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Unit 1 – Financial Reporting: Conceptual
Framework
1.1 Objectives of financial reporting

Objectives of financial reporting
Financial reporting exists to give useful information to people making economic decisions about a
company. Investors deciding whether to buy stock, banks deciding whether to extend a loan, suppliers
deciding whether to offer credit: they all depend on the same set of financial statements to guide those
choices. The objectives outlined in the Conceptual Framework shape everything else you'll study in this
course, so understanding them well pays off throughout.

The three core objectives of financial reporting are:

• Provide decision-useful information to existing and potential investors, lenders, and other creditors for
making decisions about providing resources to the entity

• Help users assess future cash flows by evaluating the amounts, timing, and uncertainty of prospective
cash receipts from dividends, interest, or proceeds from the sale, redemption, or maturity of securities
or loans

• Report on economic resources and claims by providing information about the entity's economic
resources, claims against those resources, and how transactions and other events change them

Notice the emphasis on future cash flows. Financial statements report on the past, but the whole point is to
help users make forward-looking decisions. That connection between historical data and future predictions
is central to the framework.

Users of financial statements
The Conceptual Framework identifies primary users as existing and potential investors, lenders, and other
creditors. These are the people the standards are designed to serve, because they cannot demand
information directly from the entity and must rely on general-purpose financial reports.

That said, many other groups use financial statements too.

Internal users
• Management uses financial statements to make strategic decisions, monitor performance, and
allocate resources. (Management also has access to internal reports beyond what's published, so they
aren't considered primary users of general-purpose financial reports.)

• Employees may review financial statements to assess the stability and growth prospects of their
employer.

• Board of directors relies on financial statements for oversight and governance.

External users
• Investors (both equity and debt) evaluate profitability, financial health, and growth potential before
committing capital.
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• Creditors, including banks and suppliers, assess creditworthiness and the entity's ability to repay
loans or meet payment obligations.

• Regulators, such as the Securities and Exchange Commission (SEC), use financial statements to
enforce compliance with reporting requirements and protect investors.

• Competitors may analyze published financial statements to benchmark performance and identify
industry trends.

Qualitative characteristics
For financial information to be useful, it needs certain qualities. The Conceptual Framework splits these
into two tiers: fundamental characteristics (must-haves) and enhancing characteristics (nice-to-haves that
improve usefulness).

Fundamental characteristics
These two are non-negotiable. If information lacks either one, it isn't useful.

• Relevance means the information is capable of making a difference in a user's decision. Information is
relevant if it has predictive value (helps users forecast future outcomes), confirmatory value (confirms or
corrects prior expectations), or both. A sub-component of relevance is materiality: information is
material if omitting or misstating it could influence decisions. Materiality is entity-specific, depending on
the size and nature of the item in context.

• Faithful representation means the information accurately depicts the economic reality it claims to
represent. A faithful representation is complete (includes everything a user needs), neutral (free from
bias), and free from error (no errors in the process used to produce the information, though "free from
error" doesn't mean perfectly precise in every estimate).

Enhancing characteristics
These four qualities make already-relevant, faithfully-represented information even more useful:

• Comparability allows users to identify similarities and differences across entities or across periods
within the same entity. Consistency in accounting methods supports comparability, but comparability
and consistency aren't the same thing.

• Verifiability means that independent, knowledgeable observers could reach consensus that the
information is faithfully represented. Direct verification (e.g., counting cash) and indirect verification
(e.g., recalculating inventory using the same method and inputs) both count.

• Timeliness means getting information to decision-makers while it can still influence their decisions.
Older information is generally less useful, though some data retains relevance (for example, when
users need to identify trends).

• Understandability requires that information be classified, characterized, and presented clearly and
concisely. The standard assumes users have a reasonable knowledge of business and accounting and
are willing to study the information with reasonable diligence.

Assumptions in financial reporting
Two foundational assumptions underpin how financial statements are prepared. If either assumption
doesn't hold, the entire basis of preparation changes.
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Going concern assumption
The going concern assumption presumes the entity will continue operating for the foreseeable future,
typically at least 12 months from the reporting date. This assumption matters because it justifies:

• Using historical cost rather than liquidation values for assets

• Classifying assets and liabilities as current versus non-current

• Spreading costs over useful lives through depreciation and amortization

If management intends to liquidate or cease operations, or has no realistic alternative, the financial
statements must be prepared on a different basis (such as the liquidation basis), and that fact must be
disclosed.

Accrual basis assumption
Under accrual accounting, transactions and events are recognized when they occur, not when cash
changes hands. This means:

1. Revenue is recognized when earned (when the performance obligation is satisfied), regardless of
when payment is received.

2. Expenses are recognized when incurred, matched to the period they relate to.

The accrual basis gives a more accurate picture of financial performance than cash-basis accounting
because it captures economic activity in the period it actually happens. For example, if a company delivers
goods in December but collects payment in January, accrual accounting records the revenue in December,
reflecting when the economic event took place.

Constraints on financial reporting

Cost constraint
Providing financial information costs money: gathering data, auditing, preparing disclosures. The
Conceptual Framework acknowledges that these costs should not exceed the benefits the information
provides to users. Standard-setters consider this trade-off when deciding what to require, and preparers
consider it when deciding how much voluntary disclosure to provide.

Materiality
Materiality acts as a filter. Information is material if omitting or misstating it could reasonably be expected to
influence the decisions users make based on the financial statements. Two key points:

• Materiality depends on both the size and nature of the item, judged in the specific circumstances.

• Entities don't need to apply complex measurement or disclosure requirements to immaterial items,
since the cost would likely outweigh the benefit.

Materiality is entity-specific, so there's no universal dollar threshold. What's material for a small company
may be immaterial for a large one.

Elements of financial statements
The Conceptual Framework defines five elements that make up the financial statements. The first three
relate to the statement of financial position; the last two relate to financial performance.
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Assets, liabilities, and equity
• Asset: A present economic resource controlled by the entity as a result of past events. An economic
resource is a right that has the potential to produce economic benefits (e.g., cash, inventory, property,
plant, and equipment).

• Liability: A present obligation of the entity to transfer an economic resource as a result of past events
(e.g., accounts payable, loans, bonds payable).

• Equity: The residual interest in the entity's assets after deducting all liabilities. It represents the
owners' claim and includes items like common stock and retained earnings.

The relationship is captured by the accounting equation: 

Income and expenses
• Income includes both revenues and gains. Revenues arise from ordinary activities (sales revenue,
service revenue, interest income). Gains arise from other events (such as a gain on disposal of
equipment). Both represent increases in economic benefits.

• Expenses include both ordinary expenses and losses. Ordinary expenses arise from regular
operations (cost of goods sold, salaries, depreciation). Losses arise from other events (such as a loss
from a natural disaster). Both represent decreases in economic benefits.

The distinction between revenues/gains and expenses/losses matters for presentation: revenues and
ordinary expenses appear in operating sections, while gains and losses are typically reported separately.

Recognition and measurement

Recognition criteria
An item that meets the definition of a financial statement element is recognized (recorded in the financial
statements) when two conditions are met:

1. It is probable that future economic benefits will flow to or from the entity.

2. The item has a cost or value that can be measured reliably.

These criteria ensure the financial statements include only items that are both meaningful and measurable.

Measurement bases
Different measurement bases capture different aspects of an item's value. You should know these four:

• Historical cost records assets at the amount paid (or the fair value of consideration given) at
acquisition, and liabilities at the amount of proceeds received. This is the most commonly used basis
because it's objective and verifiable.

• Current cost (replacement cost) measures assets at what it would cost to acquire the same or
equivalent asset today, and liabilities at the undiscounted amount needed to settle the obligation
currently.

• Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. It's a market-based, exit-price
measure.
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• Value in use (for assets) and fulfillment value (for liabilities) measure the present value of future cash
flows the entity expects from using the asset or settling the liability. These are entity-specific measures,
unlike fair value which is market-based.

The choice of measurement basis depends on which provides the most relevant and faithfully represented
information for a given item.

Presentation and disclosure

Financial statement presentation
A complete set of financial statements includes:

1. Statement of financial position (balance sheet)

2. Statement of comprehensive income (or separate income statement and statement of
comprehensive income)

3. Statement of changes in equity

4. Statement of cash flows

5. Notes to the financial statements

Financial statements must be presented at least annually and include comparative information for the
preceding period. The statement of financial position should generally classify assets and liabilities as
current or non-current, unless a liquidity-based presentation provides more relevant information (as is
common for financial institutions).

Notes to financial statements
The notes are an integral part of the financial statements, not an afterthought. They provide:

• A summary of significant accounting policies (measurement bases used, revenue recognition
methods, etc.)

• Supporting detail for line items in the primary statements

• Additional disclosures required by standards or regulations, such as contingencies, related party
transactions, and subsequent events

Notes typically follow a systematic order, with general information (like accounting policies) appearing first,
followed by detailed disclosures grouped by related topics to enhance understandability.

1.2 Qualitative characteristics of accounting information

Relevance of Accounting Information
Accounting information needs to meet specific qualitative characteristics before it's actually useful for
decision-making. The IASB's Conceptual Framework organizes these into two fundamental characteristics
(relevance and faithful representation) and four enhancing characteristics (comparability, verifiability,
timeliness, and understandability). Understanding how these characteristics work together, and the
trade-offs between them, is central to this unit.

Relevance is one of the two fundamental qualitative characteristics. Information is relevant if it's capable of
making a difference in the decisions users make. That "capable of" phrasing matters: information doesn't
have to actually change someone's decision to be relevant. It just needs to have the potential to do so.
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Information is relevant when it has predictive value, confirmatory value, or both.

Predictive Value
Information has predictive value if users can use it as an input to predict future outcomes. A few things to
keep straight here:

• Predictive value doesn't mean the information itself is a prediction or forecast. It means users can use
it to form predictions.

• Historical data often has predictive value. For example, a company's revenue trend over the past five
years can help analysts forecast next year's earnings.

• Common applications include predicting future cash flows, earnings, and liquidity.

Confirmatory Value
Information has confirmatory value when it provides feedback about previous evaluations or assessments.
Think of it as a "check" on earlier expectations.

• If you predicted a company would grow revenue by 8%, and the actual results come in at 6%, that
actual figure has confirmatory value because it lets you update your prior assessment.

• The same piece of information can have both predictive and confirmatory value. Current-year earnings
confirm last year's forecast while also serving as an input for next year's projections.

• Confirmatory value also supports accountability and stewardship, helping users evaluate how well
management has used the entity's resources.

Materiality Considerations
Materiality is an entity-specific aspect of relevance. Information is material if omitting, misstating, or
obscuring it could reasonably be expected to influence the decisions of primary users.

There's no universal dollar threshold for materiality. It depends on the nature or magnitude of the item in
the context of that particular entity's financial report. A $50,000 error might be immaterial for a Fortune 500
company but highly material for a small business. Assessing materiality requires professional judgment
based on the surrounding circumstances.

Faithful Representation
The second fundamental qualitative characteristic is faithful representation. Financial information must
accurately depict the economic phenomena it claims to represent. A perfectly faithful representation has
three qualities:

• Complete — includes all information a user needs to understand what's being depicted

• Neutral — free from bias in selection or presentation

• Free from error — as accurate and precise as possible

In practice, perfection is rarely achievable. The goal is to maximize these three qualities to the extent
possible.
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Completeness of Information
A complete depiction includes all necessary descriptions and explanations for a user to understand the
phenomenon. This means disclosing things like related party transactions, contingencies, and subsequent
events where relevant. If important information is omitted, the depiction can become false or misleading.

Neutrality and Bias
A neutral depiction is one without bias in how financial information is selected or presented. Neutrality is
supported by prudence, which means exercising caution when making judgments under uncertainty.

Prudence does not mean systematically understating assets or overstating liabilities. It doesn't permit
deliberate overstatement or understatement in either direction. Biased financial reporting fails the neutrality
test and therefore cannot be a faithful representation.

Free from Error
"Free from error" doesn't mean perfectly accurate in every respect. Financial reporting relies heavily on
estimates (think: allowance for doubtful accounts, useful life of an asset). A representation can still be free
from error if:

1. The amount is clearly described as an estimate.

2. The nature and limitations of the estimating process are explained.

3. No errors were made in selecting and applying the estimation process.

Enhancing Qualitative Characteristics
The four enhancing characteristics improve the usefulness of information that already meets the two
fundamental tests (relevance and faithful representation). They cannot, however, make irrelevant
information relevant or turn an unfaithful representation into a faithful one.

Comparability vs. Consistency
Comparability enables users to identify and understand similarities and differences between items across
entities, reporting periods, or industries. It's the goal.

Consistency refers to using the same accounting methods for the same items, either period to period within
one entity or across entities in a single period. Consistency is a means to achieving comparability, but it's
not sufficient on its own.

Comparability ≠ uniformity. Like things should look alike, and different things should look different.
Consistency should not be maintained at the expense of adopting better accounting methods. When
policies differ across entities, disclosure of those policies is essential for comparability.

Verifiability of Information
Verifiability means that different knowledgeable and independent observers could reach consensus that a
depiction is a faithful representation. There are two types:

• Direct verification — observing the item itself (e.g., counting cash on hand)

• Indirect verification — checking the inputs and recalculating the outputs using the same methodology
(e.g., verifying an inventory balance by checking inputs to a cost-flow model)
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Not all relevant information can be fully verified. Management estimates, for instance, involve significant
judgment. In those cases, disclosing the assumptions used helps users assess reliability.

Timeliness of Reporting
Timeliness means information is available to decision-makers early enough to influence their decisions.
Generally, older information is less useful, especially for fast-moving data like stock prices or interest rates.

That said, some information stays timely well beyond the reporting period. Users analyzing long-term
trends or making industry comparisons may find historical data valuable for extended periods.

Understandability for Users
Information is understandable when it's classified, characterized, and presented clearly and concisely.
Financial reports are prepared for users who have a reasonable knowledge of business and economic
activities and who review the information with reasonable diligence.

Some economic phenomena are inherently complex. The solution is not to exclude that information. Doing
so would make reports incomplete and potentially misleading. Instead, the reporting should present
complex items as clearly as possible, with appropriate explanations.

Cost vs. Benefit Constraints
The Conceptual Framework recognizes a pervasive constraint: the benefits of reporting particular
information should justify the costs of providing and using it.

Cost of Providing Information
Costs fall on multiple parties and take several forms:

• Preparers bear costs of data collection, processing, verification, and dissemination

• Users incur costs of analysis and interpretation

• Entities may face audit fees, potential litigation costs, and competitive harm from disclosing proprietary
information

Benefits to Decision-Makers
Benefits are broad and often extend beyond the individual entity:

• Improved decision-making by investors, lenders, and other capital providers

• More efficient functioning of capital markets overall

• Better accountability, helping users evaluate management's stewardship

Assessing costs and benefits precisely is difficult because individual entities and users generally can't
capture all the benefits that flow to the broader market. Standard-setters still must weigh these factors
when setting reporting requirements.

Trade-offs Between Characteristics
In practice, maximizing every qualitative characteristic simultaneously isn't always possible. Accountants
and standard-setters must sometimes accept trade-offs, with the overriding goal of best satisfying users'
information needs.
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Relevance vs. Faithful Representation
Financial information must be both relevant and faithfully represented to be useful. Neither a faithful
representation of an irrelevant phenomenon nor an unfaithful representation of a relevant one helps users
make good decisions.

Tension arises in situations like fair value measurement: fair value may be highly relevant, but if the
estimate relies on unobservable inputs, faithful representation becomes harder to achieve. Resolving this
requires judgment about which approach best serves users.

Timeliness vs. Completeness
Delaying a report to gather more complete information improves faithful representation but risks losing
relevance. If users have already made their decisions by the time the report is issued, even perfectly
reliable information has limited value.

The aim is to strike a balance: report soon enough to be useful, but not so hastily that the information is
incomplete or misleading.

Comparability vs. Consistency
Consistency supports comparability, but it shouldn't prevent an entity from adopting improved accounting
policies or methods. When a change is made, adequate disclosure of the change and its effects helps
maintain comparability despite the break in consistency.

1.3 Elements of financial statements

Components of Financial Statements
Financial statements give a structured picture of an entity's financial position, performance, and cash flows.
The complete set includes:

• Balance sheet (statement of financial position)

• Income statement (statement of profit or loss)

• Statement of cash flows

• Statement of changes in equity

• Notes to the financial statements

These statements work together as an integrated package. Changes on one statement ripple through the
others. The notes provide additional detail and explanations that help users interpret the numbers in the
primary statements.

Balance Sheet Elements
The balance sheet captures a snapshot of what the entity owns, owes, and the residual interest of owners
at a specific point in time. It's built on the fundamental accounting equation: Assets = Liabilities + Equity.

Assets
An asset is a resource controlled by the entity as a result of past events, from which future economic
benefits are expected to flow to the entity. Both parts of that definition matter: there must be a past event
giving the entity control, and the resource must be expected to generate future benefits.
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Assets are classified as:

• Current assets: expected to be realized, sold, or consumed within one year or the entity's normal
operating cycle (e.g., cash, accounts receivable, inventory)

• Non-current assets: everything else (e.g., property, plant, and equipment; intangible assets like
patents and trademarks)

Liabilities
A liability is a present obligation of the entity arising from past events, the settlement of which is expected
to result in an outflow of resources embodying economic benefits. Again, two conditions: there's a past
event that created the obligation, and settling it will cost the entity resources.

Liabilities are classified as:

• Current liabilities: expected to be settled within one year or the normal operating cycle (e.g., accounts
payable, short-term borrowings)

• Non-current liabilities: obligations extending beyond that period (e.g., long-term debt, provisions for
warranties or legal claims)

Equity
Equity is the residual interest in the assets of the entity after deducting all its liabilities. Think of it as what's
left over for the owners once all obligations are paid.

Key components include:

• Contributed capital: amounts invested by owners (common stock, additional paid-in capital)

• Retained earnings: accumulated profits or losses that haven't been distributed to owners

Income Statement Elements
The income statement reports financial performance over a period of time, unlike the balance sheet's
point-in-time snapshot. It captures how equity changed through the entity's operations.

Revenues
Revenues are inflows or enhancements of assets (or decreases in liabilities) that result in increases in
equity, other than contributions from owners. They arise from the entity's ongoing major or central
operations.

Examples: sales revenue, service revenue, interest income, dividend income.

Expenses
Expenses are outflows or depletions of assets (or incurrences of liabilities) that result in decreases in
equity, other than distributions to owners. Like revenues, they arise from the entity's ongoing central
operations.

Examples: cost of goods sold, salaries and wages, depreciation, interest expense.
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Gains vs. Losses
The distinction between revenues/expenses and gains/losses comes down to whether the activity is central
to the business or peripheral:

• Gains are increases in equity from peripheral or incidental transactions (not revenues, not owner
contributions). For example, a gain on the sale of a piece of equipment or a foreign exchange gain.

• Losses are decreases in equity from peripheral or incidental transactions (not expenses, not
distributions to owners). For example, a loss on disposal of a non-current asset or an impairment loss.

This distinction matters because it helps users separate the results of core operations from one-off events.

Statement of Cash Flows Elements
The statement of cash flows explains how cash moved in and out of the entity during the period. It
organizes cash flows into three categories.

Operating Activities
These are the principal revenue-producing activities of the entity. Operating activities capture the cash
effects of transactions that hit the income statement.

• Cash inflows: receipts from selling goods and services, receipts of interest and dividends

• Cash outflows: payments to suppliers, payments to employees, payments for other operating
expenses

Investing Activities
These involve the acquisition and disposal of long-term assets and other investments not classified as
cash equivalents.

• Cash inflows: proceeds from selling property, plant, and equipment; proceeds from selling
investments

• Cash outflows: payments to acquire property, plant, and equipment; payments to acquire investments

Financing Activities
These are activities that change the size and composition of the entity's equity and borrowings.

• Cash inflows: proceeds from issuing shares or other equity instruments; proceeds from borrowings

• Cash outflows: payments to repurchase the entity's shares; repayments of borrowings; dividends paid

Statement of Changes in Equity
This statement explains why equity changed during the period. Two broad categories drive those changes:

Transactions with Owners
These are contributions from and distributions to owners acting in their capacity as owners. Examples
include issuing new shares, paying dividends, and share buybacks.
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Comprehensive Income
Comprehensive income captures all changes in equity during a period except transactions with owners. It
has two components:

• Profit or loss (net income): the bottom line from the income statement

• Other comprehensive income (OCI): items that bypass the income statement but still affect equity.
Examples include foreign currency translation differences, unrealized gains and losses on certain
financial assets, and the effective portion of gains and losses on cash flow hedging instruments.

Notes to Financial Statements
The notes aren't just an afterthought. They contain critical information that the face of the financial
statements can't fully convey.

Accounting Policies
These are the specific principles, bases, conventions, and practices the entity applied in preparing its
financial statements. The notes disclose the measurement basis used (e.g., historical cost, fair value) and
any other policies relevant to understanding the reported numbers.

Additional Disclosures
These provide information not presented elsewhere in the financial statements but necessary for a
complete understanding. Examples include contingent liabilities (possible obligations whose outcome is
uncertain), commitments (contractual obligations not yet recognized), and segment information
(breakdowns by business line or geography).

Interrelationships Between Statements

Articulation
The financial statements are designed to articulate with each other. Articulation means that the statements
are mathematically linked:

• Net income from the income statement flows into retained earnings on the balance sheet.

• Retained earnings is a component of equity on the balance sheet.

• The statement of changes in equity reconciles opening and closing equity balances.

• The statement of cash flows explains the change in the cash balance reported on the balance sheet.

Reconciliation of Net Income to Cash Flows
Under the indirect method, the operating activities section of the cash flow statement starts with net income
and adjusts it to arrive at cash from operations. The adjustments fall into two groups:

1. Non-cash items: Add back expenses that didn't use cash (depreciation, amortization) and remove
gains or add back losses on asset sales (since those cash effects belong in investing activities).

2. Changes in working capital: Adjust for timing differences between when revenues/expenses are
recognized and when cash actually moves. For instance, an increase in accounts receivable means
revenue was recognized but cash wasn't collected yet, so you subtract it.
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Limitations of Financial Statements

Historical Cost Basis
Many assets and liabilities are recorded at their historical cost rather than current market value. A building
purchased 20 years ago may appear on the balance sheet at a fraction of its market value. This can lead to
understated (or occasionally overstated) asset and liability balances that don't reflect economic reality.

Estimates and Judgments
Preparing financial statements requires management to make estimates and apply judgment. These affect
reported amounts across the statements. Examples include estimated useful lives of depreciable assets,
allowances for doubtful accounts, and provisions for warranties or legal claims. Different estimates can
produce materially different results, which is why the notes disclose significant judgments.

Omitted Items
Some economically valuable resources are difficult to measure reliably and therefore don't appear on the
balance sheet. Internally generated intangible assets like brand value, customer loyalty, and human capital
can be significant drivers of an entity's worth, yet they go unrecognized. This means the financial
statements may systematically understate the total value of certain entities, particularly knowledge-based
or brand-driven businesses.

1.4 Recognition and measurement concepts

Recognition and measurement principles
Recognition and measurement concepts determine when items get recorded in financial statements and
how they get valued once they're there. These two questions sit at the core of financial accounting: if you
can't answer them consistently, financial statements lose their meaning. This section covers the criteria for
recognition, the different measurement bases available, impairment, revenue and expense recognition,
and the role of materiality.

Recognition criteria
Before any item appears in the financial statements, it must meet two criteria simultaneously.

Probable future economic benefits
The item must have a probable likelihood of generating future economic benefits for the entity. Those
benefits could take the form of cash inflows, cost savings, or the ability to settle liabilities.

• Probability is assessed using available evidence and professional judgment at the time of recognition.

• A piece of inventory you expect to sell generates future cash inflows. A new machine that cuts
production costs generates future savings. Both satisfy this criterion.

Reliable measurement of cost or value
The cost or value of the item must be measurable with sufficient reliability and objectivity.

• Measurement should rest on verifiable data: invoices, contracts, market prices.
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• Estimates are acceptable when precise measurement isn't possible, but they must be reasonable and
grounded in the best available information.

If either criterion isn't met, the item stays off the financial statements (though it may still require note
disclosure).

Initial measurement
Once an item qualifies for recognition, you need a measurement basis for the first entry.

Historical cost basis
• Assets are recorded at acquisition cost, which includes the purchase price plus any directly
attributable costs (shipping, installation, transaction fees).

• Liabilities are recorded at the amount of the obligation incurred or the fair value of the consideration
received.

• Historical cost is reliable and objective because it's based on an actual transaction that already
happened.

Fair value basis
• Fair value is the price that would be received to sell an asset (or paid to transfer a liability) in an
orderly transaction between market participants at the measurement date.

• Certain items require or permit fair value at initial recognition: financial instruments, investment
properties, assets acquired in business combinations, and share-based payments are common
examples.

• Fair value gives a more current picture, but it may rely on estimates and assumptions, especially when
active market prices aren't available.

Subsequent measurement
After initial recognition, you choose how to carry the asset going forward. Two main models exist.

Cost model
• The asset is carried at historical cost less accumulated depreciation/amortization and any
accumulated impairment losses.

• Depreciation or amortization is allocated systematically over the asset's useful life to reflect the pattern
in which economic benefits are consumed.

• This model is straightforward and produces consistent results over time.

Revaluation model
• Available for certain asset classes (property, plant, and equipment; some intangible assets), this
model carries the asset at fair value less any subsequent accumulated depreciation/amortization and
impairment losses.

• Revaluations must be performed with enough regularity that the carrying amount doesn't differ
materially from fair value at the reporting date.
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• Revaluation increases go to other comprehensive income and accumulate in equity as a revaluation
surplus. Revaluation decreases are recognized in profit or loss, unless they reverse a previous surplus
on the same asset.

Once you elect the revaluation model for a class of assets, you must apply it to the entire class, not
cherry-pick individual assets.

Value in use vs. fair value less costs to sell
These two measures matter most during impairment testing. The recoverable amount of an asset is the
higher of the two.

• Value in use: the present value of estimated future cash flows from the asset's continuing use and
eventual disposal. You discount those cash flows using a pre-tax rate that reflects current market
assessments of the time value of money and the risks specific to the asset.

• Fair value less costs to sell: the price you'd receive in an orderly market transaction, minus the
incremental costs directly attributable to disposal (legal fees, removal costs, etc.).

You compare the recoverable amount to the carrying amount. If the carrying amount is higher, you have an
impairment.

Impairment of assets

Identifying impairment indicators
At each reporting date, assess whether any indicators suggest an asset may be impaired. Common
indicators include:

• Significant decline in market value

• Adverse changes in technology, markets, or the legal/economic environment

• Evidence of physical damage or obsolescence

• Internal evidence that the asset's performance is worse than expected

If indicators are present, you must estimate the recoverable amount.

Measuring recoverable amount
1. Estimate the asset's value in use by projecting future cash flows and discounting them at an
appropriate rate.

2. Determine the asset's fair value less costs to sell using market prices or valuation techniques.

3. Take the higher of the two figures. That's the recoverable amount.

Recognizing impairment losses
1. Compare the recoverable amount to the asset's carrying amount.

2. If the carrying amount exceeds the recoverable amount, recognize an impairment loss equal to the
difference in profit or loss.

3. Reduce the carrying amount to the recoverable amount.
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4. Adjust future depreciation/amortization to reflect the new carrying amount over the remaining useful
life.

Reversals of impairment losses are permitted if circumstances change, but the reversed amount can't push
the carrying amount above what it would have been (net of depreciation) had no impairment been
recognized.

Derecognition of assets

Disposal or retirement of assets
When an asset is sold, scrapped, or otherwise disposed of, it's removed from the financial statements. The
gain or loss on disposal equals:

This gain or loss is recognized in profit or loss.

Derecognition criteria and timing
• An asset is derecognized when the entity loses control over it. For most tangible assets, this happens
when the significant risks and rewards of ownership transfer to the buyer.

• For financial assets, derecognition criteria are more specific and may depend on the expiration of
contractual rights or the transfer of substantially all risks and rewards.

• Timing should reflect the substance of the transaction, not just its legal form. If you've signed a sale
agreement but still bear the risks of ownership, you haven't truly transferred control yet.

Revenue recognition
Revenue recognition follows a five-step model (per IFRS 15 / ASC 606).

Performance obligations
• A performance obligation is a distinct promise to transfer a good or service to a customer. It can be
explicitly stated in the contract or implied by customary business practices.

• Performance obligations are identified at contract inception.

• They can be satisfied at a point in time (delivering a product) or over time (providing consulting
services across several months).

Transaction price allocation
1. Determine the transaction price: the total consideration the entity expects to receive, including
variable consideration, discounts, and non-cash consideration.

2. Identify each performance obligation in the contract.

3. Allocate the transaction price to each obligation based on relative standalone selling prices.

Standalone selling prices can be estimated using: - Observable prices (what you charge when selling that
good or service separately) - Adjusted market assessment approach - Expected cost plus a margin
approach
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Timing of revenue recognition
• Point in time: Revenue is recognized when control transfers to the customer, typically upon delivery or
customer acceptance.

• Over time: Revenue is recognized progressively as the obligation is satisfied. Progress can be
measured using input methods (e.g., costs incurred relative to total expected costs) or output methods
(e.g., units delivered, milestones reached).

The key question is always: has control of the good or service passed to the customer?

Expense recognition

Matching principle
Expenses are recognized in the same period as the revenues they help generate. This ensures a proper
matching of costs and benefits.

• Direct association: Costs directly tied to specific revenues (cost of goods sold, sales commissions) are
expensed when the corresponding revenue is recognized.

• Systematic allocation: Costs with longer-term benefits (buildings, equipment, patents) are capitalized
and then expensed over their useful lives through depreciation or amortization.

• Immediate recognition: Costs that don't meet capitalization criteria are expensed in the period
incurred.

Immediate expensing vs. capitalization
The decision hinges on whether the cost creates a future economic benefit beyond the current period.

• Expense immediately: office supplies, utilities, routine repairs. These provide no measurable benefit
beyond the current period.

• Capitalize: equipment purchases, software development costs, building improvements. These
generate benefits over multiple periods and are expensed gradually through depreciation or
amortization.

• Materiality also plays a role. A $15 stapler technically has a multi-year life, but capitalizing it would be
pointless given its insignificance.

Accrual basis vs. cash basis accounting
Under accrual accounting, transactions are recorded when they occur, regardless of when cash changes
hands. Revenues are recognized when earned; expenses are recognized when incurred.

Under cash basis accounting, transactions are recorded only when cash is received or paid.

The conceptual framework requires accrual accounting because it matches revenues and expenses to the
periods in which they actually arise, giving a more faithful picture of financial performance.

Cash basis can distort results. For example, if you deliver goods in December but collect payment in
January, cash basis would show zero revenue in December and full revenue in January, even though the
economic event happened in December.
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Materiality concept in recognition and measurement
Materiality acts as a filter: information is material if omitting or misstating it could reasonably influence the
economic decisions of financial statement users.

• Materiality is entity-specific and depends on the size, nature, and context of the item relative to the
financial statements as a whole.

• It's a matter of professional judgment, not a fixed percentage or dollar threshold.

• Materiality applies to both recognition/measurement decisions and the level of disclosure in the notes.
An immaterial error in measurement might not require correction, but a pattern of immaterial errors that
collectively become significant would.

1.5 Assumptions underlying financial reporting

Objectives of Financial Reporting
Financial reporting rests on a set of foundational assumptions that determine how companies record
transactions and present their results. Before diving into those assumptions, you need to understand why
financial reporting exists and who it serves, because the assumptions only make sense in that context.

The objectives of financial reporting, as outlined in the FASB's Conceptual Framework, are to:

• Provide decision-useful information to investors, creditors, and other users so they can make informed
resource allocation decisions (Should I buy this stock? Should I lend to this company?)

• Help users assess prospective cash flows by giving them information about the amounts, timing, and
uncertainty of an entity's future cash inflows and outflows

• Report on economic resources and claims against those resources, along with changes in both over
time

These objectives drive every standard and assumption that follows. If a piece of information doesn't help
users make better decisions, it doesn't belong in the financial statements.

Users of Financial Statements
Different groups rely on financial statements for different reasons:

• Investors use them to decide whether to buy, hold, or sell equity securities. They care about
profitability, growth trends, and risk.

• Creditors (banks, bondholders) evaluate whether an entity can repay its debts. They focus on liquidity,
solvency, and cash flow adequacy.

• Management uses financial reports for internal decision-making and performance evaluation, though
management also has access to internal data that external users do not.

• Regulatory agencies like the SEC oversee financial reporting to protect investors and maintain orderly
securities markets.

• Customers and suppliers may assess an entity's financial health before entering into long-term
contracts or supply agreements.

The Conceptual Framework primarily targets external users with limited access to internal data, especially
investors and creditors. That's the audience the assumptions and qualitative characteristics are designed
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to serve.

Fundamental Qualities of Useful Information
For financial information to be decision-useful, it must possess two fundamental qualitative characteristics:
relevance and faithful representation. Both must be present. Information that is relevant but unreliable, or
reliable but irrelevant, fails to meet the standard.

Relevance
Relevant information is capable of making a difference in a user's decision. It does this through two
channels:

• Predictive value: It helps users forecast future outcomes. For example, a company's current revenue
trend helps investors predict future cash flows.

• Confirmatory value: It provides feedback about prior evaluations. If you predicted a company would
grow 10% and it grew 8%, that confirmed revenue figure has confirmatory value.

Information doesn't have to be a prediction itself to have predictive value. Current-year earnings, for
instance, can serve as a base for forecasting next year's performance.

Materiality is a component of relevance. Information is material if omitting or misstating it could influence
the decisions users make. Materiality is entity-specific: a  error might be material for a small
business but immaterial for a Fortune 500 company. There's no universal dollar threshold.

Faithful Representation
Faithfully represented information depicts economic reality as accurately as possible. It has three
components:

• Completeness: All information necessary for a user to understand the depicted phenomenon is
included, such as descriptions, explanations, and relevant figures.

• Neutrality: Information is selected and presented without bias intended to produce a predetermined
result. Neutral doesn't mean "no impact." It means the preparer isn't steering the user toward a
particular conclusion.

• Free from error: No errors or omissions exist in the description of the phenomenon or in the process
used to produce the reported information. This doesn't require perfection, but it does require that
estimates are clearly described as estimates and that the process is applied correctly.

Enhancing Qualities of Useful Information
Once information meets the two fundamental qualities, four enhancing qualities make it even more useful.

Comparability and Consistency
Comparability enables users to identify similarities and differences across entities or across time periods
for the same entity. You can't evaluate Company A's performance against Company B's unless their
financial statements are comparable.

Consistency is the tool that achieves comparability. It means using the same accounting methods for the
same items from period to period (or across entities in a single period). For example, if a company uses
FIFO for inventory valuation in Year 1, switching to LIFO in Year 2 without disclosure would undermine
comparability.
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Comparability is the goal. Consistency is the means to achieve it.

Verifiability
Verifiability gives users assurance that information faithfully represents what it claims to represent. There
are two types:

• Direct verification: The amount can be directly observed. Counting cash in a register is direct
verification of the cash balance.

• Indirect verification: You check the inputs and methodology used to arrive at a number. Recalculating
depreciation expense by verifying the cost, useful life, and method used is indirect verification.

Timeliness
Timeliness means information is available to decision-makers before it loses its capacity to influence
decisions. Last quarter's earnings released today are useful; last quarter's earnings released two years
from now are not.

There's a natural tension here: faster reporting may sacrifice accuracy, while waiting for perfect information
may make it stale. Preparers must balance timeliness against reliability.

Understandability
Understandable information is classified, characterized, and presented clearly and concisely. The
Conceptual Framework assumes users have a reasonable knowledge of business, economic activities,
and accounting, and that they review the information with reasonable diligence.

This doesn't mean complex information should be excluded just because some users might find it difficult.
If it's relevant and faithfully represented, it belongs in the statements, even if it requires effort to
understand.

Underlying Assumptions
These four assumptions form the foundation on which all financial reporting is built. Without them, the
accounting rules you'll study throughout this course wouldn't work.

Going Concern Assumption
The going concern assumption presumes that an entity will continue operating for the foreseeable future,
generally interpreted as at least 12 months from the date of the financial statements. The entity is not
expected to liquidate or significantly curtail its operations.

Why this matters: if a company is assumed to be continuing, it makes sense to record assets at historical
cost and spread expenses like depreciation over multiple periods. If the company were about to shut down,
you'd instead report assets at their liquidation values, which are often much lower.

When there is substantial doubt about an entity's ability to continue as a going concern, that doubt must be
disclosed. Auditors specifically evaluate this assumption during every audit engagement.

Time Period Assumption
The time period assumption holds that an entity's economic activities can be divided into distinct, artificial
time intervals for reporting purposes. Without this assumption, you'd have to wait until a company ceased
operations to measure its lifetime profit, which would be useless to current decision-makers.
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Common reporting periods include:

• Monthly (internal management reports)

• Quarterly (SEC-required interim reports for public companies, filed as 10-Qs)

• Annually (the standard full reporting cycle, filed as 10-Ks)

This assumption creates the need for accrual accounting. Because you're cutting continuous business
activity into artificial periods, you need rules for deciding which revenues and expenses belong in which
period. That's where recognition and matching principles come in (covered in later units).

A company's fiscal year doesn't have to follow the calendar year. Many retailers use a fiscal year ending
January 31 so that the holiday season's results are fully captured in one reporting period.

Monetary Unit Assumption
The monetary unit assumption requires that all transactions be recorded in a single, stable currency (for
U.S. companies, the U.S. dollar).

This assumption has two important implications:

• Only events that can be expressed in monetary terms are recorded. Employee morale, brand
reputation, and management quality don't appear on the balance sheet because they can't be reliably
measured in dollars.

• The assumption ignores the effects of inflation. A building purchased for  in 1990 is still
recorded at that historical cost (less accumulated depreciation), even though its purchasing-power
equivalent today would be significantly higher. During periods of high inflation, this can distort the
usefulness of financial statements.

Economic Entity Assumption
The economic entity assumption requires that the activities of an entity be kept separate from the activities
of its owners and from any other business entity.

For a sole proprietorship, this means the owner's personal mortgage payment is not recorded as a
business expense, even though the owner and the business are legally the same person. For a
corporation, this means the personal transactions of shareholders are completely excluded from the
company's books.

This assumption also applies to parent-subsidiary relationships. A parent company and its subsidiaries are
separate economic entities that maintain separate records, even though they may prepare consolidated
financial statements as a group.

Constraints and Limitations

Cost Constraint
The cost constraint (sometimes called the cost-benefit constraint) recognizes that financial reporting isn't
free. The benefits of reporting a particular piece of information should justify the costs of providing it.

Costs fall on both sides:

• Preparers bear costs of collecting, processing, verifying, auditing, and disseminating information.

• Users bear costs of analyzing and interpreting that information.
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The challenge is that costs are often easier to quantify than benefits. The FASB considers this constraint
when setting new standards, weighing whether the incremental information value justifies the compliance
burden on reporting entities.

Materiality
Materiality acts as a filter throughout the entire reporting process. Information is material if omitting or
misstating it could influence the decisions of financial statement users.

Materiality depends on both the nature and magnitude of the item, judged in the context of a specific
entity's financial report. A  related-party transaction might be material because of its nature (it
reveals a potential conflict of interest), even if the dollar amount is small relative to total revenue.

Materiality is entity-specific. There is no single percentage or dollar threshold that applies universally.

Qualitative Characteristics: Trade-offs
In practice, the qualitative characteristics sometimes conflict with each other, and preparers must exercise
professional judgment to strike the right balance.

The most common trade-off is timeliness versus verifiability. Releasing financial information quickly
(timeliness) may mean relying on estimates that haven't been fully verified. Waiting for complete
verification improves reliability but reduces timeliness. Quarterly reports, for example, rely more heavily on
estimates than annual reports do.

Similarly, relevance and faithful representation can pull in different directions. Fair value measurements of
certain assets may be highly relevant to investors, but if the inputs are based on unobservable
assumptions, the faithful representation of those numbers may be questionable.

The goal is not to maximize any single characteristic but to achieve an appropriate balance that best
serves the objective of providing decision-useful information. No formula exists for this; it requires
judgment based on the specific facts and circumstances.
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Unit 2 – Income Statement & Revenue
Recognition
2.1 Revenue recognition principles

Revenue recognition fundamentals
Revenue recognition determines when and how much revenue a company records in its financial
statements. Getting this right is essential because revenue is often the single largest line item on the
income statement, and it directly drives reported profitability. Misstating revenue, whether too early or too
late, can trigger restatements, regulatory action, and loss of investor confidence.

The governing standard for most entities is ASC 606 (U.S. GAAP) and IFRS 15 (international), both built
around a unified five-step model. This section covers the core principles, recognition criteria, common
methods, and the challenges you're most likely to encounter on exams and in practice.

Definition of revenue
Revenue is the gross inflow of economic benefits from an entity's ordinary operating activities, such as
selling goods or rendering services. More precisely, it represents the transfer of promised goods or
services to customers in an amount reflecting the consideration the entity expects to be entitled to receive.

Revenue excludes amounts collected on behalf of third parties. Sales taxes and value-added taxes, for
example, flow through the entity but are not its revenue.

Importance of revenue recognition
• Revenue recognition controls the timing and amount of revenue on the income statement, which
directly affects net income.

• Consistent recognition allows meaningful comparability across periods and between companies.

• Improper recognition is one of the most common causes of financial restatements. The SEC has
historically flagged revenue manipulation as a top enforcement concern.

Objectives of revenue recognition
• Recognize revenue only when it is earned and realized or realizable, meaning the entity has
substantially fulfilled its performance obligations and collection is probable.

• Match revenue with the costs incurred to generate it, so profitability figures are meaningful.

• Provide financial statement users with relevant, reliable, and transparent information about the nature,
amount, timing, and uncertainty of revenue and related cash flows.

Revenue recognition criteria
These are the conditions that must be satisfied before revenue hits the financial statements. Under ASC
606, they center on the transfer of control (not just risks and rewards) of promised goods or services to the
customer.



Fiveable archived study guides Page 25

Transfer of risks and rewards
Under legacy guidance (pre-ASC 606), the key trigger was whether significant risks and rewards of
ownership had passed from seller to buyer. This typically happened when the buyer took physical
possession or the seller completed the service.

ASC 606 shifted the focus to transfer of control, which is a broader concept. Control transfers when the
customer can direct the use of, and obtain substantially all remaining benefits from, the asset. The
risks-and-rewards idea still matters as an indicator of control, but it's no longer the sole criterion.

Collection reasonability
Revenue can only be recognized when it is probable that the entity will collect the consideration it's entitled
to. You assess this at contract inception by looking at the customer's ability and intention to pay,
considering credit risk and payment history.

If collection isn't probable, you don't have a valid contract under ASC 606's Step 1. Revenue is deferred
until either payment is received or circumstances change enough to make collection probable.

Reliable measurement of revenue
Revenue is measured at the fair value of the consideration received or receivable, adjusted for discounts,
rebates, returns, and other incentives. The amount must be determinable with reasonable certainty.

When the transaction price includes variable consideration (volume discounts, performance bonuses,
penalties), the entity estimates the amount using either the expected value method or the most likely
amount method, subject to a constraint that prevents recognizing revenue that will probably be reversed
later.

Costs incurred vs. estimated
Revenue recognition should account for costs already incurred and estimated future costs needed to
complete the performance obligations. If those costs can't be reliably measured, recognition may need to
be deferred.

This ties directly to the matching principle: recognizing revenue without the associated costs overstates
profitability in the current period and understates it later.

Revenue recognition methods
The method you use depends on how control transfers to the customer. The fundamental split is between
recognizing revenue at a point in time and recognizing it over time.

Point in time method
Revenue is recognized at a single moment when the performance obligation is satisfied and control passes
to the customer. This is the default unless one of the over-time criteria is met.

Common indicators that control has transferred at a point in time:

• The entity has a present right to payment

• The customer has legal title

• Physical possession has transferred
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• The customer has accepted the asset

• The customer bears the significant risks and rewards of ownership

Typical uses: Retail sales (revenue at the register), e-commerce (revenue upon delivery), wholesale
distribution (revenue upon shipment or delivery, depending on shipping terms).

Over time method
Revenue is recognized progressively as the entity satisfies the performance obligation. ASC 606 requires
over-time recognition when any one of these three criteria is met:

1. The customer simultaneously receives and consumes the benefits as the entity performs (e.g.,
cleaning services, routine maintenance).

2. The entity's performance creates or enhances an asset that the customer controls as it's being built
(e.g., construction on the customer's land).

3. The entity's performance does not create an asset with alternative use to the entity, and the entity
has an enforceable right to payment for performance completed to date (e.g., custom manufacturing).

Progress toward completion is measured using either an input method (e.g., costs incurred relative to total
expected costs) or an output method (e.g., units delivered, milestones reached).

Percentage of completion method
This is a specific input-based application of the over-time method, widely used in construction and
engineering. Here's how it works:

1. Estimate total contract costs.

2. Calculate the percentage complete: 

3. Multiply total expected revenue by that percentage to get cumulative revenue to date.

4. Subtract revenue recognized in prior periods to get current-period revenue.

Example: A contractor has a  fixed-price contract. Estimated total costs are . If
 in costs have been incurred, the project is 25% complete, and  of revenue is

recognized to date.

This method provides better period-by-period matching of revenue and costs than waiting until the project
is done.

Completed contract method
Under the completed contract method, all revenue and costs are recognized only when the contract is
substantially complete. No revenue appears on the income statement during the construction period.

This method was permitted under legacy U.S. GAAP but is generally not allowed under ASC 606 unless
the entity cannot reasonably measure progress toward completion. It's simple to apply, but it distorts
period-to-period performance because all profit shows up at once.

Installment method
The installment method applies when collectability is not reasonably assured and payments arrive over an
extended period. Revenue is recognized in proportion to cash collected.
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Each payment is split between revenue and cost of goods sold using the gross profit percentage:

Example: A property sells for  with a cost of , giving a 30% gross profit rate. When
the buyer pays a  installment, the seller recognizes  in revenue and  in
cost of goods sold, yielding  in gross profit.

Under ASC 606, this method is rarely needed because the standard addresses collectability at the contract
level (Step 1). However, you may still see it in legacy real estate transactions and on exams.

Cost recovery method
The cost recovery method is the most conservative approach. No profit is recognized until the seller has
recovered all costs associated with the sale. Every dollar collected first offsets cost; only collections
beyond total cost count as profit.

This method applies when collectability is highly uncertain. Like the installment method, its use has
narrowed under ASC 606, but it remains a testable concept.

Revenue recognition challenges
Real-world contracts are rarely simple single-product, single-payment transactions. The situations below
require careful judgment and are common exam topics.

Multiple element arrangements
Also called bundled transactions, these involve selling multiple goods or services in a single contract. The
process under ASC 606:

1. Identify each distinct performance obligation in the contract.

2. Determine the standalone selling price of each obligation.

3. Allocate the total transaction price to each obligation based on relative standalone selling prices.

4. Recognize revenue for each obligation as (or when) it is satisfied.

Example: A software company sells a license (  standalone price), installation ( ), and
one year of support ( ) for a bundled price of . The  is allocated proportionally:

 to the license,  to installation, and  to support. Each piece is recognized on its
own timeline.

Bill and hold arrangements
In a bill and hold arrangement, the customer is billed for goods that remain in the seller's physical
possession at the customer's request. Revenue can be recognized before delivery only if all of these
conditions are met:

• There is a substantive reason for the arrangement (e.g., the customer lacks warehouse space).

• The goods are separately identified as belonging to the customer.

• The goods are currently ready for transfer.

• The seller cannot use the goods or direct them to another customer.
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Consignment sales
When goods are transferred to a consignee who sells them on behalf of the consignor, the consignor does
not recognize revenue at the time of transfer. Revenue is recognized only when the consignee sells the
goods to the end customer, because that's when control passes.

Example: A clothing manufacturer ships inventory to a retail store on consignment. The manufacturer still
owns the goods and bears the risk of loss. Revenue is recognized only as the store sells items to
consumers.

Warranties and returns
• Assurance-type warranties (standard warranties that guarantee the product meets agreed-upon
specifications) are not separate performance obligations. Instead, the entity accrues a warranty liability
under ASC 460.

• Service-type warranties (extended warranties or coverage beyond the standard) are separate
performance obligations. A portion of the transaction price is allocated to them and recognized over the
warranty period.

For return rights, the entity estimates expected returns and recognizes revenue only for the amount it
expects to keep. A refund liability and a right-of-return asset are recorded for the expected returns.

Barter transactions
Barter transactions involve exchanging goods or services for other goods or services rather than cash.
Revenue is measured at the fair value of the goods or services received. If fair value can't be reliably
determined, the entity uses the fair value of what it gave up.

Example: An advertising agency provides  worth of ad services to a client in exchange for the
client's products valued at . The agency recognizes  in revenue when the services are
delivered.

Nonrefundable upfront fees
These are payments collected at the start of a contract before the entity has performed. Common
examples include gym initiation fees, activation fees, and setup fees.

The key question: does the fee relate to a distinct good or service? If yes, recognize revenue when that
good or service transfers. If no (which is the more common answer), the fee is allocated to the other
performance obligations in the contract and recognized over the period those obligations are satisfied.

Example: A health club charges a  nonrefundable initiation fee plus /month. If the initiation fee
doesn't provide a distinct service, the  is spread over the expected membership period along with the
monthly fees.

Revenue recognition disclosures
ASC 606 and IFRS 15 require extensive disclosures so that financial statement users can understand the
nature, amount, timing, and uncertainty of revenue. These disclosures should be entity-specific, not
boilerplate.
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Disaggregation of revenue
Companies must break revenue into categories that show how economic factors affect the nature, timing,
and uncertainty of cash flows. Common disaggregation dimensions:

• Product or service type

• Geographic region

• Market or customer type

• Contract duration (short-term vs. long-term)

• Timing of transfer (point in time vs. over time)

Example: A technology company might disaggregate revenue into hardware, software licenses, and cloud
services, further split by North America, Europe, and Asia-Pacific.

Contract balances
Companies disclose opening and closing balances for:

• Receivables: Unconditional rights to consideration.

• Contract assets: Rights to consideration for goods/services transferred, but where the right is
conditional on something other than the passage of time (e.g., completion of another milestone).

• Contract liabilities (deferred revenue): Obligations to transfer goods/services for which the entity has
already received payment.

Companies must also disclose how much revenue recognized during the period was included in the
beginning contract liability balance, which shows how quickly deferred revenue converts to earned
revenue.

Performance obligations
Required disclosures include:

• The nature of the goods or services promised

• When obligations are typically satisfied (at a point in time or over time)

• Significant payment terms

• Obligations for returns, refunds, or warranties

• The aggregate transaction price allocated to unsatisfied or partially unsatisfied performance
obligations and when the entity expects to recognize that revenue

Significant judgments
Companies must disclose the judgments that significantly affect the determination of the amount and
timing of revenue, including:

• How the entity determines when performance obligations are satisfied

• Methods used to estimate variable consideration (expected value vs. most likely amount)

• How the transaction price is allocated to performance obligations
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• How the entity determines standalone selling prices

Practical expedients
ASC 606 offers several practical expedients to reduce complexity. Companies must disclose which ones
they've elected and the qualitative impact. Common expedients include:

• Significant financing component: No adjustment needed if the period between transfer and payment is
one year or less.

• Incremental costs of obtaining a contract: Costs can be expensed as incurred if the amortization
period would be one year or less.

• Remaining performance obligations: Entities can skip the disclosure for contracts with an original
expected duration of one year or less.

Revenue recognition examples
These industry examples show how the five-step model plays out in practice. Pay attention to how the
same principles produce different recognition patterns depending on the business model.

Retail industry
Revenue is recognized at the point of sale when the customer takes possession and pays (or commits to
pay) a fixed price. The main complexity comes from loyalty programs, gift cards, and return rights.

Example: A department store sells a  product to a customer who earns 500 loyalty points
redeemable for  off a future purchase. The store estimates the standalone selling price of the points at

 (after factoring in expected redemption rates). It allocates  to the product and  to the
loyalty points. The  is recognized at the point of sale; the  is deferred and recognized when
the points are redeemed or expire.

Software industry
Software arrangements often bundle licenses, implementation services, and ongoing support. Each
element must be evaluated for distinctness.

Example: A company sells a perpetual software license (standalone price ), installation services (
), and one year of customer support ( ) for a total contract price of . The

transaction price is allocated based on relative standalone selling prices. Revenue for the license is
recognized upon delivery, installation revenue upon completion of the services, and support revenue
ratably over the 12-month term.

Construction industry
Construction contracts typically satisfy the over-time criteria because the customer controls the asset as it's
being built (especially for projects on the customer's property).

Example: A contractor signs a  contract with estimated total costs of . At
year-end,  in costs have been incurred. Percentage complete: . Revenue
recognized to date: .
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Telecommunications industry
Telecom companies frequently bundle a device with a multi-year service contract at a subsidized device
price. The total transaction price must be allocated between the device and the service based on relative
standalone selling prices.

Example: A carrier sells a smartphone (standalone price ) with a two-year service plan (standalone
price ) for a total of . Allocation:  to the device,  to the service. The  is
recognized upon delivery of the phone; the  is recognized ratably over 24 months ( /month).

Transition to the new revenue standard
ASC 606 (FASB) and IFRS 15 (IASB) replaced a patchwork of industry-specific guidance with a single,
principles-based framework. Public companies adopted the standard in 2018; private companies followed
in 2019.

ASC 606 overview
ASC 606 provides a five-step model for revenue recognition:

1. Identify the contract with the customer.

2. Identify the performance obligations in the contract.

3. Determine the transaction price.

4. Allocate the transaction price to the performance obligations.

5. Recognize revenue when (or as) each performance obligation is satisfied.

The standard applies to all contracts with customers, with specific exclusions for leases (ASC 842),
insurance contracts (ASC 944), financial instruments (ASC 815/320), and certain non-monetary
exchanges.

Key changes from prior GAAP
Area Prior GAAP ASC 606

Core principle Transfer of risks and rewards Transfer of control

Guidance structure Industry-specific rules (software,
construction, etc.)

Single principles-based model for all
industries

Performance obligations Limited guidance on bundled
arrangements

Explicit requirement to identify distinct
obligations

Variable consideration Recognized when resolved Estimated upfront (subject to constraint)

Disclosures Minimal Significantly expanded

Modified retrospective method
Under this transition approach:

1. Apply ASC 606 to all contracts not yet completed as of the adoption date.

2. Record a cumulative catch-up adjustment to opening retained earnings for the difference between
old and new recognition patterns.

3. Prior-period financial statements are not restated.
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4. In the year of adoption, disclose the impact on each affected financial statement line item and explain
the reasons for changes.

This method is less burdensome than full retrospective because it doesn't require restating prior years.

Full retrospective method
Under this approach:

1. Apply ASC 606 to all prior periods presented as if the standard had always been in effect.

2. Record a cumulative adjustment to retained earnings as of the beginning of the earliest period
presented.

3. Prior-period financial statements are restated.

4. Disclose the effect of the change on each financial statement line item for each period.

This method provides better comparability across periods but requires significantly more effort, especially
for companies with complex, long-duration contracts.

2.2 Multiple-element arrangements

Multiple-element arrangements overview
Multiple-element arrangements are contracts where a vendor provides more than one product or service to
a customer as part of a single deal. Think of a phone company selling you a handset bundled with a
two-year service plan, or a software company licensing its product along with installation and ongoing
support.

The core accounting challenge is figuring out how to split the total transaction price among the various
deliverables and when to recognize revenue for each one. Getting this right matters because improper
allocation can shift revenue into the wrong periods, distorting a company's reported performance.

This section covers how to identify the separate elements in these arrangements, determine their
standalone selling prices, allocate the transaction price, and handle the disclosure requirements.

Identifying multiple-element arrangements

Goods vs services
Arrangements often bundle goods and services together. The distinction between the two drives the timing
of revenue recognition:

• Goods are tangible items transferred to the customer at a point in time (hardware, equipment, a
physical product). Revenue is typically recognized on delivery.

• Services are performed over a period of time and may include installation, maintenance, training, or
ongoing customer support. Revenue is recognized as the service is provided.

A classic example: a software license (delivered at a point in time) bundled with post-contract customer
support, or PCS (provided over the contract term). Each component follows a different recognition pattern.
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Explicit vs implicit promises
When identifying the separate elements in an arrangement, you need to look beyond what's written in the
contract:

• Explicit promises are clearly stated deliverables or obligations, such as a software license, installation
services, or a specified number of training hours.

• Implicit promises aren't spelled out in the contract but can be inferred from the vendor's customary
business practices or past behavior. For example, a software vendor that has consistently provided free
upgrades to customers creates an implicit obligation, even if the contract never mentions upgrades.

Both types of promises count as performance obligations and must be evaluated when determining the
separate elements in the arrangement.

Accounting for multiple-element arrangements

Revenue recognition criteria
Revenue for each element in a multiple-element arrangement can be recognized separately only when all
of the following criteria are met:

1. The element has standalone value to the customer (the customer could use or benefit from it on its
own or together with readily available resources).

2. There is objective and reliable evidence of the selling price for the element.

3. If a general right of return exists, delivery or performance of the undelivered items is probable and
substantially controlled by the vendor.

If any of these criteria aren't met for a particular element, you can't recognize revenue for it separately.
Instead, revenue is deferred until all elements have been delivered or the criteria are satisfied.

Standalone selling price
The standalone selling price (SSP) is the price at which a vendor would sell an element separately to a
customer in a similar transaction. It serves as the basis for allocating the total transaction price across the
deliverables.

The best evidence of SSP is an observable price from standalone sales of that element in similar
circumstances to similar customers. When a vendor regularly sells the element on its own, that price is
straightforward to identify.

When SSP isn't directly observable, the vendor must estimate it using one of the methods described below
in the "Estimating selling prices" section.

Relative selling price method
This is the default allocation approach when standalone selling prices are available (or can be estimated)
for all elements:

1. Determine the SSP for each element in the arrangement.

2. Calculate each element's proportion of the total SSPs.

3. Multiply the total transaction price by each element's proportion to get the allocated amount.
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For example, if a  contract includes Element A (SSP of ) and Element B (SSP of ),
Element A receives  of the transaction price ( ) and Element B receives  ( ).

One constraint: the amount allocated to any delivered element is limited to the amount that is not
contingent upon delivering additional items or meeting other performance conditions.

Residual method
The residual method is used when SSP is not available for one or more elements but is available for the
others:

1. Allocate the known SSPs to the elements that have observable standalone selling prices.

2. Assign the remaining amount (the residual) to the element(s) without observable SSPs.

For instance, if a  contract includes Element A (observable SSP of ) and Element B (no
observable SSP), Element A gets  and Element B gets the residual .

This method only works when at least one element has an observable SSP. It's commonly seen in software
arrangements where VSOE exists for PCS but not for the license itself.

Allocating transaction price

Determining separate units of accounting
A separate unit of accounting is an element (or group of elements) that has standalone value to the
customer. Before you can allocate the transaction price, you need to identify these units.

Elements that lack standalone value on their own must be combined with other elements until you arrive at
a unit that does have standalone value. Consider these factors:

• Is the element sold separately by the vendor or by another vendor?

• Can the customer use the element on its own, or does it only function in conjunction with other
elements?

• Are there separate renewal or extension options for the element?

If a piece of customized software is useless without the vendor's proprietary installation service, those two
elements would likely be combined into a single unit of accounting.

Estimating selling prices
When observable SSPs aren't available for all elements, the vendor must estimate them. Three
approaches are available:

1. Adjusted market assessment approach: The vendor evaluates the market in which the element is
sold and estimates what customers in that market would be willing to pay. This might involve looking at
competitor pricing for similar deliverables.

2. Expected cost plus a margin approach: The vendor forecasts its costs to fulfill the element and adds
an appropriate profit margin. This works well when cost data is reliable but market comparables are
scarce.

3. Residual approach: The vendor subtracts the observable SSPs of other elements from the total
transaction price. The remainder is assigned to the element without an observable SSP. (This is the
same logic as the residual method described above, applied at the estimation stage.)
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The choice among these methods depends on the facts and circumstances. Whichever method produces
the most faithful estimate of what the element would sell for on a standalone basis is the right one to use.

Contingent revenue caps
Sometimes the amount allocable to a delivered element depends on whether additional items are delivered
or performance conditions are met. This creates a contingent revenue cap.

When a cap applies, the revenue recognized for the delivered element is limited to the non-contingent
amount, meaning the portion of the price the vendor is entitled to regardless of future deliveries. Any
amount above that cap is deferred until the contingency is resolved.

For example, if a vendor delivers software today but the contract states the customer can claw back 
if future training isn't provided, that  is contingent and cannot be recognized until the training is
delivered.

Disclosures for multiple-element arrangements

Nature of goods or services
Vendors should disclose enough information for users to understand the composition of the arrangement:

• A description of each element and its functionality

• Whether the elements are sold separately or only as part of a bundle

• The timing of delivery or performance for each element

These disclosures help financial statement users assess what the vendor is delivering and when revenue
will be recognized.

Significant judgments
Because multiple-element arrangements involve substantial estimation and judgment, vendors must
disclose:

• How standalone selling prices were determined for each element

• How separate units of accounting were identified

• How the transaction price was allocated among the elements

This transparency lets users evaluate the reasonableness of the vendor's revenue recognition policies and
the assumptions behind them.

Changes in estimates or methods
When a vendor changes its estimated SSPs or its allocation method, the following disclosures are
required:

• The nature of and reason for the change

• The effect of the change on how the transaction price is allocated among elements

• The effect on current-period revenue and revenue expected to be recognized in future periods

These disclosures are important because changes in estimates can significantly shift the timing of revenue
recognition, affecting trend comparisons across periods.
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Examples of multiple-element arrangements

Software with PCS
A software vendor sells a perpetual license bundled with one year of post-contract customer support
(PCS). The PCS includes telephone support and unspecified software upgrades.

• The vendor has vendor-specific objective evidence (VSOE) of the SSP for PCS (say,  per year
based on standalone renewal pricing) but not for the software license.

• The residual method applies: allocate  to PCS first, then assign the residual to the license.

• If the total contract price is , the license receives .

• Revenue for the license is recognized upon delivery. Revenue for PCS is recognized ratably over the
one-year service period.

Construction contracts
A construction company contracts to both design and build a commercial building.

• Design services and construction services are identified as separate units of accounting because each
has standalone value (the customer could hire a different firm for either phase).

• The company has observable SSPs for similar construction services but not for design. It uses the
expected cost plus a margin approach to estimate the design SSP.

• The transaction price is allocated using the relative selling price method based on the SSPs of both
elements.

• Revenue for design services is recognized over time using the percentage-of-completion method.
Revenue for construction is also recognized over time as the building progresses (or upon completion,
depending on the contract terms and applicable guidance).

Telecom contracts with handsets
A telecom company offers a two-year service contract that includes a "free" handset.

• The handset qualifies as a separate unit of accounting because the company sells it separately and it
has standalone value to the customer.

• Both the handset and the monthly service have observable SSPs. Suppose the handset's SSP is
 and the two-year service SSP totals , for a combined SSP of .

• If the total contract price is  (the customer pays /month for 24 months), the relative selling
price method allocates  to the handset and  to the service.

• Revenue for the handset is recognized upon delivery. Revenue for the monthly service is recognized
over the two-year contract term.

Notice that even though the handset is marketed as "free," the accounting allocates a portion of the
transaction price to it based on its relative SSP. This reflects the economic substance of the arrangement.
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2.3 Long-term contracts

Accounting for Long-term Contracts
Long-term contracts span multiple accounting periods, which creates a core question: when should you
recognize revenue and expenses? You can't just wait years until a bridge or building is finished to report
any financial activity. Two main methods handle this: the percentage of completion method and the
completed contract method. They differ in timing, complexity, and how they affect financial statements.

Getting this right involves estimating costs, measuring progress, handling losses, and dealing with change
orders. These topics show up heavily in construction and manufacturing industries.

Percentage of Completion Method
This method recognizes revenue and expenses gradually as work progresses. It's the preferred approach
under GAAP (and required under IFRS via ASC 606 / IFRS 15 for most contracts) because it better reflects
economic reality.

Measuring Progress Toward Completion
The most common way to measure progress is the cost-to-cost method: you compare costs incurred so far
to total estimated costs.

For example, if a contract has total estimated costs of \$5,000,000 and you've spent \$2,000,000 so far,
you're 40% complete.

Other approaches include measuring physical completion (e.g., miles of road paved) or units of work
performed. Regardless of the method, you need reliable estimates of total costs, revenues, and progress.
Without those, this method falls apart.

Estimating Total Contract Costs
Total estimated costs include:

• Direct costs: materials, labor, subcontracting

• Allocated indirect costs: overhead such as equipment depreciation, site supervision

These estimates draw on historical experience, industry benchmarks, and current market conditions. They
aren't set once and forgotten. You review and update them each period as new information comes in.

When estimates change, the adjustment is handled prospectively using a catch-up approach. That means
you recalculate the cumulative revenue that should have been recognized to date under the new estimate,
then recognize the difference in the current period. You don't restate prior periods.

Recognizing Revenues and Expenses
Each period, you recognize revenue and costs based on the cumulative percentage complete, minus what
you've already recognized in prior periods:
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The same logic applies to costs:

Gross profit each period is simply current period revenue minus current period cost.

When work has been performed but not yet billed, the difference shows up as unbilled receivables (a
current asset). This is sometimes called "costs and recognized profit in excess of billings."

Completed Contract Method

When to Use the Completed Contract Method
This method defers all revenue and expense recognition until the contract is finished. It's used when:

• Reliable estimates of progress cannot be made

• The contract carries unusually high inherent risk

• The contract is short-term enough that results wouldn't differ materially from percentage of completion

You'll see it more often with smaller, less complex construction projects. Note that under ASC 606 and
IFRS 15, this method is significantly restricted. It's generally only acceptable when you truly cannot
measure progress reliably.

