amounts of cash or claims to cash.

The matching principle provides guidance for expense recognition.  The matching principle states that for any reporting period, the expenses recognized in that period ate those incurred in generating the revenues recognized in that period.

Most gains and losses are recognized when the related transaction is completed.  Estimated losses but not estimated gains are when they are probable and can be reasonably estimated.

5.7. Answers to check your progress

1. (i)    The three revenue realization conditions are:

a) Sufficient reliable evidence exists to measure the market value of the output; such evidence generally is provided by an exchange transaction between independent parties.  The economic substance of the transaction indicates that an exchange has occurred; more legal form of an exchange doesn’t support revenue recognition.

b) The earning process (the creation of goods and services) is complete or virtually complete, and all necessary costs have been incurred or may be estimated with reasonable accuracy.

c) Collection of the claims from customers and clients who have purchased the goods and services is reasonably assured.

(ii). Recognition of revenue and expenses in the accounting records requires “competent evidential matter,” either external or internal (or perhaps both), which frequently must be based on reasonable estimates.  In the evaluation of the form and economic substance of revenue and expense transactions, accountants use professional judgment and their accumulated practical experience to determine if revenue has been earned or if expenses have been incurred.

Professional judgment and experience always are useful in the implementation of accounting principles, but these factors are especially important in the revenue and expense recognition situations. Accountant must understand fully not only the earning Process and flow of costs of a business enterprise but also its external environment before they are able to make judgments as to the integrity of transactions, completion of the earning process, future costs (if any) to be incurred in relation tot specific revenue, and the collectiblity of the revenue.

2. Consignment is the placing of goods by their owner (the consignor) on the premises of another company (the consignee).  In a consignment sales arrangement, revenue is recognized and inventory is appropriately reduced when the consignor receives word that a sale has been mode. 

3. The two approaches to9 determining progress two ward completion of a long – term construction project are:

a) Input measures like cost incurred, labor hours worked etc. 

b) Out put measures like number of stories of a building, miles of highway etc.                                                   

4. Revenue might be recognized after the delivery of goods to customers when the sale and delivery don’t provide sufficient evidence of revenue realization.

5. Service enterprises operate in service industries and generate revenue by selling services rather than goods.  The revenue generating activities of service enterprises are called service transactions.

6. When revenue from service transactions is recognized under the cash collection method, indirect costs are expensed immediately because of the substantial uncertainty surrounding the collectiblity of the revenue.

5.8 Model Examination Questions

PART 1. True/False          


     1.    Inherent in any sales transaction is an element of gain or loss.



     2. FASB concepts statement No 5 provides that revenue in recognized 

                                    when 

                 (a) it is collected and 

                  (b) the earning process in complete.

     

    3. Accountants normally prepare a journal entry for a “contract of 

                              sales”, while a “contract to sell” is not recorded in the accounts.



      4.  The different between realized gross profit and deferred gross 

                                   profit on installment sales in based on the cash collections 

                                   related to the  installment sales.



       5. Expenses paid by the consignor in a consignment arrangement are 

                                  normally deducted from any commission earned by the                

                                  consignee                                            

PART 2. Multiple Choice

1. One of the more popular input measures used to determine the progress toward completion in the percentage – of – completion method in

A) Revenue – percentage method

B) Cost – percentage method

C) Progress completion method

D) Cost – t0 – cost method

2. Hartman corporation recently received a long – term contract to 

      construct  a luxury liner. The contract will take 3 years to complete at a   

      cost of  $3,500.00.  the price of the liner is set at $5,000,000.  If the cost 

      estimates  at the end of the first year are in line with original estimates, 

       and $1,050,000 of costs were incurred during the first year, the amount     

       of  income recognized during the first year using the percentage – of – 

                        completion method is:

A. $ 1,500,000

B. $ 1,050,000

C. $ 735,000

D. $ 450,000



   3.Under the completed – contract method of accounting for long –term 

                              contraction contracts, in terms charges and / or credits to the income 

                              statement are made for 

            

           
Revenues
        Costs
       Gross Profit
                                     A.                      Yes                    No                     No

                                     B.                      No                     No                      No

                                     C.                      No                    Yes                     No

                                     D.                      Yes                   Yes                    Yes                                  



    4. For which of the following products is it appropriate to recognize 

                           revenue at the completion of production even through no sale has 

                           been  made?

A. Automobiles

B. Large appliances

C. Single family residential units 

D. Precious metal.

The following information relates to questions 546.

During 1990, Winters Corporation sold merchandise costing $500,000 on an installment basis for $800,000.  The cash receipts related to these sales were collected as follows: 1990, $1991, $1991,$450,000;  1992, $100,000.



   5. What is the rate of gross profit on the installment sales made by 

                         Writers Corporation during 1990?

A 37.5 %

B. 50%

C. 60%

D. 62.5%



  6. If expenses, other than the cost of the merchandise sold, related to the 1990 installment sales amounted to $60,000 by what amount would winters’ net income for 1990 increase as a result of installment sales?

A. $ 240,000

B. $190,000

C. $71,250

D. $33,750

PART 3. Exercises

1. Ailec corporat6ion uses the percentage – of – completion method to account for work performed under long –term construction contracts.  Ailed began work under contract #7031-21, which provided for a contract price of $3,645,000.  Additional data is as follows:

                                                                                      1993                           1994

Cost incurred during the year………………………  $563,000                $1,764,000

Estimated costs to complete as of  December 31,        1,500,000                      - 0 –

Required:

a. What portion of the total contract price would be recognized as revenue in 1993 & in 1994?

b.  Following information was taken from the records of Brenner corporation for the year indicated.  The company’s year end is December 31,

                                                                        1993                  1994               1995
Sales (on installment)……………………..  $450,000          $500,000        $620,000

Cost of sales………………………………   342,000            360,000           434,000

            Gross profit ……………………… $108,000            140,000           186,000

Cash receipts:



1993 Sales                                   $125,000          $280,000          $ 45,000

  

1994 Sales                                                           $210,000            230,000

                  1995 Sales                                                                                     250,000

Calculate the amount of Realized Gross profit on installment sales and Deferred Gross Profit to be reported in the year – end – financial statement of Brenner Corporation for the year noted.

2. Houston Company uses the installment sales method to account for its installment sales.  On January 1, 1993, Houston Company had an installment account receivable from D. Fredenick son Company in the amount of $2,300.  Frederickson paid a total of $500 on the account during 1993.  However, late in 1993 Frederick son discontinued payments and the merchandise was repossessed. When the merchandise was repossessed it had a fair market value of $720.  Houston Company spent on additional $75 to recondition the merchandise.  When the repossessed merchandise was originally soled, it was to yield a 45% gross profit sale.

Required:

Prepare the journal entries on the books of Houston Company to record all 

transactions with Frederickson Company during 1993.

3. On November 10, year 2, painting contractors, Ine. Commended a Br. 25,000 contract to sandblast and paint several buildings for a real estates investor.  The direct costs of the contract (including subcontracting for the sandblasting, paint, and salaries of workers) were estimated at Br. 20,000 On December 31,year 2.  The contract consisted of a large number of dissimilar acts.  Through December 31, year 2, the contract costs incurred amount to Br. 14,000 and the acts performed to date amount to at least 801. Of the total acts to be performed by painting contractors.

Compute three possible amounts gross profit that painting contractors, Inc., might recognize for the year ended December 31, years 2 on the foregoing contract.

4. Three independent eases are given below for 1995.  The accounting period ends December 31.

Case A. on December 31, 1998, Zulu Sales Company sold a special machine (serial No 1713) for Br. 200,000 and collected Br. 80,000 cash.  The remainder plus 10 percent interest is payable December 31, 1999.  Zulu will deliver the machine on January 5,1999.  The buyer has an excellent credit rating.

Case B.  On November 15, 1998, Victor Company sold a ton of its product for Br. 1,000.  the buyer will pay for the product with two units of its own merchandise.  The buyer promised to deliver the merchandise around January 31,1999.

Case C.  On January 2,1998, Remer publishing Company collected Br. 1,800 cash for a three – year subscriptions to a monthly , Investors stock and B and Advisory.  The march 1998, issue will be the first one mailed.

Required : For each case, briefly answer the following:

1. The revenue recognition method that should be used.

2. Any entry that should be made on the transaction date.

3. An explanation of the reasoning for your responses to (1) &(2)

4.9 Glossary

1. Completed contract method – a method of accounting for revenue on Long – term contracts where by revenues, expenses, and gross profit are recognized only when the contract is completed.

2. Cost recovery method – is conservative method in which no profit is recognized until all costs associated with the sale item have been recovered in cash.

3. Installment sales method – A method of revenue recognition that delays recognition of gross profit until cash is collected, at which time gross profit is recognized at the gross profit rate for the original installment sale.

4. Percentage – of – Completion method – a method of accounting for revenue on long – term contracts whereby revenues and expenses are recognized each accounting period based on an estimate of the percentage of completion.

5. Realization – means that a measurable transaction or an event has been completed or is sufficiently finalized to warrant the recording of earned revenue in the accounting records.

6. Recognition the process of recording items (revenue) in the accounting records.
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6.0. AIMS AND OBJECTIVES.

This unit discusses the role of accrual accounting in the measurement and reporting of business income.

After you have studied this unit, you will:

· be familiar with the definition of accounting income and its relation to other definition of income .

· understand the accounting treatment and disclosures of extraordinary items, unusual or infrequent item, discontinued operations, changes in accounting estimates and accounting principles, and prior period adjustments.

· know how to compute and display earnings per share figures.

6.1. Introduction.

The concept of accounting income poses a double challenge for accountants-its measurement and the reporting of its components in the income statement.  Generally accepted accounting principles rest on a foundation of historical costs and measurable evidence provided by a business transactions and events that is, the accrual basis of accounting.  Accountants have considered and rejected both the cash basis concept and the economic concept of income measurement and adopted the accrual basis of accounting as a reasonable approach to income measurement.

In a rapidly changing and highly competitive business environment, the income for one accounting period probably predicts the income of the next period.  The task of income measurement and reporting are complicated by income tax laws, the effect of extra ordinary items, disposals of business segments, changes in accounting principles, and the inclusion of earnings per share of common stock in the income statement.

Improvements in the measurement and reporting of income are needed if income statements are to be of maximum value to users in predicting, comparing, and evaluating the earning power of business enterprises.

6.2 The Meaning of Income.

There are different views on when to measure and recognize income. Part of the problem stems from the fact that the term income has different meanings to different people.  For example, an economist defines a change in wealth, whether realized or not, as income.  To illustrate, assume a firm owns a parcel of land it acquired at a cost of Br. 10,000 several years ago.  A new interstate highway has recently been built near the property, and several individuals have casually offered to buy the land for something in the range of Br.5, 000.  The firm has not yet agreed to sell.  The economist would say than an increase in wealth has occurred and would call this increase income. This is economic income. 

An accountant, however, would not recognize this increase in wealth as income. The accountant would first require reliable verification of the increase in value. If the land is sold to another party in an arm’s – length transaction, the transaction would provide the verification the accountant seeks. Only when would the accountant recognize the increase in wealth as income. This is accounting income.

6.2.1 Lifetime income of a business Enterprise

If we ignore the time value of money and effects of inflation, lifetime income of a business enterprise is measured as:

          Totals proceeds received on liquidation of enterprise -----------------XX

Add: Amounts withdrawn by owners during life of enterprise -------------XX

Less: Amount of cash invested by owners -------------------------------------(XX)
Lifetime income of enterprise ----------------------------------------------------XX

In theory, the only direct way to determine how “well off” an enterprise is on a specific date is to compute the present value of its future net cash inflows. This is known as the process of direct valuation.

6.2.2 Periodic Income of a business enterprise

In measuring how “well off” an enterprise is on a specific date in order to measure periodic net income, accountants record only those changes in financial position that may be substantiated by reasonably reliable evidence. Income emerges if the effort (expenses) to generate revenue is less than the accomplishment (revenue) of that effort; a loss emerges if the effort exceeds the accomplishment.

6.2.3 The Impact of changing prices

During a period of inflation (an increase in the general price level) a clear understanding of the limitation of the birr as a unit of measurement is required to interpret accounting income and financial statements meaningfully.

Assume that on December 31, 1990 a business enterprise manufactured a product at a cost of Br. 1000 with a selling price of Br. 1500. The cost of producing an identical product has risen to Br. 1625 on December 31, 1991 and because demand is strong the product is sold for Br. 2,250 on this date. During 1991, the general price level throughout the economy rose by 10%.

Required: Compute the gross profit for the business enterprise on the sale of the product under the following procedures

1. Nominal – birr gross profit

2. Nominal – birr gross profit, with price gain isolated 

3. Constant – purchasing power (end of 1991 purchasing power) gross profit.

Solution:

1. Nominal – dollar gross profit

It reflects the entire difference between revenue realized and historical cost, without regard to differences in the purchasing power of the birr.

· Conventional way of measuring income (gross profit)

Nominal dollar gross profit = Revenue realized – actual cost incurred 

                                             = Br. 2,250 – Br. 1000

                                             = Br. 1250

2. Nominal – birr gross profit, with price gain isolated 

Under this method, the effect of changes in specific purchasing power is isolated, and the fact that one-half of nominal birr gross profit is attributed to rising replacement cost at the time it is sold is known as inventory profit.

                     Revenue realized -------------------------------------------------Br. 2,250

           Less: Replacement cost on the date of sale -------------------------------1625

            Operating margin ---------------------------------------------------------Br. 625

          Add: Price gain or inventory profit ------------------------------------------625
       Nominal – birr gross profit (operating margin and price gain) ----Br. 1250

3. Constant – purchasing power gross profit

Under this method, the measuring unit has been changed to constant purchasing power, both costs and revenue are stated in end of 1991 purchasing power.

                   Revenue realized -----------------------------------------------------------Br. 2,250

          Less: Actual cost in constant purchasing power (Br. 1000 x 1.1) --------------1,100

         Gross profit in constant purchasing power -------------------------------------Br. 1,150

Check your progress – 1

1. Define each of the following terms:

a) Nominal birrs

____________________________________________________________________________________________________.

b) Constant purchasing power

_________________________________________________________________________________________________________.

c) General price level

________________________________________________________________________________________________________.

d) Specific price level

______________________________________________________________________________________________________.

e) Inventory profit

_____________________________________________________________________________________________________.

6.3 Special problems in the measurement and Reporting of Income

The measurement and reporting of income has become complex as a result of requirement for the allocation of income taxes, disposals of discounted business segments, extraordinary items, changes in accounting principles and estimates, and the reporting of earnings per shares data in the income statement. 

6.3.1 Income Tax Allocation

In general, management has considerably flexible in presenting revenue, expense, gain, and loss items in the income statement. But accounting pronouncement governs the presentation of four items. (1) Extraordinary gains and losses, (2) unusual or infrequent gains and losses, (3) discounted operations, and (4) cumulative effects of changes in accounting principle.

In each case, these items are reported separately on the income statement. All except unusual or infrequent gains and losses are shown net of any related tax effect. Net of related tax effects means the tax consequences of the item have been determined and the reported amount is shown after adjusting for these tax effects.

Determining the tax effects is an intra period tax allocation problem. Intra means that the item, income taxes in this case, is allocated among various items within a given accounting period.

Thus, a portion of the total income taxes are allocated to operations and to other special items in a given period. A related issue, inter period tax allocation is the allocation of tax expense to different reporting periods.

Illustration of intra period tax allocation

Consider the following situation for FENOTE Company. Sales for 1998 total Br. 100 million, and expenses before income taxes total Br. 70 million. During 1998 the company experiences an unusual loss of Br. 20 million when an earth quake destroys several of the company’s uninsured warehouses. Assume that the income tax rate is 40% and that the Br. 20 million earthquake loss is deductible for income tax purposes. FENOTE Company’s income statement with and without intra period tax allocation is as follows:

FEENOTE COMPANY

Income Statement

For the Year ended December 31, 1998

(Amounts in Millions)

                                                                      Without intraperiod                      With Intraperiod

                                                                         tax allocation                                 tax allocation

Sales ----------------------------------------------------Br. 100 ------------------------------Br. 100

Expenses -----------------------------------------------------70                                                 70
Income from operations before extraordinary item Br. 30                                           Br. 30

Income tax expense:

On operation *                                                   __                                                  12

On taxable income +                                          4                                                    __

Income before extraordinary loss                           Br. 26                                             Br. 18

Extra ordinary item: loss from earthquake damage:

Gross amount                                                (20)                                                    __

Net of tax savings of Br. 8 (Br 20 x 0.4)        __                                                   (12)

Net income                                                             Br. 6                                                   Br. 6
* Br. 30 (0.4)

+ (Br. 30 – Br. 20 (0.4)

In the column labeled “without intra period tax allocation, the tax expense is shown at the actual amount that will be paid, or 40% of the Br. 10 million taxable income (revenues of Br. 100 million less expenses of Br. 70 million and less the loss of Br. 20 million). In the column with intra period tax allocation, the tax effects of the two activities (operations and the earthquake loss) are shown separately. The income tax expense that would be paid if there were no loss from the earthquake would be 40% of Br. 30 million or Br. 12 million. The tax effect of the earthquake loss reduces income tax for the period by 40% of the loss, or Br. 8 million. The Br 8 million tax savings resulting from the loss is subtracted from the gross loss of Br. 20 million to arrive at the after-tax amount of Br. 12 million.

Inter period tax allocation

The process of apportioning income tax among two or more accounting period because of temporary differences in the recognition of revenue and expenses. Temporary differences result when revenue or expense items appear in the income tax return. By means of inter period tax allocation, the income taxes expense in the income statement is related to the pre-tax income or loss reported in the income statement rather than on the amount of income or loss reported in the income tax return. Thus, income taxes are allocated among accounting periods as are other expenses.

Taxable income is defined as the income determined by applying the measurement rules found in the tax laws. The only reason taxable income is computed is to determine the amount of income taxes to be paid for a tax period is the product of taxable income and the applicable tax rate.

Pre tax accounting income, on the other hand, is the amount of income before income taxes that is determined under GAAP. Once pre tax accounting income is determined an amount of income tax expense must be computed and deducted to compute net income.

There are two basic types of differences between taxable income and pretax accounting income: permanent differences and temporary differences.

A permanent difference is created when an income element a revenue, gain, expense, or loss-enters the computation of either taxable income or pretax accounting income, but never enters into the computation of the other. For example, interest income received on tax-free municipal bonds is included in pretax accounting income, but not in taxable income.

A temporary difference arises when the measurement rules for financial reporting (GAAP) differ from tax reporting rules as to the timing of recognition of various revenues, gains, expenses, losses, assets or liabilities. Temporary differences affect the computation of either taxable income or pretax accounting income in one period, and in some subsequent period or periods they affect the computation of other type of income. The differences are temporary because they originate in one (or more) periods, and reverse and have the opposite effect in one (ore more) future periods.

Check your progress – 2

1. Explain the meaning of intrapeirod tax allocation and inter period tax allocation and explain how these procedures improve the usefulness of an income statement.

6.3.2 Disposal of a Business Segment

A business segment is a component of an entity whose activities represent a separate major line of business or class of customer. A business segment may be a subsidiary, a division, a department, or another part of the entity, provided that its assets, results of operations, and activities are distinguishable physically and operationally, for financial reporting purposes, from the other operations of the company.

Judgment is required in deciding whether a disposal meets the criteria for separate reporting. It appears that firms tend to err on the side of reporting disposals as discontinued operations. We believe this is useful as it provides more complete disclosure.

The disposal of a business segment must be distinguished from other disposals that are incidental to the evolution of the business.

The following are examples of incidental disposals and partial divestitures that do not qualify.

· disposal of part of a line of business

· shifting production and marketing activities of a line of business between locations.

· Phase out of a product line or class of service

· Other changes resulting from technological improvement

· Sale of a major foreign subsidiary in silver mining by a mining company, leaving the company with silver mining operations in other countries

· Discontinuation of design, manufacture, and sale of children’s wear in one geographical area by a manufacturer of children’s wear.

· Sale of the assets used in the manufacture and sale of woolen suits, including the plant by an apparel firm that plans to concentrate its activities in the manufacturing and marketing of suits made from synthetic materials.

The following transactions would be classified as disposals of a business segment

· sale by a diversified company of a major division that represents the company’s only activities in the electronics industry

· sale by a retailing company of its 25 percent interest in a professional football team (all other company activities are in retailing )

· sale by a communications company of its radio stations leaving only the television and publishing divisions.

The assets and operating results of the disposed segment must be clearly identifiable from the other assets and operations of the enterprise.

An income statement is more useful when the effects of material and unusual events and transactions are reported separately from the continuing operations of a business enterprise. Therefore, the operating results of a discontinued business segment for the current accounting period and any gain or loss on the disposal of the segment are reported separately in the income statement, net of the related income tax effects.

Such separate reporting makes successive income statements more comparable and enables users of financial statements to make better estimate of the enterprise’s future earnings.

The accounting for the disposal of a business segment is relatively simple when the decision to discontinue a segment and the actual disposal occur in the same accounting period. When the disposal of the segment is expected to be completed in a subsequent accounting period, estimated results of operating the discontinued segment in the subsequent period are included in the computation of the gain or loss on the disposal. An estimated loss is included in the income statement of the period in which the decision to eliminate the segment is made; an estimated gain is reported in the subsequent period when the disposal takes place.

The income statement for the accounting period in which a business segment is discontinued includes the revenue and expenses from continuing operations only. The operating income (or loss) from the discounted segment for the current period and the gain or loss on the disposal of the segment are reported, net of tax effects, in the income statement below the income (loss) from continuing operations.

The revenue generated by the discontinued segment prior to disposal is disclosed in a note to the financial statements. The presentation in the income statement of a loss from operations of a discontinued business segment and a gain on the disposal of the segment is illustrated below:

Income from continuing operations before income taxes ---------------------------------------------------Br. 2,800,000

Income tax Expense (amount of income tax payable currently is Br. 900,000) ------------------------------1,260,000
Income from continuing operations ----------------------------------------------------------------------------Br. 1,540,000

Discontinued operations:

Loss from operations of discontinued business segment, net of income tax credit of Br. 450,000 ----Br. (550,000)

Gain on disposal of discontinued business segment, net of income tax effect of Br. 90,000 -----------------110,000

Net income (or income before extraordinary item and cumulative

effect of change in accounting principle, if any) -------------------------------------------------------------Br. 1,100,000

Check your progress – 3

1. How are the results of a business segment reported in the income statement for the accounting period in which the segment is discontinued?

_________________________________________________________________________________________________________.

6.3.3 Extraordinary items

Extraordinary items are events and transactions that are distinguished by their unusual nature and by the infrequency of their occurrence. Thus both of the following criteria should be met to classify an event or transaction as an extraordinary item:

a. Unusual nature – the underlying event or transaction should possess a high degree of abnormality and be of a type clearly unrelated to or only incidentally related to the ordinary and typical activities of the entity, taking into account the environment in which the entity operates.

b. Infrequency of occurrences – the underlying event or transaction should be of a type that would not reasonably be expected to recur in the foreseeable future, taking into account the environment in which the entity operates.

To be considered unusual in nature, the event or transaction resulting in a gain or loss should be abnormal and unrelated to the ordinary and typical activities of an entity.

In addition to the above two criteria, the environment in which a company operates must be considered in applying these criteria.

A company’s environment includes such factor as

· Characteristics of the industry or industries in which it operates

· Geographic location of operation

· Nature and extent of governmental regulations

A similar event or transaction may be considered extraordinary for one company but not for another because of differences between the companies environment. For example, the two events described below are similar, but the first is treated as an extraordinary event and the second is not:

Extraordinary: A tobacco grower’s crops are destroyed by a hailstorm. Severe damage from hailstorms in the locality where the tobacco grower operates is rare.

Ordinary: A citrus grower’s crop is damaged by frost. The region has a long history of frost damage, which is normally experienced every three to four years.

The first situation is considered extraordinary because given the environment in which the tobacco grower operates, hail storms are both unusual and infrequent. This is not the case in the second situation – frost is not an infrequent event in the environment in which the company operates. A history of losses by frost damage would provide additional evidence that such damage may reasonably be expected to recur.

Material gains and losses that are considered extraordinary items are

· Loss from major casualties (such as earthquakes or severe hailstorm in localities where such events are infrequent)

· Loss from prohibition under newly enacted law or regulation

· Loss expropriation of assets by foreign country

· Gain or loss on disposal of only holding of common stock or land that had been owned for many years

· Gain or loss on extinguishments of debt

· Gain on restructuring of troubled debt

· Write-off of interstate operating rights by a motor carrier

Material gains and losses that are not considered extraordinary items are:

· Write-down or write-off of receivables, inventories, plant assets, or intangible assets

· Gain or loss from exchange or translation of foreign currencies (including major devaluation or revolution)

· Gain or loss on disposal of a business segment

· Gain or loss on disposal or abandonment of plant assets, investments or intangible assets

· Loss from a labor strike or effect of adjustment of accruals on a construction – type contract

· Cumulative effect of a change in accounting principles

· Prior period adjustment.

Extraordinary items are reported as a separate classification on the income statement to alter the reader to their special nature. This prominent placement signals that this gain or loss is not expected to recur regularly; thus readers might treat the item differently when making predictions about future income and cash flows. The presentation of extraordinary item, including the pre-share effect, in the income statement is illustrated below:

Income before income taxes and extraordinary item ----------------------------------------------Br. 600,000

Income taxes expense (amount of income taxes payable currently is Br. 175,000) ---------------270,000

Income before extraordinary item -------------------------------------------------------------------Br. 330,000

Extraordinary item (loss), net of income tax credit of Br. 99,000 -----------------------------------121,000

Net income ----------------------------------------------------------------------------------------------Br. 209,000

Earning per share of common stock:

Income before extraordinary item -----------------------------------------------------------Br. 3.30

Extraordinary item (loss) -------------------------------------------------------------------------(1.21)
Net income ------------------------------------------------------------------------------------------------Br. 2.09

The amount of a gain or loss is not a factor in determining whether an item should be reported, but only material extraordinary gains and losses must be reported separately. Extraordinary items considered immaterial in amount can be reported as a component of continuing operations.

 A material event or transaction that is unusual in nature or occurs infrequently, but not both, are therefore does not meet both criteria for classification as an extraordinary item, should be reported as a separate component of income from continuing operation. Such items should not be reported net of income taxes.

6.3.4 Accounting Changes

We stated earlier that a consistent application of accounting principles and methods over a number of years increases the usefulness of financial statements. However, management of a business enterprise may justify a change in accounting principles on grounds that it is preferable. There are three types of accounting changes.

1. Change in accounting principle

2. Change in accounting estimate

3. Change in reporting entity

1. Change in accounting principle

Under certain circumstances, a company can change from one generally accepted accounting principle to another, such as from sum-of-years-digits depreciation to straight-line depreciation.

Generally, when this happens, an adjustment amount must be recognized and recorded. This catch-up adjustment is formally known as the cumulative effect of a change in accounting principle and must be reported separately in the income statement in the period in which the change is made. The effect of a change in accounting principle is reported after income from continuing operations after taxes, and after extraordinary items. It is reported net of applicable income taxes.

Example: A company’s management decides to change from accelerated depreciation to straight line depreciation for its depreciable assets and is able to justify the change to its auditors.

If the straight-line method has been used in all previous periods, accumulated depreciation would be Br. 60,000 less than was recorded using accelerated depreciation. That is, depreciation expense has been Br. 60,000 more using accelerated depreciation method than would have been recorded using straight-line depreciation. Assume an income tax rate of 30 percent.

The cumulative effect of the change in accounting principle net of applicable income taxes, is Br. 60,000 x 0.70 or Br. 42,000. The appropriate entry to record the effect of the change in accounting principle is as follows:

Accumulated depreciation machinery-------------------------------------------------60,000

            Cumulative effect of change in accounting principle, net of tax -------------------42,000

             Deferred income tax liability -----------------------------------------------------------18,000

The reporting and positioning on the income statement of this change are as follows:

Income from continuing operations pretax (assumed) ----------------------------------Br. 100,000

Income taxes ---------------------------------------------------------------------------------------30,000

Income from continuing operations after taxes -------------------------------------------Br. 70,000

Cumulative effect of change in accounting principle, net of

Income taxes of Br. 18,000 ----------------------------------------------------------------------42,000

Net income -----------------------------------------------------------------------------------Br. 112,000

A change in accounting principle require the restatement of assets or liabilities as of the beginning of the current period to the amount that would have existed if the newly adopted principle had been a used in prior periods.

2. Changes in accounting estimates

Revisions of accounting estimates such as the useful lives or residual values of  depreciable assets, the loss rates for bad debts and warranty costs are considered changes in accounting estimates for reporting purposes.

As a company gains experiences in such areas as depreciable assets, receivables and warrants, it develops a basis for revising one or more of its prior accounting estimates. In such instances, the prior accounting results are not to be disturbed instead the new estimate should be used during the current and remaining periods. Thus, a change in estimate is made on a prospective (future-oriented) basis.

Example

Assume a machine that cost Br. 24,000 is being depreciated on a straight-line bases over a 10-year estimated useful life with no residual value. Early in the seventh year, management, having had experience with the machine, determines that the total useful life will be 14 years (with zero residual value). The new depreciation amounts are computed and recorded as follows:

Original cost ----------------------------------------------------------------------------Br. 24,000

Accumulated depreciation on date of exchange (Br. 24,000 x 6/10) ----------------14,400

Difference – depreciated over 8-years remaining life ------------------------------Br. 9,600

Annual depreciation over remaining life: (Br. 9,600/8) ---------------------------Br. 1,200

Journal entry to record year 7 depreciation expense:

Depreciation expense --------------------------------------------------------------------1,200

              Accumulated depreciation, machinery -------------------------------------------1,200

Changes in accounting estimates that have a material effect on the financial statements are disclosed in the notes.

3. A change in reporting entity

A change in reporting entity occurs when the group of business enterprise comprising the reporting entity changes (such as a business combination of two or  more companies accounted for as a pooling of interest)

Check your progress – 4

1. Describe how the effect of a change in accounting principle and the effect of a change in accounting estimate are reported in an income statement?

_______________________________________________________________________________________________________.

6.3.5 Earning per share of common stock

The amount of earning per share of common stock for an accounting period is computed by dividing the net income available to common stockholders by the weighted-average number of shares of common stock and potentially dilutive common stock equivalents outstanding during the period. The purpose is to show earnings power on a per-share basis to enable investors to relate the market price of a share to the income per share of common stock.

