
Why are we doing this?
Themeaning of Financial Accounting

Matthew Shaffer

Assistant Professor
Marshall School of Business
University of Southern California,

Email: mdshaffe@marshall.usc.edu
Website: matthew.shaffer.online



Preface

Purpose: This text notably differs from the usual style of publisher-provided university text-
books on technical subjects. Many such texts—for good reason—seek to serve more as a refer-
ence, rather than a readable book. They cover awide breadth of topics, and state the facts about
those topics plainly, without too much elaboration. That makes sense for their purposes: By
including all possible subject matters that any professor, at any university, might prefer to se-
lect, expressed uncontroversially and directly, they serve tomesh with any professor’s lectures,
and stand behind them, as a reference. That’s what they are for.

This text serves a different purpose. My goal was to make this one readable book, one se-
quence of ideas, developed from scratch, self-contained, assuming almost no prior business
knowledge, and building, illustrating, and analyzing the most important concepts within the
most engaging exposition I could manage.

• (1.) It is supposed to be one sequence of ideas, building cumulatively. This means
I prune the list of specific topic matters covered, in order to focus on fleshing out the
most important concepts.1

• (2.) It is targeted to the first-time learner, typically a college freshman or sophomore,
with no work experience, or any prior coursework in business or finance (rather than
fellow accounting professors). This means that, by the standards of those who are not
first-time learners, it will seem excessive in its explanation of business terminology and
convention, or in some repetitions of core concepts. Based onmy experience teaching,
andmymemory of my time as a first-time learner myself, I am convinced that such stu-
dents do, in fact, benefit from looping back on technical terminology and concepts that
were introduced once, for the first time in their lives, three chapters prior.

• (3.) It is supposed to be interesting (or, at least, as interesting as possible, for a technical,
introductory financial accounting course). My hope is tomotivate readers to care about
the ideas, and help them build their confidence in their ability to reason through them
on their own. This means that the exposition seeks to evaluate the methods taught, and

1As a concrete example, I do not cover a long list of contra-Revenue accounts and related transac-
tions. Instead, I devote that space to developing and analyzing the income-statement vs. balance-sheet
approaches to accounting for bad debts—a set of concepts and tradeoffs that apply generally.
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I sometimes even admit my own (current) thinking about certain issues—e.g., balance-
sheet vs. income-statement methods and emphases in standards.

This is not because I hope that students or other readers will share them. (I truly don’t.
Selfishly, it’s much more fun and interesting for me when students disagree than when
they sharemy own thoughts, which I amwell-familiar with.) It’s because a good intellec-
tual skirmish requires an opening sally. Somebody has to go first. Since I’m the author
of the text, I think that has to be me. Put differently, the arguments in my text are not
aboutmy arguments per se: Their real purpose is to serve as prompts for students’ own
analyses and debates. A dry, viewpoint-less listing of the facts, in my experience, does
not provide sufficient stimulus for that.

And, finally, for all the reasons above, there are some technical elisions. As one example,
I omit discussion of Comprehensive Income from this introductory text, in order to focus on
building students’ intuition for an overarching core concept of accounting, the relationship
between the Balance Sheet and Income Statement, with a simpler, unified logic. There are
other examples. In general, I prioritize building a coherent mental picture over some details.

Background: This began as a set of supplementary lecture notes for BUAD 280, Introduc-
tion to Financial Accounting, taught at the University of Southern California, in Fall 2019. The
original purposewas to further explain and reinforce the keymaterial in the official course text-
book, Financial Accounting, 5th ed., by Spiceland, Thomas, and Herrmann. These notes were
originally based heavily on that text, and the slides and lectures I originally built around it. I
owe enormous credit to its authors. I have sought, with some exceptions (which I flag), tomake
the terminological conventions consistent with that text, for the sake ofmy students. However,
at this point, the exposition is independent and I take sole responsibility for any errors.

I created this text by meshing (i.) my course slides, (ii.) my supplementary notes, and
(iii.) the audio transcript of my lectures, asking my RAs to place it into an open-source LATEX
template, and then using each subsequent lecture-prep as an opportunity to refine and edit.
A note to fellow professors: Thanks to modern audio recording and transcription within the
classroom, it is surprisingly easy to capitalize your course into a lecture-note book (at least,
after prepping and teaching the course). And, in my experience, students benefit from having
such a text. Thatway, there are “nomysteries,no surprises” (my teachingmantra)—nochasm
between what they hear in lecture, and what they have in writing, to review at any time, before
and/or after class.

This text has not been professionally reviewed. Perhaps you got what you paid for.
I thankmy excellent research assistants, DavidCai and Jack Zhou, for typesetting, proofing,

and consultation, in translating my course slides and lectures into this book.
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1
Introduction and Overview

If you’re studying this subject now, you’ve probably done an Econ 101 class. So, let’s
start with something you learned in that class, and which you may think you have a
handle on. In Econ 101, you presumably worked with models assuming that “firms
maximize their profits.” Now, answer two questions:

• What is ‘profit’?

• Why would we assume that firms maximize it?

These are both non-trivial, non-obvious, challenging, important questions.

Consider the first question, ‘what is profit?’ Until we specify exactly how we quan-
tify it, that word ‘profit’ is just that—a word. To make this question concrete, let’s sup-
pose you start a business, and do the following things in your first year...:

• Put in $50k of your ownmoney,

• get another $20k investment from your cousin,

• and a $100k loan from a bank.

• Then, buy a bunch of shirts (inventory) for $90k.

• Then, sell 50% of them for $80k in cash...

• and sell another 10% of them to customers who promise to pay later, $18k total.

1
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• Then, you pay the bank $6k in interest on the loan,

• and a proportional ‘dividend’ to yourself and your cousin—$5k and $2k each.

What is your ‘profit’ this year? What do you think? Gather the numbers above. Which
of those ‘count’ toward or against profit?

Now consider the second question: Why would we assume that firms maximize
‘profit’ (whatever it is)? This is a non-trivial question! Firms are run by regular people,
withnormal desires. If they aremakingdecisions, whywould theymaximize the firms’
profits instead of their own fun? Or, if we think they are saintly, dutiful people, why
would they maximize corporate profits instead of aggregate social welfare?

Here’s the short answer: Accounting isultimately about information,performance
measurement, and accountability. ‘Profit’ is the accounting system’s way of attempt-
ing to measure the value (wealth) that has been realized for a company’s owners. And
those owners have the ultimate lever of control over the company—themanagers and
employees of the company are ultimately accountable to them. So, if they don’t at-
tend to the owners’ interests—as measured by the accounting system and referred to
as ‘profit’—they could be out of a job soon. More generally, owners use various gover-
nancemechanisms to enforce their interests.

So, the core notions of accounting are at the center of the things you learned—and
thought you knew—in Econ 101, previously. This first chapter covers those founda-
tions. It’s a bit more abstract than those to come. But these foundations matter.

1.1 The core problem of accounting: TMI

Peopleneed tomake important, informeddecisions in their dealingswithbusinesses—
whether as investors (owners), suppliers, employees, regulators, etc. (Consider, e.g., an
investor deciding whether or not to buy shares; or a CEO negotiating for a compensa-
tion contract.) So, we need away to inform those people about what the company has
and has done andmeasure its performance.

But the full reality of a firm is almost infinitely complex—far more than any one
humanmindcan fully take in. The coreproblemof accounting is oneof “TooMuch In-
formation”(TMI). We need away tomeasure, compress, summarize, and represent
all of that information in a way that gives these decision-makers the information they
need, in away they can comprehend. Howdowe do this? This is what accounting is all
about. Accounting is like amap. And, as a philosopher once famously said: “Themap
is not the territory.” Some information, the infinitely complex reality, is lost. But, if we
cannot see the whole territory with our eyes, all at once, we need a map. Accounting
is about how we build and read maps of companies.



3 What is accounting? Three definitions

1.2 What is accounting? Three definitions

Let’s start with three basic definitions of accounting: a high-level definition, a reduc-
tive definition, and a practical definition. These will help motivate the course, and
help you work through some of the difficult ‘growing pains’ we’ll face early on:

1. High-level: Accounting is the system that tracks, measures, verifies, summa-
rizes, and communicates the activities and financial position and performance of a
business. This definition suggests both why it is important on a social level, and why it
is interesting. Ifwewant tohold companiesaccountable for their performanceandac-
tivities, exercise control over them (whether indirectly as investors, or directly as reg-
ulators or directors ormanagers), or decidewhere to invest ourmoney, we need some
way to understand and assess businesses’ activities and performance. And clearly,
‘measuring and representing’ something as complex as a business is a challenging en-
deavor. Just think how complex the operations of, say, Walmart, are—what does it
mean tomeasure, summarize, and report Walmart’s activities and performance?

2. Reductive: Here’s a more mundane definition of accounting: Accounting is a
system of rules that you apply to a company’s transactions in order to produce its Fi-
nancial Statements. A company’sFinancial Statements are the ultimate endproduct
of its financial accounting system, the key numbers it reports in its annual and quar-
terly reports. Here’s a schematic representation:

Transactions! Accounting ! Financial Statements

Equivalently, for those of youwith amathematical bent, we could say that account-
ing is the function f, such that:

f (Transactions) = Financial Statements

This definition may seem a little odd or circular, but it will be helpful to keep in
mind during the early phases of the course. The reason is that, as we will see, account-
ing is largely based on core general concepts and principals, and most of the time,
you can reason yourway from those principles to understand how to account for some
transaction. But, there are also some times when those core principles are in tension
with each other, or where they don’t provide definitive guidance—and, unfortunately,
there are also rare cases when, for institutional and historical reasons, an accounting
rule seems to defy logic. In those cases, we still need to know the rule.
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3. Practical: Finally, here’s a definition that I hope will motivate you through this
toughclass: Accounting is themostusefulbodyofbusinessknowledge. Practically all
of themost lucrative and high-impact business careers involve serious use and knowl-
edge of accounting. It’s common to refer to accounting as the ‘language of business.’
And it is. But I also like to think of accounting as the ‘mechanics of business.’ A
car salesperson might be able to sell a car, but mechanics and engineers are the ones
who really understand how it works, how gasoline is ultimately turned intomotion.
Similarly, accounting unveils every step in the process by which a company turns re-
sources into profits. This is why people with strong accounting knowledge so often
end up at the top of businesses.

In fact, most of the careers that we refer to as ‘finance‘ careers actually rely asmuch
on what you will learn in your accounting courses as they do on the material in your
finance courses. Consider the actual work that Wall Street equity analysts do: They
work to forecast firms’ future profits, based on the understanding of the firm’s op-
erations that they glean from its past Financial Statements and other disclosures. Or
consider whatprivate equity analysts do: They use spreadsheets filledwithfinancial-
statement numbers to try to identify where firms have some ‘slack’ where they can
drive out costs, improve profitability, and therefore realize value. Similarly, a corpo-
rate CFO (Chief Financial Officer) doesn’t always need to understand options pricing
models—but s/he will always be thinking about, trying to understand, and being held
accountable for the company’s “bottom line” profits, net income.

1.3 A simple model of a business

Accounting is aboutmeasuring and reporting business activities. So to understand
how accounting works, and why it does things the way it does, we first need to under-
stand the basics of business. What follows is the bare bones.

A business is a legal entity that...:

1. ...uses financing (that is, cash funds from external sources)...

2. ...in order to acquire resources...

3. ...that it uses to produce goods and services...

4. ...for sale to customers...

5. ...in order to generate a profit (the bottom line) for its owners.

Let‘s first understand a bit more about the financing.



5 Financing basics

1.4 Financing basics

‘Financing’ is when a company gets cash today, in exchange for some kind of future
obligation or expectation. Why do firms get financing? Simply because, when a firm is
first incorporated, it has zero cash. And, in order to operate as a business, it will have
to acquire resources. If it’s going to pay for those resources in cash, it will have to get
that cash from somewhere. So, the first step in every firm’s life is: get financing.

There are two major kinds of financing that companies can use: equity from in-
vestors and loans from creditors. Almost all companies use both kinds, and the dis-
tinction between the two is the core foundation of accounting.

1.4.1 Equity financing

Equity financing refers to when investors give cash to the business and receive, in re-
turn, sharesofownership (or ‘stock’ or ‘equity’)—these sharespromise themashareof
future profits and (usually) the right to vote. Equity investors are technically the own-
ers of the business. The terms ‘equity,’ ‘shares,’ ‘shareholders,’ ‘stock,’ ‘stockholders,’
‘investors,’ ‘owners’ are all referring to this same basic thing. When an entrepreneur
founds a company, she will invest some of her ownmoney in the corporation and thus
become the first owner. Eventually, she may seek other partners and financing and
thus sell shares of ownership to them. A publicly-traded company (such asMicrosoft)
technically has millions of owners (including me).

Why do investors buy shares/equity? They, naturally, hope to make a good return
on their investment—to get more money back than they put in. When businesses dis-
tribute their profits to their shareholders, this is called a ‘dividend.’ Shareholders nat-
urally love it when businesses distribute these dividends—it is how they make their
return, the whole reason they invested in the first place.1 Companies are not contrac-
tually or legally obligated to pay dividends to investors—they are discretionary. But
shareholders are the owners of the corporation and can vote on key matters. If the ex-
ecutives of the corporation don’t prioritize their interests, the shareholders can vote
them out of their jobs.2

1Those of youwho have done finance or have a familiarity with itmay know that companies can also
directly buy back shares from shareholders and give them a return on investment that way. Addition-
ally, shareholders can sell their shares to other investors in the ‘secondary’ market (the stock market)
andmake a return that way—but, that return depends upon other investors’ expectations about future
payouts. For the purposes of this introductory course, I keep things simple. For now, let’s work with this
simple toy model of a business and accept that dividends are how investors get their return.

2In reality, there are a variety of governance mechanisms that shareholders use to get corporate
managers to act in their interest. Perhaps the most direct one is just giving the corporate executives
stock-based compensation—so that they do well if and only if common shareholders do well.
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1.4.2 Credit financing

Most of us know that banks lend money to corporations. These loans are a form of
credit, offered from the bank to the business. There is, annoyingly, a lot of different ter-
minology for this one basic thing. We say that the banks or markets ‘provide loans’ or
‘supply credit’ and become ‘creditors’or ‘debtholders’or ‘bondholders.’Meanwhile,
we say that the corporation ‘receives loans’ or that it ‘issued debt’ or ‘sold bonds.’ All
of these are just different terms for one basic thing: credit financing.

When creditors provide financing, they give cash to the business today, and receive
a contractual promise that the business will pay them a fixed ‘schedule’ of interest
and principal payments in the future.

Why do firms pay their debts? (More provocatively: Why do you pay your debts?
Do you really have to?) We said above that managers of firms pay dividends to owners
because those owners have ultimate control. But creditors are not owners. So why
pay them back? Why don’t companies just take the money and run?

The answer is that creditors also have various enforcement mechanisms speci-
fied in their contracts. If firms do not pay their creditors, those creditors can seize
collateral from the firm—and since they are contractually within their rights, the law
and local sheriff will stand behind the creditors as they do so. More generally, firms
that do not pay their past debts will find it difficult to get new credit financing (just like
a person with a poor credit score), and can be taken to bankruptcy court.3

But otherwise, creditors donothaveownership, or voting rights over thebusiness—
and theyarenot entitled to any ‘upside,’ beyond their contracted interest andprincipal.

1.4.3 Going deeper: What exactly is ‘ownership’?

Many undergraduate textbooks are content to simply assert that firms can finance
themselves with two kinds of financing, credit and equity, as if this is an empirical fact
or happenstance about the world. But, if we dig a little bit deeper, this is not a mere
empirical happenstanceof ourworld, but is, instead, anecessary logical axiom for any
universe in which there are contracts. In other words, it’s not clear that things could
be different. A business has resources (assets), and does activities that generate cash
flows (sales). Your liabilities are the things that you are contractually obligated to pay
off. So, what happens after a company pays what it contractually owes? What hap-
pens with the remainder? As a matter of corporate arithmetic that remainder has to

3I recommend searching for “airplane repo” on YouTube to learn more about the ultimate mecha-
nisms enforcing corporate credit. I also recommend watching the 2020 film “Uncut Gems,” one of my
favoritemovies, to learnmore about the enforcement of debt obligations in, ahem,more informalmar-
kets. What would happen if you, personally, didn’t pay your debts? If you didn’t pay off your credit card,
that would hurt your credit score going forward—not ideal at this phase of your life. If you financed
the purchase of a Tesla, but then never made any payments, what would happen? Could the Tesla drive
itself back to the dealership?



7 Financing basics

go somewhere and be controlled by someone. Put differently, theremust be a residual
claimant for things to add up. So, ‘equity-like’ relationships are a necessary conse-
quence of any activity in which there are contracts and uncertainty about the future.

In 2016, Oliver Hart won the Nobel Prize in economics, largely for elucidating the
meaning and implications of ownership. Here’s a fundamental question:What deter-
mines what businesses do? Some of the things that businesses do, they do because
of legal contracts and obligations—paying debts, obeying environmental laws, etc.
But, what abouteverythingelse? InOliverHart’s framework, ownership entails “resid-
ual control rights.”Owners have the final say on everything that is not contractually
specified. Once again, as a matter of “adding up,” this must be the case—somebody
has to make the decision when contracts are silent. So, in this framework, ‘owner-
ship’/‘equity’ is a necessary fact about any situation in which there are decisions to be
made, contracts, and uncertainty about the future (and thus, “incomplete contracts”).
This runs deep. E.g., you are the ‘residual claimant’ in your own life.4

1.4.4 Comparing and contrasting

So, businesseshave topayoff their creditorsfirst. But once they’vedone that, they can
distribute their remaining profits/value at will to their equity investors. This is why
it’s common to refer to the equity investors as ‘residual claimants’—they’re entitled
to whatever is left over, after the corporation has paid off its contractual obligations.
Businesses pay off their creditors because they contractually, legally have to. And they
pay dividends to their investors because the investors have ownership and control.

A familiar comparisonmight bemortgages: When people buy homes, they almost
always finance the initial purchase with a mortgage from a bank. (‘Mortgage’ is just
a term for ‘credit financing provided for the purchase of a house.’) As a part of that
mortgage you agree to pay the bank back. And if you don’t, the bank can seize the
collateral—the house itself. But, if you sell the house for a huge profit, the bank doesn’t
get to claim anything beyond the amount of the loan that you are required to pay off.
You, as homeowner, are entitled to all the additional ‘upside’; and the value of your
home above the amount you still owe to the bank is your “home equity.”

The preceding paragraphs are just a very brief introduction to corporate finance,
a deep, rich area of study worth many different classes. Why this diversion in an in-
troductory accounting class? The distinction between credit and equity financing is at
the center of accounting. The core axiom of accounting, ‘The Accounting Equation’
is about the difference between creditors and owners, and their respective rights.

4Think about this in the context of the movieUncut Gems, if you get a chance to watch it.
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1.5 Looping back: A simple model of a business

Let’s go back to our simple model, and loop in what we’ve learned about finance.

A business is a legal entity that...:

1. ...uses financing from equity investors and creditors...

2. ...in order to acquire resources...

3. ...that it uses to produce goods and services...

4. ...for sale to customers.

5. ...The businessmust pay what it owes to its creditors...

6. ...and, beyond that, whatever is left over can be claimed by the equity owners.

We’ve only added a little bit to our initial model of a business—but these additions
will turn out to be key to understanding accounting.

1.6 Financial Position & Performance: Core Identities

Accounting measures and summarizes both, (1.) a company’s financial position (i.e.,
what resources, obligations, and thus remaining value it has) at a point in time and
(2.) its financial performance (i.e., how it has added to or subtracted from that value)
over a period of time.

Stocks and flows: An extremely general concept in accounting and other settings is
the notion of ‘‘stock” measures vs. “flow” measures.5 “Stock” quantities are mea-
sures of where things are at at a point in time—the total, cumulative balance of some
amount. “Flow” quantities are measured over some period of time, and, thus can also
be the change in some related stock measure. So, in, e.g., the context of macroeco-
nomics, the government’s total outstanding debt would be a stock measure, whereas
theGrossDomestic Product (GDP) producedby someeconomy in some yearwould be
a flowmeasure. In the context of personal finance, your yearly salary or incomewould
be a “flow” measure, and your total net worth or wealth would be the related “stock”
measure. And in the context of accounting, the profit generated over some period is a
flow, while the company’s total assets or net worth would be stock measures.

5In this context, the word ‘stock’ is used in a fully general sense, and does not have to do with, e.g.,
share of common stock traded on stock markets.



9 Financial Position & Performance: Core Identities

Thebathtubmetaphor: Almost every introductory accounting course illustrates the
concept with an analogy to a bathtub. The level of the water in the bathtub is the
stockmeasure, the total amount at some point in time. And the rate at which water is
pouring in from the tap is the related flow measure. So, those are different measures
and quantities. But, of course, the two are intimately and mechanically linked: The
level is the cumulation of everything that has flowed in to date. And the rate of change
of the level is the rate of flow, by definition. In accounting, you can (for now) think
of the profits flowing into the company increasing the total shareholders’ equity—the
accounting measure of the total net worth of the company.

The core identities: The core identities of accounting are built around this concept:
The ‘Accounting Equation’ identifies the firm’s financial position, based on the key
“stock” measures; the ‘Net Income definition’ identifies its performance over a time
period, using the key “flow” measures; and the ‘Retained Earnings Identity’ shows
how the two are linked. These identities are crucial, in that each one governs a key
financial statement, and they showhow everything fits together in accounting.We
will use them in every lecture in this course. The sections below discuss each one in
detail.

1.6.1 The Accounting Equation / The Balance Sheet Equation

Assets = Liabilities+Shareholders
0
Equity (1.1)

This is the equation that describes a business’s position at a point in time. As-
sets are defined as economic benefits that the company owns. The most basic, fun-
damental asset is Cash—the OG asset. But there are many other assets. These can
include physical, tangible things like factories, or intangible things like patents—or,
even, things like customers’ promises to pay the firm in the future.

Liabilities are defined as economic costs that the company is obligated to incur.
Liabilities include things like debt (loans from creditors), but also include the value of
obligations to pay suppliers, and employees.

Shareholders’Equity is theaccountingmeasureof theclaimsof theowners/ share-
holders on the corporation, and includes what those shareholders have put in via
financing (buying shares). And, according to the accounting equation above, Share-
holders’ Equity must be equal to whatever the difference between the two is.6

There are two ways to visualize and understand the Accounting Equation.

6Some textbooks use the term ‘Stockholders’ Equity.’ The two termsmean the exact same thing, but
in the 21st century, it ismore common to speak of ‘shareholders.’ So, to prepare you for your 21st-century
careers, I will preferentially use the term ‘shareholder’ in lieu of ‘stockholder.’
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• 1. The “Sources of Financing” View: The company has a certain amount of
assets that it has acquired. And those assets had to be paid for somehow. And
all of the company’s financing had to come either from equity or credit. So the
accounting equation tells you howmuch the company has (A), and how the pur-
chase of those assets was financed (that is, L & E).

– That is: L+E = A

• 2. The “What’s Left Over” View: The company’s total economic benefits (that
is, its assets) are equal to a certain amount (A), and its total obligations (that
is, its liabilities) equal a certain amount (L). And so if the company’s assets are
greater than its liabilities, it can pay off everything that it owes, and whatever is
left over is ‘residual value’ that can be claimed by the company’s owners.

– That is: E = A�L

Those are two different ways of looking at the equation. But it’s one equation. So,
the two are ultimately the same. Consider a simple example, and then try to visualize it
both ways: I start my own business, and, as owner, paid in $600,000 of my ownmoney,
and then got a $400,000 loan from a bank, and then bought a store worth $1,000,000.

• Sources of financing view:

– L+E = A

– $400k+$600k = $1m

• “What’s left over” view:

– E = A�L

– $600k = $1m�$400k

A natural question is: ‘How do you know the store you bought is truly worth $1m?’
That’s a great question. And the answer is: We don’t know it’s ‘truly worth’ that. But
accounting requires us to initially record the value of assets based on a verifiable pur-
chase price, rather than amore subjective appraisal. There are a variety of reasons for
that, which we’ll discuss and debate later in the course. For now, let us accept it.

1.6.2 Net Income definition

Revenues�Expenses = Net Income (1.2)

This is theequation that identifies abusiness’sperformanceoveraperiod/interval
of time. Revenues are the value/benefits earned when the company sells products



11 Financial Position & Performance: Core Identities

or services to customers (often, but not always, for cash). Expenses are the costs in-
curred in doing so. The difference between those two over any period of time is the
company’snet income over that period. (If that value is negative, wemight call it a ‘net
loss.’) This is usually what people are talking about in every day speech when they say
‘profit.’ But, in accounting, we use the more term, ‘net income.’

The net income equation and the accounting equation are intimately linked. Your
revenues are the benefits you earned this period—and your assets are the total benefits
you control right now. Your expenses are the costs you incurred and resources you
expended—andyour liabilities are the total obligations youhaveoutstandingat apoint
in time. So, for now, it might make vague sense that the two are linked. In a few weeks,
you’ll understand exactly how.

1.6.3 Dividends: A special, important category

Dividends are conceptually important andpotentially tricky for first-time learners. Re-
call that investors (or ‘owners’/ ‘stockholders’/ ‘shareholders’) put their money into a
business in the hopes of getting a return on that investment. When a business pays
out cash to those investors, it’s called a ‘dividend.’ Investors love getting dividends
(this is how they make their money). But it’s a special kind of transaction.

If a company spends cash on rent, that’s an expense that helps it stay in business
and generate revenue. If a company spends cash on a major new investment, like a
new plant, that’s an asset that continues to provide value for the company. But when
a business pays a dividend, it simply moves cash from its own bank account into the
bank account of the owner. Thus why it’s called a ‘distribution.’

This is not a bad thing—far from it. The promise of getting paid is the major rea-
son investors (and entrepreneurs) invest in the first place. Value is not being destroyed
or lost—justmoved from the business’s bank account to the investors’. But it does
mean that dividend distributions are a special kind of activity, that get some special
treatment andcanconfusefirst-time learners. Inparticular,many students are tempted
to think that dividends are an expense. They arenot an expense: they are not a cost in-
curred in doing business. Net income is supposed to measure the value generated for
shareholders. When firms move cash from their bank account to their shareholders’,
that doesn’t decrease the value that was generated for them—just distributes it.

1.6.4 Retained Earnings Identity

This brings us to to the final core identity of accounting, and one which links the pre-
vious two. We said that the profits earned by shareholders/owners are called ‘Net In-
come,’ and firms pay dividends to those shareholders. But corporations generally do
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not pay out the full amount of their profits right away. Theymay instead retain them
in the corporation, in order to invest (that is, acquire more assets and resources) and
earn more profits in the future.

In accounting, we call the difference between what shareholders have earned in
total (over all periods), and what has been paid out in total ‘Retained Earnings.’

Retained Earnings = Total N.I. Earned�Total Dividends Paid (1.3)

This identity is extremely important. It is the key link between financial perfor-
mance (over a period) and financial position (as of the end of the period). The firm’s
Total Retained Earnings are a component of Shareholders’ Equity. One way to un-
derstand this is that the shareholders could have claimed all of those profits for them-
selves. So, whatever they have not claimed—it is as if they have contributed that in
additional financing. And it crucially links together the ‘flow measures’ in the Net
Income Equation, to the ‘stock measures’ in the Accounting Equation (A = L + E).
Whatever net income (flow) has been earned and retained in a period “lives on” in the
‘stock’ measure of value (Shareholders’ Equity) via Retained Earnings.

It’s often useful to re-write this identity in terms of the changes between periods...:

DRetained Earnings = Net Income�Dividends (1.4)

So, e.g., if the firmhad reported $100 in Retained Earnings at the end of Fiscal Year
2019, and earned $60 in Net Income and paid out $40 in Dividends over Fiscal Year
2020—then, it would report $120 in Retained Earnings at the end of Fiscal Year 2020.

In theBathtubMetaphor, the ‘flow’ of water from the faucet isNet Income. What-
ever is scooped out is Dividends. And so the ‘stock’ level of water (Shareholders’ Eq-
uity) increases by the difference.

1.7 Periodic Reporting

There’s one more concept we need in order to understand how these core identities
and concepts link to the actual Financial Statements: Firms engage in activities con-
tinuously in time (of course!), but they necessarily report their Financial Statements
on a discrete, periodic basis. You’ve likely heard the term ‘Fiscal Year.’ It’s common for
firms to report (that is, create anddisclose) their Financial Statementsonanannual ba-
sis. Such firms would report their financial statements as of the end of the fiscal year
(e.g., December 31st for firms which align their Fiscal Year with the Calendar Year,
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and any other date for those which do not).7

Thismay seemobvious (of course the company’s accountsmustbeasof somedate—
how could it be otherwise?). But this is important for understanding some of the “me-
chanics” of the financial reporting process, and it can trip us up if we forget it. Here
are some things to keep in mind on the periodic nature of financial reporting:

• Revenues and expenses are, we said above, measured over a period. If my com-
pany earned $50k in revenue in its first year, Fiscal Year (FY) 2020, then none of
those revenueswill “carry over” into FY 2021. They’re set back to zero for the start
of FY 2021. That doesn’tmean they go away! They’re just reported in FY 2020, and
not in FY 2021. (And remember that they ‘live on’ in Retained Earnings.) Some
textbooks refer to Revenue and Expense accounts as “temporary accounts”—
because they aremeasured over a period, and zeroed out at the end—as opposed
to the “permanent accounts”of assets and liabilities, e.g. Land, Equipment, etc.

• Consider the following: Suppose that youpaid$100k for a2-year real-estate rental
contract (a lease) in themiddle of FY 2020. What is the expense youwould record
for that rent in FY 2020 (given that you would only have “used up” one quarter of
it as of that point)? We will answer this next chapter. For now, the point is: The
discrete, periodic nature of reporting matters for things like these.

• Most generally, this means that companies don’t really “have” Financial State-
ments at a particular point in time. At any point in time, they track “accounts”
(e.g., Cash, Equipment, Revenue, etc.) And those accounts will be used to pop-
ulate the financial statements at the end of the period, via themechanics of the
reporting process.

• In order for the financial statements to sync up, it’s important weupdate the Re-
tained Earnings balance (according to the core identity: DRetained Earnings =

Net Income�Dividends) right at the end of the reporting period, and only then.
You’ll eventually see how this keeps everything in sync.

1.8 Tour of the Financial Statements

Now it’s time to get a bitmore concrete. Let’s talk about the actual financial statements
that accountants produce and audit, and thus make it into the firm’s financial reports.
Unsurprisingly, therewill be a close relationship between the core principles and iden-
tities we discussed above, and each statement.

7Firms can also report on a quarterly basis, and frequently have a fiscal year that does not align with
the calendar year (i.e., ending on some date other than December 31). For the purpose of this intro
course, where I focus on communicating the main accounting ideas in the cleanest way possible, most
of my example problems will assume annual reporting and a December 31 fiscal year end-date.
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There are four financial statements.

1. the Balance Sheet (B.S.),

2. the Income Statement (I.S.),

3. the Statement of Shareholders’ Equity (S.S.E.) and

4. the Statement of Cash Flows (S.C.F.)

The Balance Sheet and Income Statement are the most important financial state-
ments, in this class and in the outside world, and they illustrate the most important
accounting concepts. In the 24 lectures of this class, we’ll spend only one on the State-
ment of Shareholders’ Equity, and two on the Statement of Cash Flows. You’ll have to
know and understand the S.S.E and S.C.F. by the end, but I want to be clear about what
to focus the most attention on now.

1.9 The Balance Sheet

The Balance Sheet is the statement of the company’s financial position at a point in
time (rather than its activities over a period). It’s like the ‘stock’ measure (measuring
the level ofwater) in thebathtubmetaphor. It is governedbyTheAccountingEquation:
Assets = Liabilities+Shareholders

0
Equity.

In a reductive sense, the Balance Sheet is just a list: A list of the Assets (resources),
Liabilities (obligations), and, Shareholders’ Equity accounts, that a company has, as of
the end of the reporting period. The left side tabulates the Assets of the corporation
(typically listed in order of liquidity—howquickly they could be converted into cash).
Assets include things youwould expect, likeCash in the bank, Equipment, and Land;
but also some other less obvious kinds of benefits controlled by the business, such as
‘Accounts Receivable’ (which are promises from customers to pay later).

The right side of the balance sheets shows how those resources are financed and
claimed—i.e., the Liabilities and Shareholders’ Equity of the corporation. Liabili-
ties are obligations the company has to meet that will incur an economic cost—they
include obvious things like Debt (provided by creditors/lender) but also things like
‘Salaries Payable’ (money owed to employees for work they have completed), etc.

The difference between the total Assets (the resources of the company) and its to-
tal Liabilities (the claims of creditors and other obligations it has) is the Total Share-
holders’ Equity. And Total Shareholders’ Equity, we said above, can come from two
sources: (1.) Amounts that shareholders/stockholders have directly paid in as invest-
ments (Common Stock); (2.) Profits that they could have paid out to themselves as
dividends, but instead retained in the corporation (Retained Earnings).
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A super-simple Balance Sheet could look something like this...:

Balance Sheet as of December 31, 2020
Assets Liabilities
Cash: $20 Salaries payable: $30
Accounts receivable: $40 Long term debt: $120
Supplies: $80 Total Liabilities: $150
Equipment: $100

Shareholder’s Equity:
Common stock: $60
Retained earnings: $30
Total Shareholders’ Equity: $90

Total Assets: $240 Total Liabilities and S.E.: $240

Remember the discussion above of the two ways to see The Accounting Equation
(A = L+E): (1.) How the resources of the corporation were financed (L+E = A);
(2.)What value is left over for the shareholders (E = A�L). These are important, key
intuitions for thinking about what the Balance Sheet is telling us. But they aren’t per-
fectly true, and this imprecision can be frustrating for first-time accounting students.
The reason has to dowith the secondmajor general principle that governs the balance
sheet. The balance sheet is intended to be conservative.

1.9.1 Balance Sheet: Key Principles

In accounting, conservatism is a general principle that constrains firms to err on the
side of understating the value of their assetswhen that value is uncertain. The pur-
pose is to restrain managers who may be tempted to ‘cook the books’ by overstating
the value of their assets when they have discretion. There are two major implications
of accounting conservatism:

• First, some economic assets arenot recognized as accounting assets. E.g., part
of the value of a company may come from customers’ brand loyalty, or from
the value of its Research &Development (R&D) in progress. But standard setters
in the U.S. have decided that the value of these are too difficult to ascertain and
verify. Therefore, firms are not allowed to measure and report these as assets on
the Balance Sheet. (And this is controversial and debated.)

• Second, assets arebydefault recorded ‘on thebooks’ at theirhistorical cost (pur-
chase price) rather than their true current economic value (sometimes referred
to as ‘fairmarket value’). E.g., if a company buys Land for a price in 2019, and the
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valueof Land in that region increaseddramatically in2020, itmaynotbeable rec-
ognize that increase in value on the Balance Sheet. However, if the value of that
real-estate were to decrease, accounting standards could require it to recognize
a loss.8 Isn’t this asymmetric, inconsistent? Yes, it is! And that makes it contro-
versial. Or, as another example, if a firm buys a machine from another company
for $100k, but manages the machine so well that it doubles its productivity—it
cannot ‘write the asset up’ to $200k on the books. We generally defer to the ‘ver-
ifiable’ purchase price in measuring the value of assets in accounting.

For these reasons, the value of a company’s ‘real’ ‘economic’ assets will usually be
understated in the financial statements. This is why a corporate acquirer will typi-
cally paymore than the net ‘book value’ (that is, the accounting value of Shareholders’
Equity) of a firm to acquire ownership. And this iswhy themarket value of equity (i.e.,
the value of all the shares of a company, traded on exchanges like the NYSE) is usually
higher than the book value. This tension seems weird at first, but we all get used to it.

1.10 The Income Statement

The Income Statement seeks to measure and represent a business’s performance
over a particular period. It is governed by the ‘Net Income Equation’ discussed above.
It starts with the proverbial ‘top line’ of the Revenues earned in that period (often
referred to more colloquially as ‘sales’), subtracts all of the various categories of Ex-
penses (such as rent expense, salaries expense, interest expense, etc.), and then ar-
rives at the proverbial ‘bottom line’ of Net Income. These revenues and expenses are
intimately linked to the assets and liabilities on the Balance Sheet. You could define
a revenue as an increase in the company’s assets (or decrease in its liabilities) gener-
ated from its operations—selling goods or services to customers—and an expense as
roughly the opposite.

A super-simple Income Statement could look like this...:

Income Statement for the Fiscal Year Ending Dec. 31 2020
Total Revenues $100
Salaries Expense ($40)
Depreciation Expense ($30)
Interest Expense ($10)
Net Income $20

8Accounting standards are changing and evolving all the time, and, these days, some assets can be
recognized at ‘fair value,’ while others are still recorded at historical cost. These changes will continue
during your career, and can make life challenging—i.e. interesting—for the financial analyst.
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(Note that, in accounting, by convention, parentheses indicate negative or sub-
tracted amounts.) You might be tempted to assume that ‘revenue’ is just a fancy word
for the total cash the company collected, that ‘expense’ is just a fancyword for the cash
the company spent. But this is not correct. Such a system, which tracks inflows and
outflows of cash, is called cash accounting. But U.S. and global accounting systems
have evolved over many centuries to use a system of accrual accounting.

The income statement’s accrual accounting differs from cash accounting in two
primary ways: Revenue Recognition and Expense Matching.

1.10.1 Accrual Accounting Revenue Recognition

Under accrual accounting, revenues are recognized not when cash is received from
customers, but when it has been earned. So, e.g., when a wholesaler sells goods to
its business customers of good reputation on trade credit (i.e., their promise—based
on their credibility—to pay later), it would recognize those sales as Revenues after
delivering the goods, even if the retailers would not pay the cash for several months.

Why do we do it this way? There are two reasons: First, financial-statement users
(such as investors) may want the information they receive to be timely. Second, ac-
counting tries to measure the profitability of the company’s ongoing activities and
operations, irrespective of the timing of the arrival of checks in themail.

• Revenue recognition thought experiment: Suppose that our company delivers
a huge batch of product to WalMart on December 18. But, then, two quantum
universes diverge. In one universe, the check fromWalMart arrives at our head-
quarters on December 30. In the other universe, there’s a huge snowstorm, that
delays the arrival of the check until January 2 of the next calendar year. Should
our company’s profit for the year really be different in those two universes, de-
pending onhowa randomweather event affects themail, if we are trying tomea-
sure the profitability of the company’s real activities?

If our company delivers a huge shipment of product toWalMart, the value of share-
holders’ ownership has already increased on that basis—our investors may wish to
know about that fact sooner, during the next financial report, rather than wait until
the end of the period in which the cash is delivered.

1.10.2 Accrual Accounting Expense Matching

The second major difference is that, under accrual accounting, expenses are, when
practicable,matched to the corresponding revenues that they helped to generate—
that is, recorded as expenses in the same reporting period.



1. Introduction and Overview 18

An example of this is the accounting “depreciation”of investments. Suppose that
we buy a new Plant in order to manufacture shirts that we will sell over the next ten
years. In this case, we would not recognize the entire cost of purchasing the plant as
an expense in this year—instead, we would attempt to match that expenditure to the
revenues, by apportioning the cost over the 10 yearsoverwhichwewill use the plant.
In accounting, that apportionment is called ‘Depreciation expense.’

Here’s the flip side of that, though: Because wewant to apportion that expense over
those 10 years, we don’t record the expenditure on the Plant as an expense right away.
But, we must record that transaction, and account for what we spent that money on,
andwhatwe got in return. What gives? The answer is thatwhenwefirst buy thatPlant,
we record it as an Asset (reported on the Balance Sheet). And then, later on, as we
use it, over multiple periods, we’ll recordDepreciation Expenses. This is a core insight,
and a deep link between the Balance Sheet and Income Statements. Generally, Assets
become expenses—get expensed out—later.

• Expense matching thought experiment: Suppose our company spends $100k
dollars to buy a plant that will produce goods over the next ten years. It doesn’t
seem correct to say that we ‘lost’ $100k that year—instead, it’s more like we are
investing now to gain more later. Similarly, if, over the next ten years, we were
to earn only $5k per year in Revenues from the sale of goods made in that plant
(after an initial investment of $100k), such that we lost $50k on net overall, it
wouldn’t seem correct to say it was ‘profitable’ in all those subsequent years. It
seems intuitive to measure profitability in a way thatmatches expenditures on
resources to the periods in which those investments pay off.

1.10.3 Accrual Accounting Purpose

Why does accrual accounting do things this way? It’s trying to measure the profitabil-
ity of a company’s real activities on an ongoing basis. The Income Statement gives a
‘flow’measure of the value generated for owners/shareholders from a company’s real
activities/operations over the period. And, it recognizes revenues and expenses in
the period in which the activities occur rather than that in which the cash changes
hands / checks arrive in the mail.

1.10.4 Income Statement and Balance Sheet: BathtubMetaphor

It’s common to illustrate the differences and linkages between the Income Statement
and the Balance Sheet, by comparing a company to a bathtub. The Income Statement
is like a ‘flow’measure of the rate at which water is being added to the tub (which in
turn is a function of howmuch is flowing in from the faucet [Revenues] vs. howmuch
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is leaking out elsewhere [Expenses]). And the Balance Sheet is a ‘stock’measure of the
total level of water in the bathtub, which, in turn, is the cumulation of everything that
has flowed in (and not leaked out) to date.

Extending the metaphor further, we could say that water that is scooped from the
bathtub andpoured into the sink is likedividendspaid out to shareholders. Dividends
decrease the Shareholders’ Equity as reported on the B.S. and S.S.E., but they don’t de-
stroy value—they just scoop it from the company’s bank account to the shareholders’.

1.11 Statement of Shareholders’ Equity

This statement is the simplest, has the least information, and is the one that investors
pay the least attention to. Its distinctive focus is on tracking the business’s transac-
tions and standing with its own owners/shareholders. That is, it’s all about Share-
holders’Equity (E). And there are fewer transactions—of less complexity—that a busi-
nessmakeswith its owners/shareholders, than all the others tracked in the other state-
ments. This statement is fairly intuitive, but presented in a different format than the
others. Instead of listing accounts on the vertical axis (as in the Income Statement and
Balance Sheet above), it instead lists particular transactions and items on the vertical
axis, and tracks how those affected the Shareholders’ Equity accounts on the horizon-
tal axis. That is, it explicitly shows the changes in the accounts, and their drivers. A
simple Statement of Shareholders’ Equity (SSE) could look like this:

Total
Common Retained Shareholders’
Stock Earnings Equity

Balance, Jan 1, 2020 $0 $0 $0
Issue Common Stock (Tr. #1) 15,000 15,000

Total Dividends Paid (100) (100)
Net Income 2,300 2,300

Balance, Dec 31, 2020 $15,000 $2,200 $17,200

Table 1.1: Statement of Shareholders’ Equity

For today’s purposes, the important thing about this statement is how it helps to
illustrate the link between the Income Statement and Balance Sheet. This statement
is governed by two key equations:

Shareholders
0
Equity =Common Stock+Retained Earnings (1.5)

This equation says that E comes from two sources: (1.) ‘Common stock’ is the
cash that investors directly paid inwhen they initially bought their shares of ownership
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(stock) from the business. It’s often called ‘paid-in capital.’ (2.) ‘Retained earnings’ is
the amount of profits that have been earned, but which the owners did not pay out to
themselves, and instead retained. It’s often called ‘earned capital.’