Deferring Revenues and Expenses
During the contract:

• All costs are accumulated in Construction in Progress (an asset account on the balance sheet)

• All billings to the customer are accumulated in Billings on Uncompleted Contracts (a contra-asset or
liability account)

• No revenue, expense, or gross profit is recognized until completion

The balance sheet still reflects the contract activity through these accounts, but the income statement stays
untouched until the project wraps up.

Recognizing Income at Completion
Once the contract is complete:

1. Close out the Construction in Progress and Billings on Uncompleted Contracts accounts against
each other

2. Recognize revenue equal to the total contract price

3. Recognize expenses equal to total accumulated costs

4. The difference is gross profit (or loss)

All the profit hits the income statement in a single period, which is the main drawback of this method.
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Comparing Percentage of Completion vs. Completed Contract
Factor Percentage of Completion Completed Contract

Revenue timing Recognized gradually over contract life Recognized entirely at completion

Matching principle Better matches revenue with related
expenses

Poor matching; all hits one period

Financial statement impact Smoother, more informative results "Lumpy," irregular results

Estimation required Significant judgment needed each
period

Minimal estimation during contract

Risk of manipulation Higher, due to reliance on estimates Lower, more objective

Current GAAP/IFRS preference Preferred (often required) Restricted to limited circumstances

The percentage of completion method gives users more useful information period by period, but it
demands more judgment. The completed contract method is simpler and more objective, but it can make a
company's performance look erratic.

Loss Provisions in Long-term Contracts

Estimating and Recording Losses
Here's a critical rule: if at any point during the contract you estimate that total costs will exceed total
revenue, you must recognize the entire expected loss immediately. This applies under both methods.

For example, if a contract has a price of \$10,000,000 but you now estimate total costs of \$11,500,000,
you record a loss provision of \$1,500,000 right away, even if you're only 30% through the project.

The loss is recorded as a current period expense with a corresponding liability (Provision for Estimated
Losses on Contracts). No further profit is recognized until the loss provision has been fully absorbed.

Impact on Financial Statements
• Income statement: Current period net income drops by the full loss amount

• Balance sheet: Liabilities increase, retained earnings decrease

• Ratios: Debt covenants, return on assets, and other metrics may be affected

• Future periods: Will show relatively higher gross profits as the previously recognized loss is
"absorbed" by ongoing contract activity

This conservatism principle (recognize losses immediately, but recognize gains only as earned) is a
recurring theme in accounting.

Change Orders and Contract Modifications

Approved Change Orders
When a change order is approved by both parties, it becomes part of the original contract. You adjust:

• Total contract revenue (up or down)

• Total estimated contract costs
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• The percentage of completion calculation going forward

The catch-up adjustment method applies: recalculate cumulative revenue to date under the revised terms,
then recognize the difference in the current period.

Unapproved Change Orders and Claims
Unapproved change orders and claims require more caution:

• Do not recognize additional revenue until approval is probable and the amount can be reliably
estimated

• Costs related to unapproved change orders are expensed as incurred (they don't sit in Construction in
Progress waiting for approval)

• Once approved, the amounts are folded into the contract using a catch-up adjustment

This conservative treatment prevents companies from inflating revenue based on change orders that may
never be approved.

Contract-related Balances
These two balance sheet items come up constantly with long-term contracts. Understanding what they
represent is essential.

Unbilled Receivables (Costs in Excess of Billings)
• Arises when recognized revenue exceeds amounts billed to the customer

• Reported as a current asset

• Means you've done more work than you've billed for so far

Billings in Excess of Costs (Deferred Revenue)
• Arises when amounts billed exceed recognized revenue

• Reported as a current liability

• Means you've billed the customer for work you haven't yet performed or revenue you haven't yet
earned

On any given contract, you'll have one or the other, never both. Across a portfolio of contracts, a company
might report both on the balance sheet (some contracts overbilled, others underbilled).

Disclosures for Long-term Contracts

Required Disclosures Under GAAP
Companies must disclose enough information for users to understand the nature and financial impact of
their long-term contracts:

• The accounting policy used for revenue recognition (which method, how progress is measured)

• Revenue recognized in the current period

• Contract balances: unbilled receivables, billings in excess of costs, and how these changed during the
period
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• Significant judgments and estimates used, including how total costs and progress were determined

Disaggregation of Contract Information
ASC 606 requires companies to break down contract revenue into categories that reflect how the nature,
timing, and uncertainty of revenue differ. Common ways to disaggregate include:

• By major product line or service type

• By geographic region

• By type of customer (government vs. private)

This disaggregation helps financial statement users assess risk and predict future cash flows more
accurately.

Long-term Contract Auditing Considerations

Assessing Risk and Materiality
Long-term contracts carry higher inherent risk than most transactions because of the heavy reliance on
estimates. Auditors focus on:

• The risk of material misstatement in revenue recognition and cost estimates

• Whether the contract's size is material relative to overall financial statements

• Industry-specific risks (cost overruns, regulatory delays, weather impacts in construction)

Testing Contract Estimates and Assumptions
Auditors don't just accept management's numbers. They take several steps:

1. Review the estimation methodology for reasonableness and consistency with prior periods

2. Compare past estimates to actual results to evaluate management's track record of accuracy

3. Test underlying data (subcontractor bids, material invoices, labor records) for accuracy and
completeness

4. Engage specialists when needed, such as engineers or appraisers, to evaluate complex technical
estimates

5. Perform substantive procedures on contract balances, billings, and cost accumulations

The goal is to verify that the financial statements faithfully represent the economic substance of these
contracts, not just management's optimistic projections.

2.4 Installment sales
Installment sales are transactions where the buyer pays in periodic installments over an extended period
rather than all at once. This payment structure creates specific challenges for revenue recognition,
receivables accounting, and financial statement presentation that differ significantly from ordinary sales.
Understanding how profit gets recognized across multiple periods is central to this topic.
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Installment sales overview
In a typical sale, the seller collects payment at or near the time of sale. With installment sales, the seller
essentially finances the purchase, collecting cash over months or years. This arrangement lets sellers
reach customers who can't pay the full price upfront, potentially increasing sales volume.

The trade-off is accounting complexity. Because cash arrives gradually, the seller faces questions about
when to recognize profit, how to handle customers who stop paying, and how to present these long-term
receivables on the balance sheet.

Revenue recognition for installment sales
Two methods handle profit recognition when collection is uncertain: the cost recovery method and the
installment method. Both defer profit recognition based on cash actually collected, but they differ in how
much profit gets recognized and when.

Cost recovery method
The cost recovery method is the more conservative of the two. Under this approach, the seller recognizes
zero gross profit until all costs of the merchandise sold have been recovered through cash collections. Only
after the full cost is recovered does any additional cash count as profit.

For example, say you sell goods with a cost of  for a contract price of . The first 
collected is treated as cost recovery only. The remaining  collected after that point is recognized as
gross profit. This method is used when collectibility is highly uncertain.

Installment method
The installment method recognizes a proportional share of gross profit with each cash collection. You
calculate a gross profit percentage and apply it to every payment received.

Steps to apply the installment method:

1. Calculate total gross profit: 

2. Calculate the gross profit percentage: 

3. For each cash collection, recognize gross profit: 

Using the same example: contract price = , cost = , so gross profit =  and the gross
profit percentage = . If the buyer pays  in Year 1, you recognize

 in gross profit that year.

This produces a more even distribution of profit over the life of the contract compared to the cost recovery
method.

Accounting for uncollectible installment receivables

Allowance method for installment receivables
Under the allowance method, the seller estimates uncollectible amounts based on historical experience or
other relevant factors and establishes an allowance for doubtful accounts. Bad debt expense is recognized
in the period of sale, and the allowance is adjusted periodically. When a specific account is identified as
uncollectible, it's written off against the allowance.
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This method aligns with the matching principle because the estimated bad debt expense is recorded in the
same period as the related revenue.

Direct write-off method for installment receivables
The direct write-off method recognizes bad debt expense only when a specific receivable is determined to
be uncollectible. No allowance is set up in advance.

This method is generally not acceptable under GAAP because it violates the matching principle. The bad
debt expense may be recorded in a completely different period than the revenue it relates to. You should
know this distinction for exam purposes: the allowance method is the GAAP-compliant approach.

Deferred gross profit in installment sales

Calculating deferred gross profit
Deferred gross profit is the portion of total gross profit that hasn't been recognized yet because the related
cash hasn't been collected. It appears on the balance sheet and decreases over time as payments come
in.

Two equivalent ways to calculate it:

• 

• 

Continuing the earlier example: if  of the  has been collected, the remaining balance is
. Deferred gross profit = . This matches .

Recognizing deferred gross profit
As each installment payment arrives, a proportional amount of deferred gross profit is recognized as
realized gross profit using the gross profit percentage. This ensures profit recognition tracks the actual
cash inflow from the sale.

Installment sales vs regular sales

Revenue recognition differences
In a regular sale, revenue is recognized in full at the point of sale (when control transfers to the buyer under
ASC 606). The entire gross profit hits the income statement immediately.

With installment sales, profit recognition is spread across the collection period. The total profit is the same
in both cases; the difference is purely about timing. Installment methods exist specifically for situations
where the uncertainty of collection makes immediate full recognition inappropriate.
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Balance sheet presentation differences
Feature Regular Sales Installment Sales

Receivable type Trade receivables (short-term) Installment receivables (current and
non-current portions)

Classification Usually current assets Split between current and non-current
based on expected collection timing

Deferred gross profit Not applicable Reported as a contra-asset or liability,
reducing the net receivable

The presence of deferred gross profit on the balance sheet is unique to installment sales. It represents
profit that's been earned economically but not yet recognized because cash hasn't been collected.

Financial statement disclosures for installment sales

Required note disclosures
Companies must disclose information about installment sales in the notes to the financial statements.
Typical disclosures include:

• Terms of the installment contracts (interest rates, payment schedules, duration)

• Total installment receivables outstanding

• Allowance for doubtful accounts related to installment receivables

• Deferred gross profit balance

These disclosures help financial statement users evaluate the nature and risk profile of the company's
installment sales.

Supplementary schedules
Companies may also provide aging schedules for installment receivables and projections of expected
future cash collections. These give users additional insight into the collectibility and timing of cash flows,
which is important for assessing liquidity and credit risk.

Repossession of goods in installment sales

Accounting for repossessed goods
When a buyer defaults and the seller takes back the goods, the accounting involves several steps:

1. Record the repossessed inventory at its fair value less estimated costs to sell (net realizable value)

2. Remove the installment receivable from the books

3. Remove the related deferred gross profit

4. Recognize any difference as a gain or loss on repossession

Recognizing gains or losses on repossession
The gain or loss is determined by comparing what you get back (fair value of repossessed goods + any
cash already received) against what you give up (the receivable balance and related deferred gross profit).
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• If the fair value of repossessed goods exceeds the net receivable (receivable minus deferred gross
profit), a gain is recognized

• If the fair value is less than the net receivable, a loss is recognized

These gains or losses are included in net income for the period of repossession.

Income tax considerations for installment sales

Installment sales vs accrual basis for taxes
For tax purposes, companies may choose between:

• Installment method: Recognize gross profit for tax purposes proportionally as cash is collected
(mirrors the financial reporting treatment)

• Accrual basis: Recognize the entire gross profit in the year of sale, regardless of when cash is
collected

The choice affects the timing of tax payments but not the total tax paid over the life of the contract.

Deferred tax liabilities in installment sales
When a company uses different methods for book and tax purposes, temporary differences arise. A
common scenario: a company uses the installment method for financial reporting (deferring some profit)
but the accrual basis for taxes (recognizing all profit immediately). In this case, the company pays tax now
on profit it hasn't yet recognized in the financial statements.

The reverse is also possible. If a company uses the accrual method for books but the installment method
for taxes, it recognizes book income before paying tax on it. This creates a deferred tax liability because
the company will owe taxes in future periods when the cash is collected.

Deferred tax liabilities are measured using the enacted tax rates expected to apply when the temporary
differences reverse.

2.5 Revenue recognition for franchises

Revenue recognition for franchises
Revenue recognition for franchises addresses how franchisors account for the various fees they receive
from franchisees. Because the franchisor-franchisee relationship involves a mix of upfront payments,
ongoing royalties, and multi-location development deals, the timing and method of recognizing that
revenue requires careful analysis under ASC 606 (Revenue from Contracts with Customers).

This section covers initial franchise fees, continuing fees, area development rights, related expenses,
intangible assets, disclosures, and business combinations involving franchises.

Franchisor vs. franchisee relationship
A franchisor grants the franchisee the right to operate under its brand name and business model within a
specified territory. In return, the franchisee pays initial and ongoing fees for those rights, plus the support
and resources the franchisor provides.

The franchise agreement is the legal contract that spells out each party's obligations. It covers duration,
fees, performance requirements, and termination provisions. One key distinction: the franchisor maintains
control over brand standards, but the franchisee operates the day-to-day business independently.
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Franchise agreements and terms
Franchise agreements define the core terms of the relationship:

• Franchise term: how long the agreement lasts, plus any renewal options

• Territorial rights: the geographic area where the franchisee can operate

• Fee structure: initial fees, royalty rates, and other financial obligations

• Performance requirements: sales targets, operational standards, or other benchmarks the franchisee
must meet to maintain brand consistency

• Termination provisions: conditions under which either party can end the agreement

These terms directly affect how and when the franchisor recognizes revenue, so understanding the
agreement is the starting point for any revenue recognition analysis.

Franchise fee structures
Franchise fees generally fall into three categories:

• Initial franchise fees: one-time payments the franchisee makes for the right to open and operate a
franchise location

• Continuing franchise fees: ongoing payments, most commonly royalties calculated as a percentage of
the franchisee's gross sales, though some are fixed amounts

• Other fees: advertising contributions, training fees, technology/support fees, renewal fees, and
transfer fees

Fee structures vary widely by industry. A fast-food franchise might charge a $45,000 initial fee plus 5% of
gross sales as a royalty, while a service-based franchise might use a different mix entirely.

Initial franchise fees

Accounting treatment of initial fees
Under ASC 606, the franchisor recognizes initial franchise fee revenue by identifying the performance
obligations in the contract and recognizing revenue as each obligation is satisfied.

Here's the general approach:

1. Identify the contract with the franchisee (the franchise agreement).

2. Identify distinct performance obligations within that contract. These might include site selection
assistance, training, grand opening support, and supplying initial equipment or inventory.

3. Allocate the initial fee to each distinct performance obligation based on standalone selling prices.

4. Recognize revenue as each obligation is satisfied, either at a point in time or over time.

If the initial fee is non-refundable and the franchisor has no remaining substantial performance obligations,
revenue can be recognized when the franchise opens. But if the fee is tied to ongoing obligations (or is
refundable), recognition is deferred and spread over the period those obligations are fulfilled.

A common mistake is assuming that receiving cash means you can recognize revenue. The cash receipt
and the revenue recognition are separate questions. Revenue follows the satisfaction of performance
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obligations, not the timing of payment.

Disclosures related to initial fees
Franchisors must disclose in the notes to the financial statements:

• The revenue recognition policy for initial franchise fees

• The nature and timing of performance obligations

• Significant judgments made in determining when obligations are satisfied

• If fees are deferred: the recognition period and the remaining deferred revenue balance

• Any material changes in revenue recognition policies and their financial statement impact

Continuing franchise fees

Types of continuing franchise fees
• Royalty fees: ongoing payments, typically a percentage of the franchisee's gross sales (e.g., 4-8% is
common in many industries)

• Advertising fees: franchisee contributions to a system-wide marketing fund

• Technology or support fees: charges for software, helpdesk access, or other ongoing
franchisor-provided services

• Other periodic fees: renewal fees, transfer fees, or other charges specified in the agreement

Revenue recognition for continuing fees
Continuing fees are recognized as earned over time, but the specific timing depends on the type of fee:

• Royalty fees are recognized in the period the related franchisee sales occur. The franchisor's
obligation (providing the brand, ongoing support) is satisfied continuously, so revenue matches the
franchisee's sales activity. This aligns with the sales-based royalty exception under ASC 606, which
requires recognition as the underlying sales occur.

• Advertising fees are recognized as the franchisor performs the related advertising services or as
contributions are spent on qualifying activities.

• Technology/support fees are recognized over the service period as the franchisor delivers the related
services.

Royalty fee accounting considerations
A few practical points on royalty accounting:

• Franchisors need reliable systems to track franchisee sales and calculate royalties owed.

• When franchisee sales reports aren't yet available at period-end, the franchisor may need to estimate
royalty revenue and adjust in subsequent periods.

• If the franchisor offers royalty discounts or incentives (e.g., reduced rates for the first year), those
affect the transaction price and must be factored into revenue recognition.

• Disclosure of royalty fee policies, including any significant estimates, is required.
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Area development rights

Area development rights overview
Area development rights grant a franchisee the exclusive right to develop and operate multiple franchise
locations within a defined territory over a set timeframe. For example, a franchisee might pay $200,000 for
the right to open 10 locations in a metropolitan area over five years.

These agreements are separate from the individual franchise agreements for each location. They create
their own set of performance obligations and revenue recognition considerations.

Revenue recognition for area development rights
Revenue from area development fees is generally recognized over the development period as the
franchisor satisfies its performance obligations. The process follows the same ASC 606 framework:

1. Identify the performance obligations in the area development agreement (e.g., site selection
assistance, market analysis, ongoing development support).

2. Allocate the development fee to each distinct obligation.

3. Recognize revenue as each obligation is satisfied.

If the development timeline is extended or the number of locations changes, the franchisor must reassess
the revenue recognition pattern. This could mean adjusting the pace of recognition going forward.

Disclosures for area development rights
Franchisors should disclose:

• Revenue recognition policies specific to area development rights

• The nature of performance obligations and the development period

• Significant judgments made in allocating the fee

• Amounts recognized each period and remaining deferred revenue balances (if material)

• Any modifications to development agreements and their financial statement impact

Franchise-related expenses

Pre-opening costs for franchisors
Franchisors incur costs before a new franchise location opens, including site selection, franchisee training,
and grand opening support. These pre-opening costs are generally expensed as incurred because they
don't meet the criteria for capitalization as assets.

Franchisors should track and disclose pre-opening costs separately from ongoing operating expenses.
This gives financial statement users a clearer picture of the investment in new franchise development
versus the cost of running existing operations.
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Ongoing franchisor expenses
Supporting the franchise system generates ongoing costs: operations support staff, marketing and
advertising programs, technology maintenance, and compliance monitoring. These expenses are
recognized in the period incurred and matched against related franchise revenue.

Franchisors should allocate these expenses to appropriate categories and disclose significant amounts
related to franchise system support.

Franchisee expense reporting
Franchisees are separate legal entities responsible for their own financial reporting. However, franchisors
typically require franchisees to submit standardized financial and operational reports (sales data, expense
breakdowns, operational metrics) on a regular basis.

These reports serve multiple purposes: calculating royalties owed, monitoring franchisee performance,
identifying trends across the system, and ensuring compliance with franchise agreement terms.
Franchisors should have verification procedures in place to confirm the accuracy of franchisee-reported
data.

Franchise intangible assets

Accounting for franchise intangible assets
Franchise intangible assets include the value of franchise agreements, trademarks, trade names, and
other intellectual property tied to the franchise system. When a franchisor acquires a franchise system or
develops one internally, these intangible assets are recognized on the balance sheet at fair value.

The accounting treatment after initial recognition depends on whether the asset has a finite or indefinite
useful life.

Amortization of franchise intangibles
Intangible assets with finite useful lives (e.g., franchise agreements with a set term) are amortized over
their estimated useful life using a method that reflects the expected pattern of economic benefits.
Straight-line amortization is common when no other pattern is clearly more appropriate.

Franchisors must disclose:

• The amortization method used

• Estimated useful lives

• Accumulated amortization balances

Impairment considerations for franchise intangibles
Franchise intangible assets require impairment testing when triggering events or changed circumstances
suggest the carrying amount may not be recoverable. Common impairment indicators include:

• Declining franchisee performance across the system

• Market saturation in key territories

• Significant changes in the competitive landscape
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• Loss of key franchise relationships

If impairment exists, the franchisor writes down the asset to fair value and recognizes an impairment loss.
The loss amount, underlying reasons, and key assumptions used in the analysis must all be disclosed.

Indefinite-lived intangible assets (like certain trademarks) are tested for impairment at least annually,
regardless of whether indicators are present.

Franchise-related disclosures

Required disclosures for franchisors
Franchisors must provide comprehensive franchise-related disclosures in their financial statement notes,
including:

• A description of the franchise system and business model

• The number of franchised and company-owned locations

• Key terms of franchise agreements

• Revenue recognition policies for initial fees, continuing fees, and area development rights

• Significant judgments and estimates affecting revenue recognition

• Franchise-related expenses and intangible asset information

• Material transactions or agreements with franchisees

Franchisee disclosure considerations
While franchisees handle their own financial reporting, franchisors often require certain financial and
operational disclosures from franchisees to manage the system effectively. The level of detail and reporting
frequency should be sufficient for the franchisor to monitor compliance, track performance, and calculate
fees owed.

Typical franchisee disclosures to the franchisor include periodic financial statements, sales reports, and
operational metrics.

Segment reporting for franchisors
Franchisors operating across multiple business segments or geographic regions may need to provide
segment-level disclosures under ASC 280. Segment reporting includes revenue, expenses, assets, and
other financial data for each reportable segment.

Reportable segments are determined based on the franchisor's organizational structure, how management
reviews performance internally, and the economic characteristics of different operations. These disclosures
help investors understand where growth and profitability are concentrated within the franchise system.

Franchise business combinations

Accounting for franchise acquisitions
When a franchisor acquires another franchise system or a group of franchise locations, the transaction is
accounted for as a business combination under ASC 805. The key steps:

1. Identify the acquisition date.
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2. Recognize the acquired assets and liabilities at their fair values on that date, including franchise
intangible assets.

3. Allocate the purchase price across the acquired assets and liabilities based on fair values.

4. Recognize goodwill if the purchase price exceeds the fair value of net assets acquired, or a bargain
purchase gain if the opposite is true.

Acquisition-related costs (legal fees, due diligence costs, etc.) are expensed as incurred and not included
in the purchase price allocation.

Goodwill in franchise business combinations
Goodwill arises when the purchase price exceeds the fair value of identifiable net assets. In a franchise
context, goodwill captures the value of the acquired system's reputation, established market position, and
future growth potential that can't be separately identified as a specific intangible asset.

Goodwill is not amortized. Instead, it's tested for impairment at least annually, or more frequently if
indicators of impairment arise. Any impairment losses recognized must be disclosed along with the
circumstances that triggered the write-down.

Disclosure requirements for franchise acquisitions
For franchise business combinations, franchisors must disclose:

• A description of the acquired franchise system and the strategic rationale

• The acquisition date and total purchase price

• The fair values assigned to acquired assets and liabilities, including identified intangible assets

• The amount of goodwill recognized and the factors contributing to it

• Any contingent consideration arrangements

• The impact on the franchisor's financial performance

• Pro forma financial information, if material, showing what results would have looked like had the
acquisition occurred at the beginning of the period



Fiveable archived study guides Page 52

Unit 3 – Balance Sheet & Financial
Disclosures
3.1 Classified balance sheet

Components of a Classified Balance Sheet
A classified balance sheet organizes a company's financial position into distinct categories based on the
nature and liquidity of each item. This structure helps users assess liquidity, solvency, and overall financial
health at a specific point in time. The main groupings are current assets, long-term assets, current
liabilities, long-term liabilities, and equity.

Current Assets
Current assets are resources expected to be converted to cash, sold, or consumed within one year or the
operating cycle, whichever is longer. They appear first on the balance sheet because they reflect the
company's most immediate sources of liquidity.

Cash and Cash Equivalents
Cash and cash equivalents include cash on hand, demand deposits, and highly liquid short-term
investments with original maturities of three months or less. These are the most liquid assets a company
holds, readily available for day-to-day operations and short-term obligations. Examples include bank
account balances, money market funds, and short-term Treasury bills.

Short-Term Investments
These are investments with original maturities greater than three months but less than one year. They're
held to earn a return but can be converted to cash relatively quickly if needed. Common examples include
marketable securities such as stocks, bonds, and certificates of deposit.

Accounts Receivable, Net
Accounts receivable represent amounts owed by customers for goods or services sold on credit. On the
balance sheet, they're reported net of the allowance for doubtful accounts, which is management's
estimate of receivables that won't be collected. This net figure gives a more realistic picture of the cash the
company actually expects to receive and reflects its credit policies and collection efficiency.

Inventory
Inventory includes goods held for sale in the ordinary course of business. For a manufacturer, this breaks
down into three categories:

• Raw materials — inputs not yet entered into production

• Work-in-progress — partially completed goods still in the production process

• Finished goods — completed products ready for sale

Inventory valuation methods include FIFO (first-in, first-out), LIFO (last-in, first-out), and weighted average
cost. The method chosen affects both the balance sheet value and cost of goods sold, so it must be
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disclosed in the notes.

Prepaid Expenses
Prepaid expenses are payments made in advance for goods or services to be received in the future.
Common examples include prepaid rent, insurance premiums, and office supplies. These are classified as
current assets because the economic benefit will be realized within the next 12 months. As time passes,
the prepaid amount is gradually expensed.

Long-Term Assets
Long-term assets (also called noncurrent assets) are resources the company expects to hold and use for
more than one year. They support ongoing operations rather than being held for quick conversion to cash.

Property, Plant, and Equipment (PP&E)
PP&E consists of tangible assets used in operations with useful lives greater than one year, such as land,
buildings, machinery, equipment, and vehicles. These assets are initially recorded at historical cost and
then depreciated over their useful lives (except for land, which is not depreciated).

Accumulated Depreciation
Accumulated depreciation is the cumulative depreciation expense recognized on PP&E since acquisition.
It's reported as a contra-asset, meaning it's subtracted from the gross cost of PP&E to arrive at net book
value (also called carrying value). For example, if equipment cost  and accumulated
depreciation is , the net book value is .

Intangible Assets
Intangible assets are non-physical assets that provide long-term economic benefits. Examples include
patents, trademarks, copyrights, and goodwill. Intangible assets with finite useful lives (like patents) are
amortized over those lives. Intangible assets with indefinite useful lives (like goodwill) are not amortized but
are instead tested for impairment at least annually.

Long-Term Investments
These are investments with maturities greater than one year or those the company does not intend to
liquidate in the short term. They include holdings of stocks, bonds, or other securities of other companies,
as well as investments in joint ventures, subsidiaries, or affiliates.

Current Liabilities
Current liabilities are obligations the company expects to settle within one year or the operating cycle,
whichever is longer.

Accounts Payable
Accounts payable are amounts owed to suppliers for goods or services purchased on credit. These are
typically due within 30 to 90 days and represent one of the most common short-term obligations on the
balance sheet.
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Short-Term Debt
Short-term debt includes borrowings due within one year, such as bank lines of credit or commercial paper.
Companies use these to finance working capital needs or cover temporary cash shortfalls.

Current Portion of Long-Term Debt
This is the portion of long-term debt that matures within the next 12 months. It gets reclassified from
long-term liabilities to current liabilities as the payment date approaches. Separating this amount helps
users gauge the company's near-term debt obligations more accurately.

Accrued Expenses
Accrued expenses are costs that have been incurred but not yet paid. Common examples include wages
payable, interest payable, and taxes payable. Recognizing these liabilities ensures proper matching of
expenses with the revenues they helped generate in the same period.

Unearned Revenue
Unearned revenue represents cash received from customers before the company has delivered the goods
or performed the services. It's a liability because the company still owes the customer something. Once the
obligation is fulfilled, unearned revenue is recognized as earned revenue. This is common in
subscription-based businesses, memberships, and any situation requiring advance payment.

Long-Term Liabilities
Long-term liabilities are obligations not due within the next 12 months. They reflect the company's
longer-term financing structure.

Bonds Payable
Bonds payable are long-term debt instruments issued to raise capital. The company has a contractual
obligation to pay periodic interest (coupon payments) and repay the principal at maturity. Bond disclosures
give users insight into the company's long-term debt burden and financing costs.

Notes Payable
Notes payable are formal written promises to pay a specific amount at a future date. They may be secured
(backed by collateral) or unsecured, and they typically carry fixed interest rates and defined repayment
terms.

Deferred Tax Liabilities
Deferred tax liabilities arise from temporary differences between taxable income (per the tax return) and
accounting income (per the financial statements). They represent taxes the company will owe in future
periods. A common cause is when a company uses accelerated depreciation for tax purposes but
straight-line depreciation for financial reporting, creating a timing difference that reverses over time.
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Pension Obligations
These liabilities relate to defined benefit pension plans, where the company promises specific retirement
benefits to employees. The pension liability represents the present value of those future benefit payments.
Calculating it requires actuarial assumptions about employee life expectancy, salary growth, discount
rates, and other factors.

Equity
The equity section represents the residual interest in the company's assets after subtracting all liabilities. It
reflects what shareholders collectively own.

Common Stock
Common stock represents basic ownership in the company. Common shareholders have voting rights and
may receive dividends. On the balance sheet, common stock is reported at par value. The number of
shares authorized, issued, and outstanding must be disclosed.

Preferred Stock
Preferred stock is a class of ownership that typically has priority over common stock for dividend payments
and asset distribution during liquidation. Preferred shares may have special features such as convertibility
(into common stock) or callability (the company can repurchase them at a set price). Like common stock,
preferred stock is reported at par value.

Additional Paid-In Capital (APIC)
APIC is the amount received from shareholders above par value when stock is issued. For example, if a
company issues stock with a  par value at  per share, the  excess per share goes to APIC.
This account may also include other capital contributions, such as certain gains on treasury stock
transactions.

Retained Earnings
Retained earnings represent the cumulative net income the company has earned since inception, minus all
dividends paid to shareholders. This balance shows how much profit has been reinvested back into the
business rather than distributed. It's a key indicator of a company's ability to finance growth internally.

Treasury Stock
Treasury stock consists of the company's own shares that have been repurchased from shareholders but
not retired. It's reported as a contra-equity account, which means it reduces total shareholders' equity. The
company may later resell or retire these shares.

Presentation and Disclosure Requirements

Classification Criteria
Assets and liabilities are classified as current or noncurrent based on whether they'll be realized or settled
within the operating cycle or 12 months, whichever is longer. Classification must be applied consistently
across reporting periods. Any departures from standard classification should be disclosed and explained in
the notes.
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Reporting Order
• Assets are listed in order of liquidity, starting with the most liquid (cash) and moving to the least liquid
(long-term assets)

• Liabilities are listed in order of maturity, with current liabilities first, followed by long-term liabilities

• Equity follows a logical order: contributed capital accounts (common stock, preferred stock, APIC)
come first, then retained earnings, then treasury stock

Notes to Financial Statements
The notes are an integral part of the financial statements. They provide context that the face of the balance
sheet alone can't convey, including:

• Significant accounting policies (inventory valuation methods, depreciation methods, revenue
recognition)

• Details on contingencies and commitments

• Subsequent events that may affect the company's financial position

Liquidity Analysis Using the Classified Balance Sheet
The classified format makes it straightforward to evaluate a company's short-term financial health through
a few key measures.

Working Capital

A positive working capital means the company has enough current assets to cover its current liabilities. A
negative figure is a warning sign that the company may struggle to meet near-term obligations.

Current Ratio vs. Quick Ratio
The current ratio measures overall short-term liquidity:

The quick ratio (also called the acid-test ratio) is more conservative because it excludes inventory and
prepaid expenses, which are harder to convert to cash quickly:

Both ratios use the same denominator, but the quick ratio focuses only on the most liquid current assets. A
company might have a healthy current ratio but a weak quick ratio if a large portion of its current assets is
tied up in slow-moving inventory. Comparing the two gives you a fuller picture of liquidity.

3.2 Current assets and liabilities

Definition of Current Assets
Current assets are resources on the balance sheet expected to be converted into cash, sold, or consumed
within one year or the company's operating cycle, whichever is longer. They fuel day-to-day operations and
are the first place analysts look when evaluating whether a company can cover its near-term obligations.
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Examples of Current Assets
• Cash and cash equivalents — checking accounts, money market funds, petty cash

• Short-term investments — marketable securities, treasury bills (investments the company intends to
sell within a year)

• Accounts receivable — amounts customers owe for goods or services sold on credit

• Inventory — raw materials, work-in-progress, and finished goods held for sale

• Prepaid expenses — payments made in advance for future benefits, like insurance premiums or rent

• Other current assets — short-term loans to others, advances to employees

Characteristics of Current Assets
Current assets share a few defining traits:

• High liquidity — they can be converted into cash relatively quickly.

• Short-term nature — they'll be used up or turned into cash within one year or the operating cycle.

• Continuously cycling — as one batch of inventory sells or receivables are collected, new ones replace
them. This ongoing turnover is what keeps operations running.

Accounting for Current Assets
How you record current assets depends on the type of asset and the applicable accounting standards.
Some are carried at historical cost, others at fair value, and still others at the lower of cost or net realizable
value (NRV).

Recognition and Measurement
A current asset is recognized when the company gains control over it and it's probable that future
economic benefits will flow to the company. Measurement rules differ by asset type:

• Cash and cash equivalents — recorded at nominal (face) value.

• Accounts receivable — recorded at the amount expected to be collected, minus an allowance for
doubtful accounts (the estimated uncollectible portion).

• Inventory — measured at the lower of cost or net realizable value (NRV). If NRV drops below cost,
you write inventory down.

All transactions are recorded using double-entry bookkeeping, with corresponding debits and credits.

Valuation Methods
• Inventory — The valuation method chosen (FIFO, LIFO, or weighted average) directly affects both the
cost of goods sold on the income statement and the ending inventory value on the balance sheet.
Under FIFO, older costs flow to COGS first; under LIFO, newer costs do.

• Accounts receivable — Valued using the allowance method. You estimate what percentage of
receivables won't be collected and create a contra-asset (allowance for doubtful accounts) to reduce
the receivable balance.
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• Prepaid expenses — Initially recorded as assets, then gradually expensed over the benefit period. For
example, a 12-month insurance policy paid upfront is expensed at 1/12 per month.

• Short-term investments — Classified as trading securities are reported at fair market value, with
unrealized gains or losses flowing through the income statement.

Impairment of Current Assets
Impairment happens when a current asset's carrying value exceeds its recoverable amount (fair value or
NRV). Common triggers include obsolescence, physical damage, or a drop in market prices.

When impairment is identified:

1. Determine the asset's current fair value or NRV.

2. Compare it to the carrying value on the books.

3. If carrying value is higher, write the asset down to fair value or NRV.

4. Record the difference as an impairment loss on the income statement.

Companies should assess current assets for impairment regularly to keep financial statements accurate.

Definition of Current Liabilities
Current liabilities are obligations a company expects to settle within one year or the operating cycle,
whichever is longer. They typically arise from everyday business activities and are settled using current
assets or, sometimes, by incurring a new current liability.

Examples of Current Liabilities
• Accounts payable — amounts owed to suppliers for credit purchases

• Short-term loans and borrowings — bank overdrafts, lines of credit

• Current portion of long-term debt — the slice of a long-term loan due within the next year

• Accrued expenses — obligations already incurred but not yet paid (salaries, interest, taxes)

• Unearned revenue — cash received from customers before the company delivers goods or services

• Dividends payable — dividends declared by the board but not yet distributed to shareholders

Characteristics of Current Liabilities
• Settled within one year or the operating cycle.

• Arise from normal business operations (purchasing, borrowing, compensating employees).

• Settled using current assets or by creating another current liability (e.g., rolling over a short-term loan).

• Continuously incurred and settled as part of the regular business cycle.

Accounting for Current Liabilities
Current liabilities are recorded at their expected settlement amount on the balance sheet. Accurate
recording matters because understating liabilities overstates net income and misleads stakeholders.
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Recognition and Measurement
A current liability is recognized when:

1. The company has a present obligation from a past event.

2. It's probable that settling the obligation will require an outflow of resources.

3. The amount can be reliably measured.

Measurement is based on the expected settlement amount, including principal plus any accrued interest or
penalties.

Valuation Methods
• Accounts payable — recorded at the invoice amount, less any discounts or returns.

• Short-term loans — recorded at the principal amount. Interest accrues over the loan term and is
expensed as incurred.

• Accrued expenses — estimated and recorded based on the amount expected to be paid. For
instance, if employees have earned wages by period-end but payday hasn't arrived, you accrue the
liability.

• Unearned revenue — recorded as a liability when cash is received. It converts to revenue on the
income statement as the company delivers the promised goods or services.

Contingent Liabilities
Contingent liabilities are potential obligations whose outcome depends on uncertain future events.
Examples include pending lawsuits, product warranty claims, and environmental remediation costs.

The accounting treatment follows a probability framework:

• Probable and estimable — Record the liability on the balance sheet and disclose it in the notes.

• Probable but not estimable, or reasonably possible — Disclose in the notes to the financial statements
but do not record on the balance sheet.

• Remote — No disclosure or recording is required.

Working Capital Management
Working capital equals current assets minus current liabilities. Managing it well means the company has
enough liquidity to operate smoothly without tying up excess resources. Three key metrics help evaluate
working capital health.

Current Ratio

This ratio measures whether a company has enough current assets to cover its current liabilities. A ratio
above 1.0 means current assets exceed current liabilities. However, an extremely high ratio (say, 4.0 or
5.0) might signal that the company is sitting on idle resources rather than investing them productively.
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Quick Ratio

Also called the acid-test ratio, this is a stricter liquidity measure. It strips out inventory because inventory
can be slow or difficult to liquidate, especially in downturns. A quick ratio above 1.0 suggests the company
can meet short-term obligations even without selling any inventory.

Cash Conversion Cycle

Where: - DIO (Days Inventory Outstanding) = how long inventory sits before it's sold - DSO (Days Sales
Outstanding) = how long it takes to collect receivables after a sale - DPO (Days Payable Outstanding) =
how long the company takes to pay its suppliers

A shorter CCC means the company turns its investments back into cash faster. Managers can shorten the
cycle by reducing inventory holding periods, collecting receivables more quickly, or negotiating longer
payment terms with suppliers.

Presentation and Disclosure

Balance Sheet Classification
Current assets and current liabilities each get their own section on the balance sheet. Both are typically
listed in order of liquidity:

• Current assets: cash → short-term investments → accounts receivable → inventory → prepaid expenses

• Current liabilities: accounts payable → short-term loans → current portion of long-term debt → accrued
expenses → unearned revenue

The difference between total current assets and total current liabilities is reported as working capital
(sometimes called net working capital).

Notes to Financial Statements
The notes expand on what the balance sheet summarizes. For current assets and liabilities, typical
disclosures include:

• Accounting policies for recognition, measurement, and valuation

• Breakdown of accounts receivable and the allowance for doubtful accounts

• Inventory valuation methods used and any write-downs taken

• Details of short-term borrowings (interest rates, maturity dates, covenants)

• Contingent liabilities and commitments

These notes are not optional reading. They provide context that the face of the balance sheet can't capture
on its own.

Current Assets vs. Current Liabilities
The relationship between current assets and current liabilities reveals how well a company can handle its
near-term financial demands.
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Liquidity Analysis
Liquidity is a company's ability to pay obligations as they come due. Analyzing liquidity goes beyond just
computing ratios. You also want to look at the composition of current assets. A company whose current
assets are mostly cash and receivables is in a stronger liquidity position than one whose current assets are
dominated by slow-moving inventory, even if both have the same current ratio.

Short-Term Financial Management
Managers constantly balance two competing goals: maintaining enough liquidity to meet obligations and
deploying resources to maximize returns. Practical strategies include:

• Current assets: Keep inventory lean, speed up receivable collections, invest excess cash in short-term
instruments.

• Current liabilities: Negotiate favorable supplier payment terms, use short-term credit lines strategically,
time payments to preserve cash flow without damaging supplier relationships.

Impact on Financial Statements
Changes in current assets and liabilities ripple across all three major financial statements.

Income Statement Effects
• Recognizing revenue on a credit sale increases accounts receivable and revenue simultaneously.

• The inventory valuation method (FIFO, LIFO, weighted average) directly determines cost of goods
sold and gross profit. In a period of rising prices, FIFO produces lower COGS and higher profit; LIFO
does the opposite.

• Impairment losses (inventory write-downs, bad debt expense) reduce net income.

• Interest on short-term borrowings is recorded as interest expense.

Cash Flow Statement Effects
Changes in current assets and liabilities appear in the operating activities section of the cash flow
statement (under the indirect method):

• Increase in a current asset (e.g., receivables or inventory growing) = use of cash

• Decrease in a current asset = source of cash

• Increase in a current liability (e.g., accounts payable rising) = source of cash

• Decrease in a current liability = use of cash

This is one of the most tested relationships in intermediate accounting. The logic is straightforward: if
receivables went up, you made sales but haven't collected the cash yet, so cash flow is lower than net
income suggests.

Industry-Specific Considerations
The mix of current assets and liabilities varies significantly by industry, and understanding these
differences matters for meaningful financial analysis.
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Retail and Manufacturing
These companies tend to carry large inventory balances, making inventory management a central concern.
Obsolescence risk is real, particularly for manufacturers with long production cycles or retailers with
seasonal products. Accounts receivable can also be significant when companies extend credit terms to
wholesale buyers. On the liability side, accounts payable tend to be high because of ongoing raw material
and merchandise purchases.

Service-Based Businesses
Service firms typically hold little to no inventory, so their current assets are weighted toward accounts
receivable and prepaid expenses. Receivables can be substantial for firms with long-term contracts where
billing occurs over time. Unearned revenue is a particularly common current liability in service industries.
Think of a consulting firm that receives a retainer upfront or a software company collecting annual
subscription fees in advance. That cash is a liability until the service is actually delivered.

3.3 Long-term assets and liabilities

Types of Long-Term Assets
Long-term assets are resources a company expects to use for more than one year. They're the backbone
of operations and future revenue generation. How you classify them determines their accounting treatment
on the balance sheet.

Tangible vs. Intangible Assets
Tangible assets have a physical form you can see and touch: machinery, buildings, vehicles, land.
Intangible assets lack physical substance but still hold real value: patents, trademarks, copyrights, and
goodwill.

The accounting treatment differs between the two. Tangible assets are generally depreciated (except
land), while intangible assets with finite lives are amortized. Intangible assets with indefinite lives (like
goodwill) aren't amortized but are tested for impairment annually.

Depreciable vs. Non-Depreciable Assets
• Depreciable assets lose value over time through wear, tear, or obsolescence. Equipment, vehicles,
and buildings all fall here. You recognize depreciation expense each period to allocate the cost over the
asset's useful life.

• Non-depreciable assets maintain or increase their value. Land is the classic example. Because land
doesn't wear out or become obsolete, you don't depreciate it.

A common mistake: if you buy land with a building on it, you need to allocate the purchase price between
the two. The land portion is not depreciated; the building portion is.

Held for Use vs. Held for Investment
Assets held for use are actively employed in operations to generate revenue, like a factory's production
equipment. Assets held for investment sit outside normal operations and are expected to generate income
or appreciate in value, like a rental property owned by a manufacturing company.

This classification matters because it affects where the asset appears on the balance sheet and how gains
or losses are reported when the asset is eventually sold.
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Acquisition of Long-Term Assets
When a company acquires a long-term asset, the central question is: what costs get included in the asset's
recorded amount? Getting this right affects every future period's depreciation expense.

Cost of Acquisition
The recorded cost includes everything necessary to get the asset ready for its intended use:

• Purchase price (minus any discounts or rebates)

• Non-refundable taxes and duties

• Delivery and handling charges

• Installation and setup costs

• Professional fees directly tied to the acquisition (e.g., legal fees for a land purchase)

Costs that do not get capitalized include general administrative overhead, training costs for employees to
use the asset, and costs incurred after the asset is already operational.

Capitalization of Interest Costs
When a company constructs an asset (or has one built), interest costs incurred during the construction
period are capitalized as part of the asset's cost rather than expensed immediately. This only applies to
qualifying assets, which are assets that require a substantial period of time to get ready for use.

Three conditions control the capitalization period:

1. Start capitalizing when expenditures have been made, borrowing costs are being incurred, and
construction activities are underway.

2. Suspend capitalization during extended periods when active construction is interrupted.

3. Stop capitalizing when the asset is substantially complete and ready for its intended use.

The amount capitalized is limited to the actual interest cost incurred during the period. You cannot
capitalize more interest than you actually paid.

Asset Retirement Obligations
An asset retirement obligation (ARO) is a legal obligation to dismantle, remove, or restore a long-lived
asset at the end of its useful life. Think of a mining company required to restore land after extraction, or a
company obligated to remove an oil platform.

• The ARO is measured at its present value when initially recognized.

• That present value amount gets added to the cost of the related asset (increasing the depreciable
base).

• Over time, the liability grows through accretion expense (essentially unwinding the discount as the
obligation gets closer to settlement), while the added asset cost is depreciated over the asset's useful
life.
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Depreciation of Long-Term Assets
Depreciation is the systematic allocation of a depreciable asset's cost (minus salvage value) over its useful
life. It's not about tracking the asset's market value; it's about matching the cost of the asset to the periods
that benefit from its use.

Depreciation Methods
Straight-line is the simplest: you spread the depreciable amount evenly across each period.

Declining balance is an accelerated method that applies a fixed percentage to the asset's carrying amount
(not the original depreciable base) each period. Double-declining balance uses twice the straight-line rate:

Sum-of-the-years' digits is another accelerated method that applies a decreasing fraction to the
depreciable base each year.

The choice of method should reflect how the asset's economic benefits are consumed. If benefits are
consumed evenly, straight-line makes sense. If the asset is most productive early on, an accelerated
method is more appropriate.

Useful Life Estimation
Useful life is the period over which an asset is expected to contribute to operations. It's based on judgment
and influenced by:

• Physical wear and tear from use

• Technological obsolescence (a computer may physically last 10 years but be outdated in 3)

• Legal or contractual limits (a lease on equipment may cap useful life)

These estimates should be reviewed periodically. If circumstances change, the remaining depreciable
amount is allocated over the revised remaining useful life on a prospective basis (you don't go back and
restate prior periods).

Salvage Value Considerations
Salvage value (also called residual value) is the estimated amount a company expects to receive when it
disposes of the asset at the end of its useful life. You subtract salvage value from cost to get the
depreciable base.

If salvage value is expected to be zero or immaterial, the entire cost is depreciated. Like useful life, salvage
value estimates should be reviewed regularly and updated prospectively if expectations change.

Impairment of Long-Term Assets
Impairment happens when an asset's carrying amount (cost minus accumulated depreciation) exceeds its
recoverable amount. In other words, the asset is on the books for more than it's actually worth.
Recognizing impairment prevents the balance sheet from overstating asset values.
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Indicators of Impairment
You don't test every asset for impairment every period. Instead, you watch for triggering events:

• A significant decline in the asset's market value

• Adverse changes in the business environment, technology, or legal landscape

• Evidence that the asset's physical condition has deteriorated beyond expectations

• A noticeable decline in the asset's economic performance or cash flows

• Plans to dispose of the asset earlier than originally expected

When any of these indicators are present, impairment testing is required.

Impairment Testing Process
1. Identify the specific asset or cash-generating unit (CGU) to test.

2. Determine the recoverable amount, which is the higher of: - Fair value less costs of disposal - Value
in use (the present value of expected future cash flows from the asset)

3. Compare the recoverable amount to the carrying amount.

4. If the carrying amount exceeds the recoverable amount, recognize an impairment loss for the
difference.

Measurement of Impairment Loss

The loss is recognized in profit or loss and reduces the asset's carrying amount on the balance sheet.
Going forward, depreciation is recalculated based on the new (lower) carrying amount.

Under IFRS, impairment losses on assets other than goodwill can be reversed in future periods if
conditions improve. Under U.S. GAAP, reversals of impairment losses are generally not permitted for
assets held for use. This is a distinction worth remembering for exams.

Derecognition of Long-Term Assets
Derecognition means removing an asset from the balance sheet. This happens when the asset is disposed
of or when no future economic benefits are expected from its use.

Disposal of Long-Term Assets
Disposal can take several forms:

• Sale to another party for cash or other consideration

• Abandonment when the asset is simply taken out of service with no proceeds

• Exchange for another asset (nonmonetary exchange rules apply)

At the point of disposal, you remove both the asset's cost and its accumulated depreciation from the books.
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Gains or Losses on Disposal

• If proceeds exceed carrying amount, you recognize a gain (reported as income).

• If carrying amount exceeds proceeds, you recognize a loss (reported as an expense).

• If the asset is abandoned with no proceeds, the entire remaining carrying amount is written off as a
loss.

Make sure depreciation is recorded up to the date of disposal before calculating the gain or loss. A
common exam error is forgetting to update accumulated depreciation before derecognizing the asset.

Types of Long-Term Liabilities
Long-term liabilities are obligations a company expects to settle beyond one year (or beyond the operating
cycle, if longer). They represent a major part of a firm's capital structure and directly affect financial
leverage.

Bonds Payable
Bonds are debt securities issued to raise capital from investors. Every bond has three key features:

• Face value (par value): the amount repaid at maturity

• Stated interest rate (coupon rate): determines the periodic cash interest payments

• Maturity date: when the principal must be repaid

Bonds can be issued at par (market rate equals coupon rate), at a discount (market rate exceeds coupon
rate, so investors pay less than face value), or at a premium (coupon rate exceeds market rate, so
investors pay more than face value).

Notes Payable
Notes payable are written promises to pay a specified amount at a future date. They differ from bonds
mainly in that they're typically issued to a single lender (like a bank) rather than sold to multiple investors.

• Secured notes are backed by collateral (specific assets pledged).

• Unsecured notes rely solely on the borrower's creditworthiness.

• Interest is usually paid periodically, with the principal due at maturity.

Leases
Under current standards (ASC 842 / IFRS 16), leases are contracts that convey the right to use an asset
for a period in exchange for payments.

• Finance leases (called "capital leases" under older terminology) transfer substantially all the risks and
rewards of ownership to the lessee. The lessee records both a right-of-use asset and a lease liability.

• Operating leases also result in a right-of-use asset and lease liability on the balance sheet under
current standards, but the expense recognition pattern differs: operating leases recognize a single
straight-line lease expense, while finance leases split the expense into depreciation and interest
components.
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Initial Recognition of Long-Term Liabilities
When a long-term liability is first recorded, it's measured at its fair value (typically the present value of
future cash flows). Getting the initial measurement right is critical because it sets the baseline for all
subsequent interest expense calculations.

Present Value Concepts
Present value is the current worth of cash flows you'll pay (or receive) in the future, discounted at an
appropriate rate. The core idea is the time value of money: a dollar today is worth more than a dollar a year
from now because today's dollar can be invested.

For a single future payment:

For an annuity (a series of equal payments):

When measuring a bond's issue price, you calculate the present value of both the periodic interest
payments (annuity) and the lump-sum principal repayment at maturity, using the market rate as the
discount rate.

Effective Interest Method
The effective interest method amortizes any discount or premium on a liability so that interest expense
reflects a constant rate applied to the carrying amount each period.

1. Calculate interest expense for the period: Carrying Amount × Effective (Market) Interest Rate.

2. Determine the cash interest payment: Face Value × Stated (Coupon) Rate.

3. The difference between interest expense and the cash payment is the amortization of the discount or
premium.

For a discount, interest expense exceeds the cash payment, so the carrying amount increases each period
toward face value. For a premium, the cash payment exceeds interest expense, so the carrying amount
decreases toward face value.

Debt Issuance Costs
Debt issuance costs are incremental costs directly tied to issuing debt: legal fees, underwriting fees,
registration costs, and similar charges.

• These costs are deducted from the initial carrying amount of the liability (they're presented as a
contra-liability, not as a separate asset).

• They're amortized over the life of the debt using the effective interest method, which slightly increases
the effective interest rate.

Subsequent Measurement of Long-Term Liabilities
After initial recognition, you update the carrying amount of long-term liabilities at each reporting date. This
involves amortizing discounts or premiums, accruing interest, and accounting for any changes to the debt's
terms.
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Amortization of Discount or Premium
A discount exists when the liability's initial carrying amount is below face value. A premium exists when it's
above face value. Through amortization, the carrying amount gradually converges to face value by the
maturity date.

Using the effective interest method ensures that the interest rate recognized in each period stays constant,
even though the dollar amount of interest expense changes as the carrying amount changes.

Accrual of Interest Expense
Each period, interest expense is recognized based on the carrying amount of the liability multiplied by the
effective interest rate. If the reporting date falls between interest payment dates, the company records
accrued interest payable as a current liability for the portion of interest that has been incurred but not yet
paid.

When the next cash interest payment is made, it reduces the accrued interest liability.

Modifications or Exchanges of Debt
Sometimes a borrower renegotiates the terms of existing debt (changing the interest rate, extending the
maturity, or adjusting the principal). Other times, old debt is replaced entirely with new debt.

The accounting treatment hinges on whether the change is substantial:

• Apply the 10% test: if the present value of cash flows under the new terms differs by 10% or more
from the present value of remaining cash flows under the old terms, the modification is treated as an
extinguishment of the old debt and recognition of new debt.

• If the difference is less than 10%, the modification is accounted for prospectively by adjusting the
carrying amount and recalculating the effective interest rate.

Derecognition of Long-Term Liabilities
Derecognition of a liability occurs when the obligation is extinguished, meaning the company is released
from the responsibility to pay.

Extinguishment of Debt
Debt can be extinguished through:

• Repayment at maturity (paying face value)

• Early repayment or open-market repurchase before maturity

• Legal release by the creditor

• Substantial modification of terms (which triggers derecognition of the old liability under the 10% test)

Upon extinguishment, the carrying amount of the liability is removed from the balance sheet.

Gains or Losses on Extinguishment

• If you pay less than the carrying amount, you recognize a gain.
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• If you pay more than the carrying amount, you recognize a loss.

For example, if a bond has a carrying amount of  and the company repurchases it on the open
market for , the company recognizes a  gain on extinguishment. Any unamortized
debt issuance costs must also be written off at the time of extinguishment.

Presentation and Disclosure
Financial statement users need enough information to assess a company's long-term commitments and
the assets supporting its operations. Presentation and disclosure requirements serve that purpose.

Balance Sheet Classification
Long-term assets and liabilities are presented separately from current items. Typical asset classifications
on the balance sheet include:

• Current assets (cash, receivables, inventory)

• Long-term investments (equity investments, held-to-maturity securities)

• Property, plant, and equipment (tangible operating assets, shown net of accumulated depreciation)

• Intangible assets (patents, goodwill, shown net of accumulated amortization where applicable)

Liabilities are split into current (due within one year or the operating cycle) and non-current (due beyond
that). If a portion of long-term debt matures within the next year, that portion is reclassified as a current
liability.

Notes to Financial Statements
The notes supplement the numbers on the face of the financial statements. For long-term assets and
liabilities, required disclosures typically include:

• Assets: depreciation/amortization methods used, useful life estimates, carrying amounts by category,
details of any impairment losses recognized

• Liabilities: maturity dates and repayment schedules, interest rates (stated and effective), collateral
pledged, covenants and restrictions, details of any debt modifications or extinguishments

These disclosures give users the context they need to evaluate the numbers on the balance sheet and
understand the assumptions behind them.

3.4 Owners' equity

Components of Owners' Equity
Owners' equity represents the residual interest in a company's assets after deducting liabilities. Think of it
as what's left for the owners if the company sold everything and paid off all its debts.

It consists of four main components:

• Contributed capital (common stock, preferred stock, additional paid-in capital)

• Retained earnings (accumulated undistributed profits)

• Accumulated other comprehensive income (AOCI) (gains and losses that bypass the income
statement)
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• Treasury stock (a company's own shares that have been repurchased, which reduces equity)

Together, these components tell you about a company's financial health, ownership structure, and
historical performance.

Contributed Capital
Contributed capital is the amount shareholders have invested in exchange for ownership interest. It
includes common stock, preferred stock, and additional paid-in capital. This reflects both the initial
investment and any subsequent stock issuances.

Common Stock
Common stock is the primary form of ownership in a corporation. Common shareholders typically carry
voting rights and are entitled to a portion of profits through dividends.

On the books, common stock is recorded at par value. Any amount received above par value goes into
additional paid-in capital. For example, if a company issues stock with a  par value at  per share,

 is recorded as common stock and  goes to additional paid-in capital.

Preferred Stock
Preferred stock is a class of ownership with higher priority claims on assets and earnings compared to
common stock. It often carries a fixed dividend rate and may include special voting or conversion rights.

Like common stock, preferred stock is recorded at par value, with any excess recorded as additional
paid-in capital. The key distinction: preferred shareholders get paid dividends before common
shareholders, and they have priority in liquidation.

Additional Paid-in Capital
Additional paid-in capital (APIC) captures the amount received from shareholders in excess of the par
value of stock issued. Since par values are typically set very low (often  or ), APIC usually makes
up the bulk of contributed capital. It provides a separate account to track this excess capital.

Retained Earnings
Retained earnings represent the cumulative net income a company has earned over its entire life that has
not been distributed to shareholders as dividends. This figure reflects historical profitability and the
company's ability to reinvest earnings for future growth.

Net Income vs. Retained Earnings
These two concepts are related but distinct:

• Net income is the profit earned during a specific period and appears on the income statement.

• Retained earnings are the accumulated undistributed profits over the life of the company and appear
on the balance sheet.

Net income increases retained earnings each period, while dividends declared and net losses decrease
retained earnings. The relationship looks like this:

Beginning Retained Earnings + Net Income − Dividends Declared = Ending Retained Earnings



Fiveable archived study guides Page 71

Appropriated Retained Earnings
The board of directors can set aside a portion of retained earnings for a specific purpose, such as legal
reserves, debt repayment, or future capital expenditures. This portion is called appropriated retained
earnings and is not available for dividend distribution until that purpose has been fulfilled. It's a restriction,
not a separate cash fund.

Unappropriated Retained Earnings
Unappropriated retained earnings are the portion that has not been designated for any specific purpose.
These are available for distribution as dividends or reinvestment in operations.

Accumulated Other Comprehensive Income
Accumulated other comprehensive income (AOCI) captures gains and losses that bypass the income
statement and are recorded directly in equity. It provides a separate equity component for items that
haven't yet been "realized" through a sale or settlement.

Three common items flow into AOCI:

Unrealized Gains and Losses
These represent changes in the fair value of certain investment securities that have not yet been sold.
They sit in AOCI until the securities are sold or impaired, at which point they're reclassified into net income.
This gives users transparency about how market fluctuations could affect the company's investment
portfolio.

Foreign Currency Translation Adjustments
When a company has foreign subsidiaries whose financial statements are denominated in a different
currency, translating those statements into the parent's reporting currency creates gains or losses. These
cumulative translation adjustments are recorded in AOCI and reflect the impact of exchange rate
fluctuations on the company's net assets abroad.

Pension Plan Adjustments
Defined benefit pension plans generate actuarial gains and losses, prior service costs, and other
adjustments. These are initially recorded in AOCI and then amortized into net income over the remaining
service period of plan participants. This smooths out the volatility that pension assumptions and experience
would otherwise create on the income statement.

Treasury Stock
Treasury stock consists of a company's own shares that have been repurchased from shareholders. It's
recorded as a contra-equity account, meaning it reduces total owners' equity. Companies repurchase
shares to signal confidence in their prospects, return excess cash to shareholders, or manage dilution from
stock-based compensation.

Cost Method vs. Par Value Method
Two methods exist for recording treasury stock:

• Cost method: Treasury stock is recorded at the actual repurchase cost. This is the more commonly
used approach and clearly shows the cash outflow associated with the buyback.
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• Par value method: Treasury stock is recorded at par value, with the difference between cost and par
allocated to APIC. This method can understate the true cost and may not reflect the economic
substance of the transaction.

Impact on Total Owners' Equity
Treasury stock reduces total owners' equity because it represents a reduction in shares outstanding. The
repurchase cost is subtracted directly from equity. When treasury shares are later reissued, any difference
between the reissue price and the recorded cost is adjusted through additional paid-in capital (not through
the income statement).

Stock Splits and Dividends
Stock splits and stock dividends both adjust the number of shares outstanding, but they work differently
and affect the equity accounts in distinct ways.

Stock Splits vs. Stock Dividends
• A stock split increases shares outstanding by a specified ratio (e.g., 2-for-1) and reduces the par value
per share proportionately. Total owners' equity does not change. Stock splits are generally large in
scale (2-for-1, 3-for-1).

• A stock dividend distributes additional shares to existing shareholders in proportion to their current
holdings. The par value of the new shares is transferred from retained earnings to common stock and
APIC. Stock dividends are typically smaller (5%, 10%, up to about 20-25%).

For stock dividends, the accounting treatment depends on size. A small stock dividend (generally under
20-25%) is recorded at the market value of the shares distributed. A large stock dividend (generally
20-25% or more) is recorded at par value. This distinction matters for how much retained earnings
decreases.

Impact on Owners' Equity Accounts
• Stock splits: No change to total equity. Par value per share decreases, shares outstanding increase,
and a memo entry is typically made.

• Stock dividends: Total equity stays the same, but amounts shift within equity. Retained earnings
decreases, and contributed capital (common stock and APIC) increases by the same amount.

Both actions can influence market perception of a company's stock price and its affordability to investors,
but neither creates or destroys value on its own.

Statement of Stockholders' Equity
The statement of stockholders' equity provides a detailed reconciliation of changes in each component of
owners' equity over a reporting period. It connects the beginning and ending balances by showing what
happened in between.

Purpose and Components
This statement explains why equity changed. It typically includes columns for:

• Common stock

• Preferred stock
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• Additional paid-in capital

• Retained earnings

• Accumulated other comprehensive income

• Treasury stock

Row items include beginning balances, net income, dividends declared, stock issuances and repurchases,
stock-based compensation, and other comprehensive income items.

Relationship to the Balance Sheet
The ending balances on the statement of stockholders' equity tie directly to the owners' equity section of
the balance sheet. The balance sheet shows you where things stand; the statement of stockholders' equity
shows you how they got there. Together, they give a complete picture of the company's equity position.

Earnings per Share (EPS)
Earnings per share measures the portion of a company's profit allocated to each outstanding share of
common stock. It's one of the most widely followed metrics for evaluating profitability and comparing
performance across companies and time periods.

Basic EPS Calculation
1. Start with net income from the income statement.

2. Subtract preferred dividends to get earnings available to common shareholders.

3. Calculate the weighted average number of common shares outstanding for the period, accounting for
any shares issued, repurchased, or affected by stock splits during the year.

4. Divide earnings available to common shareholders by the weighted average shares.

The weighted average is important because the number of shares often changes throughout the year. You
weight each share count by the fraction of the year it was outstanding.

Diluted EPS Calculation
Diluted EPS accounts for the potential dilution from stock options, warrants, and convertible securities. It
answers: what would EPS look like if all dilutive securities were exercised or converted?

1. Start with the basic EPS numerator.

2. Add back any interest expense (net of tax) on convertible debt, or preferred dividends on convertible
preferred stock, if those securities are assumed to convert.

3. Add the additional shares that would be issued upon conversion or exercise to the denominator.

4. For stock options and warrants, use the treasury stock method: assume the options are exercised,
then assume the company uses the proceeds to buy back shares at the average market price. Only the
net new shares are added to the denominator.
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Diluted EPS will always be less than or equal to basic EPS. If a potentially dilutive security would actually
increase EPS, it's considered antidilutive and is excluded from the calculation.

Stock-Based Compensation
Stock-based compensation pays employees with company stock or stock options rather than (or in addition
to) cash. It aligns employee interests with shareholders and helps attract and retain talent. The expense is
recognized over the vesting period of the awards.

Stock Options vs. Restricted Stock
• Stock options give employees the right to purchase shares at a predetermined exercise price over a
specified period. They have no intrinsic value unless the stock price exceeds the exercise price.

• Restricted stock units (RSUs) are grants of company stock that vest over time or upon meeting
performance conditions. RSUs have value as long as the stock price is positive, making them less risky
for employees than options.

Accounting for Stock-Based Compensation
1. On the grant date, measure the fair value of the awards. For stock options, use an option pricing
model such as Black-Scholes. For RSUs, use the stock price on the grant date.

2. Recognize the total fair value as compensation expense ratably over the vesting period.

3. The offsetting credit goes to additional paid-in capital, reflecting the equity nature of the
compensation.

The expense hits the income statement each period, reducing net income, while APIC in the equity section
increases by the same amount.

Convertible Securities
Convertible securities are financial instruments that can be converted into a specified number of common
shares at the holder's option. They include convertible bonds and convertible preferred stock. Issuers
benefit from lower interest rates or dividend rates because investors value the conversion feature.

Convertible Debt vs. Convertible Preferred Stock
Feature Convertible Debt Convertible Preferred Stock

Maturity Has a maturity date No maturity date

Periodic payments Fixed interest payments Fixed dividend payments

Balance sheet classification Liability (until converted) Equity (within preferred stock)

Conversion trigger Bondholder's option Shareholder's option

Impact on Owners' Equity
When convertible securities are converted into common shares, the carrying value of the security is
transferred to common stock and additional paid-in capital. No gain or loss is recognized on conversion
under the book value method (the standard approach under U.S. GAAP for convertible bonds).

The conversion increases shares outstanding and dilutes existing shareholders' ownership percentage.
Companies must factor in the potential dilutive impact of convertible securities when calculating diluted
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EPS.

Comprehensive Income
Comprehensive income captures the total change in owners' equity from non-owner sources during a
period. It includes both net income and other comprehensive income (OCI) items.

Net Income vs. Comprehensive Income
• Net income reflects operating performance and is reported on the income statement.

• Comprehensive income = Net income + Other comprehensive income (unrealized gains/losses,
foreign currency translation adjustments, pension plan adjustments).

Comprehensive income gives a broader view of financial performance by including value changes that
haven't yet flowed through the income statement.

Reporting Comprehensive Income
Companies can report comprehensive income in one of two ways:

1. A single continuous statement that starts with revenue and expenses (the income statement) and
continues through OCI items to arrive at total comprehensive income.