The following illustrates the calculation of Eps in three separate cases:

	Assumption
	

	Case A

30, 000 common shares outstanding

throughout the year; net income for the year, Br. 106, 000: dividends applicable to preferred stock, Br. 10, 000
	Net income applicable to common stock

(Br. 106, 000 – Br. 10, 000)-------------------------Br. 96, 000
Earnings per share (Br. 96, 000
[image: image1.wmf]¸

30, 000 shares)-----Br. 3.2

	Case B:

30, 000 common shares outstanding throughout the year; income applicable to common stock, before extraordinary item: Br. 96, 000; extra ordinary loss less applicable tax saving; Br. 21, 000
	Income before extraordinary item------------------Br. 96, 000

Extraordinary loss (less applicable tax saving)--------21, 000
     Net income-----------------------------------------Br. 75, 000

Earning per share: 

Income before extraordinary item----------------------Br. 3.20

Extraordinary loss (21, 000
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30, 000)                          (0.70)

Net income (75, 000
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30, 000)--------------------------Br. 2.50

	Case C:

30, 000 common shares outstanding from January 1, through April 1, on which date an additional 10, 000 common shares were issued; other date as in case B.
	Income before extraordinary item---------------------Br. 96, 000

Extraordinary loss (less applicable tax saving)----------21, 000
Net income-----------------------------------------------Br. 75, 000

Earning per share:

Income before extraordinary item------------------------Br. 2.56

Extraordinary loss---------------------------------------------(0.56)
Net income---------------------------------------------------Br. 2.00
Calculation of weighted average number of shares:

         Date          Month            Shares             Weighted shares
Jan. 1 – Apr. 1       3             x30, 000                    90, 000

Apr. 1 – Dec 31     9             x40, 000                  360, 000
 12                                            450, 000
Average: 450, 000
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12 = 37, 500

Br. 96, 000
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37, 500 shares = Br. 2.56

(Br. 21,000
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 37,500 shares = (0.56)

Br. 75,000
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 37,500 shares = Br. 2.00


However, when a corporation has stock warrants, stock options, convertible bonds, or convertible preferred stock outstanding, presentation of single earnings per share amount in the income statement would be misleading. In such cases, a dual presentation of primary earnings per share and fully diluted earnings per share is required in the income statement. Fully diluted earnings per share is computed to reflect the maximum potential dilution from the assumed exercise of stock warrants and stock options and the assumed conversion of any outstanding convertible securities. In addition, when the income statement includes the disposal of a business segment, an extraordinary item, or a cumulative effect of change in accounting principle, the effects of these items on both primary and fully diluted earnings per share also are included. An example of the dual presentation of earnings per share in comparative income statement that includes extraordinary items and a cumulative effect of a change in accounting principle follows:









Year 2

    Year 1
Earnings per share of common stock:

Primary:

Income before extraordinary item and cumulative

effect of change in accounting principle------------------------Br. 5.50-----------Br. 4.32

Extra ordinary item-gain or (loss)--------------------------------   (0.88)    
          1.08

Cumulative effect of change in accounting principle-------------1.65

       _______

Net income----------------------------------------------------------Br. 6.27                Br. 5.40
Fully diluted:

Income before extraordinary item and cumulative 

effect of changes in accounting principle----------------------Br. 5.00                   Br. 4

Extraordinary item – gain or (loss)                                            (0.80)
             1.00

Cumulative effect of change in accounting principle-------------1.50                      _____

Net income---------------------------------------------------------Br. 5.70                    Br. 5.00
6.3.6 Prior Period Adjustments

Current GAAP defines and prescribes the accounting for prior period adjustments in terms of only one item:

Items of gains and loss related to the following shall be accounted for and reported as prior period adjustments and excluded from the determination of net income for the current period: correction of an error in the financial statements of a prior period.

Thus, prior period adjustments are only corrections of errors in the financial statements from a prior period that affect retained earnings. All other items of revenue, expense, gain, and loss recognized during the period must be included in the determination of reported net income for that period.

Example: Assume that a machine that cost the Bally retail Company Br. 10, 000 (with a 10 year estimated useful life and no residual value) was purchased on January 1, 1995. Further, assume that the total cost was erroneously debited to an expense account in 1995. The error is discovered on December 29, 1998. A correcting entry would be required in 1998. Assuming that any income tax effects are recorded separately the entry is:

1998

machinery----------------------------------------------------10, 000

Dec. 29
Depreciation expense, straight-line (for 1998)-----------1, 000




Accumulated depreciation (1995 through 1998)-------------400




Prior period adjustment, error correction-------------------7, 000

The Br. 7, 000 prior period adjustment corrects the January 1, 1998, retained earnings balance on a pretax basis. The balance is understated Br. 7, 000 before tax:


Understatement of 1995 income (Br. 10, 000 – Br. 1, 000)---------------Br. 9, 000


Overstatement of `1996 and 1997 income (Br. 1, 000 x 2)----------------     (2000)


Net pretax understatement----------------------------------------------------- Br. 7, 000
Any income tax effect due to the prior period adjustment could be included in the entry or recorded separately. Assuming that the same error was made on the income tax return, the entry to record the income tax effect of the prior period adjustment, assuming a 30 percent income tax rate, would be:


Prior period adjustment, error correction (Br. 7, 000 x 0.3)------------2, 100



Income tax payable-----------------------------------------------------------2, 100

The prior period adjustment, error correction, account balance is closed directly to retained earnings on December 31, 1998. 

A prior period adjustment (net of income tax effect) is reported on the statement of retained earnings as a correction of the beginning balance of retained earnings.

Check Your Progress –6

1. Define prior period adjustments.

___________________________________________________________________________________________.

6.4 summary

Income reporting is probably the most significant aspect of financial accounting because of the economic consequences it has for a business enterprise, its owners and creditors, and its potential owners and creditors. Net income is the lifeblood of any enterprises organized to earn a return on the capital invested by its owners. The ability of an enterprise organized to compete effectively in its industry, and thus to prosper and survive, depends on its ability to generate income. Profitable operations represent the major source of cash and working capital, and it is unusual for a profitable enterprise to encounter difficulty making timely payments on its debt or to raise capital for expansion purposes.

Income measurement has to be based on sound principles of revenue and expense recognition to be of maximum value to management and other users of financial statements. The quality of a business enterprise earnings depend to a large extent on the revenue and expense recognition practices it uses. A reputation of reporting high quality earnings is a valuable asset to an enterprise. However, income measurement is only one side of the coin; the other is income reporting. The reporting of income must be timely and the sources of income (from continuing and discontinued operations, for example) must be presented in a meaningful and consistent manner. Non-recurring sources of income or loss are “non repeatable” and are not considered as significant as the recurring sources.

A continuing challenge for accountants is to report the components of income in a manner that enhances the predictive value of the income statement. Users of financial statements face a different challenge-to interpret the significance of the reported income in the clear light of a highly complex and inflationary business environment.

6.5 Answers to check your progress

1. a) Nominal dollars are historical units of measurement spanning many years over which the purchasing power of the dollar may have changed significantly.

b) Constant purchasing power is units of measurement in terms of uniform purchasing power, generally as of the end of the most recent accounting power, generally as of the end of the most recent accounting period.

c) General price level is the composite (or index) of prices throughout the economy on specific dates. The increase in the general price level is a widely used measurement of inflation.

d) Specific price level is the measurement of the actual price of a specific asset or service on specific dates.

e) Inventory profit is the difference between the original cost of a product and its replacement cost at the time it is sold.

2. Intra period tax allocation is the process of accounting to unusual sources of income or loss and prior period adjustments the income tax consequences of such items. The tax effect of a transaction or event is deducted form the gross amount of the item to show its after tax or net-of-tax effect. This manse that the income taxes expense deducted form income from continuing operations relates only to such income and is not distorted by the tax effects of any extraordinary items, prior period adjustments, results from discontinued operations, and changes in accounting principles.

Inter period tax allocation is the process of accounting income taxes amount accounting period because certain revenue or expenses appear in an income statement either before or after they are included in income tax returns. Inter period tax allocation achieves the logically desirable result of having income taxes expense in an income tax statement bear a normal relationship to the pre-tax accounting income reported in that income statement.

3. The results of a business segment for the accounting period in which the segment is discontinued are reported (net of income tax effect) below “income from continuing operations” to measure income before any extraordinary items and a cumulative effect of a change in accounting principle.

4. A change in accounting principle may require the computation of the cumulative effect of the change on retained earnings prior to the beginning of the current year. Such a cumulative effect is reported in an income statement in the same way as an extraordinary item, although it is not an extraordinary item. Other changes in accounting principle require the retroactive restatement of previously issued financial statements.

A change in accounting estimates affects only the current and future years’ financial statements, and no correction is necessary to recognize any possible effect that a current change in accounting estimate has no net income of earlier accounting period.

5. Prior period adjustments are correction of a material error related to a prior period or periods. It is excluded from the determination of net income.

6.6 Model Examination Questions

I. True / False

________1. Intra period tax allocation causes a reduction in income tax expense for the period in which it is used.

________2. The presentation of earnings per share is affected by the existence of prior period adjustments.

________3. An example of an extraordinary loss, reported as a separate item in the income statement, is a large tune-dawn of accounts receivable caused by the unexpected bankruptcy of a major customer.

________4. A change in accounting principle is considerate appropriate only when a clearly preferable accounting principle is adopted.

________5. The results of operations of a segment that has been or will be disposed of need not be separated from the results of continuing operation as long as the gain or loss form the disposal is shown separately.

II. Multiple Choice

________1. Earnings per share should always be shown separately for:

A. net income and gross margin

B. net income and per tax income

C. income before extraordinary items

D. extraordinary items and prior period adjustments

________2. Which of the following asset disposals would quality as a disposal of a segment?

A. phasing out of a product line or class of service

B. changes occasioned by a technological improvement

C. sales by an auto parts manufacturer of one of its fine parts manufacturing subsidiaries.

D. Sale by a transportation company of its bus operations but not its airline operations.

________3. Mamma Company had the following ledger account balances for the year ended December 31, year 5:


Interest expense----------------------------------------------------------Br. 123, 000


Loss on disposal of long-term investments---------------------------       80, 000


Write-down of plant assets to estimated current fair value---------       60, 000


Loss on disposal of a business segment-------------------------------       50, 000

   In its income statement for year 5, how much should Mamma Company report as total    extraordinary items?

A. Br. 50, 000

B. Br. 80, 000

C. Br. 110, 000


D. Br. 140, 000
E. None

________4. An income statement shows “income before income taxes and extraordinary items” in the amount of Br. 685, 000. The income taxes payable for the year are Br. 360, 000, including Br. 120, 000 that is applicable to an extraordinary items” is:

A. Br. 445, 000
B. Br. 205, 000       C. Br. 465, 000
     D. Br. 225, 000

________5. When a company changes from one GAAP to another GAAP, the income statement for the year of change:

A. Will normally not be affected, as this event is taken directly to retained earnings.

B. Should include only footnote disclosure no readers will be aware of the change.

C. Should include the cumulative effect, based on a retroactive computation, disclosed as a separate-line item.

D. Should include the effect of the change related to the current year only and be disclosed as a separate the item.

III. Exercises

1. For each of the items listed below, desenbe (a) the criteria used to identify the item and (b) its placement on the financial statements. Assume that each item is material.

A. Extraordinary items

B. Material gains or losses, not considered extraordinary items

C. Prior period adjustments

D. Changes in estimates

E. Changes in principle

F. Discontinued operations

2. The following pretax amount are taken form the adjusted balance of Kuku Company at December 31, 1998 the end of the annual 

Sales revenue-----------------------------------------------------------------Br. 1, 000, 000

Service revenue----------------------------------------------------------------------200, 000

Interest revenue---------------------------------------------------------------- -------30, 000

Gains on sale of operational asset---------------------------------------------  ---100, 000

Cost of goods sold---------------------------------------------------------------  ---600, 000

Selling, general, and administrative expense---------------------------------- --150, 000

Depreciation expense--------------------------------------------------------------  --50, 000

Interest expense-------------------------------------------------------------------- ---20, 000

Income tax expense, tax rate 40% on all items-------------------------------- --200, 000

Loss on sale of long-term investment------------------------------------------- ---10, 000

Extraordinary items, loss in earthquake damage ------------------------------ -200, 000

Cumulative effect of change in accounting principles (gain) ---------------- --50, 000

Loss on disposal of business segment------------------------------------------- --60, 000

Common shares outstanding, Br. 1, per value-------------------------------- --100, 000

Required: Prepare a multiple income to statement in good form

3. Indicate which of the following gains and losses that are material in amount are reported as extraordinary items in the income statement

1. Loss from earthquake in a city where earthquakes are extremely infrequent.

2. Write-off of receivables, inventories, plant assets, and intangible assets.

3. Loss from prohibition under new law passed by a country 

4. Gain or loss from the revolution of foreign currencies.

5. Loss form expropriation of assets by a foreign country

6. Gain or loss on disposal of a business segment

7. Gain or loss on disposal of plant assets

8. Gain or loss on extinguishments of long-term debt

9. Loss from a prolonged labor strike.

10. Gain on restructuring of troubled debt

4. Meckicha Company was organized on March 1, year 1, and was sold for cash by its three stockholders on August 20, year 10.

Meckicha Company’s activities during its lifetime are summarized below:

Proceeds from issuance of common stock in year 1---------------------Br. 200, 000

Proceeds form issuance of preferred stock in year 4--------------------------50, 000

Cost of treasury stock acquired in year 8---------------------------------------19, 800

Net income-------------------------------------------------------------------------845, 200

Dividends declared and paid-----------------------------------------------------590, 000

Proceeds from sale of Meckicha Company on Aug. 20, year 10---------1, 050, 000

Income taxes paid on gain of sale of the company----------------------------150, 000

Cash distributed on Dec. 31, year 10, to stockholders after sale 

of the company---------------------------------------------------------------------900, 000

Compute the lifetime income of Meckicha Company?

5. The income statement of DDT Corporation for the latest two years included the following:

Year 10
    Year 9
Income before extraordinary item and cumulative

effect of change in accounting principle--------------------------------Br. 3, 600, 000
Br. 4, 200, 000

Extraordinary item – gain or (loss), net of income

tax effects-------------------------------------------------------------------       (720, 000)

         900, 000

Cumulative effect of change in accounting

Principles, net of income tax effect-------------------------------------        1, 800, 000                              -


Net income-----------------------------------------------------------------  Br. 4, 680, 000
Br. 5, 100, 000
For both years, DOJ had 500, 000 shares of common stock outstanding for the computation of primary earnings per share and 600, 000 for the computation of fully diluted earning per share. Only common stock has been issued by DOT.

Show how primary and fully diluted earnings per share are presented in DOT Corporation’s comparative income statements for year 9 and year 10

6.7 Glossary

1. Extra ordinary items: Material items that are usual in nature and occur infrequently.

2. Intra period tax allocation: the process or relating the income tax effect of an unusual item to that item when it appears on the income statement.

3. Business segment: a component of a business enterprise whose activities represent a separate major line of business or class of customer.

4. Inter period tax allocation: the process of apportioning income taxes among two or more accounting periods because of temporary differences in the recognition of revenue and expenses.

5. Earnings per share: the ratio of net income minus preferred dividends divided by the weighted average number of common shares outstanding.

6. Prior period adjustment: a correction of material error in the earnings reported in the financial statements of a prior year.

7. Discontinued business segment: a business segment that is disposed of. 
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7.0 aims and objectives

The aims of this unit are to discuss the concepts and techniques that underline the preparation and analysis of the income statement, statement of retained earnings, balance sheet and statements of cash flows. Along with the mechanic of preparation the chapter examines and illustrates acceptable disclosure requirements.

After you have studied this unit, you will:

· know the basic purpose and elements of the income statement

· understand the purpose and composition of the retained earnings statements

· understand the uses and limitations of the balance sheet

· be familiar with the usefulness of the statement of cash flows.

7.1 introduction

In the previous chapters we have stressed that the measurement of the resource and obligations of a business enterprise is fundamental to the accounting process. The on-going recording of transactions and events and the preparation of end-of-period adjusting entries may be described as a process measuring assets and liabilities. The result of this process is summarized in general-purpose financial statements that provide decision makers with useful information.

To supplement the basic financial statements, additional disclosures may be included in notes to the financial statements and in other sections of the annual report to share holders.

7.2 income statement

The income statement presents revenues, gains, expense and losses recognized by the firm for a specified period of time. The income statement is an important financial statement because it provides investors and creditors with information that helps them predict the amount, timing, and uncertainly of future cash flows. Through use of the income statement, investors and creditors are able to evaluate the past performance of an enterprise and determine the risk of achieving particular cash flows.

7.2.1 Alternative Forms of Income Statement

The manner in which accounting information is displayed in an income statement can influence the reader’s interpretation of the information.

Except for three specific items (extra ordinary items, discontinued operations, and effects of changes in accounting principles), GAAP does not require a standard format for organizing and presenting the firms revenues, expenses, gains, and losses. These income statement elements are organized in one of two general ways: a single-step format and a multiple-step format.

Single-Step Format

The single-step format uses only two broad section classifications: (1) a revenue and gains section, and (2) an expenses and losses section. It is a single step statement because only one step is involved in computing and displaying operating income.

The single-step form of income statement is presented below:

Nice Corporation

Income Statement

For the Year ended Dec. 31, 1990.

Revenue:

Net sales --------------------------------------------------------Br. 18,108

Investment income ----------------------------------------------------420

Gain on disposal of equipment -------------------------------------- 50

Total revenue ------------------------------------------------------18,578

Costs and Expenses:

Cost of goods sold ------------------------------------------Br. 11,988

Selling Expenses --------------------------------------------------2640

General and administrative Expense ---------------------------1620

Interest Expense ----------------------------------------------------230

Income taxes expense -------------------------------------------1,043
       Total costs and expenses ----------------------------------------------17,521

Net income -------------------------------------------------------------------------Br. 1,057

Multiple-Step Format

The multiple-step format provides for several classifications and intermediate subtotal measures of income. It typically distinguishes among various operations and activities that affect income. The multiple-step form is more likely to be found in more detailed income statements prepared for the use of management bankers and other creditors.

The multiple-step form of income statement is presented below:

NICE Corporation

Income Statement

For the year ended December 31, 1990

(In thousands of birrs)

Sales (net of discounts, returns, and allowances) ------------------------------------Br. 18,108

Cost of goods sold:

Inventories Jan 1, 1990 -------------------------------------------Br. 1,000

Purchases (net of discounts, returns, and allowances) 10,302

Freight-in ----------------------------------------------------1,266    11,568

Cost of goods available for sale ------------------------------------12,568

Less: Inventories Dec. 31, 1990 ---------------------------------------580

Cost of goods sold -------------------------------------------------------------------11,988
Gross profit on sales ------------------------------------------------------------------6,120

Operating expenses:

Selling expenses:

Sales salaries ------------------------------------Br. 1260

Advertising and promotion -------------------------880

Building occupancy (including depreciation

and property taxes on building) -------------------420

Other ----------------------------------------------------80    Br. 2,640

General and administrative expenses:

Salaries ------------------------------------------------------1,160

Property tax ---------------------------------------------------308

Depreciation on equipment ----------------------------------80

Other ------------------------------------------------------------72          1620

Total operating expenses ------------------------------------------------------------------Br. 4260
Income from operation --------------------------------------------------------------------Br. 1,860

Other revenue (Expenses):

    Investment income-------------------------------------------Br. 420

   Gain on disposal of equipment -----------------------------------50

   Interest expense --------------------------------------------------(230)                                240

Income before income taxes --------------------------------------------------------------Br. 2,100

Income taxes expense (including Br. 20 differed) -----------------------------------------1,043

Net income ----------------------------------------------------------------------------------Br. 1057

Earning per share of common stock ------------------------------------------------------Br. 1.25

7.2.2 Classification of Revenue

The major source of revenue for most business enterprises is the production and sale of goods and services. Examples of secondary sources are dividends, loyalties, interest, rents, investment income from affiliated companies, and gains on the disposal of assets.

Revenue offsets should be distinguished from expenses; they are deducted from gross revenue in the income statement. Such items as sales discounts and sales returns and allowances are not expenses, but rather revenue that is never realized.

7.2.3 Classification of Costs and Expenses

Costs and expenses are classified in the income statement to help users understand the operating cost relationships of the business enterprise. Classifications may be according to the nature of expenses (natural classification), business functions, (functional classification), areas of responsibility, or any other useful basis.

In many income statements, costs and express are reported in single-step form, classified according to the nature of expenses i.e. in categories that reflect the kind of resources used during the accounting period. Examples are merchandise and supplies, salaries and fringe benefits, purchased services, depreciation etc.

Expenses may be classified on a functional basis as cost of goods sold, selling expenses, general and administrative expenses, income tax expense etc.

Check your progress – 1

i. What is generally included in the heading of a financial statement?

_____________________________________________________________________________________________________________________.

ii. Explain the difference between the single-step form and the multiple-step form of the income statement?

________________________________________________________________________________________________________________________.

7.3 statement of retained earnings

A statement of retained earnings often presented as a supplement to the financial statements. The purpose of statements of retained earnings is to reconcile the beginning and ending balances of retained earnings, showing all changes in retained earnings, during the accounting period, and to provide connecting ink between the income statement and the balance sheet. 

The ending balance of retained earnings is reported on the balance sheet as one element of owners’ equity. Major components of a statement of retained earnings are:

1. Prior period adjustments

2. Net income or loss for the period

3. Dividends – both stock dividends and cash dividends

4. On special accounting changes, retroactive effects of accounting principle change.

Disclosure of cash dividends per share also is made in the statement of retained earnings.

7.3.1 Prior Period Adjustments

Prior period adjustments are correction of errors in the financial statements from a prior period that affect retained earnings. Material errors in the financial statements might include arithmetical mistakes, the misuse or omissions of information, mistakes in the application of accounting principles and failure to interpret properly the accounting aspects of transactions. 

In the financial statements for the current accounting period, a prior period adjustment is reported as a correction to the beginning balance of retained earnings.

The format of the statement of retained earning is presented below:

NICE  Corporation

Statement of Retained Earnings

For the year ended December 31, 1990

Retained earnings, beginning of the year, as originally reported --------------------Br. 2,800

Less: Prior period adjustment (correction of error), net of income tax

effect of Br. 240 ----------------------------------------------------------------------------------360

Retained Earnings, beginning of year, as restated -------------------------------------Br. 2,440

Add: Net income -------------------------------------------------------------------------------1,057

Subtotal -----------------------------------------------------------------------------------------3, 497

Less: Cash dividends on preferred stock -------------------------------------Br. 57

         Cash dividends on common stock -----------------------------------------400           457

Retained Earnings, end of year -------------------------------------------------------------3,040

Check your progress – 2

i. Define prior period adjustments and indicate how these are reported in financial statements.

_______________________________________________________________________________________________________________________.

7.4 Balance Sheet

The balance sheet provides economic information about an entity’s resources (assets), claims against those resources (liabilities) and the remaining claim accruing to the owners (owners’ equity). 

If a balance sheet is examined carefully, users can gain a considerable amount of information related to enterprise liquidity and financial flexibility. Balance sheet is basically a historical statement, because it shows the cumulative effect of past transactions and events.

7.4.1 Uses and Limitations of the Balance Sheet

A balance sheet in comparative form provides valuable information to creditors, stockholders, management, prospective investor, and the public.

Individuals with the ability to interpret comparative balance sheets may learn much as to the short-run solvency of a business enterprise, favorable or unfavorable trends in liquidity, commitments that must be met in the future, and the relative positions of creditors and stockholders.

The major limitation of the traditional balance sheet lies in the inability of accountants to measure the “current fair value” of an enterprise’s net assets. The inability of accountants to foresee future economic events necessitates the preparation of balance sheets on a different basis. Further more, accountants are unable to identify and provide a valuation for many factors that have a material effect on the financial position of an enterprise. The quality, morale, and character of management and other personnel, the market position of an enterprise and the regulation of its products are subjective and intangible factors of great importance in the evaluation of the financial position of an enterprise. None of these factors is reported directly in the birr and cents framework of the accounting process that leads to a balance sheet.

7.4.2 Balance Sheet Classifications

The classifications, group headings, and number of items on a balance sheet vary considerably depending on the size of the enterprise, the nature of its operations, and whether the financial statements are intended for wide distribution or for the use of a few owners and creditors.

As a generalization subject to many exceptions, the following classification of balance sheet items is suggested as representative:

Assets

Current assets

Investment (held for control or not readily marketable)

Plant assets

Intangible assets

Other non current assets (including deferred charges)

Liabilities

Current liabilities

Long-term debt (including deferred income tax credits & deferred revenue)

Stockholders’ equity

Capital stock (preferred and common stock)

Additional paid-in capital

Retained earnings

Working Capital

The working capital of a business enterprise is the excess of current assets over current liabilities. This amount always has been considerable interest to creditors as a measure of short-run solvency. The ability to finance currents operations and to pay obligations as they mature.

Current assets include cash and other assets that are reasonably expected to be realized in cash or sold or consumed during the normal operating cycle of the business or within one year from the balance sheet date.

The normal operating cycle of a business is the average length of time from the expenditure of cash to inventory, to sale, to accounts receivable, and finally back to cash. Most companies use one year as the time period for classifying items as current or long-term because either the operating cycle is less than one year or the operating cycle may be difficult to measure reliably.

Five general types of assets generally are included in the current assets classification:

1. Cash – Money in any form-cash and checks a waiting deposit, balances in checking accounts, and expendable cash funds.

2. Secondary cash resources – Various short-term investments that are readily marketable. Any such resources whose availability for current use is restricted by contract are excluded

3. Short-term receivables – Trade accounts receivable (including installment receivables collected during the enterprises operating cycle) and notes receivable with short-term maturities.

4. Inventories – Material, supplies, goods in process, finished goods. This category includes items held for sale in the ordinary course of operation, items in process of production of goods or services. Goods held on consignment from others are not included because title is not held to such goods.

5.Short-tem prepayments – The cost of various services, such as insurance, taxes, and rent, which have been paid for in advance of use. Short-term prepayments sometimes are referred to as prepaid expenses.

Current liabilities: are obligations whose liquidation is expected to require the use of current assets or the creation of other current liabilities. Three main classes of current liabilities fall within this definition.

1. Obligations for the acquisition of goods and services that have entered the operating cycle.

This includes trade payables (including notes and accounts payable to suppliers) and accrued liabilities such as wages, commissions, income taxes, property taxes etc.

2. Other debts that may be expected to required payment within the operating cycle or one year.

This includes short-term notes payable to banks and the currently maturing portions of long-term debt.

3. Collections received in advance of the delivery of goods or the performance of services.

These advances often are described as “deferred revenue” but it is the obligation to furnish the goods or services or to refund the payment that requires them to be classified in the current liabilities section of the balance sheet.

Some liabilities that will be paid shortly after the balance sheet date are excluded from current liabilities, because of the requirements that a current liability must involve the use of current assets or the issuance of new short-term debt for its extinction.

Examples are (1) obligations due at an early date that will be retired by the issuance of new-long-term debts, for example, bonds that will be refunded or a loan secured by the cash surrender value of life insurance policies (the amount of cash that would be received if the policies were canceled) that will be renewed, and (2) obligations that will be paid from a fund included among non current assets, for example, a life insurance policy loan that will be liquidated by offset against the cash surrender value of the policy, or by deduction from the proceeds of the life insurance policy at maturity.

7.2.2 Non current Resources and Obligations

The definition of Noncurrent assets determines by exclusion those assets that are reported as non-current. There are four categories of non current assets:

1. Long-term funds, investments, and receivables:

Many long-term commitments of funds do not qualify as secondary cash resources. Investments in the common stock of investees made for the purpose of influence orcontrol are included in this category. Also included are non-current receivable (such as long-term advances to affiliated companies), the cash surrender value of life insurance policies, and funds established for such purposes as the payment of pensions, retirement of preferred stock, or repayment of long-term debt. Assets, such as land held for speculative purposes and future plant sites also are included in this category.

2. Long-tem tangible resources used in operations

These are tangible (have physical substance) and are held for productive use in business operations. Land, natural resources subject to depletion, buildings, equipment, machines, tools, leased assets under capital leases, leasehold improvements, and plant assets under construction are included. Long-term prepayments for the use of physical assets, such as leaseholds, easements, or rights of way, also may be included in this category, though some accountants group these in the next category.

3. Long-term intangible resources

Long-term property rights of an intangible nature may be of greater importance to a business enterprise than its tangible assets. Examples of such asserts are patents, goodwill, trademarks, copyrights, organization costs, and franchise.

4. Other non-current assets /Deferred charges/

Included in this category are items such as plant assets no longer used in operations and held for disposal costs incurred in the issuance of long-term debts, deferred start-up and moving costs, and any other non current assets that is not included in one of the first three categories.

Contingent assets: Assets, as well as liabilities, may be contingent. A contingent asset is a property right whose existence is conditional on the happening of some future event (gain contingency). Generally, it is not appropriate to include contingent assets in the accounting records, because to do so would violate the principle of revenue realization and reliability.

Non-current liabilities

A non-current liability is an obligation that will not require the use of current assets or the issuance of short-term debt within the next year or operating cycle, whichever is longer.

They may be classified into the following

1. Long-term debt based on security issues or related contractual arrangements

Included in this category are notes and bonds, reported net of unamortized discount and including any unamortized premium. The distinguishing characteristic is that there is a borrowing transaction supported by a contractual obligation to pay principal and interest.

2. Other non-current liabilities

This includes all long-term liabilities that do not belong in the first category. An amount received in advance on a long-term commitment to furnish goods or services deferred revenue, differed income tax credits, liabilities under capital leases and non current amount payable under pension plans are examples.

Contingent liabilities

Liabilities that may or may not come into existence as a result of transactions or events that have not yet been finalized usually are not reported in birr amount in the balance sheet. Some examples, of contingent liabilities are possible additional income tax assessments and pending lawsuits that may result in the payment of damages.

Check your progress – 3

i. How is the definition of a current liability related to the definition of current assets?

________________________________________________________________________________________________.

ii. Indicate circumstances under which liabilities payable within a few months after the balance sheet date might be excluded from current liabilities.

_______________________________________________________________________________________________________________________.

7.2.3 Owner’s Equity

The owners’ equity in a business enterprise is the residual interest in assets, after liabilities have been deducted. The amount of owners’ equity thus is directly dependent on the values assigned to assets and liabilities.

Owners’ equity for a corporation is called stockholders’ equity, that for a partnership, partners’ equity, and that for a sole proprietorship, proprietors’ equity. Owners’ equity includes contributed (or paid-in) capital and retained earnings.

Because of legal requirements, owners’ equity is sub classified to reflect detailed sources. For corporations, the most commonly reported sources are:

· Capital Stock

It is the firm’s stated or legal capital. It is the par value of the issued or outstanding preferred and common stock of the corporation and represents the amount that is not available for dividend declarations. Legal capital is specified by state law and the articles of incorporation (the charter) of the corporation. 

· Contributed capital in excess of par (or stated value)

If reports the value of assets received by the corporation above the par (or stated value) of the capital stock given in exchange. These amounts usually arise when the corporation sells its stock above par (or the stated amount per share) or issues stock dividends. Sometimes called additional paid-in capital or premium on stock, it is considered legal capital in most instances.

· Other contributed capital

It arises from such transactions as the sale of treasury stock above its acquisition cost and capital arising from recapitalizatons. For balance sheet presentation, there is generally only one additional contributed capital account, which includes contributed capital in excess of par. The specific underlying sub accounts are maintained in a subsidiary ledger.

· Retained Earnings

It is essentially a corporations accumulated net earnings, less dividends paid out, since the company’s inception. In many corporations, retained earnings are the largest amount in the owners’ equity section. A negative balance in retained earnings is called a deficit and usually arises when a company experiences operating losses.

· Treasury Stock

Shares that have been issued and then required by the company, but not retired, are called treasury stock. Treasury stock is not an asset of the issuing firm. Companies repurchase their own stock for several reasons:

1. To meet employee stock purchase or option plan needs

2. To increase reported earnings per share

3. To stabilize the stock’s price

4. To reduce the outstanding shares, perhaps to discourage a hostile takeover attempt

5. To contract the firms operations

6. To indicate that management believes the stock is under valued

Check your progress – 4

i. Discuss how treasury stock is reported in the balance sheet

______________________________________________________________________________________________________________________.

7.5 statement of stockholders’ equity

A financial statement that lists the beginning and ending balances of each equity account and describes all the changes that occurred during the year.