So, this third financial statement is based on the third core identity:

Retained Earnings = Total NI Earned�Total Dividends paid out (1.6)

Retained earnings is cumulative sum of whatever profit the company has earned
over its entire history, less whatever it has paid out as dividends—in other words, the
total amount that it has retained. Combining these two equations, we can see that:

Shareholders
0
Equity =Common Stock+Total NI Earned�Total Dividends paid (1.7)

This is the link between...

• the world of the Balance Sheet:

– A = L+E, stockmeasures, permanent accounts, at a point in time

• and the world of the Income Statement:

– R�E = NI,flowmeasures, temporary accounts,measured over a period

The income-statementmeasures ‘‘live on”inRetainedEarnings, which is a part of
Shareholders’ Equity, on the Balance Sheet. And the Statement of Shareholders’ Equity
illustrates this. It reports the Net Income earned, the Dividends paid out, and thus the
change in Retained Earnings; it also reports all of the company’s transactions with its
owners/shareholders, including the Common Stock investments. Summing the two
provides the updated Shareholders’ Equity (E) reported on the Balance Sheet.

1.12 The Cash Flow Statement

The Cash Flow Statement reports the company’s performance over the period, using
(essentially) cash-basis accounting instead of accrual-accounting principles. It sim-
ply tracks how much cash the company expended and received on various different
things. Importantly, it divides those cash flows into three categories: Cash flows from
Operating Activities, Investing Activities, and Financing Activities. And it reports
the net change in cashwithin each category of activity, and on net.

So, they’ll all have roughly this basic structure:
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Operating cash flows...:
. . . $. . .
. . . $(. . . )

Net Change in Cash From Operations $X
Investing cash flows..:
. . . $. . .
. . . $(. . . )

Net Change in Cash From Investing $(Y)
Financing cash flows..:
. . . $. . .
. . . $(. . . )

Net Change in Cash From Financing $Z
Net Change in Cash Between Periods $X-Y+Z

Table 1.2: Statement of Cash Flows, for FY ending 12/31/2020

We need to learn a lot more accounting before we can learn exactly how the Cash
Flow Statement works, what goes into those ellipses (...) above. For now, let’s just talk
about two more general things, that will come up in the interim: (1.) The categories
(operating vs. investing vs. financing activities), (2) Why financial-statement users
would be interested in the cash-flow statement.

1.12.1 Categories of Transactions: Operating, Investing, Financing

• Operating Activities are transactions having to do with a firm’s normal day-to-
day activities and corebusiness. These include things likemaking sales of goods
or services to customers, paying salaries and utilities, etc.

• Investing Activities are transactions having to do with the purchase and sale of
long-term Assets—resources that will pay off over multiple periods. This would
include the purchase and sale of Plant, Property, & Equipment. And, if a com-
pany were to purchase or sell a different company’s stocks or bonds, as an In-
vestment, that would be an Investing activity as well.

• Financing Activities are transactions having to do with how the company fi-
nances itself—i.e., its transactionswith its ownfinancial creditorsand investors.
So, paying out Dividends, or getting extra cash from new investors (Common
Stock) or from a new loan—these would all fall in the financing category.

These will show up elsewhere in the course, everyday speech and business news.
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1.12.2 Why the Cash Flow Statement?

What’s the point of the Cash Flow Statement? Didn’t we just make an argument for the
principles of accrual accounting, as opposed to cash basis accounting, above? There
are good, logical reasons for accrual accounting, and some real benefits. But there are
also some downsides and potential problems. So, the Cash Flow Statement provides
some incrementally useful information. In particular, it helps: (1.) As a “check” on
potential abuses and manipulation of accrual accounting, (2.) To understand a com-
pany’s cash liquidity, its ability to pay what it owes in cash.

• (1.) Check on gimmicks: Accrual accounting involves some unverifiable esti-
mates and forecasts that can be abused. For example, we learned above that
companies recordrevenuewhen they shipgoods tocustomers, rather thanwhen
the check arrives in the mail. There’s a reason for that. But what if a company
started aggressively shipping product to customers who were never likely to ac-
tually pay, in order to boost reported revenues? Clearly, that doesn’t sound like
a good idea. As the course progresses, we’ll see several other examples of cases
in which accrual-accounting principles can allow firms to boost their reported
profitability, even though the underlying economics is not improving.

The cash flow statement doesn’t depend on these accounting choices. It more
closely tracks cash receipts. Thus, if you notice that a company’s Net Income
were increasing, while its Cash Flows from Operations were decreasing, that
could be a red flag. It could indicate that the company’s management is using
accounting ‘gimmicks’ to make the company appear to be doing better than it
really is.

• (2.) Cash liquidity / ‘Cash is King’: Companies have to pay the bank—that
is, pay their contractually obligated interest and principal to their creditors—
in cash. Otherwise, their creditors can seize collateral, take them to court, etc.
And, in principle, a company could be highly profitable in terms of accrual Net
Income, butnothave enough cashonhandand/or coming in to pay its debts in
cash. This could happen if, for example, the company was making all of its sales
to customers on credit—and not collecting cash from them. Or if the company
was investing heavily in building up its Inventory (an asset), but not sellingmuch
of it. Such companies can be profitable but not liquid—i.e., not able to convert
their value to cash to make due on payments. For these reasons, a company’s
cash flow performance is very important to creditors and managers.
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1.13 Other information

The focus of this course is the four Financial Statements. But these are not the total-
ity of the information that firms disclose. Firms are also required to, and voluntarily
choose to, disclose plenty of other information as well—things that may be impor-
tant to various stakeholders, but cannot be reliably quantified in the Financial State-
ments. Examples include: themanagement’s ideas and plans for its strategy; and cer-
tain long-term risks that are not quite quantifiable as liabilities. These can be dis-
cussed verbally or qualitatively in the firm’s annual reports (such as themanagement
discussion and analysis (MD&A) section, or discussed on conference calls with an-
alysts. While this ‘other information’ is, by definition, not part of the Financial State-
ments, it is an important part of the firm’s “information environment”—the process by
which it delivers useful information to the stakeholders who need it.

1.14 Says who? Standard setters, regulators, auditors

So, we’ve sketched out the major principles of accounting, and how they are used to
produce the financial statements. But...says who? Who has the authority to say that
firmsmust report those Financial Statements according to those principles, and why?
There are two major standard-setting bodies and systems we’ll talk about: U.S. GAAP
standards, issued by the FASB, and international IFRS standards, issued by the IASB.

1.14.1 GAAP

In the U.S., The Financial Accounting Standards Board (FASB) issues and regulates
U.S. “Generally Accepted Accounting Principles” (GAAP). These are the accounting
standards all publicly-tradedU.S. companies are required to report under—andmany
non-U.S. companies voluntarily do as well, in order to attract U.S. investors. The ac-
counting profession and practices had evolved for many centuries prior. But in 1933,
after the great stock market crash and subsequent beginning of the Great Depression,
the U.S. Congress created the Securities and Exchange Commission (SEC), and em-
powered it to regulate the disclosures of publicly-traded corporations, in an effort to
protect investors. The SEC has since delegated the task of setting common account-
ing standards for such corporations to theFASB,which is a private self-regulatingbody,
based in Norwalk, CT, and run by experts and leaders in the accounting professions.

1.14.2 IFRS

Globally, non-U.S. developed and developing countries have largely adopted a uni-
form set of accounting standards, called International Financial Reporting Stan-
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dards (IFRS), which are issued by an international NGO, the International Account-
ing Standards Board (IASB). This body was developed in response to the rapid glob-
alization of the late 20th and early 21st century. Financial statements users increasingly
wanted common, comparable standards if they wished to transact with and invest in
companies from, e.g., Italy to Germany to Japan, etc. Prior to this, most large countries
had their own country-specific accounting standards.

1.14.3 Convergence

Years ago, there was hope and some promises that the U.S. FASB and the international
IASB would shortly “converge,” and adopt a common set of standards for both U.S.
and international companies. Such hopes have since fizzled out, and now there is little
hope that we’ll have one truly global set of accounting standards in the near future.
As such, this class will mostly focus on U.S. GAAP. But most of the core accounting
principles we’ll cover in this class are shared across the two systems. Of what we’ve
discussed so far, there is only one exception: IFRS allows firms to record some of their
R&D as an Asset (i.e., ‘capitalize’ it). More broadly, IFRS are often described as more
‘principles based,’ while U.S. GAAP standards are seen as more ‘rules based’ in the
details of accounting for particular transactions.

1.14.4 Auditors

While the standard setters (FASB / IASB) are the ones whomake the rules, auditors
are the accounting professionals who independently check and verify that businesses
are actually obeying those rules, and correctly reporting their Financial Statements.
These auditors will do everything from verifying that the business used an acceptable
method in calculating its depreciation, and calculated it correctly; to verifying in per-
son, via random checks, that it actually has the amount of Inventory it claims. These
auditors have an extraordinarily valuable role to play in ensuring that companies are
not ‘cooking the books’—and that investors can rely upon and trust the claims that
companies make in their Financial Statements. But there have been some extraordi-
nary failures (such as, e.g., the Enron-Arthur Andersen debacle).

Audit is a separate course of study, and we will not cover it in this Financial Ac-
counting class. But for now, just pause and appreciate what a profound question it is
at its core:Howdowe really know that large institutions have actually done the things
that they claim they have done? That the events they attest to have have happened re-
ally happened? That they really have the resources they claim? Think about this in the
context of major organization failures during the pandemic and other recent events.
It’s a deep question, and one we typically take for granted—often to our detriment.
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Accounting for External Transactions

Chapter 1was ahigh-level, conceptual overview. In this chapter, we’ll take amoreprac-
tical approach, and start doing some simple accounting. We’ll account for 10 basic
transactions using the Accounting Equation (A = L+E).

For now,we’ll only account for a company’s “external transactions”during the re-
porting period—i.e., the “real” exchanges of things or services between the company
and someoutsideparty, at the exactmomentof the exchange. These are in contrast to
“adjusting entries” or “internal transactions” at the end of the reporting period, which
we will cover in subsequent chapters.

As a concrete example, suppose that our companypays for a 2-year leaseonabuild-
ing up front, halfway through the annual reporting period. The day the company pays
for the lease, that is a “real” exchange—an external transaction. And the company re-
ceives, in return, a resource that it will use for multiple reporting periods—the ability
to use the building for 2 years. So, in themoment of the exchange, it pays out cash, and
receives an asset, which we happen to call Prepaid Rent.

Later on (Chapter 4), as the company “uses up” the lease, it will need to account for
the expense fromusing up the asset—in this case, called Rent Expense. But there will
be no “real” moment of exchange that will trigger that. Hence, we will account for that
at the end of the reporting period, as an “adjusting entry” or “internal transaction.”
This distinction will become much clearer over time. For now, in this chapter, we are
accounting only for what happens at the exact moment of the transaction.

There are four things we need to keep in mind before we begin.

25
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• First, remember that the Accounting Equation (A = L + E) is an identity—the
two sides must always add up. Any transaction that affects one part of the equa-
tion must have a second effect that keeps the two sides in balance.

• Second, this is the equation that governs the Balance Sheet. But, as we discussed
in Chapter 1, the Balance Sheet and Income Statement are intimately linked. So,
wewill see someRevenues and Expenses, andwe’ll account for them as eventual
contributors to Shareholders’ Equity, based on theRetained Earnings Identity
from last chapter (DRetained Earnings = Net Income�Dividends).

• Third, we must define what we mean by an ‘Account.’ An ‘Account’ has a com-
monsense meaning: It’s a category for tracking changes in one type of resource
or obligation. So, e.g., a company can have a Cash account (tracking the cash
money it has in the bank) and an Equipment account (tabulating the value of
the equipment it owns). Firms have some discretion over precisely how they di-
vide up the world—i.e., what accounts they keep, which they call their ‘Chart
of Accounts.’ But there is also lots of similarity across firms, and strong conven-
tions. We’ll get familiar with the major categories in use over time.

• Fourth, remember the definitions of assets and liabilities. The Financial Ac-
counting Standards Board (FASB), which sets Generally Accepted Accounting
Principals (GAAP) in the United States, uses the following definitions.

– Assets: “Probable future economicbenefits obtainedor controlledby apar-
ticular entity as the result of past transactions or events.”

– Liabilities: “Probable future sacrifices of economic benefits arising from
present obligations of a particular entity to transfer assets or provide ser-
vices to other entities in the future as a result of past transactions or events.”

The 10 transactions that we’ll account for are:

1. Sell Shares of Common Stock for $15,000

2. Borrow $5,000 from the bank

3. Purchase equipment for $10,000

4. Pay $2,400 for two years of rent, up front

5. Purchase supplies ‘on account’ (that is, with promise to pay cash later) for $1,000

6. Provide soccer training to customers for $3,900 in cash
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7. Provide soccer training to customers ‘on account’ (that is, with them promising
to pay later) for $3,100

8. Receive cash payment in advance/up-front for future training, $800

9. Pay salaries to employees, $1,800

10. Pay cash dividends of $100 to shareholders.

2.1 Transaction 1: Sell Shares of Stock for $15k

This transaction is the original (OG) transaction in the life of the firm, in the “simple
model of a business” discussed in Chapter 1. The first owner puts in their ownmoney
to finance the enterprise. And as additional investors put in more money (e.g., Shark
Tank), they also become owners, receiving shares. In these cases, we say that the com-
panyhas ‘soldcommonstock’—it hasdisburseda legal contract (sharesof ownership)
and received cash in exchange.

How to account for this? Start with cash. The company receives a cash inflow of
$15k. Cash is obviously an economic resource controlled by the firm. So that is an As-
setunder the FASBdefinition. But the accounting equationmust stay in balance. What
else happens? Since this cash is a direct contribution from investors, Shareholders’
Equity (SE)must increase (A ", E "). So, it would look like this:

Transaction Assets Liabilities Shareholders’ Equity

#1: Sell $15k of Common Stock +$15k (Cash) +$15k (Common Stock)

2.1.1 Takeaways

Even this simple transaction yields important, deep insights. The key takeaway from
this transaction, theweird thing you need to wrap yourmind around, is the nature of
double-entry bookkeeping. Note that the company, at this point in time only has one
thing—$15k in cash. (It does not have $30k of anything, even though the two accounts
add up to that.) But we account for that one thing in twoways. This is what “double-
entry bookkeeping”means. The left side of the accounting equation (A) tells you what
the company has; and the right side (L+E) tells you how that thing was financed. This
is a profound and deep insight, and even very senior, highly-remunerated financial
professionals make mistakes because they haven’t fully internalized this distinction.
See, e.g., Prof. Anat Admati’s “The Bankers’ New Clothes.”
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2.2 Transaction 2: Borrow $5k cash from the bank

This transaction probably seemsmore familiar: A company getting a loan fromabank.
How to account for this? Start with Cash. Clearly, Cash, an asset, goes up by $5k. How
does the accounting equation in balance? The bank is a creditor, because the loan
has to be paid back, so it is a Liability for the company (A ", L "). Now, here’s a bit
of jargonwe just need to know: We use the somewhat antique-sounding term “Notes
Payable” for this liability account. You can remember it this way: ‘Notes Payable’ are
bank notes that you are obligated to pay off (a ‘payable’).1 So, we account for it like so:

Transaction Assets Liabilities Shareholders’ Equity

#1: Sell Common Stock +$15k (Cash) +$15k (Common Stck)
#2: Borrow from bank +$5k (Cash) +$5k (Note payable)

Note that, in the table above, we separately account for the incremental effect of
each transaction on its own. So, the $5k in cash on the books from Transaction #1 has
no effect on how we account for the $15k in cash in Transaction #2. We’re accounting
for the impact of each transaction separately. Butwe could also, if wewanted, combine
those two transactions, to get the the total balance for each account, like so:

Transaction Assets Liabilities Shareholders’ Equity

#1 & #2 Aggregated $20k (Cash) $5k (Note Payable) $15k (Common Stock)

Obviously, these are just two different ways of organizing the same information.
But this distinction—between the incremental effect of transactions vs. aggregate
balances—can trip students up as things get more complex.

2.2.1 Takeaways

The key takeaway from this transaction, theweird thing you need to wrap yourmind
around, is how to see The Accounting Equation. Recall that last chapter, we talked
about the two ways to see it:

• (1.) The “Sources of Financing”view (L+E =A): The companyhas $20k in cash
(A). And that cash had to come from somewhere. The L and E accounts tell us
howmuch of itwas provided by creditors vs. equity investors, respectively.

1Ingeneral, therewill be several accounts referred toas “payables,”and theywill all be liabilities, since
they represent amounts the firm has to pay to others. These will be in direct contrast to “receivables.”
Those are amounts the company is entitled to receive from others, which are thus assets.
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• (2.) The “What’s LeftOver”view (E =A�L): The companyhas $20k in cash. But
it has a legal obligation to pay the bank back the $5k loan from the bank. So, if it
does that, it will have $15k left over, which can be claimed by the equity owners.

2.3 Transaction3: PurchaseEquipment for$10k inCash

So now, the firm has cash financing. Step 2 in the “simple model of a business” from
Chapter 1 is to acquire resources that it will use to do its business.

The company buys Equipment for $10k in Cash. How to account for this? Let’s
make it easy for ourselves and start with cash: That’s an asset, and it goes down by
$10k. Next, how does the accounting equation stay in balance? In exchange for the
cash, the company gotEquipment—this is a resource that the company now owns and
will use for its benefit for many periods. That means that it is an asset. So, this time,
the change in one asset account is balanced by a change in another asset account (A "
, A #). In other words, the transaction transfers value from one asset account to a
different asset account.

Transaction Assets Liabilities Sh.’s Equity

#1: Sell $15k of Common Stock +$15k (Cash) +$15k (C.S.)
#2: Borrow $5k from the bank +$5k (Cash) +$5k (N.P.)
#3: Purchase equipment for $10k -$10k (Cash)

+ $10k (Equipment)

And our balance (i.e., adding this transaction to the last balance) looks like this:

Transaction Assets Liabilities Sh.’s Equity

#1, #2, & #3 aggregated $10k (Cash), $10k (Equipment) $5k (N.P.) $15k (C.S.)

How do we know that the Equipment is truly worth $10k? That’s a tricky and in
some ways philosophical question. (Indeed, arguably, the firm should only pay $10k
for the equipment if it thinks that it will be worth more than $10k to the firm. If you
buy something for $100 in cash, then that means you preferred that thing to your $100
in cash—or in other words, that that thing was worth more than $100 to you.) So, the
short answer is:We don’t know what it’s truly worth.

This is where accounting principles such as verifiability, conservatism, and the
monetary unit assumption come into play. We need to ‘convert’ all the company’s
various real resources into some monetary unit—dollars. And we can’t just let the
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managers say that the resource is worth whatever they want to say. So, in account-
ing, we, by default, initially base asset measurements on the purchase price (often
phrased as “historical cost”), based on a verifiable receipt, rather than more subjec-
tive estimates. The assumption is that if the firm bought that equipment in an arms-
length transaction in a fairly competitive market, then the transaction price is the
best available estimate of its value. Put differently, “in accounting, you get what you
pay for.”

2.3.1 Takeaways

The twoweird things you need to wrap your mind around, are:

• In accrual accounting, when you spendmoney on something youwill use over
multiple periods, that thing is initially an Asset. Prior to starting this class, you
probably thought that when companies spendmoney, that’s an expense. So, this
might seem counterintuitive. And, in Chapter 4, we will see that the Equipment
will “be expensed out” as it is used up, over time. That expense will be factored
in as a part of the “adjusting entries” at the endof the reporting period. This basic
pattern will hold true formost assets. Assets are not expenses at the moment of
the external transaction—but they come to be recognized as expenses later on.

• “In accounting, you getwhat you pay for.” That is, we initially record assets “on
the books” at their purchase price. There are reasons why we do this. But this
means that “accounting value” and “true economic value” are not always going
to be the same thing. This seems strange at first, but we all eventually get used
to it. Remember: “Themap is not the territory.”

2.4 Transaction4: Pay twoyearsof rent inadvance,$2.4k

How to account for this? Start with cash. That asset account obviously goes down by
$2.4k. What else happens to keep the equation in balance? In exchange for the cash,
the corporation gets control of a new economic benefit/resource: The ability to use
building for multiple periods. So that’s an asset. We call this asset “Prepaid Rent.”

Using the accounting equation, the transaction looks like this:
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Transaction Assets Liabilities Sh.’s Equity

#1: Sell $15k of Common Stock +$15k (Cash) +$15k (C.S.)
#2: Borrow $5k from the bank +$5k (Cash) +$5k (N.P.)
#3: Purchase equipment for $10k -$10k (Cash),

+$10k (Equipment)
#4: Pay rent up front, $2.4k -$2.4k (Cash),

+$2.4k (Prepaid Rent)

And our new balance (i.e., adding this transaction to the last balance) is this:

Transaction Assets Liabilities Sh.’s Equity

1 - 4 aggregated $7.6k (Cash) $5k (N.P.) $15k (C.S.)
$10k (Equipment)
$2.4k (Prepaid Rent)

Now, it must be true that the Accounting Equation balances for the aggregate ac-
count balances, since we balanced it on each individual transaction, and the aggregate
balances are just the cumulation of those. But, to reassure ourselves, we can verify:

A = $7.6k+$10k+$2.4k = $20k

L+E = $5k+$15k = $20k

2.4.1 Takeaways

The two key weird things you need to wrap your mind around, are:

• Abstract/intangible nature of assets: The Prepaid Rent is not a real, physical
thing like Equipment. Reductively, it is just a contract. But that contract is a re-
source thatwill bring it benefits overmultiple periods, andwhich it nowcontrols.
So it fits the definition of an asset.

• Assets and expenses again: Just like last time, the company spendsmoney, but
it’s not an expense—yet . At the exact moment of the transaction, the company
has acquired a resource, but not used it up. We will account for Rent Expense
later on, as a part of the adjusting entries at the end of the period.

2.5 Transaction5: PurchaseSupplies for$1k“onAccount”

Often, companies will buy things from their suppliers and promise to pay cash later.
When they do this, we say that they are buying “on account”or “on credit” (that is, on
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the basis of the credibility of their promises, or their creditworthiness).
Supplies are resources that are used over multiple periods, so they are assets. By

now, you surely know what would happen if we purchased supplies using cash. But
there is no cash in this case. What do we do? This is still a “real” external transac-
tion, because there is a real exchange (the Supplies). How do we account for it? What
balances the increase in Supplies (A ")?

Our company has promised to pay later. This means it has an obligation—a Lia-
bility (A ", L ") . When the company owed money to the bank, we called that Notes
Payable. And, in this case, when it owes money to a supplier, we call that Accounts
Payable. So, we would account for this transaction like so...:

Transaction Assets Liabilities S.E.

#5: Buy supplies on account +$1k (Supplies) +$1k (Accounts Payable)

And our new balance (adding this transaction to the last balance) looks like this:

Transaction Assets Liabilities Sh.’s Equity

#1-#5 aggregated $7.6k (Cash) $5k (N.P.) $15k (C.S.)
$10k (Equipment) $1k (Accounts Payable)
$2.4k (Prepaid Rent)
$1k (Supplies)

2.5.1 Takeaways

There is oneweird thing you need to wrap your mind around here:

• Liabilities (L) are not just owed to the bank:Up until this transaction, the only
liability that we sawwasNote Payable, the accounting term owed for a loan from
andowed toabank. And thatfitwith the intuitionandcorporatefinancematerial
we covered in Chapter 1, where we said that all of the resources of the company
were financed by equity vs. credit financing. Here, we found out that promises to
pay suppliers are also a liability.

Does this contradict that early model, and our understanding of the meaning of
the accounting equation? Not really. Most businesspeople would think of this as
a formof credit financing, provided by our suppliers. When our suppliers give
us a good today, and allow us to pay them back later, it is as if they are extending
a loan. Just like a bank that gives us cash today, and requires us to pay them back
later. And, we have to pay our suppliers—otherwise, they won’t continue to do
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business with us. So they come prior to our shareholders. As such, this still fits
into our framework for how to see the accounting equation (E = A�L).

Understanding Supplier Financing

AdvancedGestalt Shift: Oneway tounderstand this is to imagine that this one trans-
action was broken up into two parts. Suppose that your company wants to buy Sup-
plies, but does not have cash on hand. Your company and the supplier could do a
transaction in two steps: (1.) The supplier could give you a cash loan of $1k, which you
are obligated to pay back later. (2.) And then your company could use that $1k in cash
to buy the Supplies.

So, from your company’s perspective, those two transactions would look like this:

Transaction Assets Liabilities S.E.

Part 1: Get loan +$1k (Cash) +$1k (Notes Payable)
Part 2: Buy supplies in Cash +$1k (Supplies)

-$1k (Cash)

But, since the $1k in Cashmakes a round trip in just one day, it could be easier just
to net it out, and aggregate the two transactions:

Transaction Assets Liabilities S.E.

Advanced Gestalt Shift (AGS): +$1k (Supplies) +$1k (Payable)

And, so, here we are, back at our original accounting for the transaction, just with
the ‘Payable’ called a ‘Note’ instead of ‘Accounts Payable.’ So, this shows how paying
“on account” is just like getting a loan.

2.6 Transaction 6: Providing Services for $3.9k in Cash

How do we account for this? Start with Cash. That asset account goes up by $3.9k
(A "). How does the accounting equation stay in balance? The company does not have
any new liabilities here, andno other asset is affected. So itmust be that Shareholders’
Equity goes up by $3.9k, to keep things in balance (A ", E "). But this is a bit confusing.
No new equity investors have purchased Common Stock. So, how does E go up?

We learned in Chapter 1 that when a company earnsmoney from its operations,
from providing goods or services to customers, we call that a Revenue. And further,
we learned a couple of core identities, that we must know cold:
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Net Income = Revenue �Expenses

DRetained Earnings = Net Income�Dividends

Shareholders
0
Equity =Common Stock+Retained Earnings

Interpreting those identities verbally: Revenues incrementNet Income,which in-
crements Retained Earnings, which is a part of Shareholders’ Equity. We could re-
arrange each identity a bit, to make this more explicit:

Revenue �Expenses = Net Income

Net Income�Dividends = DRetained Earnings

Retained Earnings+Common Stock = Shareholders
0
Equity

We also learned that Retained Earnings is sometimes called “Earned Capital”—
amounts that shareholdershave earned and retained—asopposed to “Paid-inCapital”—
amounts that shareholders directly Paid In via purchasing Common Stock. So, when
companies earn Revenue, we think of that as a component of, or eventual contrib-
utor, to Shareholders’ Equity.

We need to be a bit careful here, though. Remember that Revenue per se is never
directly reported on the Balance Sheet under Shareholders’ Equity. Instead, it even-
tually flows into the Retained Earnings balance reported at the end of the period. As
long as you keep that inmind, then, for now, you can just think ofRevenue as a positive
entry in the Shareholders’ Equity column.

So, in short, when a company provides a service to customers (that is, earns rev-
enue) in exchange for cash, we account for it like so...:

Transaction Assets Liabilities Sh.’s Equity

#6: Provide training for cash +$3.9k (Cash) +$3.9k (Revenue)

And our new balance (adding this transaction to the last balance) looks like this:

Transaction Assets Liabilities Sh.’s Equity

#1-#6 aggregated $11.5k (Cash) $5k (N.P.) $15k (Common Stock)
$10k (Equipment) $1k (A.P.) $3.9k (Revenue)
$2.4k (Prepaid Rent)
$1k (Supplies)

2.6.1 Takeaways

There are three key things you need to wrap your mind around:
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• Account forRevenues as positive entries in the Shareholders’Equity column:
Think through the core identities, and how earning revenue will eventually
contribute to Retained Earnings, which is “earned capital.” Or, just memorize.

• Linkbetween IncomeStatement andBalanceSheet:When the company earns
Revenue, this is balanced by an increase in Cash, which is an asset reported on
the Balance Sheet. So, this is the first time we’ve seen, in concrete accounting
for a transaction, what we talked about on a conceptual level in Chapter 1.2

• Core concept—‘Paid-in Capital vs. Earned Capital’: This transaction helps to
illustrate one of the core concepts of accounting, and business generally. Firms
need capital—sources of cash or other resources—to do things. If our firmwants
to buy an asset in cash, we need to get that cash from somewhere. Where do we
get that cash? One way to get the cash is to raise it from investors, by issuing
Common Stock, and getting “paid-in capital.” But, once we’re up and running,
we’ll also get cash and resources simply from running our business and selling
to customers. Revenue is thus a source of “earned capital.”

2.7 Transaction7: ProvidingServices onAccount,$3.1k

This transaction is just like the previous one except, this time, the customers don’t pay
in cash, and, instead, promise to pay later. How do we account for this? Recall from
Chapter 1 that a core principle of accrual accounting is that we recognize revenues
when they have been earned—that is, when the good or service has been provided—
rather than when the check arrives in the mail. Since the service has been fully pro-
vided in this example, we recognize Revenue (E ").

How do we balance it out? The customers have promised to pay later. That is their
obligation. From our company’s perspective, we are entitled to receive that payment
in the future, and can reasonably expect we will. So that is an Asset for our company.
In the jargon of accounting, we call this asset ‘Accounts Receivable.’ (A ‘receivable’ is
just the flipside of a ‘payable’—amounts we are entitled to receive from others. Wewill
see various kinds of both receivables and payables throughout this class.)

Transaction Assets Liabilities Sh.’s Equity

#7: Provide training on account +$3.1k (Acc. Receivable) +$3.1k (Revenue)

And our new balance (adding this transaction to the last balance) looks like this:
2Thiswill hold in general: Everyway inwhich a company can earnRevenuewill be linked to a change

in an Asset account or a liability account.
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Transaction Assets Liabilities Sh.’s Equity

#1-#7 $11.5k (Cash) $5k (N.P.) $15k (Common Stock)
$10k (Equipment) $1k (Accounts Payable) $7k (Revenue)
$2.4k (Prepaid Rent)
$1k (Supplies)
$3.1k (Accounts Receivable)

2.7.1 Takeaways

The two key,weird things you need to wrap your mind around, are:

• Revenue Recognition: The company here recognizes revenue even though it
has not yet received cash, because it has provided the service. This is one of
the two core principles of accrual accounting, which attempts to measure the
profitability of the company’s activities.

• Linkbetween IncomeStatement andBalance Sheet: Last time, when the com-
pany earned Revenue, it was balanced by an increase in Cash, which is an as-
set reported on the Balance Sheet. This time, the Revenue is balanced by an
increase in Accounts Receivable, which is usually the next asset listed on the
Balance Sheet. So, either way that the company earns revenue that we’ve seen
so far—whether selling for cash, or selling on account—is linked to the Balance
Sheet via an asset account.

2.8 Transaction8: CustomersPayCash inAdvance ($800)

This transaction is the oddest, hardest one so far. But it will help illustrate some very
core, interesting accounting principles. In this case, customers pay $800 cash in ad-
vance for services that they will receive at a later period. How do we account for this?
Start with cash. That asset account goes up by $800 (A ").

What balances it? Is this a revenue? According to accrual-accounting principles,
the answer is no—our company has not yet provided the service, and so has not
earned revenue. Instead, because the customers have paid—honored their side of the
contract—our company now has an obligation to provide the service in the future.3

And we will have to expend resources in the future to satisfy the obligation. So it is
a liability (A ", L "). In accounting, we call this liability ‘Deferred Revenue.’ So this
transaction looks like this:

3As a salient example of what Deferred Revenue is all about, consider the Fyre Festival debacle of
2017. Would-be festival attendees paid up front. But should the company be able to recognize those
payments as profits before it actually put on the festival and provided the agreed service?
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Transaction Assets Liabilities S.E.

#8: Receive cash for training in advance +$800 (Cash) +$800 (Deferred Revenue)

And our new balance (adding this transaction to the last balance) looks like this:

Transaction Assets Liabilities Sh.’s Equity

#1-#8 $12.3k (Cash) $5k (Notes payable) $15k (Common Stock)
$10k (Equipment) $1k (Accounts Payable) $7k (Revenue)
$2.4k (Prepaid Rent) $0.8k (Deferred Revenue)
$1k (Supplies)
$3.1k (Accounts Receivable)

‘Deferred Revenue’ is also sometimes called ‘Unearned Revenue.’ The two terms
are interchangeable, and mean the same thing. Both terms help convey the idea. The
first term, ‘Deferred Revenue,’ denotes that we will ‘defer’ recognizing the revenue
until we actually provide the service. The second term, ‘Unearned Revenue’ denotes
that we have not yet earned the revenue. Whenwe provide the service, we will earn it,
and it will be Revenue then.

2.8.1 Takeaways

There are threeweird things you need to wrap your mind around here:

• RevenueRecognition principles: The formof this transaction is the opposite of
Transaction #7, but the principle is the same. In this case, the company does not
recognize revenue even though it has has received cash from customers, be-
cause it hasnotprovided the service. We record revenueswhen they are earned.

• Deferred/Unearned Revenues are not Revenues, they are Liabilities: Under-
stand it. Memorize it. Don’t let it trip you up. The terms have ‘revenue’ in them,
but they are not Revenue accounts.

• Advanced concept—Deferred Revenue as “customer-provided financing”: In
this transaction,we recorded customers’pre-payment as a liability (L). Does this
contradict our initial model, in which L represents financing from creditors?
Not quite. You can think of this as if customers provided a loan to the company,
which the company is obligated to settle at a later day, by providing the service.
If the company does not deliver on its promises to provide services to customers
(a la Fyre Festival), it should pay them back—and if it can’t do that, it will surely
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have trouble finding new customers and staying in business. So, this obligation
comes prior to shareholders, and still fits with the “what’s left over” intuition
for the accounting equation (E = L�A).

Business transactions and models like this are not uncommon. Pre-pandemic,
you likely bought tickets for concerts in advance. Or, consider Kickstarter.
On that platform, prospective future customers help finance the development
of new products, in return for the right to get the product once it is produced.
So, Deferred Revenues are, conceptually, a form of credit financing from cus-
tomers. Innovative companies sometimes use this as one of their major sources
of financing in their early stages.

2.9 Transaction 9: Paying Salaries to Employees, $1.8k

On payday, firms pay their employees in cash for the work they’ve done since the last
paycheck, typically every twoweeks. Howdoweaccount for this? Startwithcash. That
Asset account goes down by $1.8k (A #). What balances this? In previous transactions,
when the company spentmoney on something, that thing was always an asset. But is
there an asset here?

The FASB definition of an asset was: “Probable future economic benefits obtained
or controlled by a particular entity as the result of past transactions or events.” But em-
ployees can walk away any time they want, in a free country. They are not resources
“controlled by” the firm. The company can’t be certain that the money it spends on
its employees today will continue to provide benefits next year.4

So, in this case, themoney spent on salaries represents an Expense rather than
an asset. How do we account for this? Expenses effectively just function as anti-
Revenues. So, we put expenses in the Shareholders’ Equity column, with a minus
sign, to denote how expenses decrement Shareholders’ Equity. (And also recall the
core identities of accounting, and how expenses decrement Net Income, which flows
into Retained Earnings, which is a part of Shareholders’ Equity.)

Transaction Assets Liabilities Sh.’s Equity

#9: Pay salaries, $1.8k -$1.8k (Cash) -$1.8k (Expense)

And our new balance (adding this transaction to the last balance) looks like this:

4It’s a cliche for executives to say that “Our greatest asset is our employees.” But accounting standards
andmany business-school profs disagree. Your employees can walk away at any time.
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Transaction Assets Liabilities Shareholder’s Equity

#1-#9 $10.5k (Cash) $5k (Notes payable) $15k (Common Stock)
$10k (Equipment) $1k (Accounts Payable) $7k (Revenue)
$2.4k (Prepaid Rent) $0.8k (Deferred Revenue) -$1.8k (Expense)
$1k (Supplies)
$3.1k (Acc. Receivable)

2.9.1 Takeaways

There are twoweird things you need to wrap your mind around here:

• “Immediately expenseing”vs. “capitalizing as anAsset”: Aswe’ve seen, some-
times when a company spendsmoney on something, that thing is an asset (and,
as we’ve hinted, those assets will become expenses later). But sometimes, as in
this case, that expenditure is an expense right away. What determines the dif-
ference? That question is what a lot of accounting is all about. Consistent with
the FASB definition, if the thing will be used overmultiple periods, and is con-
trolled by the firm, it may be an asset. If not, it’s “immediately expensed.”

• Expenses just function as ‘anti-Revenues’ and decrement S.E.:We previously
laid out the full logic behind why we put Revenues in the Shareholders’ Equity
column, using the core identities. Expenses are just the opposite of Revenues.
So, symmetrically, we track them as negative entries in that column.

2.10 Transaction 10: Pay a $.1k Dividend

As we discussed in Chapter 1, companies can elect to pay dividends to their investors
(shareholders/stockholders). When they do so, it is as if they are just moving cash
from the company’s bank account, over a line, and into the owners’ bank accounts.
This is essentially how investors get paid back on their Common Stock investments.

How do we account for this? Start with Cash. The company disburses $100 in
cash to its investors, so that Asset account goes down (A #). What balances this? Recall
that dividends arenot expenses, not a cost of doing business, or something that decre-
ments the value generated for shareholders. But they do decrement the amount of that
value that has been retained in the corporation—that is, the Retained Earnings. (Core
identity: DRetained Earnings = Net Income�Dividends.) So, we account for these as
negative entries in the Shareholders’ Equity column:
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Transaction Assets Liabilities Shareholders’ Equity

#10: Pay a cash dividend $100 -$100 (Cash) -$100 (Dividend)

And our new balance (adding this transaction to the last balance) looks like this:

Transaction Assets Liabilities Shareholders’ Equity

#1-#10 $10.4k (Cash) $5k (N.P.) $15k (Common Stock)
$10k (Equipment) $1k (Accounts Payable) $7k (Revenue)
$2.4k (Prepaid Rent) $0.8k (Deferred Revenue) -$1.8k (Expense)
$1k (Supplies) -$0.1k (Dividend)
$3.1k (A/R)

2.10.1 Takeaways

There are twoweird things you need to wrap your mind around here:

• Dividends arenot expenses:Dividends are discretionary cashdisbursements to
shareholders. They are not a cost of doing business, or a cost incurred by share-
holders. Think of themas cashmoving over a dividing line, from the company’s
bank account into its owners’ bank account.

• But dividends do decrement S.E.: You can think through the core identities
again to fully understand the logic, of howdividends reduceShareholders’ Equity
by reducing Retained Earnings (DRetained Earnings = Net Income�Dividends).
Youcanalso thinkabout it thisway: When investors (shareholders/stockholders)
pay in cash, we called that “Common Stock,” which was a part of Shareholders’
Equity. So, when the company turns around and pays cash out to them, that’s
just, in a sense, reversing that cash flow.

2.11 What’s next?

So, even at this early stage of this course, we’ve actually done a pretty good job ac-
counting for a breadth of “real”/external transactions—that is, exchangeswith outside
parties. So, what are we missing? What’s wrong with the picture so far?

• First, if you look at our last table above, it’s getting ugly and unwieldy. This is
despite the fact that we only had five asset accounts and three liability accounts!
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Most real corporations will have several dozens. So, inChapter 3, we won’t over-
turnanyof these accounting concepts, butwewill learn somenewtools fororga-
nizing all of this information better. We’ll learn to keep the Accounting Equation
in Balance using “debits” and “credits.”

• Second, as you’ve intuited, there aremany expenses thatwehaven’t accounted for
yet. When the company first purchased Equipment, Supplies, and Prepaid Rent,
thosewere all recorded as assets, initially. But, based on the accounting principle
ofmatching, as the company “uses those assets up”wewill recognize expenses.
But there will be no particular moment of “real” exchange to trigger that—no
external transaction during the reporting period. Instead, we recognize these
expenses at the end of the reporting period, as “adjusting entries” (also called
“internal transactions”). This is what we’ll cover in Chapter 4.

• Third, we said at the beginning that accounting is ultimately about going from
transactions to financial statements. We also have a couple of vague loose ends
here. For example, in the above, I said that “Revenues and Expenses contribute
to Shareholders’ Equity, via Retained Earnings, but aren’t reported as S.E. ac-
counts.” And we haven’t yet aggregated the company’s Revenues, Expenses, and
Dividends into a Retained Earnings account. To get things just right—to avoid
careless errors—we’ll learn some fairly rote “mechanics of thefinancial report-
ing process.” This will give us a reliable process for going from the transactions
to the financial statements. This will be Chapter 5.





3
Debits and Credits and their uses:

Journal Entries, T-accounts, and Trial
Balances

In Chapter 2, we accounted for 10 external transactions. We discussed the logic be-
hind the accounting for each transaction and, each and every time, we verified that
the core identity, The Accounting Equation, held. And at the end of this exercise, we
ended up with a table that looked like this:

Transaction Assets Liabilities Shareholders’ Equity
#1: Sell Common Stock +$15k (Cash) +$15k (Common Stock)
#2: Borrow from the bank +$5k (Cash) +$5k (Note payable)
#3: Purchase equipment for $10k -$10k (Cash),

+$10k (Equipment)
#4: Pay rent up front, $2.4k -$2.4k (Cash),

+$2.4k (Prepaid Rent)
#5: Purchase supplies on account, $1k +$1k (Supplies) +$1k (Accounts Payable)
#6: Provide training for cash, $3.9k +$3.9k (Cash) +$3.9k (Revenue)
#7: Provide training on account, $3.1k +$3.1k (Accounts Receivable) +$3.1k (Revenue)
#8: Receive cash for training in advance $0.8k +$0.8k (Cash) +$0.8k (Deferred Revenue)
#9: Pay salaries, $1.8k -$1.8k (Cash) -$1.8k (Expense)
#10: Pay dividend $0.1k -$0.1k (Cash) -$0.1k (Dividend)

Table 3.1: The 10 Transactions with the Accounting Equation, from Chapter 2

There’s nothing wrong with this table, or missing from it. Every transaction the

43
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firm made was correctly and fully accounted for. The problem is just that it’s getting
messy and busy, even though we have only tracked 10 transactions, affecting only 12
accounts. And real corporations would have dozens of accounts, and many thou-
sands of transactions every reporting period. The remainder of this chapter is just
about how to organize and represent this same accounting in more economical and
useful ways, to be able to accomodate real-world accounting.

3.1 Organizing our accounting

Look at that big table again: In each transaction, we wrote out the entire accounting
equation each and every time (with separate columns for A, L, and E throughout),
even thoughwe only use two columns. It seems a bit excessive. It seemsmore natural
to just write out something like this:

“Transaction #1: " $15k Cash (+A), " $15k Common Stock (+S.E.).”

This ismore straightforward and economical thanwhat we’ve been doing (no extra
empty column). And this isprettymuch (with one change)whatwe’re going to call the
Journal Entry approach. Wewill use journal entries to track the incremental effect of
each transaction on the accounts involved, in a simple way.

Firmsmight additionally want to know what has happened to one particular ac-
count—that is, all of the transactions involving, e.g., Cash, or Supplies as well as the
final balance of those accounts. While we do have of all of that information preserved
in Table 3.1 above, it would be a pain to extract the information for each account each
time.