2. Two separate but consecutive statements: an income statement followed by a statement of
comprehensive income that begins with net income.

The individual components of OCI must be disclosed either on the face of the statement or in the notes to
the financial statements. Each OCI component also accumulates in the AOCI line within the equity section
of the balance sheet.

3.5 Notes to financial statements

Importance of Notes
Notes to financial statements give you the context you need to actually understand what the numbers on
the balance sheet, income statement, and other primary statements mean. Think of it this way: the financial
statements show you what happened, while the notes explain how and why.

Without the notes, you can't fully assess the quality of a company's earnings, spot potential risks, or
compare one company to another. They're not optional extras; under both GAAP and IFRS, notes are
considered an integral part of a complete set of financial statements.

Required Note Disclosures

Significant Accounting Policies
Companies have choices in how they account for transactions, and those choices directly affect the
numbers you see. The accounting policies note tells you which methods a company selected.

Common disclosures include:

• Revenue recognition policies (when and how revenue is recorded)

• Inventory valuation methods (FIFO, LIFO, or weighted average)
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• Depreciation methods (straight-line vs. accelerated)

• Lease accounting treatments

This note is critical for comparability. Two companies in the same industry can report very different
numbers simply because one uses FIFO and the other uses LIFO. Knowing the policies lets you make
apples-to-apples comparisons.

Changes in Accounting Policies
When a company switches from one accounting policy to another, it must disclose:

1. What changed and why the new policy is preferable

2. How the change affects current and prior period financial statements

3. The retrospective adjustments made to prior periods so that the statements remain comparable over
time

This matters because a sudden jump in net income might not reflect better performance; it might just reflect
a policy change.

Subsequent Events
These are significant events that happen after the balance sheet date but before the financial statements
are issued. There are two types:

• Adjusting events provide additional evidence about conditions that already existed at the balance
sheet date. The financial statements are adjusted to reflect these. Example: a court ruling on a lawsuit
that was pending at year-end.

• Non-adjusting events arise from conditions that developed after the balance sheet date. These are
disclosed in the notes but don't change the reported numbers. Example: a major acquisition completed
after year-end.

Other examples include asset impairments, debt refinancing, and natural disasters.

Contingencies
A contingency is a potential gain or loss whose outcome depends on a future event the company doesn't
fully control.

• Loss contingencies (pending lawsuits, environmental liabilities, product warranties) are disclosed
when the loss is at least reasonably possible. If the loss is probable and can be reasonably estimated,
it's actually recorded on the financial statements, not just disclosed.

• Gain contingencies are disclosed but almost never recorded in advance, because doing so would
recognize revenue before it's earned.

The notes should describe the nature of the contingency, an estimate of the potential financial impact (or
state that an estimate can't be made), and the likelihood of occurrence.

Related Party Transactions
Related parties include subsidiaries, affiliates, joint ventures, and key management personnel.
Transactions between these parties may not occur at arm's length (meaning the terms might differ from
what unrelated parties would agree to).
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Disclosures cover sales, purchases, loans, leases, and compensation arrangements. The goal is
transparency: users need to know whether reported transactions reflect genuine market conditions or are
influenced by the relationship between the parties.

Segment Information
Large companies often operate across multiple business lines or geographic regions. Segment disclosures
break down key financial data for each reportable segment, including:

• Revenue

• Operating income

• Total assets

• Capital expenditures

This helps you evaluate which parts of the business are driving performance and where the risks are
concentrated, rather than relying solely on consolidated totals.

Fair Value Measurements
When assets or liabilities are reported at fair value, the notes disclose the methods and assumptions
behind those valuations. A key element is the fair value hierarchy:

• Level 1: Quoted prices in active markets (e.g., publicly traded stock prices). Most reliable.

• Level 2: Observable inputs other than Level 1 prices (e.g., interest rates, yield curves). Moderately
reliable.

• Level 3: Unobservable inputs based on the company's own assumptions (e.g., discounted cash flow
models for unique assets). Least reliable, most subjective.

The higher the proportion of Level 3 measurements, the more judgment is embedded in the reported
values, and the more skepticism you should apply.

Supplementary Information in Notes

Disaggregation of Accounts
Notes often break down large account balances into their components. For example:

• An aging schedule for accounts receivable shows how much is current vs. 30, 60, or 90+ days past
due

• Inventory composition separates raw materials, work-in-process, and finished goods

• PP&E breakdowns show land, buildings, machinery, and accumulated depreciation separately

These details help you assess the quality and collectibility of assets far better than a single line item can.

Contractual Obligations
This disclosure lists future cash commitments the company has already locked into, typically presented in a
table showing amounts due by time period (less than 1 year, 1–3 years, 3–5 years, and beyond 5 years).
Common items include:

• Operating and finance lease payments
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• Purchase obligations

• Debt maturities and interest payments

This is especially useful for assessing liquidity risk and whether the company can meet its upcoming
obligations.

Non-GAAP Measures
Companies sometimes present financial measures that fall outside GAAP definitions, such as adjusted
earnings, EBITDA, or free cash flow. These can offer useful insight into operating performance by stripping
out items management considers non-recurring or non-operational.

However, non-GAAP measures are not standardized, so companies have discretion in how they calculate
them. Always compare non-GAAP figures back to the closest GAAP measure to understand what's being
excluded and why.

Relationship Between Notes & Financial Statements

Notes as Integral Part
Notes aren't a supplement you can skip. They're a required component of a complete set of financial
statements. The numbers on the face of the statements often can't be properly interpreted without the
explanations, assumptions, and breakdowns provided in the notes.

Cross-Referencing
Line items on the primary financial statements typically include reference numbers (e.g., "See Note 7") that
direct you to the relevant note. This cross-referencing system lets you move efficiently between a reported
figure and its detailed explanation, keeping the financial reporting package cohesive and navigable.

Auditor's Responsibility for Notes

Audit Procedures
Auditors don't just audit the face of the financial statements. They also perform procedures on the notes to
verify that disclosures are complete, accurate, and consistent with the underlying data. Common
procedures include:

• Inquiry of management about assumptions and estimates

• Inspection of supporting documents and contracts

• Recalculation of disclosed figures

• Confirmation with third parties (e.g., verifying loan terms with lenders)

Opinion on Notes
The auditor's opinion covers the financial statements as a whole, including the notes. If the notes contain a
material misstatement or omit required information, the auditor may issue a qualified opinion (specific
issue) or an adverse opinion (pervasive problems). This reinforces why note disclosures carry real weight.
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Management's Judgment in Notes

Estimation Uncertainty
Many note disclosures rely on management's estimates and assumptions. These aren't precise
calculations; they involve judgment. Key areas include:

• Allowance for uncollectible accounts

• Inventory obsolescence reserves

• Useful lives assigned to depreciable assets

• Contingent liability accruals

Because these estimates can significantly shift reported results, you should pay close attention to whether
the assumptions seem reasonable.

Assumptions Used
Notes should disclose the key assumptions behind significant estimates, such as:

• Discount rates used in present value calculations

• Growth rates applied in impairment testing

• Probability assessments for contingencies

Knowing these assumptions lets you evaluate sensitivity: if a small change in the discount rate would
materially alter the reported value, that's a risk worth understanding.

Notes vs. Management Discussion & Analysis (MD&A)
Notes provide factual, audited information and explanations tied directly to the financial statements. They
must comply with GAAP or IFRS.

MD&A is management's narrative analysis of financial performance, trends, risks, and future outlook. It is
unaudited and more subjective.

Both are valuable, but they serve different purposes. Notes tell you what the numbers are and how they
were calculated. MD&A tells you what management thinks the numbers mean and where the company is
headed.

Consequences of Inadequate Note Disclosures

Investor Decision Making
When note disclosures are incomplete, inaccurate, or unclear, investors can't properly assess risk and
value. This can lead to mispriced securities, poor capital allocation, and a general erosion of trust in the
company's reporting. In short, bad disclosures undermine the efficiency of capital markets.

Regulatory Actions
Regulators like the SEC actively review note disclosures. Inadequate disclosures can trigger:

• Comment letters requiring additional explanation
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• Financial statement restatements

• Fines and penalties

• Reputational damage that can affect stock price and access to capital

Improving Effectiveness of Notes

Plain Language
Effective notes use clear, concise language rather than boilerplate or overly technical jargon. The goal is to
make disclosures accessible to a broad range of financial statement users, not just accountants and
auditors.

Tabular Presentations
Tables are particularly effective for presenting disaggregated account balances, contractual obligation
schedules, and summaries of key assumptions. They let users quickly scan and compare data rather than
parsing dense paragraphs.

Hyperlinks & Cross-References
In electronic filings (such as SEC EDGAR documents), hyperlinks can connect related disclosures within
the notes and link notes back to the primary statements. In printed reports, clear cross-reference
numbering serves the same purpose. Both approaches make it easier for users to navigate the full set of
financial information efficiently.
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Unit 4 – Statement of Cash Flows
4.1 Operating activities

Cash Flows from Operating Activities
Operating activities capture the cash generated and spent through a company's core business. These are
the transactions tied to producing revenue and paying for the costs of doing business. Because operating
cash flows reflect whether a company can sustain itself without relying on outside financing or asset sales,
they're often the most scrutinized section of the cash flow statement.

This section covers the direct and indirect methods for reporting operating cash flows, how to reconcile net
income to cash from operations, and the key ratios used to evaluate operating cash flow performance.

Income Statement vs. Cash Flow
The income statement and the cash flow statement measure different things. The income statement uses
accrual accounting, recognizing revenues when earned and expenses when incurred, regardless of when
cash changes hands. The cash flow statement tracks only actual cash movements during the period.

This distinction matters because timing differences create gaps between net income and operating cash
flows. A company might report strong revenue on the income statement but have most of that revenue
sitting in accounts receivable, meaning the cash hasn't arrived yet. Similarly, expenses like depreciation
reduce net income but don't involve any cash leaving the company.

The core question the cash flow statement answers: Did the company actually collect more cash than it
spent on operations?

Direct Method of Reporting Cash Flows
The direct method lists the major categories of gross cash receipts and gross cash payments. It shows you
exactly where cash came from and where it went, making it the more intuitive of the two methods.
However, it's less commonly used in practice because it requires tracking cash receipts and payments
separately from accrual records, which adds record-keeping burden.

Under ASC 230 (and IAS 7), the FASB actually prefers the direct method, but most companies opt for the
indirect method instead.

Cash Receipts from Customers
This is typically the largest source of operating cash inflows. It represents cash actually collected from
customers for goods or services. The amount will differ from revenue on the income statement whenever
accounts receivable balances change.

To calculate cash receipts from customers:

1. Start with sales revenue from the income statement

2. Subtract the increase in accounts receivable (or add the decrease)

If accounts receivable increased by \$15,000 during the period, that means \$15,000 of recognized
revenue hasn't been collected yet, so you subtract it.
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Cash Payments to Suppliers
This covers cash paid for inventory, raw materials, and other purchased goods or services. Calculating it
requires two adjustments because two accrual accounts are involved: inventory and accounts payable.

1. Start with cost of goods sold from the income statement

2. Add the increase in inventory (or subtract the decrease) to get total purchases

3. Subtract the increase in accounts payable (or add the decrease) to convert purchases to cash paid

Cash Payments to Employees
This includes salaries, wages, and benefits actually paid in cash during the period. If wages payable
increased, the company accrued more expense than it paid out, so cash payments were lower than the
expense on the income statement.

Interest and Dividends Received
Cash received from interest-bearing investments or dividend income from equity investments. Under U.S.
GAAP, these are classified as operating activities. (Note: under IFRS, companies have the option to
classify interest and dividends received as either operating or investing activities.)

Interest Paid
Cash paid for interest on debt obligations. Under U.S. GAAP, interest paid is an operating activity. Under
IFRS, companies may classify it as operating or financing. This is a common exam point when comparing
GAAP and IFRS.

Income Taxes Paid
Cash actually remitted to tax authorities during the period. This often differs from income tax expense on
the income statement because of deferred tax assets and liabilities, which arise from temporary differences
between tax and book accounting.

Indirect Method of Reporting Cash Flows
The indirect method is what you'll encounter most often. It starts with net income and works backward to
arrive at cash from operations by removing non-cash items and adjusting for changes in working capital.
Think of it as answering the question: Why didn't net income equal the cash we generated?

The general structure:

1. Begin with net income

2. Add back non-cash expenses

3. Remove gains (add back losses) on asset disposals

4. Adjust for changes in operating current assets and current liabilities

Net Income Adjustments
Non-cash items included in net income need to be reversed out:
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• Add back depreciation, amortization, and impairment charges (these reduced net income but no cash
was spent)

• Add back stock-based compensation expense (a non-cash charge)

• Subtract gains on sale of assets; add back losses on sale of assets (the actual cash from the sale
belongs in investing activities, not operating)

• Adjust for deferred tax changes (the difference between tax expense and tax actually paid)

Changes in Current Assets and Liabilities
This is where working capital adjustments come in. The logic follows a consistent pattern:

• Increase in a current asset (other than cash) → subtract from net income. The company used cash (or
didn't collect cash) to build up that asset.

• Decrease in a current asset → add to net income. The company converted that asset into cash.

• Increase in a current liability → add to net income. The company received cash or avoided paying
cash.

• Decrease in a current liability → subtract from net income. The company used cash to pay down that
obligation.

A helpful shortcut: current assets move in the opposite direction from cash (increase in asset = decrease in
cash). Current liabilities move in the same direction as cash (increase in liability = increase in cash,
because you haven't paid yet).

Depreciation and Amortization
These are the most common add-backs in the indirect method. Depreciation allocates the cost of tangible
long-term assets (buildings, equipment) over their useful lives. Amortization does the same for intangible
assets (patents, software). Neither involves a cash payment in the current period, so they're added back to
net income.

Gains and Losses on Asset Sales
When a company sells a long-term asset, any gain or loss is reported on the income statement. But the
entire cash proceeds from the sale are reported in investing activities. To avoid double-counting, the
indirect method removes the gain or loss from operating activities:

• Gain on sale → subtract from net income (the gain inflated income, but the cash shows up in investing)

• Loss on sale → add back to net income (the loss reduced income, but the cash shortfall is reflected in
investing)

Reconciliation of Net Income to Cash Flows
The indirect method itself is the reconciliation. It bridges the gap between accrual-based net income and
cash-based operating cash flows. When you see this reconciliation, you can identify exactly which items
caused net income and operating cash flow to diverge.

For example, a company with \$500,000 in net income but only \$350,000 in operating cash flow might
show a large increase in accounts receivable, meaning it booked revenue it hasn't collected yet. This kind
of analysis is central to evaluating earnings quality.
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Disclosure of Noncash Activities
Some significant transactions don't involve cash at all but still affect a company's financial position. These
must be disclosed separately, typically in a supplemental schedule or in the notes to the financial
statements. Examples include:

• Acquiring equipment by issuing a note payable

• Converting debt into equity

• Obtaining an asset through a capital (finance) lease

• Issuing stock as payment in a business combination

These transactions bypass the cash flow statement entirely, so without the disclosure, users would miss
important changes in the company's asset and liability structure.

Comparative Analysis of Operating Cash Flows
Analyzing operating cash flows over multiple periods reveals trends that net income alone might obscure.
A company showing rising net income but flat or declining operating cash flows could be relying on
aggressive accrual assumptions rather than genuine cash generation.

Cross-company comparisons within the same industry are also useful. Two companies with similar
revenue might have very different operating cash flows depending on how efficiently each manages its
receivables, inventory, and payables.

Cash Flow Ratios and Metrics

Operating Cash Flow Ratio

This measures whether a company generates enough operating cash to cover its short-term obligations. A
ratio above 1.0 means the company can cover current liabilities from operations alone. It's a cash-based
alternative to the current ratio, which uses balance sheet figures that may include non-liquid assets like
inventory.

Free Cash Flow

Free cash flow represents the cash left over after a company maintains and expands its productive
capacity. This is the cash available for dividends, debt repayment, share buybacks, or new investments.
Consistently positive and growing free cash flow is a strong indicator of financial flexibility.

Cash Flow Per Share

This provides a per-share measure of cash generation, useful for comparing companies of different sizes.
Note that this is not a GAAP-defined metric, so companies may calculate it differently. It should
complement, not replace, earnings per share analysis.
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Impact of Revenue Recognition on Cash Flows
Under accrual accounting, revenue can be recognized before cash is received (credit sales) or after cash is
received (deferred revenue). These timing differences directly affect the relationship between reported
revenue and operating cash inflows.

Changes in revenue recognition policies, such as the adoption of ASC 606, can shift the timing of when
revenue appears on the income statement without changing when cash is collected. This makes
period-over-period comparisons tricky if recognition policies changed during the comparison window.
Always check whether a policy change is driving a divergence between revenue trends and cash flow
trends.

Working Capital Management and Cash Flows
How a company manages its operating current accounts has a direct and often significant impact on
operating cash flows. Three levers matter most:

• Accounts receivable: Collecting from customers faster converts revenue into cash sooner. A rising
days sales outstanding (DSO) signals slower collection and reduced cash flow.

• Inventory: Holding excess inventory ties up cash. Reducing inventory levels (without hurting sales)
frees cash.

• Accounts payable: Negotiating longer payment terms with suppliers means the company holds onto its
cash longer, improving short-term cash flow.

The cash conversion cycle ties these together: it measures the number of days between paying suppliers
and collecting from customers. A shorter cycle means the company converts its operations into cash more
quickly.

4.2 Investing activities

Cash flows from investing activities
Investing activities capture how a company spends and receives cash related to its long-term assets and
investments. This section of the statement of cash flows reveals whether a company is building for the
future (buying assets) or liquidating its resource base (selling assets), making it essential for evaluating
long-term strategy.

Cash flows from investing activities form one of the three main categories on the statement of cash flows,
alongside operating and financing activities. They cover transactions involving property, plant, and
equipment (PP&E), intangible assets, and investments in securities or other companies. A company with
large cash outflows in this section is typically expanding, while large inflows may signal downsizing or
asset restructuring.

Accounting for investments in securities
Investments in securities are financial assets a company holds to generate income, realize capital gains, or
maintain liquidity. Accounting for these investments requires you to classify them by nature and intended
use, measure them at fair value or amortized cost, and recognize gains and losses in the financial
statements.
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Debt vs equity securities
• Debt securities are investments in bonds, notes, or other debt instruments issued by governments or
corporations. They give the holder a contractual right to receive interest payments and principal
repayments on specified dates.

• Equity securities are investments in shares of stock issued by other companies. They represent an
ownership interest and a right to participate in the company's profits and assets (through dividends and
appreciation).

The classification matters because it drives the accounting treatment. Debt securities generate interest
income, while equity securities generate dividend income. Fair value measurement rules also differ
depending on this classification.

Trading vs available-for-sale securities
These two categories reflect why the company holds the investment:

• Trading securities are held primarily for short-term resale to profit from price fluctuations. They're
measured at fair value, and unrealized gains and losses go directly to net income.

• Available-for-sale (AFS) securities are investments the company doesn't plan to actively trade or hold
to maturity, but may sell if conditions change. They're also measured at fair value, but unrealized gains
and losses are reported in other comprehensive income (OCI), not net income.

This distinction has a real impact on reported earnings. A company holding volatile securities as "trading"
will see its net income swing with market prices, while the same securities classified as AFS would only
affect OCI until sold.

Valuation of securities
Fair value is the price that would be received to sell an asset in an orderly transaction between market
participants at the measurement date. The fair value hierarchy has three levels:

• Level 1: Quoted prices in active markets for identical assets (most reliable)

• Level 2: Observable inputs other than Level 1 prices, such as quoted prices for similar assets or
valuation models using market data

• Level 3: Unobservable inputs based on the entity's own assumptions, such as discounted cash flow
models (least reliable)

For actively traded securities, you'll almost always use Level 1 inputs. For thinly traded or private
securities, you move down the hierarchy to Level 2 or Level 3 techniques.

Gains and losses on securities
• Realized gains and losses occur when securities are actually sold. The gain or loss equals the
difference between the sale proceeds and the carrying amount.

• Unrealized gains and losses occur when fair value changes but the securities haven't been sold yet.

Where unrealized gains and losses get reported depends on classification:

Classification Unrealized Gains/Losses Reported In

Trading Net income
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Classification Unrealized Gains/Losses Reported In

Available-for-sale Other comprehensive income

Held-to-maturity Not recognized (carried at amortized cost)

When AFS securities are eventually sold, the cumulative unrealized gain or loss previously sitting in OCI
gets "recycled" into net income as a realized gain or loss.

Accounting for investments in associates
An associate is a company over which the investor has significant influence but not control or joint control.
Significant influence is generally presumed when the investor holds 20% to 50% of the investee's voting
rights. It can also be demonstrated through board representation, participation in policy-making, material
transactions with the investee, or interchange of management personnel.

Equity method of accounting
The equity method is required for investments in associates. Here's how it works:

1. Initial recognition: Record the investment at cost.

2. Share of profit or loss: Each period, adjust the carrying amount upward for your share of the
investee's net income (or downward for net losses). Recognize this share in your own income
statement.

3. Dividends received: Reduce the carrying amount of the investment. Dividends are treated as a return
of the investment, not income. This is a common exam trap: under the equity method, dividends do not
go through the income statement.

4. Other comprehensive income: Adjust the carrying amount for your share of the investee's OCI, and
recognize it in your own OCI.

Adjustments for intercompany transactions
When the investor and associate transact with each other (selling goods, providing services, etc.), profits or
losses from those transactions must be eliminated to the extent of the investor's ownership interest. This
prevents the investor from inflating its reported earnings through transactions with a company it influences.

For example, if an investor owns 30% of an associate and sells inventory to the associate at a 
profit,  of that profit (30% × ) must be eliminated. The adjustment reduces both the
carrying amount of the investment and the investor's share of the associate's net income.

Impairment of investments in associates
Impairment testing is required when indicators suggest the carrying amount may not be recoverable.
Common indicators include:

• Significant financial difficulty of the investee

• Adverse changes in the business or regulatory environment

• A sustained decline in the market value of the investment

The test compares the carrying amount to the recoverable amount, which is the higher of:

• Fair value less costs to sell
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• Value in use (present value of expected future cash flows)

If the recoverable amount is lower, you recognize an impairment loss in net income and write down the
investment.

Accounting for business combinations
A business combination occurs when an acquirer obtains control of one or more businesses, whether
through merger, acquisition, or consolidation. The accounting goal is to reflect the economic substance of
the transaction by measuring everything acquired and assumed at fair value on the acquisition date.

Acquisition method of accounting
All business combinations use the acquisition method. The key steps are:

1. Identify the acquirer (the entity that obtains control).

2. Determine the acquisition date (the date control is obtained).

3. Measure the consideration transferred (cash, shares, or other assets given to the seller).

4. Recognize and measure identifiable assets acquired and liabilities assumed at their acquisition-date
fair values.

5. Recognize goodwill or a bargain purchase gain.

If this calculation yields a negative number, you have a bargain purchase.

Goodwill vs bargain purchase
Goodwill represents future economic benefits from the combination that can't be individually identified
(things like assembled workforce, synergies, and brand reputation). Goodwill is not amortized. Instead, it's
tested for impairment at least annually.

A bargain purchase occurs when the fair value of net identifiable assets exceeds the consideration
transferred plus any non-controlling interest. Before recognizing a bargain purchase gain, the acquirer
must reassess whether all assets and liabilities have been properly identified and measured. If the excess
remains after reassessment, the gain is recognized immediately in net income.

Contingent consideration in acquisitions
Contingent consideration is an obligation to transfer additional assets or equity to the former owners if
specified future conditions are met (for example, "pay an additional  million if revenue targets are hit
within two years").

• Measured at acquisition-date fair value and included in the consideration transferred.

• Classified as either a liability or equity based on its nature.

• If classified as a liability, subsequent fair value changes go to net income.

• If classified as equity, no remeasurement occurs after the acquisition date.
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Acquisition-related costs
Costs incurred to effect the combination (finder's fees, legal fees, due diligence costs, consulting fees) are
expensed as incurred. They are not part of the consideration transferred and are not added to the assets
acquired.

One exception to watch: costs of issuing debt or equity securities are not acquisition-related costs. Debt
issuance costs reduce the carrying amount of the debt, and equity issuance costs reduce the proceeds of
the equity issued.

Accounting for property, plant and equipment
Property, plant and equipment (PP&E) are tangible long-term assets used in operations, rental, or
administration, expected to be used for more than one period. The accounting cycle for PP&E covers initial
measurement, depreciation, impairment, and disposal.

Initial recognition and measurement
PP&E is initially recognized at cost, which includes:

• Purchase price (net of trade discounts and rebates)

• Costs directly attributable to bringing the asset to its intended location and working condition (site
preparation, delivery, installation, testing)

• Initial estimate of dismantling/removal and site restoration costs (asset retirement obligations)

Borrowing costs directly attributable to acquiring, constructing, or producing a qualifying asset are also
capitalized as part of cost. A qualifying asset is one that takes a substantial period of time to get ready for
use or sale.

Depreciation methods and useful lives
Depreciation systematically allocates the depreciable amount of an asset over its useful life.

The three main methods are:

• Straight-line: Equal expense each period. 

• Diminishing (declining) balance: Higher expense in early years, declining over time. Apply a fixed
percentage to the carrying amount each period.

• Units of production: Expense based on actual usage or output. Useful when wear and tear depends
on activity level rather than time.

The method chosen should reflect the pattern in which the asset's economic benefits are consumed. The
method, useful life, and residual value should be reviewed at least at each financial year-end.

Impairment of long-lived assets
PP&E and intangible assets are tested for impairment when triggering events occur, such as a significant
drop in market value, adverse business changes, or physical damage.

The test compares the asset's carrying amount to its recoverable amount (the higher of fair value less
costs of disposal and value in use). If the recoverable amount is lower, an impairment loss is recognized in
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net income and the carrying amount is written down.

Derecognition and disposal of assets
PP&E is derecognized when it's disposed of or when no future economic benefits are expected from its
use.

This gain or loss is recognized in net income at the time of derecognition. If an entity owns a property and
uses part of it while renting out another part, the portions are accounted for separately only if they could be
sold separately. Otherwise, the entire property is classified as PP&E only if the rental portion is
insignificant.

Accounting for intangible assets
Intangible assets are identifiable non-monetary assets without physical substance, such as patents,
trademarks, copyrights, customer lists, and software. Their accounting follows a similar pattern to PP&E:
initial measurement, amortization (for finite-life assets), and impairment testing.

Identifiable vs unidentifiable intangible assets
An intangible asset is identifiable if it meets either of two criteria:

• Separability: It can be separated from the entity and sold, transferred, licensed, rented, or exchanged.

• Contractual-legal: It arises from contractual or other legal rights.

Goodwill is the classic example of an unidentifiable intangible asset. It can only be recognized through a
business combination, never on its own.

For internally generated intangibles (like R&D), recognition is only allowed when specific criteria are met:
technical feasibility, intention and ability to complete the asset, ability to use or sell it, probable future
economic benefits, availability of resources, and ability to reliably measure development costs. Research
costs are always expensed; only development costs that meet all criteria can be capitalized.

Amortization of intangible assets
Amortization works the same way conceptually as depreciation:

• Finite useful life: Amortize systematically over the useful life. The method should reflect the pattern of
benefit consumption (straight-line is most common if no other pattern is evident).

• Indefinite useful life: Do not amortize. Instead, test for impairment at least annually. "Indefinite" doesn't
mean "infinite"; it means there's no foreseeable limit to the period over which the asset will generate
cash flows.

Impairment testing for intangible assets
Type When to Test

Finite useful life When triggering events or changes in circumstances occur

Indefinite useful life At least annually, plus whenever indicators arise

Not yet available for use At least annually, plus whenever indicators arise
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The impairment test itself is the same as for PP&E: compare carrying amount to recoverable amount
(higher of fair value less costs of disposal and value in use). Recognize a loss if the recoverable amount is
lower.

Accounting for investment property
Investment property is land or a building (or part of one) held to earn rental income or for capital
appreciation, rather than for use in operations or sale in the ordinary course of business. The distinction
from PP&E matters because investment property can be measured differently after initial recognition.

Initial recognition and measurement
Investment property is initially recognized at cost, including:

• Purchase price

• Directly attributable expenditure (legal fees, property transfer taxes, transaction costs)

If payment is deferred beyond normal credit terms, cost equals the present value of all future payments. If
acquired through a non-exchange transaction (such as a donation), cost is measured at fair value on the
acquisition date.

Fair value vs cost model
After initial recognition, an entity chooses one accounting policy for all of its investment property:

Model Measurement Gains/Losses Depreciation

Fair value model Fair value each period Recognized in profit or loss None

Cost model Cost less accumulated
depreciation and impairment

Recognized only on disposal
or impairment

Yes

Under the cost model, fair value must still be disclosed in the notes. The chosen policy applies to all
investment property and generally cannot be changed unless the change results in a more appropriate
presentation.

Transfers to and from investment property
Transfers happen only when there's an evidence-based change in use. The accounting depends on
direction and measurement model:

• Investment property (at fair value) → Owner-occupied or inventory: The fair value at the transfer date
becomes the deemed cost for subsequent accounting.

• Owner-occupied → Investment property (at fair value): Account for it as PP&E up to the transfer date.
Any difference between carrying amount and fair value at that date is treated as a revaluation surplus (if
a gain) or a loss (if carrying amount exceeds fair value).

• Inventory → Investment property (at fair value): Any difference between fair value at the transfer date
and the previous carrying amount is recognized in profit or loss.

Disclosures for investing activities
Entities must provide enough information for users to evaluate the nature and extent of investing activities
and related cash flows.
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Reconciliation of cash flows from investing activities
The statement of cash flows should separately disclose cash receipts and payments for each major class
of investing activity (purchases and sales of PP&E, investments in securities, investments in associates
and joint ventures). A reconciliation to related line items on the statement of financial position helps users
understand why cash flows and balance sheet changes may differ (due to non-cash items, timing
differences, or foreign exchange effects).

Significant non-cash investing transactions
Non-cash investing transactions don't appear on the statement of cash flows because no cash changes
hands, but they still affect the company's financial position. Examples include:

• Acquiring assets by assuming directly related liabilities

• Acquiring assets through a lease arrangement

• Converting debt to equity

These must be disclosed separately, typically in the notes, with a description of the nature, amount, and
financial statement effect.

Restrictions on investments and assets
Entities must disclose the existence and amounts of any restrictions on the realizability of investments or
on the remittance of income and disposal proceeds. These restrictions can arise from legal or contractual
arrangements (such as assets pledged as collateral) or from the terms of the investments themselves
(such as regulatory restrictions on repatriating funds from foreign subsidiaries).

4.3 Financing activities

Sources of Financing
Financing activities on the statement of cash flows capture how a company raises and returns capital. This
section covers the types of financing, how they show up on the cash flow statement, and the ratios you'll
use to evaluate a company's financing decisions.

Short-Term vs. Long-Term Financing
• Short-term financing provides funds for one year or less (accounts payable, short-term bank loans,
lines of credit)

• Long-term financing involves funds for periods exceeding one year (bonds, long-term loans, leases)

• Short-term financing typically covers working capital needs like inventory or payroll, while long-term
financing supports capital investments and expansion

• The choice between them depends on the purpose of the funds, cash flow predictability, and the
interest rate environment

Debt vs. Equity Financing
• Debt financing means borrowing funds that must be repaid with interest (bonds, loans, leases). The
company keeps full ownership control but takes on fixed obligations.
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• Equity financing means raising funds by selling ownership interests (common stock, preferred stock).
There's no repayment obligation, but existing owners give up a share of profits and control.

• Debt is generally cheaper than equity because interest is tax-deductible and lenders bear less risk
than shareholders. However, too much debt increases financial risk.

Internal vs. External Financing
• Internal financing comes from within the company: retained earnings and existing cash reserves

• External financing comes from outside sources: issuing debt or equity to investors and lenders

• Companies generally prefer internal financing because it avoids issuance costs, covenants, and
ownership dilution

• External financing becomes necessary when internal funds can't cover the company's capital needs

Debt Financing
Debt financing gives companies access to capital without diluting ownership. The trade-off is a legal
obligation to make interest payments and repay principal on schedule.

Bonds Payable
Bonds are long-term debt securities issued to raise large amounts of capital from investors. Each bond has
a face value (par value), a coupon rate (the stated interest rate), and a maturity date. The company makes
periodic coupon payments to bondholders and repays the face value at maturity. Bonds trade on
secondary markets, so their market price fluctuates with changes in interest rates and the issuer's
creditworthiness.

Notes Payable
Notes payable are written promises to pay a specific amount at a future date. They're often used for
shorter-term needs like inventory purchases or bridging temporary cash shortages. Interest accrues over
the note's life, and the borrower repays principal plus interest at maturity. Notes payable are generally
unsecured, which means they may carry a higher interest rate than secured debt.

Mortgages Payable
Mortgages are long-term loans secured by real estate. Companies use them to finance purchases or
construction of buildings, land, or other property. Repayment occurs through regular principal-and-interest
payments over an extended period (commonly 15 to 30 years). Because the property serves as collateral,
the lender can foreclose if the borrower defaults.

Leases as Debt Financing
Leases allow companies to use an asset for a specified period in exchange for periodic payments. Under
current standards (ASC 842), finance leases effectively transfer the risks and rewards of ownership to the
lessee and are recorded as both an asset (right-of-use asset) and a liability on the balance sheet, similar to
a loan. Operating leases are also recognized on the balance sheet under ASC 842, though their income
statement treatment differs from finance leases.
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Cost of Debt Financing
The cost of debt is the effective interest rate a company pays on its borrowings. It depends on the
company's creditworthiness, prevailing market rates, and the specific terms of the debt. Because interest
expense is tax-deductible, the after-tax cost of debt is lower than the stated rate:

For example, a company paying 6% interest with a 25% tax rate has an after-tax cost of
.

Equity Financing
Equity financing raises capital by selling ownership interests. There's no obligation to repay investors, but
the company must share future profits and, in the case of common stock, voting control.

Common Stock Issuance
Common stock represents the residual ownership interest in a company. Companies raise funds by issuing
new shares through an initial public offering (IPO) or a secondary offering. Common stockholders have
voting rights and share in profits through dividends and capital appreciation. The downside for existing
shareholders is dilution: each new share issued reduces their ownership percentage.

Preferred Stock Issuance
Preferred stock is a hybrid security with features of both debt and equity. Preferred stockholders receive
fixed dividends that must be paid before any common dividends, and they have priority over common
stockholders in liquidation. However, preferred stockholders typically do not have voting rights. Because of
the fixed dividend, preferred stock behaves somewhat like debt from a cash flow perspective.

Retained Earnings
Retained earnings are the cumulative net income a company has kept rather than distributing as dividends.
This is a form of internal equity financing because the company reinvests its own profits instead of raising
outside capital. Using retained earnings avoids issuance costs and dilution. The decision to retain or
distribute earnings depends on available growth opportunities, capital needs, and the company's dividend
policy.

Cost of Equity Financing
The cost of equity is the return that equity investors expect to earn on their investment. It's typically higher
than the cost of debt because equity investors bear more risk (they're last in line for payment). Two
common estimation methods are the Capital Asset Pricing Model (CAPM) and the Dividend Discount
Model (DDM). Companies manage their cost of equity by maintaining strong financial performance and
clear communication with investors.

Financing Activities on the Cash Flow Statement
The financing section of the statement of cash flows reports cash transactions related to raising and
returning capital. This is where you see how a company funds itself and how it meets obligations to
creditors and shareholders.
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Cash Inflows from Financing
Cash inflows from financing activities include:

• Proceeds from issuing common or preferred stock

• Proceeds from issuing bonds or other debt securities

• Proceeds from bank loans, mortgages, or other borrowings

These inflows show the company's ability to attract capital from external sources.

Cash Outflows from Financing
Cash outflows from financing activities include:

• Repayments of debt principal (bonds, notes, loans, mortgage payments)

• Dividend payments to shareholders (both common and preferred)

• Treasury stock purchases (the company buying back its own shares)

These outflows reflect the company's obligations and decisions about returning capital to investors.

Net Cash from Financing Activities
Net cash from financing activities equals total financing inflows minus total financing outflows.

• A positive number means the company raised more capital than it returned during the period

• A negative number means the company returned more capital than it raised

Combined with cash flows from operating and investing activities, this figure determines the overall change
in the company's cash balance for the period.

Disclosure of Financing Activities
Companies must provide detailed disclosures about their financing activities in the financial statements and
accompanying notes. These disclosures give stakeholders the information they need to assess the
company's debt obligations, equity transactions, and overall financing strategy.

Notes to Financial Statements
The notes provide critical details that don't appear on the face of the statements:

• Terms and conditions of debt agreements (interest rates, maturity dates, collateral, covenants)

• Number of shares authorized, issued, and outstanding, along with par values

• Restrictions on dividends or share transfers

• Lease classifications and associated right-of-use assets and liabilities

Supplementary Schedules
Supplementary schedules offer more granular breakdowns:

• Debt schedules list obligations by type, interest rate, and maturity date
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• Equity schedules show changes in common stock, preferred stock, additional paid-in capital, and
retained earnings

• These schedules help users assess the timing and magnitude of future cash obligations

Management Discussion and Analysis
The MD&A section provides management's narrative perspective on financing decisions. Here,
management may discuss capital allocation strategy, plans for future debt or equity issuances, compliance
with debt covenants, credit ratings, and the company's liquidity position. The MD&A puts the numbers in
context and helps stakeholders understand the "why" behind financing choices.

Ratio Analysis of Financing
Ratios translate raw financial data into comparable metrics for evaluating a company's leverage, solvency,
and ability to service debt. You'll use these to compare companies within an industry and to track a single
company's risk profile over time.

Debt-to-Equity Ratio

This ratio measures how much debt financing a company uses relative to equity. A higher ratio means
greater financial leverage and potentially higher risk. The "right" ratio varies by industry: capital-intensive
industries like utilities tend to carry more debt than technology companies.

Times Interest Earned Ratio

Also called the interest coverage ratio, this measures whether a company earns enough to cover its
interest payments. A ratio of 3.0 means the company earns three times its interest obligation. Higher is
better. Lenders watch this ratio closely when evaluating creditworthiness.

Fixed Charge Coverage Ratio

This ratio expands on times interest earned by including lease payments and other fixed obligations. It's
especially relevant for companies with significant lease commitments (retailers, airlines). A higher ratio
indicates a stronger ability to meet all fixed financial obligations.

Impact of Financing on Financial Statements
Financing decisions ripple across all three major financial statements. Understanding these effects is
essential for reading financial statements as an integrated set.

Balance Sheet Effects
• Debt financing increases liabilities (bonds payable, notes payable, mortgages payable)

• Equity financing increases shareholders' equity (common stock, additional paid-in capital)

• Both affect the cash and cash equivalents balance depending on the timing of inflows and outflows

• The balance sheet captures the company's capital structure at a specific point in time
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Income Statement Effects
• Interest expense from debt financing reduces net income

• Preferred dividends are subtracted from net income to arrive at earnings available to common
shareholders (though preferred dividends are not an expense on the income statement itself)

• The tax deductibility of interest creates a tax shield, lowering the company's effective tax rate

• Financing decisions can indirectly affect the income statement by enabling (or constraining)
operations and investments

Statement of Changes in Equity
This statement tracks all changes in equity accounts during a period:

• Stock issuances increase common stock and additional paid-in capital

• Net income increases retained earnings

• Dividend declarations to common stockholders reduce retained earnings

• Treasury stock purchases reduce total equity

Together, these entries show how financing activities reshape the ownership side of the balance sheet.

4.4 Direct and indirect methods

Difference Between Direct and Indirect Methods
The direct and indirect methods are two ways to prepare the operating activities section of the statement of
cash flows. Only the operating section differs between the two methods; investing and financing activities
are presented the same way regardless of which method you choose.

The direct method reports actual cash inflows and outflows from operations (cash collected from
customers, cash paid to suppliers, etc.). The indirect method starts with net income and adjusts it to
convert from accrual basis to cash basis. Both methods produce the same net cash from operating
activities. The difference is purely in how the information is presented.

Steps of the Direct Method
The direct method works by converting each line on the income statement from accrual basis to cash
basis. You're figuring out how much cash actually came in and went out, rather than what was "earned" or
"incurred" under accrual accounting.

Converting Revenue to Cash Collected from Customers
1. Start with revenue from the income statement.

2. Adjust for the change in accounts receivable: - If A/R increased, customers owe you more than
before, meaning you collected less cash than you recognized in revenue. Subtract the increase. - If A/R
decreased, you collected more cash than revenue. Add the decrease.

Formula: Cash collected from customers = Revenue + Beginning A/R − Ending A/R
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Converting Expenses to Cash Paid
The same logic applies to expenses, but you need to work through two adjustments for cost of goods sold:

1.

Cost of Goods Sold → Purchases: Adjust COGS for the change in inventory. - Inventory increase means
you bought more than you sold. Add the increase to COGS. - Inventory decrease means you sold from
existing stock. Subtract the decrease.

2.

Purchases → Cash Paid to Suppliers: Adjust purchases for the change in accounts payable. - A/P increase
means you haven't paid for all purchases yet. Subtract the increase. - A/P decrease means you paid down
old balances. Add the decrease.

For other operating expenses (wages, rent, etc.), adjust for changes in related accrued liabilities and
prepaid accounts. Cash paid for income taxes is adjusted for changes in taxes payable.

Presenting Operating Activities (Direct Method)
The operating section lists each major category of cash receipt and payment as its own line item:

• Cash received from customers

• Cash paid to suppliers

• Cash paid for operating expenses

• Cash paid for interest

• Cash paid for income taxes

• = Net cash provided by (used in) operating activities

Steps of the Indirect Method
The indirect method takes a different approach. Instead of converting each revenue and expense line to
cash, you start with net income and remove everything that made it differ from cash flow.

Starting with Net Income
Net income is the starting point because it captures all operating results for the period. The goal from here
is to adjust it back to a cash basis.

Adjusting for Non-Cash Items
These items affected net income but involved no cash movement:

• Add back depreciation, amortization, and depletion (these reduced net income but no cash left the
company).

• Remove gains and losses on asset sales: subtract gains, add back losses. These are non-operating
items that belong in the investing section, not operating.

• Adjust for any other non-cash charges, such as impairment losses or stock-based compensation
expense.
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Adjusting for Changes in Current Assets and Liabilities
This is where students often get tripped up. The rule is straightforward once you see the pattern:

Change Effect on Cash Adjustment to Net Income

Current asset increases Uses cash Subtract

Current asset decreases Frees up cash Add

Current liability increases Source of cash Add

Current liability decreases Uses cash Subtract

For example, if inventory increased by $5,000, the company spent $5,000 more in cash than what COGS
reflected, so you subtract $5,000. If accounts payable increased by $3,000, the company held onto $3,000
it hasn't paid yet, so you add $3,000.

Presenting the Indirect Cash Flow Statement
The operating section under the indirect method looks like this:

• Net income

• Adjustments for non-cash items (depreciation, gains/losses, etc.)

• Changes in operating assets and liabilities

• = Net cash provided by (used in) operating activities

This final figure will be identical to the one produced by the direct method.

Advantages vs. Disadvantages of the Direct Method

Clearer Presentation of Cash Receipts and Payments
The direct method shows users exactly where cash came from and where it went. Seeing "cash received
from customers: $450,000" is more intuitive than seeing a series of adjustments to net income.

Operational Efficiency Insights
Because the direct method breaks out each cash flow category, it helps analysts evaluate how efficiently a
company collects receivables and manages payments. You can directly compare cash collected to
revenue, for instance.

Challenges in Implementation
Preparing the direct method requires tracking individual cash transactions or performing detailed
conversions for each income statement line. Most accounting systems are built around accrual accounting,
so gathering this data takes extra work.

Uncommon in Practice
Despite the FASB's stated preference for the direct method, the vast majority of companies use the indirect
method. The additional effort to prepare the direct method, combined with the fact that standards don't
require it, means few companies choose it voluntarily.
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Advantages vs. Disadvantages of the Indirect Method

Easier Preparation from Accrual Records
The indirect method pulls directly from the income statement and comparative balance sheets, both of
which companies already prepare. No additional cash-tracking systems are needed.

Highlights the Relationship Between Net Income and Cash Flow
One of the indirect method's real strengths is that it shows why net income and operating cash flow differ. If
a company reports strong net income but weak cash flow, the indirect method reveals whether the gap
comes from rising receivables, growing inventory, or something else.

Widely Used in Financial Reporting
The indirect method is by far the most common approach in practice. Both U.S. GAAP and IFRS permit it,
and most analysts are accustomed to reading it in this format.

Less Cash Flow Transparency
The trade-off is that users can't see actual cash receipts and payments. You see adjustments, not the
underlying cash transactions. This makes it harder to assess the composition of operating cash flows at a
glance.

Reconciliation of Direct and Indirect Methods

Arriving at the Same Ending Cash Balance
Both methods produce the same net cash from operating activities, and since the investing and financing
sections are identical under both methods, the ending cash balance is always the same regardless of
which method is used.

Supplemental Disclosures
Under U.S. GAAP, if a company uses the indirect method, it must separately disclose cash paid for interest
and cash paid for income taxes. These disclosures give users some of the detail they would otherwise get
from the direct method.

If a company uses the direct method, GAAP requires a reconciliation of net income to net cash from
operating activities (which is effectively the indirect method). So direct-method companies end up providing
both presentations.

Converting Between Methods
You can convert an indirect presentation to a direct one. The process involves taking each income
statement line and adjusting it for changes in the related balance sheet accounts, just as described in the
direct method steps above. This is a common exam exercise, so make sure you're comfortable working
through the conversion.
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Reporting Requirements and Considerations

GAAP and IFRS Standards
Both U.S. GAAP (ASC 230) and IFRS (IAS 7) require a statement of cash flows. Both standards allow
either the direct or indirect method for operating activities. IFRS encourages the direct method; the FASB
also prefers it but does not require it.

One notable difference: under IFRS, companies have some flexibility in classifying interest and dividends
(paid or received) among operating, investing, or financing activities. Under U.S. GAAP, interest paid and
interest/dividends received are classified as operating activities, while dividends paid are financing
activities.

Three Sections of the Cash Flow Statement
• Operating activities: Cash flows from the company's core business (selling goods, providing services,
paying suppliers and employees).

• Investing activities: Cash flows from buying and selling long-term assets (property, equipment,
investments).

• Financing activities: Cash flows from transactions with owners and creditors (issuing stock, borrowing,
repaying debt, paying dividends).

Supplemental Disclosure of Noncash Transactions
Significant noncash investing and financing activities must be disclosed separately, either in the notes or in
a supplemental schedule. Examples include acquiring equipment through a finance lease, converting
bonds into common stock, or issuing shares to acquire another company. These transactions don't appear
in the body of the cash flow statement because no cash changed hands.

Comparative Reporting
Cash flow statements typically present the current period alongside at least one prior period. This
side-by-side comparison helps users spot trends in cash generation and identify shifts in how the company
funds its operations, investments, and financing needs.

4.5 Reconciliation of net income to cash flows
Reconciling net income to cash flows from operating activities is how you bridge the gap between
accrual-basis earnings and the cash a company actually generated. This process sits at the heart of the
indirect method for the statement of cash flows, and it reveals whether a company's reported profits are
backed by real cash.

Reconciliation purpose and components
The reconciliation answers a simple but critical question: how much of net income actually turned into
cash? Accrual accounting recognizes revenues when earned and expenses when incurred, regardless of
when cash changes hands. That means net income can look healthy even when cash is tight, or vice
versa.

By working through the reconciliation, investors and analysts can assess the quality of earnings and
whether operations are sustainably generating cash.
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Three components drive the reconciliation:

• Net income as the starting point

• Adjustments for non-cash revenues and expenses (items that hit the income statement but didn't
involve cash)

• Changes in working capital accounts (items where cash moved but the income statement doesn't fully
reflect it)

Net income as starting point
GAAP net income is the foundation. Because accrual accounting recognizes revenues when earned and
expenses when incurred, net income includes both cash and non-cash items. The entire point of the
reconciliation is to strip out the non-cash pieces and adjust for working capital changes so you arrive at
cash flows from operating activities.

Non-cash revenues and expenses
Some items reduce or increase net income without any cash actually moving. These need to be reversed
out. Common examples include depreciation, amortization, deferred tax changes, stock-based
compensation, and gains or losses on asset sales. Each gets added back or subtracted to undo its effect
on net income.

Changes in working capital
Working capital accounts like accounts receivable, inventory, and accounts payable affect cash flows even
when net income stays the same. The general rules:

• Increases in operating assets (receivables, inventory, prepaids) use cash, so they're subtracted from
net income

• Increases in operating liabilities (payables, accrued expenses) conserve cash, so they're added to net
income

The reverse applies for decreases in each category.

Adjustments for non-cash items
Non-cash items are revenues or expenses recognized on the income statement that don't involve actual
cash inflows or outflows. Adjusting for them is essential to get from net income to operating cash flow.

Depreciation and amortization
Depreciation allocates the cost of a tangible asset over its useful life. Amortization does the same for
intangible assets. Both reduce net income but involve zero cash outflow in the current period (the cash was
spent when the asset was originally purchased).

In the reconciliation, depreciation and amortization are added back to net income.

For example, if a company reports  of net income and  of depreciation expense, that
 gets added back because it reduced earnings without reducing cash.
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Deferred taxes
Deferred taxes arise from temporary differences between book income and taxable income. A common
cause is using straight-line depreciation for financial reporting but accelerated depreciation for tax
purposes.

Changes in deferred tax assets and liabilities affect the income tax expense on the income statement but
don't match the cash taxes actually paid. The reconciliation adjusts net income for the net change in
deferred tax balances during the period. An increase in a deferred tax liability, for instance, means tax
expense on the books exceeded cash taxes paid, so you add back the difference.

Stock-based compensation expense
When companies grant stock options, restricted stock units, or similar equity awards, they recognize the
fair value of those awards as compensation expense over the vesting period. This expense reduces net
income but doesn't require any cash payment.

Stock-based compensation expense is added back to net income in the reconciliation.

Gains and losses on asset sales
When a company sells a long-term asset (property, equipment, etc.), any gain or loss shows up in net
income. The gain or loss equals the difference between the sale price and the asset's carrying value
(original cost minus accumulated depreciation).

Here's the key: the gain or loss doesn't represent an operating cash flow. The actual cash proceeds belong
in the investing activities section. To avoid double-counting:

• Gains are subtracted from net income (the gain inflated income, but the cash shows up in investing)

• Losses are added back (the loss reduced income, but the cash shortfall is already captured in
investing)

Changes in operating assets and liabilities
Changes in working capital accounts capture situations where cash moved differently than what the
income statement reflects. Each adjustment follows a consistent logic tied to the balance sheet.

Accounts receivable
Accounts receivable represent amounts customers owe for credit sales. If receivables increase, the
company recognized more revenue than it collected in cash, so you subtract the increase. If receivables
decrease, cash collections exceeded revenue recognized, so you add the decrease.

Think of it this way: a  increase in receivables means  of revenue on the income
statement never arrived as cash.

Inventories
Inventory represents goods held for sale. An increase means the company spent cash to build up stock
beyond what it sold, so you subtract the increase. A decrease means the company sold more than it
purchased or produced, freeing up cash, so you add the decrease.
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Prepaid expenses
Prepaid expenses are advance payments for future goods or services (insurance, rent). An increase
means cash went out the door for something not yet expensed, so you subtract it. A decrease means a
previously paid amount was recognized as an expense with no new cash outflow, so you add it.

Accounts payable
Accounts payable are amounts owed to suppliers. An increase means the company received goods or
services but hasn't paid yet, conserving cash, so you add the increase. A decrease means the company
paid down its obligations beyond new purchases, so you subtract the decrease.

Accrued liabilities
Accrued liabilities are expenses incurred but not yet paid (salaries, interest, taxes). An increase means an
expense hit the income statement without a corresponding cash payment, so you add it. A decrease
means previously accrued amounts were paid in cash, so you subtract it.

Quick rule of thumb: For operating assets, increases are subtracted and decreases are added. For
operating liabilities, it's the opposite. This pattern holds for every working capital line item.

Presenting the reconciliation

Direct vs. indirect methods
The indirect method starts with net income and adjusts for non-cash items and working capital changes to
arrive at operating cash flow. This is the method used by the vast majority of companies because it's easier
to prepare and directly links the income statement and balance sheet to the cash flow statement.

The direct method lists actual cash inflows and outflows separately (cash received from customers, cash
paid to suppliers, etc.). It gives a clearer picture of where cash came from and went, but it requires more
detailed record-keeping. When a company uses the direct method, GAAP still requires a supplemental
reconciliation using the indirect method.

Required disclosures and supplementary information
Companies must disclose:

• Significant non-cash investing and financing activities, such as issuing stock to acquire assets or
converting debt to equity

• Cash paid for interest and income taxes during the period

• A reconciliation of cash and cash equivalents to the balance sheet

Additional disclosures may address restrictions on cash balances (compensating balance arrangements,
foreign currency restrictions) or provide segment-level cash flow detail.

Cash flow statement implications

Operating cash flow trends
Tracking operating cash flow over multiple periods reveals whether a company's core business is
sustainably generating cash. Consistently positive and growing operating cash flows are a strong signal.
Declining or negative trends may point to deteriorating profitability or poor working capital management.
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Comparing operating cash flow to net income is particularly useful. If net income is growing but operating
cash flow is flat or declining, that's a red flag suggesting earnings quality may be weakening.

Free cash flow calculation
Free cash flow (FCF) measures the cash left over after a company funds its capital expenditures:

FCF represents the cash available to pay dividends, repurchase shares, reduce debt, or pursue new
investments. Companies with consistently positive and growing FCF are generally viewed as more
financially flexible.

Cash flow ratios and analysis
Several ratios built from cash flow data help assess liquidity and financial strength:

• Operating cash flow ratio =  — measures the ability to cover short-term obligations
with cash from operations

• Free cash flow to equity ratio =  — indicates how much cash is available to shareholders
relative to their investment

Comparing these ratios across companies within the same industry provides context for evaluating relative
performance and risk.

Reconciliation challenges and limitations

Complex transactions and adjustments
Certain transactions complicate the reconciliation significantly. Business combinations may involve
non-cash components or contingent consideration. Discontinued operations require separate presentation.
Foreign currency translations create adjustments that don't map neatly to cash movements.

When you encounter these in practice, look for the company's footnote disclosures explaining how they
handled the adjustments.

Timing differences and cash flow mismatches
Timing differences between revenue recognition and cash collection (or between expense recognition and
cash payment) can distort the relationship between net income and operating cash flow in any single
period. A company might deliver goods in December but not collect payment until February, creating a
mismatch that resolves over time but looks misleading in a single quarter.

These distortions are why analyzing trends over multiple periods is more informative than focusing on a
single reporting date.

Comparability across companies
Different companies may classify the same items differently in the reconciliation. For example, interest
payments can be classified as operating or financing depending on the reporting framework. Tax benefits
from stock-based compensation, operating lease treatments, and factoring arrangements all vary across
companies.
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When comparing cash flow statements across firms, check the accounting policies in the notes. You may
need to reclassify certain items to put companies on an equal footing before drawing conclusions.
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Unit 5 – Time Value of Money
5.1 Future value

Future value of single sums
Future value tells you what a sum of money today will be worth at some point in the future, given a specific
interest rate. This concept sits at the heart of financial accounting because it drives how we value
investments, savings, and financial instruments on the balance sheet.

Compounding process
Compounding means you earn interest not just on your original principal, but also on the interest that has
already accumulated. This creates exponential growth rather than linear growth.

Here's how it works period by period:

1. You start with a principal balance (your original deposit or investment).

2. At the end of the first period, you earn interest on that principal.

3. Your new balance becomes the old principal plus the interest earned.

4. In the next period, you earn interest on that entire new balance, not just the original amount.

For example, if you deposit  at 10% annual interest: - After Year 1:  -
After Year 2:  (not ) - After Year 3: 

Notice that the interest earned grows each year ( , then , then ). That's the compounding
effect.

Frequency of compounding
Compounding can occur annually, semi-annually, quarterly, monthly, daily, or even continuously. The more
frequently interest compounds, the higher the future value, even if the stated (nominal) annual rate stays
the same.

Why? Because with more frequent compounding, interest gets added to the principal sooner, and that
interest starts earning its own interest earlier.

When compounding is more frequent than annual, you need to adjust two variables:

• Periodic interest rate: Divide the annual rate by the number of compounding periods per year. So 12%
compounded quarterly becomes  per quarter.

• Number of periods: Multiply the number of years by the compounding frequency. So 5 years
compounded quarterly becomes  periods.

The effective annual interest rate increases as compounding frequency increases. For example, a 12%
nominal rate compounded monthly yields an effective annual rate of about 12.68%, while the same rate
compounded annually stays at exactly 12%.

Future value factors
The future value factor is the multiplier that converts a present value into a future value. The formula is:
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where  is the interest rate per compounding period and  is the total number of compounding periods.

To calculate future value:

For example, to find the future value of  invested for 3 years at 8% compounded annually:

The factor  is the future value factor here.

Compound interest tables
Compound interest tables list pre-calculated future value factors for various combinations of interest rates
and periods. You look up the row for your number of periods and the column for your interest rate, and the
table gives you the factor.

These tables are useful on exams where you don't have a calculator with exponent functions. A few things
to keep in mind:

• Tables typically show whole-number periods and common interest rates.

• If your rate or period falls between table values, you'll need to interpolate (estimate a value between
two known table entries).

• Always confirm whether the table is for future value of  (single sum) or future value of an annuity,
since they look similar but give different factors.

Spreadsheet functions for future value
In Excel or Google Sheets, the FV function calculates future value directly:

=FV(rate, nper, pmt, pv, type)

• rate: interest rate per period

• nper: total number of compounding periods

• pmt: payment per period (enter 0 for a single lump sum)

• pv: present value (enter as a negative number, since it's cash going out)

• type: 0 for end-of-period payments, 1 for beginning-of-period (optional, defaults to 0)

For a single sum of  at 8% for 3 years compounded annually:

=FV(0.08, 3, 0, -5000) returns 

The negative sign on the present value follows the cash flow sign convention: money you invest (pay out)
is negative, and money you receive back is positive.

Future value of annuities
An annuity is a series of equal payments made at regular intervals over a set period. Calculating the future
value of an annuity tells you the total accumulated value of all those payments at the end of the term, with
compound interest factored in.
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Ordinary annuities vs annuities due
The distinction between these two types comes down to when each payment occurs:

• Ordinary annuity: Payments happen at the end of each period. This is the more common assumption
in accounting problems (e.g., bond interest payments).

• Annuity due: Payments happen at the beginning of each period (e.g., rent payments or insurance
premiums paid in advance).

Because annuity due payments occur one period earlier, each payment has one extra period to earn
interest. That makes the future value of an annuity due always higher than an otherwise identical ordinary
annuity.

To convert between them:

So if you've already calculated (or looked up) the ordinary annuity future value, just multiply by  to
get the annuity due future value.

Annuity tables
Annuity tables provide the future value of an ordinary annuity factor, which represents the future value of

 paid at the end of each period for  periods at interest rate :

To find the future value of an annuity, multiply the periodic payment by the factor:

For example, if you deposit  at the end of each year for 5 years at 6%:

Spreadsheet functions for annuity future value
The same FV function in Excel handles annuities. The difference is that you now use the pmt argument
instead of (or in addition to) pv:

=FV(rate, nper, pmt, pv, type)

For the example above (  per year, 5 years, 6%, ordinary annuity):

=FV(0.06, 5, -2000, 0, 0) returns 

To switch to an annuity due, change the type argument to 1:

=FV(0.06, 5, -2000, 0, 1) returns 

This makes sensitivity analysis straightforward: you can quickly adjust the rate, number of periods, or
payment amount and see how the future value changes.

Applications of future value
Future value calculations show up across many areas of financial planning and accounting. Here are the
most common applications.
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Retirement planning
Future value helps you estimate what your retirement savings will be worth at a target date. If you
contribute  per month to a retirement account earning 7% annually (compounded monthly) for 30
years, you can calculate the expected balance at retirement.

By adjusting variables like contribution amounts, expected returns, and the number of years until
retirement, you can test different scenarios and determine whether your savings plan is sufficient.

Investment growth projections
Investors use future value to project how an initial investment will grow over a given time horizon. Knowing
the initial amount, expected rate of return, and holding period lets you estimate the portfolio's future value.
These projections inform decisions about asset allocation and whether a particular investment meets your
financial goals.

Loan amortization schedules
Future value concepts also appear in loan amortization. An amortization schedule breaks each loan
payment into its principal and interest components. With each payment, the outstanding loan balance
decreases, and the interest portion of each payment shrinks while the principal portion grows.
Understanding this relationship helps borrowers evaluate the total cost of borrowing and compare different
loan options.

Limitations of future value analysis
Future value is a powerful tool, but it relies on assumptions that may not hold in practice.

Uncertainty of interest rates
Future value calculations assume a fixed interest rate over the entire time horizon. In reality, interest rates
fluctuate due to economic conditions, central bank policy, and market forces. If actual rates differ from your
assumed rate, the real future value will differ from your projection.

Inflation effects on future value
Standard future value calculations give you a nominal figure that doesn't account for inflation. A future
value of  in 20 years won't buy as much as  today. To get a more realistic picture,
you can calculate real future value by using an inflation-adjusted interest rate:

This gives you a better sense of actual purchasing power.

Sensitivity analysis
Small changes in input variables can produce large swings in future value, especially over long time
horizons. For instance, the difference between a 6% and 8% return over 30 years is substantial. Running
sensitivity analysis by varying your assumptions (interest rate, compounding frequency, time period) helps
you understand the range of possible outcomes and identify which variables matter most.

Future value vs present value
Future value and present value are two sides of the same coin within the time value of money framework.
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Conceptual differences
• Future value moves money forward in time: "What will this amount be worth later?"

• Present value moves money backward in time: "What is a future amount worth today?"

Both rely on the same core principle: a dollar today is worth more than a dollar in the future because of its
earning potential.

Mathematical relationship
The two are connected by the same formula:

Rearranging to solve for present value:

If you know any three of the four variables ( , , , ), you can solve for the fourth.

Use cases for each approach
• Future value is typically used when you want to know what a current amount or series of payments will
grow to (e.g., retirement savings, investment projections).

• Present value is typically used when you need to determine today's worth of future cash flows (e.g.,
bond valuation, capital budgeting, lease accounting).

In many accounting problems, you'll use both. For example, determining the required rate of return to
reach a target future value involves setting up the FV equation and solving for .

5.2 Present value
Present value is a core concept in financial accounting that lets you compare cash flows happening at
different points in time. By discounting future cash flows back to what they're worth today, you can make
better decisions about investments, valuations, and financial planning.

This matters because a dollar today and a dollar five years from now are not the same thing. Present value
shows up constantly in accounting: bond pricing, capital budgeting, lease analysis, pension obligations. If
you don't understand how to discount cash flows, you'll struggle with nearly every valuation topic from here
on out.

Definition of Present Value
Present value is the current worth of a future sum of money (or a stream of cash flows) given a specified
rate of return. Think of it as answering the question: How much would you need to invest today to end up
with that future amount?

This is the foundational tool for comparing cash flows that happen at different times. You can't just add up
dollars from Year 1 and Year 5 as if they're equivalent. Present value puts them on the same footing by
expressing everything in today's dollars.
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Importance of Present Value in Financial Accounting
• Enables comparison of cash flows occurring at different times by converting them all to present-day
terms

• Drives investment decisions by letting you determine whether a project or asset is worth its cost

• Required for proper financial reporting whenever companies need to reflect the time value of money
on their statements (bonds payable, lease liabilities, pension obligations, etc.)

Time Value of Money

Relationship Between Time and Money
The time value of money principle states that a dollar received today is worth more than a dollar received in
the future. Two reasons drive this:

• Investment potential: Money received today can be invested and earn interest, so it grows over time.
A dollar today becomes more than a dollar tomorrow.

• Inflation: Rising prices mean that a fixed amount of money buys less in the future than it does now.

Because of these factors, receiving money sooner is always preferable (all else being equal), and future
cash flows must be discounted to reflect this reality.

Impact of Inflation on Money's Value
Inflation erodes purchasing power over time. As prices increase, a fixed amount of money buys fewer
goods and services. To account for this, you incorporate expected inflation into the discount rate when
calculating present value.

For example, if inflation runs at 3% per year, $100 today has the same purchasing power as roughly $103
one year from now. The real value of any future cash flow must reflect this erosion.

Present Value of a Single Amount

Present Value Formula for a Single Amount
To find the present value of one future lump sum, use:

Where: - PV = present value (what the future amount is worth today) - FV = future value (the cash flow
you'll receive later) - r = discount rate per period - n = number of compounding periods

This formula works by "undoing" compound interest. Instead of growing a present amount forward, you're
shrinking a future amount backward.

Components of the Present Value Formula
• Future value (FV): The specific dollar amount to be received at a later date.

• Discount rate (r): The rate of return used to discount the future cash flow. It reflects the opportunity
cost of capital (what you could earn elsewhere) and the riskiness of the cash flow. A higher discount
rate produces a lower present value.
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• Number of periods (n): How many compounding periods sit between now and when you receive the
cash flow. More periods means more discounting, which means a lower present value.

Examples of Calculating Present Value of a Single Amount
Example 1: What is the present value of $10,000 to be received in 5 years at a 6% annual discount rate?

You'd need to invest $7,473 today at 6% to have $10,000 in five years.

Example 2: What is the present value of $50,000 to be received in 3 years at an 8% annual discount rate?

Notice how a higher discount rate (8% vs. 6%) and shorter time frame still produces significant discounting.

Present Value of an Annuity

Definition of an Annuity
An annuity is a series of equal payments occurring at regular intervals over a set period. There are two
types you need to know:

• Ordinary annuity: Payments occur at the end of each period (more common in practice).

• Annuity due: Payments occur at the beginning of each period (think rent payments or insurance
premiums paid in advance).