Model corporation

Statement of Stockholders’ Equity

For the year ended Dec. 31,1990 and 1991

                                        Common stock at Br. 10 par       Additional        Retained             Total

                                        No. of shares      Amount          Paid-in capital    Earnings
Balances, Jan, 1, 1990 ----------1,250       Br. 12,500       Br. 137,858      Br. 306,535    Br. 456,893

Net income in 1990                                                                                          68,066             68,066

Cash dividend (Br. 11 a share) _____       _______            _______             (13,750)         (13,750)
Balance, Dec. 31, 1990 ----------1250      Br. 12,500       Br. 137,858      Br. 360,851    Br. 511,209

Net income, 1991                                                                                             79,685             79,685

Cash dividends (Br. 16 a share)                                                                     (31,200)          (31,200)

Issuance of common stock -------283              2,830              24,332                                       27,162

Conversion of Bonds 

Payable to common stock --------417              4,170              30,315                                       34,485

50% stock dividend distributed --975             9.750                                       (9750)

Balances, Dec. 31, 1991            2925       Br. 29,250      Br. 192,505      Br. 399,586     Br. 621,341

Check your progress – 5

i. What is the function of a statement of stockholders’ equity?

________________________________________________________________________________________________________________.

7.6 statement of cash flows

Along with an income statements and balance sheet, a statement of cash flows is included in an annual reports to stockholders of publicity owned companies and is covered by the auditors’ opinion. The objective of this statement are:

1. To summarize the financing, operating, and investing activities of a business enterprise during an accounting period, including the amount of cash equivalent obtained from operations, and 

2. To complete the disclosure for changes in financial position during an accounting period that are not readily apparent in comparative balance sheets.

The statement of cash flows discloses transactions that affect cash directly, as well as significant investing and financing transactions that do not affect cash.

The statement of cash flows is prepared in three sections.

1. Operating cash flows: includes cash transaction that enter into the determination of net income. Reported under this classification are both the cash inflows and the cash outflows that are related to net income. The usual cash flows identified are:

                 Inflows – cash received from                          Outflows-cash paid for

· Customers                                                – Purchase of goods for sale

· Interest on receivables                             – interest on liabilities 

· Dividends from investment                     – income taxes, duties, & fines

· Refunds from suppliers                           – salaries and wages

2. Investing cash flows:

This classification includes cash inflows and cash outflows related to the disposing of or acquiring operating facilities (plant, property, equipment), the sale or purchase of investments, and other non-operating (investment) assets. Outflows are investments of cash by the entity to acquire non-cash assets. Inflows under this classification occur only when cash is received from the sale or disposal of prior investments.

The following are typical cash flows under investing activities:

Inflows – cash received from                                  Outflows – cash paid for 

     - Disposal / sale of property                                      – Acquision / purchase of property

     - Disposal / sale of investment securities                  – Long-term investment in debt 

     - Collection of a loan (excluding                                    and equity securities.

         interest which is an operating activity)                 – Loans to other parties

                                                                                       - Acquisition of intangible assets

3. Financing cash flows

This classification includes both cash inflows and outflows related to the financing activities (borrowing or issuing stock) used to obtain cash for the business. Outflows occur when principle amounts are returned to the owners and creditors for their earlier investments. The usual cash flows under these classifications are:

Inflows – cash received from                                             Outflows – cash paid to

- Owners from issuing equity securities                              – Owners for dividends & 

- Creditors from issuing debt securities                                   other cash distributions

                                                                                              - Owners for retiring stock

                                                                                                 or treasury stock purchased

                                                                                             - Creditors for repayment

                                                                                                of amounts borrowed 

                                                                                                 (excluding interest, which is 

                                                                                            included in operating activities).

A complete discussion of the statement of cash flows is found in other accounting books. In this chapter we illustrate the statement without further explanation.

The statement of cash flows for NICE Corporation is presented below:

NICE CORPORATION

Statement of cash flows

For the year ended Dec 31, 1990.

Cash flows from operating activities:

Net income ------------------------------------------------------------Br. 1,057

Items reconciling net income to net cash flow from operation:

Depreciation Expense ---------------------------------------------186

Amortization of goodwill, patents, and bond discount ---------64

Retirement benefits payable in future years ----------------------40

Increase in deferred taxes -------------------------------------------20

Equity in income of subsidiaries ---------------------------------(110)

Increase in short-term investments --------------------------------(60)

Increase in notes and interest receivable ------------------------(125)

Increase in trade accounts receivables ---------------------------(312)

Decrease in short-term prepayments ------------------------------(40)

Decrease in trade notes and payables ----------------------------(330)

Decrease in income taxes payable -------------------------------(150)

Decrease in advances from customers ---------------------------(88)

Decrease in accrued liabilities ------------------------------------(50)

Increase in retirements benefits payable currently ---------------5

Net cash provided by operating activities -------------------------------------------------Br. 527
Cash flow from investing activities:

Disposal of equipment ------------------------------------------Br. 100

Increase in cash surrender value of life insurance--------------- (10)

Acquisition of patents ----------------------------------------------(120)

Net cash used by investing activities ------------------------------------------------------Br. (30)

Cash flow from financing activities:

Issuance of preferred stock -------------------------------------Br. 250

Dividends paid on preferred & common stock -----------------(432)

Increase in fund for retirement of preferred stock --------------(30)

Net cash used by financing activities ----------------------------------------------------Br. (212)

Net increase in cash and cash equivalents ------------------------------------------------Br. 285

Cash and cash equivalent at beginning of year -----------------------------------------------200

Cash and cash equivalent at end of year ------------------------------------------------------485

7.7 additional disclosures

The disclosure principle requires that financial statements include all significant information needed by users of the statements. If the omission of certain information would cause the financial statements to be misleading, disclosure of such information is essential. The financial statements included in annual reports to shareholders are accompanied by detailed notes to the statements. However, disclosure is not to supplement the information in the body of the financial statements, not to correct or justify improper presentations in the statements.

Some examples of information disclosed in notes to the financial statements included in annual reports of publicity owned companies include the following:

1. A summary of significant accounting policies

2. Description of stock option, pension, and employee stock ownership plans

3. Litigation in which the company is a party, loss and gain contingencies, and unusual commitments.

4. Terms of proposed business combinations and a description of any unusual events or transactions, such as related party transactions.

5. The amounts of depreciation expense and research and development costs.

6. An analysis of the composition of income taxes expense, including a reconciliation of the company’s effective income tax rate with the statutory federal income tax rate.

7. Detailed description or summary of receivables, inventories, investments, plant assets, intangible assets, borrowing arrangements, with banks, long-term debts, and stockholders equity.

This partial list of the type of information that may be disclosed in notes to the financial statements suggests that such notes may be both numerous and complex.

Disclosure in a note to the financial statements is appropriate when subsequent events provide evidence with respect to conditions that did not exist on the balance sheet date.

For example, a material write-off of trade receivables as a result of a major catastrophe, such as an earthquake after the balance sheet date, is not indicative of a condition that existed on that date. Therefore, the financial statements would not be adjusted but the amount of write-off would be disclosed in a note to the statements.

Check your progress – 7

i. Describe the type of disclosures that are made in a note to the financial statements entitled “Summary of significant Accounting policies.”

______________________________________________________________________________________________________________.

7.8 summary

Business enterprises report their financial progress and financial position using different types of financial statements. Income statement, Balance sheet, Retained Earnings and cash flow statements.

The income statement measures the success of business operations for a given period of time. This statement assists the business community in determining profitability, investment value, and credit worthiness of a particular business enterprise. The income statement may be presented in the single-step format or the multiple-step format.

The statement of retained earnings serves to reconcile the balance of the retained earnings account from the beginning to the end of the year. The importance information communicated by the statement of retained earnings includes:

a) Prior period adjustments (income or loss related to the corrections of errors in the financial statements of a prior period), (b) the relationship of dividend distributions to net income for the period, and (c) any transfers to and from retained earnings.

For many years financial statement users generally considered the income statement to be superior to the balance sheet as a basis for judging the economic well-being of an enterprise. However, the balance sheet can be a very useful financial statement. If a balance sheet is examined carefully, users can gain a considerable amount of information related to enterprise liquidity and financial flexibility.

The primary purpose of the statement of cash flows is to provide relevant information about the cash receipts and cash payments of an enterprise during a period.

7.9 answers to check your progress

1. i. The heading of a financial statement includes the name of the business enterprise, the title of the statement, and the date or dates of the statement, such as “For Three months ended March 31, 1996”).

    ii. In a multiple-step form various intermediate amounts, such as gross profit on sales, income from operations, and income before income taxes, are presented as separate line items. The single-step form presents all revenue in one category, all costs and expenses in another and derives net income as the final amount.

2. Prior period adjustment is correction of a material error related to a prior period or periods.

In the financial statements for the current accounting period, a prior period adjustment is reported as a correction to the beginning balance or retained earnings. When a correction of an error is made as a prior period adjustments, the issuance of comparative financial statements requires the restatement of prior periods financial statements to reflect the correction.

3. i. Current liabilities are obligations whose liquidation is expected to require the use of current assets.

    ii. Some liabilities that will be paid shortly after the balance sheet date are excluded from current liabilities, because of the requirement that a current liability must involve the use of current assets or the issuance of new short-term debt for its extinction.

4. The balance of treasury stock is reported in the balance sheet as a deduction from the balance sheet of stockholders’ equity.

5. The statement of stockholders’ equity lists the beginning and ending balances of each equity account & describes all the changes during the year.

6. Net cash flows refers to the inflows of cash minus the outflows of cash

7. The types of disclosures by a business enterprise in a separate section entitled “summary of significant Accounting policies” includes:

A. Basis for preparation of consolidated financial statements (principles of consolidation)

B. Method or methods used to compute deprecation, depletion, and amortization

C. Inventory pricing

D. Method of revenue recognition

E. Any changes in accounting principles during the most recent accounting period

7.10 model examination questions

I. True / False

_________ 1. The multiple-step income statement recognized a separation of operating transactions from non-operating transactions and matches costs and expenses with related revenues.

_________ 2. The statement of retained earnings shows the total change in stockholders’ equity for a specified period.

_________ 3. Proper presentation of inventories for a manufacturing concern includes disclosure of the basis of valuation, the methods of pricing, and the stages of production

_________ 4. Determination of cash flows from operating activities requires predicting the amount of cash the entity will collect form customers who purchase the entity’s product on account.

_________ 5. When the balance sheet is prepared using the report form, a special section is included that presents a narrative explanation of the balance sheet classifications.

II. Multiple Choice

_________ 1. Which of the following items should never be included in the current section of the balance sheet?

A. Receivable from a customer outstanding for more that a year

B. Deferred income taxes resulting from inter period tax allocation

C. Three-year premium for fire insurance on plant and equipment

D. A pension fund

_________ 2. Which of the following balance sheet classification would normally require the greatest amount of supplementary disclosure?

A. Current assets

B. Current liabilities

C. Plant assets

D. Long-term liabilities

_________ 3. The statement of cash flows provides answers to all of the following questions except,

A. Where did the cash come form during the period?

B. What was the cash used for during the period?

C. What is the impact of inflation on the c ash balance at the end of the year?

D. What was the change in the cash balance during the period?

__________ 4. The preparation of notes to the financial statements complies with the:

A. Business entity principle

B. Continuity principle

C. Matching principle

D. Disclosure principle

_________ 5. The following expenses and loss were among those incurred by KK Company during 1990. 

Accounting and legal fees -------------------------Br. 160,000

Interest ------------------------------------------------------60,000

Loss on disposal of office equipment -------------------25,000

Rent for office space -------------------------------------200,000

One-quarter of the rented premises is occupied by the sales department. How much of the items listed above is included in KK’s general and administrative expenses for 1990

A. Br. 310,000

B. Br. 335,000

C. Br. 360,000

D. Br. 370,000

E. Some other amount

III. Exercise

Selected information for Root Company for the year ended December 31, 1990 follows:

Total assets ---------------------------------------------------------------------Br. 2,255,000

Total liabilities -----------------------------------------------------------------------600,000

Preferred stock, $ 10 par -----------------------------------------------------------100,000

Common stock $ 1, par ------------------------------------------------------------300,000

Additional paid-in-capital ---------------------------------------------------------600,000

Prior period adjustment – overstatement of

net income in 1989 as a result of an 

accounting error, net of income tax of $ 57,600 --------------------------------70,400

Net income ---------------------------------------------------------------------------75,000

Dividends declared on common stock ($ 0.20 a share) ------------------------60,000

Dividends declared on preferred stock ($ 1.50 a share) -----------------------15,000

Prepare Root company’s statement of retained earnings for the years ended December 31, 1990

2. Edmund corporation had inventories at the beginning and of 1992 as follows:

                                                                            Jan 1                           Dec 31

    Raw material                                             Br. 22,000                  Br. 30,000

   Goods in process                                              40,000                        48,000

    Finished goods                                                25,000                        18,000

                  Totals                                          Br. 87,000                  Br. 96,000
During 1992 the following costs and expense were incurred by Edmund

Raw material purchased -------------------------------------------------------Br. 300,000

Direct labor --------------------------------------------------------------------------120,000

Indirect labor -------------------------------------------------------------------------60,000

Property taxes and deprecation of factory building -----------------------------20,000

Property taxes and deprecation of sales room and office -----------------------15,000

Sales salaries -------------------------------------------------------------------------40,000

Office salaries ------------------------------------------------------------------------24,000

Utilities (60% applicable to factory 20% to sales room, and 20% to office)  60,000

Compute Edmund Corporation’s cost of good sold for the year ended December 31, 1992.

3. The stockholders’ equity of valentine corporation on June 30,1991 was as follows:

Common stock, $ 10par -----------------------------------200,000

Additional paid-in-capital --------------------------------225,000

Retained earnings ------------------------------------------610,000

Total stockholders’ equity -------------------------Br. 1,035,000

    The transactions affecting stockholders’ equity for the year ended June 30,1992 were:

1) An additional 7,500 shares of common stock were issued on May 1,1992 at Br. 30 a share.

2) Dividends declared June 2,1992, amounted to Br. 100,000

3) Net income amounted to Br. 195,000

                Prepare a statement of stockholder’s equity for valentine corporation for the year ended June 30,1992.

4. From the following list of ledger account balances for LIFE Company, compute (a) the amount of working capital and (b) the equity (book value) per share of common stock:

   Investment in affiliated companies (at equity)------------------------------------ Br. 100,000

  Cash surrender value of life insurance policies -----------------------------------------10,000

  Organization costs ----------------------------------------------------------------------------5,000

  Interest receivable -----------------------------------------------------------------------------2,000

  Reserve for loss contingencies (recorded by a debit to

  retained earnings) ----------------------------------------------------------------------------50,000

  Retained earnings-un appropriated ------------------------------------------------------170,000

  Common stock, $ 5par --------------------------------------------------------------------400,000

  Additional paid-in capital -----------------------------------------------------------------200,000

  Deferred income tax credits ----------------------------------------------------------------40,000

  Cost of (construction) contracts in progress (for customers) ------------------------150,000

  Bond sinking fund ---------------------------------------------------------------------------80,000

  Liability under product warranty -----------------------------------------------------------6,000

  Creditors accounts with debit balance -----------------------------------------------------4,500

  Plant assets (met) --------------------------------------------------------------------------426,500

  Other current assets ------------------------------------------------------------------------198,000

  Other current liabilities --------------------------------------------------------------------108,000

5. A condensed income statement prepared by Leventhal corporation for the year ended March 31, year 2, follows:

LEVENTHAL CORPORATION

Income statement

For year Ended March 31, 1992

     Sales (net) -----------------------------------------------------------------Br. 900,000

     Costs and Expenses:

Cost of goods sold ------------------------------Br. 620,000

Deprecation -------------------------------------------28,000

Amortization of intangible asset --------------------7,000

Other operating expenses ------------------------112,000

Income tax (including deferred 

Income taxes of Br. 10,000) 45,000 812,000

Net income Br. 88,000

Earnings per share of common stock Br. 4,40

Additional information 

1) Dividends of Br. 50,000 were declared can paid

2) Equipment of Br. 40,000 was acquired in exchange for common stock

3) Equipment was sold for Br. 14,500 its carrying amount

4) The common stock was split 2 for 1

5) Long-term investments were acquired for Br. 60,000 cash

6) Treasury stock (common) was acquired for Br. 8,500 cash

7) Cash received as proceeds from long-term borrowing was 100,000

8) The working capital at the beginning of the year was Br. 425,400; working capital at the end of the year was Br. 554,400. Cash at the beginning of the year was Br. 120,000. Cash at the end of the year was Br. 150,000

Instructions

Prepare a statement of cash flows for Leventhal Corporation for the year ended March 31, 1992

7.11 glossary

1. Cash flows: - the inflows and outflows of cash for a firm.

2. Cash flow from financing activities: - the section of the statement of cash flows in which is reported the transactions involving cash receipts form the issuance of equity and debt securities and cash payments for dividends, repurchase of equity securities, and redemption of debt securities.

3. Cash flows from investing activities: - the section of the statement of cash flows in which is reported the activities involving cash receipts form the sale of investments, plant assets and other non-current assets; and cash payments for the acquisition of investments, plant assets, and other non current assets.

4. Cash flows from operating activities: - the section of the statement of cash flows in which is reported the cash transactions that entered into the determination of net income

5. Deferred charge: - long-term prepayments

6. Multiple-step income statement: - an income statement with numerous sections and subsections with several intermediate balances before net income.

7. Prior period adjustments: - correction of a material error related to a prior period or periods, excluded from the determination of net income

8. Single-step income statement: - an income statement with the total of all expenses deducted form the total of all revenues

9. Treasury stock: - a corporation’s own outstanding stock that has been reacquired

10. Working capital: - current assets less current liabilities

UNIT 8: Accounting and the time value of money
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8.0 aims and objectives

The aims of this unit are to discuss the essentials of compound interests, annuities and present value, and to provide a sufficient background for application of these techniques.

After you have studied this unit, you will:

· understand the time value of money, which underlines all interest calculations and a wide range of accounting issues.

· know how to compute future and present values of both single payments and annuities

· understand the distinction between an ordinary annuity, an annuity due and deferred annuity

· be able to solve valuation problems by combining present and future value computations for single payments and annuities.

8.1 introduction

Compound interest, annuity and present value techniques can be applied to many of the items found in financial statements.

In accounting, these techniques can be used to measure the relative values of cash inflows and outflows, evaluate alternative investment opportunities, and determine periodic payments necessary to meet future obligations. Some of the accounting items to which these techniques may be applied are notes receivables and payable, leases, amortization of premium and discounts etc.

8.2 the time value of money

In general business terms, interest is defined as the cost of using money overtime. This definition is in close agreement with the definition used by economists, who prefer to say that interest represents the time value of money.

Ignoring the effects of inflation, a dollar to day is worth more than a dollar to be received a year from now. In other words, we would all prefer to receive a specific amount of money now rather than on some future date. This preference rests on the time value of money. When payments for the time value of money are made or accrued interest expense is incurred, when payments for the time value of money are received or accrued, interest revenue is realized.

Inflows of dollars on various future dates should not be added together as if they were of equal value. These future cash inflows must be restated at their present values before they are aggregated. The concept of the time value of money tells us that more distant cash inflows have a smaller present value than cash inflows to be received within a shorter time span.

Similar reasoning applies to cash outflows. Before we add together cash outflows on various future dates, we must restate these outflows at their present values. The more distant the date of a cash outflow, the smaller is its present values.

As a simple example of this concept of present value, assume that you are trying to sell your car and you receive offers from three prospective buyers.

Buyers A offers you Br. 8000 to be paid immediately. Buyer B offers you Br. 8,200 to be paid one year from now. Buyer C offers the highest price, Br. 9,200 but this offer provides that payment will be made in five years. Assuming that the offers by B and C involves no credit risk and that money may be invested at 5% interest compounded annually, which offer would you accept?

You should accept the offer of Br. 8000 to be received immediately, because the present value of the other two offers is less than Br. 8000. if you were to invest Br. 8000 today, even at the modest rate of interest of 5%, your investment would be more than Br. 8200 in one year and considerably more than Br. 9,200 in five years.

This example suggests that the timing of cash receipts and payments has an important effect on the economic worth and the accounting values of both assets and liabilities. Consequently, investment and borrowing decisions should be made only after a careful analysis of the relative present values of the prospective cash inflows and outflows.

Check your progress – 1

1. Explain what is meant by the time value of money.

_____________________________________________________________________________________________________________________.

8.3 USES of present and future values in financial accounting

Accountants find many situations in which a reliable measurement of a transaction depends on the present value of future cash inflows and outflows. Some of the more prominent applications of the present and future value concepts are:

· Receivables and payables

· Asset valuation

· Bonds

· Leasing 

· Pension and other post retirement benefits

8.4 simple interest and compound interest

Interest is the excess of resources (usually cash) received or paid over the amount of resources loaned or borrowed at an earlier date. Business transactions subject to interest state whether simple or compound interest is to be calculated.

Simple interest is the return on a principal amount for one time period. We may also think of simple interest as a return for more than one time period if we assume that the interest itself does not earn a return, but this kind of situation occurs rarely in the business world. Simple interest usually is applicable only to short-term investment and borrowing transactions involving a time span of less than one year.

Interest generally is expressed in terms of an annual rate. The formula for simple interest is:

I = p.r.t (interest = principal x annual rate of interest x number of years or fraction of a year that interest accrues). For example, interest on Br. 10,000 at 8% for one year is expressed as follows:

I = p.r.t

I = Br. 10,000 x 0.08 x 1

I = Br. 800

Compound interest is the return on a principal amount for two or more time periods, assuming that the interest for each time period is added to the principal amount at the end of each period, and earns interest in all subsequent periods. Because most investment and borrowing transactions involve more than one time period, business executives evaluate proposed transactions in terms of periodic returns, each of which is assumed to be reinvested to yield additional returns.

For example, if interest at 8% is compounded quarterly for one year on a principal amount of Br. 10,000 the total interest (compound interest) would be Br. 824.32, as computed below:

Period                Principal x Rate x Time =   Compound Interest     Accumulated Amounts

1st quarter--------- Br. 10,000 x 0.08 x ¼          Br. 200.00                  Br. 10,200.00

2nd quarter -------------10,200 x 0.08 x ¼                204.00                         10,404.00

3rd quarter -------------10,404 x 0.08 x ¼                208.08                         10,612.08

4th quarter ---------10,612.08 x 0.08 x ¼                 212.24                        10,824.32

     Interest                                                                824.32

N.B, In the computation of compound interest, the accumulated amount at the end of each period becomes the principal amount for purposes of computing interest for the following period.

Check your progress – 2

1. Briefly explain the difference between simple interest and compound interest.

________________________________________________________________________________________________________________.

8.5 future and present values

Future value involves a current amount that is increased in the future as a result of compound interest accumulation. Present value, in contrast, involves a future amount that is decreased to the present as a result of compound interest discounting. Discounting, in effect, extracts the interest from a future value thereby returning to the principal amount.

The fact that investments have starting points and ending points makes it easier to understand present and future values. Present value in general refers to dollar (birr) values at the starting point of an investment, and future value refers to end-point dollar (birr) values.

If the dollar (birr) amount to be invested at the start is known, the future value of that amount at the end can be projected, provided the interest rate and number of interest compounding periods are also specified. Similarly, if the dollar (birr) amount available at the end of an investment period (future value) is known, the amount of money needed at the start of the investment period (present value) can be determined, again if the interest rate and number of interest compounding periods are known.

Present value and future value apply to interest calculations on both single payment amounts and periodic equal payment amounts (annuities)

8.5.1 Future value of a single sum

The accumulated amount (small a) of a single amount invested at compound interest may be computed period by period by a series of multiplication, as illustrated above (on page _154) for Br. 10,000 invested for one year at 8% compounded quarterly.

If n is used to represent the number of periods that interest is to be compounded, I is used to represent the interest per period, and p is the principal amount invested, the series of multiplications to compute the accumulated amount a in the example above may be determined as flows:

a = p (1 + i)n

a = Br. 10,000 (1.02)4

a = Br. 10,000 (1.02) (1.02) (1.02) (1.02)

a = Br. 10,824.32

The symbol a n( i is the amount to which 1 will accumulate at i rate of interest per period for n periods. 

This symbol is read as “small a single n at i”.

an( i = (1 + i)n or a 4 ( 2% = (1 + 0.02)4
Tables are available that give the value of a n( i 

Use of these tables involves reference to a line showing the number of periods and a column showing the rate of interest per period.

Illustration of computation of future amount

1. If on the day her daughter was born, Bethel deposited Br. 10,000 in a savings account that guarantees to accumulate interest quarterly at 10% a year. What will be the amount in the savings account on her daughter’s 18th birthday?

Solution: The amount in the savings account on the daughter’s 18th birthday will be Br. 10,000 (1 + 0.025)72. Because Table 1 in the Appendix at the end of the chapter does not go beyond 50 periods, the amount in the savings account on the daughter’s 18th birthday may be computed as follows:

Br. 10,000 (1 + 0.025) 50 x (1 + 0.025) 22

Br. 10,000 (3.437109) x (1.721571) = Br. 59,172

Determining the interest rate and number of periods

In some situations either the interest rate (i) or the number of periods (n) is not known, but sufficient data are available for their determination.

Example 1. If Br. 1000 is deposited at compound interest on January 1, 1990, and the amount on deposit on December 31, 1999 is Br. 1806.11, what is the semiannual interest rate accruing on the deposit?

Solution: The amount of 1 for 20 periods at the unstated rate of interest is 1.80611 (Br. 1806.11 ( Br. 1000 = 1.80611). Reference to table 1 in the Appendix at the end of this chapter indicates that 1806111 is the amount of 1 for 20 periods at 3%. Therefore, the semiannual interest rate is 3%.

Example 2. A family can invest Br. 150,000 today to provide for the college education of their child. The family believes that Br. 285,000 will be necessary for four years of college by the time the student matriculates. If the family can invest at 6% how many years will it take to accumulate Br. 285,000?

Solution:

1. Br. 285,000 = Br. 150,000 (1 + 6%)n

      Br. 285,000 ( 150,000 = 1.9000, which is the value in Table 1 of Br. 1 at 6% 

       interest.

2. In Table 1, read down the 6% column to find 1.9000. 

3. The table value 1.89830 is found on the line for 11 years and the value 2.01220 is found on the line for 12 years.

4. The number of interest periods is just over 11 years

Check your progress – 3

FAR Co. deposited Br. 10,000 in a fund that will earn 8% interest compounded quarterly for the first years, and 10% interest compounded semiannually for the next six years. How much will FAR Co. have in the fund at the end of 10 years.

8.5.2 Present Value of a single sum

Many measurement and valuation problems in financial accounting require the computation of the discounted present value of a principal amount to be paid or received on a fixed date. The present value represents the discounted amount (interest excluded) that will accumulate to the future amount (interest included). The present value of a future amount is always less than that future amount.

The computation of the present value of a single future amount is a reversal of the process of finding the amount to which a present amount will accumulate. We know that a = p (1 + i)n, and when we solve for p by dividing both sides of the equation by (1 + i)n, we have p = 
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Therefore, the formula for the present value of a due in n periods at i rate of interest per period is
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Example: If we want an amount of Br. 30,000 after 12 years by making a single deposit in a saving account which will pay 16% interest compounded quarterly, what should the amount of initial deposit be?

Solution: The present value is Br. 30,000 discounted at 4% for 48 periods. Using Table 2 in the Appendix at the end of this chapter, the present value is

Br. 30,000 x 0.152195 = Br. 4565.84

Or using the formula:

P = 
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Determine the approximate interest rate by Interpolation. 

Determination of unknown interest rate with greater accuracy requires interpolation because the tables are given only in whole percentages.

Example: If the present value of Br. 100,000 discounted at an unstated rate of interest for 20 periods is Br. 64,162.10, what was the approximate interest rate per period used in computing this present value?

Solution: From Table 2 in the Appendix at the end of this chapter, we obtain the following present values for different interest rates:

        P 20(2% = 0.672971 
P 20(? % = 0.641621                      P 20(21/2% = 0.610271

                                  difference = 0.03135

                                                               difference = 0.06270

* Br. 64,162.10 ( Br. 100,000 = 0.641621

The unknown interest rate is exactly at the mid point between 2% and 21/2%. Therefore, the approximate interest rate per period is 2 ¼%, computed as follows:

                 0.02 + 0.005 
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 or 0.02 + (0.005 x ½) = 2 ¼%

Check your progress – 4

1. ADDIS Co. wants to deposit cash in a saving account at the beginning of year 1 so that it will have Br. 50,000 at the end of year 6. How much must the company deposit at the beginning of year 1 if the interest rate is 6% computed semiannually for the first three years and 8% compounded quarterly for the next three years?

____________________________________________________________________________________________________________________________________________________________________________.

8.6 annuities

Many measurement situations in financial accounting involve periodic deposits, receipts, withdrawals, or payments (called rents), with interest at a stated rate compounded at the time that each rent is paid or received. These situations are considered annuities if all the following conditions are present:

1. The periodic rents are equal in amount

2. The time period between rents is constant, such as a year, a quarter of a year or a month

3. The interest rate per time period remains constant

4. The interest is compounded at the end of each time period

In general, an annuity is a series of uniform payments or receipts (sometimes called rents) occurring at uniform intervals over a specified investment time frame, with all amounts earning compound interest at the same rate.

When rents are paid or received at the end of each period and the total amount on deposit is determined at the time the final rent is made, the annuity is an ordinary annuity (or annuity in arrears). When rents are paid or received at the beginning of each period, and the total amount on deposit is determined one period after the final rent, the annuity is annuity due (or annuity in advance). When the amount of an ordinary annuity remains on deposit for a number of period beyond the final rent, the arrangement is known as a deferred annuity.

The difference between the three types of annuity is illustrated below:

Period (Example: years)                 0           1            2           3           4       5

                                                                    R           R            R          R      R

Ordinary annuity

                                                       P                                                              A

                                                       R           R           R           R           R

Annuity due 

                                                      P                                                              A

Deferred annuity                                         R             R          R

                                                       P                                                             A

8.6.1 Amount of Annuity

Amount of an annuity is future values of a series of equal receipts or payments (rents) made at regular time intervals and at the same rate of interest compounded each time the receipts or payments are made.

A typical accounting application of the future value of an annuity is the establishment of a fund by equal annual contribution perhaps for the future expansion of a facility or payment of a debt.

8.6.1.1 Amount of Ordinary Annuity

The amount of an ordinary annuity (or annuity in arrears) consists of the sum of the equal periodic rents and compound interest on the rents immediately after the final rent. Unless otherwise stated, all annuities are assumed to be ordinary annuities, meaning that every payment occurs at the end of the interest period.

The amount A of an ordinary annuity of n rents at I interest rate per period is determined by

          A = R 
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 where R = the amount of each periodic rent

                                                    I = the interest rate per period

                                                   N = the number of rents

                                                    A = the amount of the ordinary annuity

Example: Compute the amount of an ordinary annuity of 16 rents of Br. 100 at 2%

Solution: A = Br. 100 
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Check your progress – 5

i. How many quarterly rents for Br. 500 are required to accumulate Br. 9,320 if the amount on deposit earns interest at 8% compounded quarterly?

__________________________________________________________________________________________________________.

ii. If an amount of an ordinary annuity of 16 rents of Br. 500 equals Br. 9320 immediately after the sixteenth rent, what is the interest rate?

______________________________________________________________________________________________________________________.

iii. If the required amount of an ordinary annuity of 16 rents at 2% is Br. 9320, what periodic rents are required to accumulate this amount?