In short, it’s natural for companies to want to track all transactions affecting, and
the final balances of, each account. This is pretty much (with one change), what a
‘T-account’ will be. Each individual account (like Cash, Supplies, Accounts Payable)
will have its own tracking, with increases on one side of aT, anddecreases on the other,
and the balance of the account reported, like so:

Cash
+$15k -$10k
+$5k -$2.4k
+$3.9k -$1.8k
+$0.8k -$0.1k
$10.4k

Finally, a third thing that companies might naturally want is to know where all
their accounts stand at a particular point in time—that is, the final balance of all of
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its accounts: Cash, Equipment, Revenue, etc. That is, it might like to have a list of
balances, like this:

Account: Balance:
Cash: $10.4k
Equipment: $10k
Revenue: $7k
...Etc. ...Etc.

This isprettymuch (again, with one change) what we’re going to call theTrial Bal-
ance: a list of the final balances of each account. The Trial Balance will be especially
useful for the final step in the process of accounting—going from transactions to the
Financial Statements. Remember that the Financial Statements are reportedas of the
end of the reporting period, and, reductively, tell you the final balances of the com-
pany’s accounts as of that date. Those final balances are all lined up in a Trial Balance,
by definition—so that’s what we’ll use to fill out the financial statements.

This might seem like a lot, right now, but bear in mind that there are not any new
accounting ideas here. These are just three ways of organizing the information and
accounting we already did. Summarizing:

• Journal Entrieswill track the incremental effect of each transaction on the ac-
counts involved in the transaction—that is, the change in each account from it.

• T-accounts will track the full sequence of changes in each particular account,
as well as the balance.

• Trial Balances consolidate and list the final balances of all accounts, in one list.

But, this raises a potential problem: The Accounting Equation is the core axiom of
accounting. If it doesn’t hold, we’re not doing accounting correctly or coherently. So, if
we stop using the format we used in Chapter 2 (with separate columns for A, L, and E
for each transaction), how can we be sure to keep things in balance?

3.2 Debits and Credits: The Tools of Accounting

This is where debits and credits come in. These are simply the terms we use, for his-
torical reasons, for a mnemonic tool for accounting. Here’s how it works:
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3.2.1 The rules

• For practical purposes, all debitmeans is ‘on the left’ and all credit means is ‘on
the right.’ That’s it. That’s really it.

– Debit: Left

– Credit: Right

• For asset accounts, when the account increases, that’s a debit to the account
(tracked on the left side of the account); meanwhile, for liability and sharehold-
ers’ equity accounts, when the account increases that’s a credit.

– And, symmetrically, for asset accounts, decreases are credits, while for lia-
bility and shareholders’ equity accounts, decreases are debits.

– Summarizing visually:

∗ A: "Debit, # Credit

∗ L, E: " Credit, #Debit

• Finally, for anygiven transaction, and thus, across all transactions, the totaldebit
amount ($) must equal the total credit amount ($).

– Debits ($) = Credits ($)

What about Revenues, Expenses, and Dividends? Just like in Chapter 2, we will
think of these as contributors to (or components of) Shareholders’ Equity. Revenue
increases Shareholders’ Equity: Therefore, revenues are credits. Expenses just func-
tion as anti-revenues, so they are debits. Dividends also decrease Shareholders’ Eq-
uity (by decreasing Retained Earnings), so they are also debits.

3.2.2 The why

If you think about this carefully, you can see that this list of rules is just an algorithm
for keeping the Accounting Equation in balance in any transaction.

It’s easiest to see this by starting with simple concrete examples. For example, from
Chapter 2, we know that if one asset account increases (A "), one of three things must
happen to balance it: (i.) another asset must decrease (A #), (ii.) a liability must in-
crease (L "), or (iii.) shareholders’ equity must increase (E ").

In this new world of debits and credits we just entered, an increase in an asset
account is a debit. And all three of the alternatives that could balance it out are all
credits. If you keep thinking hard, you can see how this applies more generally. E.g.,
a decrease in an asset (such as paying out cash) is a credit and so it must be balanced
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out by a debit—an increase in another asset, or a decrease in a liability or shareholders’
equity account. And so on.1

3.2.3 Jargon: ‘debit accounts’ and ‘credit accounts’

It’s very common in accounting to talk about the “natural balance” of particular ac-
counts, or call accounts “debit (vs. credit) accounts.” For example, Cash is an asset,
so increases in Cash are debits. Obviously, corporations usually have positive (rather
than negative) balances of cash. This means that the ‘‘natural balance” of the Cash
account will be a debit. So, for shorthand, we sometimes call Cash (and other asset ac-
counts) a “debit account.” Similarly, Revenues are credits; and, there’s no way a firm
can have negative revenues (since the flows that decrease profits are called expenses
instead). So the “natural balance” of the revenue account is a credit, and we call it a
“credit account.” Put simply, if increases in an account are registered as a debit (vs.
credit), we call that account a “debit account” (vs. “credit account”).

At this point, you have all you need to understand the rest of this chapter: Every-
thing else is just a matter of applying this new algorithm to track the transactions that
we already solved previously, but using our new tools and formats. We’ll use debits and
credits—and the rule that total debits must always equal total credits—to track trans-
actions across the three formats we discussed above: Journal entries, which track the
incremental effect (changes in accounts) from each transaction; T-accounts, which
track the full sequence of transactions across each separate account; and Trial Bal-
ances, which list the balances of all of the company’s accounts.

3.3 Journaling the 10 Transactions

Now, it’s time go back and do those same 10 transactions again, but this time using the
algorithm we’ve learned for tracking transactions using debits and credits.

1Here’s another way of understanding it verbally, though this is a bit of a mouthful. Restating rule
#2 above, you could define a ‘debit’ as: ‘asset up, or liability or shareholders’ equity down’; and you
could, in turn, define a ‘credit’as ‘liability or shareholders’ equity up,or asset down.’ As such, the rule
that ‘debitsmust balance credits,’ justmeans the following: ‘If an asset account goes up, or a liability or
shareholders equity account goes down, thatmust be counterbalanced by a liability or shareholders eq-
uity account going up, or an asset account going down.’ And that’s just a way of restating the Account-
ing Equation. But the term ‘asset up or liability or shareholders’ equity down’ is a bit of amouthful, isn’t
it? Hence the use of the term ‘debit’ as a useful mnemonic shorthand. Why do we use those particular
words? There’s no special logic to it—any other words would do just as well in this role. It just has to do
with history.
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Transaction 1: Sell Shares of Stock for $15,000

We learned last chapter that this increases Cash (" A) and Common Stock (" S.E.) by
$15k. Now, we’re just doing it with debits and credits. Since Cash is an asset account,
that’s a debit to cash. And the increase in Common Stock is the balancing credit.

Representing this in the journal entry format, we have. . . :

Debit Credit
Cash (+A) $15k

Common Stock (+S.E.) $15k

And representing this in T-account format, we have:

Cash
Debits Credits
+$15k

Common Stock
Debits Credits

+$15k

And, at this very early stage, if we were to make a Trial Balance (a list of the final
balances of accounts), it would look like this:

Account: Debit Credit
Cash (+A) $15k
Common Stock (+S.E.) $15k

Transaction 2: Borrow cash of $5,000 from the bank

We know that Cash (" A) and Notes Payable (" L) increase by $5,000 as a result of
this transaction. Since Cash is an asset account, that increase is a debit; since Notes
Payable is a liability, that increase is a credit. So the journal entry for this transaction
would be:

Debit Credit
Cash (+A) $5k

Notes payable (+L) $5k

Remember again that the journal entry justmeasures the incremental effect of this
transaction—the changes in the two accounts being affected. So, the fact that Trans-
action #1 had also incremented the company’s cash account has no bearing on this
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journal entry. The journal entry isn’t affected by what happened to the accounts pre-
viously. Instead, the effect of the whole previous sequence of transactions ‘lives on’
in the T-account.

And the updated T-accounts would look like this:

Cash
Debits Credits
+$15k
+$5k

$20k

Common Stock
Debits Credits

+$15k

Notes Payable
Debits Credits

+$5k

And, the Trial Balance, at this very early stage, would look like this:

Account: Debit Credit
Cash: $20k
Common Stock: $15k
Notes Payable: $5k

Table 3.2: Trial Balance after Transactions 1-2

Note how, across all three formats, total debits and credits balance—meaning
that the accounting equation is kept in balance as well.2 Now, going forward in these

2Though, obviously, within T-accounts, debits and credits do not balance within the particular T-
account. If they did, this would just mean that the T-account had a balane of zero! Instead, for T-
accounts, debits and credits balance across all of the T-accounts as a whole.
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notes, andmost of the lectures, I will usually only display the journal entry. The rea-
son for this is that the T-accounts and Trial Balance take up so much space; and the
journal entry, by definition, captures the impact on the company’s accounts from the
transaction, i.e., the accounting idea. Nonetheless, T-accounts and Trial Balances are
useful tools for understanding accounting and for keeping track of complex series of
transactions, and they will feature prominently on homeworks and exams. So you ab-
solutely need tounderstand them, and should always try to think through themapping
from the journal entries I show, to the T-accounts.

Transaction 3: Purchase Equipment for $10,000

We know that Cash decreases by $10k, but a different asset, Equipment, goes up by the
sameamount. Since both are assets, the decrease is a credit, and the increase is a debit.

Debit Credit
Equipment (+A) $10k

Cash (-A) $10k

Transaction 4: Pay for one year of rent in advance: $2,400

Cash decreases by $2,400, but the asset called Prepaid Rent increases by the same
amount. Since these are assets, the increase is a debit, and the decrease is a credit.

Debit Credit
Prepaid rent (+A) $2.4k

Cash (-A) $2.4k

Transaction 5: Purchase Supplies for $1,000 on Account

Supplies goes up, and that’s an asset, so that’s a debit. Accounts payable goes up, and
that’s a liability, so that’s a credit.

Debit Credit
Supplies (+A) $1k

Accounts Payable (+L) $1k

Transaction 6: Provide Services for $3,900 in Cash:

Cash goes up and that’s an asset, so that’s a debit. And the company earns revenuehere
as well—since revenue increments shareholders’ equity, that’s a credit.
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Debit Credit
Cash (+A) $3.9k

Revenue (+S.E.) $3.9k

Transaction 7: Provide Services for $3,100 on Account

In a credit sale, both Revenue and Accounts Receivable increase. Since Revenue con-
tributes positively to Shareholders’ Equity, that increase a credit. Since Accounts Re-
ceivable is an asset, that increase is a debit.

Debit Credit
Accounts Receivable (+A) $3.1k

Revenue (+S.E.) $3.1k

Transaction 8: Receive Cash of $800 in Advance from Customer

Cash increases, so that’s a debit. Deferred Revenue also increases, and that’s a liability,
so that’s a credit.

Debit Credit
Cash (+A) $0.8k

Deferred revenue (+L) $0.8k

Transaction 9: Pay Salaries of $1,800 to Employees

Cash, decreases by $1,800, so that’s a credit. Salaries Expense is an expense, an anti-
revenue, so that is a debit.

Debit Credit
Salaries Expense (-S.E.) $1.8k

Cash (-A) $1.8k

Transaction 10: Pay Cash Dividends of $100

Cash decreases, so that’s a credit. And Dividends decrement Shareholders’ Equity, so
that is a debit.
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Debit Credit
Dividends (-S.E.) $0.1k

Cash (-A) $0.1k

3.4 Revisiting T-accounts

As warned, we didn’t track the T-accounts for every single account for every single
transaction, because they take up too much space. But it is important to be able to
understand and visualize how transactions affect T-accounts. So, let’s just create the
T-account for Cash. Cash was received (debited) in Transactions 1, 2, 6, and 8, and
spent (credited) in Transactions 3, 4, 9, and 10. So, after all 10 transactions, the Cash
T-account would be:

Cash
Debits Credits
$15k $10k
$5k $2.4k
$3.9k $1.8k
$.8k $.1k
$10.4k

3.5 The Trial Balance at this point in time

Remember that a ‘Trial Balance’ is literally just a list of the balances of the company’s
accounts. It is that simple. If you find it confusing, you are probably overthinking it.
The reason it is useful is that accounting is all about going from transactions to the
financial statements. And the financial statements are a report of the company’s ac-
counts as of the end of the reporting period. So, a Trial Balance is a nice way to line
things up, prior to filling out the financial statements. (And this is how we’ll do it on
the exam.) Please checkmy work, but I believe that, after our 10 external transactions,
our Trial Balance would look like this:
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Account: Debit Credit
Cash: $10.4k
Common Stock: $15k
Notes Payable: $5k
Equipment: $10k
Prepaid Rent: $2.4k
Supplies: $1k
Accounts Payable: $1k
Accounts Receivable: $3.1k
Revenue: $7k
Deferred Revenue: $0.8k
Salaries Expense: $1.8k
Dividend: $0.1k
Retained Earnings: $0

Total: $28.8k $28.8k

Table 3.3: Trial Balance after 10 external transactions:

There’s one important detail here worth noting. Note how I added a row there for
Retained Earnings. The balance of that account is zero. Why? Because this corpo-
ration started its life in this reporting period. So, it hasn’t yet retained any earnings
from previous periods.

Won’t its Revenues, Expenses, and Dividends flow in to Retained Earnings? Yes,
they will. But not yet. We still have balances of those Revenue, Expense, andDividend
accounts in this Trial Balance. We want those there, because we’ll want to use this
Trial Balance to fill out our Income Statement. So, if we kept those accounts there,
but also add those quantities to Retained Earnings in the Trial Balance, we would be
double-counting them, and throw the accounting equation (equivalently, our debits
and credits) out of balance.

So, in a Trial Balance, the Retained Earnings is the Retained Earnings from the
end of the previous reporting period. And we only update the Retained Earnings
account right at the end of the reporting period, when we ‘close out’ the temporary
revenue, expense, and dividend accounts. This is a detail—but one that will matter for
getting things right.





4
End of Period: Adjusting Entries

(“Internal Transactions”)

Last chapter, we showed how companies account for “real” external transactions, at
the exact moment of the exchange (e.g., the sale of a good to a customer, the purchase
of supplies, or the transfer of cash). We covered a broad set of transactions, and ac-
counted for them correctly. But we’re still missing a few final steps on the path to re-
porting the company’s financial statements, which is ultimately what accounting is
all about. There are two parts to this.

1. The first is the “adjusting entries” or “internal transactions” (in contrast to real
“external transactions”) the company will make at the end of the reporting pe-
riod, before closing thebooks. This is howwe’ll account for various expenses that
you intuited should be coming. We’ll cover these in this chapter. We’ll finally see
how the expenditure on assets like Equipment, Prepaid Rent, and Supplies is fac-
tored in as an expense, as those assets are “used up” over time.

2. Second,we’ll need tocover someof the rote ‘‘mechanics”of thefinancial-reporting
process—i.e, how we dot our i’s and cross our t’s, to make sure we report every-
thing correctly. In particular, we’ll see precisely how to use a final trial balance to
fill out the Balance Sheet and Income Statement. We’ll cover these “mechanics”
of the reporting process in the next chapter, Chapter 5.

55
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4.1 “Adjusting Entries” / Internal Transactions

In Chapters 2 & 3we accounted for “external transactions”—“real” exchanges—during
the reporting period. At the end of the reporting period, we account for what we call,
by contrast, “internal transactions,”or “adjusting entries.”What are these? The best
definition is that these adjusting entries are everything else: Everything else the com-
pany needs to do before closing the books.1

4.2 Prepaid Rent! Rent Expense

Let’s make this concrete. Suppose that our company does annual financial reporting,
alignedwith the calendar year, January 1 to January 1. During the reporting period, our
company had paid for two years of rent in advance. We have already accounted for
that external transaction, like so:

Prepaid rent (+A) $2.4k
Cash (-A) $2.4k

Get 2-year lease, July 1, 2020

I added one detail here: Let’smake things simple and assume that our company got
this contract exactly halfway through the reporting period, July 1. Now, it’s December
31, the end of the fiscal year—time to “close the books” and report the Financial State-
ments. Now, the company hasused up 6months of the rental contract, one quarter of
the value. So, it needs to account for that expense, from expending this resource, and,
additionally, account for the reduction in the value of the rental contract still remain-
ing. But there will be nomoment of “real” exchange that will trigger that. Thismeans
that the company must account for this as an “internal transaction” or “adjusting en-
try” at the end of the reporting period.

The reduction in the remaining value of the Prepaid Rent (A) is a credit. And the
balancing debit is the expense from expending or using up that asset, which we call,
unsurprisingly, Rent expense. So, the journal entry for this adjusting entry would be...:

1This somewhat-circular definition will become useful later on, whenwe see some gnarly, advanced
cases where it’s not clear whether something ‘counts’ as an external transaction. In those cases, all that
really matters is that if a company does not account for something as an external transaction, during
the reporting period, it must do so at the end, as an adjusting entry, before closing its books. At the end
of the day, all that really matters is that a company report its financial statements correctly.
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Rent Expense (-S.E.) $600
Prepaid Rent (-A) $600

End of period adjusting entry for Rent Expense, 12/31/2020

Since the company initially had Prepaid rent of $2,400, but has used up one quarter
of that resource, the remaining balance would be $1,800. You can see this using the
T-account for Prepaid Rent. Remember that Prepaid Rent is an asset account, so it has
a debit balance.

Prepaid Rent
$2,400 (07/01/’20) $600 (12/31/’20)

Balance: $1,800

T-account after end-of-period adjustment, 12/31/2020

Think aboutwhat’s happening here: The initial purchase of the rental contract (the
external transaction) was recognized as an asset, because it was a resource that the
company was going to use overmultiple periods. And then we apportion that expen-
diture as expenses over time, via adjusting entries/internal transactions, and reduce
the remaining balance of the asset account. After two years, once the lease is up, that
balance will be fully reduced to zero ($2,400�$600⇤4). This will be the basic pattern
for assets in general.

4.3 Supplies! Supplies Expense

Recall that during the reporting period, our company purchased Supplies for $1k, on
account. Supplies are a resource that our company expected to use over multiple re-
porting periods—an asset. So, we recorded that initial external transaction as...:

Supplies (+A) $1k
Accounts Payable (+L) $1k

Initial Purchase of Supplies, 7/1/2020

Now, it’sDecember 31, the endof the reporting period. 6months have goneby. Pre-
sumably, our company has used (expended) its supplies to operate over this period.
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But there has been nomoment of “real” exchange—we have not yet recognized an ex-
pense from using that resource. So, we need to do so as a part of the “adjusting entries”
at the end of the reporting period, before closing the books. Suppose we determine
that 60% of our supplies are remaining, i.e, we have used 40% of our supplies. Then,
intuitively, we need to reduce the remaining balance of the Supplies asset, and recog-
nize that the amount we used/expended as an expense. The reduction in the Supplies
asset is a credit, and the corresponding debit is, unsurprisingly, Supplies Expense:

Supplies Expense (-S.E.) $.4k
Supplies (-A) $.4k

End-of-period adjusting entry for Supplies Expense, 12/31/2020

Note that Supplies is an Asset account, and Supplies Expense is an Expense ac-
count. Since the company has “used up” 40% of its $1k in Supplies, it has a remaining
balance of $600 in its Supplies asset account. You can see this using the T-account.

Supplies
$1,000 (07/01/’20) $400 (12/31/’20)

Balance: $600

T-account after end-of-period adjustment, 12/31/2020

A question some students ask is: What about the Accounts Payable from the initial
purchase of the Supplies? What do we do with it now? The answer is: Nothing. If and
when our company pays off its account, that will be a “real” exchange (since we’ll be
paying out cash). So that will be a regular external transaction. Right now, we’re just
accounting for how we have “used up” our supplies. Nothing about what we’re doing
now involves our outstanding Payable.

4.3.1 Discussion: IncomeStatementvs. BalanceSheetPerspectives

Now that we’ve done two concrete adjusting entries, I want to introduce a concept and
a bit of jargon that will show up more and more as the course advances. This is the
notion of “income-statement vs. balance-sheet perspectives” in accounting.

The “balance sheet perspective”means that we focus our attention primarily on
correctly measuring and updating the assets and liabilities of the firm, and reporting
them correctly at the end of the period. That is, under this view, reporting the Balance
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Sheet, and thus the net assets of the firm, is the priority. And income-statement ac-
counts (such as revenues and expenses) are simply ”plugs,” or ways of explaining the
changes in the net assets reported on the Balance Sheet, between periods.

The “income statement perspective”means that we focus our attention on the
‘flow’ of profitability from the company’s operations, and think of the balance sheet
accounts as ‘plugs’ used to, e.g., store and apportion expenses over time.

This might seem abstract or tedious right now. But these perspectives can enrich
our interpretation of many different transactions and help us understand the linkages
in accounting. More concretely, this distinction will help us correctly understand and
account for certain more advanced transactions and methods later in the course. For
now, consider the adjusting entry we just did.

Supplies Expense (-S.E.) $.4k
Supplies (-A) $.4k

End-of-period adjusting entry for Supplies Expense, 12/31/2020

Here’s twoways to think about this transaction, from thebalance-sheet vs. income-
statement perspectives:

• Balance-sheet perspective: “It’s the end of the period, so we need to report our
company’s assets and liabilities correctly. We check our supplies closet, and only
60% are remaining. So, we need to reduce (credit) the Supplies account, and cor-
rectly report that amount ($.6k) on our Balance Sheet. Oh, and to keep things
balanced, we also need to debit Supplies Expense. With that, the Income State-
ment will explain how and why the net asset balance changed.”

• Income-statement perspective: “Whenwe first bought the Supplies, in July, we
bought a resource that we planned to use over many periods. So, intuitively, it
didn’t make sense to account for that full $1k as an Expense against our prof-
itability right away. Instead, we ‘stored up’ that amount in an asset account, to
apportion out as we used it. Then, over this period, we ended up expending 40%
of that resource—so, to get a sensiblemeasure of our profitability, we apportion
that $.4k as an expense. Oh, and to keep things in balance, we also need to credit
the Supplies account, for the $.4k that we’ve just apportioned out.”

Manymore “old school” accounting professors and texts fall into the balance sheet
perspective camp. For them, at the end of the day, accounting is all about correctly
measuring and reporting our assets and liabilities according to GAAP, and the income-
statement accounts are just “plugs,” explaining how those changes arose.
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I personally (M. Shaffer) tend to lean more into income-statement perspectives.
There’s no right answer here, and I never wish to imposemy perspectives on students.
But I suspect that a lot of my explanations in my text, going forward, might have that
flavor, in contrast to some other texts—so I wanted to note it, andwhy.

My view is that it doesn’t make sense to prioritize the Balance Sheet in our think-
ing. As we said in Chapter 1, the “book value” of a corporation will never be the same
as its “true” ormarket value. This is because there aremany real economic assets (e.g.,
internally-developedR&D, customer loyalty, etc.) that are not recognized on the books
under GAAP. And most assets that are recognized on the books are recorded “conser-
vatively,” asymmetrically. Wall Street analysts and investment bankers seeking to esti-
mate the value of operating companies virtually never look at the book value of share-
holders’ equity as their metric—nor should they, given this.

Therefore, in my view, it doesn’t make sense to focus our attention on measuring
the Balance Sheet accounts per se, because who cares? The Balance Sheet, with its
“stock” measures, doesn’t tell us the real value of the company and never will—nor
should it. Instead, the value of any company is a function of the expected future prof-
its. So, in my opinion, the priority should bemeasuring the flow of profitability in a
way that makes sense—that is persistent, captures the real, ongoing economics of the
firm, and thus allows us to forecast future profitability. And the income statement can
help us estimate that if itmatches expenses in a rational, consistent, and predictable
way over time. That’s my opinion.

At this point in the course, these are just twoways of looking at this one same trans-
action. But, later on in the course, we’ll often have the choice of two different allow-
able methods for accounting for some transaction or issue, with one characterized as
an income-statement-focused approach and the other a balance-sheet-focused ap-
proach. So, this conceptual discussion will also become practical.

4.4 Equipment!Depreciation Expense

During the reporting period, our company purchased Equipment for $10k. Equipment
is a resource that we expect to use for multiple periods, so it was an asset. Suppose for
the sake of this example that we bought this Equipment right at the beginning of the
last reporting period, January 1, 2020. We accounted for that transaction like so:

Equipment (+A) $10k
Cash (-A) $10k

Purchase of Equipment, 1/1/2020
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Now it’s December 31, 2020, time to close the books and report. We have used this
resource over the year, and need to apportion the expenditure we made. But Equip-
ment isn’t really like Supplies—we can’t just go and count howmuch of our Equipment
is left over. It’s not that kind of thing. So, what do we do?

For Equipment, we make an assumption. Suppose we assume that we will use
this Equipment for 10 years, and then it will have reached the end of itsuseful life and
we will dispose of it for $0 in cash. Then, under straight-line depreciation, we could
recognize $1k in expense per year ($10k�$0

10 years
)—i.e., apportion the expenditure evenly

over the expected useful life of the asset. And we name that expenseDepreciation.
So, at the end of the reporting period, our adjusting entry would be...:2

Depreciation Expense (-S.E.) $1k
Equipment (-A) $1k

End-of-period adjusting entry for Equipment, 12/31/2020

The remaining “book value” of the Equipmentwould then be $9k.

Equipment
$10k $1k

$9k

T-account after end-of-period adjustment, 12/31/2020

And, after 6 periods, as of 12/31/’25, the remaining “book value” would be $4k.

Equipment
$10k $1k

$1k
$1k
$1k
$1k
$1k

$4k

T-account after end-of-period adjustment, 12/31/2025

In other words, the “book value” of the Equipment declines in a straight line over
time. Hence the term “straight-line depreciation.”

2N.B.: We will find out, next chapter, that many companies do this a little bit differently. But this is
the basic concept.
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4.4.1 Takeaways

There are twoweird things you need to wrap your mind around here:

• In this case, the Depreciation Expense the company records—which impacts
its net income—is a function of its assumptions about the future. This will be a
theme. It turns out that ‘‘the bottom line” is not so objective.

• “Accountingdepreciation” isnot the same thingas “real” economicdepreciation—
i.e., the actual deterioration in the value or usefulness of an asset. It is the way of
apportioning the expenditure on an asset over time.

4.4.2 Discussion: Depreciation isweird

Depreciation is one of the biggest expense items on many companies’ income state-
ments. So, understanding it is important. But it is weird. We’ll discuss it in much
greater detail in Chapter 9. For now, reflect on two high-level takeaways:

• Firstweuse the term ‘depreciation’ in everyday speech, but theaccountingmean-
ing of the term is different from both the everydaymeaning and the economic
meaning. In accounting, depreciation is defined as the way that the expendi-
ture on a physical (‘tangible’) long-term asset is allocated over reporting periods.
(When the asset in question is a nonphysical, i.e., intangible asset, we use the
term ‘amortization’ for the same concept.) And this can very well differ from the
‘true’/‘economic’ depreciation of the asset, i.e., the actual decline in the func-
tionality and/or market value of the asset.

For example, it’s a cliché that ‘the day you drive a new car off the lot, it loses 25%
of its value,’ in terms of its market value—what you could resell it for.3 But if a
business were buying that vehicle, expected to use it for 15 years before disposal,
and were using straight-line depreciation, it wouldn’t recognize a depreciation
expense of 25% in the first subsequent report. In other words, the reduction
in the market value of the asset will not be the same thing as the accounting
depreciation.

Or, consider this example: Suppose that a baseball team pays up front to hire
a new player, for a 5-year contract. Suppose that that player is still young and
actually improves over time, as expected. While the player himself is ‘truly’ ap-
preciating, the cost of the initial up-front payment would still need to be appor-
tioned as an expense (amortization) over time—in turn, the ‘book value’ of the
contract would still be reduced over time. As always, in accounting, intuition

3(This has to do with “adverse selection” and other issues, which are the subject of another course.
Google “the market for lemons” if you are curious to learn more.)
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can sometimes be helpful, but sometimes confusing. Try always to remember
the technical definition of ‘depreciation,’ not the commonsense one: Depre-
ciation is simply how you apportion the cost of acquiring tangible assets, over
the period of their use.

• Second, remember that theDepreciation Expense we recognized was a function
of how long themanagement expected to use the asset. In our example, we as-
sumed straight-line depreciation and zero salvage value, which is the simplest
possible case. And yet, even so, the annual Depreciation Expense ultimately de-
pended onmanagement’s proclaimed expectations about the future. And the
future is never perfectly knowable. That forecast is not objective, verifiable, or
certain.

So, accounting depreciation is a function of unverifiable, subjective forecasts and
estimates. And yet—Depreciation Expense is an expense, so it directly impacts
the “bottom line.” A company could be profitable or unprofitable in one quarter
depending upon its depreciation assumptions, holding its real activities fixed.
In every day speech, people use the term “bottom line” to mean something that
is objective, unquestionable, or undeniable. But it turns out that, in accounting,
the “bottom line” is anything but.

This will be another course theme. Accrual accounting often depends upon
unverifiablemanagement forecasts and expectations—and those can some-
times be “gamed” or even abused.

4.5 Generalizing: Asset! Related Expense

All of the cases we studied above had one general form. In each case, whenwe bought
a resource that we expected to use over many periods, that was an external transac-
tion, and we recorded the Asset at the purchase price (“you get what you pay for”).
And then, at the end of the reporting period, we recognized an Expense based on how
muchof the assetwehad “usedup,” as an “internal transaction”or “adjusting entry.”
This basic pattern will hold for real assets in general. You can think of the below as
the “general form” for accounting for real4 assets.

4‘Real’ here is intended to indicate the caveat that, obviously, Cash (A) and other financial assets
(e.g., investing in another company’s stock) don’t really behave this way, since we don’t purchase cash,
andwe don’t really ‘use up’ financial assets in the sameway. Later on, we’ll also learn about a few special
‘real’ assets that don’t get “used up” over time.
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Asset (+A) $(Purchase Price)
Cash (-A) $(Purchase Price)

Purchase of Asset, date during reporting period

Related Expense (-S.E.) $(Amount Used Up)
Asset (-A) $(Amount Used Up)

End-of-period adjusting entry for expense of asset, 12/31/2020

Note how this is intimately related to one of the two core principles of accrual ac-
counting: thematching principle. We want to “match” our expenses to the revenues
they helped to generate, and/or the periods in which they were used. But if we want to
apportion rent as an expense over time, we can’t recognize it all as an expense right
away. So, instead, we first “capitalize” that expenditure as an asset, and then recognize
that expenditure as an expense over time. The definition of an asset, and the princi-
ple of expense “matching,” are thus two sides of the same coin, in accounting.

4.5.1 Takeaway: Asset Balances, Expenses, and Purchases

Another thing we can now do and understand, with the knowledge we’ve developed, is
infer howmuch of an asset a company purchased in a particular reporting period, us-
ing just information from the Income Statement and Balance Sheet. This is a common
problem for homeworks and exams, because it’s a simple quantitative application of
a core concept. But it’s also a common real-world application. Recall that as exter-
nal users of financial statements, we don’t get to see each individual transaction in
the company’s journal entries. Instead,we only see their aggregated effects on the
Financial Statements reported eachperiod. So, if wewant to knowhowmucha com-
pany spent on, e.g., Supplies in a period, this is the only way to do it.

When we purchase an asset, we write it up at the purchase price (i.e., amount we
actually paid or agreed to pay); and, to date, the only thing that reduces the asset
balance is the expense related to that asset. What this means is that asset balances,
purchases, and their related expenses, are all linked—“jointly determined”—and
so, if we know all but one, we can solve for the missing term.

For example, suppose that somecompanyhad reportedaSupplies balanceof $100k
at the end of FY2020, and a Supplies balance of $120k at the end of FY2021, and rec-
ognized a Supplies Expense of $40k for FY 2021. And we are asked, howmuch did the
company purchase in Supplies over the period?
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It may help to visualize with the T-account. We have:

Supplies
FY2020 end bal.: $100k FY2021 expense: $40k
FY2021 purchases: $X
FY2021 end bal.: $120k

T-account illustrating solving for purchases

Supplies Expense is, by definition, the thing that reduces the balance of Supplies
(A). And we had $40k in Supplies Expense over the period. But Supplies (A) went up
by $20k. So, it must be the case that the company purchased $60k of Supplies. That is
something that we can infer, even thought it is not directly reported anywhere. Some-
thing new we can learn using accounting concepts. If we know w, y, and z, we can
solve for x.

Or, as another example, if we were told only the beginning and ending balance of
the asset account, and the purchases, we could infer the related expense. E.g., suppose
the company ended the previous period with a balance of $100k of Supplies, then pur-
chased $50k in additional supplies over this period, and then ended this period with
$120k in Supplies. Then we can know, from this information alone, that it must have
had Supplies Expense of $30k.

Generalizing this somewhat, we have the following formula:

Asset Ending Balance = Asset Beginning Balance+Purchases�Related Expense (4.1)

And we could rearrange and rewrite this in any number of ways, including, e.g.:

Purchases = Asset Ending Balance�Asset Beginning Balance+Related Expense (4.2)

Purchases = DAsset Balance+Related Expense (4.3)

... etc. But, if you understand the “general form of an asset,” you don’t need to treat
these as new formulas tomemorize, or a crutch. These followdirectly from the concept
from how assets work in accounting.

4.6 Salaries Expense: A period expense

Thepatternabove ishow(almost) every real assetworks inaccounting. But it’snothow
every expense works. Recall from last chapter, Transaction #9, that when a company
pays its employees, that is fully recorded as an expense right away—not an asset. We
accounted for that external transaction—payday—like so:
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Salaries expense (-S.E.) $1.8k
Cash (-A) $1.8k

Payday, during reporting period.

Now consider what happens at the end of the reporting period. There is no asset
to “expense out,” like in the cases above. But, we still need to make an adjusting entry.
Why? Youmayknow that, typically,employees getpaid every twoweeks. So, suppose
that, as of the end of the reporting period, our employees haveworked oneweek since
their last payday, and they earn $900 per week. This means they have earned $900
in additional income in this period, which is our Salaries Expense, and we need to
account for that before closing our books. But we have not paid them yet. This means
that, when we close our books, we will have a Liability—the obligation to pay them in
the future. As in previous cases, we call this obligation to pay cash later a ‘Payable.’

Salaries expense (-S.E.) $.9k
Salaries Payable (+L) $.9k

End-of-period Adjusting Entry for unpaid Salaries, 12/31

As this example shows, not every end-of-period adjusting entry is a matter of an
asset being “expensed out” over time. Many are, but not all. In this case, we accounted
for a liability that we incurred—or, to use accounting jargon, a liability that accrued
over time—but which we have not yet paid. This is why I used the more general defi-
nition: “Internal transactions/adjusting entries, are everything you need to do before
closing the books, but whichwasn’t accounted for as an external transaction.”



5
Closing the Books: The Mechanics of

Financial Reporting

5.1 The “mechanics” of the financial reporting process

Wesaid that the “adjustingentries”/internal transactionsare, bydefinition, “everything
else we need to do before closing the books and reporting our financial statements.”
So, now thatwehave our adjusting entries, we are ready to do just that. Here is a simple
summary of how we do it:

• (1.) We take thefinalbalancesof all of our accounts, after including theadjusting
entries. By definition, a list of the balances of our accounts at a point in time
is a “Trial Balance.” And we use the term “Adjusted Trial Balance” to denote
where the Trial Balance stands after incorporating all of the internal transactions
/ adjusting entries at the end of the period.

• (2.) We just list all the Revenue and Expense accounts on the Income Statement,
and calculate Net Income.

– Since Revenues, Expenses, andDividends are ‘temporary accounts’ that are
measuredover aperiod, and “live on” inRetainedEarnings, we calculate the
updated Retained Earnings. We could also explicitly go through the mo-
tions of setting those temporary accounts back to zero, which is sometimes
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called “The Closing Process.”

• (3.) We just list all of the Asset, Liability, and Shareholders’ Equity accounts on
the Balance Sheet.

– And, importantly, we use the Retained Earnings Identity, discussed several
times, to calculate the new Retained Earnings Balance

5.1.1 Unadjusted Trial Balance

In order to report our Income Statement and Balance Sheet, we first need to get the
final balances of all of our accounts, as of the end of the reporting period. We have a
convenient tool for organizing all of those: The Trial Balance.

As of the end of Chapter 3, after completing the 10 “external transactions,” our un-
adjusted Trial Balance looked like this...:

Account: Debit Credit
Cash: $10.4k
Common Stock: $15k
Notes Payable: $5k
Equipment: $10k
Prepaid Rent: $2.4k
Supplies: $1k
Accounts Payable: $1k
Accounts Receivable: $3.1k
Revenue: $7k
Deferred Revenue: $0.8k
Salaries Expense: $1.8k
Dividend: $0.1k
Retained Earnings: $0

Total: $28.8k $28.8k

Unadjusted Trial Balance, after 10 External Transactions

5.1.2 Adjusting Entries

And then, in Chapter 4, we did those four internal transactions/adjusting entries, at
the end of the end of the reporting period. Recapping, those were...:
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Rent expense (-S.E.) $600
Prepaid rent (-A) $600

End of period adjusting entry for Rent Expense, 12/31/2020

Supplies Expense (-S.E.) $.4k
Supplies (-A) $.4k

End-of-period adjusting entry for Supplies Expense, 12/31/2020

Depreciation Expense (-S.E.) $1k
Equipment (-A) $1k

End-of-period adjusting entry for Depreciation Expense on Equipment, 12/31/2020

Salaries expense (-S.E.) $.9k
Salaries Payable (+L) $.9k

End-of-period adjusting entry for unpaid salaries, 12/31/2020

5.1.3 Adjusted Trial Balance

So, to get our final, adjusted Trial Balance—which we’ll use to fill out the financial
statements—we just need to add in those adjusting entries. This is tedious, but rote:
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Account: Debit Credit
Cash: $10.4k
Common Stock: $15k
Notes Payable: $5k
Equipment: $9k
Prepaid Rent: $1.8k
Supplies: $.6k
Accounts Payable: $1k
Accounts Receivable: $3.1k
Revenue: $7k
Deferred Revenue: $0.8k
Salaries Expense: $2.7k
Salaries Payable: $.9k
Dividend: $0.1k
Rent Expense: $0.6k
Supplies Expense: $0.4k
Depreciation Expense: $1k
Retained Earnings: $0

Total: $29.7k $29.7k

Adjusted Trial Balance, after 4 Internal Transactions

All I did was take the previous unadjusted Trial Balance—the list of where the ac-
count balances stood prior to the adjusting entries—and added extra rows for our new
accounts (SalariesPayable, RentExpense, SuppliesExpense, andDepreciationExpense),
and incorporated the change in each account indicated by each adjusting journal en-
try. Also note how Retained Earnings is still the balance from the beginning of the pe-
riod (which happens to be $0 in this case, because the firm just started its life in this
period), because the Revenue, Expense, and Dividend accounts for the period haven’t
yet been zeroed out and ‘flowed’ in to that account.

5.1.4 CTRL-C, CTRL-V to the Income Statement

Now, we just copy and paste the Revenue and Expense accounts over to the Income
Statement. This is easy. There’s only one Revenue account (because Deferred Rev-
enue is a liability, not a Revenue), and all of theExpense accounts are explicitly named
as such. So, our Income Statement will look like this...:
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Income Statement for the Fiscal Year Ending Dec. 31 2020
Revenue $7k
Salaries Expense ($2.7k)
Supplies Expense ($.4k)
Rent Expense ($.6k)
Depreciation Expense ($1k)
Net Income $2.3k

Also, while we’re here, wemight as well calculate what our updated Retained Earn-
ings balance will be, since that’s reported on the Balance Sheet, which is up next.

DRetained Earnings = Net Income�Dividends = $2.3k�$.1k = $2.2k

5.1.5 CTRL-C, CTRL-V to the Balance Sheet

Andnow, we once again just copy andpaste, listing all of our asset, liability, and share-
holders’ equity accounts. And the only thing I need to think about is updating the
Retained Earnings balance—in this case, from 0 up to $2.2k.

Balance Sheet as of December 31, 2020
Assets Liabilities
Cash: $10.4k Accounts payable: $1k
Accounts receivable: $3.1k Salaries payable: $.9k
Supplies: $.6k Deferred Revenue: $.8k
Prepaid Rent: $1.8k Notes Payable: $5k
Equipment: $9k Total Liabilities: $7.7k

Shareholder’s Equity:
Common stock: $15k
Retained earnings: $2.2k
Total Shareholders’ Equity: $17.2k

Total Assets: $24.9k Total Liabilities and S.E.: $24.9k

5.1.6 Note: We could have used the “closing process”

In the above, we just copied and pasted all of the revenue and expense accounts to
the Income Statement, and all of the asset and liability accounts to the Balance Sheet,
and used the core identity to update Retained Earnings. And we know that revenues,
expenses, and dividends are ‘temporary accounts’ that are re-set to zero for the start
of the next period. Amore formal way of representing this is the “Closing Process.” We
could formally ‘close out’ all of the temporary accounts with journal entries, by fully
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debiting Revenues (to zero them out), and fully crediting Expenses andDividends (to
zero them out), and placing the balance in Retained Earnings, like so:

Debit Credit
Revenues: $7k

Salaries Expense: $2.7k
Supplies Expense: $.4k
Depreciation Expense: $.6k
Rent Expense: $1k
Dividends: $.1k
Retained Earnings: $2.2k

‘Closing process’, update to Retained Earnings, 1/1/2021

This gets us to the exact same Retained Earnings entry as before (as it must, given
that DRetained Earnings = Revenues�Expenses�Dividends). And, in my view, this is
a fairly baroque procedure for two simple ideas we should know conceptually: (1) that
Revenues, Expenses, and Dividends are temporary accounts, measured over a report-
ing period, and, (2), the Retained Earnings identity. Legendary BUAD 280 instructor
Merle Hopkins says that students can simply remember that Revenues, Expenses, and
Dividends “swim like a fish” into Retained Earnings. But some students find the Clos-
ing Process useful as a crutch, when first learning, and for visualizing the connection
between the world of Income Statement “flow” accounts and Balance Sheet “stock”
accounts. In the above you can see, in a journal entry, how all of the temporary flow
accounts ‘live on’ in balance of Retained Earnings.

5.1.7 Reporting “mechanics”wrap

So, as promised, that really was simple: We copy and paste the final account balances
to the IncomeStatement andBalanceSheet, and theonly thingweneed to think about
is updating Retained Earnings. The meaty concepts and ideas in this class are about
how to account for transactions—i.e., how to update our accounts using journal en-
tries. All of this ‘procedural’ stuff—the unadjusted vs. adjusted trial balance, etc.—is
just a crutch for tracking our work and keeping things organized. So, if you are feeling
intimidated or confused by this aspect of things, you are probably overthinking it.

Summarizing, in this text, the “reporting cycle” involved these steps:
External Transactions�! Internal Transactions / Adjusting Entries�! Final Ac-

count Balances (organized in an Adjusted Trial Balance)�! Financial Statements
The official course textbook (Spiceland et al., 5e) includes some extra steps in this

process: The “closing process” discussed above, and, then, a separate “Post-Closing
Trial Balance” before the Financial Statements. The concepts are all identical, and if
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you internalize the idea, you should have no trouble reconciling the two. But in my
text and course, I seek tominimize the rote “procedural” steps andmaximize our con-
fidence in our ability to rely on concepts and ideas instead, so I won’t show a separate
post-closing trial balance.