Present Value Formula for an Annuity
For an ordinary annuity:

Where: - PMT = the equal payment amount each period - r = discount rate per period - n = total number of
payments

This formula is really just a shortcut for discounting each individual payment back to the present and
adding them all up.

Ordinary Annuity vs. Annuity Due
With an ordinary annuity, the first payment happens one period from now, so every payment gets
discounted at least once.

With an annuity due, the first payment happens immediately (at time zero), so it isn't discounted at all. To
convert an ordinary annuity PV to an annuity due PV, multiply by :

Because each payment is received one period earlier, an annuity due always has a higher present value
than an otherwise identical ordinary annuity.

Examples of Calculating Present Value of an Annuity
Example 1 (Ordinary Annuity): Annual payments of $5,000 for 4 years, discounted at 5%.
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Step by step: 1. Calculate  2. Subtract from 1:  3. Divide by r:
 4. Multiply by PMT: 

Example 2 (Annuity Due): Quarterly payments of $2,000 for 3 years (12 payments), quarterly discount rate
of 2%.

1. First, calculate as an ordinary annuity: 

2. Then adjust for annuity due: 

Present Value of an Uneven Cash Flow Stream

Definition of an Uneven Cash Flow Stream
Not all cash flows come in neat, equal payments. An uneven cash flow stream involves amounts that vary
from period to period. Since the annuity formula only works for equal payments, you have to discount each
cash flow individually and then add them up.

Approach to Calculating Present Value of Uneven Cash Flows
1. List each cash flow and the period in which it occurs.

2. Determine the appropriate discount rate.

3. Discount each cash flow individually using the single-amount formula: 

4. Sum all the individual present values to get the total.

Examples of Present Value for Uneven Cash Flows
Example 1: Cash flows discounted at 8% per year:

Year Cash Flow Calculation Present Value

1 $5,000 $4,630

2 $7,000 $5,999

3 $4,000 $3,175

Total $13,804

Example 2: An investment with an initial outflow, discounted at 10%:

Year Cash Flow Calculation Present Value

0 -$10,000 No discounting needed -$10,000

1 $3,000 $2,727

2 $4,000 $3,306

3 $5,000 $3,757

Total -$210
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The negative total present value here means this investment destroys value at a 10% required return.
You'd be better off investing your $10,000 elsewhere.

Determining the Appropriate Discount Rate

Factors Influencing the Discount Rate
Three main factors drive the discount rate you should use:

• Opportunity cost of capital: What return could you earn on an alternative investment with similar risk?
That's your baseline.

• Inflation expectations: Higher expected inflation pushes discount rates up to preserve purchasing
power.

• Risk of the cash flows: Riskier, less certain cash flows demand a higher discount rate. A government
bond cash flow gets a lower rate than a startup's projected revenue.

Risk vs. Return in Discount Rates
There's a positive relationship between risk and required return. Investors demand compensation for
bearing additional risk, so riskier cash flows are discounted at higher rates. This is why a corporate bond
yields more than a Treasury bond: the discount rate reflects the additional default risk.

The discount rate you choose should match the risk profile of the specific cash flows being discounted, not
just a generic company-wide rate.

Nominal vs. Real Discount Rates
• Nominal discount rate: Includes the effects of inflation. Use this when your projected cash flows are in
nominal terms (the actual dollar amounts you expect to receive).

• Real discount rate: Strips out inflation. Use this when cash flows are expressed in constant
(inflation-adjusted) dollars.

The key rule: be consistent. If your cash flows are nominal, use a nominal rate. If your cash flows are real,
use a real rate. Mixing them produces incorrect results.

Applications of Present Value in Accounting

Capital Budgeting Decisions
Present value techniques help evaluate whether long-term investment projects are worth pursuing.
Discounted cash flow (DCF) analysis compares the present value of a project's expected inflows against its
outflows. Two common metrics:

• Net present value (NPV): The difference between the PV of inflows and outflows. A positive NPV
means the project adds value.

• Internal rate of return (IRR): The discount rate that makes NPV equal to zero. If the IRR exceeds your
required return, the project is attractive.
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Bond Pricing and Valuation
A bond's market price equals the present value of all its future cash flows: the periodic coupon payments
plus the face value returned at maturity. These cash flows are discounted at the bond's yield to maturity
(the market's required rate of return for that bond).

If market interest rates rise above the coupon rate, the bond's present value drops below face value (sold
at a discount). If rates fall below the coupon rate, the bond trades at a premium.

Lease vs. Buy Analysis
When deciding whether to lease or purchase an asset, you compare: - The present value of all lease
payments over the lease term - The present value of all costs associated with buying (purchase price,
maintenance, minus any residual value)

The option with the lower present value of total costs is generally preferred, assuming other qualitative
factors are equal.

Pension Plan Obligations
Pension liabilities on the balance sheet represent the present value of future benefits owed to employees.
Actuaries calculate these obligations using assumptions about employee tenure, salary growth, and life
expectancy. The discount rate typically reflects the yield on high-quality corporate bonds, and even small
changes in that rate can shift pension liabilities by millions of dollars.

Limitations of Present Value Analysis

Accuracy of Cash Flow Estimates
Present value is only as good as the cash flow projections you feed into it. If your estimates of future cash
flows are off, the resulting present value will be misleading. Sensitivity analysis (testing how PV changes
when you adjust key assumptions) helps you understand which estimates matter most and where errors
would be most costly.

Sensitivity to Discount Rate Assumptions
Small changes in the discount rate can produce large swings in present value, especially for cash flows far
in the future. For instance, discounting a $1,000,000 payment due in 30 years at 5% gives a PV of
$231,377, but at 6% the PV drops to $174,110. That one percentage point difference changes the answer
by over $57,000. Always consider whether your chosen rate is well-justified.

Challenges with Long-Term Projections
Forecasting cash flows over extended periods is inherently uncertain. Assumptions about growth rates,
inflation, technology, and market conditions become less reliable the further out you go. Long-term present
value calculations should be treated as estimates, not precise answers, and updated regularly as new
information becomes available.
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5.3 Annuities

Annuity Definition and Types
An annuity is a series of equal payments made at regular intervals over a specified period. In financial
accounting, annuities show up constantly: loan repayments, lease payments, pension obligations, and
bond coupon streams are all annuities. Getting comfortable with annuity math is essential because it drives
how businesses measure and report these obligations.

The two distinctions you need to know are when payments occur and whether the end date is fixed.

Ordinary vs. Due Annuities
Ordinary annuity: payments occur at the end of each period. Most loans and bond coupon payments work
this way. If you take out a car loan, your first payment is due one period from now, not today.

Annuity due: payments occur at the beginning of each period. Rent and insurance premiums are classic
examples. Your landlord expects payment at the start of the month, not the end.

This timing difference matters because annuity due payments are each one period closer to the present.
That means an annuity due always has a higher present value and a higher future value than an otherwise
identical ordinary annuity, by a factor of .

Annuities Certain vs. Contingent
• Annuities certain have a predetermined number of payments and a fixed end date (e.g., a 5-year loan
with 60 monthly payments).

• Contingent annuities depend on an uncertain event, such as the death of the annuitant. Life insurance
payouts and certain pension arrangements fall into this category.

• Contingent annuities require actuarial assumptions to estimate their value, so they're more complex.
For this course, most problems involve annuities certain.

Present Value of Annuities
The present value (PV) of an annuity answers: What is a stream of future payments worth right now? You
need this whenever you're recording a liability for a loan, pricing a bond, or evaluating a lease.

Derivation of Present Value Formula
The PV of an annuity is just the sum of each individual payment discounted back to today. Rather than
discounting each payment separately (which works but is tedious), the geometric series simplifies to:

Where: -  = payment amount per period -  = interest rate per period -  = number of periods

The fraction  is called the present value annuity factor. You'll often see it in tables or abbreviated
as .

Present Value of Ordinary Annuities
For an ordinary annuity, apply the formula directly. The first payment is discounted for one full period
because it arrives at the end of period 1.
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Example: You'll receive \$5,000 at the end of each year for 4 years. The discount rate is 6%.

Present Value of Annuities Due
Because each payment occurs one period earlier, multiply the ordinary annuity PV by :

Using the same example but with payments at the beginning of each year:

The annuity due is worth more because you receive each payment sooner.

Future Value of Annuities
The future value (FV) of an annuity answers: How much will all these payments be worth at the end, after
compounding? This is useful for savings plans, sinking funds, and any situation where you're accumulating
money over time.

Derivation of Future Value Formula
Sum the future values of each individual payment compounded forward, and the series simplifies to:

Where the variables are the same as before. The fraction is the future value annuity factor.

Future Value of Ordinary Annuities
Apply the formula directly. The first payment (made at the end of period 1) earns interest for  periods,
and the last payment earns no interest at all.

Example: You deposit \$2,000 at the end of each year for 5 years at 8%.

Future Value of Annuities Due
Each payment earns interest for one additional period, so multiply by :

Same example with beginning-of-year deposits:

Annuity Payment Calculations
Often you know the present or future value and need to solve for one of the other variables. These
rearrangements come up frequently in loan structuring and financial planning.

Solving for Annuity Payments
Rearrange the PV formula to isolate :
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Example: You borrow \$100,000 at 5% annual interest, repaid in 10 equal annual installments. What's the
annual payment?

Determining Number of Payments
Rearrange the FV formula to solve for :

This requires logarithms, so a financial calculator or spreadsheet is the practical approach.

Calculating Interest Rate in Annuities
Solving for  cannot be done algebraically because  appears both inside and outside an exponent. You'll
need to use:

• Trial and error with interpolation

• A financial calculator (the I/Y key)

• A spreadsheet function like RATE() in Excel

Deferred Annuities and Values
A deferred annuity is one where payments don't start until some future date. For example, a student loan
might not require payments until 6 months after graduation. The deferral period is the gap between now
and the first payment.

Deferred Annuity Calculations
To find the present value of a deferred annuity, use a two-step process:

1. Calculate the PV of the annuity as if it starts today. Use the standard ordinary annuity PV formula.
This gives you the value as of one period before the first payment.

2. Discount that lump sum back to the actual present. Treat the result from Step 1 as a single future
amount and discount it for the number of deferral periods using , where  is the
number of deferral periods.

Example: An annuity pays \$3,000 per year for 5 years, but the first payment is at the end of year 4 (so
there's a 3-year deferral). The rate is 7%.

1. PV at end of year 3: 

2. Discount to today: 

Present and Future Values
• The present value of a deferred annuity is always less than that of an identical annuity starting
immediately, because of the additional discounting during the deferral period.

• The future value is calculated by first finding the value at the start of the payment period, then
compounding forward to the desired future date using the single-sum FV formula.
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Annuities with Non-Annual Periods
Many real-world annuities involve monthly, quarterly, or semiannual payments. The formulas don't change;
you just need to adjust the rate and number of periods to match the payment frequency.

Adjusting for Monthly Payments
• Use the monthly interest rate: 

• Use the total number of monthly periods: 

The PV formula for a monthly ordinary annuity becomes:

Example: A car loan requires \$400/month for 5 years at 6% annual interest.

Adjusting for Quarterly Payments
• Use the quarterly interest rate: 

• Use the total number of quarterly periods: 

The FV formula for a quarterly annuity due becomes:

Watch out: These adjustments assume the stated annual rate is a nominal rate that compounds at the
same frequency as the payments. If you're given an effective annual rate, you'll need to convert it to the
periodic rate differently.

Annuities with Changing Payments
Not all annuities have level payments. Some increase or decrease by a fixed amount each period
(arithmetic gradient) or by a fixed percentage (geometric gradient). These are less common in introductory
problems but do appear in practice.

Increasing Annuity Payments
For payments that increase by a fixed dollar amount  each period (so payments are , ,

, etc.), you can split the stream into a level annuity plus a gradient component.

The present value of the gradient portion alone is:

Add this to the PV of the level annuity (using the base payment ) to get the total present value.

Decreasing Annuity Payments
For payments that decrease by a fixed amount  each period, use the same gradient formula but subtract
the gradient PV from the level annuity PV. The logic is the same, just in reverse: you have a base annuity
minus an increasing reduction.
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Perpetuities and Calculations
A perpetuity is an annuity that never ends. While no payment stream truly lasts forever, perpetuities are a
useful model for preferred stock dividends, endowment funds, and certain valuation techniques.

Present Value of Perpetuities
Because the payments continue indefinitely, the formula simplifies dramatically. As , the term

, and the annuity formula collapses to:

This assumes an ordinary perpetuity (payments at end of period). For a perpetuity due (payments at
beginning of period):

Example: A preferred stock pays \$8 per year indefinitely. If the required return is 10%:

Distinguishing Perpetuities from Annuities
• Annuities have a fixed number of periods ; perpetuities do not.

• Perpetuities have no future value (there's no end point to accumulate to).

• The perpetuity PV formula is actually the annuity PV formula with the  term set to zero.

Annuities in Financial Statements
Annuity calculations directly affect how companies report obligations and assets. The present value of an
annuity stream determines the recorded amount, and changes over time flow through the income
statement.

Annuity Impacts on Balance Sheet
• The PV of an annuity obligation (like a loan or lease) appears as a liability. At inception, a \$100,000
loan is recorded at its present value.

• If the company receives annuity payments (e.g., a note receivable), the PV appears as an asset.

• Each period, the carrying amount changes as interest accrues and payments are made. The liability
decreases over time as principal is repaid.

Annuity Impacts on Income Statement
• Interest expense is recognized each period on annuity obligations. It equals the beginning carrying
amount multiplied by the interest rate.

• Interest income is recognized if the company holds an annuity-based asset.

• The cash payment is split between interest (income statement) and principal reduction (balance
sheet). Early in the annuity's life, a larger share of each payment goes to interest; later, more goes to
principal.
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Annuity Applications and Examples

Loan Amortization Schedules
An amortization schedule shows how each payment on a loan breaks down into interest and principal.
Here's how it works:

1. Calculate the periodic payment using the PV annuity formula solved for .

2. For each period, compute interest as the beginning balance times the periodic rate.

3. The principal portion is the total payment minus the interest.

4. Subtract the principal portion from the beginning balance to get the ending balance.

5. Repeat until the balance reaches zero.

Example (partial schedule): \$10,000 loan, 5% annual rate, 3 annual payments.

Year Beg. Balance Payment Interest (5%) Principal End Balance

1 \$10,000.00 \$3,672.09 \$500.00 \$3,172.09 \$6,827.91

2 \$6,827.91 \$3,672.09 \$341.40 \$3,330.69 \$3,497.22

3 \$3,497.22 \$3,672.09 \$174.86 \$3,497.23 \$0.00

Notice how interest shrinks and principal grows with each payment.

Retirement Planning with Annuities
• Immediate annuities begin payments right away and are used to convert a lump sum into a steady
income stream.

• Deferred annuities delay payments to a future date, allowing the investment to grow during the
deferral period.

• Annuities can be fixed (constant payments) or variable (payments fluctuate based on investment
returns).

Valuing Annuity-Based Financial Instruments
Bonds are the most common example. A bond's price equals the PV of its coupon payments (an annuity)
plus the PV of its face value (a single lump sum), both discounted at the market interest rate.

This framework applies to any instrument that combines periodic payments with a final lump sum.

5.4 Perpetuities

Perpetuities overview
A perpetuity is a type of annuity that pays equal amounts forever, with no end date. While truly infinite
payment streams are rare, the perpetuity model is widely used to value financial instruments and
arrangements expected to generate cash flows indefinitely.



Fiveable archived study guides Page 123

This matters for intermediate accounting because you'll need to value instruments like preferred stocks,
consols, and certain trust arrangements. The math is actually simpler than regular annuity valuation, but
the assumptions behind it deserve careful attention.

Definition of perpetuities
A perpetuity provides an infinite stream of equal periodic payments. There's no maturity date and no return
of principal. The payments just keep going.

Common real-world examples include:

• Consols (perpetual government bonds, historically issued by the British government)

• Preferred stock dividends, which have no scheduled end date

• Endowment funds designed to pay out income indefinitely

Characteristics of perpetuities
• The payment amount is fixed and remains constant over time (for an ordinary perpetuity)

• Payments occur at regular intervals (annually, semi-annually, quarterly, etc.)

• There is no fixed term or maturity date

• Despite the infinite number of payments, the present value is finite. This is the key insight: because of
the time value of money, payments far in the future contribute almost nothing to today's value. Each
successive payment is worth less in present-value terms, and the sum converges to a finite number.

Valuation of perpetuities

Present value of perpetuities
The present value formula for a perpetuity is remarkably simple:

Where: -  = the periodic payment amount -  = the discount rate (required rate of return), expressed as a
decimal

Example: A perpetuity pays $1,000 annually, and the discount rate is 5%.

This means you'd pay $20,000 today to receive $1,000 per year forever at a 5% required return. Notice
that the formula is just a rearrangement of the idea that if you invest $20,000 at 5%, you earn $1,000 per
year without ever touching the principal.

Assumptions in perpetuity valuation
The formula rests on several simplifying assumptions:

• Payments continue indefinitely without interruption

• The discount rate remains constant

• The risk level of the cash flows doesn't change over time
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• Payments are received at the end of each period (for an ordinary perpetuity)

These assumptions rarely hold perfectly in practice, but they make the model tractable and useful as a
starting point for valuation.

Limitations of perpetuity valuation
• Interest rates and risk profiles change over time, which the constant discount rate doesn't capture

• The model ignores default risk, meaning the possibility that the issuer stops making payments

• Estimating an appropriate discount rate over an infinite horizon is inherently uncertain

• The model doesn't apply well to instruments with a limited lifespan or variable payment amounts

Types of perpetuities

Ordinary perpetuities
An ordinary (or constant) perpetuity pays the same fixed amount each period, forever. This is the simplest
type and uses the standard formula:

Example: A perpetual bond pays $100 annually. The discount rate is 4%.

Growing perpetuities
A growing perpetuity features payments that increase at a constant rate  each period. The present value
formula becomes:

Where: -  = the first payment (not a base amount before growth) -  = the constant growth rate per period
-  = the discount rate

One critical constraint:  must be less than . If the growth rate equals or exceeds the discount rate, the
present value would be infinite, and the formula breaks down.

Example: A perpetuity pays $1,000 in year one, growing at 2% annually. The discount rate is 6%.

Growing perpetuities are commonly used in equity valuation (the Gordon Growth Model for stock pricing is
exactly this formula applied to dividends).

Deferred perpetuities
A deferred perpetuity is one whose payments don't begin until after a deferral period of  periods. You
value it in two steps:

1. Calculate the present value of an ordinary perpetuity as if it started at the beginning of the payment
period: 

2. Discount that value back to today over the deferral period: multiply by 
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The combined formula:

Example: A perpetuity will pay $1,000 annually, but the first payment arrives 5 years from now. The
discount rate is 5%.

1. Value at the start of payments: 

2. Discount back 5 years: 

(Note: The precise answer depends on whether the deferral means the first payment is at the end of year 5
or the end of year 6. Clarify the timing in any problem you encounter. In this example, the first payment
occurs at the end of year 5, so you discount the perpetuity value back from the end of year 4 to today,
giving . Alternatively, if the first payment is at the end of year 6, you
discount back 5 full periods. Always read the problem carefully.)

Accounting for perpetuities

Initial recognition of perpetuities
When a perpetuity is first recognized, you record it at its present value using the appropriate formula.
Depending on whether you're the payer or receiver:

• The present value is recorded as an asset (if you're receiving payments) or a liability (if you're making
payments) on the balance sheet

• Any difference between the present value and the cash actually exchanged is recognized as a gain or
loss in the income statement

Subsequent measurement of perpetuities
After initial recognition, perpetuities are typically carried at amortized cost using the effective interest
method:

• Each period, you recognize interest income or expense based on the carrying amount multiplied by
the effective interest rate

• Since a perpetuity's principal is never repaid, the carrying amount remains stable (for an ordinary
perpetuity at par)

• If estimated cash flows or the discount rate change, you may need to adjust the carrying value and
recognize a corresponding gain or loss

Disclosure requirements for perpetuities
Entities holding or issuing perpetuities must provide enough information for financial statement users to
understand these instruments. Typical disclosures include:

• Payment amount, frequency, and any growth or deferral provisions

• Valuation assumptions and methods (discount rate, growth rate)

• Significant risks associated with the perpetuity

• Comparative information for prior periods
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Perpetuities vs annuities

Similarities between perpetuities and annuities
• Both involve a series of periodic payments

• Both are valued using time value of money principles

• Both are used to model financial instruments like bonds, leases, and pensions

Differences between perpetuities and annuities
The core difference is duration:

• Perpetuities have payments that continue indefinitely

• Annuities have payments that end after a specified number of periods

This difference shows up directly in the valuation formulas:

Feature Perpetuity Annuity

Duration Infinite Finite (  periods)

PV Formula

Typical uses Preferred stock, consols, endowments Bonds, leases, mortgages

Notice that the annuity formula actually contains the perpetuity formula. As  approaches infinity, the term
 approaches zero, and the annuity formula collapses to . A perpetuity is just an annuity with an

infinite term.

Applications of perpetuities

Perpetuities in financial planning
• Perpetual bonds and preferred stocks: Valued directly with . If a preferred stock pays a $5
annual dividend and investors require an 8% return, the stock is worth .

• Endowments: Universities and nonprofits use perpetuity math to determine how much they need to
invest today to fund annual payouts forever. An endowment that needs to distribute $500,000 per year
at a 4% return requires  in initial funding.

Perpetuities in real estate
Ground leases, where a tenant pays rent to a landowner indefinitely, are a natural application. The present
value of those lease payments can be estimated using the perpetuity formula, with the discount rate
reflecting the risk and return expectations for the property.

Other real estate arrangements valued as perpetuities include air rights and mineral rights, where cash
flows are expected to continue for an indefinite period.

Perpetuities in trust funds
Perpetual trusts (sometimes called dynasty trusts) are designed to provide income to beneficiaries across
multiple generations. Valuing these trusts requires calculating the present value of the expected perpetual
income stream. This valuation determines:
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• How much initial funding the trust needs

• Whether the trust can sustain its intended payouts long-term

• The appropriate asset allocation to maintain purchasing power

Taxation of perpetuities

Tax treatment of perpetuity income
Tax treatment depends on the nature of the perpetuity and the jurisdiction:

• Periodic payments from perpetuities are generally treated as ordinary income, taxed at the recipient's
marginal rate

• Some perpetuities may receive preferential treatment, such as those linked to tax-exempt municipal
bonds or certain qualified trusts

• Tax rules vary significantly by jurisdiction, so professional tax advice is important for specific situations

Tax implications for perpetuity owners
• Issuers of perpetual bonds may be able to deduct interest payments, subject to limitations

• Grantors of perpetual trusts may face gift or estate taxes on assets transferred into the trust,
depending on the jurisdiction and trust structure

• The long-term nature of perpetuities makes tax planning especially important, since tax law changes
over time can significantly affect after-tax returns

Risks associated with perpetuities

Interest rate risk in perpetuities
Because a perpetuity's value is , it is extremely sensitive to changes in the discount rate. A small change
in  produces a large change in present value.

Example: A $1,000 annual perpetuity at 5% is worth $20,000. If rates rise to 6%, it's worth only
, a 16.7% decline. Perpetuities have more interest rate sensitivity than any finite-term

bond because there's no principal repayment to anchor the value.

Inflation risk in perpetuities
Fixed-payment perpetuities are especially vulnerable to inflation. If prices rise 3% per year, the real
purchasing power of a $1,000 annual payment drops steadily over time.

Mitigation strategies include: - Using a growing perpetuity with a growth rate that approximates expected
inflation - Applying a higher discount rate that incorporates an inflation premium - Investing in
inflation-linked instruments

Default risk in perpetuities
The infinite time horizon means there's a long window during which the issuer's financial health could
deteriorate. Assessing default risk involves:

• Evaluating the issuer's creditworthiness and financial stability
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• Monitoring the issuer's performance over time

• Diversifying across multiple perpetuity issuers to reduce concentration risk

Case studies on perpetuities

Analysis of real-world perpetuity examples
Government consols: The British government historically issued consols, perpetual bonds paying a fixed
coupon with no obligation to repay principal. These are the textbook example of a perpetuity. Analyzing
their valuation shows how changes in market interest rates directly affected their trading price, consistent
with .

Charitable perpetual trusts: Nonprofit organizations establish perpetual trusts to fund operations
indefinitely. Valuing these trusts requires choosing an appropriate discount rate and determining whether
the trust's assets can sustain the required payouts after accounting for inflation and investment costs.

Perpetual ground leases: In commercial real estate, perpetual ground leases require tenants to make rent
payments to landowners indefinitely. Valuing these leases involves applying the perpetuity formula while
considering property-specific risks, local tax implications, and potential changes in market conditions.

Lessons learned from perpetuity case studies
• The discount rate is the single most important input in perpetuity valuation. Small changes produce
large swings in value.

• Accounting treatment follows a consistent pattern: initial recognition at present value, subsequent
measurement via the effective interest method, and thorough disclosure.

• Tax treatment varies by jurisdiction and instrument type. Professional advice is necessary.

• Interest rate risk, inflation risk, and default risk all require active assessment, especially given the
infinite time horizon.

• Perpetuities appear across diverse contexts (public finance, philanthropy, real estate), but the
underlying valuation principles remain the same.

5.5 Effective interest rates

Definition of Effective Interest Rates
The effective interest rate (EIR) captures the true cost or return on a financial instrument after accounting
for compounding. Unlike a nominal rate, which is just the stated or quoted figure, the EIR reflects the actual
economic substance of a transaction.

Why does this matter? Two loans can quote the same nominal rate but produce very different costs
depending on how often interest compounds. The EIR gives you a single, annualized number that makes
apples-to-apples comparisons possible across instruments with different compounding frequencies or
payment structures.

Calculating Effective Interest Rates

Effective Interest Rate Formula
The formula to convert a nominal rate to an effective rate is:
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where  is the nominal (stated) annual interest rate and  is the number of compounding periods per year.

Example: A bank quotes a nominal rate of 8% compounded quarterly.

1. Divide the nominal rate by the number of compounding periods: 

2. Add 1: 

3. Raise to the power of : 

4. Subtract 1: 

The effective rate is 8.243%, which is higher than the 8% nominal rate.

Nominal vs. Effective Rates
• Nominal rate: the stated or quoted rate before considering compounding. A 12% nominal rate
compounded monthly does not mean you earn or pay exactly 12% per year.

• Effective rate: the rate you actually experience after compounding is factored in. It will always be equal
to or greater than the nominal rate (assuming compounding occurs more than once per year).

The gap between the two widens as compounding becomes more frequent.

Compounding Frequency Impact
Compounding frequency is how often interest is calculated and added to the principal. Here's how the
same 12% nominal rate produces different effective rates:

Compounding Frequency Effective Rate

Annual 1 12.000%

Semi-annual 2 12.360%

Quarterly 4 12.551%

Monthly 12 12.683%

Daily 365 12.747%

Notice the pattern: more frequent compounding pushes the effective rate higher, but the incremental
increase gets smaller each time.

Amortized Cost Method

Amortized Cost vs. Fair Value
These are two different measurement bases for financial instruments:

• Amortized cost is the initial recognition amount minus principal repayments, plus or minus cumulative
amortization calculated using the effective interest method. It tracks the instrument's cost over time as
premiums or discounts are gradually unwound.

• Fair value is the price you'd receive to sell an asset (or pay to transfer a liability) in an orderly market
transaction at the measurement date.
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Amortized cost provides a more stable carrying amount period to period, which is why it's used for
instruments an entity plans to hold and collect contractual cash flows from, rather than trade.

Calculating Interest Revenue
To calculate interest revenue (or expense) under the effective interest method:

1. Start with the carrying amount of the instrument at the beginning of the period.

2. Multiply by the effective interest rate (the rate determined at initial recognition).

3. The result is the interest revenue (or expense) for that period.

This rate stays constant over the instrument's life. What changes each period is the carrying amount, which
means the dollar amount of interest recognized shifts over time even though the rate doesn't.

Adjusting the Carrying Amount
Each period, the carrying amount is updated to reflect:

• Interest accrued (using the effective interest rate)

• Cash received or paid (coupon payments, principal repayments)

• Any impairment losses recognized

The difference between the interest calculated at the effective rate and the actual cash payment is the
amortization of any premium or discount. This adjustment keeps the carrying amount on a path that, when
discounted at the original effective rate, equals the remaining expected cash flows.

Discounted Cash Flow Analysis

Time Value of Money
A dollar today is worth more than a dollar in the future. This is because you could invest that dollar today
and earn a return, and because future cash carries uncertainty. The time value of money is the foundation
for present value calculations and for determining effective interest rates in the first place.

Net Present Value Calculations
Net present value (NPV) sums the present values of all future cash inflows and outflows, each discounted
back to today at an appropriate rate:

• A positive NPV means the investment is expected to create value (returns exceed the discount rate).

• A negative NPV means the investment is expected to destroy value.

The discount rate you choose matters enormously. Using the effective interest rate of a related debt
instrument is one common approach.
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Internal Rate of Return
The internal rate of return (IRR) is the discount rate that makes the NPV of all cash flows exactly equal to
zero. Think of it as the break-even rate of return for an investment.

• If the IRR exceeds your required rate of return (hurdle rate), the investment looks attractive.

• If the IRR falls below the hurdle rate, the investment doesn't meet your threshold.

IRR is solved iteratively (trial and error or with a financial calculator) since you can't algebraically isolate the
rate in most real-world scenarios.

Debt Instruments

Bonds Payable
Bonds are long-term debt instruments companies issue to raise capital. Key features:

• Par value (face value): the amount repaid at maturity

• Coupon rate: the stated rate that determines periodic interest payments

• Maturity date: when the principal is due

When a bond's coupon rate differs from the market rate at issuance, the bond sells at a premium (coupon >
market rate) or a discount (coupon < market rate). The effective interest method amortizes that premium or
discount over the bond's life.

Notes Payable
Notes payable are typically shorter-term or medium-term debt instruments used to finance operations or
specific projects. They may be secured (backed by collateral) or unsecured. Like bonds, notes issued at a
discount or premium are accounted for using the effective interest method.

Debenture Accounting
Debentures are unsecured debt instruments, meaning they're not backed by specific assets. Because they
carry higher risk for the lender, they often have higher effective interest rates than secured debt.
Accounting treatment follows the same effective interest method: interest expense is recognized each
period, and the carrying amount is adjusted for amortization of any premium or discount.

Investments in Debt Securities

Held-to-Maturity Securities
• Debt instruments the entity intends and has the ability to hold until maturity

• Measured at amortized cost using the effective interest method

• Changes in fair value are not recognized in the financial statements unless impairment exists

Available-for-Sale Securities
• Debt instruments not classified as held-to-maturity or trading
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• Measured at fair value, with unrealized gains and losses reported in other comprehensive income
(OCI)

• If impairment occurs, the loss is reclassified from OCI to net income

Trading Securities
• Debt instruments held primarily for short-term sale

• Measured at fair value, with all changes in fair value recognized directly in net income

• Reflects the entity's intent to profit from short-term price movements

Impairment of Debt Securities

Impairment Indicators
At each reporting date, entities must assess whether any debt securities are impaired. Common indicators
include:

• Significant financial difficulty of the issuer

• Breach of contract, such as default or delinquency on payments

• High probability of the issuer entering bankruptcy or financial reorganization

• Adverse changes in economic, legal, or technological conditions affecting the issuer

Measuring Impairment Loss
Impairment loss equals the difference between the security's carrying amount and its fair value. The
treatment depends on classification:

• Held-to-maturity: impairment loss goes directly to net income

• Available-for-sale: the cumulative loss sitting in OCI is reclassified to net income

Recognizing Impairment Loss
• Impairment losses are recognized in net income in the period they occur.

• After recognition, the written-down amount becomes the security's new amortized cost basis.

• For available-for-sale securities, subsequent recoveries in fair value may be recognized in OCI, but
reversals through net income are generally not permitted.

Derecognition of Debt Instruments

Derecognition Criteria
A debt instrument is derecognized when:

• The contractual rights to cash flows expire, or

• The entity transfers the instrument and transfers substantially all the risks and rewards of ownership,
or
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• The entity neither transfers nor retains substantially all risks and rewards but has lost control of the
instrument

Gain or Loss on Derecognition
Upon derecognition, the entity recognizes a gain or loss in net income equal to:

For available-for-sale securities, any unrealized gains or losses previously accumulated in OCI are
reclassified to net income at this point.

Debt Extinguishment vs. Debt Modification
• Extinguishment: the old debt is replaced by new debt with substantially different terms, or the debt is
fully repaid. The old instrument is derecognized, and any difference between carrying amount and
consideration paid is a gain or loss in net income.

• Modification: the terms change, but not substantially enough to trigger derecognition. The carrying
amount is adjusted, and any costs or fees are amortized over the remaining life of the modified
instrument.

The "substantially different" test typically looks at whether the present value of cash flows under the new
terms differs by more than 10% from the present value under the old terms (discounted at the original
effective rate).

Presentation and Disclosure

Balance Sheet Presentation
• Debt instruments issued by the entity appear as current or non-current liabilities based on maturity.

• Investments in debt securities appear as current or non-current assets based on maturity and
management intent.

• Impairment allowances are presented as deductions from the carrying amount.

Income Statement Presentation
• Interest revenue and interest expense are presented separately.

• Gains or losses on derecognition, impairment losses, and fair value changes on trading securities also
appear in the income statement.

• Presentation details vary by instrument classification and the entity's operations.

Footnote Disclosures
Entities must disclose enough information for users to understand the nature, terms, and risks of their debt
instruments. Typical disclosures include:

• Maturity dates, interest rates, and collateral arrangements

• Subordination features and restrictive covenants

• Risk management strategies and impairment assessment methods
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• Fair value measurement inputs and techniques

Comparison to Other Interest Rates

Stated vs. Effective Rates
The stated (nominal) rate is what the contract says. The effective rate is what you actually earn or pay after
compounding, fees, and other factors are considered. For example, a bond with a 6% coupon rate issued
at a discount will have an effective rate higher than 6% because the investor paid less than par but
receives cash flows based on par.

Market Rates vs. Effective Rates
Market rates are the prevailing rates for similar instruments in the market at a given point in time. The
effective rate is locked in at initial recognition and stays fixed for the life of the instrument. If market rates
move after issuance, the instrument's fair value changes, but its effective rate does not. Comparing the two
tells you whether the instrument's terms are favorable or unfavorable relative to current conditions.

Risk-Free Rates vs. Effective Rates
Risk-free rates approximate the return on a zero-risk investment, typically proxied by government
securities (like U.S. Treasury bonds). The effective rate on a corporate debt instrument will almost always
exceed the risk-free rate. The difference, called the credit spread, compensates investors for default risk,
liquidity risk, and other uncertainties specific to the issuer.
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Unit 6 – Cash and Receivables
6.1 Cash equivalents
Cash equivalents are short-term, highly liquid investments that can be quickly converted into a known
amount of cash. They sit right next to cash on the balance sheet because they function almost like cash
itself. For intermediate accounting, you need to understand what qualifies as a cash equivalent, how to
account for them, and how they show up in the financial statements.

Definition of cash equivalents
A cash equivalent is a short-term, highly liquid investment that meets three criteria:

• Readily convertible to a known amount of cash

• Original maturity of three months or less from the date of acquisition (not the date of issuance)

• Insignificant risk of changes in value due to its short duration and high credit quality

That "from the date of acquisition" detail matters. A six-month Treasury bill doesn't qualify as a cash
equivalent when you buy it. But if you purchase that same T-bill when it has only two months left to
maturity, it does qualify.

Examples of cash equivalents

Treasury bills
Treasury bills (T-bills) are short-term debt securities issued by the U.S. government with maturities of one
year or less. Because they carry the full backing of the U.S. government, they have virtually no credit risk.
A T-bill purchased with three months or less remaining to maturity is a textbook cash equivalent.

Money market funds
Money market funds are mutual funds that invest in short-term debt securities like T-bills, commercial
paper, and certificates of deposit. These funds aim to maintain a stable net asset value (typically $1.00 per
share), which makes them highly liquid and easily convertible to a known cash amount. Their short-term
nature and stable value make them common cash equivalents.

Commercial paper
Commercial paper is an unsecured, short-term debt instrument issued by corporations, typically with
maturities ranging from 1 to 270 days. Only commercial paper issued by companies with strong credit
ratings and with an original maturity of three months or less from the date of acquisition qualifies as a cash
equivalent. Because it's unsecured, the issuer's creditworthiness is especially important.

Characteristics of cash equivalents

Short-term nature
The three-month-or-less maturity requirement is strict. This short holding period ensures the investment
can be converted to cash quickly and limits exposure to value fluctuations. Again, the clock starts at the
date of acquisition, not the date the instrument was originally issued.
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High liquidity
Cash equivalents can be bought or sold in active markets without significantly affecting their price. This
means a company can liquidate them quickly and efficiently whenever cash is needed. If an investment
can't be sold readily at close to its carrying amount, it doesn't belong in this category.

Minimal risk
Because of their short duration and high credit quality, cash equivalents face very little risk of losing value.
Companies hold them to preserve capital while earning a modest return, not to speculate. If an investment
carries meaningful price volatility, it fails this test.

Accounting for cash equivalents

Initial recognition
Cash equivalents are initially recognized at cost, which typically equals fair value at the acquisition date.
Cost includes the purchase price plus any directly attributable transaction costs such as brokerage fees.

Subsequent measurement
After initial recognition, cash equivalents are generally carried at amortized cost or fair value. Because their
maturities are so short, the difference between amortized cost and fair value is usually negligible. Any
changes in fair value tend to be immaterial.

Presentation in financial statements
Cash equivalents are combined with cash and reported as a single line item: "Cash and Cash Equivalents"
on the balance sheet. In the statement of cash flows, this combined figure serves as the opening and
closing balance. Companies do not report purchases or sales of cash equivalents as investing activities;
instead, those movements are treated as part of the cash balance itself.

This combined presentation reflects the idea that cash equivalents are so close to cash in function that
separating them would not provide useful information to financial statement users.

Cash equivalents vs. cash

Similarities
• Both are highly liquid and readily available to meet short-term obligations.

• Both appear together in the same balance sheet line item.

• Both are used in liquidity ratios and cash flow analysis.

Differences
Feature Cash Cash Equivalents

Form Physical currency, demand deposits
(checking accounts)

Short-term investments (T-bills, money
market funds, commercial paper)

Return Typically earns little or no interest Earns a modest return

Availability Immediately available May require a brief conversion period
(up to three months)
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Importance of cash equivalents

Cash management
Companies invest excess cash in cash equivalents to earn a return rather than letting funds sit idle. This
balances the goals of maintaining liquidity and generating income on otherwise unproductive balances.

Liquidity analysis
Cash equivalents factor directly into key liquidity ratios:

• Current ratio: 

• Quick ratio: 

• Cash ratio: 

A strong cash equivalents position signals that a company can cover short-term obligations without
needing to liquidate less liquid assets or borrow.

Risks associated with cash equivalents
While cash equivalents are low-risk by definition, they aren't risk-free.

• Interest rate risk: When market interest rates rise, the value of existing fixed-rate instruments like
T-bills may dip slightly. The short maturity limits this effect, but it still exists.

• Credit risk: The issuer could default. This risk is higher for commercial paper than for
government-backed T-bills. Companies mitigate this by investing in instruments from issuers with
strong credit ratings.

• Liquidity risk: Under normal conditions, cash equivalents are easy to sell. During market disruptions or
financial crises, even typically liquid instruments can become harder to convert. Diversifying across
different types of cash equivalents helps reduce this exposure.

Tax implications of cash equivalents
• Interest income earned on cash equivalents is generally taxable as ordinary income and must be
reported on the company's tax return.

• Realized gains or losses can occur if a cash equivalent is sold before maturity at a price different from
its carrying amount. These are taxable events. The specific tax treatment depends on factors like the
holding period and the company's tax jurisdiction.

Disclosure requirements for cash equivalents

Footnote disclosures
Companies must disclose their policy for determining which items qualify as cash equivalents in the notes
to the financial statements. This is required under ASC 305 (and IAS 7 under IFRS). Additional disclosures
may include:

• Types of cash equivalents held

• Maturity profiles
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• Significant concentrations of credit risk

Reconciliation of cash and cash equivalents
The statement of cash flows must include a reconciliation showing how the cash and cash equivalents
balance changed during the period. This reconciliation ties together operating, investing, and financing
activities and helps stakeholders trace the sources and uses of a company's most liquid resources.

6.2 Bank reconciliations

Importance of Bank Reconciliations
Bank reconciliations compare a company's cash balance per its general ledger (the "book balance") to the
ending balance on the bank statement. Because these two figures almost never match on any given date,
the reconciliation identifies why they differ and determines the correct cash figure for financial reporting.

• Reconciliations are a core internal control over cash. They catch errors, timing differences, and
unauthorized transactions before they compound.

• Performing them regularly (at least monthly) gives management, auditors, and stakeholders
confidence that the balance sheet reflects the company's true cash position.

Bank Reconciliation Process

Comparing Book vs. Bank Balances
Start by placing the book balance (from the general ledger) and the bank balance (from the bank
statement) side by side. These two numbers will almost always differ because of timing differences,
outstanding items, and errors on either side.

The goal is to adjust both balances until they meet at the same adjusted (correct) cash balance.

Adjusting the Bank Balance
Add or subtract items the bank doesn't know about yet:

• Add deposits in transit (company recorded them, bank hasn't credited them yet)

• Subtract outstanding checks (company recorded them, bank hasn't cleared them yet)

• Correct any bank errors (e.g., the bank debited the wrong account)

Adjusting the Book Balance
Add or subtract items the company doesn't know about until it sees the bank statement:

• Add interest earned, direct deposits, or EFT collections the bank credited

• Subtract bank service charges, NSF (not sufficient funds) checks, and other bank debit memos

• Correct any book errors (e.g., a check recorded at the wrong amount)

After both sides are adjusted, the adjusted book balance and the adjusted bank balance should be equal. If
they aren't, something is still missing.

Only adjustments to the book side require journal entries. The bank-side adjustments simply explain why
the bank statement differs; the bank will catch up on its own (or you'll notify the bank of its error).
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Types of Reconciling Items

Deposits in Transit
A deposit in transit is cash the company has received and recorded but the bank has not yet credited. This
typically happens with deposits made late on the last day of the period or mailed deposits that haven't
arrived.

• Where it goes: Added to the bank balance

• Journal entry needed? No. The company already recorded it.

Outstanding Checks
Outstanding checks have been written and recorded by the company but haven't cleared the bank yet. The
payee may not have deposited the check, or it may still be in processing.

• Where it goes: Subtracted from the bank balance

• Journal entry needed? No. The company already recorded it.

Bank Service Charges and Interest
Banks charge fees (monthly maintenance, wire transfers, overdraft charges) and may credit interest to the
account. The company typically doesn't learn about these until the statement arrives.

• Service charges: Subtracted from the book balance

• Interest income: Added to the book balance

• Journal entries needed? Yes, for both. See the journal entries section below.

NSF (Not Sufficient Funds) Checks
When a customer's check that the company deposited is returned because the customer's account lacks
funds, the bank reverses the deposit. The company must also reverse the cash receipt on its books.

• Where it goes: Subtracted from the book balance

• Journal entry needed? Yes. Debit Accounts Receivable, credit Cash.

Book Errors vs. Bank Errors
• Book errors are mistakes the company made: recording a check for  when it was actually ,
posting to the wrong account, or omitting a transaction entirely. These are corrected on the book side
with adjusting entries.

• Bank errors are mistakes the bank made: charging the wrong account, transposing digits, or omitting a
deposit. These are corrected on the bank side of the reconciliation, and the company notifies the bank.

Preparing Journal Entries
Only items that adjust the book balance require journal entries. Here's a quick reference:
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Reconciling Item Journal Entry Debit Credit

Bank service charges Record expense Bank Service Charges
Expense

Cash

Interest earned Record revenue Cash Interest Income

NSF check Reverse the receipt Accounts Receivable Cash

Direct collection by bank
(e.g., note receivable)

Record the receipt Cash Notes Receivable (and
Interest Income if applicable)

Book error (understated
check)

Correct the shortage Depends on the error Cash (if more cash should
have gone out)

No journal entries are made for deposits in transit, outstanding checks, or bank errors. Those items only
appear on the bank side of the reconciliation.

Bank Reconciliation Examples

Scenario 1: Deposit in Transit
ABC Company shows a book balance of  and a bank balance of  on March 31. A

 deposit made on March 31 was not credited by the bank until April 1.

Bank Side

Bank balance, March 31

Add: Deposit in transit

Adjusted bank balance

The book balance is already , so both sides agree. No journal entry is needed.

Scenario 2: Outstanding Checks
XYZ Company shows a book balance of  and a bank balance of  on April 30. Three checks
totaling  were written in April but didn't clear the bank until May.

Bank Side

Bank balance, April 30

Less: Outstanding checks

Adjusted bank balance

Both sides agree at . No journal entry is needed.

Scenario 3: Bank and Book Errors
LMN Company shows a book balance of  and a bank balance of  on May 31. Two
problems are found:

1. The bank incorrectly debited LMN's account for  (a charge that belonged to another customer).

2. LMN failed to record a  check it wrote in May.

Bank Side Book Side

Bank balance Book balance
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Bank Side Book Side

Add: Bank error correction Less: Unrecorded check

Subtract book error

Adjusted bank balance Adjusted book balance

LMN needs a journal entry to record the  check (debit the appropriate expense or payable, credit
Cash). The bank error is reported to the bank for correction.

Internal Controls over Bank Reconciliations

Segregation of Duties
The person who prepares the bank reconciliation should not be the same person who records cash
transactions or signs checks. Separating these duties makes it much harder for one individual to commit
and conceal fraud.

Timely Preparation and Review
Reconciliations should be completed monthly (or more often for high-volume accounts). A supervisor or
manager who was not involved in preparing the reconciliation should review and sign off on it. Delays give
errors and fraud more time to go undetected.

Proper Documentation and Approval
Every reconciliation should include:

• A list of all outstanding items and adjustments

• Explanations for any investigated discrepancies

• Signatures and dates from both the preparer and the reviewer

This documentation creates an audit trail that supports the accuracy of the reported cash balance.

Common Bank Reconciliation Issues

Unrecorded Transactions
These are cash receipts or disbursements that appear on the bank statement but were never entered in
the company's books. Examples include automatic loan payments, EFT collections, and bank fees. They
show up during reconciliation and require adjusting journal entries on the book side.

Transposition and Calculation Errors
A transposition error swaps digits (recording  as ). A useful trick: if the difference between
the book and bank balances is evenly divisible by 9, a transposition error is a likely culprit. Calculation
errors involve incorrect addition or subtraction. Both types require correcting entries on whichever side
made the mistake.
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Improper Cut-Off Procedures
Cut-off means making sure transactions land in the right accounting period. If a company records a receipt
on March 31 but the bank doesn't process it until April 1, that's a normal timing difference. Problems arise
when transactions are deliberately or accidentally shifted between periods, distorting the cash balance.
Recording transactions based on the transaction date rather than the bank posting date helps keep cut-off
clean.

Bank Reconciliation in Financial Reporting

Proper Cash Balance for the Balance Sheet
The adjusted book balance from the reconciliation is the cash figure that belongs on the balance sheet. If
the reconciliation doesn't balance, there may be errors or misstatements in the financial statements that
need to be resolved before reporting.

Detecting and Preventing Fraud
Regular reconciliations surface unauthorized transactions, check tampering, and embezzlement. The
sooner unusual activity is spotted, the smaller the potential financial loss. This is one reason timely
preparation matters so much.

Importance for Audit Purposes
Auditors treat bank reconciliations as key evidence for the existence, completeness, and accuracy of cash.
They'll review the reconciliation, trace items to supporting documents, and evaluate whether internal
controls over cash are effective. Well-prepared reconciliations with proper documentation make the audit
process smoother and reduce the risk of audit adjustments.

6.3 Accounts receivable

Definition of Accounts Receivable
Accounts receivable represents money owed to a company by customers who purchased goods or
services on credit. It's classified as a current asset on the balance sheet because the amounts are
expected to be collected within one year or the company's operating cycle, whichever is longer.

Accounts receivable arise whenever a company extends credit terms to customers rather than requiring
immediate payment. Understanding how to value, estimate, and report these receivables is central to
assessing a company's liquidity and credit risk.

Accounting for Accounts Receivable

Initial Recognition of Receivables
A receivable is recognized when the company has delivered goods or rendered services and has earned
the right to collect payment. The receivable is recorded at the invoice amount.

The journal entry at the point of sale:

• Debit Accounts Receivable

• Credit Sales Revenue
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for the invoice amount.

Measurement of Accounts Receivable
Accounts receivable are initially measured at the fair value of the consideration receivable, which is
typically the invoice amount. If the receivable is due within one year, no discounting for the time value of
money is required. For receivables extending beyond one year, you'd need to consider present value, but
that situation is uncommon for trade receivables.

Valuation of Accounts Receivable
Accounts receivable are reported at their net realizable value (NRV), which is the amount the company
actually expects to collect. You calculate NRV as:

The allowance for doubtful accounts is a contra-asset that estimates the uncollectible portion of
receivables. It's based on factors like historical loss experience, individual customer creditworthiness, and
current economic conditions.

Presentation in Financial Statements
On the balance sheet, accounts receivable appear as a current asset, typically listed right after cash and
cash equivalents. Companies report:

• Gross accounts receivable

• Less: Allowance for doubtful accounts (contra-asset)

• Equals: Net accounts receivable

The net figure is what analysts use in financial ratios and liquidity assessments.

Estimating Uncollectible Accounts

Allowance Method vs. Direct Write-Off Method
Two approaches exist for handling bad debts, but they're not equally acceptable under GAAP:

• Allowance method: Estimates uncollectible accounts in advance and records an allowance before
specific accounts go bad. This is the method required under GAAP because it satisfies the matching
principle, recognizing the bad debt expense in the same period as the related revenue.

• Direct write-off method: Recognizes bad debt expense only when a specific account is actually
identified as uncollectible. This method violates the matching principle because the expense often hits a
different period than the revenue. It's only acceptable when bad debts are immaterial.

Aging of Accounts Receivable
The aging method is a balance sheet approach that estimates the allowance based on how long invoices
have been outstanding. Older receivables are more likely to be uncollectible.

Steps for the aging method:

1. Sort all outstanding receivables into age categories (e.g., current, 1–30 days past due, 31–60 days
past due, 61–90 days past due, over 90 days).
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2. Assign an estimated uncollectible percentage to each category based on historical experience. For
example, current receivables might have a 1% rate, while receivables over 90 days might have a 40%
rate.

3. Multiply each category's balance by its estimated uncollectible percentage.

4. Sum the results to get the required ending balance in the allowance account.

5. Record an adjusting entry for the difference between the required balance and the existing balance in
the allowance account.

This method directly targets the allowance balance, so any existing balance in the allowance account must
be considered when recording the adjusting entry.

Percentage of Sales Method
The percentage of sales method is an income statement approach that estimates bad debt expense as a
percentage of credit sales for the period.

1. Determine the historical bad debt percentage (e.g., 2% of credit sales).

2. Multiply the period's net credit sales by that percentage.

3. Record the result directly as bad debt expense, regardless of the existing allowance balance.

Journal entry:

• Debit Bad Debt Expense

• Credit Allowance for Doubtful Accounts

The key difference from the aging method: the percentage of sales method focuses on calculating the
expense for the period, while the aging method focuses on calculating the correct allowance balance. This
distinction matters on exams.

Percentage of Receivables Method
The percentage of receivables method is similar to the aging method in that it's a balance sheet approach,
but simpler. Instead of breaking receivables into age categories, you apply a single estimated uncollectible
percentage to the total ending accounts receivable balance.

1. Multiply the gross accounts receivable balance by the estimated uncollectible percentage.

2. The result is the required ending balance in the allowance account.

3. Record an adjusting entry for the difference between the required balance and the current balance in
the allowance account.

Journal entry:

• Debit Bad Debt Expense (for the difference)

• Credit Allowance for Doubtful Accounts
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Accounting for Notes Receivable

Characteristics of Notes Receivable
Notes receivable are formal written promises (promissory notes) in which the maker agrees to pay a
specific amount on a specific date. They differ from accounts receivable in several ways:

• They're documented by a formal legal instrument, not just an invoice.

• They typically carry a stated interest rate.

• They have a specific maturity date.

• They can be short-term (due within one year) or long-term (due beyond one year).

Notes receivable commonly arise from sales transactions, lending arrangements, or the conversion of
overdue accounts receivable into a more formal agreement.

Calculating Interest on Notes Receivable
Interest on notes receivable is calculated with this formula:

where Time is expressed as a fraction of a year. For example, a 90-day, 6% note with a  principal
would generate:

Interest income is recognized over the life of the note. If a note spans two accounting periods, you'll need
an adjusting entry at year-end to accrue the interest earned but not yet received.

Discounting of Notes Receivable
A company holding a note receivable can sell (discount) it to a financial institution to get cash before the
maturity date. The bank pays less than the note's maturity value, and the difference is the discount (the
bank's compensation for advancing the cash).

Steps to calculate proceeds from discounting:

1. Calculate the maturity value of the note (principal + total interest).

2. Determine the discount period (time from the discount date to the maturity date).

3. Calculate the bank discount: Maturity Value × Discount Rate × Discount Period.

4. Proceeds = Maturity Value − Bank Discount.

The journal entry debits Cash for the proceeds received, and credits Notes Receivable. Any difference
between the carrying amount of the note and the cash received is recognized as interest income or interest
expense.

Derecognition of Notes Receivable
A note receivable is removed from the books when it's collected, sold, or written off:

• Collection at maturity: Debit Cash for the face value plus interest; credit Notes Receivable and Interest
Income (or Interest Receivable if previously accrued).
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• Dishonored note (maker defaults): Debit Accounts Receivable (to reclassify the amount owed,
including interest, as an open receivable); credit Notes Receivable and Interest Receivable.

• Write-off: If the note is deemed uncollectible, debit Allowance for Doubtful Accounts and credit Notes
Receivable.

Factoring of Accounts Receivable

Types of Factoring Arrangements
Factoring is the sale of accounts receivable to a third party (the factor) at a discount in exchange for
immediate cash. There are two main types:

• Recourse factoring: The selling company retains the risk of uncollectible accounts. If customers don't
pay, the factor can demand payment from the seller. Because the seller retains credit risk, this
arrangement may not qualify as a true sale under GAAP and could be treated as a secured borrowing
instead.

• Non-recourse factoring: The factor assumes the credit risk. If customers don't pay, the factor absorbs
the loss. This arrangement is more likely to qualify as a sale and result in derecognition of the
receivables.

Risks and Benefits of Factoring
Benefits: - Immediate cash flow improvement - Reduced collection costs and administrative burden -
Transfer of credit risk to the factor (in non-recourse arrangements)

Risks: - Factoring fees reduce the net amount received - Potential loss of direct customer relationships -
Loss of control over the collection process

Accounting for Factoring Transactions
The accounting treatment depends on whether the arrangement qualifies as a sale or a secured borrowing.
The key question is whether the transferor has surrendered control of the receivables.

For a sale without recourse: - Debit Cash (amount received) - Debit Loss on Sale of Receivables (the
factoring fee/discount) - Credit Accounts Receivable (full amount of receivables sold)

For a sale with recourse, the entry is similar, but the company may also need to record a recourse liability
for the estimated obligation under the recourse provision.

For a secured borrowing (when sale criteria aren't met): - Debit Cash - Credit Liability (e.g., Borrowings
Secured by Receivables)

The receivables stay on the balance sheet in a secured borrowing.

Disclosure Requirements

Disclosure of Credit Policies
Companies disclose their credit policies so that financial statement users can assess credit risk.
Disclosures typically include:

• Terms of sale and length of the credit period

• Incentives for early payment (e.g., 2/10, n/30)
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• The process for evaluating customer creditworthiness

• Concentrations of credit risk (e.g., heavy reliance on a few large customers)

Disclosure of Allowance for Doubtful Accounts
Companies disclose the estimation method used (aging analysis, percentage of sales, or percentage of
receivables) and provide a rollforward of the allowance account:

Component Amount

Beginning balance

+ Bad debt expense (additions)

− Write-offs

+ Recoveries

Ending balance

This rollforward helps users understand how the allowance changed during the period and whether
estimates appear reasonable.

Disclosure of Factoring Arrangements
When a company factors receivables, it discloses:

• The total amount of receivables sold or pledged

• Whether the arrangement is with or without recourse

• The terms of the arrangement, including fees

• The impact on the financial statements (reduction in receivables, recognition of any losses or
liabilities)

Ratio Analysis

Accounts Receivable Turnover Ratio
The accounts receivable turnover ratio measures how efficiently a company collects its receivables:

A higher ratio means the company is converting receivables to cash more quickly. You can compare this
ratio against industry benchmarks or the company's own prior periods to spot trends.

Days Sales Outstanding (DSO)
Days sales outstanding converts the turnover ratio into the average number of days it takes to collect
receivables:

Alternatively: 

A lower DSO is generally favorable because it means cash is coming in faster.
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Evaluating Credit Policies Using Ratios
These two ratios work together to evaluate whether a company's credit policies are appropriately
calibrated:

• Low turnover / high DSO compared to industry peers may signal that credit terms are too lenient,
leading to slow collections and higher credit risk.

• High turnover / low DSO compared to peers could mean credit terms are too restrictive, which might
limit sales growth.

Management uses these ratios to fine-tune credit policies. For example, tightening credit standards for
high-risk customers or offering early payment discounts (like 2/10, n/30) can improve collections without
sacrificing too much revenue.

6.4 Notes receivable
Notes receivable are formal written promises to pay a specific amount on a set date, usually with a stated
interest rate. They differ from accounts receivable in that they're documented legal instruments, often used
for larger transactions or higher-risk credit situations. This section covers how to recognize, value, and
derecognize notes receivable, along with key topics like interest calculation, dishonored notes, discounting,
and impairment.

Definition of Notes Receivable
A note receivable is a written promise from a borrower or customer to pay the company a specific amount
of money on a specified future date. Unlike an informal accounts receivable, a note represents a formal
legal agreement that typically includes a fixed payment schedule and an interest rate.

Notes receivable arise when a company extends credit to a customer, lends money to another entity, or
converts an existing account receivable into a more formal arrangement (often because the customer
needs more time to pay).

Accounting for Notes Receivable

Initial Recognition of Notes Receivable
When a company receives a note, it records the note at its face value (the amount the borrower promises
to pay at maturity). The entry debits Notes Receivable and credits the appropriate account depending on
the transaction:

• Cash if the company is lending money directly

• Sales Revenue if the note arises from a sale

• Accounts Receivable if an existing receivable is being converted to a note

Any associated costs like legal fees or origination fees are typically expensed as incurred or amortized
over the life of the note.

Valuation of Notes Receivable
After initial recognition, notes receivable are carried at amortized cost. This is the face value adjusted for
any unamortized premium or discount and reduced by any allowance for uncollectible amounts.
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If the note bears interest, the company accrues interest revenue over the note's life using the effective
interest method (more on this below). The company should also periodically assess collectibility and
establish an allowance for doubtful accounts when needed.

Derecognition of Notes Receivable
A company removes a note receivable from its books when:

• The borrower pays in full. Debit Cash for the total amount received (principal plus any remaining
interest), and credit Notes Receivable for the face value. Recognize any remaining interest revenue.

• The note is sold or transferred. Debit Cash (or the appropriate asset) for the proceeds, credit Notes
Receivable for the carrying value, and recognize any gain or loss as the difference between proceeds
and carrying value.

Types of Notes Receivable

Interest-Bearing vs. Non-Interest-Bearing Notes
• Interest-bearing notes require the borrower to pay interest on top of the principal, at a stated rate and
on a specified schedule.

• Non-interest-bearing (zero-interest) notes don't explicitly charge interest. Instead, the time value of
money is built into the face value. The note is initially recorded at its present value, and the difference
between face value and present value is recognized as interest revenue over the note's life.

Secured vs. Unsecured Notes
• Secured notes are backed by collateral (property, equipment, etc.) that the company can seize if the
borrower defaults.

• Unsecured notes have no collateral backing, which means higher risk for the company and limited
recourse if the borrower fails to pay.

Short-Term vs. Long-Term Notes
• Short-term notes mature within one year and appear as current assets on the balance sheet.

• Long-term notes mature in more than one year and appear as non-current assets.

Calculating Interest on Notes Receivable

Simple Interest Method
Simple interest is calculated on the original principal only, with no compounding. The formula is:

For example, a  note at 6% annual interest for 90 days would generate:

Note that many financial calculations use a 360-day year (called the "banker's year"), though some use
365 days. Pay attention to what your problem specifies.

Simple interest is straightforward but less common in practice for longer-term notes.
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Effective Interest Method
The effective interest method is the preferred approach under both IFRS and US GAAP. Here's how it
works:

1. Determine the effective interest rate at inception. This is the rate that equates the present value of
the note's expected cash flows to its initial carrying value.

2. Each period, calculate interest revenue by multiplying the carrying value of the note by the effective
interest rate.

3. Adjust the carrying value by adding the interest revenue recognized and subtracting any cash
payments received during the period.

The effective rate stays constant over the note's life, but because the carrying value changes each period
(especially for notes issued at a discount or premium), the dollar amount of interest revenue recognized will
change from period to period. This is the key difference from the straight-line method.

Accounting for Dishonored Notes

Recognition of Dishonored Notes
A note is dishonored when the borrower fails to make a required payment by the due date. When this
happens, the company should:

1. Reclassify the note as past due or delinquent.

2. Assess the likelihood of collection.

3. Consider whether an allowance for doubtful accounts is needed.

Accounting Treatment
The treatment depends on whether the company expects to eventually collect:

• If the dishonored note is later collected: Reverse any allowance previously recorded and recognize
interest revenue for the period, including any penalty interest if applicable.

• If the note is deemed uncollectible: Write it off by debiting Allowance for Doubtful Accounts and
crediting Notes Receivable.

• If collateral exists: Seize and record the collateral at fair value. If the collateral's fair value is less than
the carrying value of the note, recognize the deficiency as a loss.

Discounting of Notes Receivable

Concept of Discounting
Discounting means selling a note receivable to a third party (often a bank) before its maturity date in
exchange for immediate cash. The third party pays less than the note's maturity value because it's taking
on the risk and the time value of money.

This is useful when a company needs cash now rather than waiting for the note to mature.
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Calculating the Discount
The process for determining how much cash you'll receive works like this:

1. Calculate the maturity value of the note (face value plus total interest to maturity).

2. Calculate the bank discount. The bank applies its own discount rate to the maturity value for the
remaining time until the note matures:

1. Calculate the proceeds:

1. Recognize a gain or loss as the difference between the proceeds and the note's carrying value at the
date of discounting.

Recourse Considerations
If the company discounts the note with recourse, it retains the risk that the borrower might default. In that
case, the company may need to recognize a contingent liability for the estimated potential loss. If
discounted without recourse, the risk transfers entirely to the third party.

Impairment of Notes Receivable

Identifying Impaired Notes
A note receivable is impaired when it becomes probable that the company won't collect all amounts due
under the original terms. Warning signs include:

• Significant financial difficulty of the borrower

• Breach of contract (default or delinquency in payments)

• Concessions granted to the borrower due to financial hardship

Companies should assess collectibility on a regular basis.

Measuring the Impairment Loss
The impairment loss equals the difference between the note's carrying value and the present value of
expected future cash flows, discounted at the note's original effective interest rate (not the current market
rate):

The expected future cash flows should reflect the company's best estimate of the amounts and timing of
collections, based on all available evidence.

Recording Impairment
1. Debit Bad Debt Expense and credit Allowance for Doubtful Accounts for the impairment loss.

2. Reduce the carrying value of the note accordingly.

3. Going forward, calculate interest revenue on the new (reduced) carrying value using the original
effective interest rate.
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If conditions improve and expected future cash flows increase, the company may reverse some or all of the
previously recognized impairment loss.

Presentation and Disclosure of Notes Receivable

Balance Sheet Presentation
• Short-term notes appear under current assets; long-term notes appear under non-current assets.

• Notes receivable are typically shown as a separate line item.

• The allowance for doubtful accounts is deducted to arrive at the net carrying value.

Disclosure Requirements
The notes to the financial statements should include:

• Significant terms of outstanding notes (interest rates, maturity dates, collateral, guarantees)

• Accounting policies for recognizing interest revenue and assessing impairment

• The amount of any discounted notes and related gains or losses

• The total allowance for doubtful accounts related to notes receivable

Notes Receivable vs. Accounts Receivable
These two asset types share some similarities but differ in important ways.

Similarities: - Both represent amounts owed to the company - Both may require an allowance for doubtful
accounts - Both can generate revenue for the company (though interest on accounts receivable is often
implicit)

Key Differences:

Feature Notes Receivable Accounts Receivable

Form Formal written promise Informal, arises from normal sales

Interest Stated rate, explicitly charged Usually non-interest-bearing

Maturity Fixed date Flexible payment terms

Typical use Larger or higher-risk transactions Ongoing sales to regular customers

Collateral May be secured Typically unsecured

Accounting complexity Higher (interest accrual, impairment) Lower

The main takeaway: notes receivable involve more formal documentation and more complex accounting
because of their explicit interest terms and individual assessment requirements.

6.5 Allowance for doubtful accounts

Definition of doubtful accounts
Not every customer who owes you money will actually pay. Doubtful accounts represent the portion of
accounts receivable a company doesn't expect to collect, whether because customers can't pay or simply
won't.
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Rather than waiting to find out which specific accounts will default, companies estimate these losses in
advance using a contra-asset account called the allowance for doubtful accounts. This account reduces
gross accounts receivable down to the amount the company actually expects to collect (the net realizable
value).

Estimating this allowance requires judgment. Companies look at historical collection patterns, individual
customer creditworthiness, and current economic conditions to arrive at a reasonable figure. The goal is to
report receivables at a realistic value rather than an inflated one.