______________________________________________________________________________________________________________________.

8.6.1.2 Amount of an Annuity Due

The amount of an annuity due (or annuity in advance) is the total amount on deposit one period after the final rent. This is illustrated below for an annuity due of 16 rents.

This diagram suggests that there are two ways of computing the amount of an annuity due of 16 rents of 1 at, say, 2% interest per period, as follows:

1. Take the amount of an ordinary annuity of 16 rents of 1 at 2% from Table 3 in the Appendix at the end of this chapter and accrue interest at 2% for one additional period:

                      18.639285 x 1.02 = 19.01207 [A n(I x (1 + I)]

2. Take the amount of an ordinary annuity of 17 rents of 1 at 2% from Table 3 in the Appendix at the end of this chapter and subtract 1, the rent not made at the end of time period 17:

                       20.01207 – 1 = 19.01207 (A n + 1(I – 1)

Example: Green Company needs Br. 200,000 on March 31, year 5. This amount is to be accumulated by making 16 equal deposits in a fund at the end of each quarter, starting March 31, year 1,and ending on December 31, year 4. The fund will earn interest at 8% compounded quarterly. Compute the periodic rents (deposits) that Green Company must make.

Solution: The balance in the fund on March 31, year 5, represents the amount of an annuity due of 16 rents at 2% per period (19.01207 as determined above). Therefore, the periodic rents are: Br. 200,000 ( 19.01207 = Br. 10,519.63. This result may be verified as follows:

Amount of ordinary annuity of 16 rents of Br. 10,519.63 at 2% on December 31, year 4: Br. 10,519.63 x 18.639285 ------------------------------------------Br. 196,078

Add: Interest for first quarter of year 5 Br. 196,078 x 0.02 ---------------------3,922

Balance in fund on March 31, year 5 (amount of 

an annuity due of 16 rents of Br. 10,579.63 at 2%) -----------------------Br. 200,000
8.6.1.3 Amount of Deferred Annuity

When the amount of an ordinary annuity remains on deposit for a number of periods beyond the final rent, the arrangement is known as a deferred annuity. When the amount of an ordinary annuity continues to earn interest for one additional period, we have an annuity due situation, when the amount of an ordinary annuity continues to earn interest for more than one additional period, we have a deferred annuity situation.

The amount of a deferred annuity may be computed by multiplying the amount of the ordinary annuity by the amount of 1 for the period of deferral to accrue compound interest.

Alternatively, we may take the amount of an ordinary annuity for all periods (including the period of deferral) and subtract from this the amount of the ordinary annuity for the deferral period when rents were not made, but interest continued to accumulate.

Example: On April 1, 1996 Delta company decided to accumulate cash to pay a debt, that matures on March 31,2002. The company deposited Br. 10,000 cash on March 31, 1996, 1997 and 1998. The interest rate is 10 percent compounded annually. Determine the amount that will accumulate on March 31, 2002.

Solution: using the Appendix at the end of this chapter, the amount of an ordinary annuity of three rents deferred for 4 periods may be computed as: Br. 10,000 x 3.31 x 1.4641 = Br. 48,461.71

8.6.2 Present Value of an annuity

The present value of an annuity is the value of a series of equal future receipts or payments (rents) made at regular time intervals and discounted at the same compound interest rate on each date rents are due.

Present value of annuities are used more frequently in financial accounting. For example, the computation of the proceeds of bond issues, the value of plant assets acquired in purchase type business combination or through capital leases, the amount of past service pension costs, the amount of debt or receivables under installment contracts, and the amount of mortgage debt or investments in mortgage notes all require the application of the present-value- of annuity concept.

8.6.2.1 Present value of ordinary annuity

Present value of ordinary annuity is the discounted value of a series of future rents on a date one period before the first rent.

A diagram depicting the present value (P) of an ordinary annuity of five rents (R) is given below:

                         Present value of an ordinary annuity of 5 rents of 1 

                         in table 4 of Appendix is for this point in time.

           Rents         R            R            R              R             R

                             1st            2nd         3rd            4th           5th

         0                 1               2           3               4              5 

The present value of an ordinary annuity of five rents depicted above is the value of the rents, discounted at compound interest, at a point in time one period before the first rent. The present value of an ordinary annuity is computed as the total of the present values of the individual rents, but the use of a table, such as Table 4 in the Appendix at the end of this chapter is more efficient. The present value of an ordinary annuity may be computed using the following formula.

                          P = R 
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Example: ERA company has outstanding a Br. 500,000 non interest bearing debt, payable Br. 100,000 a year for five years starting on December 31, year 1. what is the present value of this debt on January 1, year 1, for financial accounting, if 8% compounded annually is considered a fair rate of interest?

Solution: The present value of the debt on January 1, year 1, is equal to the present value of an ordinary annuity of five rents reported at Br. 399,271 (Br. 100,000 x 3.99271) in the accounting records on January 1, year 1.

The repayment program (loan amortization table) for this debt is summarized below:

ERA Company

Repayment program for Debt of Br. 399,271 at 8% interest

                                   Interest Expense    Repayment at       Net reduction     Debt balance

Date                            at 8% a year           end of year            in debt 

Jan. 1, year 1                                                                                                       Br. 399,271

Dec. 31, year 1           Br. 31,942            Br. 100,000             Br. 68,058                331, 213

Dec. 31, year 2                 26,497                  100,000                   73,503                 257,710

Dec. 31, year 3                 20,617                  100,000                    79,383                178,327

Dec. 31, year 4                 14,266                  100,000                    83,734                  92,593

Dec. 31, year 5                   7,407                  100,000                    92,593                      –0-

Example 2

NINI corporation issued Br. 5 million face value amount of 9% five year bonds on June 30, year 5. The bonds pay interest on June 30 and December 31 and were issued to yield 10% compounded semiannually. Compute the proceeds of this bond issue.

Solution:

The proceeds of the bond issue may be computed as the total of (1) the present value of the Br. 5 million to be paid at maturity, discounted at the 5% semiannual current rate of interest for 10 periods, plus (2) the present value of an ordinary annuity of 10 rents of Br. 225, 000 (Br. 5,000,000 x 0.045 = Br. 225,000) semiannual interest payments, also discounted at 5% per period. That is,

Present value of Br. 5 million discounted at 5% for 10 six

month periods: Br. 5,000,000 x 0.613913 -------------------------------Br. 3,069,565

Add: present value of ordinary annuity of 10 rents 

      of Br. 225,000 discounted at 5% Br. 225,000 x 7.721735 -------------1,737,390

Proceeds of bond issue ------------------------------------------------------Br. 4,806,955

      Alternatively, it can be computed as

Face amount of bonds ------------------------------------------------Br. 5,000,000

Less: present value of ordinary annuity of

        10 rents of Br. 25,000 interest deficiency

       discounted at 5% per period:  Br. 25,000 x 7.721735 ---------------193,043

Proceeds of bond issue -------------------------------------------------Br. 4,806,957*

* Br. 2 discrepancy between this amount and the amount computed above is caused by rounding in present value tables

Example 3:

On June 30, year 1, Levine Corporation purchased merchandise at an auction for Br. 40,000. The current fair value of the merchandise according to Levine personnel was at least Br. 48,000. Levine paid Br. 1,200 payable on the note quarterly, starting on September 30,year 1. You conclude that the current fair rate of interest on the note is 12% payable quarterly.

Required: Record the purchase of the merchandise in the accounting records of Levine Corporation, assuming that the periodic inventory system is used.

Solution: The journal entry for Levine Corporation on June 30, year 1:

Purchases ---------------------------------41,115

Cash ----------------------------------------------10,000

Notes payable -----------------------------------30,000

Premium on Notes payable ----------------------1115

N.B. The premium on the note payable is determined as follows:

Interest of Br. 1,200 is paid quarterly, but the current fair rate of interest should be Br. 900 quarterly. Therefore, the premium on the note payable is equal to the present value of an ordinary annuity of four rents of Br. 300 (the excessive interest) at 3% per quarter (Br. 300 x 3.717098  = Br. 1,115).

Check your progress – 6

i. Which of the following is the present value of and ordinary annuity of 10 rents of 1 at an interest rate of 6% per period?

           A. 1.790848          B. 0.558395         C. 13.180795         D. 7.360087

ii. Which of the following is used to compute the present value of an ordinary annuity of 20 rents of 1 at 16% compounded quarterly?

          A. P  5(16%             B. P 20(4%           C. P 5(4%           D. P 20(16%

8.6.2.2 Present value of Annuity Due

Present value of annuity due is the discounted value of a series of future rents on the date the first rent is received or paid. That is, the present value falls on the date the first rent is made.

For this reason, an annuity due often is referred to as an annuity in advance.

The difference between the present value of an ordinary annuity and the present value of an annuity due is illustrated below:

                   Present value of ordinary annuity of 5 rents

                                 Present value of annuity due of 5 rents

        Rents       R               R             R               R               R

                        1st              2nd           3rd             4th             5th

   0                   1                2              3               4               5

                                      Time periods (n)

The diagram above indicates that the present value at time period 1 of an annuity due of five rents may be computed

(1) By adding interest for one period to the present value of an ordinary annuity of five rents, or

(2) By obtaining the present value of an ordinary annuity of four rents and then adding 1, representing the ‘extra’ rent at time period 1.

Example: On January 1, year 1, Sosa corporation acquired a plant asset for Br. 64,682. Sosa agreed to make five equal annual payments starting on January 1, year 1, and ending on January 1, year 5, at 8% compounded annually. Compute the annual payments on the debt.

Solution: The annual payments on the debt are present value (Br. 64,682) divided by present value of annuity due of at 8% for 5 periods (4.312127) = Br. 15,000

Example 2

Fox company purchased Machinery on January 1, 19x1 and agreed to pay for the purchase with four payments of Br. 6000 each, including interest and principal, every six months beginning on January 1, 19x1. The agreed interest rate is 8% compounded semiannually.

Required:

1. Compute the price of the machinery (excluding interest charges)

2. Prepare journal entries related to the purchase

Solution:

1) The price of the machinery means the present value of future payments. The series of future payments form annuity due, and the present value of the annuity due is calculated as Br. 6000 x 3.62895 x 1.04

= Br. 22,651

2) The journal Entry to be recorded for the purchase of machinery is

                                     method 1                                                      method 2

19x1             Equipment ---------22,651                   or   Equipment -----------22,651

January 1             Accounts payable ------22,651          Discount on N/Payable 1349

                                                                                               Accounts payable ------24,000

The journal entries to record payments every six months are

19x1         A/payable ------------6000 

Jan. 1                 Cash ----------------------6000

19x1           A/payable --------------5334                          A/payable ---------6000

July 1         Interest Expense -------666                            Interest Exp.------- 666

                            Cash ---------------------6000                           Cash --------------------6000

                                                                                                    Discount on N/pay. ----666

19x2          A/payable --------------5547                           A/payable -----------6000

Jan. 1          Interest Expense ------453                             Interest Expense ----453

                             Cash --------------------6000                           Cash --------------------6000

                                                                                                    Discount on N/payable 453

19x2         A/payable ---------------5770                              A/payable ----------6000

July 1        Interest Expense --------230                               Interest Expense ----230

                                    Cash ------------------6000                       Cash -------------------6000

                                                                                                    Discount on N/payable 230

8.6.2.3 Present Value of Deferred Annuity

Present value of deferred annuity is the discounted value of a series of future rents on a date that is more than one period before the date that the first rent is received or paid. The present value of deferred annuity may be computed by using two different methods as follows:

1) discount the present value of the ordinary annuity portion at compound interest for the period the annuity is deferred, or 

2) determine the present value of an ordinary annuity equal to the total number of period involved and subtract from this the present value of the “missing” ordinary annuity for rents equal in number to the number of periods the annuity is deferred.

Example: Daof Company wants to know the amount at time period 0 that would pay a debt of five payments of Br. 100,000 each, payments starting at time period 4, and interest compounded at 8% per time period.

Solution: Using Table 2 and 4 in the Appendix at the end of this chapter, we may compute the present value at time period 0 (today) of the ordinary annuity of five rents of 1 deferred for three periods as follows:

(1) Present value of ordinary annuity of five rents of

      1 at 8% at time period 3, discounted at 8% for

      three periods: 3,992710 x 0.793832 --------------------------------------------3.169541

      or (2) present value of ordinary annuity of eight rents

     of 1 at 8% at time period 0, less the present value of 

    ordinary annuity of three rents    of 1 (the rents note made)

   at 8% at time period 0.5.746639 – 2.577097 -------------------------------------3169542

Thus, cash in the amount of Br. 316,954 (Br. 100,000 x 3.169542) is needed at time period 0 to repay the debt.

The repayment of debt is summarized below:

Daof Company

                          Repayment program for debt of Br. 316,954 at 8% interest

Time period       Interest Expense                 Repayment        Net reduction          Debt

                           at 8% per period                                            in debt                   Balance

    0                    present value of                                                                        Br. 316,954

    1                    debt                                                                                                342,310

    2                    Br.25,356                                                                                       369,695                                                                                   

    3                        29,576                                                                                        399,271

   4                        31,942   --------------------Br. 100, 000-------Br. 68, 058            331,213

   5                       26,497-----------------------      100, 000-------      73, 503            257,710

   6                       20,617-----------------------      100, 000-------      79, 383            178,327

   7                       14,26617--------------------      100, 000-------      85, 734             92,593

   8                        7,407------------------------      100, 000-------      92, 593                  0

Check your progress – 7

1. Explain what is meant by the present value of deferred annuity and its difference from present value of ordinary annuity and annuity due.

____________________________________________________________________________________________________________________.

8.7 summary

Interest is the cost of borrowing money. It is normally stated as a percentage of the amount borrowed (principal) calculated on a yearly basis.

The concepts of present value is described as the amount that must be invested now to produce a known future value. This is the opposite of the compound interest discussion in which the present value was known and the future value was determined.

An annuity is a series of equal periodic payments or receipts called rents. An annuity requires that the rents be paid or received at equal time intervals, and that compound interest be applied. The future amount of an annuity is the sum (future value) of all the rents (payments or receipts) plus the accumulated interest on them. If the rents occur at the end of each time period, the annuity is known as an ordinary annuity. If rents occur at the beginning of each time period, it is an annuity due. Thus, in determining the amount of an annuity for a given set of facts, there will be one less interest period for an ordinary annuity than for an annuity due.

A deferred annuity is an annuity in which two or more periods must pass, after it has been arranged, before the rents will begin. For example, an ordinary annuity of 10 annual rents deferred five years mean that no rents will occur during the first five years, and that the first of the 10 rents will occur at the end of the sixth year. 

An annuity due of 10 annual rents deferred five years means that no rents will occur during the first five years, and that the first of the 10 rents will occur at the beginning of the sixth year.

In general, compound interest, annuity and present value techniques can be applied to many of the items found in financial statements. In accounting, these techniques can be used to measure the relative values of cash inflows and outflows, evaluate alternative investment opportunities, and determine periodic payments necessary to meet future obligations. Some of the accounting items to which these techniques may be applied are notes receivable and payable, leases, amortization of premium and discounts etc.

8.8 answers to check your progress questions

1. Time value of money means that a dollar in hand today is worth more than a dollar to be collected one year from now, because it can earn interest.

2. Simple interest is computed on the same principal amount each period. Compound interest is computed on the principal amount and on all prior interest credited and not paid or withdrawn.

3. Using Table 1 in the Appendix at the end of this chapter, we have the following at the end of four years at 8% interest compounded quarterly

                     Br. 10,000 x a16(2% = Br. 10,000 (1 + 0.02) 16

                                                        = Br. 10,000 (1.372786)

                                                        = Br. 13,728

And for the next six years at 10% compounded semiannually, we have: 

              Br. 13,728 x a12(5% = Br. 13,728 (1 + 0.05)12

                                                = Br. 13,728 (1.795856)

                                                = Br. 24,654

        Therefore, at the end of 10 years, FAR Co. will have Br. 24,654 in the fund.

4. Using Table 2 in the Appendix at the end of this chapter, we have the following present value at the beginning 

                   Br. 50,000 x P 12(2% = Br. 50,000 x 0.788493 = Br. 39,425

           And at the beginning of year 1 we have:

                  Br. 39,425 x P 6(3% = Br. 39,425 x 0.837484 = Br. 33,018

Thus, Addis Company must deposit Br. 33,018 at the beginning of year 1 to have Br. 50,000 at the end of year 6.

5. i. Br. 9320 ( Br. 500 = 18.64, the amount of an ordinary annuity of 1 at 2% for an unknown number of rents. The 2% column in Table 3 in the Appendix at the end of this chapter shows that the required number of rents is 16 because the amount of an ordinary annuity of 16 rents at 2% is 18.64

  ii.Br. 9320 ( Br. 500 = 18.64, the amount of an ordinary annuity of 16 rents of 1 at an unstated interest rate per period. The line for 16 rents in Table 3 in the Appendix at the end of this chapter shows that the interest rate per period is 2%

  iii. Table 3 in the Appendix shows that the amount of an ordinary annuity of 16 rents at 2% is 18.64 (rounded). The periodic rents are Br. 500 (9,320 ( 18.64)

6. i. d

      ii. d

7. Present value of deferred annuity is the discounted value of a series of future rents on a date that is more than one period before the date that the first rent is received or paid. When the present value is determined on the date the first rent is made, it is annuity due. When the present value is determined one period before the first rent is made, it is an ordinary annuity.

8.9 model examination questions

I. True/False

_________ 1. Present value techniques can be used in valuing receivables and payables that carry no stated interest rate.

_________ 2. The major difference between compound interest and simple interest lies in the fact that compound interest is computed twice each year, whereas simple interest is computed only once.

_________ 3. An annuity requires that periodic rents always be the same even though the interval between the rents may vary.

_________ 4. The number of rents exceeds the number of discount periods under the present value of an ordinary annuity.

_________ 5. The future amount of a deferred annuity is normally greater than the future amount of an annuity not deferred.

II. Multiple Choice

__________ 1. A fund of Br. 25,000 is deposited in a saving account earning 12% interest compounded quarterly. What is the maximum amount that would be withdrawn annually at the end of each year for the next 10 years?

A. Br. 8530.20       B. Br. 2,930.76     C. Br. 2500    D. 12,000    E. None

__________ 2. What amount should you deposit in a saving account today in order to have Br. 5000 three years from today?

A. Br. 5000 ( 0.794

B. Br. 5000 x 0.926 x 3

C. (Br. 5000 x 0.926) + (Br. 5000 x 0.857) + (Br.5000 x 0.794)

D. Br. 5000 x 0.794

E. None of the above

__________ 3. What is the present value today of Br. 2000 you will receive six years from today?

A. Br. 2000 x 0.926 x 6                      D. Br. 2000 ( 6

B. Br. 2000 x 0.794 x 2                     E. None

C. Br. 2000 x 0.681 x 0.926

__________ 4. An asset has a cash price of Br. 9,593.37. The purchaser agrees to pay Br. 2000 down and 4 annual payments of Br. 2500 at the end of each year. Assuming compounding on an annual basis, what is the stated interest rate of this transaction?

A. 12%             B. 5%            C. 6%            D. 15%           E. None

__________ 5. How much must be invested at the end of each year to accumulated a fund of Br. 50,000 at the end of 10 years, if the fund earns 9% interest, compounded annually?

A. Br. 5000         B. Br. 3,291       C. Br. 4,200     D. Br. 1519    E. None

__________ 6. Present values of an ordinary annuity of 1 at 15% a year compounded annually are as follows: n = 5,352155; n = 6,3.784483; n = 7,4.160420. the present value of an annuity due of 6 rents of at 15% a year compounded annually is:

             A. 3.784483              B. 4.352155           C. 3.60420        D. None

III. Exercises

1. Northern Airlines is negotiating to acquire four new Airbus planes. Three alternatives are available:

A. Purchase the aircraft for Br. 35 million each, payment

B. Purchase the aircraft by paying Br. 20 million immediately and Br. 20 million each year for 11 more years.

C. Lease the aircraft for Br. 21.5 million payable at the end of each year for 12 years.

            The relevant market rate of interest (the discount rate) for ventures of this type is 10 percent. Assuming that Northern has sufficient resources, which alternative is least expensive? Ignore tax considerations.

2. Rapid construction company can purchase a used machine for Br. 30,000. the machine will be needed on a new job that will continue for approximately three years. It is January 1, 1990, and the machine is needed immediately. Because of a shortage of cash, rapid has asked the vendor for credit terms. The vendor charges 11 percent annual compound interest. The machine can be purchased under these terms by making three equal payments.

          Required:

1. Compute the amount of the three equal payments assuming that they are to be paid on          (a) January 1 and (b) December 31. if your answers are different, explain why

2. Prepare a debt payment schedule for (a) and (b) above 

3. Give the journal entries for (a) and (b) through year 3 Date each entry. Assume that Rapid’s reporting year-ends

4. What amount should be recorded as the cost of the machine in (a) and (b) above?

3. Zoltar moving company has decided to accumulate a debt retirement fund by making three equal annual deposits of Br. 15,000 beginning on December 31, 2000. Assume that the fund will accumulate annual compound interest at 7% per year, which will be added to the fund balance.

Required: 1. What kind of annuity is this? Explain

                  2. What will be the balance in the fund in three years (immediately after the last deposit)?

                 3. Prepare an accumulation schedule for this fund

                 4. Prepare the journal entries for the three-year period. Assume that Zoltar’s reporting year ends on December 31

                5. What would be the balance in the fund at the end of the three years if it were set up on an annuity due basis?

4. On December 31, year 1, long company issued Br. 10 million of 8% bonds payable. Interest is payable on December 31 of each year. The bonds mature on December 31, year 11. The bonds were issued to yield an annual rate of 10%. The present value of an ordinary annuity of 10 rents of 1 at 10% is 6.144567; the present value of 1 for 10 periods at 10% is 0.385543 

          Compute the amount received from issuance of the bonds.

5. Strong Tools company will establish a special debt retirement fund amounting to Br. 100,000. a trustee has agreed to handle the fund and to increase it each year on a 20 percent annual compound interest basis. Strong Tools will make equal annual contributions to the fund during the next four years, starting in 2000 

       Required:

1. Compute the amount of the required annual deposit assuming that they are   made on

a) December 31 and 

b) January 1. If your answers are different, explain why?

2. Prepare a fund accumulation schedule for each starting date (a) and (b) above

3. Give the journal entries related to each starting date for all four years. Date each entry. Assume that strong tools reporting year-ends on December 31.

8.10 glossary

1. Annuity – a series of uniform payment (receipts) occurring at uniform intervals over a specified investment time frame, with all amounts earning compound interest at the same rate.

2. Annuity Due – a type of annuity for which rents occur at the beginning of each interest compounding period

3. Compound Interest – the process of computing interest on the principal plus any interest previously earned.

4. Deferred annuity – is an annuity in which two or more periods must pass, after it has been arranged, before the rents will begin.

5. Future amount – value on a future date of a single amount or a series of rents invested at compound interest

6. Interest – the cost of using money over time. 

7. Ordinary annuity – is an annuity for which rents occur at the end of each period

8. Present value – value now of a single amount of a series of rents to be received in the future and discounted at compound interest to an earlier date (usually the date of a transaction, such as the acquisition of equipment on the installment plan)

9. Rent – equal periodic deposits, receipts, withdrawals, or payments in annuity.

8.11 appendix: compound interest tables

Table 1: Future amount of 1, an(i = (1 + I)n
Table 2: Present value of 1, pn(i = 
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Table 3: Future Amount of ordinary annuity of 1,
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Table 4: Present value of ordinary Annuity of 1,
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N.B. Compound interest tables generally are prepared for Br. 1 and the birr (dollar) sign is omitted. This provides a convenient means of finding the accumulated amount of any number of birr (dollar) by multiplying the amount of 1 at i interest for n periods by the number of birrs (dollars) involved in a problem of a business transaction.

Part 2: working capital

UNIT 9: cash
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9.0 aims and objectives

This unit aims at discussing the management, control procedures and accounting for cash and cash transaction.

After studying this chapter, you will:

· be familiar with the composition of cash

· know how to construct a bank reconciliation

· understand other control procedures for cash

9.1 introduction

Cash, the most liquid of assets, is the standard medium of exchange and provide the basis for measuring and accounting for all other item. It is generally classified as a current asset. To be report as “cash” it must be readily available for the payment of current obligations, it must be free from any contractual restriction that limits its use in satisfying debts.

Cash consists of coins, currency, and available funds on deposit at the bank. Negotiable instruments such as money orders, certified checks, cashiers’ check, personal checks, and bank drafts are viewed as cash. Savings accounts are usually classified as cash, although the bank has a legal right to demand notice before withdrawal. But the privilege of prior notice is rarely exercised by banks, so savings accounts are considered cash.

Certificates of deposits (CDs), deposit receipts, treasury bills, commercial and finance company paper, similar types of deposits, and “short-term paper” that provides small investors with an opportunity to earn high rates of interest are more appropriately classified as temporary investment than cash. The logic for this classification is that these situations usually contain restrictions or penalties on their conversion to cash.

Items that present classification problem are postdated checks, IOUs, travel advances, postage stamps, and special cash funds. Travel advances are properly treated at receivables if the advances are to be collected from the employees or deducted from their salaries. otherwise, classification of the travel advance as prepaid expense is more appropriate postdated checks and IOUs are treated as receivables.

Postage stamps on hand are classified as part of office supplies inventory or as a prepaid expense. Petty cash fund and change funds are included in the current assets as cash balance these funds are used to meet current operating expense and to liquidate current liabilities.

9.2 management and control of cash

Cash presents special management and control problems not only because it enters into a great many transactions but also for these reasons.

1. Cash is the single asset readily convertible into any other type of asset.

It is easily concealed and transported, and it is almost universally desired. Correct accounting for cash transactions therefore requires that control be established to ensure that cash belonging to the enterprise is not improperly converted to personal use by someone in, or connected with, the enterprise.

2. The amount of cash owned by an enterprise should be regulated carefully so that neither too much nor too little is available at any time.

Two problems of accounting for cash transactions face the accounting department.

(a) Proper controls must be established to ensure that no unauthorized transactions are entered into by officers or employees;

(b) Information necessary to the proper management of cash on hand and cash transactions must be provided.

Most companies fix the responsibility for obtaining proper record control over cash transactions in the accounting department. Record control of course, is not possible without adequate physical control; therefore the accounting department must take an interest in preventing intentional or unintentional mistakes in cash transactions.

Regulating the amount of cash on hand is primarily a management problem, but accountants must be able to provide the information required by management for regulating cash on hand through the special transactions of borrowing or investing.

Internal controls for cash should

· Separate custody of and accounting for cash

· Account for all cash transaction

· Maintain only the minimum cash balance needed

· Provide for periodic test counts of cash balances

Check your progress – 1

i. What are the usual components of cash?

___________________________________________________________________________________________________________.

ii. What is a system of internal control?

__________________________________________________________________________________________________________.

9.3 controlling cash receipts and payments

The objective in the control of cash receipts is to ensure that all cash that is receivable by the business enterprise is collected and recorded without loss. The system of controlling cash payments should be designed to ensure that no unauthorized payments are made.

9.3.1 A Bank Reconciliation

Once a month, the bank sends each depositor a statement and returns the canceled checks that it has paid and charged to the depositor’s account. The returned checks are said to be “canceled” because the bank stamps or cancels, them to show that they have been paid. The bank statement shows the balance at the beginning of the month, the deposits, the checks paid, other debits and credits during the moth, and the balance at the end of the month.

Rarely will the balance of a company’s cash account exactly equal the cash balance shown on the bank statement. Certain transactions shown in the company’s records may not have been recorded by the bank, and certain bank transactions may not appear in the company’s records. Therefore, a necessary step in internal control is to prove both the balance shown on the bank statement and the balance of cash in the accounting records.

A bank reconciliation is the process of accounting for the difference between the balance of cash according to the company’s records. This process involves making additions to and subtractions from both balances to arrive at the adjusted cash balance.

The most common examples of transactions shown in a company’s records but not entered in the bank’s records are the following:

1. Outstanding checks: these are checks that have been issued and recorded by the company, but do not yet appear on the bank statement.

2. Deposits in transit: these are deposits that were mailed or taken to the bank but were not received in time to be recorded on the bank statement.

Transactions that may appear on the bank statement but that have not been recorded by the company include the following:

1. Service charge:  Banks often charge a fee, or a service charge, for the use of a checking account. Many banks have the service charge on a number of factors, such as the average balance of the account during the month or the number of checks drawn.

2. NSF (Non-Sufficient Funds) check:  A check deposited by the company that is not paid when the company’s bank present it to the makers bank. The bank charges the company’s account and returns the check so that the company can try to collect the amount due. If the bank has deducted the NSF check from the bank statement but the company has not deducted it from its book balance, an adjustment must be made in the bank reconciliation. The depositor usually reclassifies the NSF check from cash to Account Receivable because the company must now collect from the person or company that wrote the check.

3. Interest income: It is very common for banks to pay interest on a company’s average balance. These accounts are sometimes called N.O.W or money market accounts but can take other forms. Such interest is reported on the bank statement.

4. Miscellaneous charges and credits: Banks also charge for other services such as collection and payment of promissory note, stopping payment on checks and printing checks. The bank notifies the depositor of each deduction including a debit memorandum with the monthly statement. A bank will sometimes serve as an agent in collecting on promissory notes for the depositor. In such case, a credit memorandum will be included.

An error by either the bank or the depositor will, of course, require immediate correction.

Assume the following data for September 1996 for Nile Corporation to illustrate the preparation of bank reconciliation:

1. Cash balance in the bank according to September 30 bank statement: Br. 114,621

2. Cash balance in the bank according to Sept. 30 general ledger account: Br. 126,372.

3. Deposits made at the bank during Sept. recorded on Nile’s books:

Sept. 3 -------- Br. 10,000           Sept. 10 -------- Br. 15,000              Sept. 24 ---------Br. 8,000

Sept. 6 ------------ 12,000            Sept. 18 -------------25,000              Sept. 30 ----------- 12,000 

                                                                                                                                         Total = Br. 82,000
4. deposits made by Nile Co. on august 31 that had not cleared the bank (deposit in transit) by August 31: Br. 16,000

5. Checks written by Nile Co. prior to Sept. 1 that had not cleared the bank (checks outstanding) by August 31

Check no. 555 ------------ Br. 25

Check no. 580 ---------------- 90

6. Checks written during Sept. recorded on Nile’s book

Check No. 621 ----- Br. 48    check no. 625 ----- Br. 88    check no 629 ----- Br. 62   check no 634 ---- Br. 81

                  622 -------- 123                    626 -------- 704                   630 ---------- 12                  635 -------- 95
                  623 -------- 308                    627 ----------29                   632 ---------112              Total = ________

                  624 --------- 94                     628 ---------66                    633 --------- 53

7. Deposits shown on the Sept. bank statement:

Sept. 1 ---------- Br. 16,000           Sept. 7 -------- Br. 12,000          Sept 19 ---------- 25,000

Sept. 4 -------------- 10,000            Sept. 11 ---------- 15,000           Sept. 25. ----------- 8000

                                                                                                                                     Total = 86,000

8. Cancelled checks of Nile Corporation returned with the Sept. bank statement and recorded there on:

Check No. 580 ------- Br. 90  check No 624 ------- Br. 94  check no 629 ---- Br. 62 check no. 633 ----- Br. 53

                  621 ----------- 48                  626 -----------704                 630 --------- 12                 634 ---------- 81
                  622 ----------123                  627 ------------ 29                 631 --------- 34 

                  623 --------- 308                   628 ------------66                 632 -------- 112                 Total Br. 1816

9. Cancelled check of Nice Corporation returned with the Sept. bank statement of Nile Corporation and recorded thereon: Br. 98

10. Bank service charge of Br 7 made against Nile’s account but not recorded by Nile Corporation

11. A customers check for Br. 60 returned with the Sept. bank statement and marked NSF, not yet redpostied and not recorded on Nile’s books.