5.1.8 Classification and Ordering

In the above, I wanted to get right into filling out the financial statements, so I skipped
over explaining one detail about the ordering or ‘classification’ of the financial state-
ments. Reductively, the Balance Sheet is just a list of Asset, Liability, and Shareholders’
Equity Accounts, and their final balances as of the end of the reporting period. The
‘classification’ of the Balance Sheet is just about the order in which we list things.

First, aswe’ve seen, BalanceSheets always separately groupeachcategory (A, L, and E),
and always list Assets first, followed by Liabilities, then followed by Shareholders’ Eq-
uity accounts (A, then L, then E). Typically, the Balance Sheet is split into two columns,
with Assets on the left side and Liabilities and Shareholders’ Equity on the right.

Liquidity

Within the asset and liability sections, accounts are listed in order of liquidity. Liq-
uidity is a term that is commonly used in accounting and finance. In this context, it
means how quickly the asset or liability is expected to be converted to or discharged
in cash—or, more generally, how soon it is expected to provide its benefit or be settled.
Put different, liquidity is like the time horizon of the asset or liability.

“Current” vs. “Long-Term”

It is also common to bucket assets and liabilities into two binary categories based on
liquidity: We use the termCurrent (whether asset or liability) to indicate a liquidity of
less than one year, and Long-term to indicate a liquidity of greater than one year.1

So, ‘current assets’ are those thatwill or canbeconverted to cashor valuewithinone
year. ‘Long-term assets’ are assets with a longer horizon than that. ‘Current liabilities’
are those that will come due and need to be settled in cash in less than one year. And
‘long-term liabilities’ are those that will come due later.

Jargon: “Working Capital” While we’re here, I want to introduce a bit of jargon that
wewill end up using a lot in later phases of the course. We use the term “working cap-
ital accounts” to refer to a company’s current asset and current liability accounts.

1For firms with operating cycles of greater than one year, the cutoff for the distinction is the length
of their operating cycle, rather than one year.
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(And, similarly, we sometimes use the term “net working capital” to refer to the total
amount of a company’s current assets minus current liabilities.)

Ordering

Within themajor groupings, accounts are listed in continuous order of liquidity—that
is, how fast they can be converted into cash or otherwise used or discharged. So, in the
Asset category, Cash is always the first account. Typically, Accounts Receivable will
be next—those are accounts owed by customers, and will usually be paid within one
year. And long-term assets such as ‘Long-Term Investments,’which are investments
in another company’s debt and stock, and ‘Property Plant and Equipment’ will be
further down the Asset side of the Balance Sheet.

Among current liabilities,AccountsPayable—amountsowed to suppliers for goods
and services purchased on account—will typically be themost liquid. And long-term
loans from banks, etc., will be listed at the bottom of the liabilities section.

Finally, in the Shareholders’ Equity section, the notion of liquidity doesn’t really
seem to apply (at least as far as I can tell), but it’s conventional to list Common Stock
before Retained Earnings. (I.e., ‘paid-in capital’ before ‘earned capital.’)

5.2 The Truth About Depreciation

5.2.1 TheWhite Lie

In Chapter 4, I introduced Accounting Depreciation, which is accounting’s way of ap-
portioning the expenditure on long-term tangible assets, such as Equipment, over
time. We accounted for the initial procurement of the Equipment at the purchase
price, as we do for all assets, like so:

Equipment (+A) $10k
Cash (-A) $10k

Purchase of Equipment, 1/1/2020

Then, at the end of the reporting period, as an adjusting entry, we debited Depre-
ciation Expense, and, I said, credited Equipment, just as with other assets:
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Depreciation Expense (-S.E.) $1k
Equipment (-A) $1k

End-of-period adj. entry for Depreciation Expense on Equip, 12/31/2020

5.2.2 TheMoreComplicated Truth: Introducing “contra-accounts”

But, it turns out that I lied (or at least, elided) a little bit. I did this because I wanted
to focus on the big-picture, unifying logic, of how all the operating assets were “ex-
pensedout” via adjusting entries over time—the “general form”of assets—without get-
ting bogged down in procedural details. And that big-picture concept still holds true.
But many companies add an intermediate step in the process.

They do in fact debit Depreciation Expense as an adjusting entry. But, instead of
directly crediting Equipment, many companies instead credit a separate account
called “Accumulated Depreciation.” As the name indicates, this account tracks the
accumulation ofDepreciation on the asset over time.

In particular, this account is called a contra-Asset account. This is a new thing we
haven’t seen before. It’s called a contra-Asset account, because it “runs against,” or
contra to, an Asset account that it references, and tracks its reductions separately.
Assets are debit accounts; so contra-Assets are credit accounts.

Making this more concrete, the dirty truth is that many companies instead ac-
count forDepreciation Expenses like the below:

Depreciation Expense (-S.E.) $1k
Accumulated Depreciation (+contra-A) $1k

End-of-period adj. entry for Depreciation Expense on Equip, 12/31/2020

This means that, technically, the Equipment T-account per se is unaffected by de-
preciationexpenses, since those reductionsareall accounted for separately, in itscontra-
Account. So, after the first reporting period, the T-accounts would be:

Equipment (A)
$10k

$10k
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Accumulated Depreciation (-A)
$1k

$1k

Equipment and related Accumulated Depreciation contra-account, 12/31/’20

5.2.3 Reporting at Book Value (or not)

In accounting, we use the jargon “book value” to indicate the net accounting value of
an account—that is, net of reductions tracked in its contra-accounts. So, in the exam-
ple above, that would be $9,000 (i.e., $10,000- $1,000).

Companies have discretion over how they report this on their Balance Sheet.

• (1.) they can directly report Equipment at “book value”, or

• (2.) they can separately report Equipment and AccumulatedDepreciation right
underneath it, with parentheses to indicate that it is a reduction.

In the former case the asset side of the Balance Sheet would look like what we saw
earlier, before confessing to the “white lie”:

Asset Side of Balance Sheet as of December 31, 2020
Equipment at Book Value

Assets
Cash: $10.4k
Accounts receivable: $3.1k
Supplies: $.6k
Prepaid Rent: $1.8k
Equipment (at Book Value): $9k
Total Assets: $24.9k

In the latter case (2.) it would look like this...:

Asset Side of Balance Sheet as of December 31, 2020
Accumulated Depreciation reported separately

Assets
Cash: $10.4k
Accounts receivable: $3.1k
Supplies: $.6k
Prepaid Rent: $1.8k
Equipment: $10k

Accum. Depreciation: ($1k)
Total Assets: $24.9k
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As we noted, we subtract Accumulated Depreciation in calculating total Assets.
So, we end up with the same total asset balance ($24.9k) either way.

5.2.4 Discussion of Accumulated Depreciation contra-account

Because Accumulated Depreciation is a contra-Asset account, tracking reductions in
the related asset, its balance will be subtracted (one way or another) in calculating
Total Assets. As we saw above, either we net it out, before reporting Equipment at
book value, or we report Equipment and Accumulated Depreciation separately, with
the latter indicated as a negative amount. So, we end up with the same total assets,
shareholders’ equity,Depreciation Expense, andNet Income either way.

So,what is the point of adding this extra step? Clearly, in terms of the big picture
this is the same as the “white lie.” Whether we account for the reduction in value
of an asset directly, by crediting the account, or create a separate T-account for those
reductions and credit that. This seems like a purely semantic distinction, and many
students find it frustrating as a result.

But this is how it’s done in practice. And there are ways in which you can rational-
ize it. There is some extra information we get from this. For example, with separate
reported accounts for Equipment and Accumulated Depreciation, investors can di-
rectly see how much the company initially paid for those assets. Some financial an-
alysts and researchers use the ratio of Accumulated Depreciation to Equipment as
a measure of how aged the company’s long-term assets are, or how obsolete the com-
pany’s Equipment could soon be. This is potentially useful. If Equipment were just
reported at book value, we would only know the net book value each period, rather
than having distinct measures of the initial purchase price and the total depreciation
since then, and wouldn’t be able to calculate that metric.

But, that is, admittedly, a rationalization. There are many practices in account-
ing that are no doubt partly a matter of history, path dependency, and convention,
rather than pure logic. Contra-Accounts are in use in many places in accounting—
they are a part of the language of business, and even reported on company’s financial
statements (as we just saw). So, if we want to work in business, we need to speak the
language, even if we’re not sure the grammar is consistent.





6
Introduction to Ratio Analysis

Todate, theprimary focusof this classhasbeenunderstandinghow acompany’s trans-
actions are recorded in its accounts and, thus, produce itsFinancial Statements. But,
in the vast majority of business careers, you will more likely start with the Finan-
cial Statement numbers, and then use them to analyze, assess, judge, and under-
stand the company’s operations, position, performance, and value. Understanding
what goes in to a company’s financial-statement numbers is a key prerequisite for this
kind of analysis. So these are not separate endeavors. But this chapter, of everything
we’ve done so far, will mapmost closely to what you would actually do in a career as a
businessperson, analyst, consultant, or investor.

6.1 The basic idea

At its core, the basis for ‘ratio analysis’ or ‘financial statement analysis’1 is a very basic
idea: No one accounting number, by itself, will tell you whether a company is per-
forming well or poorly. Suppose that you are told that a company has earned $1m
in net income this year. Is this good or bad? Obviously, it depends. If that company
were a small, new startup, in its second year of operations, and only had $1m of cap-
ital invested in it, this would clearly be very good performance—the investors would
already be earning 100% of their initial investment back in available profits already. If,
however, the company were large andmature, with invested capital of $10bn, and had

1The terms are used essentially interchangeably.
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previously had years where it had earned in excess of $2bn, then, clearly, $1m in net
income would be disappointing in light of that.

In other words, in judging whether a number indicates good or bad performance,
it depends. There are a couple of major categories of things that it depends on.

• First, it depends on how much its investors/owners have contributed in fi-
nancing. Owners invest in companies largely because they hope to get a good
returnon their investment. So, if you invest $1m inacompany, youwould clearly
hope to accruehigher total profits than youwould expect for a company inwhich
you invested $10k.

• Second, it depends on the total size of the company, and the total assets it has
employed its operations. (Note that, by our core accounting identities, this is
closely linked to the first item, since A = L+E. We’ll say more about that later.)

– So, some of themost basic ratioswill simply involve scaling a performance
measure (like NI), by measures of total investment or size.

• And, third, and most broadly, it depends on what the question is—or, put dif-
ferently, what particular kind of performancewe are interested in.

– E.g., the performancemetrics that shareholders are interested in are nat-
urally different from the ones that creditors are interested in.

– Or, even more specifically than that, we might be interested in analyzing,
in greater detail, one specific component of or contributor to bottom-line
performance. E.g., how your ‘asset efficiency’ or ‘margin’ contributes to
your profitability. (We’ll say more about this soon.)

These considerations will determine the ratios themselves, which we will discuss
in greater detail, below. But even that will not be the end of a real ratio analysis / finan-
cial statement analysis project. Typically, we’ll alsowant to compare those ratios to the
company’s industry peers and competitors, as relevant “benchmarks,” and consider
the company’s relative performance and growth over time. (See Section 6.5.) But for
now, we’ll focus on understanding the ratios themselves.

Some students get intimidated in this section of the course, when they see somany
new formulas. But all we’re doing in ratio analysis is throwing a division symbol be-
tween two financial-statement numbers that we have already discussed in depth,
and interpreting the result. So, these ratios really aren’t new.

We’ll talk about the most well-known, conventional ratios used in practice. But
these ratios were not handed down from Mt. Olympus, by law, or even from GAAP.
These ratios were invented by analysts who were trying to understand companies.
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And if you truly understand the accountingwe’ve studied so far, you could invent some
ratios of your own to answer the questions you are interested in answering.

6.2 Profitability Ratios

6.2.1 Return on Equity:

A key, central performance measure is Return on Equity (ROE).

Return on Equity =
Net Income

Shareholders0 Equity
=

NI

E

You might think that this is new material for this course. But is it really? All we
are doing here is throwing a division symbol in between two of themost central ac-
counting numbers in the course: Net Income and Shareholders’ Equity.

Why is this simple measure so common and popular? Go back to our Chapter 1
foundations. Net Income is the proverbial ‘bottom line’ profit—the accounting sys-
tem’s way of estimating the amount of value (wealth) that has been realized for the
company’sownersover the reportingperiod. Shareholders’Equity is the total amount
that shareholdershave contributed to the company’sfinancing, throughbothdirect in-
vestment (Common Stock) and ‘as-if’ reinvestment (Retained Earnings). So we could
interpret this ratio verbally as:

Return onEquity: The profit generated for shareholders, scaled by the total
financing they have contributed.

Now it shouldbe clearwhyROE is sucha central performancemeasure. For reasons
we discussed in Chapter 1, the fields of finance and economics have traditionally as-
sumed that companies are run as if for the benefit of the shareholders. The sharehold-
ers are the owners of the firm, and have the ultimate levers of control. If the company
does not perform well from their perspective, they can (indirectly) replace the board
and/or executives. More generally, as owners, they use various ‘governance mecha-
nisms’ to protect their interests. ROE measures how well the company is doing with
their money, from their perspective.2

2Students often wonder why we use the book value of shareholders’ equity rather than themarket
value of the shares in this ratio. Note that the market value of stocks fluctuates with investors’ assess-
ments of the performance of the company and their sentiment about its future prospects. So, for exam-
ple, if a company’s net income kept unexpectedly improving year to year, the company’smarket value of
equity would likely increase in response. Thus, if we put the market value of equity in the denominator
of this ratio, this company would be ‘punished’ for its excellent performance under this measure. Since
the market value of equity fluctuates in response to companies’ performance, it would usually be inap-
propriate to use it as a scaling factor inmeasuring the performance of companies. More fundamentally,
book Shareholders’ Equity is what it is—the financing the owners have contributed. Themarket value
of equity is something different. If the price of the stock trading in the “secondary market” increases,
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6.2.2 Important calculationdetail: Use theaverage valueofB/S scal-
ing factors

For all of these ratios, when we scale an income-statement (flow)measure (like NI)
by abalance-sheet (stock)number (such as shareholders’ equity), we use the average
value of the B/S (stock) account over the same period and the last.

The reason for this is that income-statement itemsmeasure performance over a pe-
riod, but balance-sheet (stock) itemsmeasure accounts at a particular point in time—
specifically, the end of the reporting period. With ROE, we are seeking to answer the
question, “How well did the company do generating income over the last period, with
the financing from shareholders that it tied up and employed over that period?” So, it
would not make sense to use only Shareholders’ Equity at the end of the period.

In theory, wewould ideally want the average amount over the entire period (that is,
the weighted average across every day). But, as external users of financial statements,
we only observe Shareholders’ Equity at the end of each reporting period. So we use
the average of the value from the same reporting period and the previous.

So, to get the calculation technically correct, it would actually be:

Return on Equityt =
Net Incomet

(Shareholders0 Equityt+Shareholders0 Equityt�1)
2

(6.1)

... where the ‘t’ subscript would indicate the value from the Financial Statement for
the same period, and ‘t-1’ indicates the value from the FS from the previous period.

As you can see, this makes things a bit messier and more complicated-looking,
needlessly, given the simplicity of the idea. In this class, we’re focused on under-
standing and internalizing the concepts, in the most clean and straightforward way
possible. So, in my notes, I will represent it simply as ROE = NI

E
and expect you to re-

member the rule for homeworks, exams, and projects. (This is consistent with prac-
tice in the outside world—most other texts and references will represent the ratios
without additionally specifying the measurement periods each time.)

6.2.3 Return on Assets:

Return on Assets (ROA) is another extremely common ratio.

Return on Assets =
Net Income

Total Assets
=

NI

A

Once again, this ‘new’ ratio is just amatter of throwing adivision symbol between

that’s usually a good thing from thefirm’s perspective. But, stock trades between traders are not the same
as issuances of Common Stock from the company. In the latter, the company receives cash financing. In
the former, it does not. So, if our question is ‘How well has the company performed, with the money its
shareholders have put in?,’ then we want book equity, not the market value of equity.
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two very familiar accounting numbers. As you can see, this is the same as the for-
mula for ROE, except we replace Shareholders’ Equity in the denominator with Total
Assets.3 Expressed verbally, this ratio is: “The total profitability of the company, scaled
by the total assets the company uses to generate that profitability.” In contrast to ROE,
this ratio is agnostic about the sources of financing for those assets: It “doesn’t care”
whether those assets (A) were financed by equity (E) or credit (L). A little algebra can
be helpful for understanding the difference between ROA and ROE. Note the following
identity:

ROE =
NI

E
= (

NI

A
)⇥ (

A

E
) = ROA⇥ (

A

E
) (6.2)

As we can see, the difference between ROE and ROA is equal to A/E, another ex-
tremely common, important ratio, called ‘‘leverage.” Given the fundamental identity
of accounting, A = L+E, we can also write leverage as follows:

Leverage =
A

E
=

L+E

E
=

L

E
+1

This formula shows that leverage is essentially just a measure of how much the
company has financed itself with credit/liabilities relative to equity. That notion is
sometimes referred to as the company’s “capital structure.” The common term “lever-
age” denotes what we can see in Equation 6.2.3, above. Holding ‘operational perfor-
mance’ (ROA) fixed, with higher credit financing, the shareholders of the company can
“lever up” their return on their own investments.

Stated differently, the core difference is that ROE is a measure of performance that
is sensitive to leverage (i.e., capital structure), while ROA is less so.4 This can be an
advantage or disadvantage, depending on the question. For example, if we simply
wanted to compare how two different companies were performing operationally—
how well the company was operating its asset base to generate revenues exceeding its
costs—you might prefer to use return on assets (ROA). However, if you were yourself
a shareholder in the company, interested in howwell themanagement has performed
with your money, on your behalf, ROE would be more relevant.

3(As before, for calculating in practice use the average total assets, from the same period and last.)
4Strictly speaking, if we wanted a measure of operating performance insensitive to capital struc-

ture, we would want to also take the debt-financing costs (interest expense) out of the profitability
numerator—i.e., use a measure like EBIT. I defer some of these details for this undergraduate text.
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6.3 The Drivers of ROE: The DuPont Decomposition

The DuPont Decomposition is a famous and useful way of breaking ROE down into
three underlying components to examine different drivers of the company’s perfor-
mance: profit margin (sometimes called “return on sales”), asset turnover (some-
times called “asset efficiency” or “asset utilization”), and leverage (discussed above).
This decomposition is just an algebraic identity. We just take the definition of ROE
(NI/E) and multiply it by various terms that cancel each other out, to get three sepa-
rate components.

ROE =
NI

E
= (

NI

S
)⇥ (

S

A
)⇥ (

A

E
)

Note how the ‘S’ (for sales) cancels out in the denominator and numerator of the
first and second terms, respectively, and the ‘A’ (for Assets) cancels out in the second
and third. That is, we have decomposed ROE into three separate ratios:

• NI

S
: Profit Margin

• S

A
: Asset Turnover

• A

E
: Leverage

6.3.1 Profit margin

NI/S is referred to as “profit margin.”Here,‘S’ stands for Sales, which is just the word
that is used in the context of this ratio for total Revenues. ‘Margin’ is a term that is used
in everyday speech, so you may already be familiar with this. In words, this ratio is
the company’s bottom-line profits relative to its top-line total sales (i.e., revenues).
Thus it is a measure of how much of the company’s gross sales it manages to keep as
‘take-home’ profitability, after all expenses are accounted for. The higher a firm’s profit
margin, the more net income it gets per each dollar of sales.

It is often described as a measure of “how well the company ismanaging the in-
come statement”—i.e., how well it is doing managing all of the expenses that come
between the top line and the bottom line of the income statement. Profit margins
famously vary across industries. For example, in highly competitive “commodity”
businesses such as grocers, profit margins may be extremely low, perhaps 5% or less.
In luxury-goods businesses and subscription software, profit margins are typically
much higher.
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6.3.2 Asset Turnover

S/A is referred to as “asset turnover” (sometimes also called ‘asset efficiency’ or just
‘efficiency’). It is equal to total sales divided by total assets. Thus it is a measure of
how effectively the company is employing its resources (its assets) to producemar-
ketable goods—hence why it is sometimes also referred to as ‘asset efficiency.’

It is often described as a measure of how well the company ismanaging the bal-
ance sheet—i.e. how effectively it is employing the total assets it holds. Asset turnover
alsovarieswidely across industries. Grocery stores anddiscount retailershave thin
margins (as referencedabove), buthigh turnover. In contrast, a luxury jewelry retailer
or Tesla dealer likely has high margins but relatively lower turnover. This is not a co-
incidence. In general, industries with high margins tend to have low turnovers, and
industries with lowmargins tend to have high turnovers.

To understand this fact note the following identities:

Margin⇥Turnover =
NI

S
⇥ S

A
=

NI

A
= ROA =

NI

(E +L)

This shows that profitmargin times asset turnover equals ROA. And, given the core
accounting identity, A = L+E, a company’s total asset base is also equal to its total
capital—the total financing it has received from both owners and creditors.

In “economic equilibrium,” the return on capital should converge across indus-
tries. If capital investment earned a higher return in Industry X than Industry Y, they
would not be in equilibrium, and capital would flow from Industry Y to Industry X. So,
if the total return on capital, ROA, converges across industries, there must be a nega-
tive relationship between different industries’ profit margin and asset turnover, since
NI

S
⇥ S

A
= NI

A
= ROA. Therefore, this accounting decomposition—pairedwith a notion

of equilibrium from your macroeconomics classes—can explain the empirical pat-
ternwe observe in reality, that low-margin businesses tend to have high turnover (e.g.,
grocers), and high-margin business tend to have low turnover (e.g., luxury goods).

6.3.3 Leverage

A/E is referred to as “leverage.” In general, leverage is good on average for equity
owners, since it means that their profits are less diluted. But it also increases the riski-
ness of the company (since leverage multiplies both profits and losses) and increases
the risk that the company will go bankrupt.

Here is the easiest way to understand this: By definition, from Chapter 1, compa-
nieshave to pay their debts otherwise, they end up in default, and creditors can seize
collateral, etc. All else equal, the more debt a company has, the higher its interest and
principal payments, the higher the risk that it won’t be able to make those payments
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in the future. In contrast, dividends are discretionary. If a company financed itself
100% with equity, it would have zero risk of going bankrupt.

So, in short, leverage means higher return on their investment for shareholders,
butmore risk, especially risk of default and bankruptcy. Thus, on average, equity in-
vestors tend to like and to push for higher leverage levels, while debtholders tend to
push for lower leverage levels.5 Leverage ratios also tend to vary across industries and
the life cycles of firms. Early-stagefirmswith uncertain prospects tend to be financed
by more equity (that is, have lower leverage ratios), since their future cash flows are
less certain and thus they would have a greater probability of bankruptcy if they were
to rely heavily on debt financing. More ‘mature’ firms with more stable cash flows
aremore likely to choose higher leverage ratios (that is, more debt relative to equity),
because they have more certainty about their future cash flows and ability to service
the debt. Historically, firms in the financial industry have had very high leverage ra-
tios, and this became a topic of controversy and new regulation after the financial
crisis, as leverage was seen to increase the systemic riskiness of the banks.

Finally, we can use The Accounting Equation to rewrite Leverage as:

Leverage =
A

E
=

L+E

E
=

L

E
+1 = Debt to Equity+1

The ratio L

E
is often given its ownname, and called the “Debt-to-Equity Ratio.” But

note again that it encodes the exact same information and variation as leverage—just
shifted by 1. So, everything that is true about leverage also applies to debt-to-equity.
Theofficial course textbook (Spiceland et al. Financial Accounting, 5ed) includes some
discussionof debt-to-equity ratio at certain points. But Iwill not, because it is substan-
tively the same thing as leverage, but leverage is the more conventional, commonly-
used term in the outside world.

6.4 Credit Risk Ratios

In the above, we were mostly focused on understanding performance from a share-
holder’s perspective. But, the ratios and measures that are relevant also depend upon
the questionwe are interested in. Financial creditors (that is, mostly debtholders) have
a different set of concerns and focuses than shareholders. In particular, debtholders,
by definition, stand to gain only their contracted interest and principal payments—

5Youmay have read in the financial press about “activist investors”—equity owners who buy up sig-
nificant stakes in order to influence management to change policies in ways that they believe will in-
crease the value of their shares. One of themajor areas of focus for activist investors is leverage. Activist
investors own the company’s stock, and as such, they usually prefer higher leverage levels. They often
encourage companies to issue more debt and pay out more cash to shareholders. Academic research
hasmostly suggested that activist investors are on average good for shareholders. But they remain con-
troversial, partially because higher leverage levels increase riskiness.
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they do not get any additional ‘upside’ beyond that. So, bluntly, they just want to know
whether or not companies will make those payments.

There are a number of ratios that credit analysts have developed to measure com-
panies’ ability to pay their obligations. First a bit of jargon: We use the term ‘sol-
vency’ to indicate having assets that are worth more than liabilities—that is, positive
net worth, over the long run. And we use the term ‘liquidity,’ in this context, to mean
the company’s ability tomake specific cashpayments comingdue in the short term.
In business, “cash is king”—debtholdersmust be paid in cash, and so even companies
that are highly profitable on accrual measures need to worry about converting their
economic value into cold, hard cash. Since creditors don’t get any additional ‘upside’
beyond their contracted payments, they care only about solvency and liquidity.

One of the measures we have already discussed, leverage, is somewhat relevant to
assessing solvency. All else equal, the higher a company’s leverage, the higher its de-
fault andbankruptcy risk. So, lenders pay attention that ratio, and frequently include
it in their debt covenants (jargon). These are terms in debt contracts that stipulate
certain penalties on firms that violate them. So, e.g., if a firm’s debt contract included
a covenant around its leverage ratio, it might have to repay the principal early (before
the original maturity date), if its leverage ratio grew to exceed the specified threshold.

For now, I’ll cover just one liquidity measure, the current ratio.

6.4.1 The current ratio

A simple measure of a company’s ability to pay what it owes is the current ratio.

Current Ratio =
Current Assets

Current Liabilities

Recall that ‘current’ indicates assets and liabilities that have a timehorizon (ability
to be converted into cash or discharged) of less than one year. Thus, if a company had
a current ratio of 1, that would indicate that its current assets equaled its current
liabilities, meaning that it would only just barely be able to pay off the liabilities due
in the next year, using its current assets. This would be a fairly risky situation. The
higher a company’s current ratio, all else equal, the higher its short-term solvency
and liquidity. A ratio less than 1 is troubling, indicating that the value of the company;s
current assets is not great enough to pay for the liabilities due in the next year. Such a
company will either need to raise new financing, or be at risk of default.
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6.5 Using Ratio Analysis: Benchmarking, and Compar-
ative Analysis

In practice, even after we have calculated these scaled ratios, we’re not done. In almost
every analysis, we would start by calculating these ratios, but then do a bit more to
“benchmark” them. Remember howwe began this chapter discussing the factors that
it (i.e., assessing a company’s net income) “depends on”? Let’s add a couple more:

• It depends on how well that company’s peers and competitors are performing.
This matters for two reasons: First, because the company will have to success-
fully competewith them in order to survive. And, second, because they provide
another benchmark for the company, for how well, as a firm in the same line of
business, it could be doing (i.e., its ‘counterfactual’).

– So, a typical ratio analysis project would involve comparing peer firms.

• It depends on that company’s own history, that is, howwell it has, itself, done in
previous years. This matters for two reasons: First, the company’s own past per-
formanceprovides another relevantbenchmark for assessing its current perfor-
mance. And, second, because investors and managers want to see growth over
time.

– So, a typical ratio analysis project would, even further, look at how those ra-
tios and differences have changed over time, and relative to those peer firms.
Is our firmgrowing, and, in particular, growing faster than our competitors?
Are our margins staying flat while theirs are improving? Etc.

There is no hard science of ratio analysis. It is simply a matter of understanding
what the ratios means, and using your independent knowledge and judgment. The
ratios are tools for us to use—not vice versa!

For example, suppose that you were comparing your own company, with an ROE
of 20%, to a competitor with an ROE of 30%. If you were to discover that the two com-
panies had the same asset turnover, but your company’s profit margin were lower,
this would suggest (a.) where the blame lay for your company’s overall poorer per-
formance, and (b.) a possible prescription. It might mean that your company should
focus on cutting out expenses such as overhead (SG&A) to achieve a similar margin as
your competitor. After all, your company’s competitor has shown that it is feasible to
achieve that margin in your industry. In contrast, if you were to find that the two com-
panies were matched on profit margin, but your company had a lower asset turnover,
this might suggest you should work to improve your efficiency, such as by improving
operations management, or upgrading your factories, etc.



89 Leverage and risk

This decomposition can also help you understand trends in a company’s overall
profitability over time. For example, if a company’s profit margin were increasing
over several years, this might suggest that the company’s competitive position was
improving, i.e., that the companywas increasingly able to commandpremiumprices
on its brand. Or, if a company’s asset turnover was decreasing over time, this might
indicate that it was losing discipline and efficiency, that its scope was increasing too
much (it had more assets than it could employ efficiently), or that its operations had
become less well organized. This would inform an executive’s decision about steps to
take in response. For example, if asset turnoverwas the culprit in poor performance,
the company might require consultation from “ops” (operations) experts.

6.6 Leverage and risk

In the text above, I offered a verbal explanation of the “easiest way to understand” why
“leverage means risk”: Our company has to pay its debts, even when times are bad—
or end up in bankruptcy—while dividends paid to owners are discretionary. Therefore,
themorewe finance ourselves through debt rather than equity, the greater the risk this
imposes upon us, all else equal. So, why do companies issue any debt? Because, in
good times, it helps owners “lever up” their overall rate of return (ROE).

In the below, I provide an example that illustrates in amore general and systematic
way how leverage (A/E) can help a company increase its Return on Equity (ROE)
on average, but comes at the cost of extra risk. (In particular, extra systemic risk,
which will be closely related to beta, which will be a key concept in your future finance
classes.) Here’s the basic idea: We imagine a simple company and we hold its operat-
ing performance fixed (that is, its revenues and all of its expenses before its interest
expense) and then toggle its capital structure (that is, its leverage, or how much it
finances itself via liabilities vs. shareholders’ equity), between Columns 1 and 2.

Then, we track how the differences between these capital structures play out, in
terms of ROE, in two different states of the world: A good state of the world (Scenario
A), inwhich the company earns$100 in revenue, vs. abad state of theworld (Scenario
B, e.g., amacroeconomic recession), inwhich the company earns only $90 in revenue.

In order to illustrate the effect of leverage per se on ROE and risk, we hold every-
thing else fixed. Suppose that all other expenses—that is, all operating / non-financial
costs— are held fixed, at $75. Suppose that in both cases, the company’s interest rate
on its debt is 20%. (Note that this is a conservative assumption for our purposes—
we would expect a company’s interest rate to increase with its leverage, all else equal.)
And suppose that the tax expense on its Earnings Before Taxes (EBT) is the current US
corporate tax rate of 21%. (But note that companies pay zero taxes when they take a
loss.) Now watch how things play out:
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(1.) Balanced (2.) Levered Explanation
($50 Debt / ($90 Debt /
$50 Equity) $10 Equity)

Revenue $100 $100 By assumption
-(All other expenses) -$75 -$75 By assumption
EBIT $25 $25 By construction
-Interest expense -$10 -$18 20% x Debt
EBT $15 $7 EBIT - Interest
-Taxes -$3.15 -$1.47 21% x EBT
NI $11.75 $5.53 EBT - Taxes
ROE 23.7% 55.3% ROE = (NI / Equity)

Scenario (A): The good state of the world:

($50 Debt / ($90 Debt /
$50 Equity) $10 Equity)

Revenue $90 $90 By assumption
-(All other expenses) -$75 -$75 By assumption
EBIT $15 $15 By construction
-Interest expense -$10 -$18 20% x Debt
EBT $5 -$3 EBIT - Interest
-Taxes -$1.05 -$0 21%. No tax if loss
NI $3.95 -$3 EBT - Taxes
ROE 7.9% -30% ROE = (NI / Equity)

Scenario (B): The bad state of the world:

Note how in Scenario A, the highly-levered capital structure yields a far higher
ROE—more than double that of the balanced capital structure—something thatwould
be very pleasing to the company’s shareholders. But notice how starkly things reverse
in Scenario B. In that case, where the company’s revenues decline by only 10%, the
highly levered capital structure sends the company toward bankruptcy. It does not
even earn enough to cover the interest expense on its debt, and its ROE is -30%. Mean-
while, the company with a balanced capital structure earns a healthy 7.9% ROE.

In general, debt is goodwhen times are good: it allows equity investors (including
homeowners, who have equity in their homes) to “lever up” their rate of return. But
when times arebad,debtmakes themevenworse: Debt payments are fixed andnon-
discretionary, so companies have to pay them off even when it hurts them the most.
In contrast, dividend payments to shareholders are discretionary, so when companies
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are in financial straits, they can simply cut their dividends. As such, equity financing
does not impose the same risk on a company.

6.6.1 Leverage, financial crises, and regulation

This example captures a general insight that has profound and far-reaching implica-
tions for the economy: Excess leveragewas at the center of thefinancial crisis.Home-
owners took on large mortgage debts and were unable to make payments and went
into bankruptcy when the economy turned sour, In turn, various financial institu-
tions were on the receiving end of those mortgage payments, and, further, were ex-
tremely highly levered. Thus, when homeowners began to default onmortgage pay-
ments, many highly-levered financial institutions themselves went into default and
bankruptcy, or came very close.

Tomake the problem even worse, in themodern, financialized economy, financial
institutions’, corporations’, and individuals’ debt obligations are all ‘interlinked.’ One
firm’spayable is another one’s receivable. So, a default by the former in turn increases
the riskof default of the latter, and this canpropagate in a vicious cycle. As such, lever-
age increases systematic risk as well—not just the risk of the individual company. So,
this ratio of themost boring, basic accounting numbers, A

E
, is at the center of financial

crises.
To learn more, see Professor Anat Admati’s “The Banker’s New Clothes.” Her work

highlights how accounting ratios—and leverage in particular—are central to prudent
financial regulation. She also documents how highly-remunerated, prestigious finan-
cial professionals and regulators misunderstood leverage-ratio regulations, because
theymisunderstood the meaning of The Accounting Equation, which we covered
in Chapter 1. Many financial professionals and regulators resisted calls to require fi-
nancial institutions to maintain lower leverage ratios (A/E) by arguing that “holding
more equity,”would be problematic, because it would restrain them from lending out
their cash, which is a profitable and socially-beneficial activity for banks to engage in.

What’s the problem with this argument? It’s a blatant misunderstanding of The
Accounting Equation, and the nature of double-entry bookkeeping. As we learned in
Chapter 1, the left side (A) tells you what the company has—e.g., in the case of a bank,
whether it’s holding Cash or has instead lent it out Loans Receivable—while the right-
hand side (L+E) tells youhow that amountwasfinanced—howmuchwas contributed
by equity investors vs. creditors.

Whether banks would get more, safer financing from equity investors (including
by, e.g., retaining more earnings, by paying out less to shareholders via dividends and
repurchases), as opposed to gettingmore, riskier financing fromcreditors—thatwould
all be taking place on the right side of the Accounting Equation (L andE). It wouldn’t
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stop banks from putting theirCash to work in worthy investments, which would all be
on the left side of the accounting equation.



7
Looping Back:

Accrual Accounting Deep Dive

By now, we’ve seen the complete process by which we go from transactions to peri-
odic financial statements. We’ve learned the core tools of accounting: debits, credits,
journal entries, T-accounts, trial balances. We accounted for a number of simple trans-
actions and used them to illustrate some core principles of accounting. This chapter
is about going deeper—we’ll cover harder transactions, with more complex journal
entries, and do a deeper dive on accrual accounting principles. Instead of just cor-
rectly journalizing transactions, we’ll focus on interpreting them—the understanding
webuild fromthatwill helpus createnew tools forfinancial analysis. Inparticular, we’ll
see how, by understanding accrual accounting principles, we can calculate and infer a
company’s actual cash flows from its Income Statement and Balance Sheet accounts.

7.1 Timing Differences:
(RevenuesandExpenses) x (Deferrals andAccruals)

Recall from Chapter 1 that accrual accounting differs from cash-basis accounting in
two primary ways: Revenue Recognition and Expense Matching.

• Revenue Recognition: Revenues are recorded when they have been earned—
when we have provided the good or service—rather than when the cash is paid.

93
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• ExpenseMatching: Expenses are,whenpracticable,matched to thecorrespond-
ing revenues that they helped to generate—that is, recorded as expenses in the
same reporting period—rather than when the cash is paid.

Therefore, one way to organize all accrual transactions is to categorize them by
whether the revenue or expense is recorded before, at the same time, or after the
actual cash changes hands. We can put everything in a simple matrix, this way.

• We use the term “deferral” to indicate cases in which the revenue or expense is
recorded after the cash changes hands (jargon). (I.e., we ‘defer’ recognizing the
expense into the future, just like an admitted college student could defermatric-
ulation for a year.)

• Andweuse the term “accrual” to indicate a case inwhich the revenue or expense
is recorded before the cash changes hands. (E.g., we ‘accrue’ Interest Expense or
Salaries Expense over time, before the date on which we actually pay.)

With that terminology, we can organize all transactions in this simple matrix.

...before cash paid ....same time ...after cash paid
Revenue earned... Accrued Revenue Cash Sale Deferred Revenue
Expense incurred... Accrued Expense Immediate Expense Deferred Expense

So, we can place all of our revenue-related transactions in this scheme, like so:

• When we sold services to a customer on account (Transaction #7), that was ac-
crued revenue—earned before it was paid.

• When we sold services to a customer in cash (Transaction #6), that was a vanilla
cash sale, with no timing difference between the cash flow and revenue.

• And when the customer paid up front (Transaction #8), that was deferred rev-
enue, paid before it was earned—we had to ‘defer’ recording revenue into the
future, once we provided the service.

And, we can place all of our expense-related transactions in this scheme, like so:

• When we made an adjusting entry for Salaries at the end of the period, for the
Salaries Expense that had been incurred but not paid since the last payday, that
was an accrued expense—incurred before it was paid.

• When we paid our headquarters’ electricity bill, that full amount was “immedi-
ately expensed” (rather than capitalized), with no timing difference between the
cash flow and expense.
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• And, importantly, in this scheme, all of our (non-cash) assets are deferred ex-
penses—e.g., whenwepurchasedPrepaidRent, we initially capitalized that as an
asset and deferred recording Rent Expense into the future, as we actually “used
up” that resource over time.

At the risk of repetition, I want to underline and emphasize the last one again, since
it’s one of the most important course themes, but the jargon here is a bit counterintu-
itive the first time: In this scheme, (non-cash) assets are ‘Deferred Expenses.’ As we
learned in Chapter 2, in accounting, assetsmostly become expenses later on. Whenwe
procure a resource that wewill use overmany periods, we first “write it up” as an asset,
rather than expenseing, precisely because we wish to defer recognizing expense until
the future periods, when we actually use it.

As such, in accounting, the choiceofwhether to ‘capitalize as anasset vs. immedi-
ately expense’ is in fact a question of timing—when dowe recognize it as an expense?
Do we record it as an expense now, right away, or record it as an asset for now, to defer
as an expense, later?

7.2 Accruals, Cash, andWorking Capital

Now, let’s cover a variety of accrual-accounting transactions, someofwhichwe’ve seen
previously, but place them in this framework, and do a deeper, more conceptual anal-
ysis, to get some new insights. The bottom line of what we’ll learn is this: The differ-
ences between accrual revenues / expenses and their related operating cash flows are
‘stored in’ working capital accounts (current assets and current liabilities). And so,
as a result, we can “reverse engineer” a company’s actual cash flows from its income
statement and balance sheet accounts. Understanding how and why we can do this is
the main goal of this section.

7.2.1 Revenue Transactions

Let’s first consider all the ways in which our company can earn Revenue.

Accrued Revenue: Revenue recognized before cash is paid

This will happen whenever a customer pays “on account” or “on credit”—that is, with
a promise to deliver cash later. This was Transaction #7 in previous chapters. Recall
that, because there was a ‘real’ exchange (the good or service was provided), this is still
an external transaction, even though no cash changes hands:
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Accounts Receivable (+A) $3.1k
Revenue (+S.E.) $3.1k

Service provided, customer pays on account, 10/1/2021

In the jargonof accounting,we say that the companyhas “accrued revenue”—it
has earned it, and recognizes it, even though it has not collected the cash.

Later on, that customerwill (we expect) eventually pay in cash. Howdowe account
for that? Start with cash.Our company receives an inflow of Cash. And the customer
will have then fully discharged their account. They will no longer owe us, so we will
no longer have that Receivable. So we credit A/R to eliminate it.

Cash (+A) $3.1k
Accounts Receivable (-A) $3.1k

Customer pays off their account in full, 2/1/2022

There are three important takeaways from this simple pair of transactions:

• First, note thatboth transactionshereare “external transactions,”because there
is a real exchange in both cases. When the company provides a good or service,
that’s an exchange. When the customer pays cash, cash changes hands. So there
is an accrual here, but no internal transaction or adjusting entry. Not every ac-
crual involves an adjusting entry. It depends on the specifics of the situation.

• Second, this simple pair of transactions illustrates a core accounting principle.
Over time,accruals should be ‘reconciled’ to actual cashflows. Put differently,
differences between accruals and cash flows should ‘revert’ over time. First
the company accrues $3.1k in Revenue. Later it actually collects that amount in
Cash. (If it doesn’t, that’s a problem, which we’ll cover in Chapter 8.)

• Third, note how, in each part of the transaction, the change in Accounts Receiv-
able is equal to the difference between the Cash received from the customer and
the Revenue recorded. In the first part of the transaction, there’s Revenue, but
no Cash—and Accounts Receivable goes up. In the second part of the transac-
tion, there’s no Revenue, but the Cash is paid, and Accounts Receivable goes back
down. To make this totally explicit, I like to re-write these journal entries, with
extra, extraneous zeroes, like so:
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Cash (+A) $0
Accounts Receivable (+A) $3.1k

Revenue (+S.E.) $3.1k

Service provided, customer pays on account, 10/1/2021

Cash (+A) $3.1k
Accounts Receivable (-A) $3.1k
Revenue (+S.E.) $0

Customer pays off their account in full, 2/1/2022

We can see here that Accounts Receivable, a working capital account, “spans”
or “bridges” or “plugs” the difference between the accrual quantity—the Rev-
enue—and the actual cash flow across time. When we earn Revenue, without
cash, it goes up, to store the difference—andwhenwe get cash, later, it goes back
down.

Onekeyapplicationof this is that it showshowwecango fromaccrual-accounting
revenue to actual cash collected from customers, or vice versa, using the change in the
Accounts Receivable account. If we assume the company has no Deferred Revenue
(as we usually will for these quantitative problems, in this introductory course), then,
on any given sale transaction, it must be that:

Revenue =Cash Collected f rom Customers+DAccounts Receivable

Cash Collected f rom Customers = Revenue�DAccounts Receivable

Since this identity holds on each transaction, it must hold across the sum of all
transactions as well. And, the Financial Statements report the final balances of ac-
counts, after all transactions. Thismeans that we can infer howmuch cash a company
actually received from customers over a period using its Income Statement and Bal-
ance Sheet accounts. Consider the example below:

Example problem: A company reported Revenues of $100m in FY2021, but its re-
ported Accounts Receivable increased from $20m to $50m from FY2020 to FY2021
(and it had noDeferred Revenue). Calculate the cash it collected from its customers in
FY2021.