Estimating uncollectible receivables
There are two main approaches to estimating uncollectible receivables. Each one anchors to a different
financial statement, and that distinction matters.

Percentage of sales method
This method estimates bad debt expense as a fixed percentage of credit sales for the period. It assumes a
relatively stable relationship between how much you sell on credit and how much goes uncollected.

Calculation:

For example, if a company has \$500,000 in credit sales and historically 2% goes uncollected, bad debt
expense for the period is \$10,000. You debit Bad Debt Expense and credit Allowance for Doubtful
Accounts for that amount, regardless of the existing allowance balance.

This is called an income statement approach because it focuses on matching the expense to the revenue
that generated it. The allowance balance on the balance sheet is whatever it ends up being after the
adjustment.

Percentage of receivables method
This method estimates what the ending allowance balance should be, based on the outstanding accounts
receivable at period-end. Companies often use an aging schedule, which groups receivables by how long
they've been outstanding and applies higher uncollectibility percentages to older balances.

Calculation:

Bad debt expense is then the plug: the difference between the required allowance balance and whatever
balance already exists in the allowance account.

For example, if the aging analysis says the allowance should be \$12,000 but there's already a \$3,000
credit balance in the account, bad debt expense is only \$9,000.

This is called a balance sheet approach because it focuses on getting the net receivables figure right on
the balance sheet.
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Comparing estimation methods
Percentage of Sales Percentage of Receivables

Focus Income statement (matching) Balance sheet (valuation)

Anchored to Credit sales for the period Ending A/R balance

Bad debt expense Calculated directly Calculated as a plug

Allowance balance Whatever results Targeted directly

The percentage of sales method does a better job of matching expense to the period's revenue. The
percentage of receivables method (especially with aging) does a better job of valuing the receivable on the
balance sheet. Companies choose based on industry norms, the nature of their customer base, and their
historical experience.

Accounting for allowance

Initial allowance entry
When you record the estimated bad debt expense for the period, the entry is:

• Debit Bad Debt Expense

• Credit Allowance for Doubtful Accounts

For example, if the estimate is \$5,000:

Bad Debt Expense hits the income statement as an operating expense. Allowance for Doubtful Accounts
sits on the balance sheet as a contra-asset, reducing gross receivables.

Writing off bad debts
When a specific customer's account is determined to be uncollectible, you write it off against the
allowance:

• Debit Allowance for Doubtful Accounts

• Credit Accounts Receivable

This entry reduces both the allowance and gross receivables by the same amount, so net accounts
receivable stays the same. That's a critical point students often miss. The write-off itself has zero effect on
bad debt expense or net receivables; the expense was already recognized when the allowance was
established.

Recovery of written-off accounts
Sometimes a customer pays after their account has been written off. Recording the recovery takes two
steps:

1.

Reverse the original write-off to reinstate the receivable: - Debit Accounts Receivable / Credit Allowance
for Doubtful Accounts

2.
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Record the cash collection as normal: - Debit Cash / Credit Accounts Receivable

Both entries are necessary. The first step puts the receivable back on the books; the second records the
payment. This two-step process restores the customer's credit history in your records.

Presenting on balance sheet

Allowance vs. receivables
On the balance sheet, the allowance is shown as a deduction from gross accounts receivable:

Many companies present this in a single line as "Accounts receivable, net of allowance of \$X." Others
show the gross amount and allowance separately. Either way, the goal is transparency about how much of
the receivable balance the company actually expects to collect.

Current vs. noncurrent classification
Accounts receivable and the related allowance are typically classified as current assets because they're
expected to be collected within one year (or the operating cycle, whichever is longer).

If a portion of receivables extends beyond one year, that portion should be reclassified as a noncurrent
asset. Separating current from noncurrent receivables gives financial statement users a clearer picture of
the company's near-term liquidity.

Impact on financial statements

Effect on income statement
Bad debt expense is reported as an operating expense, typically within selling or general and
administrative expenses. Higher bad debt expense directly reduces net income for the period.

Watch for large swings in bad debt expense from period to period. These fluctuations can distort
comparability, so understanding whether changes stem from revised estimates, economic shifts, or
one-time events is important for analysis.

Effect on balance sheet
The allowance reduces the net realizable value of accounts receivable, which in turn reduces total assets
and retained earnings (through the lower net income). A growing allowance relative to gross receivables
can signal increasing credit risk or a deteriorating customer base.

Effect on cash flow statement
Bad debt expense is a non-cash charge. Under the indirect method, it gets added back to net income when
calculating operating cash flows.

Write-offs and recoveries don't directly affect cash flows either. However, changes in the net accounts
receivable balance do show up as working capital adjustments in the operating activities section.
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Disclosure requirements

Accounting policy for allowance
Companies must disclose their estimation methodology in the notes to the financial statements. This
includes:

• Which method they use (percentage of sales, aging of receivables, or a combination)

• Significant assumptions and judgments involved in the estimate

• Any changes in methodology, along with the reason for the change and its financial impact

Rollforward of allowance account
A rollforward schedule shows how the allowance balance changed during the period. It typically looks like
this:

Component Amount

Beginning balance \$X

+ Bad debt expense X

− Write-offs (X)

+ Recoveries X

Ending balance \$X

This disclosure helps users assess whether the company's estimates are reasonable and consistent over
time. If write-offs consistently exceed the allowance, the company may be underestimating bad debts.

Analyzing allowance for doubtful accounts

Allowance as percentage of receivables

Tracking this ratio over time reveals trends in credit quality. A rising percentage could mean the company
is seeing more credit risk; a declining percentage could mean conditions are improving, or it could mean
the company is being too aggressive with its estimates.

Comparisons to industry benchmarks
No single ratio tells the full story in isolation. Useful benchmarks to compare include:

• Allowance as a percentage of receivables

• Bad debt expense as a percentage of credit sales

• Days sales outstanding (DSO)

If a company's metrics diverge significantly from industry peers, that warrants further investigation. A
company with much lower allowance percentages than its competitors may be understating its bad debt
risk.
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Red flags in allowance estimates
Keep an eye out for these warning signs:

• Allowance percentages that are unusually low or high compared to peers or the company's own
history

• Large, unexplained swings in bad debt expense or allowance balances

• Mismatches between the allowance estimate and the company's actual credit policies or prevailing
economic conditions

• Vague or missing disclosures about estimation methods and assumptions

These patterns don't automatically mean something is wrong, but they do signal areas where you should
dig deeper.
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Unit 7 – Inventories
7.1 Inventory cost flow assumptions

Inventory valuation methods
Inventory cost flow assumptions determine how a company assigns costs to the goods it sells versus the
goods still on hand. Because the same physical product may have been purchased at different prices over
time, the method you choose directly affects cost of goods sold (COGS), ending inventory on the balance
sheet, gross profit, and tax liability.

Three broad approaches exist:

• Specific identification tracks the actual cost of each individual item

• Cost flow assumptions (FIFO, LIFO, weighted average cost) assign costs using a systematic
assumption about which units are sold first

• Lower of cost or market (LCM) is a separate valuation rule applied after one of the above methods; it's
not a cost flow assumption itself

Specific identification method
This method assigns the actual purchase cost to each individual item sold and each item remaining in
inventory. It's the most precise approach because there's no assumption involved: you know exactly what
each unit cost.

• Commonly used for high-value, unique, or easily identifiable items (automobiles, jewelry, custom
furniture)

• Requires detailed record-keeping, which makes it impractical for companies selling large quantities of
similar items (think grocery stores or hardware suppliers)

• Under U.S. GAAP, specific identification is permitted but can raise concerns about earnings
manipulation, since management could selectively choose which specific units to "sell" to achieve a
desired COGS figure

Cost flow assumptions
When specific identification isn't practical, companies adopt a cost flow assumption. The assumption
doesn't have to match the actual physical movement of goods. It's purely a cost assignment convention.

First-in, first-out (FIFO)
FIFO assumes the earliest units purchased are the first ones sold. That means ending inventory reflects
the most recently purchased units.

• During rising prices (inflation), FIFO assigns older, lower costs to COGS, producing lower COGS,
higher gross profit, and higher net income

• Ending inventory is stated at amounts close to current replacement cost, so the balance sheet tends
to be more representative of current values

• The trade-off: higher reported income means higher taxable income in an inflationary environment
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FIFO often mirrors the actual physical flow for perishable goods (food, pharmaceuticals), but remember,
the physical flow doesn't have to match the cost flow assumption.

Last-in, first-out (LIFO)
LIFO assumes the most recently purchased units are sold first. Ending inventory therefore consists of the
oldest cost layers.

• During rising prices, LIFO assigns newer, higher costs to COGS, producing higher COGS, lower gross
profit, and lower net income

• This generates real tax savings in inflationary periods because taxable income is lower

• The balance sheet can become increasingly outdated over time, since ending inventory may reflect
costs from years or even decades ago

• LIFO is permitted under U.S. GAAP but prohibited under IFRS

• The LIFO conformity rule requires that if a company uses LIFO for tax purposes, it must also use LIFO
for financial reporting

Weighted average cost
This method blends all purchase costs together into a single average cost per unit, which is then applied to
both COGS and ending inventory.

Example: A company purchases 100 units at \$10 each and 200 units at \$12 each.

1. Total cost of goods available for sale: 

2. Total units available: 

3. Weighted average cost per unit: 

Both COGS and ending inventory use this \$11.33 per-unit cost.

• Results fall between FIFO and LIFO for COGS, ending inventory, and net income

• Smooths out the effect of price fluctuations, which can be useful when prices are volatile

• Simpler to maintain than tracking individual cost layers

Perpetual vs. periodic systems
The inventory system a company uses affects how the weighted average is calculated:

• Periodic system: The weighted average cost per unit is calculated once at the end of the period using
total costs and total units available. FIFO and LIFO are also computed at period-end.

• Perpetual system: A new weighted average is recalculated after every purchase, and that updated
average is applied to subsequent sales. FIFO produces the same results under either system, but LIFO
and weighted average can produce different figures under perpetual vs. periodic.
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Impact of cost flow assumptions

Effect on cost of goods sold
• FIFO → lower COGS during inflation (older, cheaper costs flow to expense)

• LIFO → higher COGS during inflation (newer, more expensive costs flow to expense)

• Weighted average → COGS falls between FIFO and LIFO

Effect on ending inventory value
• FIFO → higher ending inventory (recent, higher costs remain on the balance sheet)

• LIFO → lower ending inventory (oldest, lower costs remain on the balance sheet)

• Weighted average → ending inventory falls between FIFO and LIFO

Effect on gross profit and net income
• FIFO → higher gross profit and net income during inflation

• LIFO → lower gross profit and net income during inflation

• Weighted average → results between FIFO and LIFO

All of these relationships reverse in a deflationary environment. If prices are falling, LIFO produces lower
COGS and higher income, while FIFO produces higher COGS and lower income.

FIFO vs. LIFO

Inflationary vs. deflationary environments
Inflation Deflation

Lower COGS / Higher Income FIFO LIFO

Higher COGS / Lower Income LIFO FIFO

Tax advantage (lower taxes) LIFO FIFO

Companies may select a method partly based on the prevailing price environment, though consistency
requirements limit frequent switching.

Tax implications and the LIFO conformity rule
• Under U.S. tax law, companies using LIFO for tax must also use LIFO in their published financial
statements (the LIFO conformity rule)

• LIFO generates tax savings during inflation by reducing taxable income

• The LIFO reserve is the difference between inventory valued at LIFO and what it would be under
FIFO. If a company switches away from LIFO, this reserve effectively becomes taxable, potentially
creating a large one-time tax hit
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Advantages and disadvantages of each method
Method Advantages Disadvantages

FIFO Balance sheet reflects near-current
costs; often matches physical flow;
higher income can look favorable to
investors

Higher taxes during inflation; COGS
may lag behind current replacement
costs

LIFO Tax savings during inflation; COGS
better matches current costs against
current revenues

Lower reported income; balance sheet
inventory can become severely
outdated; not permitted under IFRS;
LIFO conformity rule limits flexibility

Weighted Average Simple to calculate; smooths price
fluctuations

Neither COGS nor ending inventory
reflects the most current costs; less
intuitive than FIFO or LIFO

Factors influencing choice of cost flow assumption
• Industry norms and comparability with competitors

• Inventory turnover and the actual physical flow of goods

• Tax strategy, particularly in inflationary environments

• Economic conditions (inflation vs. deflation trends)

• Implementation cost and complexity of record-keeping

• Financial reporting objectives, including the desired effect on profitability ratios and asset values

• Regulatory environment: IFRS-reporting companies cannot use LIFO

Consistency and disclosure requirements
Companies should consistently apply the same cost flow assumption from period to period. This
consistency is what makes financial statements comparable over time.

• The inventory valuation method must be disclosed in the notes to the financial statements

• If a company uses different methods for different inventory categories (e.g., FIFO for raw materials,
weighted average for finished goods), each method and its application should be disclosed

• A change in cost flow assumption is treated as a change in accounting principle under ASC 250. The
company must justify the change and disclose its effect on the financial statements, typically with
retrospective application

Inventory costing for interim financial reporting
Companies apply the same inventory valuation method for interim (quarterly) statements as they do for
annual reporting. Consistency between interim periods and the annual report is essential for comparability.
Seasonal swings in inventory levels and purchase prices can amplify the differences between methods in
any given quarter, so analysts should be cautious about drawing conclusions from a single interim period.
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Comparison of inventory valuation methods

Effect on financial ratios and metrics
• Inventory turnover (COGS ÷ Average Inventory): FIFO generally produces higher turnover than LIFO
during inflation because FIFO's ending inventory is valued at higher recent costs, but its COGS is lower.
The net effect depends on the relative magnitudes, though LIFO's much lower inventory denominator
can also push turnover higher. Be careful with this ratio when comparing companies using different
methods.

• Gross profit margin: FIFO yields a higher margin during inflation; LIFO yields a lower one.

• Return on assets (ROA): FIFO tends to produce higher ROA during inflation due to both higher net
income and higher total assets.

• Days sales in inventory (DSI): LIFO's lower ending inventory typically results in fewer DSI, which can
make inventory management appear more efficient than it actually is.

Implications for financial statement analysis
• When comparing companies in the same industry, check whether they use the same inventory
method. If they don't, the comparison can be misleading.

• Analysts often adjust LIFO companies to a FIFO basis by adding the disclosed LIFO reserve back to
inventory and adjusting COGS accordingly. This makes cross-company comparisons more meaningful.

• Any change in inventory method should prompt you to examine the restated figures carefully, since
trends in profitability and asset values may shift significantly.

• Always consider the broader price environment. The same method can produce very different
outcomes depending on whether prices are rising, falling, or stable.

7.2 Perpetual and periodic inventory systems

Perpetual and Periodic Inventory Systems
Businesses need a reliable way to track what they have in stock and what it costs. The two main
approaches are the perpetual and periodic inventory systems. Each one handles the timing of inventory
updates, journal entries, and cost of goods sold (COGS) calculations differently, and those differences
show up directly in the financial statements.

Your choice of system also interacts with cost flow assumptions (FIFO, LIFO, weighted average), so
understanding both systems is necessary before you can work through inventory problems accurately.

Perpetual vs Periodic Inventory Systems
The perpetual system updates inventory records continuously, every time a purchase or sale happens. The
periodic system waits until the end of the accounting period, then uses a physical count to figure out what's
on hand.

That single difference in timing ripples through everything: how you journalize transactions, when COGS
gets calculated, and how accurate your records are at any given point during the period. The sections
below walk through each system in detail.
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Inventory Cost Flow Assumptions
Before diving into the two systems, you need to understand the cost flow assumptions that both systems
rely on. These assumptions determine which costs get assigned to COGS and which stay in ending
inventory.

First-In, First-Out (FIFO)
FIFO assumes the oldest inventory units are sold first. Ending inventory therefore reflects the most recent
purchase prices.

• During periods of rising prices, FIFO produces lower COGS and higher gross profit because the
cheaper, older costs flow to the income statement.

• FIFO often mirrors the actual physical flow of goods (think grocery stores rotating stock).

• Under FIFO, the perpetual and periodic systems produce the same ending inventory and COGS
figures. This is a common exam point.

Last-In, First-Out (LIFO)
LIFO assumes the most recently purchased units are sold first. Ending inventory consists of the oldest
costs.

• During rising prices, LIFO produces higher COGS and lower gross profit, which reduces taxable
income.

• LIFO better matches current costs against current revenues on the income statement.

• Permitted under U.S. GAAP but not allowed under IFRS. This is a frequently tested distinction.

• Unlike FIFO, LIFO can produce different results under perpetual vs. periodic systems because the
"last-in" layer depends on whether you apply the assumption transaction-by-transaction (perpetual) or
at period-end (periodic).

Weighted Average Cost Method
This method calculates an average cost per unit across all inventory available for sale.

• Under the periodic system, you compute one weighted average at period-end:

• Under the perpetual system, you recalculate a moving average after every purchase. This means the
average cost per unit changes throughout the period, and results will differ from the periodic calculation.

• The method smooths out price fluctuations and is simpler to maintain than FIFO or LIFO.

Specific Identification Method
This method tracks the actual cost of each individual unit sold and each unit remaining in inventory.

• It's the most precise method but only practical for low-volume, high-value items like cars, artwork, or
custom jewelry.

• One drawback: management can manipulate reported income by choosing which specific units to sell
(cherry-picking cheaper or more expensive items).
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• Results are identical under perpetual and periodic systems because you're tracking actual units either
way.

Perpetual Inventory System

How It Works
The perpetual system records every inventory transaction as it happens. The Inventory account on the
balance sheet is updated in real time, and COGS is recorded at the point of each sale.

This gives you a running balance of both inventory quantities and costs at all times, which makes it easier
to monitor stock levels and catch problems early.

Journal Entries
Here's how the key transactions look under a perpetual system:

Purchasing inventory (on account):

Account Debit Credit

Inventory XX

Accounts Payable XX

Selling inventory (on account):

Two entries are recorded simultaneously:

Account Debit Credit

Accounts Receivable XX

Sales Revenue XX

Account Debit Credit

Cost of Goods Sold XX

Inventory XX

Notice that COGS is debited and Inventory is credited at the time of sale. That's the defining feature of the
perpetual system.

COGS Recording
Because COGS is recorded with every sale, the COGS account accumulates throughout the period.
There's no end-of-period formula needed. The cost flow assumption (FIFO, LIFO, or moving average) is
applied transaction by transaction as each sale occurs.

Periodic Inventory System

How It Works
The periodic system does not update the Inventory account during the period. Instead, purchases go into a
temporary Purchases account. At period-end, a physical count determines ending inventory, and COGS is
calculated using this formula:
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This means you don't know your exact inventory balance or COGS until the period closes.

Journal Entries
Purchasing inventory (on account):

Account Debit Credit

Purchases XX

Accounts Payable XX

Notice the debit goes to Purchases, not Inventory. That's the key difference from the perpetual system.

Selling inventory (on account):

Account Debit Credit

Accounts Receivable XX

Sales Revenue XX

Only one entry is made at the time of sale. There's no COGS entry and no reduction to Inventory yet.

Adjusting Entries at Period-End
After the physical count, adjusting entries close out the Purchases account and update Inventory and
COGS. The exact entries depend on whether the company uses a closing-entry approach or an
adjusting-entry approach, but the goal is the same: set the Inventory account to match the physical count
and recognize COGS for the period.

Physical Inventory Count
The physical count is essential under this system because it's the only way to determine ending inventory.
Counts can be time-consuming and may disrupt operations, and any counting errors flow directly into the
COGS calculation.

Comparison of Perpetual and Periodic Systems

Timing of Inventory Updates
• Perpetual: Updates with every transaction. You always know your current inventory balance.

• Periodic: Updates only at period-end after the physical count. During the period, the Inventory account
still shows the beginning balance.

Accuracy of Inventory Balances
• Perpetual: Maintains running balances, though physical counts are still done periodically to catch
shrinkage, theft, or errors.

• Periodic: Accuracy depends entirely on the physical count. Any errors in counting directly affect
ending inventory and COGS.
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Cost Flow Assumption Impact
Both systems can use FIFO, LIFO, or weighted average, but the results can differ between systems for
LIFO and weighted average. This happens because the perpetual system applies the assumption at each
transaction, while the periodic system applies it once at period-end using all the period's data.

FIFO produces the same results under both systems because the oldest costs are always the first ones
out, regardless of when you do the calculation.

Financial Statement Presentation
The perpetual system generally produces more accurate interim financial statements because inventory
and COGS are current at any point. The periodic system can only produce fully accurate statements after
the physical count and adjusting entries are completed.

Advantages and Disadvantages

Perpetual System
Pros: Real-time inventory tracking, accurate COGS recorded throughout the period, better inventory
control, supports timely decision-making.

Cons: Higher implementation costs, requires integrated software (point-of-sale systems, inventory
management software), more complex to maintain.

Periodic System
Pros: Lower setup costs, simpler to implement, doesn't require sophisticated technology.

Cons: Less accurate mid-period information, COGS only known at period-end, harder to detect shrinkage
or theft during the period, physical counts can disrupt operations.

Suitability for Different Businesses
The perpetual system is standard for most mid-to-large businesses today, especially those with high
inventory turnover or complex product lines (retailers, manufacturers). Modern point-of-sale technology has
made perpetual systems far more accessible than they used to be.

The periodic system may still work for small businesses with limited product lines and low transaction
volumes where the cost of a perpetual system isn't justified.

Inventory Valuation Methods

Lower of Cost or Market (LCM) Rule
Under U.S. GAAP (for companies using LIFO or the retail method), inventory must be reported at the lower
of cost or market. "Market" here means current replacement cost, but it's subject to two boundaries:

• Ceiling: Net realizable value (NRV), which is estimated selling price minus costs to complete and sell

• Floor: NRV minus a normal profit margin

If market value (replacement cost) falls below the inventory's recorded cost, you write the inventory down.
This ensures inventory isn't overstated on the balance sheet and that losses are recognized when they
occur, not when the goods are eventually sold.
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Net Realizable Value (NRV) Method
Under IFRS (and under U.S. GAAP for companies using FIFO or weighted average after ASU 2015-11),
inventory is valued at the lower of cost or NRV. There's no floor or ceiling calculation needed.

This applies when inventory has been damaged, has become obsolete, or when selling prices have
dropped below cost.

Retail Inventory Method
This method estimates ending inventory cost without a detailed physical count by applying a cost-to-retail
ratio:

Retailers with thousands of products and frequent price changes use this method to approximate inventory
cost between physical counts.

Inventory Management Considerations

Inventory Turnover and Days Sales in Inventory
These two ratios measure how efficiently a company manages its inventory:

For example, if a company has COGS of \$500,000 and average inventory of \$100,000, its inventory
turnover is 5.0 times, meaning it sells through its entire inventory about 5 times per year. Days sales in
inventory would be 73 days, meaning on average it takes 73 days to sell a unit of inventory.

Higher turnover (and lower days) generally signals more efficient inventory management, though the "right"
number varies significantly by industry.

Inventory Control and Shrinkage Prevention
Even under a perpetual system, companies conduct periodic physical counts to identify shrinkage (losses
from theft, damage, or recording errors). When the physical count is less than the perpetual records show,
the company records an adjusting entry to write inventory down and recognize the loss.

Common controls include barcode scanning, RFID tracking, restricted warehouse access, and regular
cycle counts (counting a portion of inventory on a rotating basis rather than counting everything at once).

Inventory Costing and Pricing Strategies
The choice of cost flow assumption affects reported profitability, tax liability, and key financial ratios.
Companies select their method based on:

• Industry norms (most industries have a standard practice)

• Tax considerations (LIFO reduces taxes when prices rise, but requires the LIFO conformity rule under
U.S. GAAP, meaning you must also use LIFO for financial reporting)
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• Financial statement impact (FIFO shows higher assets and income during inflation, which can affect
loan covenants and investor perceptions)

Once chosen, the method must be applied consistently from period to period. Any change requires
disclosure and, in many cases, retrospective adjustment.

Financial Reporting and Disclosure

Inventory Presentation on the Balance Sheet
Inventory is reported as a current asset. Manufacturing companies typically break it into three categories:

• Raw materials (inputs not yet used in production)

• Work-in-process (partially completed goods)

• Finished goods (completed and ready for sale)

Merchandising companies usually report a single inventory line item.

Cost of Goods Sold on the Income Statement
COGS appears as the first expense deducted from net sales revenue to arrive at gross profit. Because
COGS is often the largest single expense, the inventory costing method chosen has a direct and significant
impact on reported gross profit and net income.

Inventory Footnote Disclosures
Companies are required to disclose:

• The valuation method used (lower of cost or market, lower of cost or NRV)

• The cost flow assumption (FIFO, LIFO, weighted average)

• A breakdown of inventory components for manufacturers

• Any write-downs, reserves, or changes in accounting policy and their financial impact

• For LIFO users, the LIFO reserve (the difference between LIFO inventory and what it would be under
FIFO), which analysts use to compare companies using different methods

Consistency in applying inventory policies across periods is required, and any changes must be justified
and disclosed with their effects on the financial statements.

7.3 Lower of cost or market rule

Valuation of Inventories
Inventories are often one of the largest assets on a company's balance sheet, so getting their valuation
right has a direct impact on reported financial position and income. The core question is straightforward:
should you report inventory at what you paid for it, or at what it's currently worth? The lower of cost or
market rule gives you the answer.

Cost vs. Market Value
Inventories are initially recorded at historical cost, which includes all costs necessary to bring the inventory
to its present location and condition (purchase price, freight, handling, etc.).
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Market value represents the current worth of that same inventory. Over time, market value can drift away
from historical cost because of changing supplier prices, obsolescence, damage, or shifts in consumer
demand. Companies must assess at the end of each reporting period whether market value has fallen
below recorded cost.

Lower of Cost or Market Rule
The lower of cost or market (LCM) rule requires companies to report inventory at whichever is lower:
historical cost or current market value. This is a direct application of conservatism in accounting. Assets
should not be overstated, and potential losses should be recognized when they become apparent rather
than deferred until the inventory is sold.

Here's the basic process:

1. Determine the historical cost of the inventory.

2. Determine the current market value (more on this below).

3. Compare the two figures.

4. If market value is lower, write the inventory down to market value and recognize a loss.

5. If cost is lower, no adjustment is needed.

This comparison happens at the end of each reporting period.

Determining Market Value
"Market value" under the LCM rule isn't a single number you look up. It's determined using three related
measures, and the relationship between them matters.

Replacement Cost
Replacement cost is the amount a company would currently pay to acquire or reproduce the same
inventory item. It reflects today's market conditions for purchasing, not selling.

Think of it this way: if you bought raw steel six months ago at  per ton and the same steel now costs
 per ton from your supplier, the replacement cost is .

Net Realizable Value
Net realizable value (NRV) is the estimated selling price of the inventory in the ordinary course of business,
minus any estimated costs to complete and sell it.

NRV acts as the ceiling in the LCM framework. Market value cannot exceed NRV, because it would be
unreasonable to value inventory above what you actually expect to receive from selling it.

Net Realizable Value Less Normal Profit Margin
This measure subtracts a normal profit margin from NRV:

This figure acts as the floor in the LCM framework. Market value should not fall below this amount,
because doing so would recognize more loss than is economically justified.
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Putting the Three Together
Under U.S. GAAP's traditional LCM approach, "market" is determined by these steps:

1. Start with replacement cost.

2. Compare it to the ceiling (NRV). If replacement cost exceeds NRV, use NRV instead.

3. Compare it to the floor (NRV less normal profit margin). If replacement cost is below the floor, use the
floor instead.

4. The result is your designated market value.

5. Compare that designated market value to historical cost. Report inventory at whichever is lower.

Note: Under ASC 330 (as updated), companies using methods other than LIFO or the retail inventory
method now apply a simpler lower of cost or net realizable value rule, which drops the ceiling/floor analysis
entirely. You just compare cost to NRV. The traditional three-measure LCM approach still applies to LIFO
and retail method inventories.

Applying Lower of Cost or Market

Valuing Inventory at the Lower Amount
If market value (as determined above) is lower than historical cost, the company writes the inventory down
to that lower amount. The reduced figure becomes the inventory's new carrying amount on the balance
sheet.

Once written down, the new carrying amount is treated as the "cost" going forward. Under U.S. GAAP,
subsequent recoveries in market value are not recognized. You don't write inventory back up. The loss is
only reversed when the inventory is eventually sold or consumed.

Recording Losses
When a write-down is required:

1. Calculate the difference between historical cost and the lower market value. That difference is the
loss.

2. Record the loss in the income statement. It's typically included in cost of goods sold, though material
write-downs may be reported as a separate line item.

3. Reduce the inventory balance on the balance sheet by the same amount.

For example, if inventory has a cost of  and a designated market value of , you'd
record a  loss and carry the inventory at .

The loss is recognized in the period when the decline in value occurs, not when the inventory is eventually
sold. This is the conservatism principle at work.

LCM for Different Inventory Types
The way you determine market value shifts depending on where inventory sits in the production cycle.
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Raw Materials
For raw materials, replacement cost is usually the most relevant market indicator. If the cost to repurchase
raw materials has dropped below what you originally paid, that signals a decline in value. Write the raw
materials down to the lower replacement cost (subject to the ceiling and floor constraints).

Work-in-Process
Work-in-process (WIP) inventory consists of partially completed goods. Market value for WIP is typically
based on the NRV of the finished product, minus the estimated costs still needed to complete production
and sell the goods. If this figure falls below the carrying amount of the WIP, a write-down is necessary.

Finished Goods
For finished goods, net realizable value is the primary market measure since these items are ready for
sale. Compare NRV to historical cost. If NRV is lower, write the inventory down and recognize the loss.

Exceptions to the LCM Rule

Firm Sales Contracts
If a company has a binding contract to sell inventory at a fixed price that exceeds current market value, the
LCM rule generally does not require a write-down for that contracted inventory. The contract price provides
assurance that the company will recover its cost, so the inventory remains at historical cost.

Hedged Inventories
When inventory is hedged with derivative instruments (such as futures contracts or options), the LCM
analysis may be modified. The hedge is designed to offset price declines, so in some cases the inventory
and the hedging instrument are evaluated together as a combined position rather than separately.

Financial Statement Impact

Balance Sheet Presentation
Inventory appears on the balance sheet at the lower of cost or market. Any write-down reduces total
current assets and, by extension, total assets. Companies typically disclose the details of significant
write-downs in the footnotes to the financial statements.

Income Statement Effects
Inventory write-downs reduce gross profit (if included in cost of goods sold) or operating income (if reported
separately). A large write-down in a single period can significantly distort period-over-period comparisons
of profitability, which is why disclosure of the amount and cause is important for users of the financial
statements.
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Tax Considerations

Inventory Valuation Methods for Taxes
Tax authorities may require or permit different valuation methods than those used for financial reporting.
LIFO, for instance, is permitted for U.S. tax purposes and can lower taxable income during periods of rising
prices. However, the LIFO conformity rule requires that if you use LIFO for taxes, you must also use it for
financial reporting.

Differences Between Financial and Tax Reporting
When inventory valuation methods differ between financial statements and tax returns, temporary
differences arise. These differences create deferred tax assets or liabilities that must be tracked and
reported. Companies often maintain separate inventory records to account for these differences properly.

Advantages and Disadvantages

Conservative Valuation Approach
The LCM rule aligns with the accounting principle of prudence. It prevents overstating assets and ensures
losses are recognized promptly. Financial statement users get a more realistic picture of inventory value,
which supports better decision-making by creditors and investors.

Potential for Income Manipulation
The LCM rule does involve management judgment, particularly around estimates of NRV and normal profit
margins. This discretion creates room for earnings management. A company could, for example, take
aggressive write-downs in a bad year (a "big bath") to make future periods look better by comparison.
Auditors and regulators watch for this, but it remains a known limitation of the rule.

Disclosure Requirements

Footnote Disclosures
Companies must disclose in the footnotes:

• The inventory valuation method used (FIFO, LIFO, weighted average, etc.)

• The amount and nature of any significant inventory write-downs

• Any changes in valuation methods during the period, along with the reasons for the change and the
effect on financial statements

Explaining Inventory Valuation Methods
Beyond naming the method, companies should explain how they determine both cost and market value.
Any significant assumptions, estimates, or judgments involved in the valuation process should be
disclosed. This transparency helps financial statement users assess the reliability of the reported inventory
figures and understand the company's exposure to inventory-related risks.
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7.4 Inventory estimation methods

Inventory cost flow assumptions
Inventory cost flow assumptions determine how costs get assigned to cost of goods sold (COGS) and
ending inventory. The method a company chooses directly affects reported profits, tax liability, and balance
sheet valuations.

One critical point: the cost flow assumption does not need to match the physical flow of goods. A company
can use LIFO even if it physically sells its oldest units first. The assumption governs how costs move
through the accounting system, not how products move through the warehouse.

Specific identification method
This method assigns the actual cost to each specific item sold and each item remaining in ending
inventory. It's the most precise approach because it tracks every individual unit.

• Typically used for high-value, unique items (automobiles, fine jewelry, custom furniture) where
tracking individual costs is practical

• Requires detailed recordkeeping to match specific costs with specific units

• Becomes impractical for businesses with large volumes of similar, low-cost items

Cost flow assumptions

First-in, first-out (FIFO)
FIFO assumes the earliest items purchased or produced are the first ones sold. That means ending
inventory consists of the most recently acquired items.

• During rising prices, FIFO produces lower COGS and higher net income compared to other methods

• Ending inventory on the balance sheet reflects more current costs, giving a more realistic asset
valuation

• Widely accepted under both U.S. GAAP and IFRS

Last-in, first-out (LIFO)
LIFO assumes the most recently purchased or produced items are sold first. Ending inventory therefore
consists of the oldest costs.

• During rising prices, LIFO produces higher COGS and lower net income compared to FIFO

• Ending inventory can become significantly understated relative to current market prices, especially if
old cost layers have been sitting for years

• Not permitted under IFRS, but allowed under U.S. GAAP

Weighted average cost
This method assigns a single average cost to all units available for sale, applied to both COGS and ending
inventory.
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• Results fall between FIFO and LIFO for both COGS and ending inventory

• Smooths out the effects of price fluctuations across the period

• Simpler to maintain than specific identification or LIFO layer tracking

Impacts on financial statements

Balance sheet valuation
The cost flow assumption directly affects the reported value of ending inventory:

• FIFO generally produces a higher ending inventory value (most recent, often higher costs remain)

• LIFO generally produces a lower ending inventory value (oldest, often lower costs remain)

• Weighted average falls between the two

Income statement effects
During rising prices:

Method COGS Net Income

FIFO Lower Higher

LIFO Higher Lower

Weighted Average Middle Middle

During falling prices, these effects reverse. FIFO would produce higher COGS and lower net income, while
LIFO would produce lower COGS and higher net income.

Selecting an appropriate method
The choice should reflect the company's business model and inventory characteristics:

• FIFO suits perishable goods or products with short shelf lives (food, pharmaceuticals) where selling
oldest stock first aligns with operations

• LIFO is often chosen for raw materials or commodities (oil, metals) to better match current costs
against current revenues

• Weighted average works well when inventory consists of many similar, interchangeable items
(hardware supplies, grain)

Consistency matters. Once a company selects a method, it should apply that method consistently across
periods to maintain comparability. Changes require disclosure and, under U.S. GAAP, justification that the
new method is preferable.

Tax considerations

LIFO conformity rule
Under U.S. tax law, if a company uses LIFO for tax purposes, it must also use LIFO for financial reporting.
This is the LIFO conformity requirement. A company cannot report lower taxable income using LIFO on its
tax return while showing higher income to investors using FIFO.
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Tax benefits vs. financial reporting trade-off
During rising prices, LIFO creates a genuine tax benefit: higher COGS means lower taxable income and
lower cash taxes paid. But this comes at a cost. The same LIFO figures flow to the financial statements,
showing lower net income and a potentially understated inventory balance. Companies must weigh the real
cash savings from lower taxes against the less favorable picture presented to investors and creditors.

Advantages and disadvantages

FIFO method
• Advantages:

• Ending inventory reflects near-current costs, giving a more realistic balance sheet

• Higher reported net income during rising prices can look favorable to investors

• Disadvantages:

• Matches older, lower costs against current revenues, which can overstate profitability

• Higher taxable income means higher tax payments compared to LIFO

LIFO method
• Advantages:

• Better matching of current costs with current revenues, providing a more meaningful measure of
operating profitability

• Lower taxable income during rising prices produces real cash tax savings

• Disadvantages:

• Ending inventory can become severely understated over time (old cost layers may date back
decades)

• Not permitted under IFRS, limiting its use for companies reporting internationally

Weighted average cost method
• Advantages:

• Smooths out price fluctuations, reducing volatility in both COGS and ending inventory

• Simpler to calculate and maintain than LIFO layer tracking

• Disadvantages:

• During significant price swings, the average may not accurately reflect either current costs or actual
unit costs

• Less precise matching of costs to revenues compared to FIFO or LIFO

Inventory estimation techniques
These methods estimate inventory value when a physical count isn't possible or practical, such as after a
fire, theft, or for interim financial reporting.
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Gross profit method
This technique works backward from the historical gross profit percentage to estimate ending inventory.

Steps:

1.

Calculate the historical gross profit percentage: 

2.

Estimate cost of goods sold: 

3.

Estimate ending inventory:

Example: A company has beginning inventory of \$50,000, purchases of \$200,000, net sales of \$300,000,
and a historical gross profit percentage of 40%.

1. Estimated COGS = \$300,000 × (1 − 0.40) = \$180,000

2. Estimated ending inventory = \$50,000 + \$200,000 − \$180,000 = \$70,000

This method relies on the assumption that the gross profit percentage stays relatively stable. If margins
have shifted significantly, the estimate will be off.

Retail inventory method
Retailers with thousands of products use this method to convert the retail value of inventory to its
approximate cost.

Steps:

1.

Calculate the cost-to-retail ratio: 

2.

Determine ending inventory at retail (from records or physical count at retail prices)

3.

Convert to cost:

This method is especially useful for retailers with frequent markups, markdowns, and large product
assortments where tracking individual unit costs would be impractical.
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Comparison of methods

FIFO vs. LIFO
During rising prices, FIFO produces lower COGS, higher net income, and higher ending inventory. LIFO
produces the opposite. FIFO is accepted under both IFRS and U.S. GAAP, while LIFO is only allowed
under U.S. GAAP. This distinction matters for multinational companies or those considering international
reporting standards.

LIFO vs. weighted average
LIFO provides a more precise match of current costs to current revenues. Weighted average produces
smoother COGS and inventory figures period to period. Over time, LIFO ending inventory can become
significantly more understated than weighted average, particularly during sustained inflation.

FIFO vs. weighted average
FIFO gives a more current balance sheet valuation of inventory. Weighted average produces less volatile
income figures. During rising prices, FIFO reports higher net income than weighted average, but the
difference is typically smaller than the gap between FIFO and LIFO.

Disclosures in financial reporting
Companies must disclose which inventory cost flow assumption they use, typically in the notes to the
financial statements. Any change in method also requires disclosure along with justification.

Companies using LIFO must report the LIFO reserve, which is the difference between the LIFO inventory
value and what inventory would have been under FIFO (or current cost). This disclosure lets analysts
restate LIFO companies' financials to a FIFO basis for comparison purposes.

Analyzing inventory turnover ratios
The inventory turnover ratio measures how efficiently a company manages its inventory:

A higher ratio generally signals more efficient inventory management and lower risk of obsolescence.
However, the cost flow assumption affects this ratio:

• FIFO produces higher average inventory values, which can lower the turnover ratio

• LIFO produces lower average inventory values, which can inflate the turnover ratio

When comparing turnover ratios across companies, you need to check whether they use the same cost
flow assumption. If one company uses FIFO and another uses LIFO, the ratios aren't directly comparable
without adjusting for the LIFO reserve.

7.5 Inventory errors

Types of Inventory Errors
An inventory error occurs when the recorded inventory amount differs from what's actually on hand.
Because inventory feeds directly into both the balance sheet and income statement, even small errors can
ripple across multiple financial statements and periods.
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There are three main types:

• Counting errors happen when the physical count is inaccurate, whether from human mistakes, missed
items, or double-counting.

• Recording errors occur when inventory transactions aren't properly entered into the accounting
system. For example, a purchase might be received but never recorded, or a sale might be shipped
without updating inventory records.

• Valuation errors arise when the wrong cost is assigned to inventory items. This could mean using an
outdated unit cost or applying the wrong cost flow assumption, leading to overstatement or
understatement of inventory value.

Impact of Inventory Errors

On Financial Statements
The key relationship to remember is the cost of goods sold (COGS) equation:

Because ending inventory and COGS move in opposite directions in this formula, an error in one directly
causes an equal and opposite error in the other.

• Overstated ending inventory → understated COGS → overstated net income, plus overstated assets
on the balance sheet

• Understated ending inventory → overstated COGS → understated net income, plus understated assets
on the balance sheet

There's also a self-correcting quality to ending inventory errors. This period's ending inventory becomes
next period's beginning inventory. So if ending inventory is overstated in Year 1, beginning inventory will be
overstated in Year 2, which overstates COGS in Year 2 and understates Year 2 net income. Over the
two-year period combined, total net income is correct, but each individual year is misstated.

Inventory errors can also affect the statement of cash flows, since the change in inventory is a component
of operating activities under the indirect method.

On Financial Ratios
Inventory errors distort several ratios that analysts rely on:

• Inventory turnover ( ): Overstated inventory lowers this ratio, making it
look like the company is sitting on excess stock. Understated inventory inflates the ratio, creating a
false impression of efficiency.

• Gross profit margin and net profit margin shift because both depend on COGS, which is directly
affected by inventory errors.

• Current ratio ( ): Since inventory is a current asset,
overstatement inflates this ratio and understatement deflates it.

Preventing Inventory Errors

Importance of Internal Controls
Strong internal controls are the first line of defense against inventory errors:
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• Segregation of duties means splitting responsibilities across different people. One person receives
goods, another stores them, another counts them, and another records transactions. This reduces both
the risk of error and the opportunity for fraud.

• Access controls restrict who can physically enter inventory storage areas and who can modify records
in the inventory management system.

• Documentation procedures ensure every inventory transaction is supported by source documents
(purchase orders, receiving reports, shipping documents) and recorded promptly.

Cycle Counts vs. Physical Counts
Companies use two main approaches to verify inventory accuracy:

• Cycle counts involve counting a portion of inventory on a rotating basis (weekly or monthly). They're
less disruptive to daily operations and allow errors to be caught and corrected throughout the year
rather than all at once.

• Physical counts are a full count of every inventory item, typically done at fiscal year-end. They provide
a complete reconciliation between recorded and actual inventory.

Most companies use both: cycle counts for ongoing accuracy and a year-end physical count for final
verification.

Correcting Inventory Errors

Prior Period vs. Current Period
How you correct an inventory error depends on when you discover it:

1. Current period errors (discovered in the same period they occurred) are corrected with adjusting
journal entries. No restatement of prior financials is needed.

2. Prior period errors (occurred in a previous reporting period but discovered now) require restatement
of the previously issued financial statements to maintain comparability across periods.

Adjusting Journal Entries
The correcting entry depends on the direction of the error:

To correct overstated inventory:

Account Debit Credit

Cost of Goods Sold

Inventory

This increases COGS (reducing net income) and decreases the inventory asset to its correct balance.

To correct understated inventory:

Account Debit Credit

Inventory

Cost of Goods Sold
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This increases the inventory asset and decreases COGS (increasing net income) to reflect the correct
amounts.

For prior period errors, the entry typically runs through Retained Earnings rather than COGS, since the
income statement from the error period has already been closed.

Inventory Error Analysis

Calculating Inventory Turnover

Where 

This ratio measures how many times a company sells through its inventory during a period. Tracking it over
time helps flag potential problems:

• A sudden drop in turnover could signal overstated inventory or a buildup of obsolete goods.

• A sudden spike might indicate understated inventory or a recording error.

Comparing your company's turnover to industry benchmarks adds context. A grocery chain will naturally
have much higher turnover than a furniture retailer.

Identifying Unusual Transactions
Reviewing inventory transactions for red flags can help catch errors or fraud early:

• Large or frequent inventory write-offs may point to obsolete goods, damage, or theft.

• Unusual purchasing patterns, like a sudden spike in orders from a new supplier, deserve a closer look.

• Significant changes in gross profit margin from period to period, without a clear business reason, often
trace back to an inventory error.

Analyzing these signals alongside other financial data (sales trends, supplier invoices, shipping records)
gives a more complete picture.

Inventory Costing Methods

Periodic vs. Perpetual
These two systems differ in when inventory and COGS are updated:

• Periodic system: Inventory and COGS are calculated only at period-end. Purchases go into a separate
Purchases account during the period, and COGS is determined using the formula:

• Perpetual system: The Inventory account and COGS are updated continuously with every purchase
and sale. This gives real-time visibility into inventory levels but requires more robust record-keeping
(usually software-driven).

Under the perpetual system, errors may be caught sooner because discrepancies between the system and
physical counts become apparent during cycle counts.
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Specific Identification vs. Cost Flow Assumptions
When individual items aren't tracked by unique identifiers, companies use cost flow assumptions to assign
costs:

• Specific identification traces the actual cost to each item using serial numbers or tags. It's practical for
high-value, low-volume items like cars or jewelry.

• FIFO (First-In, First-Out) assumes the oldest inventory is sold first. Ending inventory reflects the most
recent purchase costs.

• LIFO (Last-In, First-Out) assumes the newest inventory is sold first. Ending inventory reflects older
costs. (Note: LIFO is permitted under U.S. GAAP but prohibited under IFRS.)

• Weighted average calculates a single average cost across all units available for sale and applies it to
both COGS and ending inventory.

The choice of method affects both the balance sheet (ending inventory value) and the income statement
(COGS and net income), which is why inventory errors can look different depending on which method a
company uses.

Tax Implications

Inventory Errors and Taxable Income
Because taxable income depends on COGS, inventory errors directly affect tax liability:

• Overstated ending inventory → understated COGS → overstated taxable income → the company pays
more tax than it should.

• Understated ending inventory → overstated COGS → understated taxable income → the company pays
less tax than it owes.

Correcting these errors may require filing amended tax returns. Depending on the direction and size of the
error, the company could owe additional taxes (plus interest and penalties) or be entitled to a refund.

Inventory Valuation for Tax Purposes
The costing method a company chooses has real tax consequences, especially during periods of rising
prices:

• LIFO assigns the most recent (higher) costs to COGS, resulting in higher COGS, lower taxable
income, and lower taxes. However, the LIFO conformity rule requires that if a company uses LIFO for
tax purposes, it must also use LIFO in its financial statements.

• FIFO and weighted average assign older (lower) costs to COGS during inflation, resulting in lower
COGS and higher taxable income.

Companies must apply their chosen method consistently. Switching methods requires permission from tax
authorities and can trigger adjustments to taxable income in the year of the change.
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Unit 8 – Property, Plant & Equipment
(PP&E)
8.1 Acquisition costs

Definition of Acquisition Costs
When you buy a piece of property, plant, or equipment, the cost you record on the balance sheet isn't just
the purchase price. Acquisition cost includes every expenditure necessary to get the asset to its intended
location and ready for its intended use. This is sometimes called the historical cost or cost basis of the
asset.

The core principle: if a cost is directly attributable to bringing the asset into working condition, you
capitalize it. If it's not, you expense it.

Types of Acquisition Costs

Direct Costs
These are the costs most clearly tied to getting the asset up and running:

• Purchase price (net of any trade discounts, but before cash discounts under the net method)

• Transportation and freight-in to deliver the asset to its site

• Installation and assembly costs, including testing to confirm the asset functions properly

• Site preparation, such as grading land or reinforcing a floor to support heavy machinery

• Necessary modifications or customizations required before the asset can operate as intended

Indirect and Incidental Costs
Some costs are less obvious but still qualify for capitalization:

• Legal fees directly related to the purchase (e.g., title search fees for land, contract drafting)

• Brokerage or commission fees paid to acquire the asset

• Non-refundable taxes and duties (e.g., sales tax, import duties) paid on the purchase

• Borrowing costs: Under IAS 23 / ASC 835-20, interest incurred during the construction or preparation
period of a qualifying asset is capitalized. Once the asset is ready for use, you stop capitalizing interest
and begin expensing it.

What does NOT get capitalized? General and administrative overhead, costs of training employees to use
the asset, and costs incurred after the asset is ready for its intended use are all expensed as incurred.

Determining the Cost of Specific Asset Types

Land
Land is unique because it has an indefinite life and is not depreciated. Costs capitalized to land include:
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• Purchase price

• Closing costs (title fees, legal fees, recording fees)

• Costs of removing existing structures (net of any salvage proceeds) when the intent is to use the land

• Grading, filling, and draining to prepare the site

• Assessments for local improvements like sidewalks or sewers that are maintained by the government
(these have permanent benefit)

Land improvements that have a limited life (parking lots, fencing, lighting) are recorded in a separate
account and depreciated.

Buildings
If you purchase an existing building, the cost is the purchase price plus any renovation costs needed to
make it ready for use. If you construct a building, the cost includes:

• Materials, labor, and overhead directly tied to construction

• Architectural and engineering fees

• Building permits

• Capitalized interest during the construction period

Equipment and Machinery
For equipment, think about every cost from the moment you commit to the purchase until the machine is
running its first successful test cycle:

• Invoice price (less any discounts)

• Freight and insurance during transit

• Foundation or platform construction

• Assembly, installation, and testing costs

Capitalization vs. Expensing
This distinction drives how acquisition costs hit your financial statements.

Capitalization means recording the cost as an asset on the balance sheet. That cost is then allocated to
expense over the asset's useful life through depreciation. The result: the expense is spread across multiple
periods.

Expensing means recording the cost as an expense on the income statement immediately. This reduces
net income in the current period but has no balance sheet impact beyond the cash outflow.

The decision rule is straightforward:

1. Does the cost relate directly to acquiring, constructing, or preparing the asset for its intended use?

2. Will the cost provide economic benefits beyond the current period?

If both answers are yes, capitalize. Otherwise, expense.
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Common exam trap: Costs incurred after the asset is ready for use (even if the asset hasn't actually been
put into service yet) are expensed, not capitalized. "Ready for intended use" is the cutoff, not "actually in
use."

Lump-Sum (Basket) Purchases
Sometimes a company buys multiple assets in a single transaction for one price. You need to allocate the
total cost to each asset based on their relative fair values.

Steps for a lump-sum purchase allocation:

1. Determine the total cost paid for the group of assets.

2. Obtain the fair value (often appraised value) of each individual asset.

3. Calculate each asset's percentage of the total fair value.

4. Multiply the total cost by each asset's percentage to get its allocated cost.

Example: A company pays \$500,000 for land and a building together. An independent appraisal values the
land at \$200,000 and the building at \$300,000 (total appraised value = \$500,000).

• Land allocation: 

• Building allocation: 

If the total appraised value were \$600,000 instead, the proportions would still apply to the \$500,000
actually paid. You never record more than you paid.

Self-Constructed Assets
When a company builds its own PP&E, the acquisition cost includes:

• Direct materials and direct labor used in construction

• Variable overhead attributable to the construction

• A reasonable allocation of fixed overhead (though there's debate about how much to allocate)

• Capitalized interest on borrowed funds during the construction period (calculated under ASC 835-20
or IAS 23)

Costs that are not capitalized for self-constructed assets include: - Abnormal waste of materials, labor, or
overhead (expense these immediately) - General and administrative costs not directly tied to construction -
Internal profit margins (you can't "profit" from building your own asset)

Acquisition Costs in Business Combinations
Under current standards (ASC 805 / IFRS 3), the treatment of acquisition-related costs in a business
combination differs from a regular asset purchase. Direct acquisition costs such as legal fees, due
diligence expenses, and advisory fees are expensed as incurred rather than capitalized as part of the
purchase price. This is a change from older standards and is a common point of confusion.

The assets and liabilities acquired in a business combination are recorded at their fair values on the
acquisition date, and any excess of the purchase price over the net fair value of identifiable assets is
recorded as goodwill.
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Impact on Financial Statements
How you treat acquisition costs ripples through the statements:

• Balance sheet: Capitalizing increases total assets and may increase total equity (since the expense is
deferred).

• Income statement: Capitalizing spreads the cost over future periods as depreciation expense,
resulting in higher net income in the year of purchase compared to immediate expensing.

• Cash flow statement: The cash outflow is the same regardless of capitalization vs. expensing, but
classification differs. Capitalized costs appear under investing activities; expensed costs appear under
operating activities.

Why this matters for analysis: A company that aggressively capitalizes costs will show higher short-term
profits and higher operating cash flows than one that expenses similar costs. When comparing companies,
check their capitalization policies in the notes to the financial statements.

Disclosure Requirements
Under GAAP (and IFRS), companies must disclose:

• The measurement basis used for PP&E (typically historical cost)

• Depreciation methods and useful lives for each major class of PP&E

• Gross carrying amount and accumulated depreciation at the beginning and end of the period

• A reconciliation of the carrying amount showing additions, disposals, impairments, and depreciation

These disclosures help users of financial statements understand how acquisition cost decisions affect
reported numbers.

Tax Considerations
Book and tax treatment of acquisition costs often diverge:

• Tax rules may allow accelerated depreciation methods or bonus depreciation that differ from the
straight-line method used for book purposes.

• These timing differences create deferred tax liabilities (when tax depreciation exceeds book
depreciation in early years) or deferred tax assets (in later years when the pattern reverses).

• The total amount depreciated over the asset's life is the same under both systems; only the timing
differs.

8.2 Depreciation methods

Depreciation methods overview
Depreciation is the systematic allocation of a long-lived asset's cost over its useful life. The core idea is the
matching principle: you're spreading the expense of the asset across the same periods in which it helps
generate revenue. The method you choose affects reported income, asset values on the balance sheet,
and key financial ratios, so getting this right matters for both financial reporting and decision-making.

Several methods exist, each producing a different pattern of expense recognition. The right choice
depends on the asset's nature, its expected usage pattern, and the company's reporting objectives.
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Straight-line depreciation

Calculation of straight-line depreciation
The straight-line method spreads an equal amount of depreciation expense across each year of the asset's
useful life. It's the most commonly used method and the simplest to apply.

Example: An asset costs $100,000, has a salvage value of $10,000, and a useful life of 5 years.

Each year, you'd record $18,000 in depreciation expense, and after 5 years the asset sits on the books at
its $10,000 salvage value.

Advantages of straight-line method
• Simple to calculate and easy to explain to stakeholders

• Produces a consistent expense each year, which helps with budgeting and forecasting

• Works well for assets with a relatively even usage pattern over their life, like office furniture or
buildings

Disadvantages of straight-line method
• Doesn't reflect the reality that some assets (vehicles, technology) lose value much faster in their early
years

• May not accurately match the economic benefit the asset provides in each period

• Can produce a significant gain or loss on disposal if the asset's actual useful life or salvage value
turns out to differ from original estimates

Accelerated depreciation methods
Accelerated methods front-load depreciation expense into the earlier years of an asset's life. This better
reflects assets that deliver more economic benefit (or lose value faster) early on. The trade-off: higher
expense early means lower reported income in those years, with the pattern reversing later.

Double-declining balance method
This method applies a constant rate, typically double the straight-line rate, to the asset's declining book
value each year. Notice that salvage value is not subtracted when computing each year's expense;
instead, you stop depreciating once book value reaches salvage value.

Example: Using the same $100,000 asset with a 5-year life:

• The straight-line rate is , so the double-declining rate is 40%.

• Year 1: 

• Year 2: 
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• Year 3: 

The expense drops each year as the book value shrinks. In practice, companies often switch to
straight-line in the later years to fully depreciate the asset down to salvage value.

Sum-of-the-years' digits method
This method also front-loads depreciation, but it applies a changing fraction to the depreciable base (cost
minus salvage value) each year.

The sum of years' digits for an asset with useful life  is:

Example: For a 5-year asset, the sum is . In Year 1, the fraction is ; in Year 2, ; and so on.
Each year's fraction gets smaller, producing a steadily declining expense.

Units-of-production method
Rather than tying depreciation to the passage of time, this method ties it to actual usage or output.

This is ideal for assets whose wear and tear depends on how much they're used, not how long you've
owned them. A printing press that runs double shifts one year and sits idle the next would show very
different expense in each year, which better matches the economic reality. Manufacturing equipment and
delivery vehicles are common candidates.

Comparison of depreciation methods

Impact on financial statements
• Different methods create different expense patterns, which directly affect both the income statement
(net income) and the balance sheet (net book value of assets).

• Accelerated methods produce lower net income in early years and higher net income in later years
compared to straight-line. Over the asset's full life, total depreciation expense is the same under every
method; only the timing differs.

• The method you choose can significantly shift financial ratios like return on assets and debt-to-equity,
which matters when analysts or lenders are evaluating the company.

Tax implications
• Tax regulations may require specific depreciation methods for certain asset types (see MACRS
below).

• Accelerated methods provide a tax deferral benefit: higher early deductions reduce taxable income
now, pushing tax payments into later years. You don't pay less tax overall, but you benefit from the time
value of money.

• When the depreciation method used for tax differs from the one used for financial reporting, the
difference creates temporary differences that give rise to deferred tax assets or liabilities on the balance
sheet.
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Industry-specific considerations
• Some industries gravitate toward particular methods because of the nature of their assets. The oil and
gas industry, for instance, commonly uses units-of-production for extraction equipment since output
directly drives asset consumption.

• Companies should consider industry norms when selecting methods to maintain comparability with
peers in financial analysis.

Changes in depreciation methods

Accounting for changes in estimates
Changes in the estimated useful life or salvage value of an asset are treated as changes in accounting
estimates under ASC 250. These are accounted for prospectively: you apply the new estimate to the
current and future periods only, with no restatement of prior periods.

The remaining depreciable base (current book value minus revised salvage value) is spread over the
revised remaining useful life. The nature and effect of the change must be disclosed in the notes to the
financial statements.

Retrospective vs. prospective application
• Prospective application applies the new estimate or method to the current and future periods only.
This is used for changes in estimates.

• Retrospective application involves restating prior period financial statements as if the new method had
always been in effect. This is used for changes in accounting principles.

• A change in depreciation method (e.g., switching from straight-line to double-declining balance) is
treated as a change in accounting estimate effected by a change in accounting principle under U.S.
GAAP. Despite the name, it is accounted for prospectively, not retrospectively. This is a common exam
trap.

Disclosures for changes in methods
• The company must disclose the nature of and reason for the change.

• Financial statements should report the effect of the change on income from continuing operations, net
income, and related per-share amounts for the current period.

• If the change occurs in an interim period, the company should disclose the effect on prior interim
periods of the current fiscal year.

Impairment of long-lived assets

Identifying impairment indicators
Impairment occurs when the carrying amount (book value) of a long-lived asset exceeds its recoverable
amount. You don't test for impairment every period; instead, you watch for triggering events or indicators:

• Significant decline in market value

• Major change in how the asset is used or its physical condition

• Adverse changes in the legal or business climate
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• Operating or cash flow losses associated with the asset

If any of these indicators are present, the company must perform a recoverability test.

Measuring impairment losses
Under U.S. GAAP (ASC 360), impairment testing for long-lived assets follows a two-step process:

1. Recoverability test: Compare the asset's carrying amount to the sum of its undiscounted expected
future cash flows. If the carrying amount exceeds the undiscounted cash flows, the asset is impaired.

2. Measurement: The impairment loss equals the difference between the asset's carrying amount and
its fair value. Fair value can be determined using market prices, present value of future cash flows
(discounted this time), or appraisals.

The impairment loss is recognized on the income statement, and the asset's carrying amount is written
down to its new fair value, which becomes the new cost basis for future depreciation.

Reversal of impairment losses
• Under U.S. GAAP, once an impairment loss is recognized on a long-lived asset held for use, it cannot
be reversed, even if the asset's value later recovers. The write-down is permanent.

• Under IFRS (IAS 36), reversal of impairment losses is permitted (up to the original carrying amount,
adjusted for depreciation that would have been taken). This is a key GAAP vs. IFRS difference to know.

• The U.S. GAAP prohibition reflects the conservatism principle and aims to prevent potential earnings
management through selective reversals.

Depletion of natural resources

Calculation of depletion expense
Depletion is the allocation of the cost of natural resources (oil, gas, minerals, timber) over their estimated
recoverable reserves. It works just like the units-of-production method, but applied to extractive assets.

The depletable cost includes the purchase price of the resource, exploration and development costs, and
estimated restoration costs (minus any residual value). Total estimated reserves are based on geological
and engineering assessments and are updated periodically as new information becomes available.

Comparison to depreciation methods
• Depletion and depreciation both allocate asset cost over useful life, but depletion is driven by physical
extraction rather than time or general usage.

• Because revenue from natural resources is directly tied to extraction volume, depletion typically
provides a better matching of expenses to revenues than a time-based method would.

Accounting for restoration costs
Companies in extractive industries often have legal obligations to restore the environment after extraction
is complete. These costs are handled through an asset retirement obligation (ARO):
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• At the time the obligation arises, the company estimates the future restoration cost and records its
present value as both a liability (ARO) and an addition to the asset's carrying amount.

• The asset addition is depreciated (or depleted) over the resource's life.

• The liability is increased each period through accretion expense (essentially unwinding the discount)
until it reaches the full estimated cost at the time of restoration.

• Estimates are revised periodically, with adjustments reflected in both the liability and the asset.

Depreciation for income tax purposes

MACRS depreciation system
The Modified Accelerated Cost Recovery System (MACRS) is the tax depreciation system required in the
United States. It differs from book depreciation in several ways:

• Assets are assigned to specific recovery periods (3, 5, 7, 10, 15, 20, 27.5, or 39 years) based on their
asset class, regardless of actual expected useful life.

• MACRS uses the declining balance method (200% for most personal property, 150% for certain
property) with an automatic switch to straight-line at the optimal point.

• Salvage value is assumed to be zero under MACRS.

• A half-year convention generally applies, meaning the asset is treated as placed in service at the
midpoint of the first year (a mid-quarter convention applies if more than 40% of assets are placed in
service in the last quarter).

Section 179 expensing
Section 179 of the Internal Revenue Code allows businesses to immediately expense the full cost of
qualifying tangible personal property in the year of purchase, up to an annual dollar limit (the limit is
adjusted periodically by Congress).

• This provision is designed to encourage capital investment, particularly by smaller businesses.

• Assets expensed under Section 179 are not subject to regular MACRS depreciation since the entire
cost has already been deducted.

• There are phase-out thresholds: the deduction begins to decrease dollar-for-dollar once total
qualifying property placed in service exceeds a specified amount.

Temporary differences and deferred taxes
Because companies often use different depreciation methods and lives for tax versus financial reporting,
temporary differences arise between taxable income and book income.

• In early years, tax depreciation (accelerated) typically exceeds book depreciation (often straight-line),
creating a deferred tax liability. The company pays less tax now but will pay more later when the pattern
reverses.

• In later years, book depreciation exceeds tax depreciation, and the deferred tax liability begins to
reverse.

• Deferred tax amounts are calculated using the enacted tax rate expected to apply when the temporary
difference reverses, and they are adjusted each period for rate changes.
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8.3 Disposition of assets

Types of Asset Dispositions
Asset disposition means removing a long-term asset from your company's books. This happens through
four main channels: sales, exchanges, retirements, or involuntary conversions. Each type triggers different
accounting treatment, but they all share the same core task: get the asset and its accumulated
depreciation off the balance sheet, and recognize any gain or loss.

Accounting for Asset Sales

Calculation of Gain or Loss
Before recording anything, you need to figure out whether the sale produced a gain or a loss. The formula
is straightforward:

where Book Value = Original Cost − Accumulated Depreciation at the date of sale.

• If net proceeds > book value → you have a gain

• If net proceeds < book value → you have a loss

One detail students often miss: you must update depreciation through the date of sale before calculating
book value. If you sell an asset on March 31 but last recorded depreciation on December 31, you need to
record three months of additional depreciation first.

Journal Entries for Asset Sales
Here's the pattern for recording a sale:

1. Debit Cash (or Accounts Receivable) for the net proceeds received

2. Debit Accumulated Depreciation for the total depreciation recognized through the sale date

3. Credit the asset account for its original cost

4. Debit or Credit Gain/Loss on Sale of Asset for the difference

These entries accomplish two things at once: they remove the asset and its accumulated depreciation from
the balance sheet, and they recognize the gain or loss on the income statement.

Example: A company sells equipment that originally cost $100,000 and has $70,000 of accumulated
depreciation for $40,000 cash. Book value is $30,000. The gain is $40,000 − $30,000 = $10,000.

• Debit Cash $40,000

• Debit Accumulated Depreciation $70,000

• Credit Equipment $100,000

• Credit Gain on Sale $10,000
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Tax Implications of Asset Sales
The gain or loss for tax purposes may differ from the book gain or loss because tax depreciation methods
often differ from GAAP depreciation. The tax basis of an asset (original cost less tax depreciation taken)
determines the taxable gain or loss.

• If net proceeds > tax basis → taxable gain

• If net proceeds < tax basis → tax-deductible loss

The character of the gain (ordinary vs. capital) depends on factors like the nature of the asset and how long
it was held. While this topic falls more squarely in tax accounting, be aware that companies must consider
these implications when planning dispositions.

Accounting for Asset Exchanges

Types of Asset Exchanges
Asset exchanges involve trading one long-term asset for another, sometimes with additional consideration
called boot. Under ASC 845, the key distinction for financial reporting purposes is whether the exchange
has commercial substance:

• Exchanges with commercial substance: The company's future cash flows are expected to change
significantly as a result of the exchange. These are recorded at fair value, and gains and losses are
recognized in full.

• Exchanges lacking commercial substance: The company's future cash flows are not expected to
change significantly. These receive more restrictive treatment where gains may be deferred.

The older "like-kind" vs. "non-like-kind" framework is primarily a tax concept (IRC §1031). For GAAP
purposes, focus on commercial substance.

Boot in Asset Exchanges
Boot is any additional consideration given or received in an exchange, most commonly cash. Boot matters
because it affects gain/loss recognition and the recorded basis of the new asset.