12. Interest of Br. 125 collected on behalf of Nile, not yet recorded by Nile Corporation.

13. Cancelled check no. 631 returned by the bank for Br. 34 (correct amount) for office supplies recorded as Br. 43 in the accounting records.

14. Miscellaneous revenue collected by the bank for Nile Corpn. Br. 72 not yet recorded by Nile Corpn.

15. The cash receipt journal indicated that the cash received during Sept. totaled Br. 82,000 and the cash payment journal showed payments during spet, Br. 1, 918

16. The bank statement for Sept. total deposits, Br. 86,197, payments Br. 1,981.

Required: prepare Bank Reconciliation for Nile Corpn for the month of Sept 1996.

There are three formats of preparing bank reconciliation

I. The first format reconciles the balance per bank statement and the balance per book with adjusted cash balance.

II. The second format reconciles the balance per bank statement with the balance per depositor’s record and then with adjusted cash balance.

III. The third format reconciles the balance per depositor’s record with the balance per bank statement and then with adjusted cash balance.

Based on the above given information the bank reconciliation for Nile corporation for the month of September 1996 is prepared as follows:

Using the first format, the bank reconciliation is:

Nile Corporation

Bank Reconciliation

September 30,1996

Balance per bank statement ------------------------------------------- Br. 114,621

Add: Deposits in transit ---------------------------- 12,000

         Error                                                                   98                      12,098

Dedu: Outstanding checks, June 30,1996

Check No 555 -------------------------- 25

Check No 625                                    88

Check No 635                                    95                        (208)

Adjusted cash balance                                                                 Br. 126,511

Balance per depositor’s record                                                    Br. 126,372

Add: Interest collected by the bank---------------------- 125

         Miscellaneous revenue collected by the bank -----72

          Error                                                                        9                   206

Dedu: Bank service charge                                              7

           Not sufficient fund                                             60                   (67)

Adjusted cash balance                                                                    126,511

This form of bank reconciliation serves three functions:

a) to determine the correct cash balance to be reported in the balance sheet

b) to disclose errors made in recording cash transactions either by the bank or by the depositor, and

c) to provide information necessary to bring the accounting records up to date

The journal entry required to adjust the accounting records for errors and omissions is taken from the adjustments to the depositor’s records in the bank reconciliation. All items appearing in the reconciliation as adjustments to or deductions from the “balance in depositors records” must be included in the journal entry. The journal entry on September 30,1996, to adjust the accounting records of Nile corporation is shown below:

1996                          Cash in bank --------------------------------------------- 206

September 30             Miscellaneous Expense (bank service charge) --------7

                                  Account receivable -------------------------------------- 60

                                                      Interest revenue ------------------------------------- 125

                                                      Miscellaneous revenue ------------------------------ 72

                                                      Supplies expense -------------------------------------- 9

             To adjust cash ledger accounts per September 30,1996, bank reconciliation

Using the second format, the bank reconciliation is:

Nile Corporation

Bank Reconciliation

September 30,1996

Balance per bank statement                                                            Br. 114,621

Add: Deposit in transit                                     12,000

         Error made by the bank                                 98

         Bank service charge                                        7

         NSF check                                                    60                           12,165

Dedu: Outstanding checks

               Check no 555                                         25

              Check no 625                                          88

             Check no 635                                          95                              (206)

Balance per depositor’s record                                                        126,372

Add: Adjustments to cash account                                                     139*
         Adjusted cash balance                                                     Br. 126,511

*Br. 139 ( Items not recorded by depositor

              ( 206 – 67

In the above form of bank reconciliation the bank balance is reconciled to the unadjusted balance of the depositors cash account in the general ledger. Then, the required adjustment to the cash account is entered in the bank reconciliation resulting in the correct cash balance.

The journal entry is the same as the first format.

Using the third format, the bank reconciliation is 

Nile Corporation

Bank Reconciliation

September 30,1996

Balance per depositor’s record                                                   Br. 126,372

Add: Outstanding checks:

Check no 555                                       25

Check no 625                                       88

Check no 635                                      95                         208

Interest revenue collected by bank                                              125

Miscellaneous revenue collected by bank                                     72

Error made by the depositor                                                            9       414

Dedu: Deposits in transit                                                       12,000

           Bank service charge                                                        7

           NSF check                                                                    60

           Error made by bank                                                      98         12,165

Balance per bank statement                                                                 114,621

Add: Adjustment to cash account                                                          11,890*

Adjusted cash balance                                                                           126,511
* 11,890 ( Items not recorded by bank

                = 12,000 + 98 – 208

Check your progress – 2

i. What are the functions of a bank reconciliation?

_________________________________________________________________________________________________________.

ii. What is the meaning of outstanding check and how it is treated on the bank reconciliation?

_______________________________________________________________________________________________________________.

9.3.2 Proof of Cash

Cash balances in the bank statement and the depositor’s ledger are reconciled to establish the accuracy of the cash records on a specific date. A full reconciliation of cash receipts and payments (known as a proof of cash) also may be made to establish the accuracy of the cash balance and the effectiveness of internal control over cash receipts and cash payment for a selected month or a longer period.

Proof of cash is preferred by auditors as a means of identifying all differences between the books and the bank statement during the period covered by the reconciliation. It is generally prepared when a company has weak internal control over cash; it assists in identifying unauthorized and unrecorded transfer of cash.

Proof of cash has four columns

The first column reconciles the beginning of the cash balances per bank statement and the depositors records. The second column reconciles the current period cash receipts (deposits) per bank statement to receipts recorded in the books. The third column reconciles the current period cash disbursements per bank statement to disbursements recorded in the books. The fourth column reconciles the end of period cash balances per the bank statement and the books.

The proof of cash for Nile Corporation is prepared below:

Nile Corporation

Proof of Cash

September 30,1996

                                                      Balance on        Receipts       Payments     Balance on

                                                    August 31,1996                                          September 30,1996

Balance per bank statement          Br. 30,405         Br. 86,197   Br. 1,981            114,621

Deposit in transit:

        August 31,1996                          16,000            (16,000)

        September 30,1996                                            12,000

Outstanding checks:

        August 31,1996                           (115)                                 (115)

       Sept 30,1996                                                                           208                    (208)

Other reconciling items:

    Bank service charges for Sept.                                                   (7)                         7

    NSF check                                                                                 (60)                       60

    Bank error                                                                                 (98)                       98

    Depositor error                                                                            9                         (9)

Collection by bank                             _______         (197)       ______                 (197)

Balance per depositors record Br. 46,290              Br. 82,000    Br. 1,918         Br. 126,372

Add: Adjustment to cash account                                                                            131

Adjusted cash balance                                                                                          Br.126,511
The proof of cash for Nile Corporation on September 30,1996 is explained below:

1. Reconciliation of cash receipts in bank statement and in depositor’s records.

The Br. 16,000 deposit in transit on August 31,1996 is deducted from the deposits recorded by the bank in September because it was a receipt of cash in August. The Br. 12,000 deposit in transit on September 30 is a receipt of cash in September and should be included in total cash receipts for September. The Br. 197 (Br. 125 + Br. 72) interest and miscellaneous revenue collected by the bank must be deducted from the deposits recorded by the bank because these revenues had not been entered in the accounting records (before adjustment) on September 30,1996.

2. Reconciliation of cash payments in bank statement and in depositor’s records.

The autstanding checks of Br. 115 on August 31 are included in the bank debits for September. These do not represent cash payments during September but rather were shown properly as cash payments in August. The outstanding checks of Br. 208 on September 30 did not include any checks that were outstanding on August 31; therefore, this total is properly classified as a cash payment by Nile Corporation during September. The bank service charges of Br. 7 and the NSF checks of Br. 60 were included in the banks debit for September but not in the accounting records (unadjusted). The bank recorded check no. 631 at its correct amount of Br. 34, that amount is Br. 9 larger than the Br. 43 a check of Nice Corporation, which amounts Br. 98 in the account of Nile Corporation incorrectly

3. Reconciliation of bank and depositor cash balances

The last column of the reconciliation is identical to the reconciliation of the bank and depositor balances to the correct cash balance

Check your progress – 3

1. What function does the proof of cash serve?

_______________________________________________________________________________________________________________.

9.3.3. The petty cash fund (impress petty cash system)

Almost every company finds it necessary to pay small amounts for a great many things such as employees lunches, and taxi fare, purchase of minor office supply items, and small expense payments. It is frequently impractical to require that such disbursements be made by check yet some control over them is important. A common method of obtaining reasonable control, simplicity of operation, and general adherence to the rule of disbursement by check is the impress system for petty cash disbursements.

This is how the system works:

1. Some individual is designated as the petty cash custodian and given a small amount of currency as a fund from which to make small payments. For example, if the fund established is Br. 300, the journal entry will be 

                   Petty cash fund                     300

                            Cash                                          300

2. As disbursements are made, the petty cash custodian obtains signed receipts from each individual to whom cash is paid. If possible, evidence of the disbursements should be attached to the petty cash receipt. (Petty cash transactions are not recorded until the fund is reimbursed and, then such entries are recorded by someone in accounting not the petty cash custodian)

3. When the supply of money runs low, the custodian presents to the general casher a request for reimbursement supported by the petty cash receipts and other evidence that has been obtained for all disbursements, and receives a company check drawn to “cash” or “petty cash” to replenish the fund.

Office supplies expense                        42

Postage expense                                   53

Entertainment expense                         76

Cash over and short                               2

                       Cash                                         173

N.B. These expenses are paid form the petty cash fund.

4. It is  decided that the amount of cash in petty cash fund is excessive, an adjustment may be made as follows (lowering the fund balance from Br. 300 to Br. 200)

Cash                                100

          Petty cash                        100

The journal entry to increase this fund balance would be a debit to petty cash and a credit to cash.

Entries are made to the petty cash account only to increase or decrease the size of the fund, or to adjust the petty cash account balance and related expenses if not replenished at year-end. The reimbursement entry does not affect the petty cash account, but it does affect the amount of petty cash on hand.

The cash short and over account is used when the fund fails to prove out. If the cash proves out short (that is, the sum of the vouchers and cash in their fund is less than the impress amount), the shortage is debited to the cash short and over account. It is proves out over, the overage is credited to cash short and over account. This account is left open until the end of the year, when it is closed and generally shown on the income statement as a miscellaneous expense or income.

There are usually expense items in the fund except immediately after reimbursement; therefore, if accurate financial statements are desired, the fund must be reimbursed at the end of each accounting period and also when nearly depleted.

Under the imprest system the petty cash custodian is responsible at all times for the amount of the fund on hand either as cash or in the form of signed vouchers.

These vouchers provide the evidence required by the disbursing officer to issue a reimbursement check. Two additional procedures are followed to obtain more complete control over the petty cash fund.

1. Surprise counts of the funds are made from time to time by a superior of the petty cash custodian to determine that the fund is being accounted for satisfactory.

2. Petty cash vouchers are cancelled or mutilated after they have been submitted for reimbursement, so that they cannot be used to secure a second and improper reimbursement.

9.3.4 Change Fund

A change fund is used to facilitate the collection of cash from customers. The amount of the change fund is deducted from the total cash (including checks, money orders, etc) on hand at the close of business each day to determine the daily cash collections. The cash should be counted and compared with the cash register tape daily. In general, change and petty cash funds are combined with cash on hand and in the bank and are presented as a single amount in the balance sheet.

Check your progress – 4

i. Change fund and petty cash fund serve the same purpose

A. True                      B. False

9.4 cash overdraft

The issuance of checks in excess of the balance on deposit creates an overdraft in the bank account. Banks often (but not always) refuse to pay a check that exceeds the balance of the depositor’s account. Such refusal prevents an overdraft from occurring. In the rare situation in which a business enterprise maintains only one bank account and that account is overdrawn on the balance sheet date, the overdraft amount is reported as a current liability. However, if can enterprise has other accounts in the same bank with larger positive balances, it is reasonable to present the net balance of cash as a current asset. This treatment is based on the reasoning that users of financial statements are interested in an enterprise’s net cash position, rather than in the status of its individual bank accounts in a particular bank.

An overdraft in an account in one bank should not be offset against positive balances in other banks because no right of offset exists. The overdraft in the one bank account is a current liability, and the total of the positive balances is a current asset.

In rare instances, an accountant may discover a situation in which checks are written (and recorded) in excess of the amount on deposit, but the checks are not issued to creditors. In the preparation of financial statement, the credit balance in the cash ledger account should be eliminated by a debit to the cash account and a credit to the Accounts payable account (or to either liability accounts) for the amount of the checks written but not issued.

9.5 compensating cash balances

A compensating balance generally is defined as the portion of any  demand deposit maintained by a depositor that constitutes support for existing borrowing arrangements with banks.

Disclosure of compensating balance arrangements is required because such balances are not available for discretionary use by management on the balance sheet date. Because the maintenance of compensating cash balances affects liquidity and the effective cost of borrowing from banks, users of financial statements may find such information useful.

Check your progress – 5

1. Define compensating cash balances and state the reasons for disclosure of such balances in a note to the financial statements.

__________________________________________________________________________________________________________________.

9.6 summary

Cash consists of coin, currency, bank deposits, and negotiable instruments such as money orders, checks and bank drafts. Control over the handing of cash and cash transactions is an important consideration for any business enterprise. It is the most liquid asset held by an enterprise and is the asset most easily converted to personal use by officers or employees. Numerous control procedures are available for cash transactions, but the two commonly used procedures are impres petty cash systems and bank reconciliation.

In an impres petty cash system, a petty cash custodian is given a small amount of currency from which to make small payments (minor office supplies, taxi, postage etc). Each time a disbursement is made, the petty cashier obtains a signed receipts for the payment. When cash in the fund runs low, the petty cashier submits the signed receipts to the general cashier and a check is prepared to replenish the petty cash fund. This process is designed to promote control over small cash disbursements which would be awkward to pay by check.

A basic cash control is preparation of a monthly bank reconciliation. The bank reconciliation, when properly prepared, proves that the cash balance per bank and the cash balance per book are in agreement.

It is common practice for an enterprise to have an agreement which a bank concerning credit and borrowing arrangement when such an agreement exists, the bank usually requires the enterprise to maintain a minimum cash balance on deposit.

This minimum balance is known as a compensating balance. Compensating balances that result in legally restricted deposits must be separately classified in the balance sheet. The nature of the borrowing arrangement determines whether the compensating balance is classified as current asset or a non-current asset.

Proper cash management involves the problem of liquidity Vs profitability. In terms of liquidity, management attempts to provide an ample amount of cash to meet all its obligations as they mature. However, when the focus is on profitability, management attempts to make maximum use of cash by purchasing revenue-providing assets. Thus, the problem concerns the identification of an optimum cash position, one that will permit prompt payment of maturing obligations and provide for maximum investment in revenue – producing assets. In most instances some trade-off between liquidity and profitability must be made.

9.7 answers to check your progress 

1. (i) Cash consists of coin, currency, personal checks, bank drafts, money orders as well 

            as money on deposit with banks.

     (ii) Internal control system refers to the policies and procedures established to provide 

           reasonable assurance that the enterprises goals and objectives will be achieved.

2. (i) Bank reconciliation is a schedule indicating and explaining any differences between the bank’s and company’s records of cash. It serves three functions

1) To determine the correct balance to be reported on the balance sheet.

2) To disclose errors made in recording cash transactions, either by the bank or by the depositor.

3) To provide information necessary to bring the accounting records up-to-date.

           (ii) Outstanding check is a check written and recorded by the depositor but not cleared 

                 and recorded by the bank. It is deducted from balance per bank statement to 

                determine the correct cash balance.

3. Proof of cash (reconciliation of cash receipts and cash payments) is prepared to establish the accuracy of the cash balance and the effectiveness of internal controls over cash receipts and cash payments for a selected month or a longer period.

4. B

5. A compensating balance is defined as the portion of any demand deposit maintained by a depositor that constitutes support for existing borrowing arrangements with banks

Disclosure of compensating balance arrangements is required because such cash balances are not available for discretionary use by management on the balance sheet date.

9.8 model examination questions

I True / False

__________ 1. The replenishment of the petty cash fund under an imprest system requires a 

                         debit to the petty cash account for the amount of the replenishment.

__________ 2. Because the bank has the legal right to demand notice before withdrawal, 

                         savings accounts usually are not classified on the entity’s balance sheet as 

                         cash

__________ 3. Legally restricted deposits held, as compensating balances against short-term 

                         borrowing arrangements should be stated separately among the cash and cash 

                         items in current assets.

_________ 4. A bank reconciliation is an integral part of system of internal control over cash.

_________ 5. When  preparing a  bank  reconciliation  for the purpose of arriving  at a correct 

                        cash  balance,  NSF  (not  sufficient  funds)  checks  are  subtracted  from  the 

                        balance per books.

II Multiple Choice

__________ 1. Which of the following is properly classified as cash?

A. Customer’s post dated checks on hand

B. Certificates of deposit

C. Saving accounts

D. Bond sinking fund cash

__________ 2. Which of the following journal entries is appropriate to establish an imprest 

                          petty cash fund?

A. Petty Cash Fund -------------------------------- XX

                Cash --------------------------------------------------- XX

B. Petty Cash Expense --------------------------------- XX

                 Cash -------------------------------------------------- XX

C. Administrative Expense ------------------------ XX

      Selling Expense --------------------------------- XX

      Operating Expense ------------------------------ XX

                        Cash --------------------------------------------- XX

D. Miscellaneous Expense -------------------- XX

                       Cash ------------------------------------------- XX

__________ 3. In the process of preparing a bank reconciliation

A. Outstanding checks should be added to the bank balance of cash

B. Outstanding checks should be subtracted from the book balance of cash

C. All of the reconciling items shown on a bank reconciliation must be entered in the accounting records after the reconciliation is completed

D. Items that appear on the reconciliation as corrections to the bank balance of cash should be entered in the accounting records

E. None of the above

__________ 4. In preparing its bank reconciliation for the month of March, year 2, DOT 

                         Company has available the following information:

Balance in bank statement, March 31, year 2 ------------------ Br. 36,050

Deposit in transit, March 31, year 2 ----------------------------------- 6250

Outstanding checks, March 31, year 2 ---------------------------------5750

Credit erroneously recorded by bank in DOTs account 

March 12, year 2 ----------------------------------------------------------250

Bank service charges for March, year 2 ---------------------------------50

The correct balance of DOT Company’s cash on March 31, year 2 is 

A. Br. 35,250         B. Br. 36,250        C. Br. 36,300    D. Br. 36,550      E. None

__________ 5. Each of the following measures strengthens internal control over cash receipts 

                          except.

A. The use of a voucher system

B. Preparation of a daily listing of all checks received through mail

C. The deposit of cash receipts in fact in the bank on a daily bases

D. The use of cash register.

III Exercises

1. Reconciliation of Eagle Company’s bank account at May 31 was as follows:

Balance from bank statement ----------------------- Br. 5250

Deposit in transit --------------------------------------------750

Checks outstanding ---------------------------------------- (75)

Correct cash balance ---------------------------------Br. 5,925

Balance from books ----------------------------------Br. 5,932

Bank service charge -------------------------------------- (7)

Correct cash balance, May 31 ----------------------Br. 5925
June transactions:                                                                 Bank                      Books

Checks recorded                                                 Br. 5,750                      Br. 5,900

Deposits recorded                                                    4,050                           4, 500

Service charges recorded                                              6                              __

Collection by bank (Br. 1800 note plus interest)   1050                               __

NSF check returned with June statement 

(Will be redeposited assumed to be good)                25

Balances, June 30                                                 4,569                             4,525

Required:

(1) Compute deposits in transit and checks outstanding at June 30 by comparing bank and books deposits and checks

(2) Prepare a bank reconciliation for June using the bank and book balance to correct cash balance format

(3) Give all journal entries that should be made based on the June bank reconciliation

2. As part of its newly designed internal control system, DOR Corporation established a petty cash fund. Transactions for the first month were as follows:

A. Wrote a check for Br. 500 on August 1 and gave the cash to the fund custodian

B. Summary at the petty cash expenditures made by the custodian:

                                                                    August 1 – 15                      August 16 – 31

Postage used                                       Br. 40                                     Br. 58

Supplies purchased and used                  265                                        190

Delivery Expense                                     98                                        178

Miscellaneous Expense                            35                                         40
Totals                                                Br. 438                                 Br. 466

C.  Fund replenished on August 16

D. Fund replenished on August 31 and increased by Br. 300

Required: Give all of the entries indicated through August 31.

3. It is March 31 and Fry company is ready to prepare its March bank reconciliation. The following information is available.

A.                              Company Cash Account

                March 1 balance ---- Br. 28,350         Checks ----------- 53,000

                 Deposits ---------------- 51,468

B. Bank Statement, March 31:

              Balance, March 1 ---------------------------------------Br. 30,800

              Deposits ------------------------------------------------------51,198

             Checks cleared ----------------------------------------------(54,118)

            NSF checks (customer zinny) ---------------------------------(100)

            Note collected for depositor (including interest, Br. 80) ---1680

            Interest on bank balance------------------------------------------ 36

            Bank service charge ----------------------------------------------(14)
           Balance, March 31 Br. ------------------------------------ Br.29,482

C. Additional information:

(1) The company overstated one of its deposits by Br. 20; the bank recorded it correctly.

(2) The bank cleared a Br. 178 check as Br. 187; the error has not been corrected by the balance

(3) End of February: deposits in transit, Br. 1550; checks outstanding Br. 4000

Required:

(1) Based on the data given above, compute the March 31 deposits in transit and checks outstanding

(2) Prepare a bank reconciliation for March (Hint: A check figure, Br. 28,400). Use bank and book balance to correct cash balance format

(3) Give all journal entries that should be made

4. From the following data of sky company for December, year  7

a) Compute the cash balance in the accounting records before adjustment are recorded,

b) Prepare a journal entry to bring the accounting records up to date.

Balance in bank statement ----------------------------- Br. 15,500

Checks outstanding -------------------------------------------6,400

Cash receipts recorded in the accounting records

not yet deposited -----------------------------------------------1,920

Bank service charges not recorded in the 

accounting records -------------------------------------------------22

Promissory note collected by bank, not recorded 

in the accounting records (includes interest of Br. 40) ---- 4,040

9.9 glossary

1. Bank account – account which a customer has with a bank, where the customer can deposit and withdraw money.

2. Bank draft – order by one bank telling another bank (usually in another country) to pay money to someone.

3. Bank reconciliation – the process of accounting for the difference between the balance appearing on a bank statement and the cans balance in the company records

4. Bank service charges – charge which a bank makes for carrying out work for a customer.

5. Bank statement – a report sent by a bank to a customer that shows the status of the customer’s account.

6. Cash overdraft – amount of money, which a company or person can withdraw from a bank account with the banks permission, and which is more than there is in the account.

7. Change fund – a fund maintained by a business in order to provide changes to customers.

8. Compensating balance – a minimum amount that a bank requires be kept in an account as part of a credit granting arrangement.

9. Money order – document which can be bought for sending money through the post

10. NSF (Non-Sufficient Fund) – not having enough money in a bank account, to pay a check drawn on that account.

11. Petty cash fund – a fund established by a business for making small payments of cash.
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10.0 aims and objectives

This unit aims at discussing the problems of accounting for short – term investment (recording, valuation and disclosure)

After studying this chapter, you will

· know why firms invest in short – term securities

· understand the initial recording of short – term investment

· be able to know valuation of short – term investments

· be familiar with disclosure requirement for short – term investments

10.1 introduction

Companies use cash to acquire assets and to pay expenses and obligations, good mangers plan to maintain a cash balance large enough to meet expected payments plus some surplus for unexpected needs. Also, idle cash balance may exist during some months of each year because of seasonal fluctuations in sales volume. Rather than leave this unneeded cash in checking accounts that pay low rate of interest at best, most companies invest them in securities that earn higher returns and that can be quickly sold when cash is needed. Such securities are known as short – term investments or temporary investments.

Short – term investments consist of marketable debt securities and marketable equity securities. These investments are usually low risk and can be quickly and easily converted to cash.

The objectives of acquiring short – term investments are to maximize the return on assets and to minimize the risk of loss from price fluctuations. The investment media typically used are certificates of deposits (promissory notes issued by banks for varying period of time). Commercial paper (short – term unsecured promissory notes issued by corporations and sold at discount by government) and bonds (both government and corporate) with near – term maturities (in order to minimize price fluctuations)

The problems of accounting for investments involve recording, valuation (measurement) and disclosure (accounting methods used).

10.2 recording transactions in short – term investments

At acquisition, short – term investments are recorded at cost, the price of the item in the market plus any costs incident to the acquisitions, such as brokerage commission and transfer taxes.

10.2.1 Investment in bonds

Bonds acquired between interest dates are traded on the basis of the market price plus the interest accrued since the most recent interest payment. The accrued interest is a separate asset acquired with the bonds. The cost of these two assets should be separated in the accounting records to achieve a clear picture of the results of the investment in bonds.

When short – term investments are sold; the difference between the carrying amount and the proceeds is recognized as a gain or a loss. A business enterprise that has numerous short-term investments may have a single short – term investments (or marketable securities) controlling account in the general ledger and a subsidiary ledger account for each individual investment showing cost, maturity date, interest or dividends earned, and gain or loss on disposal.

Gain or loss is the result of a change in the market price of bonds, which may have occurred for a number of reasons. The two most likely causes are the change in the level of interest rates and investor appraisal of bond issue.

Illustration

ABC Corporation purchased Br. 3000 par value 6% bonds of XYZ Corporation on October 1, 1994 at 103 (103%) of face amount plus accrued interest. The bonds were issued a number of years ago by XYZ Corporation, and interest is paid each February 1, and August 1. Brokers fees and other related costs incident to the purchase were Br. 50

On May 1, 1995 ABC Corporation sold the above bonds at 103 ½ plus accrued interest for three months. Cost of sale was Br. 70

Required: Prepare journal entries to record the above transactions of ABC corporation

Solution:

(1) Acquisition of short – term investment in bonds is recorded as 

      1994                Short – term investment bonds -------------------- 3140

       Oct. 1               Interest receivable ------------------------------------ 30

                                                    Cash ------------------------------------------- 3170

The cost of the short – term investment is determined as 

               = Market price + incidental acquisition costs

              = 1.03 x Br. 3000 + Br. 50 = Br. 3090 + 50 = Br. 3140

The cash paid is equal to cost plus accrued interest i.e. 

= Br. 3140 + Br. 3000 x 6/100 x 2/12

= Br. 3140 + Br. 30

= Br. 3170

(2) To record accrued interest for 3 months at the end of the fiscal period.

       1994        Interest Receivable ----------  45*

       Dec. 31        Interest revenue --------------------- 45

             *  Br. 3000 x 6/100 x 3/12 = Br. 45

(3) To record the closing entry

      1994       Interest revenue ----------------- 45

       Dec. 31      Income summary --------------------- 45

(4) To record the reversing entry

      1995     Interest revenue ------------------ 45

     Jan. 1          Interest receivable ------------------- 45

The journal entry to record the cash collection is

1995      Cash ----------------------------- 90

Feb. 1          Interest receivable ---------------------- 30

                    Interest revenue ------------------------- 60

On May 1, 1995 ABC Co. sold the bond. The journal entry to record the sale is:

  1995     Cash ------------------------------------------------ 3080*

  May 1   Loss on sale of short-term investment ---------- 105**

                                      Short-term investment-bonds -------------------- 3140

                                      Interest revenue -------------------------------------- 45

* Cash received = Proceed + Accrued interest

                          = (1.035 x Br. 3000 – Br. 70) + Br. 45

                         = Br. 3035 + Br. 45

                         = Br. 3080

** Gain/Loss = Proceed – Cost

                      = Br. 3035 – Br. 3140

                      = Br. 105

Discount and premium on short-term Investment in Bonds

In accounting for short-term investment in bonds, it is usually unnecessary to amortize premiums or to accumulate discounts. Such temporary investments generally have near-term maturities, consequently any premium or discount is likely to be negligible. The holding period by the investor also is likely to be short, which means that any change in market price usually is attributable to changes in interest rates and risk factors rather than to the approach of the maturity date. In theory, the amortization of premium or the accumulation of discount on short-term investments in bonds always is proper, but as a practical matter such amortization or accumulation would add little to the accuracy of financial statements.

Check your progress – 1

1. Define the term bond.

_______________________________________________________________________________________________________.

2. On February 1, Ahamo Company purchased 9% marketable bonds of Nicoli Company having a per value of Br. 300, 000 at 99 plus occurred interest. Interest is payable on April 1 and October 1.

Required:

a) Compute the amount Ahamo Co. will pay on Febrary 1.

b) How much interest income will Ahamo Company record on April 1?

10.2.2 Investetment in Commercial paper and Treasury Bills

Unlike bonds, commercial paper and Treasury bills are non interests bearing. The interest revenue earned on these investments is measured by the discount (the difference between the face amount and the issuance price). The discount is accumulated in short-term investment ledger account and recorded as interest revenue at the end of each accounting period during the stated term of the commercial paper or Treasury bills.

Illustration:

On Nov. 1, 1998 SOS Company acquired a treasury bill for a face amount of Br. 100,000 for Br. 94,000 cash for 3 months period.

Required: Record the necessary journal entries for the short-term investment in treasury bills.

Solution:

To record acquisition of Br. 100,000 face amount of 3 months Treasury bills

   1998        Short-term investments (Treasury bills) -------------94,000

    Nov. 1                   Cash ---------------------------------------------------------94,000

To record accrued interest for two months 

   1998       Short-term investment (Treasury bills) ------------------4000*

    Dec. 31                 Interest revenue ----------------------------------------------4000

*4000 = 
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To record accrued revenue for one month

  1995       Short-term investments (Treasury bill) ------------2000

   Jan. 31              Interest revenue -------------------------------------------2000

To record receipt of cash at the end of 3rd month (maturity date)

  1999        Cash ------------------------------------100,000

  Jan. 31               Short-term investments (Treasury bill) ----------100,000

N.B. The monthly interest revenue can be computed (1) by straight-line method in which the total discount will be divided by the number of months the short-term investment is outstanding i.e. equal interest revenue will be recorded each month. For example, in the above example the amount of discount (Br. 6000 = Br. 100,000 – 94,000) is divided by three months i.e. by the number of months the short-term investment is outstanding or (2) by interest method in which the effective rate of interest per period is applied to the carrying amount of the short-term investment at the beginning of each period.

Check your progress – 2

1. Distinguish between the interest method and the straight-line method of accumulating discount of accumulating discount and amortizing a premium?

______________________________________________________________.

10.3 valuation of short-term investments

Normally, an asset is recorded at cost, and this cost is associated with the revenue generated from the use of the asset. If the asset loses its value without generating revenue, the cost is written off as a loss. The revenue realization principle usually allows recognition of increases in the value of an asset only when it is sold. Whether realization should be limited to the point of sale for short-term investments is a question worth considering. By definition, short-term investments are readily salable at a quoted market price. This same characteristics usually is not found in inventories or plant assets. This basic difference between these type of assets suggest that the traditional tests of revenue realization should not control the valuation of short-term investments.