Revenue =Cash Collected f rom Customers+DAccounts Receivable

$100m =Cash Collected f rom Customers+($50m�$20m)
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$100m�$30m = $70m =Cash Collected f rom Customers

An intuitive way to think about this is like so: ‘If the company’s Accounts Receiv-
able increased by $30m, then it must be the case that $30m of its Revenues were credit
sales, i.e., not paid in cash. So, of those $100m inRevenue, only $70mwere cash sales.’1

While this may seem esoteric right now, I promise it is not. Many of the most im-
portant analyses infinance andgeneral-management jobs are all about understanding
a company’s actual cash flows (because “cash is king,” and you have to pay the bank
in cash, or else you can go out of business).

And this example shows how, if you understand accounting concepts, you can un-
ravel that relationship, just using themain financial statements, the income statement
and balance sheet. More practically, this is (a.) a nice setup for a quantitative prob-
lem to test yourmastery of the concepts for exams, and (b.) the key to doing the cash-
flow statement, later in the course. So it’s definitely worth mastering.

Cash sale: Revenue recognized at the same time cash is paid

This one is easy, the most vanilla transaction. I’m just showing it for completeness.
This was Transaction #6 in previous chapters:

Cash (+A) $3.9k
Revenue (+S.E.) $3.9k

Cash Sale, 10/16/2021

In this case, because the customer pays in full, and the service is provided in full
on the same day, there is no difference between the cash-basis sale and the accrual
revenue. So this one transaction is the full story here. For a cash sale, there’s no sub-
sequent related adjusting entry or external transaction, because there’s no timing dif-
ference between the activity and the cash flow. The date of the sale is the full story.

Deferred Revenue: Revenue recognized after cash is paid

In this case, customers pay cash before our company provides the actual good or ser-
vice (Transaction #8). When the customer pays in advance, we do not recognize a rev-
enue, becausewe have not yet earned it. Instead, we record a liability called ‘Deferred
Revenue,’which represents our obligation to deliver on our side of the deal.

1Note that this verbal intuition is not perfectly correct, for the following reason: Customers can also
pay off past accounts, and that will also affect (reduce) Accounts Receivable. The algebraic identity still
holds (Cash Collected = Revenue�DAR). The net difference between cash collected and revenues is
equal to the net change in AR. But it’s just harder to verbally express it that way.
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Cash (+A) $0.8k
Deferred revenue (+L) $0.8k

Customer Pays in Advance, 10/17/2021

The word ‘deferral’means the opposite of ‘accrual’. We have received the cash,
but will defer recognizing a revenue until the future, when we actually earn it. (Just
like an admitted student can ‘defer’matriculation for a year.)

Later on, when we actually provide the service, how do we account for it? On that
date, we will actually earn the revenue—a credit. And then, because we will have de-
liveredonour sideof thedealwewill no longerbeobligated, or liable, to this customer.
So, we’ll eliminate the liability (with a debit, since liabilities are credit accounts).

Deferred revenue (-L) $0.8k
Revenue (+S.E.) $0.8k

We provide the agreed service to those customers, 1/5/2022

The key takeaway here is to note the perfect symmetry with the issues we dis-
cussed in the accrued revenue transactions in the section above. Accounts Receivable
is a current asset, whileDeferred Revenue is a current liability. Accounts Receivable rep-
resents amounts of Revenue we have earned, but not been paid. Deferred Revenue
represents amounts we have been paid, but have not earned.

And, in perfect symmetry to the previous example, Deferred Revenue, a short-
term liability account, “spans”/“plugs”/“stores” the difference between the cash and
the accrual-accounting revenue in each transaction, across time. To make this fully
explicit, I’ll once again write the journal entries with the extra zeroes:

Cash (+A) $0.8k
Deferred revenue (+L) $0.8k
Revenue (S.E.) $0

Customer Pays in Advance, 10/17/2021



7. Looping Back:
Accrual Accounting Deep Dive 100

Cash (A) $0
Deferred revenue (-L) $0.8k

Revenue (+S.E.) $0.8k

We provide the agreed service to those customers, 1/05/2022

Once again, a Balance Sheet working-capital account “spans” or “stores” the differ-
ence between the accrual revenue and the related cash flow.

7.2.2 Expense Transactions

Accrued Expense: Expense recognized before cash is paid

Recall that employees are typically paid every two weeks. In Chapter 4, we considered
an example in which employees earned $.9k in salaries per week, and had their last
payday one week before the end of the reporting period. As a result, as of the end of
the reporting period, they had earned, but not been paid, $.9k in salaries. Our com-
pany had to account for that as an adjusting entry, like so (andnote that I again include
the extraneous zero line here, for pedagogical purposes):

Salaries expense (-S.E.) $.9k
Cash (A) $0
Salaries Payable (+L) $.9k

End-of-period Adjusting Entry for unpaid Salaries, 12/31/2021

In this case,wewould say that the companyhas “accrued”aSalariesExpense. It has
incurred the obligation, and owes its employees,who have earned their salaries, but
not paid them yet. Once again, a short-term Balance Sheet account, Salaries Payable,
“plugs” the difference between the accrual quantity and the cash flow.

Now, consider the next payday. How dowe account for it? This one is tougher, but
doable. Start with cash. The employees earn $.9k per week, so they get paid $1.8k in
cash every two weeks. And, since the last journal entry on 12/31, they have earned
another $.9k. Moreover, on payday, the company fully discharges its lagging obliga-
tion to its employees. So, the liability from the previous adjusting entry is discharged.
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Salaries expense (-S.E.) $.9k
Salaries payable (-L) $.9k

Cash (-A) $1.8k

Next payday, 01/07/2022

This is the hardest transaction we have done yet: it has three lines, and it’s hard to
process mentally, all at once. But it’s doable if we just break it down. Cash is cash—on
each payday, $1.8k is paid. The expense is about the actual activity, how much the
employees have earned since the last time an expense was recorded, one week prior.
And, after this payday, the company no longer has an outstanding Salaries Payable
obligation—it has discharged it in full by paying—so that account has to go back to $0.
Alternatively, if we can just solve for two out of the three, we know that the third line
must balance the difference—the beauty of debits and credits, making our lives easier.

Thebig takeawayhere is tonotehow, onceagain, aworking-capital account, Salaries
Payable (a current liability), “plugs” the difference between the accrual-accounting ex-
pense and the cash flow. By definition, Salaries Payable is amounts of salaries that our
employees have earned but not been paid—and therefore, for our company, amounts
of Salaries Expense that we have incurred but not paid out. This means that, symmet-
ric to the example problem above, we can infer the actual cash paid for salaries using
the Salaries Expense and the Salaries Payable.

Example problem: ExpoCorp reported Salaries Payable of $120k on its FY2021 Bal-
ance Sheet, and $140k for FY2022. On its Income Statement, it reported Salaries Ex-
pense of $800k in FY2022. Howmuch did ExpoCorp actually pay in salaries in FY2022?

Solution: ExpoCorp incurred $800k inSalaries Expense overFY2022—that’showmuch
its employees earned. But it didn’tnecessarilypay themin full, yet. Notably, ExpoCorp’s
Salaries Payable went up by $20k over the period. This means that, on net, of the
Salaries Expense it incurred, $20k went unpaid over the period. Therefore, it must be
the case that it paid only $780k in cash for salaries over the period. Or, if you want a
formula:Cash Paid f or Salaries = Salaries Expense�DSalaries Payable.

Accrued Interest

A transactionwehaven’t covered yet, butwhich illustrates amore commonsense use of
the term accrual, is: accrued interest. Recall that our company got a Loan of $10,000:
Transaction #2. You probably know that we are charged interest on loans. To make
things simple, suppose that we got that loan halfway through the reporting period,
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July 1, 2022, and the loan requires interest payments of 6% ($600) on an annual
basis, as long as the loan is outstanding.

Now, it’s December 31, the end of our reporting period, and it’s time to close the
books. Because we have had this loan outstanding for half a year, we have accrued
interest—but the full interest paymentwill not be due for another half year. So, there
has been no “real” exchange or payment related to the interest, yet. But we must ac-
count for the interest that has accrued over time, as an adjusting entry. Below is the
adjusting journal entry (again with the extraneous zero, for pedagogical purposes).2

Interest expense (-S.E.): $300
Interest Payable (+L): $300
Cash (A): $0

End-of-period adjusting entry for accrued interest, 12/31/2022

Now, it’s next July 1 of the next year, and the first annual interest payment is due.
The payment is an external transaction. How do we account for it? Start with Cash—
we pay $600 in interest in cash, a credit. And, after making this payment, we have fully
discharged the Interest Payable we recorded, so that liabilitymust go back to a balance
of zero, meaning we must debit it for $300. Finally, in the 6 months that have gone by
since our last journal entry related to this loan, we incurred another half-year’s-worth
of Interest Expense—a debit of $300. (Alternatively, you can pin down just two of the
lines, and solve for the third as the ‘plug.’) So, the journal entry would be:

Interest expense (-S.E.): $300
Interest Payable (-L): $300

Cash (-A): $600

Paying annual interest payment, 7/1/2023

And, at the risk of repetition, note how, once again, a working capital account
(Interest Payable, a current liability) is “spanning” or “bridging” or “plugging” the dif-
ference between the accrual expense and the related cash flow, over and across time.

Example problem: ExpoCorp reported Interest Payable of $20k on its FY2021 Bal-
ance Sheet, and $40k for FY2022. On its Income Statement, it reported Interest Expense
of $50k in FY2022. Howmuch did ExpoCorp actually pay in interest in FY2022?

2If our companymade a loan to another company, so that wewere entitled to receive annual interest
payments, the situation would be the “flip side.” We would accrue Interest Revenue and an Interest
Receivable (A) over time, even before the cash interest payments were paid to us.
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Expense recognized at the same time cash is paid

This will happen whenever the company pays for something in cash, and that thing
is immediately recognized as an expense rather than an asset. When will this happen?
Recall that we record expenditures as assets when they are resources that the company
will use overmultiple reporting periods. So, if the company buys something that it will
completely use up in the short-term, in the same reporting period, we would “imme-
diately and fully expense” that. Consider, e.g., the electricity bill for our corporate
headquarters. We cannot store it. We immediately use it, as it is delivered to us. It is
considered too difficult, if not impossible, to reliably match the costs of the electricity
bills at corporate headquarters to individual sales and revenues. So, wewould fully ex-
pense this when the costs are incurred, rather than capitalize as an asset. So, we record
eachUtilities bill solely as an expense.

Utilities expense (-S.E.) $.2k
Cash (-A) $.2k

Pay our utilities bill, 1/15/2022

As in thecaseof thecash sale, there isno timingdifferencehere, between the record-
ing of the accrual quantity and the cash payment. Because of that, this is the end of the
story, and there is no subsequent related external transaction or adjusting entry.

Deferred Expense: Expense recognized after cash is paid

Note that this is what happened with all of the assets we discussed in Chapter 4:
Prepaid Rent, Supplies, etc. Those assets had one “general form.” Below, I show the
“general form” of the journal entries for operating assets, once again with the extrane-
ous zero lines for illustrative purposes.

When we first purchase an asset, we record the full “purchase price” to the Asset
account, and do not recognize an expense. Since we will use it over many periods, we
defer recognizing the expense into the future, as we do.

Asset (+A) $(Purchase Price)
Expense (S.E.) $0

Cash (-A) $(Purchase Price)

Purchase of Asset, date during reporting period
(External Transaction)
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Then, over time, we account for the amount used up as an expense, though there
is no more cash exchange.

Related Expense (-S.E.) $(Amount Used Up)
Cash (A) $0
Asset (-A) $(Amount Used Up)

End-of-period adjusting entry for expense related to asset, 12/31/2020

Once again, a Balance Sheet account “stores” or “spans” or “plugs” the difference
between the cash flow and the accrual expense. If the above is too abstract, to make it
concrete, consider, e.g., the case of Prepaid Rent (Chapter 4).

Example problem: ExpoCorp reported Prepaid Rent of $700k on its FY2021 Balance
Sheet, and Prepaid Rent of $600k on its FY2022 Balance Sheet, and Rent Expense of
$400k for FY2022. Howmuch did ExpoCorp actually purchase in rent (that is, spend to
procure additional leases) in FY 2022?

Answer: Prepaid Rent represents amounts of money that the company has spent on
rental contracts, but not yet expensedout. ExpoCorp’s FY2022Rent Expensewas $400k.
But, its Prepaid Rent balance only went down by $100k over the period. Therefore, it
must have spent an additional $300k on rental contracts.

7.2.3 Generalizing: Cash, accruals, and “working capital”

So, in all of the examples we saw above, we saw how the difference between the oper-
ating cash flow and the accrual revenue or expense was “stored in” changes in cur-
rent asset or current liability accounts—Accounts Receivable (A),Deferred Revenue (L),
Salaries Payable (L), Interest Payable (L), Prepaid Rent (A), etc. Recall from last chap-
ter that we call current asset and current liability accounts “working capital accounts,”
and define “net working capital” as:

Net Working Capital =Current Assets�Current Liabilities

‘Working Capital’ is an absolutely ubiquitous, key term and concept in business
and finance. And, with the work we just did above, we can now understand why. As
users of financial statements, we don’t see the individual transactions, we just see their
aggregated effects on the financial statements: From that vantage point, we know that
the difference between net income vs. related cash flows will be largely explained by
changes in those accounts, and working capital as a whole. (This is largely what the
Cash Flow Statement will be all about.) And many business and financial analysis
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applications center on understanding this—what drives the difference between net
income and cash flows—to forecast future cash flows, to see if the company can pay
its debts and stay in business. For a seasoned financial professional, the concept of
working capital is as familiar, ubiquitous, and useful as “copy and paste.”

7.3 Accrual Accounting x Internal Transactions

Let’s talk about the relationship between accrual accounting and the “internal trans-
actions” / “adjusting entries”companiesmake at the end of the reporting period. The
two concepts are related in important ways. But some students overthink it, and this
can lead to confusion.

7.3.1 The Relationship Between the Two

External vs. Internal: Earlier,wedefined ‘‘external transactions”as “real”exchanges
of things or services, between our company and some external party. And we defined
“internal transactions” / “adjusting entries” as “everything else” a company has to
do in order to update its accounts before closing the books. The adjusting entrieswe’ve
seen so far had to do with how certain assets are “used up” over time, or how certain
liabilities (e.g., salaries or interest) accrue over time, before they are paid.

Accrual accounting: Accrual accounting is defined by way of contrast to cash-basis
accounting, in which we only account for cash transactions—payments and receipts.
And all cash transactions are, necessarily, external transactions—real exchanges.

Relationship: Therefore, sinceall internal transactions /adjustingentriesarenon-
cash, they all ultimately have to do with accrual accounting—with the fact that we do
not only account for cash payments and receipts.

In short, all adjusting entries have to do with accrual accounting. But that re-
lationship doesn’t really go both ways. Companies can have accruals that don’t in-
volve any internal transactions or adjusting entries. For example, as we saw, when
a company makes a credit sale, it accrues revenue before the cash is paid. That sale is
an external transaction. Later on, when the customer pays off their account, that is
also an external transaction, since there’s a real exchange of cash.

So, it’s a rectangle-square situation. Every internal transaction has to do with ac-
crual accounting. But not every accrual or deferral involves an internal transaction.

More generally, we don’t need to make any end-of-period internal transactions /
adjustments of accounts related to transactions where there’s nothing “left over”—if
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the external transactions were a full accounting. This will happen whenever:

1. a cash transaction and the related accrual revenue or expense recognition hap-
pen at the same time (e.g., cash sale, or an immediately-expensed item);

2. they don’t happen at the same time but the difference between them is fully ac-
counted for in external transactions (e.g., credit sale, which is later paid off).

I emphasize this toanticipate confusion, becausemany studentsoverthink it. They
see someaccruedquantity—AccountsReceivable, orAccountsPayable—onthebooks
at the end of the reporting period, and think they’re supposed to do something.

Nope. We adjust some assets and liabilities that are used up or discharged over
time. Others we don’t. E.g., unlike Interest Payable, Accounts Payable doesn’t change
over time per se—that account gets updated if and whenwe actually incur and pay our
bills, both of which would be external transactions. In cases like those, at the end of
the reporting period: “Don’t just do something—stand there.”

7.3.2 External vs. Internal: What really is the difference?

Some first-time students get a bit hung up on “philosophical” questions about what
really is an external or internal transaction. The truth is, sometimes, the boundary
between the two is fuzzy. But in these cases, it doesn’t really matter. All that matters
is thatwe report thefinancial statements correctly at the endof the reportingperiod.

Remember that the company doesn’t really “have” financial statements until then.
So, all that matters, is that if we don’t account for something as an external transac-
tion,we do account for it as an adjusting entry, before closing the books.

Consider theDeferred Revenue example we referenced above. There, a customer
paid in advance (debit Cash, credit Deferred Revenue) and later on, we provided the
service (debit Deferred Revenue, credit Revenue). In the case of that example, we ac-
counted for both of those as “real” exchanges, external transactions.

Now, suppose you were a lawyer, and, on July 1st, a customer pays $10k up front
to have you “on retainer” for a year. A “retainer contract” means that the client pays
for the right to call upon you and prevent you from representing any of his or her
enemies over the agreed period of time.

How do we account for this contract? Well, the initial transaction is surely an ex-
ternal transaction, because $10k in cash is paid:

Cash (+A) $10k
Deferred revenue (+L) $10k

Customer Pays for 1-year retainer contract, 7/1/2022



107 Connecting the Income Statement and Balance Sheet

What next? When do you, as the lawyer, recognize revenue from this contract?
Your obligation was to be available to your client, to be on call. There’s not necessarily
going to be any particularmoment of “real exchange”—or, inmore reductive account-
ing terms, anything that will ‘trigger’ you to update your books.

But, at the end of the year, December 31, you will have to close your books. And,
with half a year gone by, you would have earned half of your retainer contract—you
would have satisfied half of your ‘performance obligation’ (jargon) to be available
and loyal to that client for one year. So, in this case, it seems logical to account for half
of that retainer contract as Revenue as an internal transaction / adjusting entry at the
end of the reporting period.

Deferred revenue (-L) $5k
Revenue (+S.E.) $5k

Adjusting entry for half year of Retainer Contract, 12/31/2022

As this pair of contrasting examples shows, the account itself or general transaction
type (in this case,Deferred Revenue) won’t tell you whether a transaction is external or
internal. You have to think about the specifics of the situation, and what makes sense.

Some students argue that every day that employees work, that’s an exchange. So,
they argue, the company should account for the accrued Salaries Expense and Salaries
Payable every day before the payday. On philosophical grounds, this argument has
merit. But, then again,what’s the point of doing all that work?Whyput all this effort
into updating an income-statement expense account on adaily basis, thatwill never be
seen or used by anyone? And, where would this argument end? Couldn’t you think of
each and every hour that employees work as an exchange? Eachminute? So, why not
just wait until the end of the reporting period to fully update it?

So, while the question here is not a totally scientific one, here are some reasonable
rules-of-thumb that apply in my text, and seem to also apply to the official textbook
(Spiceland, Financial Accounting, 5e). We can assume, by default, that companies do
not update their employee-salaries and utilities-related accounts outside of paydays
and the end-of-period adjusting/internal entries. So, for those accounts, the paydays
are external transactions and everything else is an internal / adjusting entry.

7.4 Connecting the IncomeStatementandBalanceSheet

With the transactions that we have covered so far, we’re now in a better position to
understand the deep links between the two primary financial statements, the Income
Statement and the Balance Sheet, which is one of the core course themes.
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7.4.1 Earning Revenue from increasing assets

Consider the first two revenue-generating Transactions our company made, #6 and 7.
In the first, the company sold services for cash, and we accounted for it like so:

Cash (+A) $3.9k
Revenue (+S.E.) $3.9k

Cash Sale

In the second, the company sold services on account (in exchange for the cus-
tomer’s promise to pay later), and we accounted for it like so:

Accounts Receivable (+A) $3.1k
Revenue (+S.E.) $3.1k

Credit Sale

Inboth cases, theRevenue, is balancedby / linked to a change in anasset account—
either Cash or A/R. Of course, we know these journal entries well by now. The impor-
tant thing here is how this provides a deep way to think about accounting. Instead
of thinking about A/R as a ‘plug’ account, you could instead look at it this way: “An
increase in Assets generated from our operations/sales is a Revenue. Revenues are in-
creases in net assets created by our operations, whether the asset is Cash or A/R.”

Or, going deeper, consider the following example, in which we get a combination
ofCash andA/R in a sale: Suppose that a customer buys $1k in goods fromus, but only
pays $600 now, and promises to pay the other $400 later. Since we have provided the
good, we have earned revenue. But we have only received $600 in cash. We account
for this like so:

Cash (+A): $600
Accounts Receivable (+A): $400

Revenue (+S.E.): $1000

Sale Partly in Cash, Partly on Credit
Customer Pays in Part

The first thing we learned in this example is that we can have a sale transaction
with a combination of Cash and A/R, and therefore three lines in the journal entry.
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(The rule is that the total dollar value of debits equal that of credits.) But there’s also
a more general insight here. There are two useful ways to see this one transaction:

• Revenue Earned�CashCollected =DAccounts Receivable: “Wehaveearned$1,000
in Revenue, but the customer has only paid $600 to us. So we have an entitle-
ment to receive the difference later. Accounts Receivable ‘plugs’ the difference
over time.”

• Revenue Earned = DAccounts Receivable +Cash Collected: “From our sale, we
have obtained two assets: (1.) The $600 in Cash, an asset. (2.) The customer’s
promise to pay $400 later. That promise is an asset. So, to calculate our rev-
enue, we add up the two assets we have gained: $600+$400 = $1,000.”

The former of those two views, could be called the “Income Statement perspective”
— focusing first on income-statement quantities, and how those ‘flow’ into the B/S.

The latter of those two views is what is sometimes called the “Balance Sheet per-
spective”— focusing first on themeasurement of Balance Sheet accounts (assets and
liabilities), and then thinking about revenues and expenses as changes in those B/S
accounts. It’s a bit more “old school.” For the old-school profs and texts, the way they
think about this transaction is: “We have gained assets (Cash and A/R), and account-
ing is all about reporting the Balance Sheet asset and liability accounts, and therefore
correctly reporting our net assets. The Revenue on our income statement is a just a
‘plug’ explaining how the change in those net assets arose.”

But those are just two ways of looking at the same transaction, and it’s all based on
accounting identities and linkages. So neither view is correct or incorrect. But it can
enrich our understanding of accounting to keep both views in mind at once (like the
“duckrabbit”). And I promise it will be practically useful later, when we cover harder
issues and transactions. In the more advanced sections of the course, we’ll see several
cases where companies have a choice of method for accounting for some gnarly is-
sue. In those cases, we canoftenonly understand thosedifferingmethods—the imple-
mentations, interpretations, and tradeoffs—in this framework, of ‘income-statement
vs. balance-sheet perpsectives.’ So, it’s worth getting comfortable with it.

7.4.2 Earning Revenue from decreasing liabilities

But the transactions immediately above, in which the Revenue was linked to increases
in assets, are not the only ways a company can generate revenue. The other way is to
‘earn out’ aDeferred Revenue liability, as we saw earlier:

https://en.wikipedia.org/wiki/Rabbit%E2%80%93duck_illusion
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Deferred revenue (-L) $0.8k
Revenue (+S.E.) $0.8k

We provide the agreed service to those customers, 1/5/2022

That is, earning a Revenue can also be linked to a decrease in a Liability. Now,
with this, we’ve described all possible ways in which a company can earn Revenue—
since the cash has to be paid either before, at the same time as, or after the sale. We
sometimes use the term “net assets” in accounting to denote the total Asset minus
Liabilities (jargon). So fully general definition of a Revenue is:

Revenue: “An increase in net assets (i.e., an increase in assets and/or a de-
crease in liabilities) earned from our operations (sales).”

This can also help us better understand the connection between the worlds of the
Income Statement and the Balance Sheet. Here’s one way to visualize this:

" Revenue � Transactions�! (" Assets or # Liabilities)
" Revenue�! "Net Income�! " Retained Earnings�! " Shareholders’ Equity
(" Assets or # Liabilities)�! " (Assets-Liabilities)�! " Shareholders’ Equity

What this visual represents is that the sameunderlying transactions (sales) that gen-
erateRevenuesalsoeither increaseAssetsordecreaseLiabilities. Revenuespositively
contribute to Shareholders’ Equity via theNet Income definition andRetained Earn-
ings identity. And increasing your Assets, or decreasing Liabilities, also do, according
to the Accounting Equation (E = A�L).

7.4.3 Expenses from decreasing assets or increasing liabilities

Pushing even further, recall that Expenses are just “anti-revenues.” And everything is
beautifully symmetric. So far, we’ve seen two ways in which a company can incur
an expense:

1. By reducing an Asset: e.g., spending Cash on Utilities, or “using up” Prepaid
Rent (and crediting it as an adjusting entry).

2. By increasing a Liability: e.g., accruing a liability for employee salaries, or pay-
ing for an expense on account (Accounts Payable).

So, the fully general definition of an Expense is:

Expense: “A decrease in net assets (i.e., a decrease in assets and/or an in-
crease in liabilities) incurred from our operations.”
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7.4.4 Linking the Income Statement and Balance Sheet

And so, finally, themost generalway of visualizing the connection between the Income
Statement and the Balance Sheet is like so:

" (Revenues-Expenses) � Transactions�! " (Assets-Liabilities)
" (Revenues-Expenses)�! "N.I.�! " Retained Earnings�! " S.E.
" (Assets-Liabilities)�! " S.E.

Every transaction that affects Revenues or Expenses also affects Assets or Liabili-
ties in balancing, opposite ways. And the differences between the two both flow into
Shareholders’ Equity equally. Everything stays in sync. It’s a beautiful system.





8
Receivables Part 1:

Accounting for Uncollectible Accounts

So far, we’ve always assumed that when companiesmake credit sales, they will be paid
back in full. And we’ve accounted for those transactions like so:

Accounts Receivable (+A): $6,000
Revenue (+S.E.): $6,000

Credit Sale

Cash (+A): $6,000
Accounts Receivable (-A): $6,000

Collecting on the Account

But, a truth that we’ve avoided confronting, so far, is that the future is never know-
ablewith certainty. There’s always risk. And there’s always credit risk—that wewon’t
be able to collect what we are owed. Some customers might be truly unable to pay—
unexpected contingencies might send them into bankruptcy. And some customers
might just be sus. They might decide they don’t need to do business with us anymore,
refuse to pay their last bill, and ask, essentially, ‘What you gonna do about it?’

113
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It’s time to account for that. Andwe need to. A core accounting principle is that ac-
crual quantities (such as accrued revenue and receivables from credit sales) and cash
flowsmust eventually be reconciled. So, if we sell $6k of services on account, and book
that full amount towards our bottom-line profit, but then 15% of our customers never
actually pay, that’s aproblem, a violationof this core accountingprinciple. So, weneed
a way to account for “Uncollectible Accounts.” That’s what this chapter is about.

In the previous chapters, for the introductory phase of this course, the text tried to
lay out one simple, clean “right answer” for each issue we encountered—the way to
account for some transactions. We are now in the intermediate phase of this course.
That means covering precisely those areas where things are not so simple.

It turns out, companies have a choice of different allowablemethods for account-
ing for uncollectible accounts. The same company’s financial statements, including
bottom-line net income, could be different in any given period, depending on the
method it chooses. And, further, in my opinion, of the two allowable methods, one
method isnotobviouslybetter than theother. Thereare tradeoffs—eachmethodachieves
one accounting goal, but fails on another, and there is noway to achieve everythingwe
desire simultaneously. That’s what makes this interesting.

8.1 Goals:

The exact ‘mechanics’ of the methods will be a bit gnarly. So, let’s start reasoning at a
higher level, about how we should account for this. Logically, we want two things:

• Goal #1,Account for expected credit losses on sales eachperiod: First, it seems
logical that, when we sell on account, and expect some losses, we should not
count the full amount toward bottom-line net-income. Instead, before report-
ing our financial statements, we should estimate our expected losses—and that
amount should not contribute to net income.

• Goal #2, Account for ‘surprise’ realized collections: The future is never per-
fectly predictable. This means that we will almost certainly end up collecting
eithermore or less on our credit sales than we expected. Call that difference the
‘surprise’ or the ‘news.’ So, e.g., if we had expected to collect $4k of our credit
sales, but actually collect $5k, then the ‘surprise’ would be $1k (good news). But
if we actually collect $3k, the ‘surprise’ would be –$1k (bad news). It seems log-
ical that this ‘news’ should also be factored in somehow.
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8.2 Overview of Methods

In the sections below, we’ll cover three different methods for accounting for uncol-
lectible accounts, in detail, describing the rules for each method, and accounting for
the same set of transactionsusing each. Fornow, abrief previewandverbal description
of each, before we get into the dirty technical details. The three methods are:

• 1) The “Direct Writeoff Method”: Under this method, we don’t make any al-
lowance for uncollectible accounts when wemake a credit sale per se. Instead, if
and when we determine that a customer will not pay, due to, e.g, bankruptcy—
then and only then we “write off” their account, and record a “Bad Debt Ex-
pense.” Thus, I like to call this the “wait and see method.”

• 2) The “Percentage of Credit Sales Method”: Under this method, every period,
we “makeanallowance” for expected lossesoncredit saleswemade in thatperiod
and record a “Bad Debt Expense.” That’s it. That’s all. Really. It’s often called the
“Income Statement method,” because the Bad Debt Expense is based on the
‘flow’ of credit sales in that same period. Later on, in future periods, if and when
particular customers declare bankruptcy, and we learn that we’ll actually collect
less than expected, what do we do? Under this method, nothing. We already
“allowed for” that, factoring in expected credit losses as best as we could. Thus,
I call this the “make our best guess and keepmovingmethod.”

• 3) The “Allowance Method”: Under this method, during the period, if a cus-
tomer declares bankruptcy, we “write off” their account at that time; and then,
at the end of every reporting period, we focus our attention on correctly esti-
mating the balance of an “Allowance for Doubtful Accounts.” This Allowance is a
contra-account toAccounts Receivable, and, under thismethod, trackswhat por-
tion of our still-outstanding accounts we expect wewill not collect. Thismethod
is often called the “Balance Sheet method,” because the focus is on correctly
estimating the “stock” / Balance Sheet measure ofNet Accounts Receivable—the
total amount we expect to eventually collect.

In the next section, I’ll lay out a very simple example scenario and set of transac-
tions involving credit sales, collections, and uncollectible accounts, across two report-
ing periods. Then, in the sections that follow, I’ll show how to account for these trans-
actions under each of the three methods, sequentially. Finally, for each method, I’ll
also calculate and discuss the key summary measures related to credit losses, the Net
Accounts Receivable reportedon theBalance Sheet, and theBadDebt Expense reported
on the income statement, to assess the implications of these methods.
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8.3 Scenario

Below is the scenariowewill use. MattCo is a simple company that starts its life in 2021,
does annual, calendar-year reporting, and has the following events in FY ’21 and ’22:

• 11/10/’21: MattCo starts up & sells $2m of textbooks to StudentCo on account.

• 12/01/’21: MattCo sells $8m of textbooks to misc other customers on account.

• 03/03/’22: All of MattCo’s other customers pay off their accounts in full—$8m.

• 03/17/’22: StudentCo collapses and declares bankruptcy.

In each case, we’ll assume that MattCo has information to indicate that $9m of the
credit sales / outstanding accounts made in 2021 will be collected.

Therefore, anevenmoredistilled summary of this scenario is this: In thefirst year,
MattComakes $10m of credit sales, and has reason to believe $9mwill be collected. In
the second year, MattCo actually collects $8m (a ‘surprise’ of -$1m).

8.4 Direct WriteoffMethod

As the name indicates, under this method, instead of forming an initial forecast / ex-
pectation of what portion of accounts receivable will ultimately be uncollectible, we
just “write them off” at the timewhen we decide that those particular accounts are
uncollectible. (For simplicity, in this text, the trigger for this will be the customer filing
for bankruptcy.) In accounting, “writeoff” is an informal but common term for “setting
an account back to zero” and/or “acknowledging that some asset no longer has value.”

When we determine that some particular Accounts Receivable are in fact uncol-
lectible, that means that asset must be eliminated from our books, with a credit to
A/R. What’s the balancing debit? It’s a new one. We call it “Bad Debt Expense,” for
self-explanatory reasons. So, under thismethod, we only account for the sale itself, the
collections, and the day of the writeoff, on the days on which they actually happen—
all external transactions.

8.4.1 Direct WriteoffMethod Rules

Summarizing, we can reduce theDirect WriteoffMethod to these Rules:

• Rule #1: Account for both credit sales and collections like normal, likewe’ve done
so far. (That is, on the date of the credit sale, debit A/R and credit Revenue. On
the date of the collection, debit Cash, credit A/R.)
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• Rule #2: If and when we determine that some customer will not pay (triggered
by the customer declaring bankruptcy), “write off” that account by creditingA/R,
and debiting Bad Debt Expense for that amount.

• Rule #3: Since, under this method, we “wait and see” and just account for col-
lections and writeoffs when they happen, there is no related adjusting entry.

8.4.2 Direct WriteoffMethod Accounting

Therefore, the journal entries for the scenario above would simply be:

Accounts Receivable (+A): $2m
Revenue (+S.E.): $2m

11/10/’21 Credit Sale to Student Co.

Accounts Receivable (+A): $8m
Revenue (+S.E.): $8m

12/01/’21 Credit Sale to Other Customers

Cash (+A): $8m
Accounts Receivable (-A): $8m

3/03/’22 Collection on Other Customers’ Accounts

Bad Debt Expense (-S.E.): $2m
Accounts Receivable (-A): $2m

3/17/’22 Write Off StudentCo

8.4.3 Evaluating the Direct WriteoffMethod

The direct writeoffmethod is not allowed underGAAP for financial reporting purposes
(though can be used for tax reporting). Why not? As the simple example above shows,
this method fails on Goal #1, above. We should expect that some of our credit sales
will not be collected. And this systemdoes not account for that, in the period inwhich
those sales are made. Therefore, it is a violation of the matching principle.

Quantifying, the keymeasures related to uncollectible accounts—Net Accounts Re-
ceivable and the Bad Debt Expense—using this method would be:
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Bad Debt Expense Net Accounts Receivable
FY 2021 $0m $10m
FY 2022 $2m $0m

In FY ’21, under this method, theNet Accounts Receivable we would report would
be the full $10m—because we credited all of those sales to A/R in full, without making
an allowance for expected credit losses. Relatedly, the Bad Debt Expense in FY ’21
would be $0, so all $10m from those credit sales would directly count toward bottom-
line net income in that year. Therefore, becausewe did not account for expected credit
losses, we arguably overstated our net assets and net income in FY ’21.

8.5 I/S Method: Percentage-of-credit sales

Under thismethod, in each period, the company records a BadDebt Expense as a sim-
ple percentage of its total credit sales in that period. The matching credit is to a
new account called the “Allowance for Doubtful Accounts.” This account is a contra-
account toAccounts Receivable. That is, it is a separate account that tracks a “negation”
in the value of the A/R, “allowing for” the fact that not all of those accounts will be paid.

Now, we need a bit of jargon: We use the term Net Accounts Receivable to indi-
cate the total Accounts Receivable minus the total Allowance. (This is a common
pattern in accounting: ‘Net’ indicates the balance of an account less the balance of
some related reduction, such as its contra-account.) Formally:

Net Accounts Receivable = Accounts Receivable (balance)�Allowance (balance) (8.1)

And, in fact, it is this number, theNet Accounts Receivable, that is actually reported on
the Balance Sheet—a detail we omitted from the earliest chapters, to simplify.

8.5.1 I/S Method Rules

Now, let’s lay out the rules formally, and then apply them to the scenario above. Here
are the rules for the Percentage-of-Credit Salesmethod:1

1Also, test your knowledge of the rules in general with this practice problem: Our company accounts
for bad debts / receivables using the percentage-of credit-sales method, assuming 15% of credit sales
will be uncollectible. We began FY2020 with a balance of $150k in Accounts Receivable. During FY2020,
wemade an additional $100k in credit sales, and collected $60k on accounts frompast credit sales. Cus-
tomerswith accounts totaling $20k declared bankruptcy. Whatwould be our FY2020BadDebt Expense?
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• Rule#1: During the reportingperiod, account forboth credit sales and collections
just like we’ve done so far. Don’t overthink it and worry about expected credit
losses just now—we’ll deal with that as an adjusting entry.

• Rule #2: At the end of the reporting period, as an adjusting entry, account for
expected credit losses as a given percentage of the credit sales made during
that period, debiting Bad Debt Expense and crediting the Allowance.

• Rule #3: During the period, if and when our customers declare bankruptcy, do
nothing. We donot update ourNet Accounts Receivable orBadDebt Expense. We
already “allowed for” expected losses. Wedidourbest (shrug), andkeepmoving.2

So, distilling those rules down even further, in short, we just record a Bad Debt
Expense and add to the Allowance based on the flow of credit sales each period.

8.5.2 I/S Method Accounting

Now, let’s revisit our scenario above, andaccount for it under thepercentage-of-credit-
sales method, with the assumption that 10% of credit saleswill be uncollectible. As
a refresher, here’s our scenario:

• 11/10/’21: MattCo starts up & sells $2m of textbooks to StudentCo on account.

• 12/01/’21: MattCo sells $8m to misc other customers on account.

• 03/03/’22: MattCo’s other customers pay their accounts in full—$8m.

• 03/17/’22: StudentCo collapses and declares bankruptcy.

So, the journal entries during the period in 2021 would be:

Accounts Receivable (+A): $2m
Revenue (+S.E.): $2m

11/10/’21 Credit Sale to Student Co.

2Note: Some other texts teach that, under the percentage-of-credit-sales method companies do ac-
count for writeoffs by reducing both A/R (A) and the Allowance (contra-A). However, given that compa-
nies only report Net Accounts Receivable (total A/R minus the Allowance), and, under, the I/S method,
the end-of-period adjusting entry for the Bad Debt Expense and update to the Allowance is only based
on the same period’s incremental credit sales, this adjustment is nominal, with no substantive impact
on the key reported measures, the NAR or Bad Debt Expense. Therefore, this question is purely pro-
cedural, and all the key substantive ideas here—e.g., showing the income-statement method does not
factor “surprise” (unexpected) collection into the next period’s BDE or NAR—hold regardless of which
procedure is used.
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Accounts Receivable (+A): $8m
Revenue (+S.E.): $8m

12/01/’21 Credit Sale to Other Customers

Now, it’s time for our December 31 adjusting entry, before we we close the books.
We made $10m of credit sales this period, and we’re told to assume that 10% will be
uncollectible. So the adjusting entry would just be...:

Bad Debt Expense (-S.E.): $1m
Allowance for Doubtful Accounts (+contra-A): $1m

12/31/’21 Adjusting Entry for Expected Bad Debts

Now, move on to 2022. First, we collect on the other customers’ accounts:

Cash (+A): $8m
Accounts Receivable (-A): $8m

3/03/’22 Collection on Other Customers’ Accounts

Now, on March 17, StudentCo declares bankruptcy. What do we do? Under this
method: Nothing. Under the percentage-of-credit sales method, there’s effectively no
such thing as “write-offs.” We already allowed for the expected loss. So, we don’t up-
date ourNet Accounts Receivable or BadDebt Expense now. We alreadymade our best
guess,sowekeepmoving. So, afterMarch17, 2022, ourAccountsReceivable T-account
and its related Allowance will still look like this:

Accounts Receivable (A)
Debits Credits
11/10/’21: $2m 03/03/’22: $8m
12/10/’21: $8m
Bal: $2m

Allowance (contra-A)
Debits Credits

12/31/’21: $1m

Bal: $1m
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That’s all for this method. There’s no FY22 adjusting entry required, because there
werenonewcredit salesduring2022—and, at the riskof repetition, under thepercentage-
of-credit-salesmethod, the Bad Debt Expense and the credit to the Allowance are only
and solely determined by the credit sales made during that period. Therefore, those
are the final account balances for FY22, andNet Accounts Receivable is $1m.

8.5.3 Evaluating the Percentage of Credit Sales Method

We already verbally previewed the problems with this method. Now let’s add rigor by
quantifying the keymeasures related to uncollectible accounts that would be reported
in each period, under this method: the Bad Debt Expense (the ‘flow’ / Income State-
mentmeasure) and theNet Accounts Receivable (the ‘stock’ / Balance Sheet measure).

As a reminder, the scenario here was:

• 11/10/’21: MattCo starts up & sells $2m of textbooks to StudentCo on account.

• 12/01/’21: MattCo sells $8m to misc other customers on account.

• 03/03/’22: MattCo’s other customers pay their accounts in full—$8m.

• 03/17/’22: StudentCo collapses and declares bankruptcy.

And, gathering from the above, the key measures under this method, with 10% of
credit sales assumed uncollectible, would be:

Bad Debt Expense Net Accounts Receivable
FY 2021 $1m $9m
FY 2022 $0m $1m

So, what do we think? Does this methodmake sense?
Clearly, this method initially succeeds on Goal #1. We account for expected credit

losses in FY21, recording a $1m Bad Debt Expense. But we clearly fail on Goal #2. We
expected only $1m in credit losses. But in FY22, our customers with accounts worth
$2m went bankrupt. So, it now looks like our actual realized credit losses will, in fact,
ultimately be $2m, a “surprise” of -$1m, but we don’t make any adjustment or update
for that. Across both periods combined, FY21 and FY22, our total Bad Debt Expense
is $1m.

Turning to the Balance Sheet, as of the end of FY22, theNet Accounts Receivable on
our books is still $1m—even though all of our customers have either paid or declared
bankruptcy. Becausewe don’tmake adjustments, under the Percentage-of-Credit Sales
method,Net Accounts Receivable became obviously misstated by the end.
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While this is a stylized “toy example” for pedagogical purposes, this facts holds true
in general, in the real world. The percentage-of-credit sales method is often called the
“Income Statementmethod”because it gives us a reasonablemeasure of the expense
from expected credit losses each period, matched to those same period’s sales. But,
precisely because it does not factor in subsequent “surprise” collections and losses,
the “stock” measure of Net Accounts Receivable on the Balance Sheet—the amount of
our outstanding accounts that we expect to collect—becomes misstated over time.

This brings us to our next method, the Allowance Method.

8.6 The B/S Method / The Allowance Method

Thismethod is harder to summarize verbally. Broadly, this approach, in contrast to the
previous, is often referred to as the “Balance SheetMethod,”because we focus our at-
tention on correctly estimating, updating, and reportingNet Accounts Receivable—the
Balance Sheet / “stock” measure. But, as we know, Balance Sheet and Income State-
ment are intimately linked. So, under this method, the update to the Allowance that
wemake at the end of the period will determine our BadDebt Expense. And that num-
ber, it turns out, will simultaneously incorporate the effects of (i.) expected losses on
new accounts and (ii.) “surprise” collections on past credit sales.

Understanding exactly how is hard. So, let’s first lay out the rote rules.

8.6.1 B/S Method Rules

• Rule #1: During the reporting period, account for both credit sales and collec-
tions just like we’ve done so far. Don’t overthink it—we’ll factor in expected un-
collectible accounts as an adjusting entry, at the end of the period.

• Rule#2: During theperiod,whenour customersdeclarebankruptcy, account for
this by extinguishing the account (that is, crediting Accounts Receivable) and
“using up” the Allowance wemade (as the matching debit).