• When an exchange lacks commercial substance and you receive boot, you recognize a portion of the
gain proportional to the boot received relative to the total consideration received

• When an exchange lacks commercial substance and you pay boot, losses are recognized in full, but
gains are deferred

• When an exchange has commercial substance, the presence of boot doesn't change the treatment:
full gain or loss recognition applies regardless

Gain or Loss on Asset Exchanges
Exchange with commercial substance: - Recognize the full gain or loss - Record the new asset at its fair
value

Exchange lacking commercial substance (no boot): - No gain or loss is recognized - The new asset takes
the book value of the surrendered asset as its basis

Exchange lacking commercial substance (boot received): - Recognize a proportionate share of the gain
based on:
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• Losses are always recognized in full, regardless of commercial substance

Journal Entries for Asset Exchanges
The general entry structure:

1. Debit the new asset at its determined basis (fair value if commercial substance exists; adjusted book
value if it doesn't)

2. Debit Accumulated Depreciation on the surrendered asset

3. Credit the surrendered asset at its original cost

4. Debit or Credit Cash or other boot paid/received

5. Debit or Credit Gain/Loss on Exchange for any recognized amount

Accounting for Asset Retirements

Reasons for Asset Retirement
Assets get retired when they're no longer useful to the business. Common reasons include:

• Physical deterioration or technological obsolescence

• Changes in business operations or product lines

• Replacement with newer, more efficient assets

• Damage from accidents or natural disasters

A retirement differs from a sale in that the company may receive little or no proceeds.

Calculation of Gain or Loss
The formula mirrors the sale calculation:

If the asset is fully depreciated (book value = $0) and scrapped with no proceeds, there's no gain or loss to
recognize. You simply remove the asset and its accumulated depreciation. If the asset still has book value
remaining and no proceeds are received, the entire remaining book value is recognized as a loss.

Journal Entries for Asset Retirements
1. Debit Accumulated Depreciation for the total depreciation through the retirement date

2. Debit Cash or other assets for any proceeds received (if applicable)

3. Debit Loss on Retirement (if book value exceeds proceeds)

4. Credit the asset account for its original cost

5. Credit Gain on Retirement (if proceeds exceed book value)

Example: Equipment costing $50,000 with $45,000 accumulated depreciation is scrapped for $2,000.

• Book value: $50,000 − $45,000 = $5,000
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• Loss: $2,000 − $5,000 = ($3,000)

Entry: - Debit Accumulated Depreciation $45,000 - Debit Cash $2,000 - Debit Loss on Retirement $3,000 -
Credit Equipment $50,000

Involuntary Conversions of Assets

Types of Involuntary Conversions
Involuntary conversions happen when assets are removed from service against the company's will. The
three main types are:

• Condemnation: The government seizes property for public use (eminent domain) and pays
compensation

• Casualty: Assets are damaged or destroyed by sudden, unexpected events like fires, floods, or storms

• Theft: Property is unlawfully taken

Accounting for Condemnations
When property is condemned, the government pays a condemnation award based on the property's fair
market value.

The journal entries follow the same pattern as an asset sale, with the condemnation award treated as the
net proceeds.

Accounting for Casualties
When a casualty occurs, the company may receive insurance proceeds. The gain or loss calculation
compares insurance proceeds to book value:

If the asset is partially damaged rather than destroyed, the loss is based on the decline in the asset's value
or the cost of restoration, depending on the circumstances.

Gain or Loss on Involuntary Conversions
Gains and losses from involuntary conversions are generally recognized in the income statement in the
period the conversion occurs. However, there's an important exception: companies may elect to defer gain
recognition if they plan to reinvest the proceeds in similar replacement property within a specified time
frame.

This deferral option exists primarily in the tax code (IRC §1033), and its application for financial reporting
purposes depends on the specific framework being followed. For GAAP purposes, gains and losses on
involuntary conversions are typically recognized when the event occurs, unless the transaction qualifies for
other specific guidance.

Reinvestment of Condemnation Proceeds
When gain deferral applies (primarily for tax purposes):

1. The gain on condemnation is deferred rather than recognized immediately
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2. The basis of the replacement property = Cost of new property − Deferred gain

3. The deferred gain effectively reduces future depreciation expense over the replacement asset's life

4. If the company ultimately does not reinvest the proceeds or fails to meet the reinvestment criteria, the
deferred gain must be recognized at that point

Disclosures for Asset Dispositions

Disclosure Requirements
Companies must disclose significant asset dispositions in their financial statements. Required disclosures
generally include:

• A description of the disposed asset and the reason for the disposition

• The date and method of disposal (sale, exchange, retirement, or involuntary conversion)

• Proceeds received or compensation awarded

• The gain or loss recognized

• Tax implications, where material

• Plans for reinvestment of proceeds (for involuntary conversions)

The level of detail depends on materiality. A routine equipment sale may need minimal disclosure, while
the sale of a major facility would warrant more extensive discussion.

Examples of Asset Disposition Disclosures
"On June 30, 2023, the company sold a manufacturing facility for $2,000,000 in cash. The facility had an
original cost of $1,500,000 and accumulated depreciation of $500,000 at the time of sale. The company
recognized a gain of $1,000,000 on the sale, which is included in other income in the income statement."

"During the year ended December 31, 2023, the company exchanged a delivery truck with a book value of
$50,000 for a new truck with a fair value of $80,000. The company paid additional cash of $10,000 as part
of the exchange. The transaction was determined to lack commercial substance, and the basis of the new
truck was recorded at $60,000."

Special Issues in Asset Dispositions

Dispositions by Non-Profit Entities
Non-profit entities face unique considerations when disposing of assets. Contributions of long-term assets
to non-profits are recorded at fair value, and any donor-imposed restrictions on the assets must be
disclosed. Gains or losses on disposition of donated assets affect the non-profit's net assets and must be
classified based on whether donor restrictions exist.

Group Asset Dispositions
When a company disposes of a group of assets (often tied to selling a business segment or product line),
the proceeds and any gain or loss must be allocated among the individual assets based on their relative
fair values. Any goodwill associated with the disposed group must also be allocated to the transaction.
Disclosures should cover the disposed segment, proceeds allocated to each major asset category, and the
impact on ongoing operations.
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Asset Dispositions in Bankruptcy
Asset dispositions during bankruptcy depend on the type of filing:

• Chapter 7 (Liquidation): A court-appointed trustee sells assets and distributes proceeds to creditors in
order of priority. Any remaining funds go to shareholders.

• Chapter 11 (Reorganization): The company may sell or dispose of assets as part of its restructuring
plan, aiming to emerge from bankruptcy as a going concern.

In both cases, dispositions may produce gains or losses that are recognized in the financial statements and
can affect creditor and shareholder recoveries.

8.4 Impairment of long-lived assets
Long-lived assets can lose value beyond what normal depreciation captures. When that happens,
companies must assess and record impairment losses to ensure the balance sheet reflects what those
assets are actually worth. This topic covers how to identify, measure, recognize, and report impairment
under both U.S. GAAP (ASC 360) and IFRS (IAS 36), plus the special rules for goodwill and indefinite-lived
intangibles.

Impairment of Long-Lived Assets
An asset is impaired when its carrying amount (book value) exceeds the future economic benefit the
company can recover from it. The core idea: you can't keep an asset on the books at a value higher than
what you'll get out of it.

• Under U.S. GAAP, impairment testing for long-lived assets held for use is a two-step process
(recoverability test, then fair value measurement).

• Under IFRS, there's a single-step comparison of carrying amount to recoverable amount (the higher of
fair value less costs of disposal and value in use).

Impairment testing isn't done on a fixed schedule for most long-lived assets. Instead, you test when
triggering events suggest the carrying amount may not be recoverable.

Identifying Impaired Assets

Indicators of Impairment
You need to watch for events or changes in circumstances that signal a potential problem. Common
triggers include:

• A significant decline in the asset's market value

• Adverse changes in the business climate, legal environment, or technology affecting the asset

• Costs to acquire or construct the asset that significantly exceed the original budget

• Current-period operating or cash flow losses associated with the asset, especially combined with a
history or forecast of continuing losses

• A plan to dispose of the asset significantly before the end of its estimated useful life

• A significant adverse change in the extent or manner in which the asset is used (e.g., a factory running
at half capacity)
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Not every dip in performance triggers a test. The standard asks whether these indicators, taken together,
make it more likely than not that the carrying amount isn't recoverable.

Grouping Assets for Impairment Testing
Most individual assets don't generate cash flows on their own. A single machine in a factory, for example,
only produces cash as part of the whole production line. Because of this, assets are grouped at the lowest
level for which identifiable cash flows are largely independent of other asset groups.

• Under U.S. GAAP, this grouping is called an asset group.

• Under IFRS, it's called a cash-generating unit (CGU).

The grouping matters because it determines the level at which you perform the recoverability test and
allocate any impairment loss.

Measuring Impairment Loss

The U.S. GAAP Two-Step Approach (ASC 360)
Step 1: Recoverability Test

Compare the asset's (or asset group's) carrying amount to the undiscounted sum of expected future cash
flows from using and eventually disposing of the asset.

• If undiscounted future cash flows ≥ carrying amount → the asset is not impaired. Stop here.

• If undiscounted future cash flows < carrying amount → the asset fails the recoverability test. Proceed
to Step 2.

This first step is a screening filter. Because the cash flows are undiscounted, an asset can pass this test
even if its fair value is below its carrying amount. That's by design: U.S. GAAP sets a relatively high bar
before requiring a write-down.

Step 2: Measure the Impairment Loss

Once an asset fails Step 1, calculate the loss:

The asset's carrying amount is then written down to fair value.

The IFRS Single-Step Approach (IAS 36)
IFRS skips the undiscounted cash flow screen. Instead, you compare the carrying amount directly to the
recoverable amount:

Value in use is the present value of expected future cash flows from the asset, discounted at a pre-tax rate
reflecting current market assessments of the time value of money and asset-specific risks.

If the recoverable amount exceeds the carrying amount, no impairment exists.
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Determining Fair Value
Fair value is the price that would be received to sell an asset in an orderly transaction between market
participants at the measurement date (ASC 820 / IFRS 13). Three common valuation techniques:

• Market approach: Uses prices and other relevant information from actual market transactions
involving identical or comparable assets.

• Income approach: Converts expected future cash flows into a single discounted present value.

• Cost approach: Estimates the current replacement cost of the asset, adjusted for obsolescence.

A fair value hierarchy prioritizes observable market data (Level 1) over unobservable inputs (Level 3).

Recognizing Impairment Loss

Adjusting the Carrying Amount
When you recognize an impairment loss:

1. Reduce the asset's carrying amount to its fair value (U.S. GAAP) or recoverable amount (IFRS).

2. Record the impairment loss as an expense on the income statement.

3. The new, reduced carrying amount becomes the asset's revised cost basis.

4. Going forward, depreciate the revised carrying amount over the asset's remaining useful life. The
depreciation method and residual value should also be reassessed.

The journal entry is straightforward:

• Debit: Impairment Loss (income statement)

• Credit: Accumulated Impairment Losses or the asset account directly (balance sheet)

Allocating Loss to Asset Groups
When an asset group (or CGU) is impaired, you need to allocate the total loss to the individual assets
within the group:

1. Allocate based on the relative carrying amounts of the assets in the group.

2. However, do not reduce any individual asset below its fair value (if determinable), its value in use, or
zero.

3. Under U.S. GAAP, if goodwill is part of the asset group, the impairment loss is allocated to goodwill
first before being allocated to other long-lived assets on a pro-rata basis.

Presentation and Disclosure

Income Statement Presentation
• Impairment losses are typically presented as a separate line item within operating expenses (often
labeled "Impairment of long-lived assets").

• If the impairment is significant or unusual, additional disclosure in the notes is expected.
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Required Disclosures for Impaired Assets
• A description of the impaired asset and the facts and circumstances leading to the impairment

• The amount of the impairment loss and the method(s) used to determine fair value

• Where in the income statement the impairment loss is reported

• The reportable segment in which the impaired asset is reported (if applicable)

Reversing Impairment Losses
This is one of the biggest differences between U.S. GAAP and IFRS.

U.S. GAAP: Reversal of impairment losses on long-lived assets held for use is prohibited. Once you write
down the asset, that's the new basis. Period.

IFRS: Reversal is permitted (except for goodwill) if there has been a change in the estimates used to
determine the recoverable amount since the last impairment was recognized.

IFRS Reversal Rules
• The increased carrying amount after reversal cannot exceed the carrying amount that would have
been determined (net of depreciation) had no impairment loss ever been recognized.

• The reversal is recognized as income in the income statement.

• Depreciation is adjusted prospectively based on the revised carrying amount and remaining useful life.

Impairment of Goodwill
Goodwill gets its own set of rules because it can't be separated from the business and sold independently.

Goodwill Impairment Testing
• Goodwill must be tested for impairment at least annually, plus whenever triggering events occur. This
is different from other long-lived assets, which are tested only when triggers arise.

• Under U.S. GAAP (ASC 350), you compare the fair value of the reporting unit to its carrying amount
(including goodwill). If fair value < carrying amount, the excess is the goodwill impairment loss, but the
loss cannot exceed the total goodwill allocated to that reporting unit.

• Under IFRS (IAS 36), goodwill is allocated to CGUs and tested as part of the CGU impairment test.
The impairment loss is allocated first to goodwill, then pro-rata to other assets in the CGU.

U.S. GAAP also allows a qualitative assessment (sometimes called "Step 0") where you evaluate whether
it's more likely than not that the reporting unit's fair value is less than its carrying amount. If you conclude
it's not, you can skip the quantitative test.

Allocating Goodwill to Reporting Units
• Goodwill is assigned to the reporting units expected to benefit from the synergies of the business
combination.

• Allocation is typically based on the relative fair values of the reporting units at the acquisition date.

• Goodwill impairment losses are never reversed under either U.S. GAAP or IFRS.
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Impairment of Indefinite-Lived Intangibles

Identifying Indefinite-Lived Intangibles
Certain intangible assets (e.g., some trademarks, broadcast licenses, perpetual franchise rights) have no
foreseeable limit on the period over which they'll generate cash flows. These assets are not amortized but
must be tested for impairment annually, plus whenever triggering events occur.

Testing for Impairment
The test is simpler than for goodwill:

1. Compare the fair value of the intangible asset to its carrying amount.

2. If fair value < carrying amount, recognize an impairment loss equal to the difference.

3. The new carrying amount becomes the revised accounting basis.

U.S. GAAP also permits a qualitative assessment first: if you determine it's more likely than not that fair
value exceeds carrying amount, you can skip the quantitative test.

Impairment vs. Depreciation
These are fundamentally different concepts, and exam questions often test whether you can distinguish
them.

Depreciation Impairment

Purpose Systematic allocation of cost over
useful life

One-time write-down due to loss of
recoverable value

Frequency Every period (ongoing) Only when triggered or during annual
testing (goodwill/indefinite-lived
intangibles)

Basis Historical cost (less residual value) Fair value or recoverable amount

Cash flow impact Non-cash expense; no direct cash flow
effect

Non-cash expense; no direct cash flow
effect

Reversibility Not applicable Prohibited under U.S. GAAP; permitted
under IFRS (except goodwill)

One correction worth noting: neither depreciation nor impairment directly affects cash flows. Both are
non-cash charges. Impairment losses signal that future cash flows from the asset are expected to be lower,
but the impairment entry itself doesn't involve cash.

Tax Considerations

Deductibility of Impairment Losses
• Tax treatment varies by jurisdiction. In many cases, book impairment losses are not immediately
deductible for tax purposes. The tax deduction often comes later, when the asset is sold or abandoned.

• When an impairment loss is not tax-deductible, it creates a temporary difference between book and
tax carrying amounts (not a permanent difference, assuming the asset will eventually be disposed of).
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Deferred Tax Assets and Liabilities
• If you write down an asset for book purposes but the tax basis remains at the original amount, the
book carrying amount is now lower than the tax basis. This creates a deductible temporary difference
and a corresponding deferred tax asset.

• The deferred tax asset is recognized to the extent it's more likely than not that sufficient future taxable
income will be available to realize the benefit.

• As the asset is depreciated or disposed of for tax purposes, the temporary difference reverses.

Real-World Examples

Common Scenarios
• Energy companies frequently record impairment losses on oil and gas properties when commodity
prices drop sharply (e.g., the wave of impairments across the oil industry during the 2020 price
collapse).

• Retailers may impair store-level assets when a location consistently underperforms or is slated for
closure. The asset group would typically be the individual store.

• Technology companies may impair acquired intangible assets (patents, developed technology) when
a product line becomes obsolete faster than expected.

What Analysts Look For
• Large or recurring impairment losses can signal deterioration in asset quality and future earnings
potential.

• Comparing a company's impairment charges to industry peers helps assess whether management is
being realistic about asset values or delaying inevitable write-downs.

• The timing of impairment recognition matters: companies sometimes cluster impairments during
already-bad quarters (a practice sometimes called "big bath" accounting), which can inflate
future-period earnings.

8.5 Depletion of natural resources

Depletion Overview
Depletion is how companies account for using up natural resources. As a company extracts oil, mines coal,
or harvests timber, the resource physically disappears. Depletion allocates the cost of that resource to the
periods when it generates revenue, following the matching principle.

This matters most for companies in mining, oil and gas, and timber, where natural resources are the core
asset driving revenue.

Definition of Depletion
Depletion is the systematic allocation of the cost of a natural resource (oil, gas, minerals, timber) to
expense as the resource is extracted or harvested. It reflects the physical reduction in the quantity of the
resource over time.
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Think of it this way: a company pays upfront for the right to extract a resource, but the economic benefit
flows over many periods. Depletion spreads that cost across those periods based on how much of the
resource gets used up.

Depletion vs. Depreciation
Both depletion and depreciation allocate an asset's cost over its useful life, but they apply to different asset
types and use different logic:

• Depreciation applies to tangible fixed assets like equipment and buildings. It's driven by wear and tear,
passage of time, or obsolescence.

• Depletion applies to natural resources. It's driven by the physical exhaustion of the resource itself.

Depletion can be harder to calculate because you need to estimate how much of the resource is
recoverable, and those estimates can change as new geological data comes in.

Depletion vs. Amortization
• Amortization applies to intangible assets (patents, trademarks, copyrights) and typically uses a
straight-line method over the asset's legal or useful life.

• Depletion applies to natural resources and usually follows an activity-based method tied to extraction
volumes.

The key distinction: amortization doesn't involve a physical substance being consumed. With depletion, the
asset literally gets removed from the ground.

Depleting Assets
Depleting assets are natural resources whose value decreases as they're extracted or harvested. Correctly
identifying and valuing these assets is the foundation for all depletion calculations.

Types of Natural Resources
• Minerals: coal, iron ore, precious metals (gold, silver), copper

• Oil and gas reserves: crude oil, natural gas

• Timber and forest resources: standing timber, managed forests

• Other extractive resources: sand, gravel, clay, limestone

Determining the Depletion Base
The depletion base is the total capitalized cost of the natural resource. It includes:

• Acquisition costs: purchase price of the land or mineral rights

• Exploration costs: geological surveys, test drilling, core sampling

• Development costs: costs to prepare the site for extraction (access roads, shafts, wells)

• Estimated restoration costs: obligations to restore the land after extraction is complete (these get
added to the base)

The depletion base minus any expected residual value of the land after extraction gives you the amount to
be depleted.
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Estimating Recoverable Reserves
Recoverable reserves are the estimated quantity of the resource that can be economically extracted given
current technology and market conditions. These estimates come from geological surveys, drilling tests,
and engineering assessments.

Two things to keep in mind:

• Reserve estimates are revised as new information becomes available. When estimates change, the
company recalculates the depletion rate prospectively (going forward, not retroactively).

• Accurate reserve estimates are critical because they sit in the denominator of the depletion formula. A
bad estimate throws off every period's depletion expense.

Depletion Methods

Units-of-Production Method
This is the standard method for financial reporting. It ties depletion directly to how much of the resource
was extracted during the period.

Step 1: Calculate the depletion rate per unit:

Step 2: Multiply by the units extracted during the period:

Example: A mining company purchases mineral rights for \$5,000,000. Exploration and development costs
total \$1,200,000, and estimated restoration costs are \$300,000. The land has an expected residual value
of \$500,000 after mining. Estimated recoverable reserves are 2,000,000 tons.

If the company extracts 150,000 tons in Year 1:

Percentage Depletion Method
This method calculates depletion as a fixed percentage of gross income from the resource property. The
percentage varies by resource type:

• Sulfur and uranium: 22%

• Oil and gas (independent producers): 15%

• Coal and sodium chloride: 10%

• Sand, gravel, and certain stone: 5%

A critical distinction for exams: Percentage depletion is used primarily for tax purposes. It is not generally
accepted under GAAP or IFRS for financial reporting. The reason is that percentage depletion can produce
total depletion deductions that exceed the original cost of the resource, which violates the cost principle.
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Comparison of Methods
Units-of-production matches costs to actual resource consumption, making it the better method for
financial reporting. It can never deplete more than the original cost.

Percentage depletion is income-based rather than cost-based, so cumulative depletion can exceed the
depletion base. This is why it's limited to tax reporting for most purposes.

Depletion Accounting

Initial Recognition
When a company acquires a natural resource, it capitalizes all costs into the depletion base and records
the asset on the balance sheet as a long-term asset (often labeled something like "Mineral Properties" or
"Oil and Gas Properties"). Depletion begins once extraction starts.

Periodic Depletion Entries
Each period, the company records depletion based on the chosen method. The standard journal entry:

Account Debit Credit

Depletion Expense (or Inventory) XX

Accumulated Depletion XX

Accumulated Depletion is a contra-asset account, similar to Accumulated Depreciation. It reduces the
carrying value of the natural resource on the balance sheet.

One nuance worth noting: if the extracted resource hasn't been sold yet, the depletion cost goes into
inventory first, not directly to expense. It hits the income statement as cost of goods sold only when the
inventory is sold.

Depletion Expense on the Income Statement
Depletion expense (for units sold) appears under cost of goods sold or operating expenses. It reduces
gross profit and operating income, helping financial statement users see the true cost of generating
revenue from resource extraction.

Accumulated Depletion on the Balance Sheet
The natural resource asset is reported at its original cost (depletion base) less accumulated depletion. This
net amount represents the remaining book value of the resource.

Balance sheet presentation: Mineral Properties .................. \$6,000,000 Less: Accumulated Depletion ....
(1,350,000) Net Mineral Properties ............. \$4,650,000

Depletion Disclosures
Companies must provide enough information for users to understand how depletion affects the financial
statements. Disclosures typically fall into three categories.

Required Footnote Disclosures
• Description and location of natural resource assets
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• Depletion method used

• Depletion rates and estimated recoverable reserves

• Capitalized costs and accumulated depletion balances

• Any changes in estimates or methods during the period, along with their financial impact

Supplementary Depletion Schedules
Some companies provide detailed schedules showing how depletion expense was calculated, including
production volumes, reserve estimate changes, and planned future development costs. These schedules
give analysts the data they need to evaluate whether depletion assumptions are reasonable.

Depletion Policy Explanations
Companies describe the rationale behind their chosen methods and discuss significant judgments,
especially around reserve estimates and expected production patterns. If a company changes its depletion
policy or revises reserve estimates, it must explain the change and quantify the impact on the financial
statements.

Special Depletion Issues

Depletion of Land
When land is purchased specifically for its extractable resources (a quarry, for example), the land itself can
be subject to depletion. The depletion base includes the cost of the land plus related development costs.
After extraction is complete, any remaining land value is the residual value that was excluded from the
depletion calculation.

Depletion of Timber
Timber depletion works the same way as mineral depletion but uses volume (board feet or cubic meters)
as the unit of measure:

One unique aspect of timber: reforestation costs may be capitalized and depleted over the growth cycle of
the new timber. Unlike minerals, timber is a renewable resource, so the accounting can involve multiple
growth and harvest cycles.

Depletion in Extractive Industries
Oil and gas and mining companies often calculate depletion separately for each property or reservoir, since
each has its own reserve estimates and production profile. Industry-specific frameworks (like the full cost
method and successful efforts method in oil and gas) also affect how costs are accumulated in the
depletion base.

Tax Implications of Depletion
Because tax rules allow percentage depletion while GAAP requires units-of-production, the depletion
expense on the tax return often differs from the depletion expense on the income statement. This
difference creates temporary differences that result in deferred tax assets or liabilities.
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Companies using percentage depletion for tax purposes need to maintain separate records tracking both
the tax depletion and the book depletion to ensure compliance and proper deferred tax accounting.

Depletion Analysis

Depletion Rate Calculations
Tracking depletion rates over time reveals important trends. If the depletion rate per unit is rising, it may
signal increasing extraction costs or downward revisions in reserve estimates. Comparing your company's
depletion rate to industry benchmarks helps assess operational efficiency.

Depletion and Profitability
Depletion expense directly reduces gross profit and operating income. Analysts often look at:

• Depletion expense as a percentage of revenue from the resource

• How changes in reserve estimates affect reported earnings

• Whether the company's profitability can withstand higher depletion rates if reserves are revised
downward

Depletion and Break-Even Analysis
Break-even analysis for resource companies factors depletion into the cost structure. You can calculate the
minimum production level or minimum selling price needed to cover depletion plus other operating costs.
Changes in depletion rates (from revised reserve estimates, for instance) shift the break-even point, which
matters for production planning.

Optimizing Depletion Strategies
Companies consider several factors when setting depletion strategy:

• The financial reporting impact of different methods on earnings and asset values

• Tax implications, especially the interplay between percentage depletion (for tax) and
units-of-production (for books)

• How production rates and development plans affect the timing of depletion expense

• Whether accelerating or deferring depletion better aligns with the company's broader financial
objectives



Fiveable archived study guides Page 207

Unit 9 – Intangible Assets
9.1 Types of intangible assets

Definition of Intangible Assets
Intangible assets are non-physical resources that provide long-term economic benefits to a company. They
lack physical substance but often hold enormous value. Think of a pharmaceutical company's patent on a
blockbuster drug or a tech company's proprietary software. These assets don't sit in a warehouse, but they
can drive billions in revenue.

For financial reporting purposes, intangible assets appear on the balance sheet and directly affect income
through amortization and impairment. Getting their accounting treatment right matters for everything from
net income to acquisition analysis.

Characteristics of Intangible Assets
To qualify as an intangible asset under accounting standards (ASC 350 / IAS 38), an item must meet three
criteria: identifiability, control, and future economic benefits.

Identifiability
An intangible asset must be distinguishable from other assets. Specifically, it should be separable,
meaning it can be sold, transferred, licensed, rented, or exchanged independently from the entity.
Alternatively, it qualifies if it arises from contractual or legal rights, even if those rights aren't separable.

This criterion is what separates a recognized intangible asset from goodwill. A patent can be sold on its
own; goodwill cannot.

Control
The company must have the power to obtain future economic benefits from the asset and restrict others
from accessing those benefits. Legal rights typically establish control. A patent gives you exclusive use of
an invention. A trademark prevents competitors from using your brand identity.

One tricky area: a highly skilled workforce generates economic benefits, but a company can't prevent
employees from leaving. That's why a trained workforce doesn't qualify as a separately recognized
intangible asset.

Future Economic Benefits
The asset must be expected to generate probable future economic benefits. These can take the form of:

• Revenue from sales of products or services tied to the asset

• Cost savings (e.g., a patented process that reduces manufacturing costs)

• Licensing fees from letting others use the asset

The benefits need to be both probable and reliably measurable for the asset to be recognized.
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Common Types of Intangible Assets

Patents
Patents grant exclusive rights to an invention or process for a specified period (typically 20 years from the
filing date in the U.S.). They protect innovative products or technologies from being copied by competitors.
A pharmaceutical company's patent on a drug formula or a tech firm's patent on a chip design are classic
examples.

Copyrights
Copyrights protect original works of authorship, including literary, musical, and artistic creations. The owner
gets exclusive rights to reproduce, distribute, and adapt the work. In accounting, you'll commonly see
copyrights on software code, books, and musical compositions. Copyright protection in the U.S. generally
lasts for the author's life plus 70 years, though the useful life for amortization purposes is often much
shorter.

Trademarks
Trademarks are distinctive signs, symbols, or phrases that identify a company's products or services. They
build brand recognition and differentiate the company from competitors. The Nike swoosh and McDonald's
"I'm lovin' it" slogan are well-known examples. Trademarks can be renewed indefinitely, which is why
they're often treated as indefinite-lived intangible assets (not amortized, but tested for impairment).

Franchises
A franchise agreement allows a franchisee to operate under the franchisor's brand name and business
model. The franchisor grants the right to use its trademarks, operating procedures, and proprietary
systems. Fast-food chains like Subway and hotel brands like Hilton operate largely through franchise
arrangements. The franchisee records the franchise right as an intangible asset.

Licenses
Licenses grant the right to use, produce, or sell a patented invention, copyrighted work, or trademark. They
allow companies to monetize their intellectual property without directly using it themselves. Software
licenses (like Microsoft Office enterprise agreements) and character licenses (like Disney licensing its
characters for merchandise) are common examples.

Goodwill
Goodwill is unique among intangible assets. It represents the excess of the purchase price over the fair
value of identifiable net assets acquired in a business combination. If Company A buys Company B for
\$10 million, and Company B's identifiable net assets have a fair value of \$7 million, the remaining \$3
million is recorded as goodwill.

Goodwill captures hard-to-quantify value like reputation, customer loyalty, and expected synergies. Two
critical accounting rules to remember:

• Goodwill is not amortized (under U.S. GAAP)

• Goodwill is tested for impairment at least annually
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Accounting for Intangible Assets

Initial Recognition and Measurement
Intangible assets are initially recorded at cost. What "cost" means depends on how the asset was obtained:

• Purchased individually: Record at the purchase price plus any directly attributable costs to prepare the
asset for its intended use (legal fees, registration costs, etc.)

• Acquired in a business combination: Record at fair value on the acquisition date

• Internally generated: Generally not recognized on the balance sheet, with limited exceptions for
development costs that meet specific criteria (discussed below)

This last point trips up a lot of students. A company might spend millions building a brand internally, but
that spending gets expensed, not capitalized. Yet if another company buys that brand, the acquirer records
it as an intangible asset at fair value.

Amortization of Intangible Assets
Intangible assets with finite useful lives are amortized over their expected period of benefit. The two most
common methods are:

• Straight-line method: Equal expense each period (most common)

• Units-of-production method: Expense based on actual usage or output

Intangible assets with indefinite useful lives (like certain trademarks or goodwill) are not amortized. Instead,
they're tested for impairment at least annually.

The distinction between finite and indefinite useful life is one of the most testable concepts in this unit.
"Indefinite" does not mean "infinite." It means there's no foreseeable limit to the period over which the asset
will generate cash flows.

Impairment of Intangible Assets
• Finite-lived intangibles are tested for impairment whenever events or changes in circumstances
suggest the carrying amount may not be recoverable. An impairment loss is recognized if the carrying
amount exceeds the asset's fair value.

• Indefinite-lived intangibles (including goodwill) are tested for impairment at least annually, regardless
of whether impairment indicators exist.

• Once an impairment loss is recorded under U.S. GAAP, it cannot be reversed in future periods.

Disclosure Requirements for Intangible Assets

Notes to Financial Statements
Companies must disclose key information about their intangible assets, including:

• Types of intangible assets held

• Useful lives and amortization methods used

• Gross carrying amounts and accumulated amortization



Fiveable archived study guides Page 210

• Amortization expense for the period

• Significant changes in carrying amounts during the period

Supplementary Information
Companies may also provide additional detail in supplementary schedules, such as patent expiration
dates, trademark registration status, or the remaining useful lives of key assets. This helps financial
statement users assess the nature, timing, and uncertainty of future cash flows tied to these assets.

Comparison of Intangible Assets vs. Tangible Assets
Feature Intangible Assets Tangible Assets

Physical form No physical substance Have physical form

Cost allocation Amortized (if finite life) Depreciated

Valuation difficulty Often harder to value; more judgment
involved

Generally easier to value using market
data

Useful life determination More subjective; some have indefinite
lives

Usually more objectively determinable

Balance sheet treatment Both are capitalized and reported as
long-term assets

Same

Impairment testing Both are subject to impairment testing Same

Despite these differences, the underlying accounting logic is similar: capitalize the cost, allocate it over the
useful life, and test for impairment when indicators arise.

Tax Implications of Intangible Assets

Amortization for Tax Purposes
Under U.S. tax law (Section 197), most acquired intangible assets are amortized over 15 years using the
straight-line method, regardless of their actual useful life. This often differs from the book amortization
period, creating temporary differences that result in deferred tax assets or liabilities.

Tax Deductibility of Intangible Assets
The cost of acquiring intangible assets is generally tax-deductible through amortization. Research and
development costs receive favorable tax treatment in many jurisdictions and may be expensed
immediately or amortized over a specified period depending on current tax rules. The specific treatment
varies by jurisdiction and asset type, so always check the applicable tax code.

Valuation Methods for Intangible Assets
Three primary approaches are used to value intangible assets:

Cost Approach
Estimates value based on what it would cost to recreate or replace the asset with one of equivalent utility.
This approach works best for internally generated intangibles or when market data isn't available. The main
limitation is that replacement cost doesn't always reflect the asset's actual economic value.
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Market Approach
Determines value based on prices paid for similar assets in actual market transactions. It relies on the
principle of substitution: a buyer wouldn't pay more for an asset than the cost of acquiring a comparable
substitute. This approach works well when an active market for similar assets exists, but many intangible
assets are unique enough that good comparables are hard to find.

Income Approach
Estimates value based on the present value of future cash flows the asset is expected to generate. You
forecast the cash flows attributable to the asset, then discount them back to present value using an
appropriate discount rate. This is the most commonly used method for intangible assets with identifiable
cash flows, such as customer relationships or licensing agreements.

Intangible Assets in Business Combinations

Identification and Valuation
When one company acquires another, the acquirer must identify and separately recognize all intangible
assets that meet the recognition criteria (identifiable, controlled, and generating future economic benefits).
Each intangible asset is measured at its acquisition-date fair value using the valuation methods described
above.

This process often surfaces intangible assets that the acquired company never recorded on its own books,
such as customer lists, trade names, or non-compete agreements.

Allocation of Purchase Price
The purchase price is allocated to identifiable assets and liabilities at their fair values. Here's the basic
process:

1. Determine the total purchase price (consideration transferred)

2. Identify and measure all tangible assets, intangible assets, and liabilities at fair value

3. Calculate net identifiable assets (total fair value of assets minus liabilities)

4. Any excess of the purchase price over net identifiable assets is recorded as goodwill

The allocation to intangible assets directly affects future amortization expense and, therefore, the
acquirer's reported earnings going forward.

Research and Development Costs

Accounting Treatment
The treatment of R&D costs depends on the phase:

• Research phase: All costs are expensed as incurred. Research is too uncertain to meet the
recognition criteria for an asset.

• Development phase: Costs may be capitalized as an intangible asset, but only if all the capitalization
criteria are met (see below). Under U.S. GAAP, most development costs are also expensed, with the
notable exception of software development costs after technological feasibility is established.
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Once capitalized, development costs are amortized over their useful life starting when the related asset is
available for use.

Capitalization Criteria
To capitalize development costs, all of the following must be demonstrated:

1. Technical feasibility of completing the intangible asset

2. Intention to complete and use or sell the asset

3. Ability to use or sell the asset

4. Probable future economic benefits (e.g., a market exists for the asset's output)

5. Availability of adequate resources (technical, financial, and other) to complete development

6. Ability to reliably measure the expenditure attributable to the asset during development

If any one of these criteria isn't met, the costs must be expensed.

Internally Generated Intangible Assets

Recognition Criteria
Internally generated intangible assets (such as proprietary software or internally developed patents) follow
the same research/development phase distinction described above. Costs incurred during the research
phase are always expensed. Costs during the development phase are capitalized only when all six
capitalization criteria are satisfied.

A key point that often appears on exams: internally generated goodwill, brands, mastheads, and customer
lists are never recognized as intangible assets under either U.S. GAAP or IFRS. Only purchased versions
of these items can be recognized.

Measurement and Amortization
• The initial cost of an internally generated intangible asset equals the sum of expenditures incurred
from the date the recognition criteria are first met through completion. Any costs incurred before that
date are already expensed and cannot be retroactively capitalized.

• After initial recognition, subsequent expenditure on the asset is generally expensed unless it clearly
enhances the asset beyond its original performance.

• The useful life is based on the period over which the asset is expected to generate net cash inflows,
and amortization begins when the asset is ready for its intended use.

9.2 Amortization of intangibles

Definition of intangible assets
Intangible assets are non-physical resources that provide future economic benefits to a company. Think of
them as valuable rights or privileges a company owns, even though you can't touch them. Patents,
copyrights, trademarks, goodwill, and software all fall into this category.

Unlike tangible assets (buildings, equipment, vehicles), intangible assets lack physical substance. Their
value comes from the legal rights or competitive advantages they grant the holder.
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Accounting for intangible assets
Accounting for intangible assets involves recognizing, measuring, and reporting them in financial
statements. Getting this right matters because intangibles can represent a significant portion of a
company's total value.

Initial recognition of intangibles
When a company acquires an intangible asset from an external party, it records the asset at cost. That cost
includes:

• The purchase price

• Any directly attributable costs needed to prepare the asset for its intended use (legal fees, registration
costs, etc.)

Internally generated intangibles are generally not recognized as assets under U.S. GAAP. The reasoning:
it's too difficult to reliably separate and measure the cost of creating something like a brand name or
proprietary process from normal operating costs.

Measurement of intangible assets
After initial recognition, intangible assets are carried at cost less accumulated amortization and any
impairment losses. A few key distinctions:

• Intangibles with finite useful lives are amortized over those lives.

• Intangibles with indefinite useful lives (like goodwill) are not amortized. Instead, they're tested annually
for impairment.

• Revaluation of intangibles is generally not permitted under U.S. GAAP, though IFRS allows it in
certain circumstances when an active market exists.

Amortization of intangibles
Amortization is the systematic allocation of an intangible asset's cost over its useful life. Each period,
amortization expense hits the income statement and reduces the asset's carrying value on the balance
sheet. It's conceptually identical to depreciation for tangible assets, just with different terminology.

Amortization vs depreciation
Both amortization and depreciation spread an asset's cost over its useful life. The only real difference is the
type of asset involved:

• Amortization applies to intangible assets (patents, copyrights, franchise agreements)

• Depreciation applies to tangible assets (property, plant, and equipment)

The mechanics and journal entry logic are the same. You're matching the cost of a long-lived asset to the
periods that benefit from it.

Determining useful life of intangibles
The useful life of an intangible asset is the period over which it's expected to contribute to the company's
cash flows. This isn't always straightforward. You need to consider:
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• Legal, regulatory, or contractual provisions that cap the asset's life (a patent has a 20-year legal life,
for example)

• Economic factors like obsolescence, shifts in demand, and competitive pressures that might shorten
the asset's productive period

• Renewal options, if any, and whether renewal is expected without significant cost

The useful life for amortization purposes is the shorter of the asset's legal life and its expected economic
life.

Amortization methods for intangibles
The straight-line method is by far the most common approach. It allocates cost evenly across each year of
the asset's useful life.

Other methods are acceptable if they better reflect the pattern in which the asset's economic benefits are
consumed:

• Accelerated methods (e.g., declining balance) front-load more expense in earlier years

• Units-of-production method ties amortization to actual usage or output

If the pattern of benefit consumption can't be reliably determined, you default to straight-line.

Calculation of amortization expense
Here's the straight-line formula:

For most intangible assets, the residual value is assumed to be zero unless a third party has committed to
purchasing the asset at the end of its useful life, or there's an active market for that type of asset.

Example: A company acquires a patent for $100,000. The patent has no residual value and a useful life of
5 years.

1. Identify the depreciable base: 

2. Divide by useful life: 

3. Record annual amortization expense of $20,000 each year for 5 years.

The journal entry each period:

• Debit: Amortization Expense $20,000

• Credit: Accumulated Amortization (or the intangible asset account directly) $20,000

Note: Under U.S. GAAP, companies can credit either a contra-asset account (Accumulated Amortization)
or the intangible asset account directly. Both approaches are acceptable.

Impairment of intangible assets
Impairment occurs when an intangible asset's carrying amount exceeds its fair value. When this happens,
the asset is written down and an impairment loss is recognized on the income statement.
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Indicators of intangible impairment
You should evaluate whether impairment testing is needed when certain red flags appear:

• External indicators: Significant adverse changes in the legal environment, technology shifts, market
decline, or increased competition

• Internal indicators: Evidence of obsolescence, a significant drop in the asset's performance, or revised
expectations showing lower future cash flows

Impairment testing for intangibles
The testing approach depends on the type of intangible:

• Finite-life intangibles are tested for impairment only when triggering events or indicators suggest the
carrying amount may not be recoverable. The test uses a two-step process under ASC 360: first check
recoverability (compare carrying amount to undiscounted future cash flows), then measure the loss if
needed.

• Indefinite-life intangibles (including goodwill) must be tested for impairment at least annually, whether
or not indicators are present.

Fair value is typically determined using discounted cash flow analysis, market comparisons, or other
accepted valuation techniques.

Measuring and recording impairment losses
If fair value falls below carrying amount:

1. Calculate the impairment loss: 

2. Recognize the loss on the income statement

3. Write down the asset to its new fair value

After the write-down, the reduced carrying amount becomes the new cost basis for future amortization.
Under U.S. GAAP, impairment losses on intangible assets cannot be reversed in later periods.

Presentation and disclosure of intangibles

Balance sheet presentation of intangibles
Intangible assets appear on the balance sheet as non-current assets, reported separately from tangible
assets. They're shown at their carrying amount (cost less accumulated amortization and impairment
losses).

Disclosure requirements for intangibles
Companies must disclose several pieces of information about their intangible assets:

• The gross carrying amount and accumulated amortization for each major class of intangibles

• The weighted-average amortization period for each major class

• The estimated aggregate amortization expense for each of the next five years
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• Any changes in estimated useful life or amortization method, which are treated as a change in
accounting estimate (applied prospectively, not retroactively)

Amortization expense in income statement
Amortization expense is reported as part of operating expenses on the income statement. It should be
presented separately or disclosed in the notes so users can distinguish it from depreciation and other
operating costs.

Special considerations for intangibles

Intangibles with indefinite useful lives
Some intangible assets have no foreseeable limit on the period over which they'll generate cash flows.
Examples include certain trademarks and perpetual franchise rights.

• These assets are not amortized.

• They're tested for impairment at least annually.

• If circumstances change and the useful life becomes finite, amortization begins prospectively from that
point forward over the newly estimated useful life.

Internally generated intangible assets
Under U.S. GAAP, research and development costs are expensed as incurred (ASC 730). This is a strict
rule with limited exceptions.

One notable exception: software development costs. Under ASC 985-20 (software to be sold) or ASC
350-40 (internal-use software), certain development costs can be capitalized once specific criteria are met,
such as establishing technological feasibility. Capitalized costs are then amortized over the software's
estimated useful life once it's available for sale or placed in service.

Under IFRS (IAS 38), the treatment is slightly different. Research costs are expensed, but development
costs can be capitalized if the company demonstrates technical feasibility, intent to complete, ability to use
or sell, and the ability to reliably measure costs.

Intangible assets acquired in business combinations
When one company acquires another, the acquirer often recognizes intangible assets that the target
company never recorded on its own books. These might include:

• Customer relationships

• Trade names and brand names

• Non-compete agreements

• In-process research and development

These acquired intangibles are measured at fair value on the acquisition date and amortized over their
estimated useful lives. Goodwill, which represents the excess of the purchase price over the fair value of
net identifiable assets, is not amortized but is tested annually for impairment.
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Tax implications of intangible assets
The tax treatment of intangible assets often differs from the book (accounting) treatment, creating
temporary differences that affect deferred taxes.

Amortization for tax purposes
Under Section 197 of the Internal Revenue Code, most acquired intangible assets (including goodwill,
customer-related intangibles, covenants not to compete, and franchises) are amortized over 15 years
using the straight-line method for tax purposes, regardless of their actual useful life.

Other intangibles, like patents and copyrights, are generally amortized over the shorter of their legal life or
useful life for tax purposes.

This creates a common mismatch: a patent with a 10-year useful life gets amortized over 10 years for book
purposes but might fall under the 15-year Section 197 rule for tax purposes.

Deferred tax assets and liabilities for intangibles
When book amortization and tax amortization differ in timing, temporary differences arise:

• If book amortization exceeds tax amortization in a given year, a deferred tax liability results (you're
paying less tax now but will pay more later).

• If tax amortization exceeds book amortization, a deferred tax asset results (you're paying more tax
now but will pay less later).

These deferred tax items are recognized on the balance sheet and follow the general principles of ASC
740 (Income Taxes). They reverse over time as the total amortization eventually equals out under both
systems.

9.3 Impairment of intangible assets

Identifying Intangible Assets for Impairment
Intangible assets like patents, trademarks, and goodwill can lose value over time. Impairment occurs when
the carrying amount of an intangible asset exceeds its fair value, signaling that the asset is overstated on
the balance sheet. Companies need to watch for specific warning signs, both inside and outside the
organization, that trigger the need for impairment testing.

Internal Indicators of Impairment
These are changes within the company that suggest an intangible asset may have lost value:

• Significant changes in how the asset is used or expected to be used (e.g., a patent that the company
no longer plans to commercialize)

• Deterioration in cash flows generated by the asset compared to original projections

• Plans to discontinue or restructure the operation tied to the intangible asset

• Evidence of obsolescence, such as a technology patent being replaced by a newer internal
development
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External Indicators of Impairment
These come from outside the company:

• A decline in market value driven by technological advances, shifting market conditions, or new legal
restrictions

• Adverse changes in the business environment, like increased competition or unfavorable regulatory
changes

• Rising market interest rates, which increase the discount rate used to value future cash flows and
thereby reduce the asset's present value

• Weaker-than-expected market performance of products or services tied to the asset

Impairment Testing for Intangible Assets
Impairment testing determines whether an intangible asset's carrying amount has fallen below its fair
value. The key distinction here is between finite-lived and indefinite-lived intangibles, because each follows
a different testing process.

Impairment Testing for Finite-Lived Intangibles
Finite-lived intangible assets are amortized over their useful lives and only tested for impairment when
triggering events or indicators are present. Under U.S. GAAP (ASC 360), the process follows a two-step
approach:

1. Recoverability test: Compare the asset's carrying amount to the undiscounted future cash flows
expected from using and eventually disposing of the asset.

2. If the carrying amount exceeds the undiscounted cash flows, the asset fails the recoverability test
and you move to step two.

3. Measure the impairment loss: Calculate the difference between the asset's fair value and its carrying
amount. That difference is the impairment loss.

Notice the two different comparisons: the first step uses undiscounted cash flows as a screening threshold,
while the actual loss measurement uses fair value. This is a common exam trap.

Example: A patent has a carrying amount of . Expected undiscounted future cash flows are
, and the patent's fair value is . The patent fails the recoverability test (

), so the impairment loss is .

Impairment Testing for Indefinite-Lived Intangibles
Indefinite-lived intangible assets (like certain trademarks or goodwill) are not amortized. Instead, they must
be tested for impairment at least annually, or more frequently if indicators of impairment arise. The test is
simpler than for finite-lived assets:

1. Compare the asset's fair value directly to its carrying amount.

2. If the carrying amount exceeds fair value, recognize an impairment loss equal to the difference.

There is no undiscounted cash flow screening step for indefinite-lived intangibles. You go straight to the fair
value comparison.
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Under ASC 350, companies may first perform an optional qualitative assessment (sometimes called "Step
0") to determine whether it's more likely than not that the asset is impaired. If qualitative factors suggest no
impairment, the quantitative test can be skipped.

Measuring Impairment Loss for Intangible Assets
The impairment loss equals the amount by which an asset's carrying amount exceeds its fair value.

Fair Value vs. Carrying Amount
• Fair value is the price that would be received to sell the asset in an orderly transaction between
market participants at the measurement date (ASC 820 definition).

• Carrying amount is the asset's original cost minus accumulated amortization and any previously
recognized impairment losses.

• An impairment loss is recognized whenever fair value drops below carrying amount (after passing the
applicable test for the asset type).

Allocating Impairment Loss to Asset Groups
When an intangible asset is tested as part of a larger asset group (a group of assets whose cash flows are
largely independent of other assets), the impairment loss must be allocated:

• Allocate the loss pro rata based on the relative carrying amounts of the assets in the group.

• No individual asset's carrying amount can be reduced below its fair value through this allocation. Any
excess loss that would push an asset below fair value gets redistributed to the remaining assets in the
group.

Recognizing and Reporting Impairment Losses
Impairment losses are recognized in the period when the impairment is identified.

Timing of Impairment Loss Recognition
• Finite-lived intangibles: Recognize the loss when indicators are present and the undiscounted cash
flows fall below the carrying amount.

• Indefinite-lived intangibles: Recognize the loss during the annual impairment test, or earlier if
triggering events occur between annual tests.

Financial Statement Presentation of Impairment Losses
• Report impairment losses on the income statement, typically as a separate line item within operating
expenses or as part of a broader line item depending on materiality.

• The carrying amount of the asset on the balance sheet is reduced by the impairment loss.

• Notes to the financial statements should disclose the amount, nature, and circumstances that led to
the impairment.

After recognizing an impairment loss on a finite-lived intangible, the new (lower) carrying amount becomes
the basis for calculating amortization over the asset's remaining useful life.
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Reversing Impairment Losses for Intangible Assets
This is where U.S. GAAP and IFRS diverge significantly.

U.S. GAAP (ASC 350 / ASC 360)
Under U.S. GAAP, reversal of impairment losses is prohibited for intangible assets (and for goodwill). Once
you write down an intangible asset, that reduced carrying amount is permanent. This is a critical rule to
remember.

IFRS (IAS 36)
Under IFRS, impairment losses on intangible assets other than goodwill may be reversed if conditions
change:

• A reversal is permitted only when there has been a change in the estimates used to determine the
asset's recoverable amount since the last impairment was recognized.

• The reversal cannot exceed the carrying amount that would have been determined (net of
amortization) had no impairment loss ever been recognized.

• The reversal is recognized as a gain in profit or loss for the period.

• Future amortization is adjusted to allocate the revised carrying amount over the asset's remaining
useful life.

Goodwill impairment losses are never reversed under either U.S. GAAP or IFRS.

Tax Considerations for Intangible Asset Impairment
Impairment losses on intangible assets can create differences between book income and taxable income.

Deductibility of Impairment Losses
• Tax deductibility of impairment losses depends on the jurisdiction's specific tax laws. In many cases,
impairment write-downs for financial reporting purposes are not immediately deductible for tax
purposes.

• Tax deductions for intangible assets often follow their own amortization schedules (e.g., Section 197
amortization in the U.S. for certain intangibles over 15 years), regardless of impairment recognized on
the books.

Deferred Tax Assets and Valuation Allowances
When an impairment loss is recognized for book purposes but not for tax purposes, a temporary difference
arises:

• This creates a deferred tax asset (DTA), because the future tax deduction will exceed the future book
expense.

• You must assess whether the DTA is recoverable. If it is more likely than not (greater than 50%
probability) that some or all of the DTA will not be realized, record a valuation allowance to reduce the
DTA to its expected realizable amount.
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Disclosure Requirements for Intangible Asset Impairment
Transparent disclosure helps financial statement users understand the judgments behind impairment
decisions.

Required Disclosures for Impairment Testing
• The methods and key assumptions used to determine fair value (e.g., discount rates, growth rates,
market comparables)

• For indefinite-lived intangibles, the date of the most recent impairment test and, if tested outside the
regular annual cycle, the reasons for doing so

Disclosures for Recognized Impairment Losses
• The amount of impairment loss recognized during the period, broken out by major class of intangible
asset

• A description of the events and circumstances that led to the impairment

• The valuation method used to determine fair value (income approach, market approach, or cost
approach) and the key assumptions applied

9.4 Research and development costs

Accounting for R&D Costs
Research and development costs represent what companies spend to create new products, services, or
processes. The core accounting challenge is this: R&D spending might lead to hugely profitable
innovations, or it might lead nowhere. That uncertainty drives most of the accounting rules you need to
know for this topic.

R&D Costs vs. Capital Expenditures
These two get mixed up often, but the distinction matters.

Capital expenditures are costs to acquire or improve long-term assets like property, plant, and equipment.
The future benefit is reasonably certain (you bought a building, and it's there), so you capitalize and
depreciate them.

R&D costs are expenditures tied to developing something new. The future benefit is not certain. You might
spend millions on a drug that never gets approved. Because of that uncertainty, R&D costs are generally
expensed as incurred rather than capitalized.

The key differentiator is certainty of future economic benefit. Capital expenditures have it; R&D costs
typically don't.

Criteria for R&D Activities
Not every expense qualifies as R&D. To count as R&D, an activity must involve:

• Planned search or investigation — a systematic effort aimed at discovering new knowledge or
developing new products/processes. Routine testing or quality control doesn't qualify.

• Discovery of new knowledge — the goal is to learn something that didn't exist before, not just apply
what's already known.
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• Uncertainty of future benefits — there's no guarantee the work will produce a commercially viable
result. This uncertainty is exactly why the default accounting treatment is to expense these costs.

Accounting Treatment of R&D Costs

Expensing R&D Costs
Under US GAAP, R&D costs are expensed as incurred. Full stop. You recognize them as expenses on the
income statement in the period the spending happens.

Under IFRS, research costs are also expensed as incurred, but development costs can be capitalized if
specific criteria are met (covered below in the IFRS vs. US GAAP section).

Rationale for Expensing
The logic is conservative: since you can't reliably predict whether R&D will generate future revenue,
recognizing it as an asset would risk overstating the balance sheet. Expensing immediately keeps reported
assets grounded in what's reasonably certain.

Impact on Financial Statements
• R&D expenses reduce net income and EPS in the period they're incurred.

• The balance sheet is not inflated by uncertain future benefits.

• Companies with heavy R&D spending (think pharmaceuticals or tech) can appear less profitable in the
short term, even if that spending fuels long-term growth. Keep this in mind when comparing companies
across industries.

R&D Costs on the Balance Sheet
Even though R&D costs hit the income statement rather than the balance sheet, companies still have
disclosure obligations:

• They must report the total amount of R&D costs incurred during the period.

• They must provide a description of R&D activities being undertaken.

The notes to the financial statements often give additional detail: specific projects underway, expected
timelines, and anticipated outcomes. These notes are where analysts look to understand a company's
innovation pipeline.

R&D Arrangements

Funding from Third Parties
Companies sometimes receive outside funding for R&D from government agencies, partners, or other
companies. This funding can come as grants, contracts, or collaborative agreements.

Accounting for Third-Party Funding
The accounting treatment depends on the terms of the arrangement:

1. Funding contingent on success with repayment required — If the company must repay the funds
when the R&D succeeds, it records a liability for the potential repayment obligation. The risk hasn't truly
been transferred to the third party.
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2. Non-refundable funding — If the company keeps the money regardless of outcome, it recognizes the
funding as income in the period received.

The critical question is: who bears the risk of failure? If the company bears it, there's a liability. If the third
party bears it, there's income.

R&D in Business Combinations

In-Process R&D (IPR&D)
When one company acquires another, it may pick up R&D projects that are still underway. These
incomplete projects are called in-process R&D (IPR&D).

Valuation and Subsequent Treatment
Under US GAAP, IPR&D acquired in a business combination follows a specific path:

1. At acquisition: Recognize IPR&D as an indefinite-lived intangible asset at fair value.

2. Fair value measurement: Determined using valuation techniques such as the multi-period excess
earnings method or the relief-from-royalty method.

3. After acquisition: The asset is not amortized but is subject to annual impairment testing.

4. Upon completion: Once the project is finished, reclassify the asset as a finite-lived intangible and
begin amortizing it.

5. Upon abandonment: If the project is abandoned, write the asset down to zero (recognize an
impairment loss).

This is a notable exception to the general rule of expensing R&D. Because the IPR&D was acquired at a
measurable fair value in a transaction, it gets asset treatment.

Financial Ratios Impacted by R&D
Two ratios come up frequently when analyzing R&D spending:

R&D Intensity Ratio

This measures how much of a company's revenue base is being directed toward R&D. A biotech firm might
have a ratio above 20%, while a retailer's would be near zero.

R&D to Sales Ratio

Functionally very similar to the intensity ratio, this version specifically uses sales rather than total revenues.
Both ratios help investors gauge how aggressively a company is investing in future innovation relative to its
current size.

Higher ratios aren't automatically "better" or "worse." They signal strategic priorities. A company with a high
ratio is betting on future products; a company with a low ratio may be harvesting existing ones.
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Tax Treatment of R&D Costs

R&D Tax Credits
Many jurisdictions offer tax credits to incentivize R&D investment. These credits reduce a company's tax
liability based on qualifying R&D expenditures. The specific rules (what qualifies, credit percentages, caps)
vary by country and sometimes by region within a country.

Timing Differences vs. Permanent Differences
The tax treatment of R&D can create differences between book income and taxable income:

• Timing differences arise when R&D expenses are recognized in different periods for financial reporting
vs. tax purposes. For example, tax law might allow accelerated deduction of certain R&D costs that are
expensed evenly for book purposes. These differences reverse over time and create deferred tax
assets or liabilities.

• Permanent differences occur when an R&D expense is recognized for book purposes but is never
deductible for tax purposes (or vice versa). These don't reverse and directly affect the effective tax rate.

Comparison of IFRS vs. US GAAP
This is one of the most testable differences in this unit.

US GAAP IFRS

Research costs Expensed as incurred Expensed as incurred

Development costs Expensed as incurred Capitalized if all six criteria are met

IPR&D in business combinations Capitalized at fair value
(indefinite-lived)

Capitalized at fair value

IFRS Capitalization Criteria for Development Costs
Under IFRS (IAS 38), development costs must be capitalized once all six of the following criteria are met. If
even one is not satisfied, the costs are expensed:

1. Technical feasibility of completing the intangible asset

2. Intention to complete and use or sell it

3. Ability to use or sell the intangible asset

4. Probable future economic benefits — the company can demonstrate how the asset will generate
them (e.g., a market exists for it)

5. Adequate resources — technical, financial, and other resources are available to finish development
and use or sell the asset

6. Reliable measurement — the company can reliably measure the expenditure attributable to the asset
during development

Once capitalized, development costs are amortized over the asset's useful life and tested for impairment.

Under US GAAP, all R&D is expensed (with narrow exceptions like software development costs under
ASC 985-20). Under IFRS, the research phase is expensed but the development phase can be capitalized.
This distinction between "research" and "development" is central to IFRS treatment.
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9.5 Goodwill

Definition of Goodwill
Goodwill represents the excess of the purchase price over the fair value of the identifiable net assets
acquired in a business combination. It arises when a company acquires another business and pays more
than what the target's net assets are actually worth at fair value. That premium captures value from things
that can't be separately identified on a balance sheet: customer loyalty, brand reputation, a skilled
workforce, and expected synergies between the two companies.

Goodwill can only be recognized when it's acquired through a business combination. You cannot internally
generate goodwill or purchase it separately from a business. It shows up through the purchase price
allocation process during an acquisition.

Characteristics of Goodwill

Intangible Asset
Goodwill is classified as an intangible asset because it lacks physical substance. It represents the value of
non-physical factors that contribute to a company's future earning power. Unlike most other intangible
assets, goodwill cannot be sold or transferred separately from the business as a whole.

Future Economic Benefits
The whole reason goodwill has value is the expectation of future economic benefits for the acquiring
company. These benefits might include increased market share, operational synergies, cost savings, or
higher profitability. If those expected benefits don't materialize, that's when impairment becomes an issue.

Acquired in a Business Combination
This point is worth emphasizing: goodwill is only recognized when acquired through a business
combination. A company might have an incredible brand and loyal customers, but it cannot record goodwill
for those things on its own balance sheet. Goodwill only appears when one company buys another and the
purchase price exceeds the fair value of identifiable net assets.

Accounting for Goodwill

Initial Recognition
Goodwill is recognized on the acquiring company's balance sheet at the acquisition date. It's recorded as
an asset, measured as the excess of the purchase price over the fair value of the identifiable net assets
acquired.

If the opposite happens and the fair value of identifiable net assets exceeds the purchase price, that's
called a bargain purchase, and the acquirer recognizes a gain in profit or loss rather than recording
negative goodwill.

Measurement of Goodwill
Goodwill is calculated as the difference between two amounts:

1. What the acquirer gave up: the aggregate of the consideration transferred, the fair value of any
non-controlling interests, and the acquisition-date fair value of any previously held equity interest in the
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acquiree

2. What the acquirer received: the net identifiable assets acquired and liabilities assumed, all measured
at their acquisition-date fair values

Consideration transferred can include cash, other assets, liabilities incurred, and equity interests issued by
the acquirer.

Example: Company A acquires Company B for  in cash. The fair value of Company B's
identifiable net assets is . Goodwill recognized =

.

Bargain Purchase
A bargain purchase occurs when the fair value of identifiable net assets exceeds the purchase price.
Instead of recording negative goodwill, the acquirer recognizes a gain in profit or loss on the acquisition
date.

These situations are rare. When one arises, the acquirer must carefully reassess whether all assets and
liabilities have been properly identified and measured before concluding it's truly a bargain purchase.
Standards require this reassessment specifically because bargain purchases are unusual and may signal a
measurement error.

Subsequent Measurement of Goodwill

Impairment Testing
After initial recognition, goodwill is not amortized. Instead, it's subject to annual impairment testing. This is
a major distinction from most other intangible assets.

The impairment test compares the carrying amount of the cash-generating unit (CGU) (or group of CGUs)
to which goodwill has been allocated against its recoverable amount. The recoverable amount is the higher
of:

• Fair value less costs of disposal (what you could sell the CGU for, net of selling costs)

• Value in use (the present value of expected future cash flows from the CGU)

If the recoverable amount is lower than the carrying amount, goodwill is impaired.

Frequency of Impairment Tests
• Goodwill must be tested for impairment at least annually, regardless of whether any indicators of
impairment exist

• Testing can happen more frequently if triggering events suggest goodwill might be impaired

• The annual test can be performed at any point during the year, as long as it's done at the same time
each year for consistency

Indicators of Impairment
Certain events or changes in circumstances may trigger an impairment test outside the regular annual
schedule:

• Significant decline in market share or profitability
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• Adverse changes in the business environment or market conditions

• Technological obsolescence or major shifts in technology

• Loss of key management personnel or high employee turnover

If any of these indicators are present, you should perform an impairment test even if the annual testing
date hasn't arrived yet.

Impairment Loss Calculation
When the recoverable amount of a CGU falls below its carrying amount (including goodwill), an impairment
loss is recognized. The loss is allocated in a specific order:

1. First, reduce the carrying amount of goodwill allocated to that CGU

2. Then, allocate any remaining loss to the other assets of the CGU on a pro-rata basis, based on their
carrying amounts

The impairment loss is recognized in profit or loss. Under IFRS, once a goodwill impairment loss is
recognized, it cannot be reversed in subsequent periods.

Allocation of Goodwill

Cash-Generating Units (CGUs)
Goodwill must be allocated to the CGUs or groups of CGUs expected to benefit from the synergies of the
business combination. A CGU is the smallest identifiable group of assets that generates cash inflows
largely independent of cash inflows from other assets. CGUs can be defined by product lines, geographical
areas, customer segments, or other operational groupings.

Allocation to CGUs
Goodwill is allocated at the lowest level within the entity at which goodwill is monitored for internal
management purposes. There's a ceiling on this: the allocation cannot be larger than an operating
segment as defined by IFRS 8. Getting this allocation right matters because impairment testing happens at
the CGU level.

Reallocation of Goodwill
If the composition of CGUs changes due to a reorganization or disposal, goodwill must be reallocated to
the affected CGUs. The reallocation uses a relative value approach, based on the fair values of the CGUs
involved. This ensures goodwill continues to be tested for impairment at the appropriate level after
organizational changes.

Disclosure Requirements

Goodwill Movement Schedule
Companies must disclose a reconciliation of the carrying amount of goodwill from the beginning to the end
of the reporting period. This reconciliation should separately show:

• Gross carrying amount and accumulated impairment losses at the start of the period

• Additional goodwill recognized during the period (from new acquisitions)
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• Impairment losses recognized during the period

• Other changes (disposals, foreign currency translation differences, etc.)

Impairment Losses
When a goodwill impairment loss is recognized, the following must be disclosed:

• The events and circumstances that led to the impairment

• The amount of the impairment loss

• The CGU or group of CGUs to which the goodwill was allocated

• The basis for determining the recoverable amount (fair value less costs of disposal or value in use)

Assumptions in Impairment Testing
Companies must also disclose the key assumptions used in determining the recoverable amount of CGUs.
These typically include:

• Discount rates used to calculate present value of future cash flows

• Growth rates applied to projected revenue or cash flows

• Projected cash flows over the forecast period

• Other assumptions specific to the company or industry

Disclosing these assumptions lets financial statement users assess how reasonable the impairment test is
and how sensitive the results might be to changes in those inputs.

Goodwill in Consolidated Financial Statements

Goodwill from Subsidiary Acquisition
When a parent company acquires a subsidiary, goodwill from the acquisition appears in the consolidated
financial statements. It's calculated as the difference between the consideration transferred (including the
fair value of any previously held equity interest) and the fair value of the subsidiary's identifiable net assets.
The goodwill is then allocated to the CGUs expected to benefit from the combination's synergies.

Non-Controlling Interests
If the parent acquires less than 100% of the subsidiary, a non-controlling interest (NCI) exists in the
subsidiary's net assets. The treatment of NCI affects how much goodwill is recognized, and there are two
methods:

• Full goodwill method: NCI is measured at fair value, which means goodwill includes both the parent's
share and the NCI's share. This results in a higher goodwill figure on the consolidated balance sheet.

• Partial goodwill method: NCI is measured at its proportionate share of the subsidiary's identifiable net
assets only. Goodwill reflects only the parent's portion.