10.3.1 Valuation at Market Value

The use of market price to value short-term investments at the end of an accounting period has some advantages:

1. The income statement will show the results of decisions to hold or sell such investments period by period (For example, if the market price rises in one accounting period and falls in the next, the gain from holding short-term investments in the first period and the loss sustained by failure to sell at the higher price will be disclosed)

2. Valuation at current market price eliminates the anomaly of carrying identical securities at different amounts because they were acquired at different prices

3. Market value is more meaningful to creditors who use the current section of the balance sheet to judge the debt-paying ability of the business enterprise.

The following example illustrates the issues that would arise if the market value were used as the basis for valuation of short-term investments. On December 31, year 1, Dixon Foundry has a portfolio of short-term investments that cost Br. 148,000 and had a market value of Br. 151,500. The question at issue is whether on December 31, year 1, there has been a gain of Br. 3,500 (Br. 151,500 – Br. 148,000 = Br. 3,500). If we follow the traditional tests of revenue realization, no gain would be recognized until the investments are sold. If valuation at market price is accepted, the following journal entry would be recorded:

Short-term investments ---------------------------3,500

         Gain in market value of short-term investments ------------ 3,500

To record increase in value of short-term investments

Thus, the gain would be recognized in the accounting period in which the price increased rather than in the period in which investments are sold.

On March 28, year 2, the investments are sold for Br. 149,800. Has there been a gain or loss on the sale of investment? If the traditional revenue realization principle were followed, the increase in market price was not recognized earlier, because a sale has now taken place, a gain of Br. 1800 (Br. 149,800 – Br. 148,000) is recognized. If the investments were valued at market price on December 31, year 1, the journal entry to record the sale on March 25, year 2, would show a loss of Br. 1,700 (Br. 151,500 – Br. 149,800) sustained since December 31, year 1.

The question which must be answered is, “what events gives rise to the recognition of gains or losses from holding short-term investments?”. The traditional answer has been “sale of the investments” but the logic of this answer is questionable. Rather the current market value of investment is the most relevant valuation since it is most likely to aid users in making decision.

10.3.2 Valuation at Cost or at Lower of Cost or Market

Despite the forcefulness of the arguments in fauor of reporting short-term investments at market value, most business enterprises reported marketable securities at cost until the FASB issued statement No. 12, “Accounting for certain marketable securities,” in 1975. However, valuation at lower of cost or market was required when the decline in market value was substantial and was not “due to a mere temporary condition”

Recoveries in the market value of short-term investments that had been written down generally were not recognized.

Because of the wide diversity of accounting practices applied to short-term and long-term investments in marketable securities, the FASB attempted to answer the following two questions in statement No. 12

1. Under what circumstances should marketable equity securities be written down below cost?

2. Should marketable equity securities that had been written down be written up at a later date?

The FASB defined the following terms relating to marketable equity securities:

1. Equity Securities: - include instruments representing ownership shares or the right to acquire or dispose of ownership shares at fixed or determinable prices.

Equity securities include common stocks, most preferred stock (including convertible preferred stocks), stock warrants, and call or put options. The following are not equity securities. Preferred stock that by its terms either must be redeemed by the issuing enterprise or is redeemable at the option of the investor, treasury stock, and convertible bonds.

2. Marketable: - means that sales prices (or bid and ask prices) are currently available for an equity security on a national securities exchange or in the publicity reported over-the-counter market.

3. Market price refers to the price of a single share or unit of a marketable equity securities.

4. Market value refers to the aggregate of the market price times the number of shares or units of each marketable equity security in a portfolio.

5. Cost  refers to the original cost of marketable equity security, unless a new cost basis has been assigned or recognition of an impairment of value that was deemed. Other than temporary. In such cases, the new cost basis is the cost.

6. Valuation allowance for a marketable equity securities portfolio represents the net unrealized loss in that portfolio.

7. Carrying amount of a marketable equity securities portfolio is the amount at which that portfolio of marketable equity securities is reported in the balance sheet,. That is cost reduced by the valuation allowance.

8. Realized gain or loss represents the difference between the net proceeds from the sale of a marketable equity security and its cost. (Such gain or loss results only on sale of a security)

9. Net unrealized gain or loss on a marketable equity securities portfolio represents on any date the difference between the aggregate market value and aggregate cost. (Such gain or loss is recognized for financial accounting only at the end of an accounting period and is not a factor in the computation of taxable income).

Accounting for current marketable equity securities

The FASB stated that the carrying amount of marketable equity securities should be the lower of its aggregate cost or market value, as determined on each balance sheet date. The amount, if any, by which the aggregate cost of the portfolio exceeds market value is accounted for by use of a valuation allowance. The treatment of changes in the valuation allowance depends on whether the securities are current or non current assets. In the case of a classified balance sheet, marketable equity securities are grouped into separate current and non-current portfolios for the purpose of comparing aggregate cost and market value. In the case of an unclassified balance sheet, marketable equity securities are treated as non current assets.

Realized gains and losses from sale of current or non current marketable equity securities are included in the determination of net income of the accounting period in which they occur changes in the valuation allowance for a marketable equity securities portfolio included in current assets also are included in net income of the period in which they occur.

Such changes in the valuation allowance result in unrealized gains and losses. A recovery in the aggregate market value of securities that had been written down to a market value below cost requires the recognition of an unrealized gain that is included in net income. However, increases in the aggregate market value of the current portfolio of marketable equity securities above aggregate cost are not recognized in the accounting period. Unrealized losses on securities held in the non-current portfolio are not included in net income of the accounting period in which they occur; such losses are reported as direct reductions in stock holders’ equity and the adjusted valuation allowance is deducted from the cost of the non current marketable equity securities).

If there is a change in the classification of a marketable equity security between current and non-current, the security should be transferred between the corresponding posflios at the lower of its cost or market value on the date of transfer. If market value is less than cost, the market value becomes the new cost basis; and the difference is recorded as a realized loss.

Unrealized gains and losses on marketable equity securities are not used to compute taxable income. Such gains and losses result in temporary difference between taxable income and pretax accounting income reported in the income statement. Income tax allocation procedures are applied to determine whether a net unrealized gain or loss should be affected by the applicable tax effect.

Illustration:

Assume the following information and transactions of DOT Corporation.

1. On December 31, 1995 the following balances are fond:

    Portfolio of short-term investments:

                                                                                                            Cost       Market value

Capital stock, A corporation (500 shares at Br. 25 Cost and Br. 15 market price)   Br. 12,500        Br. 7,500

Capital stock, B corporation (400 shares at Br. 30 Cost and Br. 32 market price) ------12,000            12,800

Aggregate cost and market, respectively -------------------------------------------------Br. 24,500      Br. 20,300

Portfolio of long-term investments:

Capital stock, Z Corporation (300 shares at Br. 50 Cost and Br. 40 market price)  Br. 15,000     Br. 12,000

2. April 1, 1996 DOT corporation purchased 200 shares of C corporation capital stock as short-term investment for Br. 35 per share including broker’s commissions and other related costs.

3. May 1, 1996 DOT corporation reclassified all the B corporation stock from a current asset to a non-current asset. It was decided to hold the stock for at least 2 years. Market price of B corporations stock on May 1, 1996 was Br. 29 per share.

4. October 1, 1996 DOT corporation sold 100 shares of A corporation stock at Br. 19 (net) per share.

5. On December 31, 1996 the following balances are found:

    Portfolio of short-term investments:

                                                                                                             Cost       Market price
Capital stock, A corporation (400 shares at Br. 25 Cost and Br. 19 market price)  Br. 10,000      Br. 7,600

Capital stock, C Corporation (200 shares at Br. 35 Cost and Br. 36 market price)         7,000            7,200

Aggregate cost and market, respectively                                                                 Br. 17,000    Br. 14,800

Portfolio of long-term investments:

Capital stock, Z Corporation (300 shares at Br. 50 Cost and Br. 40 market price)      15,000          12,000

Capital stock, B Corporation (400 shares at Br. 29 Cost (new cost basis),

And Br. 30 market price)                                                                                             11,600          12,000

Aggregate cost and market price, respectively                                                       Br. 26,600    Br. 24,000

Required: Based on the above data, prepare the necessary journal entries (to adjust the investment accounts) assuming that DOT Corporation did not own securities prior to 1995. N. B. The lower of aggregate cost or market is used to compute the amount of the valuation allowance applicable to current securities.

Solution: 

1. On December 31, 1995, a valuation allowance of Br. 4200 is required for marketable equity securities included in the current portfolio to reflect the excess of total cost, Br 24,500, over total market value, Br. 20,300. The unrealized loss of Br. 4200 is included in net income of 1995. The journal entry to record the unrealized loss and the valuation allowance is:

1995  Unrealized loss in value of short-term marketable equity securities ------- 4200

Dec. 31      Allowance to Reduce short-term marketable equity securities ------------- 4200

N.B. unrealized loss in value of short-term marketable equity securities is an income statement account (i.e. reported on the income statement) and allowance to reduce short-term marketable equity securities is a contra short-term investment account (i.e. reported as deduction from short –term investment on the balance sheet)

                For long-term investments, the journal entry is 

1995     Unrealized capital loss ------------------------------------300

Dec. 31       Allowance to Reduce long-term marketable equity securities ------300

N.B. Unrealized capital loss is stockholders’ equity account and Allowance to Reduce long-term marketable equity securities is reported as contra long-term investment account.

2. The purchase of 200 shares of C corporation capital stock as short-term investment is recorded as:

 1996          Short-term investment C Corporation ---------------------- 70000

 April 1                         Cash -------------------------------------------------------------7000

3. The classification of B corporation stock from current asset to non-current asset is recorded as:

 1996      Long-term investment B Corporation -------------------------------11,600

 May 1   Realized loss on reclassification of securities (30 – 29) x (400) -----400

                               Short-term investment B Corporation ------------------------------12,000

4. The sale of A corporation stock resulted in a realized loss of Br. 600 [Br. (25 – 19) x 100]. The loss is included in net income of 1996. The journal entry to record the sale is

                    Cash ------------------------------------------------------------------1,900

1996            Realized loss on sale of short-term marketable securities ------600

Oct. 1                             Short-term investment A corporation -----------------------2,500

5. On December 31, 1996, there has been a market recovery during 1996, as evidenced by the need to reduce the valuation allowance from Br. 4200 to Br. 2200. The difference of Br. 2000 is an unrealized gain and is included in net income for 1996. The journal entry to record the reduction in the valuation allowance for short-term marketable equity securities is:

1996         Allowance to reduce short-term marketable equity securities --------2000

Dec. 31           Unrealized gain in value of short-term marketable equity securities ---2000

For long-term marketable equity securities, the journal entry is 

Allowance to reduce long-term marketable equity securities -------400

               Unrealized capital loss -------------------------------------------------400

Check your progress – 3

1. After the foregoing journal entries have been posted, what is the balance of short-term marketable equity securities and Allowance to reduce short-term marketable equity securities on December 31, 1996?

_________________________________________________________________________________________________________________.

10.4 disclosure issues

The following information with respect to marketable equity securities included in the current portfolio is disclosed either in the financial statements or in a note to the financial statements:

1. As of the date of each balance sheet presented, aggregate cost and aggregate market value, with identification as to which is the carrying amount.

2. As of the date of the latest balance sheet presented, the gross unrealized gains representing the excess of market value over cost for all marketable equity securities in the portfolio, and the gross unrealized losses representing the excess of cost over market value for all marketable equity securities in the portfolio.

3. For each accounting period for which an income statement is presented:

A. Net realized gain or loss included in the determination of net income.

B. The basis on which cost was determined in the computation of realized gain or loss (that is, average cost FIFO or other methods used)

Financial statements are not adjusted for realized gains or losses or for changes in market prices when such events occur after the date of the financial statements bur prior to their issuance. However, significant net realized and net unrealized gains and losses arising after the date of the financial statements, but prior to their issuance, applicable to securities owned on the date of the most recent balance sheet, are disclosed.

10.5 summary

Temporary investments consist of marketable debt securities and marketable equity securities. To be classified as a temporary investment, an item must be readily marketable and intended to be converted into cash within one year or the operating cycle, whichever is longer.

Marketable equity securities are recorded at cost when acquired. When a balance sheet is prepared, the lower of its aggregated cost of market value. If the total cost of the portfolio exceeds the total market value of the portfolio, the difference is shown in a valuation allowance account in the current asset section of the balance sheet. Any change in the valuation allowance account must be taken into account in the determination of net income of the period in which the change occurs.

If the valuation allowance account increases, an unrealized loss on valuation of marketable equity securities will be included on the income statement. If the valuation allowance account decreases, the income statement will show a recovery of an unrealized loss on valuation of marketable equity securities, classified as “other income”. It is important to note that the recovery of loss on valuation of marketable equity securities can never exceed the amount included in the valuation allowance account. Thus, the recovery is recognized only to the extent unrealized losses were previously recognized. For example, assume the valuation allowance account has a credit balance of Br. 25,000 representing past recognition of unrealized losses. If during the current year the marketable equity securities portfolio shows total market value exceeding total cost by Br. 36,000, the “recovery” account would be credited for Br. 25,000 and the “valuation allowance” account would be debited for Br. 25,000

When marketable equity securities are sold, cash is debited for the total proceeds less any selling costs incurred. The marketable equity securities account is credited for the cost of the securities, and any difference between the net proceeds and cost is shown as a realized gain or loss. At the date of sale no regard is given to unrealized losses or recoveries or the amount accumulated in the valuation allowance account.

Marketable debt securities are generally accounted for at cost. However, applications of the lower of costs or market approach to debt securities that are readily marketable and classified as current assets is acceptable.

Balance sheet disclosures related to marketable equity securities include: the aggregate cost, the aggregate market value, gross unrealized gains, and gross unrealized losses. For each period for which an income statement is prepared disclosures should be made of the net realized gain or loss, the basis on which cost was determined in computing realized gain or loss, and the change in valuation allowance included in net income.

10.6 answers to check your progress

1. i. Bond is a form of interest bearing note employed by corporations to borrow money

   ii. (a) Face Value -------------------------------------Br. 300,000

             % of par value -----------------------------------------0.99

            Payment for face amount ------------------------297,000

Add: interest accrued since last interest date

        (4 months) Br. 300,000 x 0.09 x ½ x 4/6 ------------9000

Total amount paid ------------------------------------Br. 306,000

    (b) Interest payment received on April 1 --------------------------Br. 13,500

         (Br. 300,000 x 0.09 x ½)

Less: Interest accrued on February 1 --------------------------------------9000

Interest income recorded April 1 -------------------------------------Br. 4,500

2. Under the straight-line method, the discount or premium is spread uniformly over the terms of the investment. The interest method produces a constant rate of return on the investment. That is, the periodic interest revenue always represents the same percentage return on the carrying amount of the investment. Under the interest method, the interest revenue is computed for each interest period by multiplying the balance of the investment account by the effective interest rate at the time the investment was made.

 Short term marketable equity securities         Allowance to Reduce short-term marketable equity security 

Beg. Bal. --24,500 12,000 – classification         Dec. 31 – 2,000     4,200 – Dec. 31, 1995

Purchase ----7,000  2,500 – sale                          1996 

                   18,000                                                                           2,200

10.7 model examination questions

I. True / False

_________ 1. According to statements of financial Accounting standards (SFAS) NO. 12, marketable equity securities should be reported on the balance sheet at the lower of aggregate cost or market.

_________ 2. If a marketable equity security is transferred from the current to the non current portfolio or vice versa, the security is transferred at its original cost.

_________ 3. At the date of sale of a particular marketable equity security, the difference between the net proceeds from the sale of the security and its cost is recognized as a realized gain or loss without regard to any previously recognized unrealized gains or losses.

_________ 4. Under SFAS No. 12, the excess of aggregate market over cost (unrealized gains) of marketable equity securities classified as current assets is included in net income, but only to the extent of previously recognized unrealized losses.

_________ 5. Investment in bonds should be recorded on the date of acquisition at maturity value, as this is the amount recorded by the issuer in the bonds payable account.

II. Multiple Choices

_________ 1. With respect to marketable equity securities, which of the following is not required financial statement disclosure?

A. The number of marketable equity security holdings included in the marketable equity security portfolio at year-end.

B. The net realized giant or loss included in net income

C. The basis on which cost was determined in computing realized gain or loss

D. The change in the valuation allowance included in net income

E. All of the above 

_________ 2. For marketable equity securities properly classified as current assets, the net unrealized loss associated with an increase in the valuation allowances should be:

A. Included in net income as an extra ordinary loss

B. Included in net income before extra ordinary items

C. Ignored since a later market change may prevent the loss from being realized

D. Excluded from net income, but shown on the balance sheet as a reduction of stock holders’ equity

_________ 3. An analysis of Beat Corporation’s short-term marketable equity securities portfolio acquired in 1994 reveals the following totals on December 31, 1994:

Aggregate cost of portfolio -----------------------Br. 90,000

Aggregate market value of portfolio ----------------80,000

Aggregate lower of cost or market 

Value applied to each security in the 

Portfolio -----------------------------------------------76,000

The amount of the valuation allowance that Beat Company should record on December 31, 1994 is:

A. Br. 0                    C. Br. 10,000              E. None of the above

B. Br. 4,000             D. Br. 14,000

__________ 4. Interest revenue on short-term investment in commercial paper is measured by the

A. Discount

B. Face amount times the nominal interest rate

C. Face amount times the effective interest rate

D. Present value times the effective interest rate

E. All of the above

_________ 5. What is the price that should be paid for Br. 25,000 of 9% bonds, interest payable semiannually, and maturing in 8 years, if a 12% yield is desired:

A. Br. 21.210    B. Br. 10,105.90   C. Br. 1125   D. 10,000   E. None of the above

III. Exercises

1. On May 31, Reon Company invests Br. 49,000 in Treasury bills. The bills mature in 120 days at Br. 50,000. Prepare entries to record the purchases on June 1, the adjustment to accrue interest on June 30, which is the end of the fiscal period, and the receipt of cash at the maturity date of September 28.

2. On February 1, year 2, Grace Company acquired for Br. 84,000 commercial paper of Deon Company with a face amount of Br. 90,000 due June 1, year 2. The discount rate was 20% a year, and the effective interest rate was 1.14% per month.

Prepare journal entries on February 1 and February 28, year 2, for Grace company, which has a February 28 fiscal year. Use the interest method to compute interest revenue and round all amounts to the nearest dollar.

3. Dashen company began investing idle cash in marketable equity securities in year 3. The cost and market value of the securities held in its current portfolio at the end of its December 31 fiscal years were as follows:

              End of year                           Cost                    Market Value

                     3                               Br. 200,000               Br. 210,000

                    4                                     310,000                     260,000

                    5                                     280,000                    210,000

                    6                                     400,000                    425,000

Prepare journal entries for Dashen Company at the end of each year to adjust the valuation allowance to reduce current marketable equity securities to market value.

4. On January 2, year 8, Miami company, which adjusts its accounting records and prepare financial statements at the end of each month, acquired for cash 1000 shares of common stock of three companies as short-term investments, as follows:

                                                                                                            Cost*

1,000 shares of F company common stock ----------------------------Br. 12,000

1,000 shares of G company common stock -------------------------------14,000

1,000 shares of H company common stock -------------------------------16,000
      Total                                                                                          Br. 42,000


* Includes brokerage commission

On February 14, year 8, Meami sold 500 shares of G company common stock for Br. 6,200 net of the brokerage commission. Market values per share of the three common stock were as follows on January 31 and February 28, year 8:

                                                                  January 31, year 8                 February 28, year 8

F company common stock                                Br. 13                                      Br. 11

G company common stock                                     12                                            11

H company common stock                                     15                                            16

Required: Prepare journal entries for Meami Company on January 2, January 31, as February 14, and February 28, year 8.

10.8 glossary

1. Certificate of deposit: interest bearing promissory note issued by a bank.

2. Commercial paper: short term unsecured promissory note issued at discount by a corporation

3. Equity security: instruments representing ownership shares or the right to acquires or dispose of ownership shares at fixed or determinable price

4. Short-term investment: investment is stocks, bonds and other short-term papers that can be readily sold at quoted market price

5. Treasury bill: a short-term unsecured promissory note issued at discount by government.

UNIT 11:  accounts receivable
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11.0 Aims and objectives

This unit aims at discussing and illustrating one of the primary liquid assets of a business enterprise, accounts receivable. The chapter places emphasis on trade receivables.

After studying this unit, you should be able to:

· know the conditions under which accounts receivables may be recorded.

· understand adjustments to accounts receivables, including uncollectibles accounts, discounts, and returns and allowances

· determine when the transfer of a receivable is reported as a sale or a liability

11.1 introduction

The balance sheet of every business enterprise includes a variety of claims from other parties that generally provide a future flow of cash. These receivables represent claims for money, goods, services and non-cash assets from other firms. Receivables may be current or non current, depending on the expected collection date. Accounts receivable are often supported only by a sales invoice. Trade receivables describe amounts owed the company for goods and services sold in the normal course of business. Non-trade receivables arise from many other sources, such as tax refunds, contracts, investors, finance receivables, installment notes, sale of assets, and advances to employees.

Receivables from customers frequently represent a substantial part of a business enterprise’s current assets. Poor screening of applicants for credit or an inefficient collection policy may result in large losses. Consequently, strong accounting controls and effective management of receivables are typical characteristics of most profitable enterprises.

11.2 measuring accounts receivable

Accounts receivable are recognized only when the criteria for recognition are fulfilled. They are valued at the original exchange price between the firm and the outside party, less adjustments for cash discounts, sales returns and allowances, trade discounts and uncollectibles accounts yielding an approximation to net realizable value, the amount of cash expected to be collected.

1. Trade Discounts

Typically, a single invoice price for a product is published. Then, several different discounts may apply, depending on customer type and quantity ordered. These trade discounts reduce the final sales price and are not affected by date of payment. 

Example: Assume an item priced Br. 50 is offered at a trade discount of 40 percent for order over 1000 units. The unit price for an order of 1,100 units is therefore Br. 30 (Br. 50 x 0.6). The percentage discount can be changed for different order quantities without changing the basic Br. 50 price.

For accounting purposes, the listed invoice price less the trade discount is treated as the gross price to which cash discounts apply. Trade discounts are not accounted for separately, but rather help define the invoice price.

2. Cash Discounts

Companies frequently offer a cash discount for payment received within a designated period. Cash discounts are used to increase sales, to encourage early payment by the customer, and to increase the likelihood of collection. Typical sales terms are 2/10, n/30. That is, the customer is given a 2 percent cash discount if payment is made within 10 days from sale; otherwise, the full amount net of any returns or allowances is due in 30 days.

The incentive to pay within the discount period is generally significant although in percentage terms this does not always appear to be the case.

Example: Ethio company purchased merchandise with a Br. 1000 gross sales price on 2/10, n/30 terms. Ethio decides to settle on the 30th day following the sale, paying Br. 1000 without taking advantage of the Br. 20 cash discount available. Although this decision to delay payment cost Ethio Br. 20, the annualized interest rate it pays is 37.2%! it is computed as follows:
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The Br. 20 “interest” or amount of discount lost paid by Ethio, is slightly over 2 percent of Br. 980, a “principal” amount which would have satisfied the seller if paid within the discount period. This rate was paid for a “borrowing” period of only 20 days, however. The factor 365/20 represents the number of 20-day periods in a year, which yields the substantial annualized rate. Few investments can offer such a rate of return, so most buyers benefit by paying within the discount period. A well designed accounting information system signals the accounts payable staff to pay bills within the discount period.

Gross and Net Methods

When cash discounts are offered, the receivable and sell is recorded either at the gross or net amount (gross invoice less available cash discount). The key distinction between the two is the treatment of sales discounts. The gross method records sells discounts only if the customer pays within the discount period. The net amount records sales discounts only if the customer fails to pay within the discount period.

To illustrate the two methods, assume that Cock Company sells merchandise to Ethio Company at a gross sales price of Br. 1000. Credit terms are 2/10, n/30. Cock company’s entries for selected events follow.

Entry to record credit sale:

                                                      Gross method                               Net method

Accounts receivable                             1000                         Accounts receivable 980

              Sales                                                 1000                                    Sales              980

Cock Company’s offer of a cash discount supports the net valuation of sales and accounts receivable. Cock Company is satisfied with Br. 980 if payment is made within 10 days of sale. Therefore, the additional Br.20 is a finance charge for delaying payment.

Entry to record collection within the 10-day discount period:

                                         Gross method                                 Net method

Cash 9------------------------------80                                   Cash ---------------980

Sales discount --------------------20                                            Accounts receivable ----980

               Accounts receivable -----------1000

Sales discount is a contra account to sales, reducing net sales by the amount of cash discount taken. The gross method specifically identifies discounts taken by customers.

Entry to record collection after the 10-day discount period:

                                 Gross method                                        Net method

Cash -----------------------------1000                               Cash --------------1000

Accounts receivable --------------------1000                         Accounts receivable --------980

                                                                                             Sales discount forfeited ----980

Sales are measured at the gross price under the gross method when collection is received after the end of the discount period. The date of payment affects the amount of recorded sales under this method because the finance charge is included in sales if the gross price is paid.

Sales discount forfeited, a revenue account, is similar to interest revenue. The net method specifically identifies discounts forfeited by customers. Regardless of the payment date, the net method reports sales and receivable at the net amount, the amount acceptable to the seller for compute payment.

Under the gross method, if a material amount of cash discount is expected to be taken on outstanding accounts receivable at year-end, and if this amount can be estimated reliably, an adjusting entry is required to decrease net sales and accounts receivable to the estimated amount collectible. To illustrate, assume that Cock Company has Br. 2 million of accounts receivable, all on 2/10, n/30 terms, recorded at gross at year-end and expects 60 percent of these accounts to be collected within the discount period. Cock Company records an adjusting entry on December 31, 1992:

                                                Gross method

Sales discounts (Br. 2,000,000 x 0.02 x 0.6) ----------------------24,000

                  Allowance for sales discounts ------------------------------------24,000

The allowance account is a contra account to accounts receivable. During 1993, assuming that the estimates were correct, a summary entry records the relevant receipts:

                                    Gross method

Allowance for sales discounts ------------------------24,000

Cash --------------------------------------------------1,176,000

               Account receivable (Br. 2000,000 x 0.6) ----------------1,200,000

A material discrepancy between estimated and actual discounts taken is treated as a charge in accounting estimate and may affect future estimates of sales discounts.

Under the net method, if the discount period on a material amount of accounts receivable has lapsed, an adjusting entry is required to recognize forfeited discounts and increase accounts receivable. For example, assume that at the end of 1992, Cock Company has Br. 980,000 of accounts receivable recorded at net on which the discount period has lapsed. Assuming 2/10, n/30 terms, an adjusting entry is made on December 31,1992:

                                    Net method

Account receivable (Br. 
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 x 0.02) ----------------------20,000

                   Sales discount forfeited ------------------------------------------20,000

If proper adjusting entries are made, both methods yield similar results. In practice, adjusting entries for sales discounts are not common when the relevant amounts from year to year are similar.

3. Sales Returns and Allowances

Return privileges are frequently part of a comprehensive marketing program required to maintain competitiveness. Sales returns are unacceptable merchandise taken back; sales allowance are price reductions made to encourage customers to keep merchandise not meeting their preference or having minor damage. Sales returns can be substantial.

Sales returns and allowances reduce both net accounts receivable and net sales. Assume that Nyala Company grants Br. 16,000 of returns and allowances in 1992, the first year of operations. The summary entry to record actual returns and allowances during the year is the following :

              Sales returns and allowances ---------------------------16,000

                                Accounts receivable -----------------------------------16,000

Under certain conditions, Nyala must also estimate and recognize the remaining returns and allowances expected for 1992. Assume that total estimated sales returns and allowances are 2% of the Br. 1 million sales for 1992.

Nyala records an adjusting entry on December 31,1992:

Sales returns and allowances (Br. 1,000,000 x 0.02) – (Br. 16,000) ------4000

              Allowance for sales returns and allowances --------------------------------4000

The allowance account is contra to accounts receivable. The effect of the two entries in this example is to reduce 1992 net sales and accounts receivable by Br. 20,000, the total estimated returns and allowances on sales during 1992. In 1993, assuming that the estimates were correct, an entry records returns and allowances on 1992 sales:

Allowance for sales returns and allowances --------------------4000

                Account receivable ------------------------------------------------4000

A material discrepancy between estimated and actual returns and allowances is treated as a change in accounting estimate and may affect future estimates. If returns and allowances are either immaterial or relatively stable across periods, companies often do not estimate returns and allowances at year-end.

4. Allowance for freight-out

Occasionally goods are sold with the understanding that a customer will pay the freight charges and then deduct that amount from the remittance. In such instances both accounts receivable and sales may be recorded net of the freight charges. Alternatively, both accounts receivable and sales may be recorded at gross amount billed to the customer, along with a debit to Freight-out and a credit to Allowance for Freight-out. The balance in the allowance account is deducted from accounts receivable in the balance sheet.

5. Sales and Excise Taxes

Many government units impose sales and Excise taxes on particular products or on sales transactions. Usually, the seller is responsible for the remittance of these taxes to the government. An excise tax imposed on the manufacture of a product is a part of the cost of production, but an excise tax on the sale of the product is imposed on the purchaser and is collected by the seller.

It sales and excise taxes are collected as separately disclosed additions to the selling price they should not be confused with revenue but should be credited to a liability account. Whether this is done at the time of each sale or as an adjustment at the end of the accounting period is a matter of convenience. Generally, it is preferable to record the liability at the time of sale. For example, if a day’s sales amount to Br. 20,000 and are subject to a 6% sales tax, the sales tax payable is Br. 1200, and the journal entry to record sales is:

Account Receivable (cash) (Br. 20,000 x 1.06) ---------------------21,200

                   Sales tax payable (Br. 20,000 x 0.06) --------------------------------1200

                   Sales --------------------------------------------------------------------20,000

Check your progress – 1

i. Why companies offer cash discount?

__________________________________________________________________________________________________.

ii. What is the nature of allowance for sales returns and allowances account?

_____________________________________________________________________________________________________________.

11.3 measurement of uncollectible accounts receivable

When credit is extended, some amount of uncollectible receivables is generally inevitable. Firms attempt to develop a credit policy neither too conservative (leading to excessive lost sales) nor too liberal (leading to excessive uncollectibles accounts). Past records of payment and the financial condition and income of customers are key inputs to the credit-granting decision.

Two general approaches to recognizing the cost of uncollectibles receivables are found in practice.

· Allowance method: If uncollectibles accounts receivable are both probable and estimatable, an estimate of uncollectibles receivables is recognized and net accounts receivables is reduced. The resulting estimated expenses reflect the likely reduction in the value of recorded receivables. This approach reduces earnings before specific accounts are known to be uncollectibles. Estimated uncollectibles are recorded as bad debt expense, an operating expense, Usually classified as a selling expense. Most large firms use this method.

· Direct-write-off method: If uncollectibles accounts are not probable or estimatable, no adjustment to income or receivables is made until specific accounts are considered uncollectibles.

Under the allowance method, an adjusting entry is needed at the end of an accounting period. For example, if a company estimates Br. 9000 of bad debts at year-end, the adjusting entry is as follows: 

Bad debt Expense ------------------------9000

        Allowance for doubtful accounts -------------9000

Allowance for doubtful accounts is a contra account to accounts receivable and is used because the identity of specific uncollectibles accounts is unknown at the time of the above entry. A net account receivable (gross accounts receivable less the allowance account) is an estimate of the net realizable value of the receivables.

Two subsequent events must be considered: (1) the write-off of a specific receivable and (2) collection of an account previously written off. The adjusting entry for bad debt expense creates the allowance for doubtful accounts for future uncollectibles accounts. When specific accounts are determined to be collectible, they are removed from the accounts receivable and that part of the allowance is no longer needed. The bad debt estimation entry previously recognized the estimated economic effect of future uncollectibles accounts. Thus, write-offs of specific accounts do not further reduce total assets unless they exceed the estimate.