• Rule #3: At the end of the reporting period, estimate what remaining outstand-
ingaccountsweexpect not to collect. Adjust theAllowance forDoubtful Accounts
balance to that number. The matching debit is the Bad Debt Expense, by defini-
tion.

• Rule #4: Obey rules #1 - #3. Resist the temptation to stray. The most common
mistake I see from students come from “overthinking it”—in particular, students
try to account for the concepts of expected losses on each credit sale, i.e., during
the reporting period. Don’t. Trust the process. The “mechanics” of the adjusting
process will take care of that for us, if we just follow Rules #1-#3.
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8.6.2 Scenario and Assumption: Percentage-of-Receivables

Now, let’s account for our scenario using this method. As a refresher, it is:

• 11/10/’21: MattCo starts up & sells $2m of textbooks to StudentCo on account.

• 12/01/’21: MattCo sells $8m to misc other customers on account.

• 03/03/’22: MattCo’s other customers pay their accounts in full—$8m.

• 03/17/’22: StudentCo collapses and declares bankruptcy.

Now, let us suppose our company assumes that 10% of outstanding accounts at
the end of each period will be uncollectible. That is, it estimates the allowance based
on a simple percentage-of-receivables. (Later on, we’ll find that that companies can
use other, more complicated methods for estimating the uncollectible amounts.)3

8.6.3 B/S method accounting

The external transactions in 2021 would be:

Accounts Receivable (+A): $2m
Revenue (+S.E.): $2m

11/10/’21 Credit Sale to Student Co.

Accounts Receivable (+A): $8m
Revenue (+S.E.): $8m

12/01/’21 Credit Sale to Other Customers

Now, it’s time for our December 31 adjusting entry, before we we close the books
on 2021. We know that we are assuming that 10% of outstanding accounts will be un-
collectible. And, under this method, we simply need to adjust our Allowance to that
balance. And the current balance of the Allowance, before the adjusting entry, is $0m,
since the company just started its life, and none of the transactions to date involved

3Note that, in this simple toy example, of a firm that starts its life and just makes two credit sales
(and has no collections) in 2021, the amount of outstanding receivables at the end of the period ($10m)
is the same as the the amount of credit sales made during that period. But, this equality will not hold in
general—usually, the total outstandingAccounts Receivable (a stock amount)will not be the same as the
flow of credit sales made in that period. And so, assuming 10% of the stock of outstanding receivables
will prove uncollectible (under the B/S method) is a substantively different assumption than assuming
that 10% of the flow of credit sales will be (under the I/S method).
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the Allowance. Our current balance of Accounts Receivable is $10m, meaning that the
new ending balance of our Allowance must be $1m.

So, in sum, we need to update the Allowance from $0 to $1m. And, the matching
debit is the Bad Debt Expense, by definition. So, the adjusting entry would be:

Bad Debt Expense (-S.E.): $1m
Allowance for Doubtful Accounts (+contra-A): $1m

12/31/’21 Adjusting Entry for Allowance for Uncollectible Accounts

So, for 2021, so far, things are the sameas theywereunder thepercentage-of-credit-
sales method. But they won’t stay that way. Now, move on to 2022.

First, we collect on the other customers’ accounts:

Cash (+A): $8m
Accounts Receivable (-A): $8m

3/03/’22 Collection on Other Customers’ Accounts

Then, StudentCo declares bankruptcy, so we now can be reasonably confident that
they will not actually pay their $2m account. Under the percentage-of-credit sales
method, we did nothing. But under the Allowance method, we do something. We
“write off” the account by (i.) extinguishing (crediting) Accounts Receivable, and (ii.)
“using up” theAllowance, as thematching debit. (Recall that theAllowance is a contra-
asset account, so it is a credit account, so reducing the Allowance is a debit.)

Allowance for Doubtful Accounts (-contra-A): $2m
Accounts Receivable (-A): $2m

3/17/’22 Write Off StudentCo

Now, finally, it’s December 31, 2022, time to make the adjusting entries and close
the books for the year. Under the Allowance method, we need to make an adjusting
entry to update the Allowance to whatever it needs to be (even though we haven’t
made new credit sales). It’s best to be careful with these problems, and draw out the
T-accounts, tomake sure we’re not forgetting anything. Here is what the T-account for
A/R and theAllowancewould look like at the endof the reporting periodbeforemaking
the required adjusting entries:
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Accounts Receivable (A)
Debits Credits
11/10/’21: $2m 03/03/’22: $8m
12/10/’21: $8m 03/17/’22: $2m
Bal: $0

Allowance (contra-A)
Debits Credits
03/17/’22: $2m 12/31/’21: $1m

Bal: $1m

Since the balance ofAccounts Receivable is now 0 (all customers have either paid or
been written off), the new balance of the Allowance must be zero as well. It currently
has a debit balance of $1m, after the previous period’s adjusting entry and this period’s
writeoff. So, for our adjusting entry, we need to get it to a balance of $0 via a $1m
credit. And the matching debit is the Bad Debt Expense, by definition. So, coming to
our conclusion, our adjusting entry would be...:

Bad Debt Expense (-S.E.): $1m
Allowance for Doubtful Accounts (+contra-A): $1m

12/31/’22 Adjusting Entry to update the Allowance

8.6.4 Evaluating the B/S Method

Inorder tounderstandwhathappenedhere, and interpret thismethod, let’s once again
quantify the keymeasures related to uncollectible accounts in each period, under this
method: the Bad Debt Expense (the ‘flow’ / Income Statement measure) and the Net
Accounts Receivable (the ‘stock’ / Balance Sheet measure).

As a reminder, the scenario here was:

• 11/10/’21: MattCo starts up & sells $2m of textbooks to StudentCo on account.

• 12/01/’21: MattCo sells $8m to misc other customers on account.

• 03/03/’22: MattCo’s other customers pay their accounts in full—$8m.

• 03/17/’22: StudentCo collapses and declares bankruptcy.
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And, gathering from the above, the key measures under the Allowance Method,
assuming 10% of outstanding accounts are uncollectible,would be:

Bad Debt Expense Net Accounts Receivable
FY 2021 $1m $9m
FY 2022 $1m $0m

So, what do we think? Does this methodmake sense?

Thepros: There are some really cool, really good things about thismethod. First, this
method definitely achieves Goal #1 in FY2021: We account for expected credit losses
on the credit sales we made. Second, in FY2022, this method achieves Goal #2—we
make an adjustment for the fact that, contrary to our initial expectations, the total
uncollectible accounts for the periods turned out to be $2m. And, consistent with
that, the total Bad Debt Expense over the two periods, combined, is $2m.

This is, inmyview, thecoolest thinganddeepest insight about theAllowanceMethod.
Under theAllowanceMethod, theBadDebt Expense simultaneously factors inboth (i.)
expected losses on new accounts, and (ii.) “surprise” writeoffs, contrary to our previ-
ous periods’ expectations, on past credit sales. In FY 2021, the $1m Bad Debt Expense
is driven by the former. In FY 2022, it’s driven by the latter.

That’s the concept. But howprecisely did thatwork out, in the accountingmechan-
ics? Under the Allowance Method, “news” about actual realized collections, worms its
way into the Bad Debt Expense indirectly. When we have a writeoff, that “uses up” the
Allowance (reduces it with a debit). And, under the Allowancemethod, we need to get
the balance of the Allowance to where it needs to be at the end of the period—and that
number determines theBadDebt Expense, by definition. That is, the greater ourwrite-
offs during the period, the greater the reductions in the Allowance during the period
(per Rule #2), the bigger the credit to the Allowance in the end.

The cons: But there’s a dark side, too. As the table above noted, the Bad Debt Ex-
pense for FY 2022 was $1m. This is despite the fact that the company did notmake any
credit sales—or, indeed, any Revenues at all—in this period. That $1m Bad Debt Ex-
pense came from the “surprise” writeoffs during the period. Is that a good thing? Some
people think it is, that it means that this method achieves Goal #2, above.

But I am not sure it is, for the following reason: That expense is not well “matched”
to the related revenues—the expense is recorded in 2022, even though there are no
sales at all in FY2022. So, that seems economically illogical. It also has practical impli-
cations: If each year’s Net Income is being affected not just by that same year’s sales,
but also by the “surprise” collections and writeoffs of past years’ sales as well, that can
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make the bottom-line profit more volatile and opaque—harder for us, as financial-
statement users, to understand and forecast.

Indeed, under the Allowance method, we can even have a negative Bad Debt Ex-
pense—that is, boosting Net Income—if the positive “surprise” collections on past pe-
riods’ accounts outweigh the expected losses on new credit sales.

For example, consider the example scenario we we used above, but now suppose
that, instead, StudentCo paid off all $2m of its account on 3/17/’22. Then, in that case,
therewould have beenno $2mdebit to theAllowance during the period, so its balance,
prior to adjustment, would be a credit of $1m. But, since all accounts had been paid
off, the ending balance of the Allowance would still need to be be $0. So, the required
adjusting entry would be a debit of $1m to the Allowance, meaning a credit of $1m to
the Bad Debt Expense—a negative expense.

This does not seem to make economic sense, but it can happen in companies’ ac-
counting, and has happened in reality, under the allowance method.

8.6.5 The general form of the Allowance

One way to see all of this more formally (and get some nice shortcut formulas for
solving quantitative problems) is with the “general form” of the T-account for the Al-
lowance, under that assumption that a percentage (p) of outstanding receivables (AR)
will prove uncollectible.

Allowance T-account

Allowance for
Doubtful Accounts (contra-A)

Writeo f f st Beg. Bal: (p⇤ARt�1)
12/31: Bad Debt Expenset

End. Bal.: (p⇤ (ARt))

This nicely summarizeswhat drives theBadDebt Expense under theAllowanceMethod
works. By definition, the 12/31 adjusting entry is what determines the Bad Debt Ex-
pense. And, as this T-account shows, that number, in turn, will be determined by three
other factors:

1. The outstanding receivables at the end of this period, ARt , and the percentage
(p) that we expect not to collect.

2. Vs. the beginning balance of the allowance, which is last year’s ending balance
(p⇤ARt�1).
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(a) That is, the change in outstanding accounts receivable, from last period.

3. Thewriteoffsduring theperiod,which “useup/ reduce theAllowance, and there-
fore influence the requiredadjustingentry. Thehigher thosequantities, thehigher
the required adjusting entry on 12/31, the higher the Bad Debt Expense.4

Equations

Or, generalizingabit further,wecanexpress the same idea inalgebraic form. First, note
from the T-account above that the beginning balance of the Allowance (p⇤ARt�1) mi-
nus theWriteo f f st plus the (Bad Debt Expenset) equal the ending balance. Or, written
algebraically:

p⇤ARt�1� (Writeo f f st)+(Bad Debt Expenset) = p⇤ARt (8.2)

Next, isolating the Bad Debt Expense on the left side, we have:

Bad Debt Expenset = p⇤ARt� p⇤ARt�1 +Writeo f f st (8.3)

Next, we can rewrite that in terms of the change in outstandingAccounts Receivable
between the two periods:

Bad Debt Expenset = p⇤ (DAR)+Writeo f f st (8.4)

The formula above may be the simplest quantiative formula to memorize for solv-
ing quantitative problems. But we can build better understanding by further decom-
posing the change in Accounts Receivable, into the underlying events that drive it. A/R
is a “stock” / Balance Sheet measure, and it increases with new credit sales, and de-
creases with collections and writeoffs (under the Allowance method). Therefore:

DAR =Credit Salest�Collectionst�Writeo f f st (8.5)

So, with that decomposition, we can plug in for DAR and rewrite our previous for-
mula like so:

Bad Debt Expenset = p⇤ (Credit Salest�Collectionst�Writeo f f st)+Writeo f f st

(8.6)

4To test your confidenceandunderstandingof thatT-account above, try the followingpracticeprob-
lem: Our company accounts for bad debts / receivables using the allowance method, assuming 10%
of outstanding accounts will be uncollectible. We began FY2020 with a balance of $50k in Accounts Re-
ceivable and $5k in our Allowance for Doubtful Accounts. During FY2020, we made an additional $30k
in credit sales, collected $20k on accounts from past credit sales, and wrote off $3k in accounts. What
would be our FY2020 Bad Debt Expense?
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And, finally, gather terms and simplify to this fully general formula:

Bad Debt Expenset = p⇤ (Credit Salest�Collectionst)+(1� p)Writeo f f st (8.7)

That formula above (8.7), if you can memorize it, provides a very handy shortcut
for solving quantitative problems (instead of making multiple T-accounts). And, it
also beautifully distills how different events effect the Bad Debt Expense under the
allowance method. As the formula above shows, all else equal, the higher our new
credit sales during the period, the higher our BadDebt Expense will be. The higher our
collections during the period, the lower it will be. And the greater our writeoffs during
the period, the higher it will be. So, this equation shows how, under the Balance Sheet
method, the Bad Debt Expense simultaneously factors in both (a.) the effect of new
credit sales during this period and (b.) “news” about collections vs. writeoffs frompast
accounts.

8.7 Debating the methods: The Balance Sheet vs. In-
come Statement Approach

While the above were toy examples, they illustrate the general problems and tradeoffs,
which are a source of real debate and consternation, even among non-accountants.
Most companies use the Balance Sheet method, and it is common for Wall Street in-
vestors to complain about how “opaque” the Bad Debt Expense is as a result. This gets
at a major theme in accounting, though a bit advanced: the tradeoff in Income State-
ment vs. Balance Sheet principles and emphases.

Broadly, under “balance sheet perspectives,” we focus on measuring and report-
ing the net assets of the firm “correctly” per se. But, as we know, via the core linkages
and identities of accounting, changes in asset and liability accounts “flow through”
to revenues and expenses, and vice versa. (This is especially palpable in the Allowance
method—theBadDebt Expense is, by definition, the revision in theAllowance.) How-
ever, given those linkages, if we prioritize measuring assets and liabilities “correctly”
eachperiod, then the revisions in estimatesof thoseassets and liabilitieswillflowthrough
to revenues and expenses, and impact Net Income, even when they do not have to do
with any changes in the company’s real operations and activities during that period.

This is a general tradeoff in accounting, and it showsup ina lot ofplaces, not just the
methods for accounting forUncollectible Accounts. (Indeed, the real reason I give such
a thorough discussion of these methods is that they serve, in my course, as a synech-
doche for this broader, more general tradeoff and debate.)

If we prioritizemeasuring the net assets that companies acquired in previous peri-
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ods “correctly,” thenwewill likelymakeNet Income lesspersistent andpredictable (due
to the downstream effects of those asset and liability re-valuations) and less informa-
tive about the company’s current and recurring operations and activities.

But, if we eschew such revisions, in order to keep Net Income smoother and better
“matched” to the same period’s activities, then our net assets on the Balance Sheet will
become misstated over time. It’s an inevitable tradeoff, at least as far as I can tell. We
can’t have it all. The universe is tragic. (Insert doomer meme here.)

I lean toward income-statement perspectives. In my view, it’s not a big problem if
Net Accounts Receivable gets a bitmisstated over time, because, who really cares about
the Balance Sheet “stock” accounts? What matters, in my view, is having a rational,
predictable, understandablemeasure of the profitability of the company’s current and
ongoing activities. And I think the percentage-of-credit sales method does better on
that. But, most major U.S. corporations use the Allowance Method, so, evidently, most
accounting demigods disagree with me. And I’ve changed my mind on this question
each time I’ve taught it. I’m excited to see if students can change mymind again.

To understand my position, and the argument in favor of the income-statement
method, consider a somewhat more realistic scenario (as opposed to the toy example
above, with only two periods, one in which all the credit sales were made). Instead,
consider this new scenario, in which a company keeps making new credit sales and
new collections each period, and its estimates are off by small amounts each time.

8.7.1 Amore realistic scenario

Assumption: MarshallCo uses the percentage-of-credit sales method, and assumes
10% of new credit sales each period will be uncollectible.

• 2019: MarshallCo starts up its life and sells $1m on account.

• 2020: MarshallCo (i.) collects all $1m from 2019, and (ii.) makes an additional
$1m in new credit sales

• 2021: MarshallCo (i.) collects $800k from 2020, while the customers with the
other $200k in accounts go bankrupt, (ii.) makes $1m in new credit sales.

Distilling and summarizing verbally: In eachperiod,MarshallComakes $1m innew
credit sales and assumes 10% will be uncollectible. And in 2020 it collects a bit more
than expected on the previous period’s credit sales, while in 2021 it ends up collecting
a bit less than expected.

The rule under the percentage-of-credit sales method is that we just record Bad
Debt Expense and add to the Allowance based only on “flow” of new credit sales each
period. Therefore, quantifying the key measures, under this method.
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Bad Debt Expense Net Accounts Receivable
FY 2019 $100k $900k
FY 2020 $100k $800k
FY 2021 $100k $900k

This, more realistic, example illustrates the argument in favor of the income state-
ment method. Reality will always play out a bit differently than we expect. But, if
we’re forming our expectations well, things will probably roughly even out over time—
sometimes we’ll collect a bit more than expected, and sometimes a bit less.

Arguably, using this income-statement method, our Net Accounts Receivable is a
bit misstated in 2020. As of the end of 2020, we had collected all $1m in accounts from
sales made in 2019, and just made another $1m in credit sales in 2020—so, arguably,
NAR should really be $900k. Instead, applying the rules of the percentage-of-credit-
sales method mechanically, the number is $800k (since total A/R will be $1m and the
totalAllowance will be $200k). But I argue that that’s not a big deal, since (1.) who cares
about the Balance Sheet measures? and (2.) it will “wash out” over time.

And, on the positive side, we now have a measure of the Bad Debt Expense that
is more understandable, predictable, and driven by this period’s activities. In my view,
having an income statement—and, thus, measure of profitability—with these desir-
able properties is worth the cost of slightly “misstating” the value of our Balance Sheet
accounts from time to time. But, there is an inevitable tradeoff, and most companies
and accounting professionals evidently prefer the Balance Sheet method.

8.8 Methods for estimating the allowance

In the example above, I was focusing on the big new ideas: The nature and interpre-
tation of the three methods, the tradeoffs, the intuition for how “expectations” and
“news” about baddebts get factored in, etc. So, therefore, when covering theAllowance
Method, I made a very simple assumption, that the company always assumed that it
would fail to collect a certain fixed percentage of all outstanding accounts. This is
the simplest possible method for estimating the Allowance,which we can now call the
“percentage-of-receivables method” (for self-explanatory reasons).

But in reality, this is only one possible method of estimating the Allowance, and
a fairly crude one at that. In principle, companies could use big data, machine learn-
ing, fancy statistical methods, and all of the information they have about their cus-
tomers to get a better estimate of the Allowance. After all, under the Balance Sheet
method, the goal is just to get a good estimate of Net Accounts Receivable—the Ac-
counts Receivable we will actually collect. So, the question here is really just a general
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forecasting problem, and, in principle, there’s nothing stopping us from bringing all
the information and statistical tools we have to that problem.

However, since this is not a statistics or data science course, we compromise, and
just cover one particular conventional method that factors in just a bit more in-
formation to get a more precise estimate of the Allowance: The Aging of Receivables
Method. Note that this method is like a sub-category of the Allowance Method, not
some alternative. The AllowanceMethodmeans that we focus our attention on updat-
ing the Allowance at the end of the period, based on the outstanding accounts (rather
than simply accruing aBadDebt Expense based on credit sales in that period). We pre-
viously covered oneway to do that: The percentage-of-receivablesmethod. Now, we’ll
cover another approach for estimating the allowance: The aging of receivables.

8.8.1 Aging of Receivables

Theconventional alternativemethod thatwe’ll cover is theAgingofReceivablesMethod.
All this really means is that, instead of crudely applying a constant percentage to all
of its receivables, the company uses information about how long each account has
been past due, to estimatewhat portion will be collected. Generally, the assumption
is that the longer an account has been outstanding, the lower the probability that
it will in fact be collected.

So, concretely, we would put different outstanding accounts into different “buck-
ets,” depending on how long they have been outstanding. And, for each bucket, we
would estimate what portion of those accounts in that age range will prove uncol-
lectible. And so our estimate of the total accounts uncollectible will just be the “dot
product” of the two: The amount of each bucket, multiplied by its estimated percent
uncollectible, all added together. Implementing this is just a matter arithmetic. It re-
quires no genius, just a little care and diligence.

For example, suppose that our company, based on our historical experience and
data, estimates that 10% of accounts that have been outstanding less than 60 days
will be uncollectible; and 30% of accounts outstanding longer than that will be uncol-
lectible. These are the only two “buckets” we use. Suppose we currently have $2m in
accounts outstanding less than 60 days, and $1m in accounts outstanding more than
that. Then, this implies that our updated Allowance for Doubtful Accounts should be:
($2m ⇤ .1)+ ($1m ⇤ .3) = $500k. That’s all! The more buckets we use, the more arith-
metic terms we will have. But the concept will always be that simple.

We can also organize this in a a matrix or table structure, like the below:
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Bucket #1: Bucket #2:
Accounts< 60 days Accounts� 60 days

Outstanding Amount $2m $1m
%Uncollectible Assumption 10% 30%

Est. Amount Uncollectible ($) $200k $300k

Total Est. Amount Uncollectible ($): $500k

Matrix for visualizing/calculating Allowance based on age of accounts

Once we have that number—our updated estimate of howmuch will prove uncol-
lectible, and, hence, the updated balance of the Allowance for Doubtful Accounts—
we’re back on familiar terrain. Always and everywhere, using the allowancemethod, at
the end of the period, we update the Allowance by whatever amount is required to get
it to its new balance, and the balancing debit is the Bad Debt Expense. All that we have
added here is a different method for getting that balance of the Allowance. Everything
else remains unchanged.

Practice problem: Our company uses the Allowance method, and estimates the Al-
lowance using the aging-of-receivables method. We began FY2022 with a balance in
the Allowance of $20k. Over the period, we wrote off accounts totaling $10k, andmake
additional credit sales as well. We end FY2022with $100k in Accounts outstanding less
than 30 days, and $80k in Accounts outstandingmore than 30 days. We assume 10% of
the former category and 15% of the latter category will be uncollectible. What will be
ourNet Accounts Receivable and Bad Debt Expense for FY2022?

Solution: First, Net Accounts Receivable is trivial: We are given that we expect 10%
of $100k in accounts and 15% of $80k in accounts to be uncollectible, or $22k uncol-
lectible out of $180k total. Therefore,NAR is $158k.

Solving for theBadDebt Expense under the Balance Sheetmethod is always harder,
and I recommend writing out the T-accounts. Here is a compressed verbal summary
of how to do that: We start out the period with an Allowance of $20k (a credit balance
in that T-account). During the period, we have writeoffs of $10k—writeoffs ‘use up’
/ reduce the allowance in the B/S method. So, before adjustment, the Allowance will
have a balance of $10k (i.e., $20k - $10k). We assume 10% of $100k and 15% of $80k
will prove uncollectible. So, the ending balance of the Allowance must be $22k (i.e.,
.1*100k + .15*80k). So, the adjusting entry must get our Allowance from $10k to $22k.
That means the Bad Debt Expense will be $12k.
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Receivables Part 2: The Remainder

InPart 1 onReceivables, we covered the biggest, most challenging,most novel idea: ac-
counting for uncollectible Accounts Receivable. But, our companymight have other
kinds of receivables—most significantly,Notes Receivable, whenwemake a loan to an-
other company. We’ve talked about the casewhere our company receives a loan (which
is aNote Payable for us), but not this. And, there are a few steps in the life of a loan that
we haven’t accounted for so far. We’ll learn how to account for it all.

There are somemore interesting, conceptual issueswe’ll cover aswell. We’ve talked
about the fact that companies and customers can’t always pay their debts, and men-
tioned ‘bankruptcy’ in a couple of different contexts—as a dreaded outcome for our
company if we can’t pay, or a potential reason why our customers might not pay. But
wehaven’t explained exactlywhatbankruptcy is, andwhathappens. Finally, we’ll cover
two different ways in which companies can put interest-like terms into their contracts
with customers who pay on account, though with different accounting treatments.
These examples will show that, sometimes, the distinction between ‘operating’ vs. ‘fi-
nancing’ can be a bit ‘fuzzy’—the two can be tangled up in interesting ways.

135
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9.1 Notes Receivable vs. Accounts Receivable

9.1.1 What’s the difference?

Both Notes Receivable and Accounts Receivable are, obviously, receivables—amounts
we are entitled to receive from others, and thus assets. To date, we’ve drawn a simple,
clean line, and always said that an Account is an amount owed from a customer from
a credit sale, while a Note is a purely financial instrument, a loan. But in reality, the
categories can blend together a little bit. Sometimes, our company might require our
customer to sign a more formal contract for a credit sale, with specified interest
terms. In this case, it might be categorized as a Note Receivable.

Why would our company do one vs. the other? Very often, if we are selling to a reg-
ular customer with good credit (that is, enough cash and cash flows to pay us back,
and a track record of doing so), we could be easily satisfied with amore informal un-
derstanding—we ship the goods and invoice, and trust that they will pay us later, in
order to continue our business relationship. That would be an ‘Account.’

But, in other circumstances, wemight be worried about the ability or intention of
our customer to actually pay. So, in that case, we might demand a more formal con-
tract, including specified terms of interest designed to incentivize early payment,
and compensate us for risks and delays in payment. In that case, it would be a ‘Note.’

SinceNotes aremore formal, theywould also have greater legal priority, or ‘teeth.’
So, if the customer declares bankruptcy, and goes to bankruptcy court, holders of
formal written ‘Notes’ would be more likely to get paid sooner and in full than the
suppliers who had unwritten/informal understandings recognized as ‘Accounts.’ We
use the term “seniority” to indicate the relative priority of various creditors’ claims
in bankruptcy court. A formal “Note”will have higher seniority than an informal “Ac-
count” and thus be more likely to get paid in full, in the event that the customer ends
up in bankruptcy court.

9.1.2 What exactly is bankruptcy?

We’ve referenced “bankruptcy” a number of times in this course. And it is a key busi-
ness concept. But most people outside of the corporate law, finance, and accounting
worlds don’t understand what it really means. In everyday speech, when people use
the term ‘bankruptcy,’ they seem to think it means corporate death. But that’s a very
inapt andmisleadingmetaphor, which causes a lot of the confusion.

In reality, in the United States, bankruptcy is mostly a technical legal proceed-
ing for determining which creditors get paid how much when a company is unable
to meet all of its legal obligations. Contrary to popular belief, companies continue
operating while they are in bankruptcy court—they continue to sell their goods and



137 Notes Receivable vs. Accounts Receivable

services, run their factories, employ their employees, etc. American Airlines was in
bankruptcy court between 2011 and 2014; and if you flew American in those years,
you probably didn’t know it.

Go back to our Chapter 1 foundations, on the nature of credit vs. equity financing.
We said that companies “have to” pay their debts. But what if they just can’t, because
they simply don’t have the cash on hand or incoming cash flows (liquidity) to do so?
If they just can’t, then they just can’t! If they don’t, then the company is said to be “in
default” (or “to havedefaultedon its loans”), and the company’s creditors have various
forms of recourse specified in their debt contracts, including, for example, seizing
collateral (see, e.g., “Airplane repo” on YouTube). But that collateral is the assets—
the resources—that companies use to run their operations. So, when creditors seize
collateral, that significantly disrupts their operations, which, in turn, disrupts their
ability to generate revenues andcashflowgoing forward. That, in turn, could justmake
thingsworse for all of the other creditors.

As a result, U.S. corporate law has evolved a rich, sophisticated, and valuable body
of bankruptcy law. When companies see that they will be unable to pay their debts,
they “file for bankruptcy protection.” Under bankruptcy protection, creditors are
prevented from seizing collateral. That way, the bankrupt company can continue
operating. However, in exchange, the company has to go to bankruptcy court, with
its creditors as the other parties to the case. And they litigate and negotiate, and the
court eventually determineswho gets paid what, and how.

There are a couple different forms of bankruptcy, but, most significantly, under
Chapter 11 bankruptcies, the parties will negotiate “The Plan”1 for reorganization—
that is, how the company will change its policies and strategies in order to pay back its
creditors as much as feasible.

So, the truth about bankruptcy is very different from the popular layperson im-
pression. Why do so many people have the wrong idea? You may recall that during
the early phases of the coronavirus pandemic of 2020, as airline travelwas decimated,
many airlines risked defaulting on their obligations, and therewas a high-profile pub-
lic debate over potential government “bailouts” for the airlines intended to help them
avoid bankruptcy.2 Many proponents for these “bailouts,” especially those within the
airline industry itself, argued that they provide essential services (transportation) and
employmany people and that, therefore, the U.S. government should step in and pro-
vide cash or financing to help “save” them from bankruptcy court.

1This is, in fact, the formal legal term.
2Go back to Chapter 1 foundations, on the question of ‘paid-in capital’ and ‘earned capital.’ Compa-

nies need cash inflows to pay the cash outflows they have to pay (e.g., salaries for specified employment
contracts). They can get that cash by raising financing (‘paid-in capital’). But, once companies are up
and running, they hope to get that cash from running their business, making sales to paying customers
(‘earned capital’). So, if those sales disappear, that source of ‘earned capital disappears, too. So, how
does a company in this situation survive?
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What’s the problem with this argument? It’s a non sequitur. As we just learned,
companies cancontinue tooperate andemploypeople andpay salariesduringbankruptcy.
Nothing about bankruptcyper se changes that. The claim that the airlines needed tobe
“saved” from bankruptcy court in order to continue providing their essential services
is clearly fallacious as stated.

So why did so many people within the industry and government make this argu-
ment? Ask this question instead: Who really loses during bankruptcy? Go back to
Chapter 1 foundations. Equity investors are the ‘residual claimants.’ They get paid
‘what’s left over,’ after everyone else. So, in a classic bankruptcy, the current share-
holders get ‘wiped out.’ That is, the financial owners of the corporation lose wealth.
And, these days, the executives of major U.S. corporations have lots of stock-based
compensation, and thus equity ownership in their corporations.3 So they, and the
other large shareholders, are the ones who really lose.

So, why do so many people believe that bankruptcy is corporate ‘death,’ and that
companies must be ‘bailed out’ in order for their goods and services to continue to be
provided? One partial explanation could be that people with large ownership stakes
in those companies—such as their executives—want us to believe that, because it will
help themnegotiate for bailouts. They are the ones who are sure to lose in bankruptcy.

We can’t blame them for wishing to avoid that. (Don’t hate the player, hate the
game.) But we shouldn’t be deceived.4

9.1.3 Accounting for Notes Receivable: Interest and Principal

To date, we have only shown how to account for Notes Payable, when our company
receives a loan from somebody else. And, even then, we didn’t show the final step—
paying off the loan. Let’s now coverNotes Receivable, when wemake a loan to another
company, including the date on which the loan is paid off.

Example: Suppose that our company does annual, calendar-year reporting. On July
1, 2022 (exactly halfway through the year), we make a $10,000 loan, with a 5% stated
interest rate (paid annually), and a one-yearmaturity (jargon).

That means that the $10,000 “face value” of the loan will be paid off and the loan
will be discharged in full in exactly one year. And, since the interest rate is 5%, paid
annually, wewill also be paid the $500 interest payment on that date as well. Since this
loan is so simple, with only one payment date, we need to account for just three dates:

• (1.) the day wemake the loan,
3And, for the most part, this is usually a good thing—a key “governance mechanism” for ‘automati-

cally’ aligning CEOs’ incentives with the interest of the owners.
4See “Economics, Law and Finance Professors fromMajor Universities Write to Congress: ‘Bail Out

People Before Large Corporations,’ March 24, 2020” for further discussion.

https://promarket.org/2020/03/24/economics-and-finance-professors-from-major-universities-write-to-congress-bail-out-people-before-large-corporations/
https://promarket.org/2020/03/24/economics-and-finance-professors-from-major-universities-write-to-congress-bail-out-people-before-large-corporations/
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• (2.) the Dec. 31 adjusting entry for accrued interest, before closing the books,

• (3.) the date on which the loan is paid off in full.

Those journal entries would be as follows:

Note receivable (+A): $10,000
Cash (-A): $10,000

Jul. 1, 2022: Wemake the initial $10,000 loan

Interest Receivable (+A): $250
Interest Revenue (+S.E.): $250

Dec. 31, 2022: adjusting entry for half year of accrued interest

Cash (+A): $10,500
Note Receivable (-A): $10,000
Interest Revenue (+S.E.): $250
Interest Receivable (-A): $250

Jul. 1, 2023: Paying off interest and principal

The final transaction is the only really new one. And it’s our first four-part journal
entry. So it looks big. But it’s simple when we break it down.

Here is how I think of it: Start with Cash. We receive the principal ($10k) and the
interest ($500) on that date, and they are both just cash, so we debit the sum in one
line. What else? Now that the borrower has paid off their loan in full, they no longer
have an obligation to us, so we no longer have a receivable from them. So we need to
extinguishboth the initialNoteReceivable (A,$10k)aswell as the Interest Receivable (A,
$250)we accrued in the previous journal entry. Those are reductions in assets, so both
credits. Finally, in the half year since the last journal entry, we have accrued/earned
another $250 in interest. So, we credit another $250 to Interest Revenue.

The one that sometimes trips students up is the the $250 credit (reduction) to the
Interest Receivable. Here’s what can be counterintuitive about it: Over the half year
since the last journal entry, some students think that, conceptually, an extra $250 of in-
terest had accrued. So some students are tempted to think there should be an increase
(a debit) in the asset reflecting that entitlement (the interest receivable).
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But that’s overthinking it: For the purposes of accounting on the payment date,
we just need to update our accounts to what they need to be after that transaction.
And that extra ‘conceptual’ receivable, that was theoretically accruing over that time,
hadnever accrued on the company’s accounts. After the interest payment, the borrower
has fully discharged their obligations, paying down both the principal and interest in
full. So, we need to extinguish the receivable on our books, to get the remaining re-
ceivable balance to $0. And the only accounting entry that had been made to it was
the $250 debit as of the last adjusting entry. So, we just need to credit that account for
$250, and that’s the end of the story.5

9.2 ‘Sales discounts’: Incentives for quick payment

The last concrete thing to cover is “Sales discounts.”6 A Sales Discount is when a com-
pany sells to a customer on credit, sends an invoice with a stated price, but offers a
discount for “early”payment. (You’ll seewhy Iput “early” in scarequotes, by theend.)
Companies do this to incentivize earlier, more secure payment of their accounts. I’ll
show how this is accounted for, and then raise some discussion topics.

Suppose our company sells to a customer “for” $10,500, but states that if the cus-
tomer pays before a certain date (say, December 1, 2021), the customerwill get a Sales
Discount of $500 off. Then, on the date of the initial sale, the company would account
for it as usual, recognizing revenue for the full list amount ($10.5k).

Accounts Receivable (+A): $10,500
Revenue (+S.E.): $10,500

Initial Credit Sale of a Service, October 1, 2021

And, if the customer paid after December 1, and thus had to pay $10.5k, we would
also account for it as usual—debiting cash and crediting A/R for that full amount.

Butwhat if the customerpays early, say, onNovember 20th, and is thus able to claim
the Sales Discount? Start with the Cash (debit). Per the stated terms of the contract,

5This is a case where also drawing out all the T-accounts can be useful and clarifying. Additionally,
another way to think about this is that since we are only making one journal entry for everything that
happened after January 1st, a $250 interest receivable theoretically accrued in that time, but $500 in
interest was paid on that date, so that “nets out” to a $250 reduction in the total interest receivable
on that date. Or, you could imagine, as a thought experiment, what the accounting would look like if
we accrued the extra Revenue and Receivable as a separate journal entry on June 29th, and then paid
everything off on June 30th.

6(Note that these are different from Trade Discounts, which are just ‘discounts’ from the
quoted/stated ‘list price,’ and, so, have no significance in accounting. We already know from our lec-
tures that ‘the list price is just marketingmaterial, the transaction price is what matters’—so there is no
real accounting for ‘trade discounts.’ We just use the actual purchase price as usual.)
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that customerwill only actually pay $10,000. And the customer’sAccounts Receivable
will be fully extinguished—a credit. But that Account was recorded, above, at the full
$10,500. How do we plug the difference?

The answer is we use an account called Sales Discounts (contra-Rev). This is an-
other contra-Account, specifically our first contra-Revenue.

Cash (+A): $10,000
Sales discount (contra-Rev): $500

Accounts receivable (-A): $10,500

Customer pays early, Nov. 20, 2021, claiming discount

You can think of this account as just a ‘plug’ for this transaction. But it also should
make intuitive sense to think of it as a contra-Revenue. Given the core principle that
accruals and cash flows must be ‘reconciled’ over the long run, and given that the
customer is only paying $10,000, the Revenue recognized should be reduced to that
amount.7

Now, one last bit of jargon: Within the context of a company’s own internal ac-
counting, weuse the term ‘NetSales’ tomean the totalRevenuesnetof contra-Revenue
accounts. It’s like the ‘book value’ of Equipment in that respect. (And ‘net’ often has
this meaning in accounting.) The Revenue that companies report on the top line of
their income-statement is thisnettednumber. That is,wedonot report contra-Revenues
as separate lines on the Income Statement.

9.3 Customer Financing: Discounts vs. Notes

In accounting, as in life, we need todraw lines andmake distinctions. But the underly-
ing reality of theworld is always a bit fuzzier. One thing that this chapter brings home
is how our ‘financing’ and ‘operating’ categories can blend together quite a bit. Allow-
ing your customers to buy ‘on account’ is like extending credit financing to them. Take
a closer look at the last two transactions we considered, the Notes Receivable transac-
tion and the Sales Discount transaction.

• In theNotes Receivable transaction, our customer paid $10,500 in cash (interest
plus principal) later instead of paying $10,000 in cash sooner.

7There are also a variety of other contra-Revenue accounts used to account for things like customer
returns. Because learning thosewouldbe somewhat rote, andnot addmuchconceptually, I donot cover
them in this text or my course.
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• In the Sales Discount transaction, our customer paid $10,000 in cash (list price
minus Sales Discount) sooner, rather than pay $10,500 in cash (list price) later.

Summarizing visually, theNotes Receivable contract looks like this:

Condition/timing: pay earlier pay later
Jargon: list price charged ‘interest’
Cash payment: $10,000 $10,500

Credit Sale Financed with Note Receivable

And the Sales Discount contract looks like this::

Condition/timing: pay earlier pay later
Jargon: ‘sales discount’ list price
Cash payment: $10,000 $10,500

Credit Sale with Sales Discount

As should be apparent, the actual underlying cash flows and timing are identical
across these two examples. The jargon we use is different, and so is the accounting.
Admittedly, this pair of examples is a bit stylized. But here are a couple of challenging
questions to chew on, for those who like to go deeper:

1. First, what exactly is the difference between offering a ‘discount’ to customers
who pay earlier rather than later, as opposed to imposing interest terms on
those who pay later rather than earlier?

2. Second, could managers use this to ‘game’ their accounting at all? Suppose that
wewant to reporthigher revenues in2021, and it’s nowDecember. Insteadof sell-
ing on account with interest, and reporting $10k in revenue from the sale, could
we instead sell with a list price of $12k, and offer our customers a $2k ‘discount’
if they pay before June—thereby allowing us to report 20% higher revenues as of
the end of the period (Dec. 31)? Would our auditors stop us from doing that?

3. Third, this issue raises a philosophical question: What do wemean by a ‘trans-
actionprice’when thatprice is in fact conditional upon the timing of the pay-
ment?

4. Fourth, and most generally of all, this suggests that, perhaps, for complex mod-
ern businesses, with rich and complex contracts, we really cannot always per-
fectly cleanly separate ‘operating’ vs. ‘financing’ activities and cash flows.
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Inventory and COGS

Most companies sell physical goods—products. But, to date in this class, we have
always used examples of service companies selling services. Why did we do that? The
reason is that when companies sell a physical good, there are extra steps involved in
accounting for the sale. When we sell services, the accounting was simple, involving a
credit to Revenue and one balancing debit. But when companies sell physical goods,
they also account for the costs attributed to the goods they just sold as an expense.
This chapter is mostly about how to do that.

When a company first acquires and/or produces physical goods that it intends to
eventually sell, we account for that as an asset called Inventory. We’ve talked about
the “general form of an asset.” When we purchase a resource that we expect to use
over multiple periods, we initially write that asset up at the purchase price, and then
expense it out over time, over the period of its use. For each asset so far, the only other
questions have been:

• What do we call the associated expense?

• How do wemeasure the ‘amount used up’?

For Inventory (A), the associated expense that is recognized as it is ‘reduced’ or
‘used up’ is calledCostOfGoods Sold. And the general pattern for assets we’ve seen so
far largely applies, but with a couple of major caveats. For example,manufacturing
companies produce their own products—that is, make their own Inventory. So, for

143



10. Inventory and COGS 144

these companies, the Inventory does not have a purchase price. Instead, these man-
ufacturing companies have a complex process for estimating and allocating all the
costs of production to their products in Inventory. These techniques are complex,
and are covered in intermediate-level financial andmanagerial accounting courses. In
this introductory-level course, wewill consider onlymerchandising companies (such
as retailers you are familiar with), which buy finished products from manufacturers,
for resale to customers. As ever, for these companies, we write the Inventory (A) up at
the purchase price.

So, for our concrete purposes, there are really only twomajor deviations from the
general pattern of assets we’ve seen to date:

• First, under the Perpetual Inventory System, we recognize the expense from
using up Inventory (that is, COGS), on the date of the sale transaction, as an
external transaction, rather than as an adjusting entry at the end of the period.1

• Second, companies have a larger number of allowablemethods for calculating
the amount of Inventory “used up” (that is, the regular COGS expense). And
these different methods, in turn, have different implications for the bottom-line
net income a company will report, and the value of the Inventory on its books.2

I’ll discuss these in order now.

10.1 Perpetual Inventory System

To date, we’ve had one “general form of an asset.” When we first purchase an asset,
we record the full purchase price to the Asset account. Then, over time, as we use
the resource up, we account for the amount used up as an expense, via an adjusting
entry at the end of the reporting period. We record the related Expense and reduce
the balance of the Asset by the same amount. (In the case of Equipment, we did this
indirectly via the Accumulated Depreciation contra-Account.)

However, in accounting for Inventory (A) and COGS (the related expense) under
thePerpetual Inventory System, things are a bit different. We still write the Inventory
up at the purchase price, on the date of its purchase:

1Technically, this is specifically true of companies using the perpetual inventory system, as op-
posed to a periodic inventory system—in the latter, Inventory accounts are updated only at the end
of the period, as was the pattern with previous assets. But, given that nearly all modern retailers use the
perpetual system, and this is what is interesting andnovel in this chapter, it is the default formy course.
Unless otherwise specified, in my course, a perpetual inventory system is assumed.

2(Note that these methods for estimating the amount of Inventory used up—the expense—do not
affect or influence the initial debits to Inventory from purchases. Inventory purchases are always and
everywhere written up at the purchase price.)
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Inventory (+A) $(Purchase Price)
Cash (-A) $(Purchase Price)

Purchase of Inventory, date during reporting period

However, under thePerpetual Inventory System, we do not wait for the end of the
reporting period. Instead, we recognize the COGS expense, and reduce the Inventory
balance accordingly, on the date of the sale, as an external transaction. That is, we
expense the Inventory out on the date it leaves our store.