The choice between these methods is made on a transaction-by-transaction basis under IFRS.
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Disposals and Deconsolidation
When a parent disposes of a subsidiary or loses control (deconsolidation), the goodwill associated with that
subsidiary is derecognized. The gain or loss on disposal includes the carrying amount of goodwill allocated
to the subsidiary. If the disposal involves only part of a CGU to which goodwill was allocated, the goodwill
is split based on relative fair values.

Tax Implications of Goodwill

Non-Deductibility for Tax Purposes
In most jurisdictions, goodwill is not deductible for tax purposes. This means that impairment of goodwill
does not generate a tax benefit. The non-deductibility creates a permanent difference between accounting
and tax treatment, which affects the company's effective tax rate.

Deferred Tax Liabilities
The fair value adjustments made to identifiable net assets during a business combination can create
deferred tax liabilities. These arise when the tax base of acquired assets is lower than their recognized fair
value. The deferred tax liability equals the difference between fair value and tax base, multiplied by the
applicable tax rate.

Recognizing these deferred tax liabilities on acquisition actually increases the amount of goodwill recorded,
since they reduce the net identifiable assets acquired.

Comparison of IFRS vs. US GAAP

Similarities
• Both frameworks require goodwill to be recognized as an asset in a business combination

• Goodwill is measured as the excess of consideration transferred over the fair value of identifiable net
assets

• Neither framework amortizes goodwill; both require annual impairment testing

• Impairment losses on goodwill cannot be reversed under either framework

Differences in Impairment Testing
Feature IFRS US GAAP

Approach One-step: compare carrying amount of
CGU (including goodwill) to its
recoverable amount

One-step (simplified in ASU 2017-04):
compare fair value of reporting unit to
its carrying amount; impairment = the
excess of carrying amount over fair
value, limited to goodwill

Level of testing CGU level or group of CGUs Reporting unit level (operating segment
or one level below)

Allocation of impairment loss First to goodwill, then pro-rata to other
assets of the CGU

Entirely to goodwill (no allocation to
other assets)

Note on US GAAP: The old two-step approach was eliminated by ASU 2017-04. Under the current
standard, if the fair value of the reporting unit is less than its carrying amount, the impairment loss equals
the difference, capped at the carrying amount of goodwill. There is no longer a second step requiring
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calculation of "implied goodwill."
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Unit 10 – Investments
10.1 Held-to-maturity securities

Definition of held-to-maturity securities
Held-to-maturity (HTM) securities are debt investments a company intends and is able to hold until the
maturity date. These are non-derivative financial assets with fixed or determinable payments and a fixed
maturity. In practice, they're almost always bonds or similar debt instruments that pay regular interest and
return principal at maturity.

The key distinction from other investment categories is the measurement approach: HTM securities are
carried at amortized cost rather than fair value after initial recognition. This makes them unique among
investment classifications because day-to-day market price swings don't hit the financial statements.

Criteria for classification as held-to-maturity

Intent and ability to hold until maturity
Two conditions must both be met for HTM classification:

1. Positive intent: Management must affirmatively assert its intention to hold the security to maturity. A
passive "we have no plans to sell" isn't enough.

2. Financial ability: The company must have the financial capacity to hold the security to maturity
without being forced to sell to meet liquidity needs or other obligations.

If either condition fails at any point, the security can no longer remain in the HTM category.

Restrictions on sales or reclassifications
Once classified as HTM, the company faces strict limits on selling or reclassifying the investment. Sales or
transfers out of HTM are only permitted in rare circumstances, such as:

• Significant deterioration in the issuer's creditworthiness

• Changes in tax laws affecting the security's tax-exempt status

• A major business combination or disposition requiring the sale

Frequent sales of HTM securities raise a red flag. If a company develops a pattern of selling these
investments before maturity, it may taint the entire HTM portfolio, meaning the company could lose the
ability to use HTM classification for any of its debt investments. This "tainting" provision is one of the
strongest enforcement mechanisms in the standard.

Initial measurement of held-to-maturity securities

Recording at fair value
At acquisition, an HTM security is recorded at its fair value, which is the price that would be received to sell
the asset in an orderly transaction between market participants at the measurement date. For a bond
purchased in the open market, this is typically the purchase price.
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Treatment of transaction costs
Transaction costs directly attributable to acquiring the security (brokerage fees, commissions, etc.) are
capitalized into the initial carrying amount rather than expensed immediately. This means they become
part of the amount that gets amortized over the life of the investment through the effective interest method.

For example, if you buy a bond for \$98,000 and pay \$500 in brokerage fees, the initial carrying amount is
\$98,500.

Subsequent measurement of held-to-maturity securities

Amortized cost method
After initial recognition, HTM securities are measured at amortized cost. This is the initial measurement
amount adjusted for:

• Accretion of any discount (carrying amount increases toward face value)

• Amortization of any premium (carrying amount decreases toward face value)

• Any capitalized transaction costs being amortized over the investment's life

The effective interest method drives these adjustments each period.

Effective interest rate vs. straight-line amortization
The effective interest rate is the rate that exactly discounts the security's expected future cash flows back
to its net carrying amount at acquisition. Here's how the two methods compare:

• Effective interest method: Produces a constant rate of return on the carrying amount each period.
Interest income = carrying amount × effective interest rate. Because the carrying amount changes as
the discount or premium amortizes, the dollar amount of interest income changes each period, but the
rate stays constant.

• Straight-line method: Spreads the discount or premium evenly across all periods. This is simpler but
doesn't reflect the economic reality as accurately because it produces a changing rate of return on a
changing carrying amount.

Under U.S. GAAP, the effective interest method is required unless the results of straight-line are not
materially different.

Step-by-step: Applying the effective interest method (discount bond)

Suppose you purchase a 3-year, \$100,000 face value bond for \$97,000 with a 5% stated rate (annual
payments) and a 6.05% effective rate.

1. Calculate interest income: carrying amount × effective rate. Year 1: 

2. Calculate cash received: face value × stated rate. 

3. Calculate discount amortization: interest income − cash received. 

4. Update carrying amount: previous carrying amount + amortization. 

5. Repeat for Year 2 using the new carrying amount of \$97,869.
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Impairment of held-to-maturity securities
HTM securities must be evaluated for impairment when there is objective evidence of a decline in value
that is other than temporary. Indicators include:

• The issuer's financial difficulties or bankruptcy

• Default or delinquency on interest or principal payments

• A significant downgrade in the issuer's credit rating

If the impairment is other than temporary, the carrying amount is written down to fair value, and the
difference is recognized as an impairment loss in the income statement. Under current U.S. GAAP (ASC
326, the CECL model), entities now use an expected credit loss approach rather than the older "incurred
loss" model for estimating credit losses on HTM securities.

Disclosure requirements for held-to-maturity securities

Amortized cost and fair value
Companies must disclose both the amortized cost (the carrying amount on the books) and the fair value of
their HTM securities in the notes to the financial statements. This gives users the ability to assess how
much unrealized gain or loss exists in the portfolio and gauge the impact of interest rate changes on the
portfolio's market value.

Unrealized holding gains and losses
Unrealized gains and losses on HTM securities are not recognized in the income statement or on the
balance sheet. They represent the gap between amortized cost and current fair value.

However, companies must disclose these amounts in the notes. This transparency lets financial statement
users understand the economic exposure even though it doesn't flow through the reported numbers. Think
of it this way: the books say "amortized cost," but the notes tell you what the market actually thinks the
securities are worth.

Comparison of held-to-maturity vs. available-for-sale securities

Differences in accounting treatment
Feature Held-to-Maturity Available-for-Sale

Subsequent measurement Amortized cost Fair value

Unrealized gains/losses Not recognized (disclosed in notes only) Recognized in other comprehensive
income (OCI)

Interest income method Effective interest method Effective interest method

Impairment Written down through income statement Credit losses through income
statement; non-credit portion through
OCI

Flexibility to sell Very restricted Can sell before maturity

One correction to note: interest income on available-for-sale securities is also calculated using the effective
interest method, not the straight-line method. Both categories use the same approach for recognizing
interest income.
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Impact on financial statements
The classification choice has real consequences:

• HTM provides stable, predictable interest income and avoids balance sheet and equity volatility from
market price fluctuations. The trade-off is very limited flexibility to sell.

• AFS introduces volatility into OCI and equity as fair values change, but gives management the option
to sell securities before maturity without tainting the classification.

For companies that genuinely plan to hold bonds to maturity (like many banks with their bond portfolios),
HTM classification keeps reported earnings and equity smoother.

Reclassification of held-to-maturity securities

Rare circumstances allowing reclassification
Reclassification out of HTM is only justified in rare situations:

• Significant deterioration in the issuer's creditworthiness

• A change in tax law that eliminates or significantly reduces the tax-exempt status of the security's
interest

• A major business combination or disposition that necessitates selling the securities

• A change in regulatory requirements that significantly modifies what qualifies as a permissible
investment

Accounting for reclassifications
The accounting depends on where the security is being reclassified:

• HTM to available-for-sale: The unrealized gain or loss at the reclassification date is recognized in
other comprehensive income.

• HTM to trading: The unrealized gain or loss at the reclassification date is recognized in the income
statement.

Both reclassifications are accounted for prospectively, meaning the new measurement rules apply from the
reclassification date forward. The security's fair value on that date becomes the new basis for the
reclassified category.

Derecognition of held-to-maturity securities

Accounting for sales or disposals
When an HTM security is sold or disposed of, the realized gain or loss equals:

The carrying amount includes any remaining unamortized discount or premium and capitalized transaction
costs. Accrued interest receivable at the sale date is typically accounted for separately from the gain or
loss calculation.
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Realized gains and losses
Realized gains and losses are reported in the income statement. A gain occurs when proceeds exceed
carrying amount; a loss occurs when proceeds fall short. These amounts give users direct information
about the economic result of disposing of the investment.

Presentation of held-to-maturity securities on balance sheet

Classification as current or non-current
HTM securities are classified based on their remaining time to maturity relative to the balance sheet date:

• Non-current assets: Securities maturing more than one year from the balance sheet date

• Current assets: Securities maturing within one year (or within the company's normal operating cycle, if
longer)

As a bond approaches its maturity date, it would shift from non-current to current classification on the
balance sheet.

Separate line item vs. inclusion in investments
Companies can present HTM securities either as a separate line item on the balance sheet or grouped
within a broader "Investments" category. If grouped, the specific breakdown by investment category must
be disclosed in the notes. Presenting them separately makes it easier for users to quickly identify the
nature and amount of these investments without digging into the footnotes.

10.2 Available-for-sale securities

Definition of available-for-sale securities
Available-for-sale (AFS) securities are debt or equity investments that don't fit neatly into the other two
categories: they're not classified as held-to-maturity and not classified as trading. Think of AFS as the
"everything else" bucket for investments.

A company holds AFS securities for an indefinite period but may sell them if market conditions shift or
liquidity needs arise. The key accounting treatment: AFS securities sit on the balance sheet at fair value,
but unrealized gains and losses bypass net income and instead flow into other comprehensive income
(OCI). This keeps earnings stable while still reflecting current market values on the balance sheet.

Accounting for available-for-sale securities

Initial recognition of securities
AFS securities are initially recorded at acquisition cost, which includes the purchase price plus any direct
transaction costs like brokerage fees.

The journal entry is straightforward:

• Debit: Available-for-Sale Securities

• Credit: Cash

For example, say a company buys 100 shares of XYZ stock at $50 per share and pays a $10 brokerage
fee. Total cost = (100 × $50) + $10 = $5,010.
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• Debit: Available-for-Sale Securities — $5,010

• Credit: Cash — $5,010

Subsequent measurement of securities
At the end of each reporting period, you adjust AFS securities to their current fair value. Fair value is
typically based on quoted market prices (Level 1 inputs under the fair value hierarchy), though Level 2 or
Level 3 valuation techniques apply when market prices aren't available.

The adjusting entry records the change in value:

• Debit/Credit: Available-for-Sale Securities (to adjust the carrying amount)

• Credit/Debit: Unrealized Gain/Loss — OCI (the offsetting entry)

Unrealized holding gains vs losses
An unrealized holding gain arises when fair value increases above the previous carrying amount; an
unrealized holding loss arises when fair value drops. The word "unrealized" matters here: the company
hasn't sold the security yet, so the gain or loss is only on paper.

These unrealized amounts are not included in net income. They're recorded in OCI, which keeps the
income statement free from period-to-period market fluctuations. The gains or losses only hit net income
when the securities are actually sold or deemed impaired.

Other comprehensive income treatment
OCI is a separate component of shareholders' equity that captures certain gains and losses excluded from
net income. For AFS securities, unrealized gains and losses accumulate in OCI over time.

The running total of these amounts on the balance sheet is called accumulated other comprehensive
income (AOCI). When AFS securities are eventually sold or impaired, the related unrealized amounts get
reclassified (sometimes called "recycled") from AOCI into net income. This reclassification is what
connects the OCI treatment back to the income statement.

Impairment of available-for-sale securities

Indicators of impairment
Impairment occurs when the fair value of an AFS security falls below its amortized cost basis and the
decline is considered other-than-temporary (OTT). Common indicators include:

• Significant financial difficulty of the issuer

• Breach of contract, such as missed interest or principal payments

• High probability the issuer will enter bankruptcy or financial reorganization

• Disappearance of an active trading market for the security

If the decline is judged to be other-than-temporary, the unrealized loss must be recognized in net income
rather than staying in OCI.
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Determining fair value
Fair value is the price you'd receive to sell the security in an orderly transaction between market
participants at the measurement date. For securities with quoted market prices, this is simple. For
securities without readily available prices, companies use valuation techniques such as discounted cash
flow analysis or comparable company analysis.

Recognizing impairment losses
When an OTT impairment is confirmed, the loss moves from OCI to the income statement:

• Debit: Loss on Impairment of AFS Securities (income statement)

• Credit: Available-for-Sale Securities (writing down to fair value)

After the write-down, the security's new cost basis equals its fair value at the impairment date. Subsequent
recoveries in fair value for debt securities flow through OCI, but the written-down cost basis is not reversed
back up through net income.

Sale of available-for-sale securities

Calculating realized gain or loss
When you sell an AFS security, the realized gain or loss equals the difference between the selling price
and the security's original amortized cost basis (not its most recent fair value on the books):

For example, if a company sells an AFS security with an amortized cost of $1,000 for $1,200, the realized
gain is $200.

Reclassifying unrealized gains or losses
At the time of sale, any unrealized gains or losses sitting in OCI for that security must be reclassified to net
income. This is the "recycling" entry:

• Debit/Credit: Unrealized Gain/Loss — OCI (to remove the accumulated amount)

• Credit/Debit: Gain/Loss on Sale of AFS Securities (income statement)

The combined effect of the sale entry and the reclassification entry ensures the total gain or loss
recognized in net income equals the difference between selling price and original amortized cost.

Impact on financial statements
The sale affects both statements:

• Balance sheet: AFS securities decrease by the carrying amount sold; cash increases by the selling
price. AOCI is adjusted to remove the reclassified unrealized gain or loss.

• Income statement: The realized gain or loss appears in net income for the period of sale.
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Presentation of available-for-sale securities

Classification on balance sheet
AFS securities are generally reported as non-current (long-term) investments on the balance sheet.
However, if management intends to sell a portion within the next 12 months, that portion is classified as a
current asset. The classification depends on management's intent and the expected holding period.

Disclosures in financial statement notes
Companies must provide detailed note disclosures for AFS securities, including:

• Description of the securities (issuer, type, maturity date)

• Amortized cost and fair value

• Gross unrealized gains and losses recognized in OCI

• Realized gains and losses recognized in net income

• Any impairment losses recognized

• Transfers between investment categories

These disclosures give financial statement users the information they need to assess the risk,
performance, and liquidity profile of a company's AFS portfolio.

Transfers between investment categories

Accounting for transfers into AFS
Securities can be reclassified into AFS from either held-to-maturity or trading. When transferring from
held-to-maturity to AFS, any difference between amortized cost and fair value at the transfer date is
recorded in OCI:

• Debit: Available-for-Sale Securities (at fair value)

• Credit: Held-to-Maturity Securities (at amortized cost)

• Debit/Credit: Unrealized Gain/Loss — OCI (for the difference)

Transfers out of HTM are scrutinized closely. Frequent transfers can "taint" the entire HTM portfolio, calling
into question whether the company truly intends to hold those securities to maturity.

Accounting for transfers out of AFS
When transferring from AFS to held-to-maturity, the security transfers at its current fair value, which
becomes the new amortized cost basis. Any unrealized gain or loss in AOCI at the transfer date is not
immediately reclassified to income; instead, it's amortized over the remaining life of the security as a yield
adjustment.

When transferring from AFS to trading, the security moves at fair value, and any unrealized gain or loss in
OCI is immediately reclassified to net income:

• Debit: Trading Securities (at fair value)

• Credit: Available-for-Sale Securities (at fair value)
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• Debit/Credit: Unrealized Gain/Loss — OCI (reclassified to income statement)

Comparison to other investment types

AFS vs held-to-maturity securities
Held-to-maturity (HTM) securities are debt investments a company has the positive intent and ability to
hold until maturity. Key differences from AFS:

• HTM securities are carried at amortized cost, not fair value

• Unrealized gains and losses on HTM securities are not recognized at all (neither in net income nor
OCI)

• Selling an HTM security before maturity can taint the entire HTM classification, raising questions about
the company's intent for its remaining HTM holdings

AFS vs trading securities
Trading securities are investments bought with the intent to sell in the near term for profit. Both AFS and
trading securities are reported at fair value on the balance sheet, but the treatment of unrealized gains and
losses differs:

AFS Trading

Reported at Fair value Fair value

Unrealized gains/losses OCI Net income

Income statement volatility Lower Higher

Typical holding period Indefinite Short-term

The core distinction: trading securities create earnings volatility because every fair value change hits net
income immediately, while AFS securities shelter that volatility in OCI.

Tax considerations for AFS securities

Taxable vs non-taxable interest
Interest income from AFS debt securities may be taxable or tax-exempt depending on the issuer.
Corporate bonds generate taxable interest, while municipal bonds issued by state and local governments
typically generate tax-exempt interest. Companies must track and report these categories separately.

Tax impact of gains and losses
Realized gains and losses on AFS securities are subject to capital gains tax. The tax rate depends on the
holding period:

• Short-term (held one year or less): taxed at ordinary income rates

• Long-term (held more than one year): taxed at preferential (lower) capital gains rates

Unrealized gains and losses sitting in OCI are not taxed until the securities are sold and the gains or losses
become realized. However, companies do record deferred tax effects on unrealized gains and losses in
OCI, so the OCI balance is presented net of tax (or with the tax effect disclosed separately). When an OTT
impairment loss is recognized, that loss is deductible for tax purposes in the year of recognition.
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10.3 Trading securities

Definition of Trading Securities
Trading securities are investments in debt or equity securities that a company intends to actively buy and
sell for short-term profit, typically within a year or less. Because they're meant to be sold quickly, they're
classified as current assets on the balance sheet.

It helps to understand how trading securities differ from the other two categories:

• Held-to-maturity (HTM) securities are debt instruments a company plans to hold until they mature.
They're carried at amortized cost.

• Available-for-sale (AFS) securities are everything that doesn't fit into trading or HTM. They're
measured at fair value, but unrealized gains and losses go to other comprehensive income (OCI) rather
than net income.

The key distinction for trading securities is that unrealized gains and losses hit net income directly, which
makes this classification the most volatile of the three.

Accounting for Trading Securities

Initial Recognition at Cost
When a company first purchases a trading security, it records the investment at acquisition cost, which
includes the purchase price plus any directly attributable transaction costs (brokerage fees, commissions).

The journal entry is straightforward:

• Debit: Trading Securities (for the total cost)

• Credit: Cash or Accounts Payable

Cost serves as the initial measurement because it represents fair value at the date of purchase.

Subsequent Measurement at Fair Value
After initial recognition, trading securities are remeasured to fair value at the end of each reporting period.
Fair value is the price you'd receive to sell the security in an orderly transaction between market
participants (ASC 820 definition).

If a company bought shares for  and they're worth  at period-end, the company records
a  upward adjustment. If the value drops to , it records a  downward adjustment.

Unrealized Holding Gains and Losses
These adjustments create unrealized holding gains or losses because the company hasn't actually sold the
securities yet.

• Unrealized gain: Fair value exceeds the carrying amount (the security went up).

• Unrealized loss: Fair value is below the carrying amount (the security went down).

The word "unrealized" just means the gain or loss exists on paper but hasn't been locked in through a sale.
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Recognition in the Income Statement
This is what makes trading securities unique: unrealized gains and losses are recognized in net income,
not in OCI. They typically appear in the "Other income/expenses" section of the income statement.

This treatment reflects the company's intent to trade actively. Since management plans to convert these
securities to cash in the near term, the argument is that fair value changes are relevant to current-period
performance.

Disclosure Requirements

Description of Securities
Companies must disclose the types of trading securities they hold, including whether they are equity
securities, debt securities, or derivatives. The disclosure should identify the issuers and the nature of each
security.

Aggregate Fair Value
The total fair value of all trading securities must be reported in the financial statements. This gives users a
sense of the company's overall exposure to short-term market fluctuations.

Net Gains and Losses in Income
Companies must disclose the net realized and unrealized gains or losses recognized during the period.
This helps financial statement users separate trading activity results from the company's core operating
performance.

Risks of Trading Securities

Market Risk Exposure
Trading securities are directly exposed to market risk, meaning their value can swing with changes in
market prices. Several factors drive this risk:

• Interest rate movements (especially for debt securities)

• Broader economic conditions

• Issuer-specific events like earnings surprises or credit rating changes

Companies need to monitor this exposure and ensure it fits within their overall risk tolerance.

Liquidity Risk Considerations
Liquidity risk is the chance that a company can't sell its securities quickly enough, or at a reasonable price,
to meet cash needs. Thinly traded securities or those with limited market demand are particularly
vulnerable. A company might have to accept a steep discount to unload a position fast, which turns an
unrealized loss into a very real one.

Trading vs. Available-for-Sale Securities

Key Differences in Accounting Treatment
The core difference comes down to where unrealized gains and losses are reported:
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Feature Trading Securities Available-for-Sale Securities

Measurement Fair value Fair value

Unrealized gains/losses Net income Other comprehensive income (OCI)

Realized gains/losses Net income Reclassified from OCI to net income
upon sale

Impact on Financial Statements
Classifying securities as trading introduces more volatility into net income because every fair value swing
flows through the income statement. AFS classification shifts that volatility to OCI and stockholders' equity
instead, keeping net income smoother.

The choice between classifications depends on the company's investment objectives and risk tolerance.
Some companies prefer the AFS route specifically to avoid earnings volatility, though the classification
must genuinely reflect management's intent and ability.

Impairment of Trading Securities

Indicators of Impairment
Impairment becomes a concern when there's a significant or prolonged decline in fair value below cost.
Watch for signals like:

• Issuer bankruptcy, default, or restructuring

• Deteriorating financial performance or credit quality

• Adverse changes in the issuer's industry or broader market conditions

Measurement of Impairment Loss
If the impairment is judged to be other-than-temporary, the security is written down to fair value. The loss
equals the difference between the carrying amount and fair value, and it's recognized in the income
statement.

The journal entry:

• Debit: Unrealized Loss on Trading Securities

• Credit: Trading Securities (to reduce the carrying value)

One important detail: subsequent recoveries in fair value are recognized as unrealized gains going
forward. You don't reverse the original impairment entry itself.

Derecognition of Trading Securities

Accounting for Sales
When a trading security is sold, you compare the selling price to the carrying value (which is fair value as of
the last adjustment). The difference is a realized gain or loss.

For example, if a security's carrying value is  and you sell it for :

• Debit: Cash 
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• Credit: Trading Securities 

• Credit: Realized Gain on Sale of Trading Securities 

Gain or Loss on Derecognition
• Realized gain: Selling price exceeds the carrying value at the sale date.

• Realized loss: Selling price is below the carrying value at the sale date.

These realized amounts appear in the "Other income/expenses" section and reflect the company's actual
trading performance for the period.

Tax Considerations

Ordinary Income vs. Capital Gains
Gains and losses on trading securities are generally taxed as ordinary income, not as capital gains. This
matters because ordinary income is taxed at the company's marginal rate, whereas capital gains can
sometimes receive preferential rates. The ordinary income treatment aligns with the short-term,
active-trading nature of these investments.

Timing of Tax Recognition
Here's where it gets tricky for cash flow: unrealized gains on trading securities are typically taxable in the
period they're reported, even though the company hasn't sold anything yet. That means a company could
owe taxes on paper gains without having received any cash.

When the securities are eventually sold, the realized amounts are reconciled against previously taxed
unrealized amounts so the company isn't double-taxed.

Internal Controls over Trading Securities

Segregation of Duties
Strong internal controls require separating key functions so no single person can execute a trade, record it,
and reconcile the account. The roles to keep separate include:

• Traders (who execute buy/sell decisions)

• Accounting staff (who record and reconcile transactions)

• Compliance/risk management (who monitor adherence to policies)

This separation helps prevent unauthorized trades and makes errors easier to catch.

Authorization and Approval Processes
Companies should establish clear rules for trading activity:

• Set trading limits per security and per trader

• Define approved securities and counterparties

• Require multiple levels of approval for large or complex trades
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These controls need regular review to stay aligned with the company's evolving risk profile. Independent
reviews, trade confirmations, and exception reporting all help enforce compliance.

Auditing Trading Securities

Existence and Valuation Assertions
Auditors verify that trading securities actually exist by obtaining confirmations from custodians or brokers
who hold the securities. They also review trade tickets and broker statements to confirm completeness and
accuracy.

For valuation, auditors compare the company's fair value measurements against independent market data,
quoted prices, or valuation models. They assess whether the key assumptions and inputs used are
reasonable.

Substantive Testing Procedures
Auditors use several procedures to test trading securities:

1. Analytical procedures to spot unusual fluctuations in trading activity, gains/losses, or fair value
measurements.

2. Transaction sampling where they select trades and trace them back to supporting documents (trade
confirmations, broker statements) to verify amounts and proper classification.

3. Impairment review to evaluate whether recognized impairment losses are appropriate given the facts.

4. Disclosure testing to confirm the company has adequately reported the types of securities held,
aggregate fair values, and net gains and losses in the income statement.

10.4 Equity method

Equity method overview
The equity method is used when an investor has significant influence over an investee but does not control
it. Instead of simply recording the investment at cost or fair value, the investor adjusts the carrying value of
the investment each period to reflect its proportionate share of the investee's net income or loss. This gives
a more accurate picture of the investor's actual economic interest in the investee.

Significant influence criteria

Voting stock ownership
Holding 20% to 50% of the investee's voting stock creates a rebuttable presumption of significant
influence. That means the default assumption is that you have significant influence, but it can be
overridden if evidence shows otherwise (for example, another shareholder holds a dominant block and
excludes you from decisions).

Conversely, owning less than 20% doesn't automatically mean you lack significant influence. If other
indicators are present, the equity method may still apply.
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Representation on the board
Having a seat on the investee's board of directors is a strong indicator of significant influence. Board
representation gives the investor a direct role in policy-making decisions, including strategic direction,
budgets, and executive appointments.

Material intercompany transactions
Significant business dealings between the investor and investee, such as large supply contracts, licensing
agreements, or service arrangements, can signal that the investor has leverage over the investee's
operations.

Interchange of managerial personnel
When key managers move between the investor and investee, it suggests the investor plays a role in the
investee's decision-making. For example, the investor might place one of its executives in a senior role at
the investee.

Technological dependency
If the investee relies on the investor for critical technology, patents, or technical expertise, that dependency
can give the investor significant influence over the investee's operations and strategic choices.

Accounting for the equity method

Initial investment recording
Record the investment at cost, which includes the purchase price plus any directly attributable transaction
costs (broker fees, legal costs, etc.). The investment appears as a long-term asset on the balance sheet.

Adjusting the investment balance
Each period, adjust the carrying amount of the investment to reflect the investor's share of the investee's
results. Here's how the key adjustments work:

Investor's share of earnings
When the investee reports net income, the investor recognizes its proportionate share as investment
income on its own income statement. The journal entry increases both the investment account and income.

Example: You own 30% of an investee that reports  in net income. You record
 as investment income and debit the investment account by the same

amount.

If the investee reports a net loss, the process reverses: you recognize your share of the loss and credit
(reduce) the investment account.

Dividends received
Dividends from the investee are not recognized as income under the equity method. Since you already
picked up your share of the investee's earnings, the dividend is treated as a return of capital. You debit
Cash and credit the Investment account.
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Example: Continuing the example above, if the investee pays  in total dividends, you record
 as a reduction of the investment account, not as dividend income.

Other comprehensive income
If the investee reports items in other comprehensive income (OCI), such as foreign currency translation
adjustments or unrealized gains/losses on certain securities, the investor recognizes its proportionate
share in its own OCI. This also adjusts the carrying amount of the investment.

Equity method vs. fair value
Feature Equity Method Fair Value Method

Valuation basis Investor's share of investee's net
assets, adjusted for earnings and
dividends

Current market price or estimated fair
value

Income recognition Proportionate share of investee's net
income

Changes in fair value (recognized in
income or OCI depending on
classification)

Stability More stable; driven by investee's
operating results

More volatile; reflects market
fluctuations

When used Significant influence (typically 20–50%
ownership)

No significant influence, or fair value
option elected

The choice between these methods can materially affect reported earnings and asset values, so
understanding which method applies is critical for financial statement analysis.

Equity method vs. consolidation
Feature Equity Method Consolidation

Level of influence Significant influence (no control) Control (typically >50% voting interest)

Financial statement presentation Single line item on the balance sheet;
single line for investment income on the
income statement

Investee's individual assets, liabilities,
revenues, and expenses are combined
line-by-line with the investor's

Concept "One-line consolidation" Full integration as a single economic
entity

The equity method is sometimes called a "one-line consolidation" because the net effect on the investor's
equity and net income is the same as consolidation, but it shows up as just one line on each statement
rather than combining every account.

Impairment of equity method investments

Identifying impairment indicators
You should assess impairment when there are signs the investment's carrying amount may not be
recoverable. Common indicators include:

• Significant financial difficulties at the investee

• Adverse changes in the investee's industry or regulatory environment

• A sustained decline in the investee's fair value below its carrying amount
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Measuring and recognizing impairment
If an indicator is present, compare the investment's carrying amount to its estimated fair value. When the
fair value falls below the carrying amount and the decline is considered other-than-temporary, recognize an
impairment loss equal to the difference. The carrying amount is written down to fair value, and the loss hits
the income statement.

Disclosures for equity method investments

Summarized financial information
Investors must disclose summarized financial data for their equity method investees in the notes. This
typically includes the investee's total assets, total liabilities, revenues, and net income. These disclosures
give financial statement users a window into the investee's financial health.

Reconciliation of carrying amount
A reconciliation showing how the investment's carrying amount changed during the period is also required.
It should walk through:

• Beginning balance

• Share of investee's net income or loss

• Dividends received

• Share of OCI

• Any impairment losses recognized

• Ending balance

This reconciliation helps users trace exactly what drove changes in the investment account.

Discontinuing the equity method

Reduction of significant influence
The equity method must be discontinued when the investor loses significant influence. This can happen
through a partial sale that drops ownership below 20%, loss of board representation, or changes in other
factors that previously supported the significant influence conclusion.

Accounting treatment upon discontinuation
When you stop using the equity method:

1. The carrying amount of the investment at the date of discontinuation becomes the new cost basis.

2. The investment is reclassified based on the investor's remaining interest and intent (for example, as
a financial asset measured at fair value).

3. Going forward, changes in fair value are recognized according to the rules for the new classification.
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Special considerations

Basis differences and adjustments
When the investor pays more (or less) than its proportionate share of the investee's book value of net
assets, basis differences arise. These differences are allocated to specific identifiable assets and liabilities
based on their fair values, with any remainder assigned to goodwill.

The portions allocated to depreciable or amortizable assets must be amortized over their remaining useful
lives. Each period, this amortization reduces the investor's share of the investee's reported income.

Example: You pay  for a 25% interest in a company whose net assets have a book value of
. Your share of book value is , so there's a  basis difference. If

 of that is attributable to equipment with 10 years of remaining life, you'd amortize  per
year, reducing your recognized share of the investee's income by that amount each period.

Losses in excess of investment
If cumulative losses reduce the investment's carrying amount to zero, the investor stops applying the equity
method. You don't recognize further losses unless you've guaranteed the investee's obligations or are
otherwise committed to provide additional financial support.

If the investee later returns to profitability, you resume the equity method only after your unrecognized
share of cumulative net income equals the share of losses you previously skipped.

Intra-entity profits and losses
Unrealized profits from transactions between the investor and investee must be eliminated to the extent of
the investor's ownership percentage. This prevents the investor from inflating its income through
intercompany transactions.

For example, if the investor sells inventory to the investee at a profit and the investee hasn't yet resold it to
a third party, the investor eliminates its ownership percentage of that unrealized profit by adjusting the
investment account and the related revenue or expense.

Potential voting rights
Options, warrants, or convertible securities that could give the investor additional voting power may affect
the significant influence assessment. If these instruments are currently exercisable and would push the
investor's voting interest into the significant influence range, they should be considered. The analysis
focuses on the terms, conditions, and economic substance of these rights rather than just their existence.

10.5 Consolidation
Consolidation combines the financial statements of a parent company and its subsidiaries into one set of
statements, presenting the entire group as a single economic entity. This process eliminates intragroup
transactions so the statements don't double-count revenues, expenses, assets, or liabilities. It involves fair
value adjustments, goodwill calculations, and handling non-controlling interests, all of which ensure the
consolidated statements accurately reflect the group's financial reality.
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Consolidation Process Overview
Consolidation is required when a parent company has control over one or more subsidiaries. Control is
generally established by owning a majority of the subsidiary's voting shares, though other arrangements
can also create control.

The core idea: take the parent's financial statements and the subsidiary's financial statements, add them
together line by line, then remove anything that's just the two entities transacting with each other. What
remains should look like the financials of one unified company dealing only with the outside world.

Subsidiaries and Control

Voting and Non-Voting Shares
• Voting shares give shareholders the right to vote on major company decisions (electing board
members, approving mergers, etc.).

• Non-voting shares don't carry voting rights but may offer other benefits like higher dividends or
preferential treatment during liquidation.

• Control is typically determined by ownership of a majority of voting shares. However, contractual
agreements or the ability to appoint key management personnel can also establish control even without
majority voting ownership.

Direct vs. Indirect Control
• Direct control: The parent company itself owns a majority of the subsidiary's voting shares.

• Indirect control: The parent controls a subsidiary through an intermediary entity. For example, Parent
Co. owns 80% of Sub A, and Sub A owns 60% of Sub B. Parent Co. indirectly controls Sub B through
Sub A.

Consolidation is required under both direct and indirect control, since in either case the parent can direct
the subsidiary's financial and operating policies.

Acquisition Method

Fair Value Adjustments
When a parent acquires a subsidiary, the subsidiary's assets and liabilities are remeasured at fair value on
the acquisition date. This means the consolidated statements reflect what those assets and liabilities are
actually worth at the time of purchase, not what the subsidiary's books happen to show.

Common fair value adjustments include revaluing:

• Property, plant, and equipment to current market values

• Intangible assets (patents, trademarks) to appraised values

• Inventory to net realizable value

Goodwill Calculation
Goodwill arises when the purchase price exceeds the fair value of the subsidiary's identifiable net assets
(assets minus liabilities). It represents things you can't separately identify on a balance sheet: brand
reputation, customer loyalty, expected synergies.
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The formula:

For example, if a parent pays \$500,000 for a subsidiary whose net identifiable assets have a fair value of
\$400,000, goodwill equals \$100,000.

Goodwill is recognized as an intangible asset on the consolidated balance sheet. It's not amortized but is
tested for impairment at least annually. If the goodwill's recoverable amount drops below its carrying
amount, you write it down.

Non-Controlling Interest

Measurement at Acquisition
Non-controlling interest (NCI) is the portion of a subsidiary's equity not owned by the parent. If the parent
owns 80% of a subsidiary, the NCI is 20%.

At the acquisition date, NCI can be measured two ways:

• Proportionate share method: NCI equals its percentage share of the subsidiary's identifiable net
assets. Goodwill is calculated only on the parent's portion.

• Fair value method (sometimes called "full goodwill"): NCI is measured at fair value, which includes a
share of goodwill attributable to the non-controlling shareholders.

The choice between these methods affects the total goodwill recognized on the consolidated balance
sheet.

Income Statement Presentation
In the consolidated income statement, the subsidiary's total profit or loss is included in full, but then split at
the bottom:

• The portion attributable to the parent's shareholders

• The portion attributable to the NCI

This split is disclosed separately so users can see how much of the group's earnings belong to outside
shareholders of the subsidiary.

Intragroup Transactions

Downstream vs. Upstream Sales
• Downstream sales: The parent sells goods or services to its subsidiary.

• Upstream sales: The subsidiary sells goods or services to its parent.

Both types must be eliminated on consolidation. If the parent sells \$50,000 of inventory to the subsidiary,
that \$50,000 shows up as revenue for the parent and as a purchase for the subsidiary. From the group's
perspective, nothing actually left the entity, so both the revenue and the corresponding cost must be
removed.
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Unrealized Profit Eliminations
When goods sold intragroup are still held by the buying entity at period end, any profit on that sale is
unrealized from the group's perspective. The group hasn't sold those goods to an outside party yet.

To eliminate unrealized profit:

1. Reduce the carrying amount of the asset (e.g., inventory) by the unrealized profit margin.

2. Adjust cost of sales (for inventory) or depreciation expense (for depreciable assets) accordingly.

This ensures consolidated profits only reflect earnings from transactions with external parties.

Intercompany Debt

Loans and Interest
When a parent lends money to a subsidiary (or vice versa), the loan receivable on one entity's books and
the loan payable on the other's must cancel out on consolidation. The same goes for any interest income
and interest expense related to that loan. From the group's perspective, you can't owe money to yourself.

Bonds and Discounts/Premiums
If one group entity issues bonds and another group entity purchases them, those bonds become
intercompany debt and must be eliminated.

• A discount exists when bonds are issued below face value.

• A premium exists when bonds are issued above face value.

The elimination involves canceling the intercompany bond balances and adjusting the related interest
income/expense. Any discount or premium is also removed, along with its amortization. The consolidated
statements should only reflect bonds held by or owed to parties outside the group.

Changes in Ownership Interest

Acquisitions in Stages
A step acquisition occurs when the parent gains control of a subsidiary through multiple purchases over
time. Here's how it works:

1. Each purchase before control is obtained is accounted for based on the level of influence at that time
(e.g., as a financial asset or equity method investment).

2. On the date control is obtained, the parent remeasures its previously held equity interest at fair value.

3. Any difference between fair value and the prior carrying amount is recognized as a gain or loss in the
income statement.

4. Goodwill is then calculated using the total of all consideration transferred (aggregate purchase price
plus fair value of previously held interest) minus the fair value of the subsidiary's net assets at the
control date.

Disposals and Loss of Control
When a parent sells part or all of its interest in a subsidiary:
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• If control is lost, the subsidiary's assets and liabilities are derecognized from the consolidated
statements.

• The gain or loss equals the proceeds received minus the carrying amount of the subsidiary's net
assets (including any attributable goodwill).

• If the parent retains a residual interest after losing control, that interest is remeasured at fair value on
the date control is lost. Going forward, it's accounted for as an investment in an associate (equity
method) or as a financial asset, depending on the level of influence retained.

Complex Group Structures

Vertical Groups
A vertical group is a chain of ownership: Parent controls Sub A, which controls Sub B, which may control
Sub C, and so on.

Consolidation works from the bottom up. You consolidate the lowest-level subsidiary first, then work your
way up through each level, eliminating intragroup transactions at each step. The final result presents the
entire chain as one economic entity.

Horizontal Groups
A horizontal group exists when a parent controls multiple subsidiaries that operate independently of each
other (not in a chain).

Consolidation here involves combining the parent's statements with each subsidiary's statements,
eliminating intragroup items between the parent and each subsidiary, and also between the subsidiaries
themselves if they transact with one another.

Consolidated Financial Statements

Consolidated Balance Sheet
The consolidated balance sheet aggregates the assets, liabilities, and equity of the parent and all
subsidiaries. Key adjustments include:

• Eliminating intragroup balances (receivables/payables between group entities)

• Incorporating fair value adjustments from the acquisition date

• Recognizing goodwill as an asset

• Presenting NCI as a separate component within equity

Consolidated Income Statement
The consolidated income statement aggregates revenues, expenses, and profit/loss across the group. Key
adjustments include:

• Eliminating intragroup sales and purchases

• Removing unrealized profits on intragroup transactions

• Incorporating additional depreciation or amortization from fair value adjustments

• Splitting profit/loss between amounts attributable to the parent's shareholders and to the NCI
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Consolidated Cash Flow Statement
The consolidated cash flow statement shows the group's combined cash inflows and outflows. It's typically
prepared using the indirect method:

1. Start with the group's consolidated profit or loss.

2. Adjust for non-cash items (depreciation, impairment, etc.).

3. Adjust for changes in working capital.

4. Present investing activities (acquisitions, disposals of assets).

5. Present financing activities (debt issuance, dividends paid).

Intragroup cash flows are eliminated so only cash movements with external parties appear.

Foreign Currency Translation

Functional vs. Presentation Currency
• Functional currency: The currency of the primary economic environment where an entity operates and
generates cash flows.

• Presentation currency: The currency used in the consolidated financial statements, typically the
parent's functional currency.

When a subsidiary's functional currency differs from the group's presentation currency, the subsidiary's
statements must be translated before consolidation.

Translation of Foreign Subsidiaries
The current rate method is used to translate foreign subsidiary financials:

• Assets and liabilities: Translated at the closing exchange rate (rate on the balance sheet date).

• Income and expenses: Translated at the average exchange rate for the period.

• Equity items (share capital, pre-acquisition retained earnings): Translated at historical exchange rates
from the dates of the original transactions.

Translation differences that arise from using different rates for different items are recognized in other
comprehensive income and accumulated in a separate equity reserve called the foreign currency
translation reserve. They don't flow through profit or loss.

Associates and Joint Ventures

Equity Method of Accounting
The equity method applies when an investor has significant influence (typically 20-50% ownership) but not
control. Under this method:

1. The investment is initially recorded at cost.

2. Each period, the carrying amount is adjusted for the investor's share of the investee's profit or loss.

3. The investor's share of the investee's other comprehensive income is recognized in the investor's
OCI.
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4. Dividends received from the investee reduce the carrying amount of the investment (they don't count
as income since the profit was already recognized in step 2).

The equity method gives a more meaningful picture of the investor's stake than simply carrying the
investment at cost.

Proportionate Consolidation
Proportionate consolidation is an alternative method for joint ventures where the investor recognizes its
proportionate share of the joint venture's assets, liabilities, income, and expenses line by line in its own
statements. For example, if you own 50% of a joint venture, you'd include 50% of each of its line items
alongside your own.

This provides a more granular view than the equity method but is not permitted under IFRS. IFRS 11
requires the equity method for joint ventures. Proportionate consolidation may still be encountered under
certain other frameworks, so it's worth understanding conceptually.

Related Party Disclosures

Definition of Related Parties
Related parties include subsidiaries, associates, joint ventures, key management personnel, and their
close family members. Entities under common control or that have significant influence over the reporting
entity also qualify.

The concern is that transactions between related parties may not occur at arm's length (i.e., on the same
terms as transactions between independent parties). This can distort the financial statements if not
properly disclosed.

Disclosure Requirements in Notes
Entities must disclose the following in their financial statement notes:

• The nature of each related party relationship

• The types and amounts of transactions with related parties

• Terms and conditions of significant transactions, including whether they were at arm's length

• Outstanding balances with related parties at period end, plus any provisions for doubtful debts on
those balances

• Key management personnel compensation, disclosed in aggregate and broken down by category
(salaries, bonuses, post-employment benefits, etc.)

These disclosures help financial statement users assess whether related party relationships have
materially affected the entity's reported financial position and performance.
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Unit 11 – Liabilities and Contingencies
11.1 Current liabilities

Definition of current liabilities
Current liabilities are obligations a company expects to settle within one year or its normal operating cycle,
whichever is longer. They provide short-term financing for daily operations and are central to working
capital management.

Think of them as the bills coming due soon. Accounts payable, short-term loans, accrued wages, taxes
owed: these all fall under current liabilities. Getting them right on the balance sheet matters because
analysts, creditors, and investors use them to judge whether a company can pay its near-term obligations.

Common types of current liabilities

Accounts payable
Accounts payable are amounts owed to suppliers for goods or services purchased on credit. They're
typically due within 30 to 90 days and don't bear interest. Companies track these through an accounts
payable aging schedule, which groups outstanding invoices by due date so nothing slips past its payment
window.

Short-term loans
These are borrowings from banks or other lenders due within one year. Companies often use them to
cover temporary working capital needs or bridge a short-term cash flow gap. The interest on these loans
accrues over time and is recorded separately as interest payable (see below).

Current portion of long-term debt
When a company has long-term debt (bonds, term loans, etc.), the portion due within the next 12 months
gets reclassified from non-current to current liabilities. This reclassification happens as the maturity date
approaches and gives financial statement users a clearer picture of near-term repayment obligations and
refinancing needs.

Interest payable
Interest payable is accrued interest on outstanding debt that hasn't been paid yet. It's calculated using the
formula:

At the end of each accounting period, you record the accrued interest as a current liability with an adjusting
entry, even if the cash payment isn't due until later.

Taxes payable
These are amounts owed to government authorities for income taxes, sales taxes, payroll taxes, or other
levies. The amount is based on the company's taxable income or taxable transactions for the period.
Payment due dates vary by tax type and jurisdiction, so companies need to track multiple deadlines.
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Accrued expenses
Accrued expenses are costs that have been incurred but not yet paid. Following the accrual basis of
accounting, you recognize the expense in the period it occurs, not when cash changes hands. Common
examples:

• Accrued wages payable: Employees have worked but payday hasn't arrived yet

• Accrued utilities: The company used electricity or water, but the bill hasn't been paid

• Accrued interest payable: Interest has accumulated on a loan between payment dates

The journal entry debits the relevant expense account and credits the accrued liability.

Unearned revenue
Unearned revenue (also called deferred revenue) is cash received from customers before the company
delivers the goods or services. It's a liability because the company still owes the customer something.
Once the performance obligation is satisfied, the liability is reduced and revenue is recognized. This is
common with subscription models (magazines, software licenses) and advance deposits.

Dividends payable
When a company's board of directors declares a dividend, the company records a liability on the
declaration date. That liability stays on the books until the payment date, when cash is actually distributed
to shareholders. Between those two dates, dividends payable sits in current liabilities.

Accounting for current liabilities

Initial recognition
Current liabilities are recorded at their fair value, which is usually just the transaction price. Recognition
happens when the obligation is incurred. For example, when goods are received from a supplier, you debit
the asset or expense account and credit accounts payable.

Typical journal entry for receiving inventory on credit:

1. Debit Inventory (asset increases)

2. Credit Accounts Payable (liability increases)

Subsequent measurement
Most current liabilities are carried at their undiscounted amount, meaning the face value of what you'll pay.
You don't discount them to present value the way you might with long-term liabilities, because the time
horizon is short enough that the difference is immaterial.

Exceptions exist: certain short-term financial liabilities (like derivative instruments) may be measured at fair
value. Any changes in carrying amount from foreign currency adjustments or interest accretion flow
through the income statement.
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Presentation of current liabilities

Classification on the balance sheet
Current liabilities appear as a separate section on the balance sheet, typically right below current assets.
They're generally ordered by liquidity, with the most immediately due obligations listed first. The section
ends with a subtotal for total current liabilities, which feeds into the total liabilities figure.

Disclosure requirements in the notes
The notes to the financial statements provide additional detail that the face of the balance sheet can't
capture:

• Accounting policies related to current liabilities (e.g., how revenue is recognized for unearned
revenue)

• Terms and conditions of short-term borrowings, including interest rates, collateral, and covenants

• Contingent liabilities such as pending lawsuits or warranty obligations, along with estimated financial
impact

Current vs. non-current liabilities

Criteria for current classification
A liability is classified as current if it meets any of these conditions:

• It's expected to be settled within the normal operating cycle

• It's expected to be settled within 12 months after the reporting period

• It's held primarily for trading purposes

• The company does not have an unconditional right to defer settlement beyond 12 months

The operating cycle is the average time between purchasing inventory and collecting cash from customers.
For most companies this is well under a year, but for some industries (like construction) it can be longer.

Importance of the distinction for liquidity analysis
The current/non-current split is what makes liquidity ratios meaningful. If a company has a high proportion
of current liabilities relative to current assets, that's a red flag for potential liquidity problems. The two key
ratios that depend on this classification are the current ratio and the quick ratio (covered below).

Contingent liabilities

Definition and recognition criteria
A contingent liability is a potential obligation arising from a past event, where the outcome depends on
uncertain future events the company doesn't fully control. Under ASC 450 (formerly SFAS 5), you handle
contingent liabilities based on how likely the loss is:

1. Probable and estimable: Record the liability on the balance sheet (debit a loss/expense, credit a
liability). If only a range can be estimated and no amount within the range is more likely, record the
minimum amount.
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2. Reasonably possible: Don't record it, but disclose it in the notes with a description and estimated
range of loss.

3. Remote: Generally no disclosure required (with some exceptions, like certain guarantees).

Common examples include pending lawsuits, product warranty obligations, and environmental remediation
costs.

Disclosure of contingent liabilities
For contingencies that aren't recorded on the balance sheet, the notes should include:

• The nature of the contingency

• An estimate of the possible loss or range of loss (or a statement that an estimate cannot be made)

• Any factors that might affect the outcome

This disclosure helps users assess risks and uncertainties that don't yet appear in the numbers.

Management of current liabilities

Working capital management strategies
Effective management of current liabilities keeps financing costs low and cash flow stable. Key strategies
include:

• Negotiating favorable payment terms with suppliers (e.g., extending from net 30 to net 60)

• Taking advantage of early payment discounts when the effective annual rate makes it worthwhile
(e.g., 2/10, net 30 terms offer roughly a 36.7% annualized return for paying 20 days early)

• Matching payment timing with cash inflows so the company isn't borrowing unnecessarily

Tools like accounts payable aging analysis and cash flow forecasting help identify potential liquidity gaps
before they become problems.

Cash conversion cycle optimization
The cash conversion cycle (CCC) measures how many days it takes for a company to convert its cash
outflows (for inventory) back into cash inflows (from customers):

A shorter CCC means the company is cycling cash faster and needs less external financing. Three levers
to shorten it:

• Reduce inventory levels (lower DIO)

• Collect receivables faster (lower DSO)

• Extend payment terms with suppliers (higher DPO)

Ratio analysis of current liabilities

Current ratio
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This measures whether a company has enough current assets to cover its short-term obligations. A ratio
between 1.5 and 2.0 is often cited as healthy, but the benchmark varies significantly by industry. A ratio
below 1.0 means current liabilities exceed current assets, which is a liquidity concern. A very high ratio
might suggest the company is sitting on idle assets.

Quick ratio

Also called the acid-test ratio, this strips out inventory and prepaid expenses because those can't always
be converted to cash quickly. It focuses on the most liquid assets. A ratio of 1.0 or higher is generally
considered adequate, though again, industry context matters.

Debt-to-equity ratio

This isn't specific to current liabilities, but it rounds out the picture. It measures how much the company
relies on debt versus equity financing. A higher ratio means more financial leverage and greater risk.
Creditors look at this alongside liquidity ratios to assess overall financial health.

Impact of current liabilities

On liquidity and solvency
Current liabilities directly affect liquidity because they represent obligations that must be met with current
assets in the near term. A company carrying a high level of current liabilities relative to its current assets
may struggle to pay its bills on time. Over-reliance on short-term debt also creates rollover risk: if lenders
refuse to refinance maturing debt, the company could face a solvency crisis.

On creditworthiness and borrowing capacity
Lenders evaluate a company's current liability levels when deciding whether to extend credit and on what
terms. A company with strong liquidity ratios and manageable current liabilities is more likely to secure
favorable interest rates and maintain access to credit markets. Conversely, a deteriorating current liability
position can trigger loan covenant violations, restrict future borrowing, and increase the cost of capital.

11.2 Long-term liabilities

Types of Long-Term Liabilities
Long-term liabilities are financial obligations not due within the next 12 months. They show up in the
non-current section of the balance sheet and tell you a lot about how a company funds its operations and
what it owes down the road.

The main categories include bonds payable, notes payable, leases, deferred income taxes, and pension
obligations. Each has its own accounting treatment and disclosure requirements, but they all share a
common thread: proper recognition, measurement, and presentation are critical for accurate financial
statement analysis.

Bonds Payable
Bonds payable are long-term debt instruments companies issue to raise capital from investors. Every bond
has three key features:
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• Face value (par value): the amount repaid at maturity

• Stated interest rate (coupon rate): the rate used to calculate periodic cash interest payments

• Maturity date: when the principal must be repaid

The company must account for the bond's issuance and then recognize interest expense over the bond's
life.

Accounting for Bonds Issued at Par
When the market interest rate equals the stated rate, the bond sells at par. The proceeds equal the face
value.

The journal entry is straightforward:

• Debit Cash for the face value

• Credit Bonds Payable for the face value

Each period, interest expense equals the stated rate multiplied by the face value. No discount or premium
exists, so there's nothing to amortize.

Bonds Issued at a Discount or Premium
When market rates and stated rates don't match, the bond sells at a price different from face value:

• Discount: Market rate > stated rate. Investors pay less than face value because the coupon payments
are below what the market demands. For example, a  bond with a 5% coupon when the market
rate is 6% will sell below .

• Premium: Market rate < stated rate. Investors pay more than face value because the coupon
payments exceed market expectations.

The discount or premium is amortized over the bond's life, which adjusts the interest expense recognized
each period toward the true economic cost of borrowing.

Effective Interest Method vs. Straight-Line Amortization
Two methods exist for amortizing bond discounts and premiums:

1. Effective interest method: Interest expense each period = carrying value of the bond × market rate at
issuance. This produces a constant yield (percentage) but a changing dollar amount of interest expense
as the carrying value changes. This is the preferred method under U.S. GAAP.

2. Straight-line method: The total discount or premium is divided evenly across all periods. Simpler to
calculate, but it produces a constant dollar amount rather than a constant yield. Permitted only when
results are not materially different from the effective interest method.

The effective interest method ties interest expense to the actual economic cost of borrowing each period.
That's why GAAP prefers it.

Notes Payable
Notes payable are written promises to pay a specific amount on a specific date, typically issued to banks or
suppliers. They can be short-term or long-term; here we focus on notes due beyond one year.
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Accounting for Notes Payable
The issuance entry mirrors bonds at a basic level:

• Debit Cash (or the asset received)

• Credit Notes Payable

Interest expense is recognized each period. If the note carries a stated rate equal to the market rate,
accounting is straightforward. If the note is issued at a discount (e.g., a zero-interest-bearing note), the
discount is amortized over the note's life using the effective interest method.

Interest Expense Calculation
The basic formula:

For a  note at 6% annual interest for one year, interest expense is
. Each period, the corresponding journal entry debits Interest Expense and

credits Interest Payable (or Cash, if paid).

Leases
A lease is a contract where the lessee obtains the right to use an asset owned by the lessor for a specified
period in exchange for periodic payments. Lease classification drives the accounting treatment.

Operating vs. Finance Leases
• Operating leases do not transfer substantially all the risks and rewards of ownership to the lessee.
Think of renting office space on a short-term basis relative to the building's life.

• Finance leases (also called capital leases) do transfer substantially all risks and rewards. Under ASC
842, a lease is classified as a finance lease if it meets any one of five criteria (e.g., transfer of
ownership, bargain purchase option, lease term is a major part of the asset's economic life, present
value of payments is substantially all of the asset's fair value, or the asset is specialized with no
alternative use to the lessor).

Lessee Accounting for Finance Leases
1. At lease commencement, record a right-of-use asset and a lease liability, both at the present value of
future lease payments.

2. Depreciate the right-of-use asset over the shorter of the lease term or the asset's useful life (unless
ownership transfers, in which case use the full useful life).

3. Each lease payment is split between interest expense (on the lease liability) and a reduction of the
lease liability principal.

Lessor Accounting for Finance Leases
1. Derecognize the underlying asset from the balance sheet.

2. Record a lease receivable at the present value of lease payments plus any unguaranteed residual
value.
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3. As payments are received, allocate them between interest income and a reduction of the receivable.

Disclosure Requirements for Leases
Companies must disclose in the notes:

• A description of leasing arrangements and key terms

• The discount rate used to calculate present values

• Future minimum lease payments, broken out by year

• For finance leases: carrying amounts of right-of-use assets and accumulated depreciation

Deferred Income Taxes
Deferred income taxes arise because the rules for computing taxable income (tax code) differ from the
rules for computing book income (GAAP). These differences create situations where tax expense on the
income statement doesn't match the tax actually owed to the government in a given year.

Companies account for deferred taxes using the asset-liability method.

Temporary vs. Permanent Differences
• Temporary differences reverse over time. They create deferred tax assets or liabilities. A classic
example: a company uses accelerated depreciation for tax purposes but straight-line for books. In early
years, tax depreciation exceeds book depreciation (creating a deferred tax liability), but this reverses in
later years.

• Permanent differences never reverse and are excluded from deferred tax calculations entirely.
Examples include tax-exempt municipal bond interest income and non-deductible fines or penalties.

Deferred Tax Assets and Liabilities
• Deferred tax assets (DTAs) arise from deductible temporary differences and tax loss carryforwards.
They represent future tax savings.

• Deferred tax liabilities (DTLs) arise from taxable temporary differences. They represent future tax
obligations.

Both are measured using the enacted tax rates expected to apply when the temporary differences reverse.

Valuation Allowance for Deferred Tax Assets
If it's more likely than not (greater than 50% probability) that some or all of a DTA won't be realized, the
company must record a valuation allowance to reduce the DTA's carrying amount.

This assessment happens every reporting period. Factors include:

• Projections of future taxable income

• Available tax planning strategies

• The scheduled reversal of existing taxable temporary differences

A valuation allowance is a contra-asset, so increasing it reduces net deferred tax assets and increases tax
expense.
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Pension Plans
Pension plans provide retirement benefits to employees. The accounting complexity depends heavily on
the type of plan.

Defined Benefit vs. Defined Contribution Plans
• Defined benefit plans promise a specific retirement benefit, usually based on years of service and
salary history. The employer bears the investment risk and longevity risk.

• Defined contribution plans (like a 401(k)) specify only what the employer contributes. The employee
bears the investment risk. Accounting is simple: the employer records an expense equal to the
contribution each period.

The rest of this section focuses on defined benefit plans, which are far more complex.

Accounting for Defined Benefit Plans
The balance sheet reports the net pension liability (or asset), calculated as:

• The PBO is the present value of all benefits earned by employees to date, factoring in expected future
salary increases.

• Plan assets are the investments set aside to fund the obligation, measured at fair value.

If plan assets exceed the PBO, the company reports a net pension asset.

Pension Expense Components
Pension expense on the income statement has five components:

1. Service cost: present value of benefits earned by employees during the current period

2. Interest cost: increase in the PBO due to the passage of time (PBO × discount rate)

3. Expected return on plan assets: reduces pension expense (based on expected long-term rate of
return × fair value of plan assets)

4. Amortization of prior service cost: spreading the cost of retroactive benefit changes over employees'
remaining service periods

5. Amortization of net actuarial gains or losses: smoothing the effects of changes in actuarial
assumptions

Pension Plan Disclosures
Required disclosures include:

• Description of the plan and its terms

• Components of pension expense

• Funded status (PBO vs. plan assets)

• Key assumptions: discount rate, expected return on plan assets, rate of compensation increase

• Expected future benefit payments
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• Composition of plan assets by category (equities, bonds, etc.)

Other Long-Term Liabilities
Several other obligations fall into the long-term liability category.

Asset Retirement Obligations
An asset retirement obligation (ARO) is a legal obligation to dismantle, remove, or restore a long-lived
asset at the end of its useful life (e.g., decommissioning an oil rig).

1. Recognize the ARO at fair value when the obligation is incurred.

2. Increase the carrying amount of the related asset by the same amount (this gets depreciated over the
asset's life).

3. Each period, the ARO liability grows through accretion expense, which is essentially unwinding the
discount as the settlement date approaches. Accretion expense is recognized in the income statement.

Deferred Revenue
Deferred revenue arises when a company receives cash before delivering goods or services. The payment
is recorded as a liability because the company still owes the customer something.

Revenue is recognized when the performance obligation is satisfied. The long-term portion of deferred
revenue represents obligations that won't be fulfilled for more than a year (e.g., multi-year software
licenses or long-term service contracts).

Contingent Liabilities
Contingent liabilities are potential obligations whose outcome depends on uncertain future events. The
accounting treatment follows a probability framework:

• Probable and estimable: Record the liability on the balance sheet (accrue it).

• Reasonably possible: Don't accrue, but disclose in the notes.

• Remote: Generally no disclosure required.

Presentation and Disclosure

Balance Sheet Classification
• Long-term liabilities appear in the non-current section of the balance sheet.

• Any portion of a long-term liability due within one year gets reclassified as a current liability. For
example, if a 10-year bond has a  principal payment due next year, that  moves to
current liabilities.

• This current/non-current split gives users insight into both liquidity (short-term) and solvency
(long-term).

Notes to Financial Statements
The notes supplement the balance sheet with details that don't appear on its face:

• Terms of debt agreements (interest rates, maturity dates, collateral)
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• Restrictive covenants and compliance status

• Specific disclosures for leases, pensions, and other complex liabilities

Debt Covenants and Violations
Debt covenants are restrictions lenders impose on borrowers to protect their interests. They're a standard
feature of most long-term debt agreements.

Types of Debt Covenants
• Affirmative covenants require the borrower to do something: maintain insurance, submit financial
statements to the lender, keep assets in good condition.

• Negative covenants restrict the borrower from doing something: taking on additional debt, paying
dividends above a certain threshold, selling major assets without lender approval.

• Financial covenants set specific ratio thresholds the borrower must maintain, such as a minimum
interest coverage ratio of 3.0x or a maximum debt-to-equity ratio of 2.0x.

Accounting for Debt Covenant Violations
A covenant violation can trigger serious consequences. If the lender has the right to demand immediate
repayment (acceleration), the borrower must reclassify the entire debt as a current liability on the balance
sheet, even if the original maturity is years away.

However, if the lender waives the violation or grants a grace period that extends beyond the balance sheet
date, the debt may remain classified as non-current. The company must disclose the violation and the
waiver in the notes.

Modifications and Extinguishments
Sometimes the terms of a debt agreement change, or the debt gets settled early. The accounting depends
on whether the change is considered a modification or an extinguishment.

Debt Modifications
A modification changes the terms of an existing debt (e.g., extending the maturity, changing the interest
rate) while the original instrument stays in place.

The key test: compare the present value of cash flows under the new terms to the present value of
remaining cash flows under the original terms.

• If the difference is 10% or more, treat it as an extinguishment of the old debt and issuance of new
debt.

• If the difference is less than 10%, it remains a modification. Adjust the carrying amount and recognize
any difference as a gain or loss, then compute a new effective interest rate going forward.

Debt Extinguishments
An extinguishment occurs when debt is settled before maturity through repayment, redemption, or
exchange for equity or other securities.

The gain or loss is calculated as:
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The net carrying amount includes the face value adjusted for any unamortized premium, discount, or
issuance costs.

Gain or Loss on Extinguishment
• Gain: Reacquisition price < net carrying amount (you settled the debt for less than its book value).

• Loss: Reacquisition price > net carrying amount (you paid more than book value to retire the debt).

This gain or loss is reported in the income statement, typically as a separate line item within non-operating
income or expense.

Long-Term Liability Ratios
These ratios help you evaluate a company's ability to meet its long-term obligations and assess its financial
risk relative to peers.

Debt-to-Equity Ratio

A higher ratio means greater financial leverage. A company with a debt-to-equity ratio of 2.0 has twice as
much debt as equity financing. This isn't inherently bad, but it does mean more risk if earnings decline.

Times Interest Earned Ratio

This measures how comfortably a company can cover its interest payments from operating earnings. A
ratio of 5.0x means the company earns five times its interest obligation. Below 1.5x generally signals
potential trouble.

Fixed Charge Coverage Ratio

This broadens the analysis beyond just interest to include lease payments and other fixed charges. It's
particularly useful for companies with significant operating leases (like airlines or retailers). A higher ratio
indicates stronger ability to meet all fixed obligations.

11.3 Bonds payable

Types of bonds
Bonds are a form of long-term debt financing commonly used by corporations and governments to raise
capital. Different types of bonds carry varying features, risks, and benefits, all of which affect how they're
accounted for and presented in the financial statements.

Secured vs unsecured bonds
Secured bonds are backed by specific assets pledged as collateral, such as real estate or equipment. This
collateral reduces risk for investors because, if the issuer defaults, secured bondholders have a direct
claim on those pledged assets.
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Unsecured bonds (also called debentures) aren't backed by specific assets. They rely entirely on the
issuer's general creditworthiness. In a default, unsecured bondholders have only a general claim on the
issuer's assets with no priority over other general creditors.

Convertible vs non-convertible bonds
Convertible bonds give bondholders the option to convert their bonds into a specified number of shares of
the issuer's common stock at a predetermined conversion price. This feature provides potential upside if
the company's stock price rises significantly, which is why convertible bonds typically carry a lower stated
interest rate than otherwise comparable non-convertible bonds.

Non-convertible bonds lack this conversion feature and are simply repaid in cash at maturity.

Callable vs non-callable bonds
Callable bonds give the issuer the right to redeem the bonds before maturity at a specified call price
(usually above face value). Issuers typically exercise this option when market interest rates drop, allowing
them to refinance at a lower cost.