For example, the following entry is recorded by a company deciding not to pursue collection of NOSO Company’s Br. 1000 account: 

     Allowance for doubtful accounts -----------------------1000

               Accounts receivable- NOSO ------------------------------1000

This write-off entry affects neither income nor the net amount of accounts receivable outstanding. Instead, it is the culmination of the process that began with the adjusting entry to estimate bad debt expense

The write-off entry is recorded only when the likelihood of collection does not support further collection efforts.

When amounts are received on account after a write-off, the write-off entry is reversed to reinstate the receivable and cash collection is recorded. Assume that NOSO Company is able to pay Br. 600 on account some time after the above write-off entry was recorded. These entries are required:

Accounts receivable – NOSO ----------------------600

               Allowance for doubtful accounts -----------------600

Cash ---------------------------------------------------600

Accounts receivable – NOSO --------------------------------600

The debit and credit to accounts receivable record the partial reinstatement and collection of the account for future reference.

There are two acceptable methods of estimating bad debt expense: sales method (Income statement approach) and the accounts receivable method (Balance sheet approach).

The objective of the sales method is accurate measurement of the expense caused by uncollectibles accounts. The objective of the accounts receivable method is accurate measurement of the net realizable value of accounts receivable. Some companies use both methods. These two methods of estimating bad debt expenses are thoughly discussed in principles of accounting textbooks, and you are strongly advised to refer back the methods.

Check your progress – 2

1. What are the two methods of accounting for uncollectibles receivables?

________________________________________________________________________________________________________________.

11.3.2 Direct Write-off Method

Companies in the first year of operation or in new lines of business may have no basis for estimating uncollectibles in such cases, and when uncollectibles accounts are immaterial, GAAP allows receivables to be written of directly as they become uncollectibles. The entry for the direct write-off of a Br. 2000 account receivable from DAF Company is as follows:

Bad debt Expense ---------------------------2000

Accounts receivable – DAF -----------------------------2000

No adjusting entry is made at the end of an accounting period under the direct write-off method.

The inability to estimate uncollectibles accounts creates several unavoidance problems. First, receivables are reported at more than their net realizable value, as it is virtually certain that not all receivables are collectible. Second, the period of write-off is often after the period of sale, violating the matching principle. And third, direct write-off opens the potential for income manipulation by arbitrary selection of the write-off period.

Check your progress – 3

1. Under what circumstances should the direct write-off method for bad debts be used?

_____________________________________________________________________________________________________.

11.4 valuation of accounts receivables

For most receivables the amount of money to be received and the due date can be reasonably determined. Accountants thus are faced with a relatively certain future inflow of cash and the problem is to determine the net amount of this inflow.

A number of factors must be considered in the valuation of a prospective cash inflow. One factor is the probability that a receivable actually will be collected. For any specific receivable, the probability of collection might be difficult to establish; however, for a large group of receivables a reliable estimate of collectibilty generally can be made. The possible non-collectiblity of receivables is an example of a loss contingency because a future event (inability to collect) confirming the loss is probable and the amount of the loss can be reasonably estimated. If the estimate of possible uncollectibles accounts can be made within a range, but no single amount appears to be a better estimate than any other amount within the range, the minimum amount in the range be accrued.

Another factor to be considered in the valuation of accounts receivable is the length of time until collection. The longer the time to maturity the larger is the difference between the maturity value and the present value of accounts receivable. When the time to maturity is long, most contracts between debtors and creditors require the payment of a fair rate of interest, and the present value of such a contract is equal to its face amount. If the time to maturity of account receivable is short, the present value and the amount that will be received on the due date may be ignored. For example, a 30-day unsecured trade account receivable almost always is recorded at its face amount. The difference between present value and face amount of longer-term receivable always should be considered, because this difference may be material.

Check your progress – 4

1. What factors must be considered in the valuation of receivables?

__________________________________________________________________________________________________.

11.5 use of accounts receivable as a source of cash

Business enterprises generally raise the cash needed for current operation through the collection of accounts receivable. It is possible to accelerate this process by

1) Selling receivables (Factoring)

2) Assigning receivables

3) Pledging receivables as collateral for loans.

Using accounts receivables to obtain financing effectively shorten the operating cycle, hastens the return of cash to productive purposes, and alleviates short-run cash flow problems. The costs of these arrangements include initial fees and interest on loans collateralized by the receivables. Also, certain risks may be retained by the seller, including bearing the cost of bad debts, cash discounts, and sales returns and allowances.

Agreements to transfer accounts receivables are made on a recourse or non-recourse basis. In recourse financing arrangements, the transferee can collect from the transferor if the original debtor (customer) fails to pay. If the arrangement is without recourse, the transferee assumes the risk of collection losses. The fee is higher under non-recourse arrangement because more risk is transferred.

Agreements are made on either a notification basis (customers are directed to remit to the new party holding the receivables) or a non-notification basis (customers continue to remit to the original seller)

11.5.1 Factoring Accounts Receivable

Factoring refers to selling accounts receivable to another party. The enterprise selling the accounts receivable is called the transferor and the company buying the receivables is called transferee (factor).

Factoring transfers ownership of the receivables to the factor. In some instances, the factor performs credit verification, receivables servicing, and collection agency services, in effect taking over a company’s accounts receivable and credit operations. Other factoring arrangements are less inclusive.

Factoring is common in the textile industry and in retailing. Suppliers to apparel retailers, department stores, and discount retailers prefer not to risk shipping merchandise without assurance that a factor will purchase the resulting receivables. The diagram below depicts the relationship among the parties.
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The factor plays a key role in the continuance of the business relationship between supplier and retailer. The factor charges a fee in return for accepting the risk of default by retailers. If that risk increases, the factor will increases the fee, reduce the amount of receivables purchased, or suspend credit to the supplier.

When accounts receivable are factored (sold), the factoring arrangement can be with recourse or without recourse. If receivables are factored on a with recourse basis, the seller guarantees payment to the factor in the event the debtor does not make payment. When a factor buys receivables without recourse, the factor assumes the risk of collectibles and absorbs any credit losses. Receivables that are factored with recourse should be accounted for as a sale, recognizing any gain or loss, if all three of the following conditions are met: (a) transfer surrenders control of the future economic benefits of the receivables, (b) transferors obligation under the recourse provisions can be reasonably estimated, and (c) transferee cannot require the transferor to repurchase the receivables. If these conditions are note met, the transfer is accounted for as a borrowing.

Factoring without recourse

A non-recourse factoring arrangement generally constitutes an ordinary sale of receivables because the factor has no recourse against the transferor for uncollectibles accounts. Control over the receivables generally passes to the factor. The factor typically assumes legal title to the receivables, the cost of uncollectibles accounts, and collection responsibilities. However, any adjustments or defects in the receivables (sales discounts, returns, and allowances) are borne by the seller (transfer) because these represents preexisting conditions.

The receivables are removed from the transferor’s books, cash is debited, and a financing fee is recognized immediately as a financing expense or loss on sale. The factor may hold back on amount to cover probable sales adjustments. This amount is recorded as a receivable on the seller’s books.

Example: Largo Company factors without recourse Br. 200,000 of accounts receivable with a finance company on a notification basis. The factor charges a 12 percent financings fee and retains an amount equal to 10 percent of the accounts receivable for sales adjustments. Largo does not record bad debt expense on these receivables because, in non-recourse transfers, the finance company bears the cost of uncollectibles accounts. The entry to record the transfer is:

               Largo Company Books                                               Finance Company Books

Cash (Br. 200,000 – ((0.12 + 0.1) Br. 20,000) --- 156,000

Receivable from Factor (0.1 x Br. 200,000) ------- 20,000                         Accounts receivable --200,000

Loss on sale of receivable (0.12 x Br. 200,000) ---24,000                                  payable to Largo -----20,000

                  Accounts receivable ------------------------------200,000                    Finance revenue ------24,000 

                                                                                                                            Cash -------------------156,000

Largo company’s loss equals the finance fee. This amount is also the book value of the receivables factors less the assets received from the finance company (Br. 200,000 – Br. 156,000 – Br. 20,000).

As customer sales adjustments occur, Largo records these deductions in the proper contra sales accounts and credits the receivables from factor. After all adjustments are recorded, any excess in the receivable is remitted to largo. If adjustments exceed the amount with held by the factor (Br. 20,000 in this case), either the finance company or the seller absorbs this amount as a loss or the two parties agree to allocate it in some other manner.

The remaining entries are based on the following additional information concerning the factored receivables:

a. Br. 2000 of estimated and actual bad debts

b. Br. 4000 of cash discounts

c. Br. 12,000 of sales returns and allowances

Therefore, customers remitted Br. 182,000 (Br. 200,000 – Br. 2000 – Br. 4000 – Br. 12,000) to the finance company. The fiancé company records customer collections, reduces the payable to largo by the amount of actual sales adjustment (Br. 16,000), records bad debts, and settles with Largo.

              Largo Company’s book                              Finance Company’s book

Sales returns and allowance -----------------12,000                     Bad debt Expense ----2000

Sales discount -----------------------------------4000                           Allowance for doubtful account ----2000

              Receivable from factor ------------------16,000                      

                                                                                                     Allowances for doubtful accounts ---2000

Cash (Br. 20,000 – Br. 4000 – Br. 12,000) --4000                                       Accounts receivable ---------2000

               Receivable from factor -------------------4000               Payable to Largo -----------16,000

                                                                                                     Cash ------------------------182,000

                                                                                                               Accounts receivable ---------182,000

                                                                                                     Payable to Largo ----------4000

                                                                                                                   Cash ----------------------4000

Factoring with recourse

When receivables are factored or otherwise transferred with recourse, the transfer or bears the risk and cost of bad debts. The finance company has recourse against the transferor in the event of default by the original customer. Whether a sale or a loan should be recorded by the transferor is less clear than in non-recourse arrangements due to the continuing involvement of the transferor with the transferred receivables.

A transfer of receivables or other financial assets is accounted for as a sale only if the transferor surrenders control over the assets transferred, and only to the extent that consideration other than a beneficial interest in the receivables is received. A beneficial interest is a right to receive cash flows from the receivables if the transfer retains a beneficial interest, the transferee may be unable to sell the assets, implying that control has not been completely religuished by the transferor.

The transferor has surrendered control if, and only if, each of the following three conditions of SFAS No. 125, “Accounting for Transfers and servicing of financial Assets and Extinguishments of liabilities” are met:

1. The transferred assets have been isolated from the transferor put beyond the reach of the transferor and its creditors.

2. The transferor has the right to pledge or exchange the assets, free of conditions that constrain it from taking advantage of that right.

3. The transferor does not maintain effective control over the transferred assets through an agreement that (a) both entitles and obligates the transferor to repurchase the assets, or (b) entitles the transferor to repurchase assets that are not readily obtainable.

The recourse obligation by itself does not prevent the recording as a sale. Nor does an option held by the transferor to repurchase the receivables necessarily require recording the transfer as a loan.

For the first condition to be met, neither the transferor nor the creditors of the transferor (eg. in the event of the transferor’s bankruptcy) can retain a claim to the transferred receivables. Further, the transferor can’t retain the right to revoke the transfer.

The second condition operationalizes the SFAC No. 6 definition of an asset in the context of factored receivables. If the transferee can sell or pledge the receivables without interference form the transferor or other parties, then the transferee has control over the future cash flows underlying the receivables, as a result of a past transaction.

The third condition pertains to a requirement that the transferor repurchase the assets or to an option to repurchase the receivables (a “call” option). If the transferor must repurchase the assets (common in repurchase agreements), control has not passed to the transferee.

In the case of an option, the transferor may wish to require interest-bearing receivables, for example, when interest rate changes would be favorable to the holder of the receivables. Although an option to repurchase the receivables may, at first, seem to imply that control has not passed to the transferee, the option does not entitle the transferor to receive interest or other benefits from the transferred receivables. The transferor does not have custody of the assets, does not control the disposition of the asset, and cannot access the asset unless the option is exercised.

However, the transferee must be in a position to fulfill the option, if it is exercised. The transferred assets, or similar assets, therefore must be readily obtainable. If assets were not readily obtainable, then the transferee would be constrained by the call option, would not be able to sell the assets, and would not effectively control the assets. Thus an agreement allowing the transferor to repurchase such assets would effectively maintain control with the transferor.

Transfer Accounts for as a sale

If the transfer of receivables meets the above three conditions, the transferor records the transfer as a sale of receivables. The transferor derecognizes the assets sold (removes the asset from the balance sheet) and recognizes any recourse liability. A gain or loss is also recognized by the transferor.

Proceeds from transfer = consideration received – Recourse liability

Gain or loss on transfer = Proceeds from transfer – Book value of receivables.

If the proceeds exceed the book value, a gain results, and vice-versa. The transferee recognizes all assets received at fail value. 

Transfer Accounts for as a loan

If the transfer does not meet all three conditions, the transfer is accounted for as a secured borrowing. In this case, the transferor maintains the receivables on its books, records a liability, and recognizes interest over the loan term. The lender (transferee) maintains a security interest in the receivables (the receivables are used as collateral).

If the transferee is not permitted to sell or pledge the collateralized receivables unless the transferor defaults, the transferor continues to carry the assets on its books as previously classified. However, if the transferee is permitted to sell or pledge the assets, the transferor must reclassify the receivables and report them separately from other receivables.

Example: Largo Company factors with recourse Br. 200,000 of accounts receivalbe with a finance company on a notification basis. Accounting by Largo for both a sale and loan are illustrated. The finance company’s entries are similar to the previous non-recourse example. Assume the finance company charges 6 percent (less than in the recourse example), and Largo estimates its recourse liability for bad debts to be Br. 3000 (bad debts have not yet been recorded).

                                                         Largo company

                  Recorded as a sale                                      Recorded as a loan

Cash ----------------------------188,000                      Cash --------------------------188,000

Loss on sale of receivables ---15,000*                    Discount on payable to factor12,000

             Accounts receivable -----------200,000                       Payable to factor ----200,000

             Recourse liability -----------------3,000 

* 0.66 (Br. 200,000) + Br. 3000 = Br. 15,000

In the sales example, the proceeds to Largo equal Br. 185,000 (Br. 188,000 – Br. 3000), the difference between cash consideration received and the recourse liability. The loss is the difference between the proceeds and book value of the receivables and includes the estimated bad debts. The recourse liability is classified as current or non-current depending on the expected date of payment for defaulted accounts.

In the loan example, the discount account represents interest (the factor’s fee) over the term of the loan. Interest expense is recognized on the balance of the payable to factor, which declines as customers make payments.

The remaining entries record payment of the recourse liability for default accounts in the sale example. In the loan example the payable to factor is extinguished as customers pay on account. Also shown are the recognition of bad debts and interest expense.

                                                        Largo company

                 Recorded as a sale                                       Recorded as a loan

Recourse liability --------------3000                      Bad debt Expense ------3000

          Cash ----------------------------3000                 Allowance for doubtful accounts 3000

                                                                            Allowance for doubtful accounts --3000

                                                                                         Accounts receivable ----------3000

                                                                             Payable to factor ------------200,000

                                                                                      Accounts receivable --------197,000

                                                                                     Cash -------------------------------3000

                                                                             Interest Expense ---------12,000

                                                                                    Discount on payable to factor 12,000

The previous example assumed no sales returns and allowances or cash discounts. As in non-recourse factoring, sales adjustments reduce the cash obtained by the transferor from financing the receivables. The factor may hold back a part of the proceeds to protect against such adjustments.

Example: Assume the basic information in the Largo recourse example above and (1) the factor holds back. Br. 10,000 for returns and allowance and actual returns and allowance amount to Br. 6000. The entries for both sale and loan treatments are:

                                          Largo company

             Recorded as a sale                                           Recorded as a loan

Cash ---------------------------178,000                           Cash -----------------------------178,000

Receivable from factor -------10,000                           Receivable from factor ----------10,000

Loss on sale of receivable ---15,000                            Discount on payable to factor ---12,000

        Accounts receivable -------------200,000                           Payable to factor ------------200,000

        Recourse liability --------------------3000

Sales returns & allowance -----6000                            Bad debt expense ------3000

      Receivable from factor --------------6000                      Allowance for doubtful accounts --3000

Recourse obligation ------------3000                            Allowance for doubtful accounts ---3000

Cash ------------------------------1000+                                     Accounts receivable --------------3000

         Receivable from factor ----------4000 

                                                                                      Sales returns and allowance --6000

                                                                                                    Accounts receivable -----------6000

+ Excess of hold-back over                                          Payable to factor -------------200,000

actual sales returns & allowance Br. 4000                   Cash -------------------------------1000

(1000 – 6000)

Cash owed factor under                                                       Accounts receivable ----191,000

Recourse obligation -------------------3000                          Receivable form factor ---10,000

Net cash to cargo -----------------Br. 1,000                    Interest Expense -------------12,000

                                                                                              Discount on payable 

                                                                                              factor -------------------------------12,000

11.5.2 Assignment of Accounts Receivable

Assignment entails the use of receivables as collateral for a loan. An assignment of accounts receivable requires the assignor to assign the rights to specific receivables. Frequently, the assignor and the finance company (assignee) enter into a long-term agreement whereby the assignor receives cash from the finance company as sales are made. The accounts are assigned with recourse; the assignee has the right to seek payment from the specific receivables.

The assignor usually retains title to the receivables, continues to receive payments from customer (non notification basis), bears collection costs and the risk of bad debts, and agrees to use any cash collected from customers to pay the loan. A formal promissory note often allows the assignee (lender) to seek payment directly from the receivables if the loan is not paid when due.

The loan proceeds are typically less than the face value of the receivables assigned in order to compensate for sales adjustments and to give the assignee a margin of protection. The assignee charges a service fee and interest on the unpaid balance each month.

The receivables are reclassified as accounts receivable assigned, a separate category within accounts receivable used to disclose their status as collateral. The subsidiary accounts are also reclassified to indicate their use as collateral, for internal accounting purposes. The loan balance is reported among the assignor’s other liabilities.

Example: Assume that on November 30,1992, Frank corporation assigns Br. 80,000 of its accounts receivable to a finance company on a non notification basis. Frank agrees to remit customer collections as payment to the loan. Loan proceeds are 85 percent of the receivables less a Br. 1,500 flat-fee finance charge. In addition, the fiancé company charges 12 percent interest on the unpaid loan balance, payable at the end of each month.

Accounts receivable assigned is a current asset listed under accounts receivable in the balance sheet. All entries are for Frank.

To record receipt of loan proceeds:

Cash ((0.85 x Br. 80,000) – Br. 1500) ------------------------66,500

Finance expense --------------------------------------------------1,500

                   Notes payable (Br. 80,000 x 0.85) --------------------------68,000

To classify accounts receivables as assigned:

        Accounts receivable assigned --------------------------80,000

                   Accounts receivable -----------------------------------------80,000

By the end of December, assume that Frank has collected Br. 46,000 cash on Br. 50,000 of the assigned accounts less Br. 3000 sales returns and Br. 1,000 sales discounts, and remits the proceeds to the finance company.

To record sales adjustments:

Cash (Br. 50,000 – Br. Br. 3000 – Br. 1,000) ----------------------46,000

Sales discounts -----------------------------------------------------------1000

Sales returns and allowances -------------------------------------------3000

             Accounts receivable assigned -------------------------------------------50,000

To remit collections to finance company:

Notes payable -------------------------------------------45,320

Interest Expense (Br. 68,00 x 0.12 x 1/12) -------------680

                      Cash -----------------------------------------------------46,000

Assigned accounts receivable are part of the total balance in accounts receivable. If the assigned amounts are material, they should be reported as a separate subtotal within accounts receivable.

Assume now that in January 1993, Br. 2000 of the accounts are written off as uncollectibles (the original Br. 8000 of receivables is included in the normal bad debt estimation process). Also, Br. 25,000 is collected on account. The remaining entries, follow, assuming that the loan is paid in full at the end of January

To record collection and write-off in January:

Cash ------------------------------------------25,000

Allowance for doubtful accounts -----------2000

                     Accounts receivable assigned ---------------27,000

January 31,1992- payment of remaining loan balance:

Notes payable (Br. 68,000 – Br. 45,320) -------------------- 22,680

Interest Expense (Br. 22,680 x 0.12 x 1/12) --------------------227

                  Cash --------------------------------------------------------------22,907

To record reclassification of remaining accounts:

Accounts receivable (Br. 80,000 – Br. 50,000 – Br. 27,000) ----------3000

                       Accounts receivable assigned ----------------------------------------3000

Check your progress – 5

1. What does assignment of accounts receivable mean?

________________________________________________________________________________________________________.

11.5.3 Pledging of Accounts Receivable

Pledging of accounts receivable is a less formal way of using receivables as collateral for loans. Typically, the receivables are transferred as collateral to the lender, escrow agent, or trustee. Proceeds from receivables must be used to pay the loan, but accounts receivable are not reclassified. 

The original holder of the accounts receivables in pledging is called the pledge and the company providing the cash is called the pledgee. If the pledge (borrower) defaults on the loan, the pledge (creditor) has the right to use the receivables for payment.

The accounting for the receivables or the loan is not affected by pledging. When the loan is extinguished, the pledge is voided.

11.6 summary

Receivables are defined as claims held against others for money, goods, or services. Receivables may generally be classified as trade or non-trade. Trade receivables (accounts receivable) are the most significant receivables an enterprise possesses. They result from the credit sale of goods and services to customers in the normal operations of the business. Non-trade receivables arise from variety of transactions and can be written promises either to pay or to deliver. They are generally classified and reported as separate items in the balance sheet when they are material in amount.

The proper amount to record for a receivable is dependent upon the face value of the receivable, the probability of future collection, and the length of time the receivable will be outstanding.

In most receivable transaction, the amount to be recognized is the exchange price (amount due from the debtor) between two parties to a sales transaction. Two elements that must be considered in measuring receivables are the availability of discounts and the length of time between sale and payment due date (the interest factor).

Two types of discount that must be considered in determining the value of receivables are trade discounts and cash discounts. Trade discounts represent reductions from the list or catalog prices of merchandise. They are often used to avoid frequent changes in catalogs or to quote different prices for different prices for different quantities purchased. Cash discounts (also called sales discounts) are offered as an inducement for prompt payment.

It is highly unlikely that a company that extends credit to its customers will successful in collecting all of its receivables. Thus, some method must be adopted to account for receivables that ultimately prove to be uncollectibles. The two methods currently used are the direct write-off method and the allowance method. Under the direct-write-off the receivable account is reduced and an expense is recorded when a specific account is determined to be uncollectibles. The direct-write-off method is theoretically deficient because it usually does not match costs and revenues of the period, nor does it results in receivable being stated at estimated realizable value on the balance sheet.

Use of the allowance method requires a year-end estimate of expected uncollectibles accounts based upon credit sales or outstanding receivables. The estimate is recorded by debiting an expense and crediting an allowance account in the period in which the sale is recorded. Then in a subsequent period when an account is deemed to be uncollectibles, an entry is made debiting allowance account and crediting accounts receivable.

Companies wishing to avoid the 30 to 60 day collection period for accounts receivables can generate cash immediately by either assigning, or factoring, their accounts receivable. Assignment is a borrowing-type arrangement in which assigned accounts receivable are pledged as security for the loan received. Factoring of accounts receivable is an outright sale of the receivables to a finance company or bank.

The assignment of accounts receivable can be a general assignment or a specific assignment. In a general assignment, all accounts receivable serve as collateral for the note. Thus, new receivables can be substituted for the ones collected. In a specific assignment, an agreement is reached between the borrower and lender concerning who is to receive the collection, the finance charges, the specific accounts that serve as security, and notification or non-notification of debtors. The accounts assigned in a specific assignment should be transferred to a special ledger control account, and assignment should be clearly noted in the subsidiary ledger.

11.7 answers to check your progress questions

1. i. Cash discounts are offered by companies

· to increase sales

· to encourage early payment by the customer

· to increase the likelihood of collection

  ii. A contra account to accounts receivable

2. Allowance method and Direct-charge of method

3. Direct charge-off method is used when 

· it is impossible to estimate with reasonable accuracy, the uncollectibles at the end of the period.

· An enterprise sells most of its goods and services on cash, the amount of its expense from uncollectibles accounts is usually small in relation to revenue.

4. Factors to be considered in the valuation of receivables are 

· the probability that a receivable actually will be collected.

· the length of time until collection.

5. Assignment of accounts receivable refers to the use of accounts receivable to as collateral for loan. 

11.8 model examination questions

I. True / False

_________ 1. The direct write-off method used in recording uncollectibles accounts receivable allows the Expense associated with bad debts always to be recorded in the accounting period in which the sale was made.

_________ 2. Because the collectibility of receivables is considered a loss contingency, the allowance method for recording bad debts is appropriate only institutions where it is probable that an asset has been impaired and that the amount of the loss can be reasonably estimated.

_________ 3. Factoring is the term used to describe the pledging of receivables as collateral for a loan.

_________ 4. If receivables are sold with recourse, the seller guarantees payment to the purchaser in the event the debtor does not pay.

_________ 5. The essence of a transfer of receivables in a borrowing transaction is that the transferor retains the same risks of collectibilty on the receivables offer the transaction that it had before the transaction.

II. Multiple Choice

_________ 1. The advantage of relating a company’s bad debt expense to its accounts receivable is that this approach

a) gives a reasonably correct measure of receivables in the balance sheet

b) related bad debt expense to the period of sale

c) is the only generally accepted method of valuing accounts receivable

d) makes estimates of uncollectibles accounts unnecessary

_________ 2. Which of the following statements untrue regarding uncollectibles accounts receivables?

a) The direct write-off method records the bad debt in the year that it is determined that a specific receivable cannot be collected

b) The allowance method is based on the assumption that the percentage of receivables that well not be collected can be predicted from past experiences, present market conditions, and an analysis of outstanding balances.

c) The direct write-off method will provide for a proper matching of costs with revenues of the period when the matching monthly accounts receivable balance is consistent throughout the year.

d) An uncollectibles account receivable is a loss of revenue that requires through proper entry in the account a decrease in the asset account receivable and a related decrease in income and stockholder’s equity.

_________ 3. Alpha Corporation uses the allowance method of accounting for uncollectibles accounts. During 1993 alpha had charges to Bad Debts Expense of $ 20,000 and wrote off as uncollectibles accounts receivables totaling Br. 16,000. These transactions decreased working capital by:

a) Br. 20,000

b) Br. 16,000

c) Br. 4,000

d) Br. 0.

_________ 4. In which of the following accounts receivable assignment arrangements do all receivables serve as collateral for the promissory note given by the assignor.

                        General                                          Specific

                      Assignment                                    Assignment

A.             Yes                                               Yes

B.             Yes                                                No

C.             No                                                 Yes

D.             No                                                 No

_________ 5. Of the following conditions which is the only one that is not required if the transfer of receivables with recourse is to be accounted for as a sale?

A. The transferor is obligated to make a genuine effort to identify those receivables that are uncollectibles

B. The transferor surrenders control of the future economic benefits fo the receivables

C. The transferee cannot require the transferor to repurchase the receivables

D. The transferor’s obligation under the recourse provisions can be reasonably estimated

III. Exercises

1. Wool Corporation began operations in year 1 and had accounts receivable of Br. 300,000 on December 31, year 1. In determining the valuation of receivables on December 31, year 1, management wished to recognize the following:

Estimated doubtful accounts --------------------------------------------------Br. 6,240

Estimated collection costs -----------------------------------------------------Br. 1,800

Estimated price adjustments & other allowances

On outstanding receivables (no returns of merchandise are anticipated) Br. 3,000

Estimated cash (fuels) discounts ----------------------------------------------Br. 3,600

A) Prepare an adjusting entry for Wool Corporation on December 31, year 1, to recognize management’s estimate of the net realizable value of accounts receivable. No accounts were written off in year 1.

B) Show how accounts receivable are reported in Wool Corporation’s balance sheet on December 31, year 1.

2. Certain information relative to the operations of Murphy Company for year 10 fellow:

Trade accounts receivable, Jan. 1 ---------------------------------------------Br. 16,000

Trade accounts receivable collected during year ----------------------------Br. 52,000

Cash sales -----------------------------------------------------------------------------10,000

Inventories, Jan. 1 --------------------------------------------------------------------24,000

Inventories, Dec. 31 -----------------------------------------------------------------22,000

Purchases -----------------------------------------------------------------------------40,000

Gross profit on sales -----------------------------------------------------------------18,000

Compute the amount of Murphy Company’s trade accounts receivable on December 31, year 10

3. In the second half of year 3, Jakarta Imports Company required additional cash for its operations and used trade accounts receivable to raise cash as follows:

(1) On July 1, Jakarta imports assigned br. 300,000 of trade accounts receivable to Finance Company. Jakarta import received an advance from finance of 85% of the assigned receivables, less a fee of 3% on the advance. Prior to December 31, year 3, Jakarta imports collected br. 490,000 on the assigned receivables, and remitted br. 185,000 to finance, br. 13,500 of which represented interest on the advance (loan payable).

(2) On Nov. 10, Jakarta imports sold br. 310,000 of trade accounts receivable for br. 280,000. The receivables had a carrying amount of br. 290,000 and were sold on a non-recourse basis.

(3) On Dec. 31, Jakarta imports obtained a loan of br. 125,000 from Rosen Bank by pledging br. 180,000 of trade accounts receivable.

4. At January 1, 1992, the credit balance in the allowance for doubtful accounts of the Abugida Company was Br. 200,000. the provision (expense) for doubtful accounts is based on a percentage of net credit sales. Total sales revenue for 1992 amounted to br. 75 mullions, of which one third was on credit. Based on the latest available facts, the 1992 provision needed for doubtful accounts is estimated to be three-fourths of 1 percent of net credit sales. During 1992, uncollectibles receivables amounting to Br. 220,000 were written-off.

Required: Give all 1992 of entries related to doubtful accounts

5. A company sold accounts receivables of Br. 10, 000 (allowance for doubtful accounts Br. 300) for Br. 9,000, with recourse. Estimated obligations due to the with-recourse provision amounted to Br. 700

Required: Give the required entry, assuming a sale is recorded.

11.9 glossary

1. Accounts receivable: A claim against a customer for sales made on credit.

2. Aging of accounts receivable: The process of listing each accounts receivable customer according to the due date of the account.

3. Allowance method: A method of accounting for uncollectibles accounts whereby estimated uncollectibles accounts are expensed in the period in which the related sales take place.

4. Assignment: Use of accounts receivable as a collateral for loan by using promissory note.

5. Direct charge-off method: A method of accounting for uncollectibles accounts by directly debating expenses when bad debts are discovered

6. Factoring: The selling or transferring of accounts receivable.

Unit 12: notes receivable
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12.0 aims and objectives

This unit aims at discussing about the measurement and reporting of notes receivable.

After you have studied this unit, you will be able to:

· know the meaning of notes receivable

· understand and appropriate valuation concepts to the reporting of notes receivable; in particular, how to establish their present value

· know accounting for a discounted note receivable

12.1 introduction

The term notes receivable (or promissory notes) is used in accounting to designate several types of credit instruments. A promissory note is a written contract containing an unconditional promise to pay a definite sum of money on demand or at a future date. Most promissory notes used as a basis for business transactions are negotiable, which means that a holder in due course may sell the notes, discount them, or borrow against them.