To make things a bit more palpable, suppose that our company is a Liquid Yeet
retailer. On May 13, 2021, we sell 10 liters of Liquid Yeet to students for a sale price
of $300 in cash. And suppose, for the sake of the example, that we estimate the cost of
those 10 liters of our Inventory, which have now departed our store, was $100. (We’ll
talk about where that estimate could come from, next.) Then, on the date of the trans-
action, we would account for both parts:

Cash (+A): $300
Revenue (+S.E.) $300

Cost of Goods Sold (-S.E.): $100
Inventory (-A): $100

Sell Liquid Yeet from inventory for $300, 5/13/2021

While this still fits the general theory of assets, and is a small change, there are
some cool things about this. First, a bit of jargon: We use the term ‘gross profit’ to
mean Revenueminus Cost of Goods Sold. I.e., it is your ‘profit’ after subtracting only
your most “basic,” “direct” product costs (without subtracting expenses from things
like “overhead,” rent, etc.). We have to wait until the end of the reporting period to
see our bottom-line profit, Net Income because it is affected by all of the expenses
that are recognized as adjusting entries.

But now, because all of the most ‘direct’ product costs are allocated to the Inven-
tory asset, and we expense that out on the date of the sale, a store owner or manager
can visualize the gross profit on a particular sale. That is novel, and valuable for
many entrepreneurs, who wouldn’t want to wait until the end of the year to know if
they are generating any value.

Second, that four-part journal entry vividly illustrateshow“value-generation”works
in accrual accounting, in one single step. Note that, total debits and credits balance,
as they must. However, the Asset gained (Cash (+A), $300) surpasses the Asset ex-
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pended (Inventory (-A), $100); just as the Revenue (+$300) surpasses the COGS ex-
pense (-$100). In other words, while debits and credits balance, the effects on the
total Assets, Shareholders’ Equity, and Net Income do not net out to zero. So, in one
transaction, we can see the link between the Income Statement and the Balance Sheet,
“value creation” in one step, but everything kept in balance.

10.2 Inventory Cost Methods: Calculating COGS

How do we calculate the COGS expense? Companies replenish their Inventory with
fresh purchases on a regular basis. (Inventory is a short-term asset.) This means that
different units in inventory will come from different purchase ‘batches,’ bought at dif-
ferent prices. Per core accounting theory, we shouldwant to allocate the cost of pur-
chasing Inventory asweuse it upover time andmatch that expense to the revenues it
helped to generate. And, given that different inventory units are purchased at different
prices over time, there’s no one obviously-superior way to do this. Companies have
the choice of four major methods:

• Specific Identification,

• First-In First-Out (FIFO),

• Last-In Last-Out (LIFO), and

• Weighted-Average Cost.

I’ll show how each of these methods work, and then back up to discuss. It will be
easiest to understand these methods with a concrete but simple example.

Example Suppose that our company first buys three batches of 100 units each of
Inventory, on January 1st, January 8th, and January 15th, each at different prices, tab-
ulated below; and then it sells 150 units on January 22nd, and then another 75 units
on January 25th.

Batch 1 Batch 2 Batch 3
Date January 1 January 8 January 15
Units purchased 100 100 100
Price per unit $10 $20 $30
Total cost $1,000 $2,000 $3,000

Inventory Purchases
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Sale 1 Sale 2
Date January 22 January 25
Units sold 150 75
Sale price per unit $40 $40
Total Revenue $6,000 $3,000

Sales

Nomatterwhat Inventory costmethod the companyuses, as of January 15th, be-
fore the companymakes any sales, the company’s Inventory account/balancewould
simply be written up with the purchase prices, and look like the below:

Inventory
Jan 1: $1,000
Jan 8: $2,000
Jan 15: $3,000
$6,000

The costing methods only determine what quantity will be recorded as a COGS
expense (and Inventory credit) on January 22nd. The four methods are below:

10.2.1 Specific identification

As the name indicates, under this method, the company would specifically identify
which exact units had been sold, andwhich batch each unit came from. In themodern
era, this could be possible if the full physical flow of inventory goods was tracked with
barcodes or RFID tags. Supposewe determine that, of the 150 units we sold on January
22nd, 80 came from the first batch, 60 came from the second, and 10 came from the
third. Then the Cost of Goods Sold (andmatching Inventory credit) for the January 22
sale would be:

COGS, Jan 22, Speci f ic ID = (80⇥$10+60⇥$20+10⇥$30) = $2,300

And, therefore, the journal entry for the January 22 sale, including both compo-
nents, would be:
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Cash (+A): $6,000
Revenue (+S.E.) $6,000

Cost of Goods Sold (-S.E.): $2,300
Inventory (-A): $2,300

January 22

And, the balance of Inventory after this salewould be $3,700 (i.e., $6,000 - $2,300).

Inventory
Jan 01: $1,000 Jan 22: $2,300
Jan 08: $2,000
Jan 15: $3,000
$3,700

Then, suppose we are told that the 75 units we sold on January 25 all came from
the third batch. Then, the Cost of Goods Sold (andmatching Inventory credit) for that
sale would be:

COGS, Jan 25, Speci f ic ID = (75⇥$30) = $2,250

And, the balance of Inventory after this salewould be $1,450 (i.e., $3,700 - $2,250).

Inventory
Jan 01: $1,000 Jan 22: $2,300
Jan 08: $2,000 Jan 25: $2,250
Jan 15: $3,000
$1,450

While specific identificationmay seem like themost natural, obviously ‘correct’ in-
ventory costingmethod, inpractice, companies rarelyuse it. Sometimes itmaybe too
costly and complex to track inventory units individually. But there are also arguments
to be made that other methods better capture the economics of the company. This is
something that first-time learners findodd and counterintuitive, so I’ll first show those
other methods, and then back up and discuss.
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10.2.2 First In, First Out (FIFO)

As the name indicates, under this inventory costingmethod, the company recognizes
expenses as if the first item added to the company’s inventory (and still remaining
in its balance) was the first one ‘out’—the first one to be sold. In the example above,
the first batch was 100 shirts purchased at $100 each. But the company sells 150 shirts
on January 22nd. So, under this method, we would calculate the cost as if it took 100
units from the first batch and 50 units from the second batch. So:

COGS, Jan 22, FIFO = (100⇥$100)+(50⇥$20) = $2,000

And the balance of Inventory after the Jan 22 sale would be $4k (i.e., $6k - $2k).

Next up: the January 25 sale of 75 units. We’re still using FIFO, but as of now, we’ve
already “usedup”or “expensedout” all 100units fromthefirst batch, and50of theunits
from the second batch. (I like to imagine a litle ‘pac-man’ shuttling along, ‘consuming’
the batches in order.) So, we would “take” the remaining 50 units from the second
batch, and move on to take 25 units from the third batch.

COGS, Jan 25, FIFO = (50⇥$20)+(25⇥$30) = $1,750

And the balance of Inventory after the Jan 25 sale would then be $2,250.

Inventory
Jan 01: $1,000 Jan 22: $2,000
Jan 08: $2,000 Jan 25: $1,750
Jan 15: $3,000
$2,250

Another way to calculate that quantity would be to just to note that, under FIFO, as
of January 25, we only have 75 units of inventory left over, whichmust all be in the last
batch (since we expensed out the first ones first). So, that’s: 75⇥$30 = $2,250.

10.2.3 Last In, First Out (LIFO)

As thename indicates, thismethod is just the opposite. We calculate the inventory cost
as if the last item that we purchased and added to Inventory is the first one ‘out.’ So,
since the company sold 150 units, and each batch it purchased has 100, it would ‘take’
100 units from the last batch, and 50 units from the second batch. So:

COGS, Jan 22, LIFO = (100⇥$30)+(50⇥$20) = $4,000
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And the balance of Inventory after the Jan 22 sale would be $2k (i.e., $6k - $4k).
Next up: the January 25 sale of 75 units. We’re still using LIFO, but as of now, we’ve

already “used up” or “expensed out” all 100 units from the third batch, and 50 of the
units from the second batch. So, we “take” the remaining 50 units from the second
batch, and the final 25 units from the first batch.

COGS, Jan 25, LIFO = (50⇥$20)+(25⇥$10) = $1,250

And thebalanceof Inventory after the Jan25 salewouldbe$750 (i.e., $2,000 - $1,250).
Another way to calculate this is just to note that, under LIFO, as of January 25, we only
have 75 units of inventory left over, which must all be in the first batch (since we ex-
pensed out the last ones first). So, that’s: 75⇥$10 = $750.

10.2.4 Weighed-Average Cost

As the name indicates, in this method, we simply pool all the units remaining in the
inventory account together and recognize COGS at their average cost, calculated as
the total Inventory balance divided by the number of units remaining. In this ex-
ample, the inventory account balance is $6,000, and there are 300 units, indicating an
average cost of $20 per unit (i.e., $6,000/300 units). 150 units are sold. So:

COGS, Jan 22, Weighted Average Cost = 150⇥$20 = $3,000

And the balance of Inventory after the Jan 22 sale would be $3k (i.e., $6k - $3k).
Next up: the January 25 sale of 75 units. As of right now, after that January 22nd

sale, we have 150 units of inventory remaining on our books at a total Inventory cost
of $3,000.

Inventory
Jan 01: $1,000 Jan 22: $3,000
Jan 08: $2,000
Jan 15: $3,000
$3,000

That means the average cost is still $20 per unit, $3,000/150 (but note that the av-
erage cost would have changed if we had had another purchase in the interim, at a
different price). So, the COGS for the January 25 sale would be:

COGS, Jan 25, Weighted Average Cost = 75⇥$20 = $1,500

And the balance of Inventory after the Jan 25 sale would be $1,500.
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Inventory
Jan 01: $1,000 Jan 22: $3,000
Jan 08: $2,000 Jan 25: $1,500
Jan 15: $3,000
$1,500

In practice, the Weighted-Average Cost method is very rarely used.

10.2.5 Inventory Costing Method Problems with Timing Tricks

The example above was simple, designed to illustrate the idea. And, for the most part,
problems involving inventory costingmethodswill be quite straightforward—amatter
of checking your work and doing the arithmetic, diligence, not genius. But the prob-
lemscanget slightlymorecomplexwhenyouhave intervening inventorypurchases.
For these problems, you need to remember that you cannot expense out items that
have already been expensed out. For example, suppose that, after the sale on Jan-
uary 22nd, the company purchased another batch of inventory, 100 units for $40 each.
(Denote this as: Batch 4—Jan. 23, 100 units, $40 each.) And then, the company sold
another 150 units afterwards, on January 24.

Under LIFO, to calculate the COGS on this January 24 sale, in this counterfactual
scenario, the company would start with the last purchases in—the 100 units pur-
chased on January 23rd in Batch 4. But, since there were only 100 units in that batch,
it would need to find 50 more units to “expense.” But we had already “used up” (ex-
pensed out) all of the units in Batch 3, and 50 of the units in Batch 2, on our original
January 22nd sale. So, we would need to ‘skip over’ Batch 3, and ‘expense out’ the 50
remaining units in Batch 2.

Or, similarly, using the Average Cost Method, if new inventory is purchased at a
different price than the previous average, we need to recalculate the average cost as
the total remaining Inventory balance divided by the number of units remaining, in
order to calculate COGS on the next sale. So, it can get be a bit more complex than the
simple example I used above. But again, it requires just diligence, no genius.

10.2.6 Why do these problems?

Admittedly, you will never have to hand-calculate COGS expenses in your careers. So,
why do wemake you do these ‘rote’ arithmetic problems in a university course?

• First, doing these problems helps to bring home what an expense really is in
accrual accounting. An expense is often an allocation or apportioning of a
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past expenditure on an asset. By making you calculate expenses for the same
transaction, using different costing methods, we bring this home.

• Second, it illustrates a core theme and takeaway, of how the ‘bottom line’ is not
such an objective, unquestionable thing. It depends on yourmethod for calcu-
lating certain expenses. And different companies might use different methods.

• Third, the harder problems force you to think carefully about the intimate re-
lationship between assets and their related expenses. E.g., to get hard LIFO-
andWeighted Average Cost-method problems right, you have to think carefully
about which units are remaining in your Inventory balance, after past expenses,
and how that affects the expense allocated to the next purchase, etc.

10.3 Comparing Inventory Costing Methods

10.3.1 Why not specific identification?

Probably the most frequent question that first-time learners ask when learning about
inventory costing methods is why don’t companies always just use specific identifica-
tion? This seems like the most natural, obvious, correct, and direct way to recognize
costs—to use the purchase cost of the actual unit that you literally sold.

There are a couple of answers to this question. An easy answer is that, in many
businesses, it’s costly and complex to track the actual flow of individual units of inven-
tory. But, in the modern, digital era, there are plenty of firms that can track each indi-
vidual unit with RFID codes (note that companies know when you do or do not open
their promotional emails), but that still don’t use specific identification for inventory
accounting.

A deeper answer is that, based on core accounting principles, specific identifi-
cation isn’t necessarily a better way of representing the economics of the firm.

In general, the expenses associated with ‘using up’ assets are the way a company
allocates the cost of its initial investment over time,matched to sales, to give a mea-
sure of whether the company is selling at above its costs on an ongoing basis. And,
from that perspective, the dollar amounts that the company paid for individual inven-
toryunit are sunkcosts—thosepurchases are in thepast. So, when the company sells a
particular unit of inventory, it’s not obviously important that we expense the exact cost
of that particular unit, rather than an identical unit from a different batch. Consider
the following thought experiment, which illustrates this more vividly.

Winter storm shovels: Suppose our company is a local general store in the North-
east, and it is late fall. We currently have 15 shovels on our shelves, all of which we



153 Comparing Inventory Costing Methods

purchased from a single batch, for $10 each. Now, suddenly, a surprising early winter
storm is approaching. We know that there will be demand for shovels, so we want to
stock up. But, because of the surge in demand, and treacherous roads, our supplier
now charges us $20 each. Even so, we buy another 15 at this price.

Now, fast forward to the late-April thaw. There are still four shovels left over on
the shelves—two from each batch. A customerwalks in, sees four identical shovels on
the shelves, and picks one of them at random to purchase.

Discussion Question: Is it important in any way, economically, or for the users of
our company’s Financial Statements, that our COGS expense for that sale reflect the
particular batch it happened to be purchased in ($10 or $20), depending upon that
customer’s random choice? That cost variance, from the past winter storm, is a sunk
cost, a one-off event. Of course, we do need to allocate the total expenditure in some
way, at some point, over time. But should this customer’s random decision decide ex-
actly how or when? This thought experiment shows that specific identification isn’t
really ‘better,’ if we’re focused on the big-picture goal of accounting, measuring and
communicating the financial performance and position of a company in a way that is
useful to the users of the Financial Statements.

If that abstract argument doesn’t persuade you, consider the empirical fact: The
vast majority of companies use either FIFO or LIFO for inventory costing.

10.3.2 Comparing FIFO and LIFO

Companies need to consider a couple of different factors when they choose whether
to use FIFO or LIFO for inventory costing—and, in turn, investors need to think about
those same factors when interpreting those companies’ financial statements. We can
understand the tradeoffshereby just thinkingcarefully about themeaning of the terms.

• LIFOpros and cons: By definition, LIFO starts with recognizing/allocating costs
from the later batches of inventory purchases.

– LIFO pros: You could argue that LIFO is normatively better—gives you a
better picture of the ‘true’ economics of the firm—since it uses the most
up-to-date measure of the costs of acquiring the company’s Inventory.
If net income is supposed to be ameasure of whether the company is sell-
ing at above its ongoing cost of production, themost recent inventory ac-
quisition costs are themost relevant for that. For this reason, LIFO is some-
times characterized as the “income-statement method” in this context.

– LIFO cons: One obvious problem with LIFO is that, because it starts with
the latest inventory purchases, if the company maintains a positive inven-
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tory balance, its earliest inventory purchases will remain on the books at
their original, now-stale costs. The costs of those earliest purchases are
never allocated to sales. So, in general, under LIFO, the Inventory balance
reported on the Balance Sheet will be understated.

• FIFOpros and cons: By definition, FIFO starts with recognizing/allocating costs
from the earlier batches of inventory purchases.

– FIFO pros: So, you could then argue that FIFO is normatively better: It
doesn’t have the sameproblemLIFOdoes, of the earliest purchases remain-
ing on the company’s books un-allocated as costs. So the Inventory balance
reported on the Balance Sheet will more closely approximate its current
market value . For this reason, FIFO is sometimes called the “balance-sheet
method” in this context.

– FIFO cons: But, the tradeoff is just the flipside. As a result, the revenues
from sales are notmatched to themost up-to-datemeasure of its Inventory
costs. So, FIFO arguably does aworse job providing timely information, via
the income statement, about whether the company is selling at above its
cost of production on an ongoing basis.

Empirically, the choiceofmethodhasfinancial implications for the company’s re-
ported bottom-line net income. Usually, in most industries, costs tend to rise over
time. Most advanced economies experience inflation rather than deflation, which is,
by definition, a rise in average prices. And since LIFO ‘picks out’ themost recent in-
ventory purchases, while FIFO picks the earliest inventory purchases, thismeans that
the LIFO method usually generates higher COGS expense recognition. By core ac-
counting identities, thatmeans that LIFOwill also entail lower net income, and a lower
Inventory (and net Asset and Shareholders’ Equity) balance. And just the opposite for
FIFO.3 Given this,whywould companies ever choose touse theLIFOmethod? Here,
it’s time to introduce a new accounting theme: tax reporting vs. financial reporting.

10.3.3 FIFO, LIFO, and Taxes

Background on tax reporting

Companies pay taxes on their tax profits—that is, their profits as calculated under tax
accounting principles and regulations. In theU.S., these taxes are collected andmon-
itored by the Internal Revenue Service (IRS) and owed to the government. As of De-
cember 2020, U.S. corporations pay a tax rate of 21% of their corporate tax profits. But,

3In the minority of times and industries in which inventory purchases prices are decreasing over
time, the situation will be just the opposite.
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the profits on which companies pay their taxes (their ‘tax profits’) are different from
the financial-accounting net income (calculated underGAAP accounting principles)
that we have been discussing to date.

Put differently, companiesneed to report their profit to the IRS, in order to calculate
their tax obligation—but tax reporting is a separate system, with different rules and
standards, than the financial reporting that is the subject of this course. This is the
explanation behind news stories you often read about how some company (say, e.g.,
Amazon) earned $(Large)profits, but paid $(Small) taxes. Such companiesare paying
21% of their U.S. reported tax profits. But that base is much smaller than their GAAP
financial-accounting profits, which are the quoted $(Large) number.

Does this seem illogical and unfair? You could argue it either way. Accounting is
about getting information to parties who need that information, to use it for various
different purposes. Financial accounting is the accounting that is done primarily for
companies’ financial investors. And they may need information different from the
information required by the IRS.

For example, investors may want timely information about companies’ perfor-
mance in order to make their investment decisions. And the FASB, in setting GAAP
standards for financial reporting, may care about timing issues, because it wishes to
prevent companies from deceiving investors about growth. Meanwhile, the IRSmay
care less about timeliness and timing issues (i.e., theexactperiod inwhich someamount
is recognizedas anexpense)—itmay just care that companiespayanappropriate share
of profits to government over the long run.

So, there can be logical reasonswhy the two systemsmight differ. But, no doubt,
political lobbying and bureaucracy also explain many of the idiosyncracies of tax vs.
financial reporting standards.

Relevance of tax to FIFO/LIFO

So far, we’ve assumed that the methods that these two accounting systems, financial
vs. tax reporting, use are independent—that a particular accounting choice that the
company makes for financial accounting purposes has no effect on its tax profit. And
that is still the the general rule—the two systems are independent, by default.

But Inventory accounting is a special case, the one exception to this rule in this
course. Under the “LIFO conformity rule,”U.S. companiesmust use the same inven-
tory costingmethod for their tax accounting as theydo for theirfinancial accounting.
As above, since costs tend to rise over time, LIFO will usually be the method that will
showhigherCOGSexpenses and thus lowerprofit. Lower taxprofitmeans lower taxes
owed—a good thing for companies’ owners.

Of course, under the conformity rule, by definition, that means they’ll have to do
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the same for their financial reporting, lowering reported Net Income as well. And, in
turns out that nearly all companies accept this tradeoff. Companies prioritize mini-
mizing the “real” tax cash obligation over maximizing reported, accrual-basis Net
Income. The reason for this is that investors and financial analysts are not stupid.
They can ‘unravel’ the effect of LIFO vs. FIFO reporting onNet Income. So, firms prior-
itize saving real cashmoney.

Summarizing the above, companies will generally want to use LIFO for tax report-
ing in order to minimize their tax costs, but the LIFO conformity rulewill force them
to do the same for their financial accounting. Most companies decide that the benefit
of a lower ‘real’ tax burden isworth the downside of reporting lowerNet Income in their
financial accounting.

10.4 Inventory, COGS, and their relationship

We just learned a couple different allowable methods for estimating COGS. But the
core axioms of asset accounting still apply to Inventory regardless. This means that
there are a lot of things we can know, and trick-question problems we can solve, with-
out knowing which costing method is being used—just knowing how assets work.

Recall that, with Inventory (like assets in general), we write it up at the purchase
price, and credit it (reduce it) with each corresponding expense. Based off of what
we’ve seen so far, these are the only things that affect the Inventory T-account.4 So,
the balance of the Inventory account will be the cumulation of purchases that have
incremented it and the COGS expenses that have decremented it:

Inventory
$(Purchase i.) $(COGS from sale 1)
$(Purchase ii.) $(COGS from sale 2)
$(Purchase iii.) $(COGS from sale 3)

$(COGS from sale 4)
$(COGS from sale 5)

... ...
$Inventory Balance

Or, put differently:

Inventory Balance = Â $(Inventory Purchases)�Â $(COGS)

4The rare exception to this is when Inventory is impaired, which we discuss at the end of this note.
In general, impairments are rare events, and so if a problem does not specifically specify it, you can
assume them away.
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You can see that this is just a case of the general asset identities we discussed in
Chapter 5:

Asset Ending Balance = Asset Beginning Balance+Purchases�Related Expense

Purchases = DAsset Balance+Related Expense

So,we canoften calculate aCOGSexpensewithout knowing the specificmethod
used, just by understanding these relationships. For example, suppose we have a be-
ginning balance of Inventory (x, e.g., $100), and ending balance (y, e.g., $120), and
are told the COGS expense (z, e.g., $40)—then we can infer how much Inventory the
company must have purchased over that period (v). Specifically, it must be that v =

(y� x)+ z = $60. More generally, given any three of the four variables we can solve
for the fourth.

10.5 ‘Levels of profitability’ / Multi-Step Income State-
ment

The income statement starts with top-line revenues, subtracts out all of the company’s
expenses, and gets us to the proverbial bottom-line net income. Now that we’ve talked
about COGS, we’ve talked about most types of expenses that are in the income state-
ment. A common practice in business and financial analysis is to analyze different
‘levels’ of profitability, as we go down the income statement, netting out various cate-
gories of expenses.

Based on what we’ve seen so far, a simple Income Statement could look like this:

Income Statement for the Fiscal Year Ending Dec. 31 2020
Total Revenues $120
Cost of Goods Sold ($40)
Salaries Expense ($20)
Rent Expense ($10)
Interest Expense ($10)
Tax Expense ($9)
Net Income $31

A ‘multi-step income statement’ is not really a GAAP thing, but is something that
companies or investorsmight add tomake it easier to understand and analyze a com-
pany. It starts with top-line revenue, then sequentially subtracts out various expenses,
but nets out those expenses at intermediate stages (that is, before bottom-line net
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income), to get several profitability-typemeasures. Thesemeasures allows us to better
analyze the drivers of a company’s profitability and its opportunities.

10.5.1 Gross Profit

After starting out with top-line revenue, if we only subtract out the first expense line
item, Cost of Goods Sold (COGS), the difference is called Gross Profit.

Gross pro f it = Revenues�COGS

One way to understand it is that gross profit is what the company’s profit would
be if its only expenses were its most ‘basic’ costs involved in the direct physical pro-
duction or acquisition of its product (i.e., its Inventory). A company’s Cost of Goods
Sold—that is, the cost of its product Inventory—is often considered its most ‘basic’ or
‘inflexible’ cost. Analysts, private equity investors, or consultants might believe that
companies could “cut out fat” in terms of other expenses—e.g., the salaries of mid-
dle managers, or headquarters’ rent, or advertising—but, COGS is harder to ‘budge.’
The classic private-equity business model is to try to identify companies with de-
centGross Profitmargins, but with plenty of “slack” in other expenses. Private-equity
investorswould buy control of these firms, and cut out those other costs, in an attempt
to increase the total profitability of the company and thus the value of the equity. So,
the Gross Profit Margin is an important input in understanding companies, as well
as shaping and transforming them.

10.5.2 Operating Income (and EBIT)

The next ‘level’ of profitability in our textbook’s framework is “operating income.”
Here, it’s easier to start with the idea, and then talk about the calculation. As the
name indicates, operating income seeks tomeasure the value the company is generat-
ing from its actualnormalbusinessoperations. That is, it is supposed tobeexclusiveof
financing and investing factors, such as interest expenses, ‘gains,’ and certain other
unusual or one-time ‘special items’ having to do with more advanced accounting is-
sues. So, the best definition is, admittedly a bit circular:

Operating Income = Revenue�All Operating Expenses (10.1)

In the context of what we’ve done so far in this class, we haven’t seen any of these
‘special items.’ So, for our purposes, it’s probably easiest to just start at the bottom
of the income statement, and then work our way up, adding back every expense
that is not operational. In the context of what we’ve done so far, that’s a short list,
of only two items, Interest Expense and Tax Expense. So, at this point in the course,
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Operating Income is identical to another very common measure, Earnings Before
Interest and Taxes (EBIT). The name indicates that it is the profit before taking out
expenses for interest and taxes—that is, after adding them back.

EBIT = Net Income+ Interest Expense+Tax Expense (10.2)

EBIT is commonly used by financial analysts, because it allows us to compare the
performance of two firms that have different capital structure (leverage ratios), in
an “apples-to-apples” comparison. The firm with more debt-financing would have
higher interest expenses, holding all else equal. Therefore, if we want to compare the
operational performance of the two companies, we would want to adjust for that by
‘excluding’ Interest, using a measure like EBIT.

In the context of this phase of the course, and the income statement above, it is the
same thing as ‘Operating Income.’ However, as we advance, in practice, the two can
differ. For example, next chapter we’ll learn about ‘Gains’ and ‘Losses’ on the sale of
long-term assets. You may recall from Chapter 1 that selling a long-term asset is con-
sidered an investing activity. For that reason, and because such sales are not regular
occurrences, and are instead ‘one-time’ special items, and not part of the ‘core oper-
ations’ of the firm, they would be excluded from Operating Income. However, in that
case, if we strictly define EBIT as justNet Income + Interest Expense + Tax Expense, then
EBIT would not exclude those gains and losses. Therefore, while ‘operating income’
and ‘EBIT’ are closely related concepts, and sometimes can be the same, they can also
be different.

This can be a bit confusing or frustrating at first. But business people get used to
it. Remember that these ‘levels of profitability’ are tools of financial analysis—they
are not GAAP quantities. So, these are a matter of convention, the practices that ana-
lysts and business people use to do the analysis they want to do. So, different analysts
maymean slightly different things by ‘Operating Income,’ dependingon the company
they are analyzing, or the purpose of the analysis, or the firm they work for. Annoy-
ingly, there is some inconsistency in practice in terms of how people classify depreci-
ation and amortization (D&A). Sometimes, some people exclude D&A expenses from
their definition of ‘operating income,’ because, they argue, D&A are allocations of past
investing cash flows. Other people include D&A expenses in their definition and cal-
culation of operating income, arguing that companies will need to continue investing
in long-term assets (Equipment, Patents) to continue operating in the future.

For my exam, I plan to make my problems unambiguous for my students—if I ask
you to calculate these quantities, I’ll exclude any items that could cause ambiguity.
(E.g., if I ask you to calculate ’operating income,’ I’ll give you an Income Statement
with no Depreciation and Amortization.) For your internships and jobs afterwards,
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ask people to clarify their precise definition of ‘operating income.’

10.5.3 Multi-Step Income Statement

So, adding in these extra ‘steps’, our previous Income Statement would look like the
below. Gross Profit comes rightbelowCOGS;Operating Income comes right above all
the ‘non-operating’ items, suchas interest expenseand tax expense—in thisparticular
case, that’s equivalent to EBIT.

Multi-Step Income Statement for the Fiscal Year Ending Dec. 31, 2020
Total Revenues $120
Cost of Goods Sold ($40)
Gross Profit $80

Salaries Expense ($20)
Rent Expense ($10)
Operating Income / EBIT $50

Interest Expense ($10)
Tax Expense ($9)
Net Income $31

10.6 Capitalizing Shipping Costs

If you pay for shipping for your inventory (‘freight-in’ in the jargon of the business),
how do you account for it? Here, the rule is simple, but the discussion around it is
more complicated and interesting. First, the rule: We add the shipping cost to that
batch of Inventory—and, by core accounting identities, that will, in turn, affect the
COGS.

Example: Suppose our company is a retailer, and we buy 100 units of Inventory
from a wholesaler at a price of $10,000, but we also separately pay $500 to ship the
goods to our store. We account for both as part of the Inventory asset.

Inventory (+A): $10,500
Cash (-A): $10,500

Purchase of 100 units of Inventory ($10k) and $500 of shipping
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So, as a part of this batch purchase, we now have 100 units, at a total Inventory
cost of $10,500. This means that when it is time to ‘expense out’ this batch as COGS,
the inventory cost per unitwill be: $10,500/100 units = $105 per unit.

This is something that would have seemed strikingly odd to you in the first week
of this class, for understandable reasons. How does paying outmoney for shipping in-
crease the accounting value of the Inventory asset? Isn’t cash payment to the shipping
company, a bad thing, a cost, something that decreases value? By this phase of the
course, it may seem less shocking. By now, we are accustomed to the core principles
of accounting, and how expenditures are frequently ‘capitalized’ as assets.

There are a couple of principles we can appeal to, in order to understand this rule.

• First,most generally, recall thatAssetsare ‘deferredexpenses’/‘prepaidexpenses.’
So, by adding the Shipping Cost to the Inventory asset, we’re not denying that
it’s an expense — we’re just expensing it out later (via COGS), rather than now.
So, by adding the shipping to Inventory, to be ‘baked in’ to the COGS on the sale
date, we’re achieving bettermatching of expenses to their corresponding rev-
enues. To make this concrete, if we were to then sell and expense out 10 units
from the batch above, which we had acquired at $100 plus $5 per shipping per
unit, the COGS from that sale would be:

COGS (-S.E.): $1,050
Inventory (-A): $1,050

COGS from Selling 10 units from the batch above

• Second, suppose that, instead of charging for shipping separately, our whole-
saler simply baked it into the invoice for the inventory itself—much like the
psychologically-manipulative fiction of “free shipping” from Amazon prime.
Should the accounting be different in that case, based off of the way the invoice
iswritten? Given the rule above—thatweadd shipping costs to Inventory—these
different ‘forms’ will be accounted for identically.

Next chapter, we’ll find out that this is a pattern for a variety of assets. In the early
chapters of the textbook, we wanted to keep things simple, so we said that assets are
written up at their ‘purchase price.’ But the reality is slightly more complicated than
this. In fact, many assets are written up at their purchase price plus all of the costs
necessary to get them ready for use. Shipping is the first example, but not the last.
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Long-Term Assets Part 1: Complications

11.1 What do we know about assets so far?

We’ve been learning the broad theory of assets since the beginning of class. In the first
lecture, we learned the FASB definition: “Probable future economic benefits obtained
or controlled by a particular entity as the result of past transactions or events.”

Initially we learned that companies record the value of their assets on their books
at their actual purchase price (rather than the company’s opinions about what those
assets are worth). We appealed to the accounting principles of verifiability and con-
servatism. Later on, as we learned about accrual accounting, we characterized assets
as ‘deferred expenses’: If you are going to use some resource over future periods, you
‘write it up’ or ‘capitalize’ it as an asset now, so that you can expense it out later on,
matching the expense to the period in which it is used. We’ve talked about the “gen-
eral form of an asset”:

Asset (+A) $(Purchase Price)
Expense (S.E.) $0

Cash (-A) $(Purchase Price)

Purchase of Asset, date during reporting period
(External Transaction)

163
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Related Expense (-S.E.) $(Amount Used Up)
Cash (A) $0
Asset (-A) $(Amount Used Up)

End-of-period adjusting entry for expense related to asset, 12/31

And that is still the basic theory, at a high-level. What we will learn in this chapter
is a bunch of caveats, details, and a couple of things that might look like exceptions
to that rule. And we’ll talk about how to interpret the financial statements that are
produced by these accounting rules, given these complications.

11.2 Complicating and caveating ‘purchase price’

11.2.1 Capitalizing costs for ‘getting ready for use’

Earlier in the course, we repeated themantra that ‘assets are initiallywritten up at their
purchase price.’ The reality is slightly different: assets are written up at the purchase
price paid to the seller plus the costs the company incurs to get the asset ready
for use. The mantra we repeated earlier wasn’t really a lie, but, instead, an elision: It
remains the case that accounting primarily relies on ‘historical costs’ to determine
the initial value of the asset (i.e., what the company actually paid, rather than what
it wants to believe). It’s just that, now, we learn that this includes capitalizing certain
additional costs involved in the preparation of the asset.

This relates to the discussion from the last chapter, of why Shipping costs are cap-
italized in Inventory. Since retailers must pay shipping in order to get their Inventory
in a place where they can sell it, under the matching principle, the expense should
be allocated to the period in which the goods are actually sold. But if those costs will
be expensed out later, they can’t be expensed out now—so they are first capitalized in
Inventory, and thus to the COGS recorded on the date of the eventual sale. The same
logic applies to other assets as well.

That’s the accounting principle. But note thatmanagers could potentially use that
accounting principle opportunistically. Capitalizing something as an asset rather
than immediately expensing it means that the company will report a higher asset bal-
ance and net income in that period. As such, U.S.GAAP provides a decently high level
of detail on what specific expenditures can be capitalized.

Those specifics vary by assets. For example, for Land, the costs of “attorney, real
estate commissions, title, title search, and recording fees” will be included. For build-
ings (i.e., Plant), “realtor commissions and legal fees” are included. And for Equip-
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ment, “sales tax, delivery insurance, assembly, installation, testing, andeven legal fees”
count. Sometimes, companies will have tomake up back taxes in order to be given
legal/regulatory permission to make certain purchases. If paying a back tax is a con-
dition of initiating use of the asset, that will count as well. However, recurring costs
such as annual property insurance premiums and taxes are fully expensed as they re-
cur, rather than capitalized (Spiceland et al, Financial Accounting, 5 ed., pp. 345-347).

For the purposes of this introductory course, the key overarching concept is to con-
sider whether the cost is non-recurring and a condition of initiating the use of the
asset. If so, you can assume the cost is capitalized in the asset. If not, not.

11.2.2 Subtracting out salvagedmaterials

The flip side of the above is that we also must subtract the value of materials or bene-
fits that are salvaged and then sold off from the original asset. This is something that
probably would have seemed strikingly odd in Week 1 of this class. How does getting
and selling something of value decrease the value of the asset?

Note that if a company salvages somematerial frompurchased land, and then sells
it forCash (A), and deducts that amount from the value of the Land (A), the total asset
balance of the company will remain unchanged. This will just re-allocate that value
from Land to Cash. Tomake sense of this, consider the following thought experiment.

“Pot of Gold” thought experiment: Suppose that we buy a piece of Land from a
seller, and both we and the seller know that the land had a pot of gold on it. If so, then
that pot of gold would factor into our negotiations, and the eventual price at which we
strike a deal. If we, likemost companies, don’t have a separate account for ‘Pot ofGold,’
that full negotiated purchase price would be initially allocated to the Land account. If
we subsequently removed the pot of gold from the Land and sold it off for Cash, but
didn’t reduce the Land account, it would be as if we were double-counting the pot of
gold, and over-reporting the remaining value of the Land. That pot of gold was already
factored into the purchase price, and, thus, initial accounting valuation of the Land.
So, if we sell it off, the balance of Land should be reduced by the same amount.

Generalizing, companiesusuallyhavean initial expectation that therewill be some
salvageablematerials on assets they purchase, so we assume that that is already fac-
tored in to the transaction price; and the subsequent sales of those salvagedmaterials
are not unexpected ‘gains’ but are re-allocations.

11.2.3 Practice Problem: Capitalizing and Subtracting

Problem: MattCorppurchasesEquipment fromaseller for apriceof $10m. MattCorp
pays legal fees of $500k to secure title, as a part of the transaction; pays back taxes of
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$250k in order to begin operating the equipment in the state; pays a recurring annual
$1m insurance premium to insure the Equipment; and salvages scrap materials from
the equipment that it then sells for $1m in Cash. What would be the initial carrying
value of the Equipment onMattCorp’s books (i.e., after all these events but before any
subsequent depreciation expense)?

11.3 Sellingoffordisposingofanasset: GainsandLosses

One thing that’s missing from the ‘general form of an asset’ we’ve discussed to date
(purchasing an asset and then expenseing it out as it is used up), is the final step: Ei-
ther selling the asset off or disposing of it. (One of those two will have to happen even-
tually.) The accounting for this is relatively simple, but the implications are quite
interesting—and they introduce a new category of accounts.

11.3.1 Gain on the Sale of a Long-Term Asset

Consider the following example: Suppose that on Jan. 1, 2020, our company bought a
piece of Equipment for $10million, and assumed a useful life of 10 years, zero salvage
value, and straight-line depreciation—i.e., $1m of depreciation each year. Now, fast
forward to January 1, 2025. The Equipment nowhas a book value of $5m (i.e., $10m�
5 ⇤ $1m). Suppose we now decide to sell the Equipment, and fetch $6m in Cash upon
the sale. How do we account for this?

The intuitive way to think about this is like so: We are getting $6m in Cash (an
asset), but we are extinguishing the Equipment, an asset that has a net / book value
of $5m. And so we need a $1m ‘plug’ to balance things out. And we can infer that
this ‘plug’must increment Shareholders’ Equity: The value of the Cash (A) we gain
from the sale is greater than the book value of the real asset we discharged, so our net
assets—another way of saying Shareholders’ Equity—increased.We call this plug a
‘Gain,’ and treat it as a contributor to Shareholders’ Equity (like Revenue) accordingly.
So, the way I think about this is like so:

Cash (+A): $6m
Equipment at book value (-A): $5m
Gain (+S.E.): $1m

Gain on Sale of Equipment: Intuition / logic / ‘white lie’
(NOT technically correct)
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But, in reality, there’s one extra step here. As we learned in Chapter 5 many com-
panies keep separate accounts forEquipment (A) and itsAccumulatedDepreciation
(contra-A). So in that case wewould need to separately extinguish them. So, the tech-
nically correct journal entry is:

Cash (+A): $6m
Accumulated Depreciation (-contra-A): $5m

Equipment (-A): $10m
Gain (+S.E.): $1m

Gain on Sale of Equipment: Dirty truth (technically correct)

Written that way, it looks intimidating and unwieldy. That’s why I showed themore
intuitive, technically incorrect, version first, where a ‘Gain’ is just a plug between the
book value and the sale price. But, as you can see, in the ‘technically correct’ version,
theGain is still that samenumber andplug. To solve theseproblems, I recommendfirst
thinking about that intuition, and then reminding yourself to deal with the extra
step for the Accumulated Depreciation contra-account.1

11.3.2 What is a ‘Gain’?

So what exactly is a ‘Gain’? It’s something that behaves like a revenue—contributes
positively to net income, on the income statement—but isn’t one. We need to account
for this gain, for things to balance. Ournet assets have increased as a result of the sale,
since the Cash (A)we got was greater than the book value of the real asset we just got
rid of. But the sale of long-term assets is not part of the ‘core,’ typical operations of the
firm. We generally don’t expect Gains to be ‘persistent’ (repeatable) like revenues from
sales of goods and services. So, we want something that increments Net Income, but
isn’t a Revenue—we call that thing a ‘Gain.’ (Note that Gains would be excluded from
Operating Income in the multi-step Income Statement, from Chapter 10.)

How dowe interpret a Gain? Is it good news? It’ll be easiest to answer this question
once we look at a slightly different scenario, with a different result.

11.3.3 Loss on the Sale of a Long-Term Asset

Suppose everything ‘real’ above was held constant (i.e., the real purchase price, use
and sale of the asset were all the same), but the management of the company had ini-

1Companies can also dispose of assets. As youwould logically expect, the basic concept is identical.
If the company disposes of the asset for nothing, it is as if $0 is the ‘sale price’ and everything else is the
same. If the company salvages materials and sells them for $X, it is as if $X is the ‘sale price.’
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tially decided tomake amore aggressive depreciation assumption. E.g., suppose the
company had initially assumed the useful life of the asset would be 20 years. This, in
turn, wouldmean the annualDepreciationExpensewas $500k, and the accumulated
depreciation as of the sale on January 1, 2025 would be $2.5m, leaving a book value of
$7.5m. So, when the Equipment is sold for $6m in Cash, we once again need to plug
the difference—but this time, it needs to go in the opposite direction.

When an asset sells for less than its book value, the ‘plug’ is called a ‘Loss.’ And,
Losses are just theopposite ofGains, so everything in this case is symmetric to that case.
Our net assets have decreased as a result of the sale. So, the ‘plug’ must decrement
Shareholders’ Equity, like an expense. But, we do not wish to call this an expense, since
it is not part of the company’s core, recurring operations. So, instead, we create a new
category, and call this a ‘Loss.’ And, to get things technically correct, we once again
need to remember that Equipment and Accumulated Depreciation are tracked in
separate accounts, and need to be extinguished separately. So, the technically correct
journal entry is:

Cash (+A): $6m
Loss (-S.E.): $1.5m
Accumulated Depreciation (- contra-A): $2.5m

Equipment (-A): $10m

Loss on Sale of Equipment, January 1, 2025

Now, note that we’ve gone from a ‘Gain’ to a ‘Loss,’ holding all the ‘real’ transac-
tions fixed, just by changing the initial estimate, the depreciation assumption. If
you find this weird, and arguably problematic, you should!

11.3.4 Are gains (vs. losses) good (vs. bad)?

So, does a ‘Gain’ vs. ‘Loss’ mean ‘good’ vs. ‘bad’ news? Not really. Or at least a ‘gain’
(vs. loss) does not mean that the company did a good (vs. bad) job using or selling
the asset, or made a wise (vs. unwise) choice to sell at that price. Gains and Losses
simply are what they are, by definition: The difference between the book value of the
asset and its realized sale price. And the book value of the asset is determined by the
accumulated depreciation charged to the asset, which, in turn, is a function of past,
subjective managerial estimates.

So, what a Gain reallymeans is that the accounting depreciation you charged to
the asset in the past was greater than the real economic depreciation (reflected in its
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subsequently realized sale price).2 So itdoesn’tnecessarilymean thatwemade a good
choice to sell the asset. But, it does mean that, because the depreciation expenses we
assumed in thepastwere toohigh, weneed to ‘correct’ for that by adding the gain back,
via net income (and thus to RE and SE).