Non-callable bonds don't have this early redemption feature and remain outstanding until maturity.

Term vs serial bonds
• Term bonds mature all at once on a single date, with interest paid periodically (annually or
semi-annually) throughout their life.

• Serial bonds mature in installments over time, with a portion of the principal repaid at each scheduled
maturity date. This structure spreads out repayment and reduces the issuer's refinancing risk compared
to a single lump-sum repayment.

Issuing bonds payable
When a company issues bonds, it receives cash from investors in exchange for a promise to pay periodic
interest and repay the principal at maturity. The price investors are willing to pay depends on the
relationship between the bond's stated (coupon) interest rate and the market (effective) interest rate at the
time of issuance.

At face value
Bonds are issued at face value (par) when the stated rate equals the market rate. The cash received
equals the face value of the bonds, and no discount or premium exists.

At a discount
Bonds are issued at a discount when the stated rate is below the market rate. Investors aren't willing to pay
full face value for below-market interest payments, so the proceeds are less than the face value. The
difference is recorded as Discount on Bonds Payable, a contra-liability account that reduces the carrying
value of the bonds on the balance sheet.
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At a premium
Bonds are issued at a premium when the stated rate exceeds the market rate. Investors are willing to pay
more than face value for above-market interest payments, so the proceeds exceed the face value. The
excess is recorded as Premium on Bonds Payable, an adjunct liability account that increases the carrying
value of the bonds on the balance sheet.

Accounting for bonds payable
Accounting for bonds payable involves two main tasks: initially recording the liability at the issuance price,
then amortizing any discount or premium over the bond's life so that the carrying value equals the face
value at maturity.

Present value of future cash flows
The issuance price of a bond equals the present value of all its future cash flows, discounted at the market
interest rate. Those cash flows include:

• The periodic interest payments (an annuity)

• The principal repayment at maturity (a lump sum)

For example, suppose a company issues a 5-year,  bond with a 6% stated rate, paying interest
semi-annually, when the market rate is 8%. You'd discount 10 semi-annual interest payments of 
each ( ) and the  lump sum, both at 4% per period ( ). Because
the market rate exceeds the stated rate, the present value will be less than , and the bond is
issued at a discount.

Effective-interest method of amortization
The effective-interest method is the preferred (and more theoretically correct) approach. Here's how it
works each period:

1. Calculate interest expense = Carrying value at the beginning of the period  market (effective)
interest rate

2. Calculate cash interest payment = Face value  stated interest rate

3. The difference between interest expense and the cash payment is the amortization of the discount or
premium

With a discount, interest expense is greater than the cash payment, so the carrying value increases each
period. With a premium, interest expense is less than the cash payment, so the carrying value decreases
each period. Either way, the carrying value converges to face value by maturity.

This method produces a constant effective interest rate but a changing dollar amount of interest expense
each period.

Straight-line method of amortization
The straight-line method simply divides the total discount or premium evenly across all periods. For
example, a  discount on a 10-period bond means  of amortization each period.

This method is simpler but produces a varying effective interest rate from period to period. Under U.S.
GAAP, straight-line amortization is acceptable only if the results are not materially different from the
effective-interest method. IFRS requires the effective-interest method.
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Bonds payable on balance sheet
Bonds payable are reported on the balance sheet as a liability, presented at their carrying value (face value
adjusted for any unamortized discount or premium).

As a long-term liability
The non-current portion of bonds payable appears in the long-term liabilities section. It's reported as:

• Face value minus unamortized discount, or

• Face value plus unamortized premium

For example, if a bond has a  face value and a remaining unamortized discount of ,
the carrying value reported is .

Current portion of bonds payable
If any portion of the bonds matures within the next 12 months (or operating cycle, if longer), that amount is
reclassified from long-term liabilities to current liabilities. Any associated unamortized discount or premium
is reclassified proportionately along with it.

Interest expense on bonds
Interest expense represents the total cost of borrowing through bonds. It includes both the cash paid to
bondholders and the amortization of any discount or premium.

Cash interest payments
Cash interest is calculated as:

For a  bond with a 5% annual stated rate paying semi-annually, each cash payment is
. This amount stays the same every period because it's based on the

fixed face value and stated rate.

Amortization of bond discount or premium
• Discount amortization increases interest expense above the cash payment. The discount represents
additional borrowing cost because the company received less cash than it must repay.

• Premium amortization decreases interest expense below the cash payment. The premium represents
a reduction in borrowing cost because the company received more cash than it must repay.

Under the effective-interest method, the journal entry each period debits Interest Expense for the full
calculated amount, credits Cash for the coupon payment, and credits Discount on Bonds Payable (or
debits Premium on Bonds Payable) for the difference.

Impact on income statement
Interest expense appears on the income statement as a non-operating expense (often under "Other
expenses" or "Finance costs"). It reduces net income and earnings per share. For companies with
significant bond debt, interest expense can materially affect reported profitability.
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Retirement of bonds payable
Bonds can be retired before maturity through early extinguishment, either by exercising a call provision or
by purchasing the bonds on the open market. Any difference between the carrying value and the amount
paid results in a gain or loss.

Extinguishment before maturity
When bonds are retired early:

1. Update any accrued interest and amortization through the retirement date

2. Remove the bonds' carrying value from the books (face value plus or minus any remaining
unamortized premium or discount)

3. Record the cash paid to retire the bonds (the call price or market purchase price)

4. Recognize any difference as a gain or loss

Gains or losses on extinguishment
• A gain occurs when the retirement price is less than the carrying value (you paid less than the book
amount of the debt)

• A loss occurs when the retirement price exceeds the carrying value (you paid more than the book
amount)

These gains or losses are reported on the income statement. Under current U.S. GAAP, they're generally
presented as a component of income from continuing operations (not as extraordinary items, since that
classification was eliminated by ASU 2015-01).

Disclosures for bonds payable
Companies must disclose key information about their bonds payable in the notes to the financial
statements. These disclosures help users assess the terms, risks, and financial impact of the debt.

Required disclosures typically include:

• Face value and maturity date of the bonds, indicating the principal owed and when it comes due

• Interest rate and payment dates, including the stated rate and whether payments are annual,
semi-annual, etc.

• Collateral pledged, if any, describing the specific assets backing secured bonds

• Convertibility and call features, including conversion prices, call dates, and call prices where
applicable

• Aggregate maturities for each of the next five years, which helps users assess upcoming cash flow
requirements

Analyzing bonds payable
Financial ratios involving bonds payable provide insight into a company's leverage, solvency, and ability to
service its debt. Investors, creditors, and analysts rely on these metrics to assess risk.
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Debt-to-equity ratio

This ratio measures the proportion of debt financing relative to equity financing. A higher ratio indicates
greater financial leverage, which amplifies both potential returns and risk.

Times interest earned ratio

Also called the interest coverage ratio, this measures a company's ability to meet its interest obligations
from operating earnings. A ratio of 3.0, for instance, means the company earns three times its interest
expense. Higher values suggest a more comfortable margin of safety for debt service.

Credit ratings and their impact
Credit rating agencies (Moody's, Standard & Poor's, Fitch) assign ratings to bond issuers and individual
bond issues.

• Investment-grade ratings (BBB-/Baa3 and above) indicate lower credit risk and typically result in lower
interest rates on new issuances

• Speculative-grade ratings (BB+/Ba1 and below, sometimes called "junk" bonds) indicate higher credit
risk, leading to higher interest rates and more restrictive covenants

Changes in credit ratings can significantly affect a company's borrowing costs and its ability to access debt
markets. A downgrade may trigger higher interest rates on variable-rate debt or even accelerate
repayment obligations under certain bond covenants.

11.4 Leases
Leases allow companies to use assets without large upfront purchases. The accounting treatment of
leases under ASC 842 significantly affects the balance sheet, income statement, and cash flow statement,
so understanding how to recognize, measure, and disclose leases is a core skill in intermediate
accounting.

Definition of Leases
A lease is a contract that conveys the right to control the use of an identified asset for a period of time in
exchange for consideration. "Control" is the key word here: the lessee must have the right to direct the use
of the asset and obtain substantially all the economic benefits from that use. If a contract doesn't meet both
criteria, it's a service arrangement, not a lease.

Leases are a common financing tool because they let companies acquire the use of assets (equipment,
buildings, vehicles) without tying up large amounts of capital upfront.

Lessee vs. Lessor
• The lessee obtains the right to use the asset and makes periodic payments for that right.

• The lessor owns the asset and receives those periodic payments in exchange for granting the lessee
the right to use it.

Both parties have distinct accounting requirements, covered in the sections below.
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Finance vs. Operating Leases
The classification of a lease drives how it shows up on the financial statements for both parties.

• Finance leases (sometimes called capital leases under the old standard) transfer substantially all the
risks and rewards of ownership to the lessee. Think of them as economically similar to a purchase
financed with debt.

• Operating leases do not transfer substantially all the risks and rewards. They function more like a
rental arrangement, with the lessor retaining the ownership risks.

Under ASC 842, lessees classify a lease as a finance lease if it meets any one of these five criteria:

1. The lease transfers ownership of the asset to the lessee by the end of the lease term.

2. The lease grants the lessee an option to purchase the asset that the lessee is reasonably certain to
exercise.

3. The lease term is for the major part of the remaining economic life of the asset.

4. The present value of lease payments equals or exceeds substantially all of the fair value of the asset.

5. The asset is so specialized that it has no alternative use to the lessor at the end of the lease term.

If none of these criteria are met, the lease is an operating lease.

Accounting for Leases by Lessees
Under ASC 842, lessees recognize almost all leases on the balance sheet. The two exceptions are
short-term leases (lease term of 12 months or less, with no purchase option the lessee is reasonably
certain to exercise) and leases of low-value assets, which can be expensed on a straight-line basis
instead.

The accounting treatment differs depending on whether the lease is classified as finance or operating, but
both types require recognizing a right-of-use (ROU) asset and a lease liability at commencement.

Initial Recognition of Leases
At the commencement date (the date the lessor makes the asset available to the lessee), the lessee
records two items:

• Right-of-use (ROU) asset: Represents the lessee's right to use the underlying asset over the lease
term.

• Lease liability: Represents the lessee's obligation to make lease payments over the lease term.

The ROU asset is initially measured as:

The lease liability is measured at the present value of the remaining lease payments, discounted using the
rate implicit in the lease if it's readily determinable. If not, the lessee uses its own incremental borrowing
rate (the rate it would pay to borrow a similar amount over a similar term).

Subsequent Measurement of Leases
After initial recognition, the treatment diverges based on classification:
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Finance leases: - The ROU asset is depreciated on a straight-line basis (or another systematic basis) over
the shorter of the lease term or the useful life of the asset. - The lease liability is reduced as payments are
made, with each payment split between interest expense (calculated using the effective interest method)
and principal reduction. - This front-loads total expense because interest expense is highest in early
periods while depreciation stays constant.

Operating leases: - A single lease expense is recognized on a straight-line basis over the lease term. -
Behind the scenes, the lessee still calculates interest on the lease liability and amortizes the ROU asset,
but the amounts are combined so that total expense each period is equal. - The ROU asset is essentially a
plug figure: total straight-line expense minus the interest portion on the liability equals the ROU asset
amortization for the period.

Presentation in Financial Statements
• Balance sheet: ROU assets are presented separately from other assets (or disclosed in the notes).
Lease liabilities are presented separately from other liabilities, split between current and non-current
portions.

• Income statement: For finance leases, interest expense and depreciation expense appear separately.
For operating leases, the single lease expense is typically included in operating expenses.

• Cash flow statement: For finance leases, principal payments go in financing activities and interest
payments go in operating activities. For operating leases, all cash payments are classified within
operating activities.

Accounting for Leases by Lessors
Lessors classify leases into three categories: sales-type, direct financing, or operating. The same five
criteria used by lessees apply here. If any criterion is met, the lease is either sales-type or direct financing.
If none are met, it's an operating lease.

The distinction between sales-type and direct financing depends on whether the lessor earns a selling
profit at commencement:

• Sales-type: The present value of lease payments plus any residual value guaranteed by the lessee
accounts for substantially all of the asset's fair value, and it's probable the lessor will collect the
payments. The lessor recognizes a selling profit or loss at commencement.

• Direct financing: The criteria for a finance lease are met, but there's a third party guaranteeing the
residual value (meaning the lessor doesn't earn a selling profit upfront). Any selling profit is deferred
and recognized over the lease term as part of interest income.

Sales-Type Leases
At commencement, the lessor:

1. Derecognizes the underlying asset.

2. Recognizes a net investment in the lease (lease receivable + unguaranteed residual asset).

3. Recognizes revenue at the present value of lease payments plus any guaranteed residual value.

4. Recognizes cost of goods sold at the carrying amount of the asset minus the present value of the
unguaranteed residual.

5. Records any selling profit or loss (revenue minus cost of goods sold).
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Over the lease term, the lessor recognizes interest income on the net investment using the effective
interest method.

Direct Financing Leases
The lessor also recognizes a net investment in the lease (lease receivable + unguaranteed residual asset),
but any selling profit is deferred at commencement rather than recognized immediately. The deferred profit
is included in the net investment and recognized as part of interest income over the lease term.

Operating Leases
The lessor keeps the asset on its balance sheet and continues to depreciate it over its useful life. Lease
income is recognized on a straight-line basis over the lease term, even if the payment schedule is uneven.

Lease Modifications
A lease modification is a change to the scope or consideration of a lease that was not part of the original
terms. Common modifications include extending or shortening the lease term, adding or removing leased
space, or changing the payment amount.

Lessee Accounting for Modifications
The lessee first determines whether the modification should be treated as a separate lease or as a
modification of the existing lease.

Treated as a separate lease if both conditions are met: 1. The modification grants an additional right of use
not in the original lease (e.g., adding a new floor of office space). 2. The lease payments increase by an
amount commensurate with the standalone price of the additional right of use.

If both conditions are met, the lessee accounts for the new right of use as a completely separate lease,
leaving the original lease accounting unchanged.

If not a separate lease, the lessee: 1. Remeasures the lease liability at the present value of the remaining
payments under the revised terms, using a revised discount rate as of the modification date. 2. Adjusts the
ROU asset by the same amount as the change in the lease liability. 3. If the modification decreases the
scope of the lease (e.g., giving back leased space), the lessee also reduces the ROU asset proportionally
and recognizes any difference as a gain or loss.

Lessor Accounting for Modifications
Lessors follow a similar "separate lease" test. If the modification doesn't qualify as a separate lease, the
lessor's treatment depends on how the modified lease would have been classified had the new terms been
in effect from inception:

• If the modified lease would be an operating lease, the lessor treats it as a new operating lease from
the modification date, with any prepaid or accrued rent from the original lease included in the new
straight-line calculation.

• If the modified lease would be a sales-type or direct financing lease, the lessor accounts for it as a
new lease from the modification date.

Sale and Leaseback Transactions
A sale and leaseback occurs when a company sells an asset it owns and immediately leases it back from
the buyer. This is often used to free up cash while retaining use of the asset.
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Determining if the Transfer Is a Sale
The seller-lessee and buyer-lessor evaluate whether the transfer qualifies as a sale under the revenue
recognition guidance (ASC 606). The central question is whether control of the asset has transferred to the
buyer-lessor.

The transfer is not a sale if, for example, the seller-lessee has a repurchase option that it's reasonably
certain to exercise, because the buyer-lessor hasn't truly obtained control.

Accounting for Sale and Leaseback
If the transfer qualifies as a sale: - The seller-lessee derecognizes the asset and recognizes a gain or loss
on the sale. However, any gain or loss related to the rights retained through the leaseback must be
deferred. Only the portion of the gain or loss related to the rights transferred to the buyer-lessor is
recognized immediately. - The seller-lessee then records the leaseback as a new lease (ROU asset and
lease liability) under normal lessee accounting. - The buyer-lessor records the purchase of the asset and
accounts for the leaseback as a new lease under normal lessor accounting.

If the transfer does not qualify as a sale: - The seller-lessee keeps the asset on its balance sheet and
records the cash received as a financial liability (essentially a secured borrowing). - The buyer-lessor does
not record the asset. Instead, it records the cash paid as a finance receivable.

Disclosures for Leases
Both lessees and lessors must provide disclosures that allow financial statement users to assess the
amount, timing, and uncertainty of cash flows arising from leases. Disclosures should be presented
separately for finance and operating leases unless a combined presentation is more useful.

Lessee Disclosures
Qualitative disclosures include: - A general description of leasing arrangements - How variable lease
payments are determined - Terms of renewal, termination, and purchase options - Terms of residual value
guarantees

Quantitative disclosures include: - Depreciation charge for ROU assets and carrying amounts by asset
class - Interest expense on lease liabilities - Short-term lease expense and low-value asset lease expense
- Variable lease expense not included in the lease liability - Sublease income - Cash paid for lease
liabilities, split between operating and financing cash flows - Non-cash information (e.g., ROU assets
obtained in exchange for new lease liabilities) - Weighted-average remaining lease term and
weighted-average discount rate, separately for finance and operating leases - A maturity analysis of
undiscounted lease liabilities, reconciled to the balance sheet amount

Lessor Disclosures
Qualitative disclosures include: - A general description of leasing arrangements - How variable lease
payments are determined - Terms of renewal, termination, and purchase options

Quantitative disclosures include: - Lease income, broken out by: (1) selling profit or loss at
commencement, (2) interest income on the net investment, and (3) variable lease payments not in the net
investment - Components of the net investment in sales-type and direct financing leases (lease receivable,
unguaranteed residual asset, deferred selling profit on direct financing leases) - Significant changes in
unguaranteed residual assets and deferred selling profit - A maturity analysis of undiscounted lease
payments to be received, separately for sales-type/direct financing leases and operating leases - Credit
loss disclosures for lease receivables (per ASC 326)
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Transition to ASC 842
ASC 842 replaced the previous lease standard (ASC 840). It became effective for public companies for
fiscal years beginning after December 15, 2018, and for private companies for fiscal years beginning after
December 15, 2021. The biggest change: lessees now recognize nearly all leases on the balance sheet,
whereas under ASC 840, operating leases were off-balance-sheet.

Modified Retrospective Approach
Companies adopted ASC 842 using a modified retrospective approach:

1. Apply the new standard to all leases existing at the date of initial application, plus any new leases
entered into after that date.

2. Recognize and measure leases at the beginning of the earliest period presented (or, if electing the
practical expedient, at the adoption date itself).

3. Comparative periods do not need to be restated.

4. Record a cumulative-effect adjustment to the opening balance of retained earnings for the impact of
applying the new standard to existing leases.

Practical Expedients for Transition
ASC 842 offers several practical expedients to ease the transition. These are elected as a package (you
take all or none within each package):

For lessees and lessors: - No need to reassess whether existing contracts are or contain leases - No need
to reassess lease classification for existing leases - No need to reassess initial direct costs for existing
leases

Additional lessee expedient: - Option to use hindsight when determining the lease term (e.g., factoring in
renewal options that are now reasonably certain) and when assessing impairment of ROU assets

These expedients significantly reduced the effort required to transition large lease portfolios to the new
standard.

11.5 Contingent liabilities

Definition of contingent liabilities
Contingent liabilities are potential obligations that may arise depending on the outcome of uncertain future
events. They represent a possible future claim on a company's assets if specific conditions end up being
met. The key distinction from regular liabilities: contingent liabilities are uncertain in both their occurrence
and their amount.

Understanding how to handle these is central to financial reporting because they can materially affect a
company's financial position, yet they don't always show up on the balance sheet.

Criteria for contingent liabilities
Three criteria drive how you account for a contingent liability. All three must be evaluated together.
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Probable future event
The future event that would trigger the obligation must be probable, meaning it's more likely than not to
occur (generally interpreted as greater than a 50% chance under IFRS). Assessing probability involves
significant management judgment, and auditors will scrutinize these assessments closely.

Estimable amount
The potential obligation must be reasonably estimable. Estimates can draw on past experience, industry
data, or expert opinions. When a range of possible amounts exists, you typically use the most likely
amount within that range. Under IAS 37, if no single amount is more likely than another, you use the
midpoint of the range. Under U.S. GAAP (ASC 450), you record the low end of the range.

Entity obligation
The company must have a present obligation resulting from a past event. This obligation can be:

• Legal (arising from a contract, legislation, or court ruling)

• Constructive (implied by the company's established pattern of behavior or public commitments)

The obligation must involve a probable transfer of economic benefits to settle it.

Accounting for contingent liabilities
The accounting treatment depends entirely on where the contingency falls on the probability spectrum:

Likelihood Estimable? Treatment

Probable (>50%) Yes Recognize as a liability on the balance
sheet

Probable (>50%) No Disclose in the notes only

Possible (not probable, not remote) N/A Disclose in the notes only

Remote N/A No recognition or disclosure required

Initial recognition
When both criteria are met (probable and estimable), you:

1. Record the liability at the best estimate of the amount required to settle the obligation.

2. Recognize a corresponding expense on the income statement.

3. The liability appears on the balance sheet; the expense reduces net income for the period.

Subsequent measurement
At each reporting date, reassess the contingent liability:

1. Re-evaluate the probability of the event occurring.

2. Update the estimated amount if new information is available.

3. Adjust the liability and expense accounts to reflect the current best estimate.

4. If the contingency is resolved or becomes remote, derecognize the liability entirely.
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Disclosure of contingent liabilities

Required disclosures
For contingent liabilities that are disclosed (but not recognized), the notes to the financial statements must
include:

• The nature of the contingency and an estimate of its financial effect

• An indication of the uncertainties relating to the amount or timing of any outflow

• The possibility of any reimbursement (for example, from an insurance policy)

Optional disclosures
Companies may also provide:

• Details about the parties involved or the stage of legal proceedings

• Sensitivity analysis showing how changes in assumptions would affect the estimated amount

• Management's assessment of the likely outcome and the basis for their judgment

Practical note: IAS 37 includes a "prejudice exemption." If disclosing information about a contingency
would seriously prejudice the company's position in a dispute, the company can limit what it discloses, but
it must state that it has done so and explain why.

Examples of contingent liabilities

Lawsuits and litigation
Pending lawsuits are one of the most common contingent liabilities. A customer, employee, or competitor
might sue the company for damages, breach of contract, or intellectual property infringement. The
company must assess the probability of losing the case and estimate potential damages or settlement
costs. These assessments often rely heavily on input from legal counsel.

Product warranties
When a company sells products with a warranty, it takes on an obligation to repair or replace defective
items. Because warranty claims are based on historical patterns, the cost is usually estimable with
reasonable accuracy. Warranties can be explicit (written into the sales contract) or implicit (imposed by law
or industry custom). The estimated warranty cost is accrued at the time of sale, not when claims are
actually filed.

Environmental contamination
Companies may face obligations to clean up environmental damage from their operations or to pay
penalties for regulatory violations. These estimates depend on the extent of contamination, applicable
regulations, and expected remediation costs. Environmental liabilities can be especially difficult to estimate
because cleanup can span many years.
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Contingent liabilities vs. contingent assets
Contingent assets are the mirror image of contingent liabilities: they are possible assets arising from past
events whose existence depends on uncertain future outcomes (for example, a lawsuit the company
expects to win).

The treatment is deliberately asymmetric due to conservatism:

• Contingent liabilities are recognized when probable and estimable.

• Contingent assets are never recognized on the balance sheet. They may only be disclosed in the
notes when an inflow of economic benefits is probable.

This asymmetry reflects the accounting principle of prudence: you don't want to overstate assets or
understate liabilities.

Contingent liabilities vs. provisions
Students often confuse these two. Here's the distinction:

• A provision is a liability of uncertain timing or amount, but it meets the recognition criteria (probable
outflow, reliable estimate). Provisions are recognized on the balance sheet. Examples: restructuring
provisions, decommissioning obligations.

• A contingent liability either does not meet the recognition criteria or involves a possible (but not
probable) obligation. Contingent liabilities are disclosed in the notes but not recognized on the balance
sheet.

Think of it this way: a provision is a recognized contingent liability. Once a contingent liability crosses the
threshold of "probable and estimable," it becomes a provision under IAS 37.

Contingent liability journal entries

When a contingent liability is recognized (probable and estimable):
Debit Credit

Expense account (e.g., Warranty
Expense)

Liability account (e.g., Warranty
Liability)

When the contingency is settled or paid:
Debit Credit

Liability account (e.g., Warranty
Liability)

Cash (or other asset)

If the actual settlement differs from the estimate, the difference is recognized as an adjustment to expense
in the period of settlement.

Contingent liability T-accounts
Warranty Liability (Liability account):
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• Debit side: Settlements, payments, or reversals when the contingency is resolved

• Credit side: Initial recognition and any upward adjustments at subsequent reporting dates

Warranty Expense (Expense account):

• Debit side: Initial recognition and upward adjustments to the estimated liability

• Credit side: Reversals if the contingency becomes remote or the estimate decreases

Auditing contingent liabilities

Management representations
Auditors obtain written representations from management confirming:

• The completeness of all disclosed contingencies (nothing material has been omitted)

• Management's assessment of the probability and estimated amounts

• The accuracy of the information provided about pending or threatened litigation

Audit procedures
Auditors use several procedures to verify contingent liabilities:

1. Review legal correspondence and invoices from external lawyers to identify potential claims

2. Send confirmation letters to the company's legal counsel asking about the status and likely outcome
of pending litigation

3. Inquire of management about any known or potential claims not yet disclosed

4. Examine warranty agreements and historical claim data to assess the reasonableness of warranty
accruals

5. Inspect environmental reports and correspondence with regulatory agencies for potential remediation
obligations

Tax implications of contingent liabilities
Contingent liabilities can create temporary differences between book and tax treatment:

• For accounting purposes, the expense is recognized when the liability is accrued (probable and
estimable).

• For tax purposes, the deduction typically isn't allowed until the obligation is actually paid or settled.

This timing difference creates a deferred tax asset, because the company has recognized an expense for
books that hasn't yet been deducted for tax. The deferred tax asset will reverse in the period when the
payment is actually made and the tax deduction is taken.

Impact of contingent liabilities

Financial statements
• Balance sheet: Recognized contingent liabilities increase total liabilities and decrease equity.
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• Income statement: The corresponding expense reduces net income in the period of recognition.

• Cash flow statement: No cash impact at recognition. Cash outflows occur in future periods when the
contingency is actually settled.

Ratios and metrics
Contingent liabilities can significantly affect key financial ratios:

• Debt-to-equity ratio increases when a contingent liability is recognized, signaling higher leverage.

• Current ratio decreases if the contingent liability is classified as current.

• Analysts and credit rating agencies often adjust reported figures to account for disclosed (but
unrecognized) contingent liabilities, which can affect a company's risk profile and creditworthiness.
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Unit 12 – Stockholders' Equity
12.1 Issuance of stock
Corporations issue stock to raise capital and structure ownership. Common stock represents basic
ownership, while preferred stock offers special rights. Accounting for stock issuance requires you to record
transactions based on par value, issuance price, and any costs incurred, all of which directly affect how
stockholders' equity appears on the balance sheet.

Types of Stock
The two main types of stock a corporation can issue are common stock and preferred stock. Each carries
distinct rights, and the accounting treatment differs between them.

Common Stock
Common stock represents the residual ownership interest in a corporation after all other claims (liabilities
and preferred stock) have been satisfied. Key features:

• Holders get voting rights, allowing them to elect the board of directors and vote on major corporate
decisions

• Dividends are not guaranteed and are paid only at the board's discretion

• In liquidation, common stockholders have the lowest priority for receiving assets, collecting only what
remains after creditors and preferred stockholders are paid

Because common stockholders bear the most risk, they also have the greatest potential for capital
appreciation as the company grows.

Preferred Stock
Preferred stock is a class of stock that provides certain preferences over common stock, particularly
regarding dividends and liquidation. Key features:

• Holders typically receive a fixed dividend rate, which must be paid before any dividends go to common
stockholders

• In liquidation, preferred stockholders rank above common stockholders but below creditors

• May be cumulative (unpaid dividends accumulate and must eventually be paid) or non-cumulative
(skipped dividends are lost permanently)

• May include additional features like convertibility into common stock or callable provisions that let the
company repurchase the shares at a set price
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Differences Between Common and Preferred Stock
Feature Common Stock Preferred Stock

Dividend priority Paid after preferred Paid first

Dividend amount Variable, not guaranteed Typically fixed rate

Voting rights Yes Usually limited or none

Liquidation claim Residual (lowest equity priority) Higher than common, lower than
creditors

Capital appreciation Higher potential Limited potential

Accounting for Issuance of Stock
When a corporation issues stock, the accounting treatment depends on whether the stock has a par value,
the price at which it's issued, and any costs incurred during the process.

Par Value vs. No-Par-Value Stock
Par value is a nominal value assigned to each share in the corporate charter. It's often a very small
amount, such as  or  per share. Par value has little economic significance today, but it matters for
how you split the journal entry.

• Par value stock: The par value amount is recorded in the Common Stock (or Preferred Stock)
account. Any amount received above par goes into Additional Paid-In Capital (APIC).

• No-par-value stock: The entire proceeds from issuance are recorded in the Common Stock account.
There's no APIC entry needed.

Whether a company uses par value depends on state law and the corporate charter.

Journal Entries for Issuing Stock
The basic pattern for issuing par value stock:

1. Debit Cash (or other assets received) for the total proceeds

2. Credit Common Stock for the total par value (shares × par value per share)

3. Credit APIC for the excess over par

Example: A company issues 1,000 shares of  par value common stock at  per share.

Debit:  Cash            $10,000
Credit: Common Stock      $1,000
Credit: APIC              $9,000

The  in Common Stock reflects the par value (1,000 × ), and the remaining  goes to
APIC.

Issuance Costs of Stock
Costs tied to issuing stock (underwriting fees, legal fees, printing costs) are not expensed on the income
statement. Instead, they reduce the APIC account, which effectively lowers the net proceeds from the
issuance.
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Example: The company from above incurs  in issuance costs.

Debit:  APIC       $500
Credit: Cash       $500

After this entry, the net APIC from the issuance is  ( ).

Stock Issuance Above and Below Par
The difference between the issuance price and par value gets recorded in APIC. This keeps the Common
Stock account tied strictly to par value.

Issuance of Stock Above Par
This is the most common scenario. The excess over par is credited to APIC.

Example: A company issues 1,000 shares of  par value common stock at  per share.

Debit:  Cash            $12,000
Credit: Common Stock      $1,000
Credit: APIC             $11,000

Issuance of Stock Below Par
Some jurisdictions allow stock to be issued below par value. When this happens, the shortfall is debited to
a Discount on Common Stock account (sometimes debited against APIC if a balance exists). Issuing below
par can create contingent liability for shareholders in some states, so it's relatively rare.

Example: A company issues 1,000 shares of  par value common stock at  per share.

Debit:  Cash                $800
Debit:  Discount on
        Common Stock        $200
Credit: Common Stock      $1,000

Accounting Treatment for Premiums and Discounts
In both cases, the Common Stock account stays at the total par value. Premiums go to APIC as a credit;
discounts are recorded as a contra-equity debit. This preserves the integrity of the par value in the
Common Stock account. APIC (and any discount accounts) are components of stockholders' equity on the
balance sheet.

Stock Subscriptions
A stock subscription is a contract where an investor agrees to purchase a certain number of shares at a
specified price, often with payment collected over time. The stock isn't actually issued until the subscription
is fully paid.

Stock Subscription Process
1. The corporation offers stock subscriptions to potential investors

2. Investors sign contracts agreeing to purchase a specific number of shares at a set price

3. The corporation collects payments (sometimes in installments)
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4. Once the subscription is fully paid, the corporation issues the shares

Accounting for Stock Subscriptions
Stock subscriptions use two special accounts:

• Stock Subscriptions Receivable tracks what investors still owe. Note that under U.S. GAAP, this is
typically reported as a contra-equity account (not as an asset) unless collection is reasonably assured
in the near term.

• Common Stock Subscribed represents the commitment to issue shares. It sits in stockholders' equity
until the shares are actually issued.

Journal Entries for Stock Subscriptions
Example: A company receives subscriptions for 1,000 shares of  par value common stock at  per
share.

Step 1: Record the subscription agreement

Debit:  Stock Subscriptions Receivable   $10,000
Credit: Common Stock Subscribed            $1,000
Credit: APIC                               $9,000

The credit to Common Stock Subscribed (not Common Stock) signals that shares haven't been issued yet.
APIC is recognized at this point for the excess over par.

Step 2: Collect the subscription payments

Debit:  Cash                             $10,000
Credit: Stock Subscriptions Receivable   $10,000

Step 3: Issue the stock upon full payment

Debit:  Common Stock Subscribed    $1,000
Credit: Common Stock               $1,000

At this point, the shares move from "subscribed" to officially issued and outstanding.

Stock Options and Warrants
Stock options and warrants give the holder the right, but not the obligation, to purchase shares at a
predetermined price (the exercise price) within a certain time period. They don't represent ownership until
exercised.

Characteristics of Stock Options and Warrants
• Exercise price: The price at which the holder can buy the underlying stock

• Expiration date: The deadline for exercising the option or warrant

• Vesting period (stock options): The time an employee must remain with the company before the
options become exercisable

The main distinction: warrants are typically issued to outside investors (often attached to bonds or
preferred stock as a sweetener), while stock options are granted to employees as compensation.
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Accounting for Stock Options and Warrants
Employee stock options are measured at fair value on the grant date, typically using an option pricing
model like Black-Scholes. That fair value is then recognized as compensation expense over the vesting
period.

Example of the recognition pattern for employee options:

1. On the grant date, determine the total fair value of the options

2. Each period during the vesting period, record a portion of that total: Debit: Compensation Expense
$X Credit: APIC – Stock Options $X

3. When the employee exercises the options: Debit: Cash (exercise price × shares) Debit: APIC – Stock
Options (fair value previously recorded) Credit: Common Stock (par value) Credit: APIC (excess)

Warrants issued with other securities (like bonds) require you to allocate the proceeds between the debt
and the warrants, usually based on relative fair values.

Dilutive Effect of Options and Warrants
Options and warrants are dilutive when the exercise price is below the current market price. This means if
all holders exercised, more shares would be outstanding, spreading earnings across a larger share count.

Diluted EPS captures this potential impact using the treasury stock method. Companies must disclose the
dilutive effect in their financial statements so investors can assess the potential future share count.

Stock Splits and Stock Dividends
Both stock splits and stock dividends increase the number of outstanding shares without changing total
stockholders' equity. However, the accounting treatment differs significantly between them.

Stock Splits vs. Stock Dividends
Stock splits increase shares outstanding by a ratio (e.g., 2-for-1) and reduce par value proportionally. Total
par value stays the same.

• Example: A stockholder with 100 shares of  par value stock receives 100 additional shares in a
2-for-1 split. Par value drops to  per share. Total par value is still .

Stock dividends issue additional shares as a percentage of current holdings (e.g., 10%) but do not change
par value per share. This transfers value from Retained Earnings into the paid-in capital accounts.

• Example: A stockholder with 100 shares receives 10 additional shares in a 10% stock dividend. Par
value per share stays the same.

Accounting for Stock Splits
Stock splits require no journal entry because total par value and total equity are unchanged. The company
updates its records to reflect the new share count and reduced par value, and discloses the split in the
financial statement notes.

Accounting for Stock Dividends
Stock dividends require journal entries and the treatment depends on size:
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• Small stock dividends (generally under 20-25% of outstanding shares) are recorded at fair market
value

• Large stock dividends (generally 20-25% or more) are recorded at par value

Example (small stock dividend): A company with 1,000 shares outstanding (  par value) declares a 10%
stock dividend when the market price is  per share. That's 100 new shares.

Step 1: Declaration date

Debit:  Retained Earnings              $2,000
Credit: Stock Dividends Distributable    $100
Credit: APIC                           $1,900

The  comes from 100 shares ×  market value. Stock Dividends Distributable reflects the par
value of the new shares (100 × ), and APIC captures the excess.

Step 2: Distribution date

Debit:  Stock Dividends Distributable    $100
Credit: Common Stock                     $100

Stock Dividends Distributable is reported in stockholders' equity (not as a liability) between declaration and
distribution.

Disclosure Requirements
Companies must provide clear disclosure of stock transactions so investors can understand the equity
structure and any potential dilution.

Financial Statement Presentation of Stock Issuance
On the balance sheet, stockholders' equity should show:

• Common Stock at total par value

• Preferred Stock presented separately (if applicable)

• APIC for amounts received above par

• The number of shares authorized, issued, and outstanding for each class of stock

Notes to Financial Statements for Stock Transactions
The notes should describe:

• Number of shares issued during the period

• Par value and issue price per share

• Total proceeds received

• Issuance costs incurred

• Details of any stock splits, stock dividends, or other equity transactions, including dates and terms

Disclosure of Stock Options and Warrants
Companies must disclose:
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• Number of options or warrants outstanding

• Exercise prices and expiration dates

• Vesting periods for employee stock options

• Fair value of options/warrants and the valuation method used (e.g., Black-Scholes)

• The dilutive effect on EPS

These disclosures help investors evaluate how options and warrants could affect the company's future
share count and per-share earnings.

12.2 Repurchase of stock

Reasons for Stock Repurchases
Companies repurchase their own stock for several strategic reasons:

• Returning excess cash to shareholders. When a company has more cash than it needs for operations
or investment, buying back shares can increase earnings per share (EPS) and potentially boost the
stock price.

• Defense against hostile takeovers. Repurchasing shares reduces the number of outstanding shares
available on the open market, making it harder for an outside party to acquire a controlling interest.

• Offsetting dilution from stock compensation. When employees exercise stock options, new shares
enter the market and dilute existing shareholders. Repurchases can counteract that dilution and help
the company maintain a target capital structure.

Accounting for Stock Repurchases
There are two main methods for recording stock repurchases: the cost method and the par value method.
The cost method is far more common in practice, but you need to know both.

Cost Method
Under the cost method, you record the repurchased shares at whatever you actually paid for them (the
total cost, including brokerage fees).

When shares are repurchased:

1. Debit Treasury Stock for the total cost paid.

2. Credit Cash for the same amount.

The Treasury Stock account is a contra-equity account, so it reduces total stockholders' equity on the
balance sheet.

When treasury shares are reissued:

• If reissued above cost: credit the excess to Additional Paid-In Capital (APIC) from Treasury Stock.

• If reissued below cost: first reduce any existing APIC from Treasury Stock. If that balance is
exhausted, debit the remainder to Retained Earnings.

A key point: gains and losses on treasury stock transactions are never reported on the income statement.
They are equity adjustments only.
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Par Value Method
Under the par value method, the repurchase is recorded as if the original issuance is being reversed.

When shares are repurchased:

1. Debit Treasury Stock for the par value of the shares.

2. Debit APIC for the amount originally paid in excess of par when those shares were first issued.

3. If the repurchase price exceeds the original issue price, debit Retained Earnings for the difference.

4. If the repurchase price is less than the original issue price, credit APIC from Treasury Stock for the
difference.

5. Credit Cash for the total amount paid.

When these shares are later reissued, the entry looks the same as a brand-new stock issuance: credit
Common Stock at par and credit APIC for any excess over par.

Treasury Stock vs. Retired Stock
These two concepts are easy to confuse, but the distinction matters:

• Treasury stock consists of shares the company has repurchased but still holds. They can be reissued
later. On the balance sheet, treasury stock appears as a contra-equity item that reduces total
stockholders' equity.

• Retired stock consists of shares the company has repurchased and permanently canceled. These
shares revert to authorized-but-unissued status. Retirement removes the shares from both the
Common Stock account (at par) and APIC, with any remaining excess reducing Retained Earnings.

Think of it this way: treasury stock is "on the shelf" and can come back. Retired stock is gone for good.

Impact on Financial Statements

Balance Sheet
Stock repurchases reduce both Cash (asset side) and Stockholders' Equity. Under the cost method,
treasury stock shows up as a negative line item in the equity section. Under retirement, the Common Stock
and APIC accounts shrink directly, and Retained Earnings may be reduced as well.

Either way, total equity decreases by the amount of cash spent on the repurchase.

Income Statement
Stock repurchases have no direct effect on the income statement. They are capital transactions, not
operating activities.

However, there's an important indirect effect: because repurchases reduce the number of shares
outstanding, EPS increases if net income stays the same. This is one of the main reasons companies
repurchase stock.

Also, any difference between the reissue price and the original cost when treasury shares are resold is
recorded as an equity adjustment, not as a gain or loss on the income statement. This is a common exam
trap.
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Cash Flow Statement
Repurchases appear as a cash outflow under financing activities. If treasury shares are later reissued for
cash, those proceeds show up as a cash inflow under financing activities.

Tax Considerations of Stock Repurchases
For shareholders, the tax treatment depends on how the repurchase is structured:

• If a shareholder sells shares back to the company in an open market repurchase, it's generally treated
as a regular sale, and the shareholder reports a capital gain or loss.

• If the repurchase qualifies as a redemption under tax law, the treatment depends on factors like the
percentage of shares redeemed and the shareholder's relationship to the company. Some redemptions
can be treated as dividend income rather than capital gains, which may carry different tax rates.

From the company's perspective, the Inflation Reduction Act of 2022 introduced a 1% excise tax on the net
value of stock repurchases by publicly traded corporations, which is worth being aware of.

Stock Repurchases vs. Cash Dividends
Both repurchases and dividends return cash to shareholders, but they work differently:

Feature Stock Repurchases Cash Dividends

Flexibility Company chooses timing and amount Once declared, dividends create a legal
obligation

Tax timing for shareholders Taxed only when shareholder sells Taxed in the period received

Effect on share price Indirect (fewer shares outstanding may
push price up)

Stock price typically drops by the
dividend amount on ex-date

Signal to market May signal management believes stock
is undervalued

Often signals stable, predictable cash
flows

EPS impact Increases EPS by reducing share count No direct effect on EPS

Repurchases give management more flexibility because there's no expectation of consistency. Dividends,
once established, are difficult to cut without sending a negative signal to the market.

Limitations on Stock Repurchases

Legal Restrictions
• Companies must comply with SEC Rule 10b-18, which provides a safe harbor from market
manipulation liability if repurchases meet conditions related to timing, price, volume, and the use of a
single broker per day.

• Federal and state securities laws prohibit repurchases based on material nonpublic information
(insider trading rules still apply).

• Some state corporation laws require that repurchases be made only from legally available funds
(typically retained earnings or surplus), preventing companies from impairing their stated capital.
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Contractual Restrictions
• Debt covenants in loan agreements or bond indentures frequently limit repurchases. For example, a
covenant might require the company to maintain a minimum current ratio or restrict total shareholder
distributions to a percentage of cumulative net income.

• Employee benefit plans such as ESOPs may restrict repurchases to protect plan participants'
interests.

Before launching a repurchase program, companies need to review all existing agreements to make sure
they won't trigger a covenant violation.

Disclosure Requirements for Stock Repurchases
Public companies must disclose repurchase activity in their SEC filings (Form 10-K, Form 10-Q). Required
disclosures typically include:

• Total number of shares repurchased during the period

• Average price paid per share

• Dollar amount remaining under the board-authorized repurchase program

• Whether any shares were repurchased outside of a publicly announced plan

Any material changes to a repurchase program (such as expanding the authorization, suspending, or
terminating the program) must also be disclosed. Failure to comply with these requirements can lead to
SEC enforcement actions and legal liability for the company and its officers.

12.3 Cash dividends

Declaration of Cash Dividends
Cash dividends are distributions of a company's earnings to its shareholders in the form of cash. They
represent one of the primary ways companies return value to investors, and the accounting treatment
follows a specific sequence of dates and journal entries that you need to know well.

Date of Declaration
The date of declaration is when the board of directors formally approves a cash dividend. This is the date
that matters most from an accounting perspective because it creates a legal obligation to pay. The moment
the board declares the dividend, a liability appears on the balance sheet.

Approval by the Board of Directors
Only the board of directors has the authority to declare dividends. The board decides the amount per
share, the timing, and how often dividends are paid. Before approving a dividend, the board typically
considers:

• The company's current earnings and financial performance

• Available cash and liquidity needs

• Future capital expenditure and growth plans

• Any legal or contractual restrictions on distributions
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Types of Cash Dividends
Not all cash dividends are the same. The type a company declares depends on its financial situation and
dividend policy.

Regular Cash Dividends
These are paid on a consistent, recurring basis, usually quarterly. The amount per share tends to stay the
same or increase gradually over time. Companies like Coca-Cola and Johnson & Johnson are known for
decades of uninterrupted regular dividends. For income-oriented investors, regular dividends provide a
predictable cash return.

Special Cash Dividends
A special dividend is a one-time or infrequent payout, often triggered by a specific event like a large asset
sale or an unusually profitable year. Microsoft, for example, paid a \$3 per share special dividend in 2004
when it had accumulated a massive cash reserve. These are separate from the regular dividend policy and
shouldn't be expected to recur.

Liquidating Dividends
Liquidating dividends are fundamentally different from the other two types. They represent a return of
invested capital, not a distribution of earnings. Companies typically pay liquidating dividends when winding
down operations or selling off assets. Because they return capital rather than profits, liquidating dividends
reduce paid-in capital (not retained earnings) on the balance sheet.

Accounting for Cash Dividends
The accounting process revolves around three key dates. Each date has a distinct role, and only two of
them require journal entries.

Dividend Dates Overview
Date What Happens Journal Entry?

Date of Declaration Board declares dividend; liability is
created

Yes

Date of Record Company determines eligible
shareholders

No

Date of Payment Cash is paid to shareholders Yes

Date of Record
The date of record is the cutoff for determining which shareholders receive the dividend. If you're
registered as a shareholder in the company's books on this date, you get the dividend, even if you sell your
shares the next day. No journal entry is made on this date because nothing changes financially; it's purely
administrative.

Ex-Dividend Date
The ex-dividend date is typically set one business day before the date of record. If you buy shares on or
after the ex-dividend date, you will not receive the upcoming dividend. On this date, the stock price
generally drops by approximately the dividend amount to reflect that new buyers won't receive the payout.
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Date of Payment
This is when the company actually sends cash to shareholders. The liability created at declaration is
eliminated, and the cash account decreases.

Journal Entries for Cash Dividends
These two entries are the core of what you need to know for exam purposes.

At Declaration Date
The company records the obligation to pay. Retained Earnings decreases (debit), and a current liability is
created.

Example: A company declares a \$100,000 cash dividend.

Retained Earnings          100,000
    Dividends Payable                 100,000

Some companies use a temporary "Dividends Declared" account instead of debiting Retained Earnings
directly. That account gets closed to Retained Earnings at year-end, so the net effect is the same.

At Record Date
No entry. Nothing to record here.

At Payment Date
The company pays out the cash and removes the liability.

Dividends Payable          100,000
    Cash                              100,000

After this entry, both the liability and the cash are reduced by the same amount.

Effect on Financial Statements

Retained Earnings
Declaring a cash dividend reduces retained earnings by the total dividend amount. This is a direct
reduction in stockholders' equity. Critically, dividends are not an expense. They do not appear on the
income statement and do not affect net income. They are a distribution of previously earned profits.

Cash
On the payment date, the company's cash balance drops by the full dividend amount. This outflow appears
in the financing activities section of the statement of cash flows, not in operating activities.

Dividends Payable
Between the declaration date and the payment date, dividends payable sits on the balance sheet as a
current liability. It's created at declaration and eliminated at payment. If a company's fiscal year ends
between these two dates, you'll see dividends payable on the balance sheet.
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Disclosure Requirements

Notes to Financial Statements
Companies must disclose in the notes:

• Total cash dividends declared and paid during the period

• Per-share dividend amounts

• Any changes to the company's dividend policy

• The relevant dates (declaration, record, payment)

Restrictions on Cash Dividends
Companies must also disclose any restrictions that limit their ability to pay dividends. Common sources of
restrictions include:

• Loan covenants that require maintaining a minimum retained earnings balance or working capital level

• State law that may prohibit dividends if they would make the company insolvent

• Contractual obligations, such as preferred stock agreements that require preferred dividends be paid
first

These restrictions matter because a company might have large retained earnings but still be unable to
declare dividends.

Dividend Policy Considerations

Signaling Effect
Dividend changes send signals to the market. When a company increases its dividend, investors often
interpret it as management's confidence in future earnings stability. Apple's initiation of a dividend in 2012
signaled that the company had matured into a consistent cash generator.

On the flip side, cutting or eliminating a dividend is usually received negatively. General Electric's dividend
cut in 2009 was widely seen as a sign of serious financial trouble. Even if a cut is financially prudent, the
market reaction can be harsh.

Residual Dividend Policy
Under a residual approach, the company funds all positive-NPV projects and working capital needs first,
then distributes whatever cash is left over as dividends. This means dividend amounts fluctuate from
period to period. Companies with significant growth opportunities, like Amazon and Alphabet, often follow
this logic (and in their case, pay no dividends at all).

Stability vs. Growth
There's a real tension between paying steady dividends and retaining earnings for reinvestment:

• A stable dividend policy attracts income-seeking investors and builds confidence, but it ties up cash
that could fund growth.
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• A growth-oriented policy keeps more earnings in the business for reinvestment, but it may disappoint
shareholders who rely on dividend income.

Most mature companies try to find a middle ground, gradually increasing dividends while still retaining
enough earnings to fund operations and strategic investments.

Tax Treatment of Dividends

Ordinary vs. Qualified Dividends
The tax rate a shareholder pays depends on whether the dividend is classified as ordinary or qualified:

• Ordinary dividends are taxed at the shareholder's regular income tax rate (up to 37%).

• Qualified dividends receive preferential treatment and are taxed at the long-term capital gains rate:
0%, 15%, or 20%, depending on income level.

To qualify for the lower rate, two conditions must be met:

1. The dividend must be paid by a U.S. corporation (or a qualified foreign corporation).

2. The shareholder must have held the stock for more than 60 days during the 121-day period
surrounding the ex-dividend date.

Shareholder Tax Implications
Where shares are held also matters. Dividends in a regular taxable brokerage account are taxed in the
year received. Dividends in tax-advantaged accounts like a 401(k) or traditional IRA grow tax-deferred,
while those in a Roth IRA can be entirely tax-free. Shareholders should consider after-tax returns when
evaluating dividend-paying investments.

Cash Dividends vs. Stock Dividends

Differences in Accounting Treatment
Cash dividends and stock dividends affect the balance sheet very differently:

Cash Dividend Stock Dividend

Retained Earnings Decreases Decreases

Cash Decreases No change

Paid-in Capital No change Increases

Total Assets Decrease No change

Total Equity Decreases No change (just reclassified within
equity)

With a stock dividend, the company issues additional shares instead of paying cash. The journal entry
debits Retained Earnings and credits Common Stock Dividend Distributable (for small stock dividends,
under 20-25% of outstanding shares) or Common Stock and Additional Paid-in Capital (for large stock
dividends, 20-25% or more).
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Impact on Shareholder Value
Cash dividends give shareholders actual money they can spend or reinvest elsewhere. Stock dividends
increase the number of shares each investor holds, but the total market value of their holdings stays
roughly the same because the stock price adjusts downward proportionally.

Stock dividends can still serve a purpose: they may make shares more affordable per unit and increase
trading liquidity. Note that Apple's 4-for-1 stock split in 2020 was technically a stock split rather than a stock
dividend, though both involve issuing additional shares without a cash outflow.

12.4 Stock dividends and splits

Types of Stock Dividends
A stock dividend is when a company issues additional shares to existing shareholders in proportion to their
current ownership. No cash leaves the company. Instead, the company is converting part of its retained
earnings into permanent paid-in capital. Companies often do this to reward shareholders while conserving
cash for operations, debt repayment, or growth.

The critical distinction in accounting for stock dividends is whether the dividend is small or large, because
the measurement basis changes.

Small Stock Dividends
A small stock dividend is one where the new shares issued are less than 20–25% of the shares previously
outstanding. The SEC and most accounting guidance use 20–25% as the threshold, though many
textbooks use 25%.

Small stock dividends are recorded at the fair market value of the shares issued. The logic: when relatively
few new shares are issued, the market price per share won't drop noticeably, so fair value is the
appropriate measure.

• Example: A company has 1,000,000 shares outstanding and declares a 5% stock dividend. That's
50,000 new shares. If the market price is $30 per share and par value is $1, the entry would transfer

 out of retained earnings.

Large Stock Dividends
A large stock dividend is one where the new shares issued are 25% or more of the shares previously
outstanding.

Large stock dividends are recorded at par value only. The reasoning: a large issuance will significantly
dilute the market price, making the pre-dividend market price a misleading basis for measurement.

• Example: A company has 1,000,000 shares outstanding and declares a 50% stock dividend. That's
500,000 new shares. If par value is $1 per share, the entry transfers  out
of retained earnings.

Accounting for Stock Dividends
Stock dividends never change total stockholders' equity. They simply reclassify amounts within equity,
moving dollars from retained earnings into paid-in capital accounts. Total assets and total liabilities are also
unaffected.



Fiveable archived study guides Page 297

There are two dates that matter: the declaration date (when the board announces the dividend) and the
distribution date (when shares are actually issued). Between those dates, the shares owed sit in a
temporary equity account called Common Stock Dividend Distributable.

Small Stock Dividend Journal Entries
Small stock dividends use fair market value. Here's the step-by-step process:

1. Determine the number of new shares: Multiply shares outstanding by the dividend percentage.

2. Calculate the total fair market value: Multiply new shares by the current market price per share.

3. Calculate the par value portion: Multiply new shares by par value per share.

4. The difference between fair market value and par value goes to Additional Paid-in Capital.

On the declaration date:

Account Debit Credit

Retained Earnings Fair market value of new shares

Common Stock Dividend Distributable Par value of new shares

Additional Paid-in Capital Excess of FMV over par

On the distribution date:

Account Debit Credit

Common Stock Dividend Distributable Par value of new shares

Common Stock Par value of new shares

Example: A company has 1,000,000 shares outstanding (  par), declares a 10% stock dividend when the
market price is  per share.

• New shares: 

• Total FMV: 

• Par value portion: 

• APIC portion: 

Declaration entry: Debit Retained Earnings ; Credit Common Stock Dividend Distributable
; Credit APIC .

Large Stock Dividend Journal Entries
Large stock dividends use par value only. The process is simpler because there's no APIC component:

1. Determine the number of new shares.

2. Calculate the total par value: Multiply new shares by par value per share.

On the declaration date:

Account Debit Credit

Retained Earnings Par value of new shares

Common Stock Dividend Distributable Par value of new shares
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On the distribution date:

Account Debit Credit

Common Stock Dividend Distributable Par value of new shares

Common Stock Par value of new shares

Notice that no Additional Paid-in Capital is recorded for large stock dividends.

Comparison of Methods
Small Stock Dividend (<20–25%) Large Stock Dividend (≥25%)

Measurement basis Fair market value Par value

Retained Earnings decrease Larger (FMV-based) Smaller (par-based)

APIC affected? Yes (FMV minus par) No

Effect on total equity None None

Effects of Stock Dividends

Impact on Stockholders' Equity
Stock dividends reclassify equity but don't change the total. Retained earnings decreases, and paid-in
capital (Common Stock and possibly APIC) increases by the same amount. If you're looking at a statement
of stockholders' equity, the total at the bottom stays the same.

Impact on Stock Price
Because the company's total value hasn't changed but more shares now exist, the market price per share
should drop proportionally.

• Example: A stock trades at  and the company issues a 20% stock dividend. The theoretical new
price is  per share. Each shareholder's total holdings are worth the same as
before.

Impact on Earnings per Share
More shares outstanding with the same net income means EPS decreases. The dilution is proportional to
the dividend size.

• Example: Net income is  with 1,000,000 shares outstanding, so EPS is . After a
25% stock dividend, shares increase to 1,250,000 and EPS drops to

.

Note that prior-period EPS figures are retroactively restated to reflect the new share count, so that
period-to-period comparisons remain meaningful.

Stock Splits
A stock split divides each existing share into multiple shares (or, in a reverse split, consolidates shares).
The key difference from a stock dividend: a stock split adjusts the par value per share and requires no
journal entry at all.
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Types of Stock Splits
• Forward stock split (e.g., 2-for-1, 3-for-1): Each share becomes multiple shares. The par value per
share decreases proportionally, and total shares outstanding increase.

• Reverse stock split (e.g., 1-for-5): Multiple shares are consolidated into one. The par value per share
increases, and total shares outstanding decrease. Companies sometimes do this to raise a low stock
price above exchange listing requirements.

Accounting for Stock Splits
Stock splits require no journal entry. Here's why: the number of shares changes, and the par value per
share changes, but their product (total par value) stays exactly the same. Nothing moves between equity
accounts.

The company simply updates its records with a memorandum entry noting the new number of shares and
new par value.

• Example: A company has 1,000,000 shares at  par. After a 4-for-1 split, it has 4,000,000 shares at
 par. Total par value is still  either way.

Impact of Stock Splits
• Market capitalization is unchanged. An investor who owned 100 shares at  (  total) now
owns 200 shares at  (still ).

• Shares become more affordable per unit, which can increase trading volume and liquidity.

• EPS, book value per share, and other per-share metrics are all restated retroactively for comparability.

Stock Dividends vs. Stock Splits
Both actions increase the number of shares outstanding without changing the company's underlying value.
But the accounting treatment is quite different.

Similarities
• Both increase shares outstanding (forward splits) or can decrease them (reverse splits vs. no stock
dividend equivalent).

• Neither changes total assets, total liabilities, or total stockholders' equity.

• Both reduce the market price per share proportionally.

• Both require retroactive restatement of per-share data for prior periods.

Differences
Stock Dividend Stock Split

Journal entry required? Yes No (memorandum only)

Retained earnings affected? Yes (decreases) No

Paid-in capital affected? Yes (increases) No

Par value per share changes? No Yes (adjusts proportionally)

Scale Typically smaller (5–50%) Typically larger (2-for-1+)
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A useful way to remember: stock dividends reclassify equity; stock splits just repackage shares.

Tax Implications

Tax Treatment of Stock Dividends
Stock dividends are generally not taxable to shareholders when they are distributed pro rata (proportionally
to all shareholders of the same class) and no cash option is available. This is the most common scenario
and aligns with IRC §305(a).

However, stock dividends can become taxable if the shareholder had the option to receive cash instead, or
if the distribution is disproportionate. When taxable, the amount recognized equals the fair market value of
the shares received.

The shareholder's cost basis in the original shares is spread across both the old and new shares.
Per-share basis decreases, but total basis stays the same.

Tax Treatment of Stock Splits
Stock splits have no immediate tax consequences. The cost basis is simply divided across the new number
of shares.

• Example: A shareholder owns 100 shares with a basis of  per share (  total). After a
2-for-1 split, the shareholder owns 200 shares with a basis of  per share (still  total).

Disclosure Requirements

Financial Statement Disclosures
Companies must disclose stock dividends and stock splits in their financial statements, including:

• The number of additional shares issued

• The record date and distribution date

• The impact on retained earnings and paid-in capital (shown in the statement of stockholders' equity)

If a stock dividend or split occurs after the balance sheet date but before the financial statements are
issued, per-share data must still be retroactively adjusted, and the event should be disclosed.

Footnote Disclosures
Footnotes provide additional context, such as:

• The board's rationale for the action

• The fair market value used for small stock dividends

• Any tax implications relevant to shareholders

• The effect on per-share amounts (EPS, dividends per share, book value per share)
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12.5 Retained earnings

Components of Retained Earnings
Retained earnings represent the cumulative net income a company has earned since inception, minus all
dividends declared to shareholders. Think of it as the running total of profits the company has chosen to
keep rather than distribute.

The basic formula is:

If the company had a net loss instead of net income, you subtract that loss. This balance sits on the
balance sheet as a component of stockholders' equity and reflects the company's historical profitability and
dividend decisions over its entire life.

Impact on Financial Statements
Retained earnings connect several financial statements together:

• Balance sheet: Retained earnings appear within stockholders' equity

• Statement of retained earnings: Reports the changes in retained earnings during the period
(beginning balance → net income/loss → dividends → ending balance)

• Income statement: Net income flows directly into retained earnings at the end of each period

This linkage is why the statements must be prepared in a specific order. You need the income statement
first to get net income, then the statement of retained earnings, and finally the balance sheet.

Factors Affecting Retained Earnings

Revenue and Expenses
Revenue increases net income, which in turn increases retained earnings. Expenses decrease net income,
which decreases retained earnings. Sales revenue, service revenue, and interest income all contribute
positively. Cost of goods sold, operating expenses, and income tax expense all reduce the amount
available for retention.

The key point: profitability directly determines how much a company can retain or distribute.

Dividends to Shareholders
Dividends declared reduce retained earnings regardless of whether they've been paid yet. The board of
directors decides the amount and timing.

Different types of dividends affect the accounts differently:

• Cash dividends reduce retained earnings and (when paid) reduce cash

• Stock dividends reduce retained earnings and increase paid-in capital accounts (common stock
and/or additional paid-in capital)

• Stock splits do not affect retained earnings at all; they only change the par value and number of
shares
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Retained Earnings vs. Net Income
These two concepts are related but distinct:

Net Income Retained Earnings

Time frame Single period (quarter or year) Cumulative, since inception

Reported on Income statement Balance sheet

Scope Revenue minus expenses for the period Includes all prior net income/losses,
dividends, and prior period adjustments

Net income feeds into retained earnings each period, but retained earnings also reflect dividends declared
and any prior period adjustments that bypass the income statement entirely.

Statement of Retained Earnings

Format and Preparation
The statement follows a straightforward structure:

1. Start with beginning retained earnings balance

2. Add net income (or subtract net loss)

3. Subtract dividends declared

4. Add or subtract any prior period adjustments (these adjust the beginning balance)

5. Arrive at ending retained earnings

This statement is prepared after the income statement, since net income is a required input. Companies
can present it as a standalone statement or incorporate it into a broader statement of stockholders' equity.

Relationship to Other Statements
The statement of retained earnings serves as a bridge:

• Net income comes from the income statement

• The ending retained earnings balance goes to the balance sheet under stockholders' equity

• Dividends declared here also affect liabilities (dividends payable) on the balance sheet and, once
paid, appear on the statement of cash flows as a financing activity

Analyzing Retained Earnings

Retention Ratio and Payout Ratio
Two ratios help you evaluate a company's dividend strategy:

These two ratios always sum to 1 (or 100%). A company with a 70% retention ratio and 30% payout ratio is
reinvesting most of its earnings for growth. A mature company paying out 80% of earnings is prioritizing
shareholder returns over reinvestment.
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Evaluating Business Performance
• Steadily growing retained earnings generally signals profitable operations and financial stability

• Comparing retained earnings to total assets or total stockholders' equity shows how much of the
company's funding comes from accumulated profits versus external sources

• Tracking trends over multiple periods helps you assess whether dividend policy is consistent and
sustainable

Limitations of Retained Earnings
• Retained earnings do not equal cash on hand. Profits may be invested in inventory, equipment, or
receivables, so a large retained earnings balance doesn't mean the company can easily pay dividends
or fund new projects.

• A negative retained earnings balance (called an accumulated deficit) may indicate a history of net
losses, excessive dividend payments, or both.

• Accounting policy choices affect the number. Two identical companies using different depreciation
methods or inventory valuation methods (FIFO vs. weighted average) will report different retained
earnings, even with the same underlying economics.

Accounting for Prior Period Adjustments
Prior period adjustments modify the beginning retained earnings balance rather than flowing through
current-period net income. There are two main causes.

Changes in Accounting Principles
When a company voluntarily changes an accounting principle (for example, switching from LIFO to FIFO
for inventory valuation), ASC 250 generally requires retrospective application:

1. Calculate the cumulative effect of the change on all prior periods

2. Adjust the beginning retained earnings balance in the earliest period presented

3. Restate prior period comparative financial statements as if the new principle had always been used

This approach preserves comparability across periods.

Correction of Errors
When a material error is discovered in previously issued financial statements:

1. Calculate the cumulative effect of the error on prior periods

2. Adjust beginning retained earnings in the earliest period presented

3. Restate the prior period financial statements to correct the error

Both types of prior period adjustments require prominent disclosure so users understand why the
beginning balance changed.
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Reporting Comprehensive Income

Other Comprehensive Income (OCI)
OCI captures certain gains and losses that bypass the income statement under GAAP. Common OCI items
include:

• Unrealized gains/losses on available-for-sale debt securities

• Foreign currency translation adjustments

• Certain pension adjustments

• Unrealized gains/losses on cash flow hedges

OCI is reported on the statement of comprehensive income, which starts with net income and adjusts for
OCI items to arrive at total comprehensive income.

Accumulated OCI on the Balance Sheet
Accumulated other comprehensive income (AOCI) appears as a separate line within stockholders' equity
on the balance sheet. It's the cumulative total of all OCI items over the company's life.

AOCI is distinct from retained earnings. Retained earnings accumulates net income minus dividends. AOCI
accumulates the items that went through OCI instead of the income statement. Together, they (along with
contributed capital) make up total stockholders' equity.

Disclosure Requirements
Companies must disclose:

• The components of the retained earnings reconciliation: beginning balance, net income, dividends,
prior period adjustments, and ending balance

• For changes in accounting principles: the nature of the change, justification, and financial impact

• For error corrections: the nature of the error and its effect on previously reported amounts

• OCI items and their cumulative impact on stockholders' equity

Importance for Financial Analysis

Earnings Management Considerations
Management has discretion over certain accounting choices that directly affect reported net income and,
by extension, retained earnings. Aggressive revenue recognition, understating allowances for doubtful
accounts, or changing depreciation estimates can all inflate or deflate retained earnings.

Analysts should watch for unusual patterns: sudden jumps in retained earnings growth, frequent changes
in accounting estimates, or retained earnings trends that diverge from cash flow trends.

Comparability Across Companies
Comparing retained earnings across companies requires caution because differences in dividend policies,
accounting methods, and OCI items can all distort the comparison. A company with low retained earnings
isn't necessarily less profitable; it may simply pay higher dividends.
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To improve comparability, analysts often adjust for non-recurring items and normalize for differences in
accounting policies. Looking at retention ratios and payout ratios alongside retained earnings gives a more
complete picture than the raw balance alone.