Notes receivable often are used when the goods have a high unit or aggregate value and the purchaser of the goods wants to extend payment beyond the normal 30 to 90 day period of trade credit. In the banking and commercial credit fields, notes are the typical form of credit instrument used to support lending transactions. Notes receivable also may result form sale of plant assets, or from a variety of other business transactions.

In accounting for notes receivable, it is important to know how to calculate the maturity date, duration of note, interest and interest rate, and maturity value. The accounting entries for promissory notes receivable fall into four categories: receipt of a note, collection of a note, recording of a dishonored note, and recording adjusting entries.

12.2 accounting for notes receivable

For accounting purposes, the principal amount of a note is measured by the fair market value or cash equivalent value of goods or services provided in exchange for the note, if this value is known or the present (discounted) value of all cash payments required under the note using the market rate. The principal is also the amount initially subject to interest. The principal represents the sacrifice by the payee, and therefore the present value of the future payments, at the date of the transaction. Any amount paid in excess of the principal is interest. Short-term notes need not be reported at present value; the difference between present value and maturity value is generally not significant.

Notes may be categorized as interest-bearing or non interest-bearing. Interest-bearing notes specify the interest rate to be applied to the face amount in computing interest payments. Non-interest bearing notes do not state an interest rate but command interest through face values that exceed the principal amount.

Interest-bearing notes in turn can be divided into two categories according to the type of cash payment required: (1) notes whose cash payments are interest only, except for final maturity payment and (2) notes whose cash payments include both interest and principal.

Illustration of Accounting for notes receivable

Illustration of Accounting for notes Receivable

12.2.1 Simple Interest Note:

On April 1, 1992, DOT Company loaned Br. 12,000 cash to Bayor Company and received a three-year, 10 percent note. Interest is payable each March 31, and the principal is payable at the end of the third year. The stated and market interest rates are equal. The entry to record the note is as follows:

1992                 Notes receivable ----------------12,000

April 1              Cash -----------------------------------------12,000

The present value of the principal and interest payments on April 1, 1992 is Br. 12,000 because the stated and market rates are equal. Cash interest received also equals interest revenue recognized over the terms of the note, as indicated in the remaining entries.

Adjusting Entries: December 31, 1992, 1993, and 1994

                       Interest receivable (Br. 12,000 x 0.1 x 9/12) -----------900

                                  Interest revenue -----------------------------------------------900

March 31, 1993 and 1994

            Cash ---------------------------------------1200

                     Interest receivable ----------------------------------900

                     Interest revenue (12,000 x 0.1 x 3/12) ----------300

March 31, 1995:

            Cash -----------------------------------13,200

                    Notes receivable ------------------------------12,000

                    Interest receivable -------------------------------900

                    Interest revenue ---------------------------------300

1.2.2.2 Different Market and Stated Rates

Fox company, which sells specialized machinery and equipment, sold equipment on January 1, 1992, and received a two-year, Br. 10,000 note with a 3 percent stated interest rate. Interest is payable each December 31, and the entire principal is payable December 31,1993.

The equipment does not have a ready market value. The market value (and principal) of the note is computed as follows (amounts are rounded to the nearest dollar)

Present value of the face value

  Br. 10,000 x 0.82645 -------------------------------------Br. 8,265

Present value of the nominal interest payments:

  Br. 10,000 x 1.73554 -----------------------------------------521

Present value of the note at 10% ------------------------Br. 8,786

Before APB opinion No. 21 there were no definitive guidelines to use when the stated and market rates were unequal. Some companies’ recorded notes at face value even though the market rate exceeded the stated rate, thereby inflating notes receivable and sales.  APB opinion NO. 21, however, requires the recording of the substance of the transaction over its form.

Notes with stated interest rates below market may be used by companies to increase sales. The FOX company note, for example, uses nominal (stated) interest rate offset by an increased face value. Many buyers of big-ticket items, including automobiles, home appliances and ever houses, are more concerned about the monthly payment than the final maturity payment the balloon payment, at it is called. A note with a Br. 8,786 face value and a 10 percent stated rate achieves the same present value to FOX Company. A 3 percent interest payment on Br. 10,000 (Br. 300) may be more attractive than a 10 percent payment on Br. 8,786 (Br. 879). Fox earns 10 percent over the two-year term either way.

As the Fox company example illustrates, when the stated and market interest rates are different, the face value and principal differ. Notes are recorded at gross (face) value plus a premium or minus a discount amount (the gross method), or at the net principal value (the net method). The two methods are illustrated for the Fox example:

1992 January 1:

                                                                    Gross Method                      Net Method

   Notes receivable ---------------------------10,000  -----------------------------8,786

              Discount on notes receivable --------------------1214----------------- 0

              Sales ------------------------------------------------8786  ----------------------------8786

Under either method, the net book value of the note is Br. 8,786 the principal value. Discount on notes receivable is a contra account to notes receivable. The gross method discloses both the notes face value and the interest to be received over the remaining term.

The entries at the end of the fiscal year are as follows:

December 31, 1992                                           Gross Method                 Net Method
               Cash (Br. 10,000 x 0.03) -------------------300                                 300

                Discount on note receivable --------------579

               Notes receivable ----------------------------------------------------------579

                          Interest revenue (Br. 8,786 x 0.1) ---------------879 ----------------879

The balance sheet dated December 31, 1992, discloses the following:

                                                                            Gross Method                Net Method
Notes receivable -------------------------------Br. 10,000

Discount on notes receivable ------------------------635*
Net notes receivable ----------------------------Br. 9,365                                9365+

* Br. 1214 – Br. 579 = 635

+ Br. 8786 + Br. 579 = 9365

Under both methods, the previous entry increases net notes receivable by Br. 579. Under the gross method, the discount account is amortized increasing net notes receivable. 

A substantial portion of the interest revenue is reflected in the increase in net notes receivable. The present value of the note on January 1, 1992, is the net note receivable, namely Br. 9,365.

This value can also be computed as

           Br. 10,300 x 0.90909 = Br. 9365

The market rate of interest is applied to the beginning balance in the net note receivable to compute interest revenue. This approach, called the interest method, results in a constant rate of interest throughout the life of the note. Another method, the straight-line method, which amortizes a constant amount of discount each period but which produces a varying rate of interest, is allowed only if the results are not materially different from the interest method. In this example, the straight-line method results in discount amortization of Br. 607 (Br. 1214/12 years) and interest revenue of Br. 907 (Br. 607 + Br. 300) in both years.

Continuing with the interest method, the entry at the end of 1993 is the following:

December 31,1993                                             Gross Method                   Net Method
Cash (Br. 10,000 x 0.03)                                     300                                         300

Discount on note receivable                                636

Notes receivable                                                                                                  636

                Interest revenue (Br. 9,365 x 0.1)                           936                                936

After the December 31,1993, entry, the net notes receivable balance is Br. 10,000, the present value at that date. The discount account balance is now zero (rounded), and the note is collected at this time:

December 31, 1993                                             Gross Method                        Net Method
Cash                                                                          10,000                              10,000

           Notes receivable                                                          10,000                          10,000

12.2.3 Note issued for non-cash consideration

Munna Company sold specialized equipment originally costing Br. 20,000 with a net book value of Br. 16,000 on January 1, 1990 to Damot Company. The market value of the equipment was not readily determinable.

Munna Company received a Br. 5000 down payment and a Br. 10,000 4 percent note payable in four equal annual installments starting December 31, 1990. The current market rate on notes of a similar nature and risk is 10 percent. With the stated rate of 4 percent the payment (P) is determined as follows:

Br. 10,000 = P (3.62990)

P = Br. 2,755

N.B. 3.6299 is taken from compound interest table.

Therefore, the note’s principal equals the present value of four Br. 2755 payments at 10 percent:

                  Br. 2,755 (3.16987) = Br. 8,733

The present value of the consideration received is Br. 13,733 (Br. 5000 + Br. 8,733), which is therefore the agreed-upon value of the equipment. The entry to record the sale (net method) is the following 

January 1, 1992

Cash -------------------------------------------------------------------5000

Notes receivable -----------------------------------------------------8733

Accumulated depreciation (Br. 20,000 – Br. 16,000) -----------4000

Loss on sale of equipment -----------------------------------------2,267

                  Equipment ------------------------------------------------------------20,000

The loss on sale equals the net book value of the equipment (Br. 16,000) less the present value of consideration received (Br. 13,733).

The following entry is made at the end of the fiscal year:

December 31, 1992

Cash ----------------------------------------------------------2755

             Interest revenue (Br. 8733 x 0.1) --------------------------------873

             Notes receivable -------------------------------------------------1882

The notes book value on January 1, 1993 is Br. 6,851 (Br. 8733 – Br. 1882). Therefore, 1993 interest revenue is br. 685 (0.1 x Br. 6,851)

12.2.4 Notes Exchanged for cash and other privileges

Long-term notes must be recorded at their present value using the appropriate interest rate. Companies may accept a note with a stated interest rate lower than the market rate in exchange for cash or other consideration worth the face value of the note. To make this a fair transaction, other rights or privileges must be received by the party accepting the note, beyond the cash payments required in the note.

On January 1, 1992, Vienacava Corporation loaned SISA Co. Br. 10,000 and accepted a Br. 10,000 note due December 31, 1993, with interest payable annually each December 31, beginning 1992. The market interest rate is 12 percent. SISA Company agreed to provide Vienacava Corporation with agricultural materials at a discount price over the note term.

Two-thirds of the supplies are to be furnished during the first year. The present value of the note itself is significantly less than Br. 10,000

Principal value of note: Br. 10,000 (0.79719) + Br. 10,000 (0.05) (1.69005)

                                        = Br. 8,817

In this example, vienacava would lend only Br. 8,817 if the note alone were received in exchange. The additional Br. 1,183 (Br. 10,000 – Br. 8,817) is a prepayment for discount pricing. Vienacava thus receives two payments of Br. 500, one payment of Br. 10,000, and discount pricing on purchases over the note term. The value of the other privileges should be recorded as an asset equal to the difference between the note’s present and face values. The entries on vienacava’s books using the gross method are:

January 1,1992

Notes receivable -----------------------------10, 000

Prepaid purchases ------------------------------1183

             Discount on notes receivable ----------------------1183

            Cash -------------------------------------------------10,000

Two-thirds of the prepaid purchases account is a current asset on January 1, 1992, and one-third is a long-term asset. The entries to record receipt of cash and to recognize two-thirds of the discount are:

December 31, 1992

Cash ------------------------------------------500

Discount on notes receivable -------------558

               Interest revenue (Br. 8,817 x 0.12) ------------------1058

Purchases (2/3 x 1,183)-------------------------------789

            Prepaid purchases ----------------------------------------789

The remaining prepaid purchases account is now a current asset for 1993. the entries when the contract concludes are:

December 31, 1993

Cash ---------------------------------------------500

Discount on notes receivable ----------------625

           Interest revenue (0.12 x Br. 8,817 + Br. 558) -----------------1,125

Purchases (1/3 x Br. 1183) -------------------394

        Prepaid purchases ----------------------------------394

Cash ------------------------------------------10,000

       Notes receivable ---------------------------------10,000

Check your progress – 1

1. Define notes receivable

_________________________________________________________________________________________________.

12.3 computation of present value of a note receivable

The current fair rate of interest used to compute the present value of a note receivable depends on factors such as the credit standing of the issuer, terms of the note, the quality of collateral offered by the issuer, and the general level of interest rates. The interest rate selected for this purpose should approximate the rate at which the debtor could obtain similar financing from other sources.

Example:

Assume that on December 31,1990, Nice corporation presents a Br. 39,930 invoice for services to a client. The client protested the amount of the invoice and as a compromise was allowed to pay the invoice in three annual installments of Br. 13,310 starting on December 31,1991. Nice Corporation received three non interest-bearing promissory notes for Br. 13,310 each, dated December 31, 1990. How should these notes be entered in the accounting records of Nice Corporation, if the current fair rate of interest is 10% a year? First, the present value of the three notes is computed from table 4 in the Appendix at the end of chapter 8, as follows:

Amount of annual receipts (notes) -----------------------------Br. 13,310

Multiply by present value of ordinary annuity of 

three rents of 1 at 10% interest ----------------------------------2,486852

Present value of three annual receipts of Br. 13,310 at 10% Br. 33,100

The journal entries to record the original billing for services, the receipt of the notes by Nice Corporation on December 31,1990, and three annual receipts from the client are illustrated below. (We have assumed that the promissory notes are recorded at the face amount of Br. 39,930 and that a discount on Notes Receivable ledger account is used to record the Br. 6,830 implicit interest to be realized over the terms of the notes):

December 31,1990: To record billing for services

Accounts Receivable ----------------------------------39,930

                 Fees Revenue -------------------------------------------39,930

December 31,1990: To record receipt of non interest-bearing notes with a face amount of Br. 39,930 payable in three annual installments of Br. 13,310 each. The notes are recorded at their present value based on an interest rate of 10% a year.

Notes receivable ------------------------------------39,930

Fees revenue -----------------------------------------6,830

Discount on notes receivable ------------------------------------6,830

Accounts receivable --------------------------------------------39,930

Check your progress – 2

1. What are the factors that affect the current fair rate of interest used to compute the present value of a note receivable?

________________________________________________________________________________________________________________________.

12.4 discounting notes receivable

Negotiable notes receivable may be sold or discounted. The term sale is appropriate when a note is indorsed to a bank or finance company on a without recourse basis, that is, in the event the maker of the note defaults, the bank or finance company has no recourse against the seller of the note. The term discounted applies when an enterprise borrows against notes receivable and indorses them on a with recourse basis, which means that the borrower must pay the note if the maker does not.

The process of discounting has three steps, as indicated in accompanying diagram. In the first step, the maker receives goods, services or cash from the payee in exchange for the note. In the second step, the payee discounts the note with a bank and receives the maturity value of the note less a discount (a fee) charged by the bank. In the third step, the maker pays the bank at the maturity of the note.

                                                   (1)

                                                 Goods

                                                  Note

Cash (3)


        Cash less discount

                                                                                     Note 

                                                                       (2)

The proceeds received when a note is discounted are computed by deducting from the maturity value of the note the amount of interest (discount) charged by the bank or finance company. Banks usually compute the discount on the maturity value of the note rather than on the proceeds (amount actually borrowed), which gives the bank a higher effective rate of interest than the rate of interest used to discount the note.

Notes are discounted with or without recourse and are recorded as a borrowing or a sale depending on whether the conditions of SFAS No. 125 are met. If the note is discounted with recourse and treated as a sale, the payee records a gain or loss equal to the difference between the proceeds and book value of the note, including accrued interest, and has a contingent liability until the note is paid by the maker. If the note is discounted with out recourse, the payee has no contingent liability.

If a discounted note is recorded as a borrowing, a liability is recorded and interest expense is recognized over the term of borrowing. The proceeds to the payee are not affected by the reporting alternatives and are based on the total of principal value plus interest to maturity, whether or not the note is interest bearing. The bank charges its discount rate on this total amount for the period between the date of discounting and the date of maturity of the note.

Example 1

On April 1, 1992, Cook Company received a Br. 3,000, 10 percent one-year note form a sale of equipment to Nell Company. Interest on the note is due at maturity. Cook Company discounted the note on august 1, 1992, with recourse. Assume that the discounting qualifies as a sale and that the bank charges 15 percent. The precedes to cook company are as follows:

Principal value ----------------------------------------------Br. 3000

Interest to maturity (Br. 3000 x 0.1) ---------------------------300

Total maturity value subject to discount --------------------3,300

Interest charged by bank (Br. 3000 x 0.15 x 8/12) -----------330

Proceeds to cook company --------------------------------Br. 2,970

The bank charges interest on the maturity value a full eight months before, that value is reached, effectively raising the interest cost to cook company, which records the following entries to discount the note:

August 1, 1992

Interest receivable (Br. 3000 x 0.1 x 4/12) -------------------------100

                Interest revenue ---------------------------------------------------------100

Cash ---------------------------------------------------------------------2170

Loss on discounting of note -------------------------------------------130

Notes receivable -------------------------------------------------------------3000

Interest receivable ------------------------------------------------------------100

The note is no longer an asset of Cook Company and is removed from the books. The loss equals the book value of the note plus accrued interest (Br. 3100) less the proceeds. Two factors contribute to the loss. The note was transferred relatively early in its tem, and the bank charged a higher interest rate.

A second acceptable method for recording the Nell Company note discounting is as follows:

August 1,1992

Cash -----------------------------------------------2970

Interest expense ------------------------------------30

              Notes receivable --------------------------------------3000

When the contingency is removed (upon payment of the note by the maker), the following entry is made:

Notes receivable discounted ------------------------3000

           Notes receivable -----------------------------------------3000

For a note discounted without recourse, the entries are the same (although the notes receivable discounted account is not used), but no contingent liability exists.

Example 2

If the discounting above does not quality as a sale, Cook Company makes these entries on August 1,1992:

August 1,1992

Interest receivable (Br. 3000 x 0.1 x 4/12) -----------------------------100

                    Interest revenue -------------------------------------------------------100

Cash -----------------------------------------------------------------------2970

Interest expense ----------------------------------------------------------130

               Liability on discounted notes receivable ----------------------------3000

              Interest receivable --------------------------------------------------------100

There is no loss because an asset was not sold. The note remains on cook company’s books. The net of interest revenue and interest expense is Br. 30 interest expense. When the maker pays the note at maturity, the following entry is made.

After April 1, 1993

Liability on discounted notes receivable ----------------------3000

                Notes receivable ----------------------------------------------------3000

Check your progress – 3

1. What are the three parties involved in discounting of notes receivable?

_____________________________________________________________________________________________________.

12.5 dishonored notes

A note receivable not renewed or collected at maturity is considered a dishonored note. Interest continues to accrue on the face value plus any previously accrued interest at the interest rate set by state laws. The payee generally transfers the note to a special receivable accounts and initiate collection efforts. If the Nell company note were held to maturity (i.e. not discounted), the default would be recorded as follows:

April 1,1993:

Notes receivable past due (Accounts Receivable) -------------------3,300

Notes receivable ------------------------------------------------------------3000

Interest receivable (Br. 3000 x 0.1 x 9/12) --------------------------------225

Interest revenue (Br. 3000 x 0.1 x 3/12) ------------------------------------75

The accounting for discounted notes dishonored by the maker depends on the discounting transaction. If the note was discounted without recourse and recorded as a sale, no entry is required and no contingent liability exists to be removed.

If the note was discounted with recourse (the more likely case) and recorded as a sale, the payee pays the maturity value, including interest and any fee charged by the bank, and debits a special receivable account for the amount paid.

Assume that the note discounted by Cook Company and recorded as a sale is dishonored. The bank charges a Br. 15 fee (called a protest fee) for the additional task of notifying Cook Company on the default. Assuming footnote disclosure of the contingent liability, the entry upon notification by the bank is as follows:

After April 1,1993

Notes receivable past due (Accounts Receivable) ---------------3315

                     Cash -------------------------------------------------------------------3315

This amount is the maturity value plus bank fee. If the account method of disclosing the contingent liability were used, the entry would be the following:

After April 1, 1993

Notes receivable past due---------------------------3315

Notes receivable discounted ----------------------3000

                         Cash --------------------------------------------3315

                          Notes receivable -----------------------------3000

This entry removes the contingent liability and establishes the special receivable

Finally, assume that the note cook company discounted is recorded as a liability and is then dishonored. The entry to record the default, with the Br. 15 protest fee, is:

Notes receivable past due ---------------------------------3315

Liability on discounted notes receivable ---------------3000

Cash ----------------------------------------------------------3315

Notes receivable --------------------------------------------3000

If efforts to collect the past-due note fail, the accounting for the loss depends on whether note are included in the bad debt estimation process. If notes are included the account is closed against the allowance for doubtful accounts at its carrying value. If notes are not included, the direct write-off method is used. The note is credited for the carrying value and a loss is debited.

Check your progress – 4

1. Explain the term-dishonored note.

________________________________________________________________________________________________________.

12.6 valuation of notes receivable

As in the case of accounts receivable, the proper valuation of notes receivable and similar credit instruments is their current fair value (or present value) at the time of acquisition. Accountants can value notes receivable because their terms generally provide reliable evidence of the rights inherent in them. Except for question of collectibles, there is little uncertainty with respect to the amounts that will be received and the dates on which the amounts will be received.

Notes receivable, just as trade accounts receivable, may prove to be uncollectible. If a business enterprise uses notes as a regular credit medium and has a large volume outstanding the amounts of probable uncollectibles notes may be estimated, and an allowance for such notes established by procedures similar to those for accounts receivable.

Strictly speaking, there is no such thing as a non interest-bearing note, there are only notes that contain a stated provision for interest and notes that do not. The time value of money is present in any case, because the present value of a promise to pay a stated amount of cash on a fixed or determinable date is not as large as the amount to be paid at maturity. The so-called non interest-bearing note has a lower present value than its face amount by an amount equivalent to an interest charge. In contrast, if a note bears a fair rate of interest, its face amount and present value are the same on the date of issuance.

Example: Suppose that two promissory notes are received in connection with the sale of goods. In settlement of the first sale, customer W gives a one-year, 12% note, with a face amount of Br. 25,000. In settlement of the second sale, customer x gives a one-year note with a face amount of Br. 28,000 but with no interest provision specified in the note.

If accountants considered only the face amount of the notes, they might be tempted to record the two notes as follows:

                              Customer W                                                Customer X

Notes receivable --------------25,000                               Notes receivable ------28,000

             Sales ---------------------------25,000                                Sales ----------------28,000

A careful examination of the evidence indicates that the two promissory notes are identical, assuming that 12% is a reasonable annual rate of interest. Both customers have promised to pay Br. 28,000 at the end of one year, and both notes have a present value of Br. 25,000 (Br. 28,000 () 12 = Br. 25,000. A logical method of accounting is to record both notes at Br. 25,000 and to record interest of Br. 3000 as it is realized. Thus, the note receivable from customer X may be recorded at Br. 25,000 (the same as note form customer W), or preferable by use of a Discount on Notes Receivable ledger account (resulting in a carrying amount of Br. 25,000) as illustrated below:

Notes Receivable ------------------------------28,000

Discount on Notes Receivable ----------------------------3000

Sales --------------------------------------------------------28,000

The discount on notes receivable is amortized periodically as interest revenue, and any unamourtized balance at the end of an accounting period is deducted from Notes receivable in the balance sheet.

In practice, non interest-bearing short-term notes received from customers often are recorded at the outset at face amount (maturity value). The foregoing analysis shows that this procedure overstates assets and fails to recognize interest revenue. Although GAAPs require that notes be recorded at present value, trade notes and accounts receivable with customary trade terms not exceeding one year may be recorded at face amount.

When the amount of the unearned implicit interest is substantial, this procedure may result in a significant overstatement of assets, stockholder’s equity, and net income in the accounting period that the notes and accounts receivable are recorded.

Check your progress – 5

1. According to GAAP, at what amount should notes receivable be recorded?

_______________________________________________________________________________________________________________________.

12.7 presentation of notes receivable in the balance sheet

In the current asset section of the balance sheet, material amounts of notes receivables arising from written negotiable contracts that will be due within a year or operating cycle whichever is longer are reported.

Any discount or premium relating to notes receivable is reported in the balance sheet as s deduction from or as an addition to the face amount of the note. The description of notes receivable should include the effective interest rate.

Notes receivable that will not be collected within a year of the operating cycle are excluded from the current assets category.

12.8 summary

A note receivable is a written promise to pay specified amounts over a series of payment dates. Note receivable provides extended payment terms, more security than sales invoices and other commercial trade documents, a formal basis for charging interest and negotiability.

Note are classified as interest-bearing or non-interest bearing. Interest-bearing notes have a stated rate of interest, whereas non interest-bearing notes include the interest as part of their face amount instead of stating it explicitly. Notes receivable are recorded at the present value of the future cash inflows. There are three important categories in the accounting for notes receivable that have an unrealistic sated rate of interest. These categories are notes received solely for cash, notes received for cash, but with some right or privilege also being exchanged, and notes received in a non cash exchange of property, goods, or services.

Generating cash receipts from a note receivable before maturing can be accomplished by discounting the note at a bank. In most instances, the company discounting the note guarantees payment of the note to the bank at maturity. Thus, a company discounting note receivable under such an arrangement must disclose a contingent liability in its financial statements.

The presentation of notes receivables in the balance sheet includes the following considerations:

a) Segregate the different notes receivables that an enterprise possesses, if material

b) Insure that the valuation accounts are appropriately offset against the proper receivable accounts.

c) Disclose any loss contingencies that exist on the notes receivable.

12.9 answers to check your progress questions

1.notes receivable is a written promise to pay, representing an amount to be received by a business

2. i. The credit standing of the issuer

   ii. The terms of the note

  iii. The quality of collateral offered by the issuer

  iv. The general level of interest rate

3. i. Indorsor

   ii. Maker

   iii. Bank

4. Dishonored note-a note, which the maker fails to pay on the due date

5. At present value

12.10 model examination questions

I. True/False

__________ 1. The present value of a note is measured by the fair value of the property, goods, or services exchanged for the note or by an amount that reasonably approximates the market value of the note.

__________ 2. A discounted note receivable is an example of a loss contingency 

__________ 3. An imputed interest rate on a note receivable is the rate used by a bank when the note is discounted.

_________ 4. Notes receivable is more liquid than Accounts receivable

________ 5. The total proceeds of a promissory note, including principal and interest; at the maturity date is called maturity value.

II. Multiple Choice

_________ 1. On July 1, 1992, Lex Company, maker of Denbim clothing, sold goods in exchange for a Br. 100,00, eight-month, non interest-bearing note.

                        At the time of the sale, the market rate of interest was 12 percent on similar notes. What amount did Lex receive when it discounted the note at 10 percent on September 1, 1992.

A. Br. 97,000 B. Br. 96,900 C. Br. 95,000 D. Br. 94,000

_________ 2. EPPA, an environmental management firm, sold to Dumpo a Br. 10,000, 8 percent, five-year note that required five equal annual year-end payments. This note was discounted to yield a 9 percent rate to Dumpo. What is the total amount of interest revenue recognized by Dumpo on this note?

A. Br. 4,500 B. Br. 4000 C. Br. 2,781 D. Br. 2,523

_________ 3. Gray Co. sold Land to Cates for Br. 100,000 of Br. 400,000.

                       The fair value of the land at the date of sale was Br. 450,000.

                       Gray should value the note receivable at:

A. Br. 450,000 B. Br. 400,000 C. Br. 350,000 D. Br. 500,000

_________ 4. Right company discounted a Br. 1,000, 60-day. 6% note receivable dated July 1, 1993 at Dashen bank. The note was discounted on July 16,1993, at a bank discount rate of 8%, based on the maturity value of the note. The proceeds of the note to Right Company would be:

_________ 5. On December 31, 1990, ABC Company is a received two Br. 20,000 notes from customers in exchange for services rendered. On both notes, simple interest is computed on the outstanding principal balance at 3% and payable at maturity. The note from DOT Company is due in nine months, and the note from Rock Company is due in five years. The market interest rate for similar notes on December 31, 1990 was 8 percent. At what amounts should the two notes be reported in ABC Company’s December 31, 1990 balance sheet?

                                         DOT                                    Rock

A                                 Br. 18,868                               Br. 13,624

B                                 Br. 18,519                               Br. 15,653

C                                 Br. 20,000                               Br. 13,624

D                                Br. 20,000                                Br. 15,653

III. Exercise

1. On December 31, 1993, Girma Construction Company accepted a promissory note from Geray Enterprise for services rendered. The note has a face value of Br. 475,000, is due December 31,2000, and pays interest annually at a stated rate of 3%. Because their face value of the note and services are note readily determinable the parties agree that a 9% interest rate should be imputed as appropriate in the circumstances.

Required: compute the present value of the note and the discount

2. Lah company completed a major renovation contract and billed the customer Br. 56,000 on January 1, 1992. Cash of Br. 16,000 was collected and a 5% note was received for the remaining Br. 40,000, payable in three equal annual installments (including principal plus interest) each December 31. The going rate of interest for notes with comparable risk is 12%

Required: 1. Compute the amount of the annual payments

                  2. Compute the present value of the note

                 3. Prepare a schedule of collection

                 4. Give the entries on January 1, 1992, December 31, 1992, December 31, 

                     1993 and December 31, 1994

3. Wilma company sells large construction equipment. On January 1, 1990, the company sold Cather Company a machine at a quoted price of Br. 30,000. Wilma collected Br. 10,000 cash and received a Br. 20,000, two-year, 10 percent note (simple interest payable each December 31).

Required: 1.  Give Wilma’s required entries for the two years assuming an interest-bearing note, face value Br. 20,000

                   2. Give Wilma’s required entries for the two years assuming a non interest-bearing note, face value Br. 20,000

4. Fasica Zelek, a small size firm, has a critical cash problem related to collections from four customers: Bethel, Nathenael Gete, and Melekan. The transactions, in order of date, are given below. You will notice discounting, defaults and extensions, but everyone finally paid in full. Fasic Zelek Company’s annual accounting period end December 31

May 1. Received a Br. 16,000 80-day, 9 percent interest-bearing note from Bethel, a customer, in settlement of an account receivable for that amount.

June 1. Received a Br. 24,000, six-month, 9 percent interest-bearing Note from Natheanel, a customer, in settlement of an account receivable of that amount.

Aug. 1. Discounted (i.e. sold), with recourse, the Nathenael note at the bank at 10 percent. Record as a sale

Aug. 1. Bethel defaulted on the Br. 16,000 note

Sept. 1. Received a one-year, non interest-bearing note from Gate a customer, in settlement f a Br. 10,000 account receivable.

              The face of the note was Br. 10,800, and the imputed going rate of interest was 8 percent (use the net method).

Oct. 1. Recorded a Br. 40,000, 90-day note from Melkam, a customer. The note was in payment for goods Melkam purchased and was interest bearing at 15 percent.

Oct. 1. Collected the defaulted Bethel note plus accrued interest to September 30 (10 percent per annum on the total amount due for two months)

Dec. 1. Nathenael defaulted on the Br. 24,000 note. Fasic Zeleke Company paid the bank the total amount due plus a Br. 50 protest fee.

Dec. 30 Collected Melekam note in full

Dec. 30 Collected Nathenael note in full including additional interest on the full amount due at the legal rate of 10 percent since default date 

Dec. 31 Accrued interest on outstanding notes

Required: 1. Give Fasica Zeleke Company’s entry to record each of the above     

                       transactions 

                  2. Show how the outstanding notes at December 31 would be reported on the 

                       balance sheet

5. On July 1, 1992, Sosa Company sold a large machine that had a list price of Br. 36,000. 

The purchaser paid Br. 6000 cash and signed a three-year, Br. 30,000 note that specified a stated interest rate of 3 percent. Annual interest on the full amount of the principal is payable each June 30. The principal is payable on June 30, 2001. The market (going) rate of interest for this transaction is 10 percent.

Required: 1. Compute the present value of this note

                  2. Prepare a collection schedule for this note

                 3. Give all entries required through maturity date

12.11 glossary

1. Discounting: A method of selling notes receivable in which the bank deducts the interest from the maturity value of the note to determine the proceeds

2. Dishonored note: A promissory note that the maker cannot or will not pay at the maturity date

3. Maturity date: The date on which a note is to be paid

4. Interest-bearing note: A note that provides for the payment of interest for the period between the issuance date and the due date.

5. Maturity value: The total proceeds of a promissory note, including principal and interest, at the maturity date

6. Non-interest bearing note: A note that makes no provision for interest

7. Note receivable: Collective term for promissory notes held by the entity to whom payment is promised (payee)
a = future amount


P = present value


i = interest rate per period


n = number of compounding period
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