Gains and Losses are also common suspects in “earnings managment” — tech-
niques thatmanagers tend to use to ‘massage’ their reported net incomeover time. For
example,managersmight intentionally over-depreciate assets on their books (i.e., in
accounting terms) in order to ‘store up’ the ability to sell the asset and realize a ‘gain’
in the future. That way, if, e.g., the company has a bad year in terms of sales, it can use
the gain to buffer its earnings. Savvy analysts are on the lookout for these gimmicks,
and know how to adjust for them. Remember that gains and losses are excluded from
Operating Income in themulti-step income statement.

11.4 Other depreciation ‘patterns’ andmethods

Depreciation expense is one of the largest expense items on companies’ income state-
ments. Here are the things we’ve learned about depreciation to date:

1. Accounting depreciation is accounting’s way of apportioning the net cost (that
is, purchase price minus salvage value) of assets across the period of their use.

2. It does not necessarily equal the ‘real’/economic depreciation of the asset.

3. It is justified by the ‘matching’ principle: Since investments in assets will be used
to generate revenues over many periods, we first write those assets up, then ex-
pense them out over time as depreciation.

4. Accounting depreciation is based onmanagerial estimates about the future and,
thus, unverifiable and potentially manipulable for “earnings management.”

Those are still the high-level ideas. But, to date, since we’ve been focusing on the
concept, we’ve only talked about one kind of depreciationmethod—and, in particu-
lar, the very simplest kind, straight-line depreciation. In straight-line depreciation,
we apportion the depreciable value (purchase price minus estimated salvage value)
evenly over time. So, concretely, suppose we bought an asset for $100 on January 1st
of some year, and expected to sell it for $10 9 years later. Then the depreciable value
would be $90, and we would record $10 in Depreciation Expense each year. So, the
book value of the asset would decline as the eponymous straight line, over time:

2Everything here applies in reverse/symmetrically to losses on the sale of an asset. I.e., losses just
indicate that the accounting depreciation you charged was less than the real economic depreciation.
I’m just trying to keep the sentences manageable here.



11. Long-Term Assets Part 1: Complications 170

But, in principle, there are any number of other ways in which we could appor-
tion the expected net cost (depreciable value) of the Equipment over the period of
its use.

11.4.1 Activity-Based Depreciation

Instead of apportioning the expense evenly per year, we could instead apportion it
evenly per unit produced. This is what we call activity-based costing. And it’s quite
intuitive. As before, we estimate what the salvage/residual value of the asset will be at
the end of its useful life. The difference between that value and the purchase price is,
once again, the depreciable value. But, then we estimate estimate howmany unitswe
expect the Equipment to produce over that time period. And then we evenly allocate
that depreciable value on a per-unit basis.

Depreciation exp. per unit =
Purchase Price�Salvage Value

Expected no. o f units to be produced

Note that with activity-based costing, the book value of the asset will once again
be a ‘straight line,’ just with the numbers of units produced on the X-axis, instead of
years.

However, in any given reporting period, the depreciation expense will vary de-
pending on howmany units were actually produced in that period. So the pattern of
depreciation expenses and the Accumulated Depreciation T-account will be uneven,
on a periodic basis, even though the expense is evenly allocated on a per-unit ba-
sis. So, for example, if we purchased some Equipment at the beginning of 2021, and
did annual reporting, then our Accumulated Depreciation account at the end of 2023
would be like so:
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Accumulated Depreciation (contra-A)
$(Depreciation per unit * units produced in 2021)
$(Depreciation per unit * units produced in 2022)
$(Depreciation per unit * units produced in 2023)
...

Why do companies choose to use activity-based depreciation, or not? There is a
quite persuasive argument in favor of this method: By allocating expenses on the ba-
sis of the actual units produced, it seems it could do a better job of matching the
expenditure on the equipment to the revenues it generated, a major principle and
goal of accounting. And, indeed, many academics and consultants advocate for it on
that basis, arguing that it gives a better picture of a company’s profitability.

Why don’t all companies use it, then? It can be difficult to forecast howproductive
a new piece of equipment will be. And so, in turn, when companies use activity-based
costing, it may be difficult to forecast annual depreciation expenses; or, they could
produce many more units than expected, and need to make an awkward adjustment
to keep its book value above zero. Another reason is simple convention: People and
firms are more accustomed to time-based straight-line depreciation, and norms in-
side companies are sticky.

11.4.2 Accelerated Depreciation Methods

Another thing companies can do is use a time-based pattern of depreciation, but vary
the rate per time-period. By definition, ‘accelerated depreciation’ is when compa-
nies charge higher depreciation expenses earlier on, and, in turn, lower expenses
later on in the asset’s life.3 Many companies use accelerated depreciation schedules
for most of their long-term tangible assets.

Why do companies do this? A normative argument is that this may, in some cases,
provide better matching, for assets that are expected to be more productive in the
earlier years of their use. A more pessimistic reason is that companies may want to
better ‘manage’ earnings. They may want to record higher depreciation earlier on so
that they can then showmore ‘growth’ in the future, or store up the ability to recognize
a Gain upon the sale.

Formalizing, by definition, accelerated depreciation is when the depreciation ex-
penses are higher earlier on. So, the T-account for Accumulated Depreciation will be
some instantiation of this general forms:

3This can confuse first-time learners, because ‘accelerated’ depreciation is, as it were, decelerating.
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Accumulated Depreciation T-Account
(Accelerated Depreciation)

$X
$Y
$Z
...

...where Z < Y < X .

And the pattern of the asset’s book value over time will look something like this:

That’s the definition of accelerated depreciation. And, in principle, there are in-
finite ways in which a company could depreciate their assets that satisfy this defini-
tion. For those of you with calculus background, you may note that there are infinite
convex curves that could take us from the purchase price down to the estimated sal-
vage value. Inmany introductory accounting courses and textbooks, for historical rea-
sons, they teach one particularmethod for doing this, the double-declining balance
method. However, this method has no special logic to it, and a number of illogical
flaws. Therefore, I do not teach it inmy course, and instead just expectmy students to
understand the concept of accelerated depreciation. (If you’re desperate to know the
method, you can Google it.)

11.5 Do not depreciate Land: Why?

Here’s a new rule, worth memorizing:

• You do not depreciate Land.

If you just want to know the rule, you can stop here. But why is this the rule? And
does it contradict the theorieswehave learnedpreviously, in particular, the core axiom
that ‘expenditures on assets are apportioned out as expenses over time’?
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Theanswer is that there isnostrict contradiction, butunderstandingwhy requires
some precision. Recall that when we depreciate Equipment, we don’t always expense
the full purchase price out as depreciation. Instead we expense out the depreciable
value—the purchase price minus the expected salvage value. Put differently, we ex-
pensed out the net cash outflow from acquiring and then disposing of the asset.

The argumentmade by accounting standard-setters is that Land is not a ‘wasting’
assets, in the way that a factory or piece of equipment is. We do not, by default, expect
its value to decrease (or increase) over time.4 And so the expected net cash outflow is,
by default, zero. We expect that we could sell the Land for the same value in 5 years as
we bought them for today. So we don’t reduce that asset without special reason. Put
differently, it’s as if Land is an asset where the expected salvage value is equal to its
purchase price, so the depreciable value is zero.

Does this mean that Land is “free”? Can companies just buy Land extravagantly,
with no sensitivity to their cost, and never incur an expense? Not quite. Companies
still need to test these assets for impairment (next chapter), as with other long-term
assets. So, Land balances can be reduced if “fair value” (whichwewill cover in the next
chapter) falls below the purchase price. Also, purchases of Land need to be paid for
somehow—that is, they must be financed by debt or equity. If they are financed by
debt, there will be associated interest expenses. If they are financed by equity, share-
holders will pay attention to that dilution, and expect an appropriate return on their
investment. So purchasing these assets is not ‘free’ in accounting terms.

11.6 Intangibleassets: interpretationandamortization

The universe of assets can be divided into two mutually exclusive and collectively ex-
haustive categories: tangible vs. intangibleassets. Tangible assets are assets thathave
real ‘physical substance,’ like Land, Equipment, etc. And intangible assets are those
that do not have physical substance—things like Trademarks, Patents, etc.

In terms of accounting rules and journal entries, there is nothing new when com-
panies purchase intangible assets. As usual, we write them up at the purchase price,
and then expense them out over the time period of their use. For most tangible long-
term assets, as we know by now, that expense is called Depreciation. For intangible
assets, the analogue is called Amortization.

For our purposes, we will always assume straight-line amortization. So, if we buy
a Patent for $2m on January 1, 2021, and assume a useful life of 20 years with zero

4With Land, this relates to the notion ofmarket efficiency in finance. If you were confident that the
value of a parcel of land were going to decline in the future, why would you buy it at that price? If you
could be certain that the value would go up in the future, why would the seller sell at that price? So,
arguably, our best estimate of the future value of Land is its current value.
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residual value (once the patent expires), then we would recognize annual amortiza-
tion expenses like so:

Amortization Expense (-S.E.): $100,000
Patent (-A): $100,000

Annual Amortization of a Patent, Dec 31, 2021:

The more interesting issue is the debate over the initial recognition of intangible
assets. People commonly claim, in the press and public conversations, that ‘account-
ing numbers do not recognize the value of a company’s intangible assets.’ This is not
really true. The truth is that accounting does recognize the value of intangibles that
meet the FASB asset criteria, just as it recognizes tangible assets that meet those crite-
ria. If an intangible asset is acquired via a purchase—such as Trademarks or Patents
purchased on the openmarket—it will be recognized.

The controversial issue has to do with intangible assets that are developed inter-
nally, rather than purchased—e.g., the patents and intellectual property that the com-
pany creates as a part of its Research and Development (R&D). UnderU.S. GAAP, the
current rule is that the money that companies spend on their internal R&Dmust be
fully expensed in each period, rather than capitalized as an asset.

This is controversial for two reasons.

• First, according to core accounting principles, if that R&D will help create valu-
ableproducts, thoseexpenditures should ideallybematched to their future sales.

• Second,manypeople fear that thishas sociallyundesirable consequences. They
fear itmakes companies less inclined to invest inR&D thatmayhave positive ex-
ternalities that could benefit society as a whole.

But the FASB believes that expenditures on R&D cannot be verifiably matched to
future sales with sufficient certainty. As such, it could be very problematic to allow
companies to capitalize those expenditures as assets as they please.

So, the FASB has a point. But so do the critics. There is no doubt that many com-
panieshave intangibles that are real ‘economic’ assets, butwhichcannotbe recognized
on their books—e.g., Apple with its trademarks, and pharmaceutical companies with
their internally-developed patents. And this has implications. It means that compa-
nies that are investing in internally developing R&D and other intangibles may have
low or negative net income, because those ‘economic’ investments are fully recorded
as expenses in the company’s accounting.
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The flip side, however—which the CEOs of these companies are less inclined to
note—is that once those investments start to pay off (e.g., a pharmaceutical develop-
ment company passing a clinical trial, and then selling its drug), those companies will
have overstated net income (and ROA and ROE), because the economic investments
in developing those intangibles were already fully expensed in past years.

11.7 Contemporary issues: Discussion Questions

11.7.1 Assets, investments, and intangibles, and implications

Some of the things that we have learned in this chapter are relevant to contemporary
conversations and public controversies. For example, it’s common to hear CEOs of
companies claim that “The reason that we are not profitable is that we are investing
in our future.” Is this a reasonable claim to make? Based on what we’ve learned here,
there’s reason to be somewhat skeptical of such claims. As we learned in Chapter 1,
when companies invest in purchasing assets, we capitalize that expenditure as an as-
set, and expense it out later. So, that kind of investment is not really an excuse for being
unprofitable right now. However, if a company develops intangible assets internally
(such as research and development, or advertising expenditures designed to increase
the value or a brand or trademark), those will generally be fully expensed. So, when
CEOs claim that they are unprofitable because they are investing—the truth depends
on the type of the investment.

Finally, it’s common to hear claims, in the popular press and on CNBC, that “Ac-
counting does not recognize the value of intangible assets.” And, as we’ve seen, that’s
not quite correct. In fact, accounting recognizes acquired (purchased) intangibles on
theBalanceSheet, butnot internally-developed intangibles. Those internally-developed
intangibles are significant, and do matter, increasingly in recent decades. (Consider,
e.g., the value of Apple’s brand value, and its proprietary hardware design, and soft-
ware.) In fact, in recent decades, by various measures, firms’ ‘book value’ has increas-
ingly diverged from their market value. And this is often attributed to the growing
importance of these internally-developed intangibles.

So, if the claim is that “accounting does not recognize the the value of intangibles
on the Balance Sheet,” this statement ispartially true. However, going evendeeper still,
I (M. Shaffer) would argue that accounting “recognizes” the value of intangibles on the
Income Statement every time our company makes a sale, in our margins. What do I
mean by this? A company is able to command premium prices on its products, in its
sales to its customers, thanks to things like brand value, unique R&D, customer good-
will, etc. So, the ‘value’ of those intangible assets may not be recorded as “stock” mea-
sures on the Balance Sheet, but they are reflected, implicitly, in the Income Statement,
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in our margins.



12
Long-Term Assets Part 2: Fair Value

12.1 Introducing ‘Fair Value’

12.1.1 What if purchase price is unavailable?

Sometimes, a company gets a thing that counts as anaccounting assetunder the FASB
definition above, but there’s no purchase price that we can appeal to. How can this
happen? There are several different situations inwhich thismight happen, but I’ll start
with one example: abasket purchase. In a basket purchase, the company buys several
different things that fall into different asset accounts, for one purchase price fromone
seller. This might sound odd, but is actually quite common.

For example, suppose our company buys a factory and the property it is on, for
$1 million. This—buying the property together with the factory—would be the rule,
not the exception. But, for our accounting purposes, it’s a challenge, because the fac-
tory itself should be in the Plant account (or, aggregated with Property, Plant, and
Equipment (PP&E), while the property itself should be separately tracked in the Land
account.

So, in this situation, our company has two different assets, that must be allocated
to two different accounts, but only one purchase price. We know that the total Cash
credit is $1m; and total creditsmust equal total debits; so that total amountmust be
balanced by debits to those asset accounts. But how much to each? Here’s a journal
entry representing what we know so far, and the state of our ignorance:

177
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Plant (+A): $???
Land (+A): $???

Cash (-A): $1 million

Basket purchase, 4/4/2021

What do we do? Here, the accounting rule is that companies must apportion the
total purchase price based on the assets’ relative estimated “fair value.”1

Example: Suppose that our company, in consultation with our appraisal/valuation
experts andadvisers, estimates the “fair value”of theEquipmentandLand tobe$660k
and $440k, respectively. Those two appraisal estimates add up to $1.1 million. But
the verifiable total purchase price, and Cash credit, was $1 million. So, we would ap-
portion that total purchase price $1m, to the two assets proportionally, with the pro-
portions determined by the appraisal estimates. $660k is 60%of $1.1million and $440k
is 40%. Visualizing:

Appraisal Estimate
Account Amount ($) (%)
Plant $660k 60%
Land $440k 40%
Total $1.1m 100%

Accounting Allocation of Total $1m Purchase Price
Account Estimated / Appraised Accounting

Fair Value (%) Allocation ($)
Plant 60% $600k
Land 40% $400k
Total 100% $1m

And so, applying this rule, the journal entry for this basket purchase would be:

1These days, companies often get specialized appraisal/valuation firms to do these fair-value esti-
mates.
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Plant (+A): $600k
Land (+A): $400k

Cash (-A): $1m

Basket purchase, 4/4/2021, w/ relative fair value estimates:

12.2 What exactly is “fair value”?

That’s a great, deep, and important question, and it’s difficult to answer in a totally
straightforward way, at this point in your undergraduate business education. The bot-
tom line is that “fair value” is the term used in accounting for an estimate of the “true
value” of an asset, other than its purchase price, which is sometimes considered al-
lowable under GAAP.

What does ‘true value’ mean? Another great question. There are two different no-
tions, which largely converge together in the world of financial theory.

1. The first notion of fair value is: ‘What you could sell the asset for in an arms-
length transaction in a fully competitivemarketplace.’ ‘Arms-length’ heremeans
business parties that are legally separate, and do not share common ownership
or interests that would bias them away from contracting at a truly competitive
price. This should remind you of arguments from your economics classes, about
how, in competitive markets, prices are ‘efficient.’

2. The second notion of fair value is roughly what we call ‘fundamental value’ in
the world of finance: ‘The present value of all the future net cash flows the asset
will generate.’ Present value means that those expected future cash flows are
discounted—not valued 1-for-1—because they are in the future and are risky.
We’ll discuss this core finance theory in depth in the next chapter.

In the world of financial and economic theory, those two definitions converge to-
gether, because the amount that buyers will pay in a competitivemarket should be the
present value of the future cash flows. Otherwise, it implies that people are leaving
“money on the table.” (Remember all the arguments about ‘equilibrium’ from your
economics classes.)

How exactly these fair values are calculated is the subject of valuation, which is an
application of financial theory. We will cover that next chapter. For now, for the pur-
poses of this chapter, we just need to knowwhat to dowith ‘fair value’ for accounting
purposes, once fair value is calculated. So here’s our practical definition for now:
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For now, ‘fair value’ is a number that gets spit out by a ‘black box,’ and is
supposed to be an estimate more like ‘true value.’ It is sometimes allow-
able and used in GAAP accounting. For now, we just need to know what
those situations are, and how to account for them, using the number we
get from the ‘black box.’

12.3 Where else is ‘fair value’ used?

12.3.1 When there is no cash involved

Let’s make this more concrete. When investors invest cash in a company they get
shares of common stock. This was Transaction #1 in the beginning of this course:

Cash (+A): $50k
Common Stock (+S.E.): $50k

Stock-for-cash (Transaction #1)

But, there’s nothing that stops companies from striking other kinds of deals with
current andpotential investors. Suppose that our companywants tobuyequipment
from another company, but doesn’t have cash available. Our company could pay for
the asset with shares of our common stock. (This is in fact common practice among
cash-constrained startups, which could pay part of their rent by issuing equity to their
landlord.) In other words, we could swap shares for equipment. This would have
the same form as Transaction #1, with only one change: we get Equipment instead
of Cash. No other asset or liability is affected by this transaction. So the journal entry
must be some form of:

Equipment (+A): $???
Common Stock (+S.E.): $???

Stock-for-equipment swap (our company’s perspective):

But what is the precise amount? There is no purchase price that we can appeal to
or relyupon. Sohere, accountingmust rely insteaduponanestimateof the fair value
of the Equipment and/or shares. For a publicly-traded company, you could easily use
the price the shares trade at in the stock market as an estimate of that fair value.
(For a smaller, private company, you might need to rely on a valuation model of the
company’s shares or the equipment. But, for our purposes whatever the ‘black box’
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spits out as fair value is thenumberweuse in this situation.) Suppose that the company
is a large, publicly-traded company, and on the date of the deal, its shares are trading
for $50 per share, and it exchanges the Equipment for 1,000 shares. Then, the entry
would be:

Equipment (+A): $50,000
Common Stock (+S.E.): $50,000

1,000 shares-for-equipment swap (our company’s perspective):

12.3.2 When a ‘purchase price’ can’t be relied upon

Previously we’ve said that when a company buys something in an arms-length trans-
action in a competitive market, the purchase price is reliable. This statement may
becomemore palpable when we contrast it to the opposite situation:

Related Party Transaction:

Suppose that there are two distinct legal corporate entities, Corporation A and Cor-
poration B. But, although they are legally separate entities, Corporation A controls
Corporation B, by owning more than 50% of its voting shares. That is, Corporation
B is a subsidiary of Corporation A. Now, suppose we observe the following behavior:
First, Corporation A buys a piece of real estate from an outside party for $1m. Then,
a month later, Corporation A sells the real estate to Corporation B for $5m. Should
Company A be able to recognize a ‘gain’ on the real-estate, and increase its net income
and shareholders’ equity by $4m?

Instinctively, this situation seems corrupt, or at least somewhat unreal. The ‘pur-
chase price’ in this case does not seem to be ‘real’ or reliable, because it is not competi-
tive. It doesn’t seem like CorporationBbought that piece of real estate for $5mbecause
it believed that was the best deal available to it. It seems like it bought it because it is
controlled by Corporation A, and was told to do so. This is one example of the gen-
eral notion of a related-party transaction. This is a highly technical area, and so we
won’t cover all the details in this introductory course. For now,whatweneed to know is
that, in such situations, a quoted ‘purchase price’ may not be considered reliable (and
why)—and, as a result, ‘fair value’ can come into play.

AdamNeumannWeWork Example:

Or consider another high-profile example, (featured, likemany of the best case studies
in this class, in a Netflix documentary). Adam Neumann was founder, controlling
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shareholder, and CEO of WeWork, a business that subleased hip working spaces to
startups and provided co-working spaces for remote workers.

Early in thecompany’shistory,WeWork (the corporate legal entity) bought a trademark—
the word “We”—from AdamNeumann (the person) for $6m.

Then, in 2019, WeWork was planning to go public in an IPO, which would require
filing public financial statements according to GAAP.

Discussion question: SupposeWeWork had gone public as planned in 2019. Should
it have valued the Trademark on its books at the $6m purchase price?

Intuitively, this situation seems fairly corrupt. Economically: This “purchase price”
does not seem real / competitive. AdamNeumann was, himself the controlling share-
holder and CEO ofWeWork, the corporate entity. So, WeWork didn’t “shop around” for
the best deal in purchasing this trademark. So, that $6m transactionprice doesn’t seem
like a “real” / reliable / “market” valuation. Hence,WeWork’s auditorswould likelypush
back on that number before filing public GAAP financial statements. (And, separate
from the accounting issues here, there’s also obviously amoral issue as well. The We-
Work IPO eventually fell through, and, under public scrutiny and pressure, Neumann
eventually paid the company back the $6m for the trademark.)

12.3.3 In a variety of asset impairments and writedowns

In Chapter 1, we introduced the core accounting principle of “conservatism,” that ac-
counting rules force managers and companies to err on the side of understating the
value of their assets, and briefly mentioned the idea of “writing down” assets, when
their value fall below historical cost, but, asymmetrically, not writing them up. Now,
it’s time to fill in the technical details.

UnderGAAPaccounting, companies are required to “test” long-termassets for “im-
pairment.” If they determine that those assets are, indeed, “impaired,” theywrite those
assets down (a credit) to their estimated “fair value,” and record a ‘Loss’ (-S.E.) (as the
matching debit).

What is a ‘Loss (-S.E.)’? This is the same account we used in the case in which we
sold a long-termasset for less thanbook value. As before, for practical purposes, aLoss
‘behaves’ like an expense—it is subtracted from Revenue on the Income Statement,
and thus decrements Net Income—but is not called an expense.

Why not call it an expense? Given accounting conservatism, we want to write the
impaired asset down. And, as we know, the Income Statement and the Balance Sheet
need to be kept in sync. So, thismust ‘pass through’ the Income Statement as well. But
impairments are not part of the ‘core’ operations of the firm—they are not expected
to be ‘repeatable’ or persistent like Salaries Expense or Depreciation. So, we want
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something that is like an expense, but classified separately. That’s what a Loss is.
So, summarizing, the accounting principle for impairment is:

• Estimate the fair value of the asset (with assistance of valuation experts).

• If ‘Fair Value’> Book Value: No change. Do nothing (accounting conservatism).

• If ‘Fair Value’< Book Value, recognize an impairment.

– Write the asset down to the estimated fair value, balanced by a ‘Loss,’ with
a journal entry like the below.

∗ (Note that to bring the book value from the former value to the fair
value, we must credit it for the difference.)

Loss (-S.E.): $(Book – Fair Value)
Asset (-A): $(Book – Fair Value)

Impairment of Long-Term Asset, after testing, 7/19/2021:

Concretely, suppose the Book Value of the assetwas $100. Then, today, we suspect
that it might be impaired, so we ‘test for impairment,’ and estimate that its Fair Value
is now $80. Thenwewould need to credit (reduce) the asset by $20, and recognize that
as a Loss. And the balance of the asset account after this impairment would be $80.

Note: Impairments disrupt our simple formula for asset balances!

In earlier chapters of the course, the only things that increased (debited) operating as-
sets were purchases, and the only thing decreased them were expenses. This means
that we were able to use this simple formula for many problems:

Asset End. Balance = Asset Beg. Balance+Purchases�Related Expense

Impairments throw a wrench in this. How so? They obviously reduce the asset bal-
ance, without being registered as an expense. This is one reasonwhy it’s better to focus
on understanding the accounting principles and theirmeaning. If you understand im-
pairments and losses, you should still be able to solve similar problems,without relying
on a formula. Hopefully, you can now understand this more general formula:

Asset End.Bal.=Asset Beg.Bal.+Purchases�Related Expense�Related Impairment Loss
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For practical purposes, if a problem like this—on the relationship between asset
balances, expenses, and purchases—does not specifically indicate that an impairment
occurred, you can assume it did not. But when it does, you should be able to handle it.

The white lie and themore complicated truth

As is often the case, for the purpose of this introductory course, I first focused on pro-
viding a simple and coherent mental picture, of the main overarching principle, the
idea of “book value” vs. “fair value,” and the asymmetry of impairment testing (that
we write assets down to fair value, but not up). And that is the main important idea.

But, unfortunately the truth is that the FASB makes thingsmore complicated for
some assets. For some long-term assets, there is instead a “two-step impairment
test,”where the company first determines whether the (undiscounted) net cash flows
(rather than “fair value,” the discounted expected future cash flows) is less than the
book value. That is, in reality, for these assets, the real, two-step process is:

1. If the (undiscounted) net cash flows are determined to be less than the book
value the asset is said to be “impaired” (Step 1)

2. and the asset is then re-valued and written down to “fair value” (Step 2)

This is another area where the rules from the FASB have changed in recent years
and seem likely to change in the future. Hence my desire to first focus on the main
overarching concept, book value vs. fair value, rather than the details of which assets
have a “two-step impairment test.” Suffice to say that, for the purpose of my exams, I
don’t plan to trip you upwithminor procedural details—in the problems Iwrite, it’ll be
unambiguous with either both net cash flows and fair value being less than book value
(indicating impairment and a writedown to fair value) or both of them being greater
than book value (indicating that we do nothing). But I wanted to reveal this truth now,
so that you are notmisled, or surprisedwhen you see other sources revealing themore
complex truth.

12.4 CorporateMergers and Acquisitions and Goodwill

Oneof themost contentious, complex, and important areas of accounting isGoodwill,
which is an intangible asset that is created in corporate mergers and acquisitions.
UnderstandingGoodwill andM&A accounting is important for any career in banking,
law, accounting, valuation/appraisal, and private equity. In this introductory class, we
will just learn the conceptual bare bones. But even that will take some effort.

Let’s set up the problem in the framework of the discussion we’ve been having re-
cently. In general, in this class, we’ve talked about how and why the ‘true value’ of the
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corporation (or, more concretely, its ‘market value’) will differ from its accounting or
‘book value.’ Those values are different, everyone knows they are, and that’s okay. But
in a corporate acquisition, the two different values collide, and this creates a challeng-
ing accounting problem. Here’s a very simple definition andmodel an acquisition:

Acquisition: In an acquisition, Company A (with ‘A’ standing for ‘acquirer’) pays a
purchase price, $PP, to buy the entire target corporation, Company T, from T’s now-
former shareholders, and assumes all of its assets and liabilities.

So, in accounting terms, A disburses Cash to T’s now-former Shareholders and,
in return, gets all of T’s assets and liabilities. This poses an accountingproblem: All of
Company T’s assets and liabilities now need to be on Company A’s books. If we simply
moved all of those assets and liabilities over, without doing anything else, thenet debit
to A’s books would be Company T’s book value of Shareholders’ Equity (ET = AT �
LT ). But, the Acquirer just paid the purchase price, $PP, in cash—a credit of $PP. 2 So,
if the negotiated purchase price ($PP) does not precisely equal the book value of the
erstwhile Target (ET ), which it never will, we have an accounting problem.

How does accounting deal with this? In two steps:

• First, for this special situation, the acquirer gets towrite the target’s identifiable
assets and liabilities up to their estimated fair value.

– ‘Identifiable’ means pretty much what you would expect: Assets that can
be separately ‘identified.’ So, the assets that the target has recorded on its
books (e.g., Equipment, etc.) would definitely count, and so would the tar-
get’s internally developed patents and trademarks (which previously would
not have been recognized on the target’s books). However, the benefit of
positive Tweets from customers is, while a real source of economic value,
not really separably ‘identifiable’—so that would not count.

– We call the differenceNet Identifiable Assets (NIA).

∗ NIA = Net Fair Value o f Target
0
s Identi f iable Assets and Liabilities

• Second, we plug the difference between the purchase price ($PP) and the Net
Identifiable Assetswith ‘Goodwill (A)’.

In accounting, ‘Goodwill’ is an intangible asset account that only arises in acquisi-
tions, and is a ‘plug’ that spans the gap between the price the target was purchased for
and the net fair value of the target’s identifiable assets and liabilities. As such, it rep-
resents everything and anything that can explain the difference between the identi-
fiable accounting (net) assets of the Target and the ‘real’ value that the Acquirer saw

2Companies can also pay for acquisitions using their own stock (either partially or entirely). I’m as-
suming cash for now to keep thing simple. The basic concept is the same in stock-financed acquisitions.
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and paid for. The term ‘Goodwill’ seems to connote things like customer and employee
loyalty. And these would be implicitly included in Goodwill in an acquisition. But the
technical accounting definition encompasses much more as well. For example, the
value from positive social-media buzz about the Target’s products would be implic-
itly baked into Goodwill—because that is real value, but would not be considered an
identifiable accounting asset.

12.4.1 Acquisition example

Suppose our company acquires a very simple Target, paying $10m in cash to its now-
former shareholders. Suppose the Target has the following identifiable assets and lia-
bilities, and our valuation experts have provided the following estimated fair values:

Target’s Prior Book Assets & Liabilities
and Estimated Fair Values

Account Prior Book Value ($) Estimated Fair Value ($)
Patents $1m $8m
Notes Payable $2m $2m

Then the Net Identifiable Assets would be...:
Net Identi f iable Assets = $8m�$2m = $6m

And the Goodwill would be:
Goodwill = Purchase Price�Net Identi f iable Assets = $10m�$6m = $4m

And the journal entry for the acquisition would be:

Patents (+A): $8m
Goodwill (+A): $4m

Cash (-A): $10m
Notes Payable (+L): $2m

Acquiring Simple Target, July 4, 2021

12.4.2 Goodwill discussion

There is a lot to talk about and debate with Goodwill. First, what is Goodwill? It’s hard
to say. It is what it is. A necessary plug for this special situation, representing anything
and everything that accounts for the difference between what an acquirer is willing to
pay, and the estimated fair value of the assets and liabilities that are considered ‘iden-
tifiable’ by the accounting system. So, we know we need to account for it, but we can’t
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say what’s really ‘in’ that account—so many different things are ‘in’ it. And yet, Good-
will is large. It accounts for about 10% of the total assets of large U.S. publicly-traded
companies over the past two years.3 Yes, 10% of large-company assets are this vague
‘plug’or ‘catch-all’ account. Many accounting professors and standard-setters see this
as problematic.

Finally, I want to add some clarifying notes to anticipate confusion, for students
who read the business press or have had business or finance internships. You may
have heard that during an acquisition, if the acquirer is purchasing a publicly-traded
target company, the acquirer will have to pay a “market premium” to the pre-deal
stock market price of the target. And this should seem logical: If the target’s current
stock price were greater than what it was being offered by the acquirer, why would it
accept that offer? You may have also heard talk of “synergy” in acquisitions—a term
for the idea that theTargetwill beworthmore as apart of theAcquirer than itwasworth
on a standalone basis (i.e., Value (A&T together) > (Value A + Value T)), which provides
the logical basis for the acquirer’s willingness to pay that premium.

These facts and concepts are somewhat related to Goodwill accounting, but also
distinct and technically separate. Some students are tempted to think that theGood-
will the acquirer will recognize is equal to market premium it pays. But this is not cor-
rect. The two are related in that, all else equal, the more the acquirer pays, the higher
the market premium and the higher the Goodwill. But they would not be the same
number unless the net fair value of the Target’s identifiable Assets and Liabilities ex-
actly equaled the Target’s pre-deal standalone market price—which it never will. So,
if you know a little about M&A and know about market premiums and synergies, just
don’t get distracted by them and forget the precise accounting definition of Goodwill.

12.5 What does accounting “reallymean,” given this?

This might seem like an abstract or philosophical question. But this will arguably be
one of the most practical, important takeaways for your careers. For example, many
finance careers are about using financial statement numbers to understand and esti-
mate the ‘true’ financial value of a company; and many general business careers are
about using them to understand and measure how well companies have performed,
or could perform. But these professionals are under no illusion that the GAAP value
of Shareholders’ Equity tells you that directly. In other words, financial profession-
als and other businesspeople are constantly implicitly thinking about the relationship
between accounting value and ‘true’ value, i.e., the “meaning” of financial-statement
numbers.

3Author calculation fromCompustat annual, with ‘large’ defined as total assets above theCompustat
sample median.
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In the first chapter of the book, we talked about “two ways to see The Accounting
Equation,” two intuitions for thinking about what it tells you. One of these two views
was the “what’s left over view” (E = A�L). But, then shortly after, we admitted that
this intuition was not quite correct, because “accounting value” is not the same thing
as “true market value,” nor does it intend to be. The other view of The Accounting
Equation was the “sources of financing view” (L+E = A), that it tells you how much
the company’s resources (assets) cost andwho financed that (L and E).

But now, the introduction of these fair-value accounting issues complicates that
view as well. Now, sometimes assets are measured at the best estimate of their ‘true’
fundamental ormarket value, rather than theirhistorical cost (purchaseprice). But,
complicating things still further, due to accounting conservatism this is usually only on
the downside, asymmetrically. Except in the case of acquisitions. After acquisitions,
all of the target’s identifiable assets are written at their estimated fair value, as of the
acquisition date—and the remainder of the purchase price is allocated to an intangi-
ble plug account (Goodwill). And, given the core linkages in accounting, all of these
complexities in asset measurement pass through the Income Statement as well. (Is
your head spinning now?)

So, what does $1 of book equity or net income really mean or represent? Some-
times, assets are at historical cost, sometimes they are at fair value—but that is usually
only on the downside. Sometimes, we ‘smooth’ earnings out by, e.g., allocating an in-
vestment as Depreciation Expenses over time. Sometimes, we ‘pull’ all the bad news
about the future into this one reporting period, as in thewritedown of Inventory or the
impairment of another asset. Clearly, in accounting, the ‘bottom line’ does not mean
one thing—it’s a composite, amix, amashup, of several different things. So, what is
accounting? Can we say anything firmly beyond, “these measures are the output of
the rules” (which have an inconsistent and asymmetric relationship with both true
value and historical cost)?

And yet, somehow, everyone in the business and financial worlds seems to find
these numbers useful. Why? Because, these professionals understand accounting,
which means they are under no illusions that each and every $1 of book equity or net
income represents $1 of value for shareholders. They know the distortions and con-
tradictions of accounting, whichmeans that they know how to unravel them.

Thought Experiment: Suppose that accountingmeasurements of assets and liabili-
ties were biased, such that the ‘true value’ of every asset and liability was exactly twice
its accounting value, and this were known. In that case, investors could directly infer
the ‘true value’ of every single asset and liability (and thus the residual value of the
equity), with simple arithmetic: Divide by two. This is obviously not a realistic exam-
ple. But it illustrates that theusefulness or “informativeness”of accounting is not the
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same thing as the ‘meaning’ or ‘unbiasedness’ of particular bottom-linemeasures, be-
cause savvy analysts can make their own adjustments and do their own analyses.
This course is largely about equipping you with those tools. Accounting is amap, and
themap is not the territory. But, if you know how to read maps, you can use them to
navigate.

12.6 Contemporary issues: Discussion Questions

12.6.1 Fair-value accounting is a ‘live’ and controversial area

The use of fair value estimates is one of the most significant and fast-changing issues
in accounting. This chapter of this intro course has only scratched the surface. And
fair-value accounting standardswill likely change over the first years of your career. So,
rather than go into ever more details about where fair-value is used, just think. Where
do you think it should be used, and why?

Suppose that our company has invested in the stock of another company. If we
continue to hold that stock, but the stock price gyrates, with news about actions from
the Federal Reserve, the coronavirus pandemic, and vaccine distributions, should we
recognize ‘Gains’ and ‘Losses’ on a quarterly basis? If not, why not? Or, would your
answer change depending on whether our company was in the financial sector, vs.
otherwise?

Or, suppose that our company has an office in Culver City, in a building that we
have owned for the last 20 years. Should we write that real estate (Property) up to its
current estimated fair value, and book profit? If so, how frequently? What if our office
were in a less well-populated area, where it would be harder to get a reliable current
appraisal of the value of commercial real estate? What do you think?





13
Intro to Finance

Ournextaccountingdeliverable, in thenext chapter, is accounting forcorporatebonds.
Bonds are the major way in which large, mature companies finance themselves—that
is, get the cash they need to make investments.

Abond is essentially like aLoan, but is just traded in afinancialmarket (like a stock)
instead of directly, bilaterally contracted with one bank. When a company ‘issues a
bond,’ it sells a contract: It promises to make a fixed schedule of interest and prin-
cipal payments in the future. And in exchange for this promise, bond buyers—such
as mutual funds, banks, corporate pension plans, insurance companies, and even
individual savers—give the company cash today.

It turns out that the Interest expense that companies recognize on their bonds will
be determined by this financial market. So, to understand the accounting for bonds,
we need to understand the basics of finance. Since most students in this class have
not yet done an introductory finance class, we cover those basics now.

Finance is the theory of value, risk, and time—that is, it is about the question of
‘Howmuch are uncertain (that is, risky) future cash flows worth today, and why?’
As we will see, this is equivalent to asking, ‘How much can we expect to get in the
future, in return for investing someof our cash today?’ Put differently, finance is just
about the relationshipbetween cash/value today, and expected future cash/value. The
theory is elegant and deep. It’s challenging at first, but, once you internalize it, you’ll
see that everything you need to do boils down to just one formula.

191
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13.1 Bonds, loans, and installments are just Cash Flows

A bond is essentially the same as a loan—–both are forms of credit, in which the cor-
poration receiving the credit promises to pay a fixed stream of interest and princi-
pal payments. The major distinction that is conventionally made between bonds and
loans is that loans are directly negotiated with and provided by one bank (so inter-
est and principal is paid directly to that bank); while bonds are sold to and traded in
thefinancialmarketsmore broadly (so, interest and principal is paid towhoever pur-
chased that bond contract in the financial market).1

By now in this class, we’ve seen a lot of simple examples of accounting for loans, so
I think that we know the basic form. Just as with loans, for normal bonds, the interest
and principal payments are defined by the face value, thematurity date, the stated
interest rate (or ‘coupon rate’), and the frequency of interest payments. You should
be able to write down the payments based on those terms. For example, consider a
bond with a face value of $10,000, a stated 6% coupon rate, with interest paid annu-
ally, andmaturing in 5 years. Tabulating that, this means that this bond promises the
following sequence of payments:

Time +1 Year +2 Years +3 Years +4 Years +5 Years
Interest Paid $600 $600 $600 $600 $600
Principal Paid $10,000

Contract we call ‘loan or bond’

Now, back up. This is not the only form of credit financing. Another thing that
both you and a corporation can do is to finance the purchase of a good by promising
to make a series of future installment payments. For example, suppose that the cor-
poration (or you) gets $10,000 in cash (or a car worth $10,000) today, and you promise
to pay 5 annual installment payments of $2,400 in return. Then, tabulating, the fu-
ture promised, fixed cash flows would look like this:

Time +1 Year +2 Years +3 Years +4 Years +5 Years
Install Payment $2,400 $2,400 $2,400 $2,400 $2,400

Contract we call ‘installment payment’

There are two important things tonote here, comparing the two tables above. First,
while we call these contracts different names (‘loan’ vs. ‘installment payment’), and

1As usual, the reality in the 21st century is a bit fuzzier and more complex than this stylized simpli-
fication. In principle, there’s nothing stopping banks from selling the loans they have extended to other
parties, i.e., ‘the market.’ And the market for corporate bonds is in fact famously illiquid—there is very
little trading, relative to the market for corporate stocks.
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have different words for the types of payments (installment vs. interest / principle),
theyhave the samebasic form. In both cases, you get something today, and in return,
promise tomake a set schedule of future payments. The only difference is the precise
amounts due on each date.

And, indeed, this is the view that the field of finance takes. From the perspective
of finance, there’s just an exchange of cash today, for promised future cash, and the
namesdon’tmatter. So, finance just uses the general term ‘cashflow.’ These contracts
are all just specified cash flows, in and out. So, we can represent the two tables in a
more simple and general way, like this:

Time +1 Year +2 Years +3 Years +4 Years +5 Years
Cash flow promised $600 $600 $600 $600 $10,600

Contract we call a ‘loan’ or ‘bond’

Time +1 Year +2 Years +3 Years +4 Years +5 Years
Cash flow promised $2,400 $2,400 $2,400 $2,400 $2,400

Contract we call ‘installment payment’

The second important thing to notice is that, in the installment payment contract,
there is an implicit cost of the financing. The total installment payments add up to
$12,000. By now, we know that loans and bonds entail interest payment—and, con-
ceptually, interest is the cost of the loan for the creditor, the extra amount they have to
pay in order to get cash financing today. What we learn here is that there is an implicit
cost of borrowing in that installment payment, even though nothing there is named
‘interest’ vs. principal. Soon, we’ll find out that the installment payments does have an
implicit, true interest rate, and we’ll learn how to calculate it.

13.2 Linking present and future value: ‘discount rates’

So, now we understand that all forms of credit financing are, despite their different
names, really just one thing: Cashflows, in and out.Next, we need to back up to some
deep, high-level theory. The field of finance has a systematic, elegant, deep framework
for understanding the link between cash today and future promised cash.

In finance, the future value of any asset is linked to thepresent value (PV)bywhat
we call the ‘discount rate’—that is, how much you ‘discount’ a promised future pay-
ment in terms of yourwillingness to pay for it today. We ‘discount’ the cash flows that
are promised by financial assets—that is, we do not value them 1-for-1 in present-
value terms—because we usually do not like delay or risk. That’s the core idea of fi-
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nance. Almost every formula youwill ever see in finance is just a way of re-expressing
this idea in a mathematical form. I am dead serious. If you understand that idea,
stated verbally, you can absolutely master finance.

Now, let’s write the idea we stated inwords, above, in the form of an equation:

Present Value o f f uture cash f low =
Promised f uture cash f low amount

Discount rate

Some textbooks present this as a formula that allows you to calculate things. But I
think it’s important to understand that this is amathematical identity—we are just
writing, in equation form, what wemeant by ‘present value’ and ‘discount rate.’

‘Discount rate’ is a very general term in finance, and applies to all assets, including
stocks, and so it is worth getting comfortable with it. But, as we’ll see below, when we
are talking specifically about forms of credit, we’ll use themore familiar and specific
term ‘interest rate.’ It’s a rectangle-square situation: All interest rates are discount
rates, but not all discount rates are interest rates.

13.3 What determines discount rates?

So, what determines ‘discount rates’ that we—and thus, in aggregate, ‘the market’—
apply to risky future cash flows? Simply put, people do, according to their own beliefs
and preferences. Discount rates are not handed down by law or fromMt. Olympus.
They are a function of people’s choices, beliefs, preferences, and constraints as ex-
pressed in a financial marketplace—just like the price of jeans in a retail market.

Consider a toyexample. Suppose that youhavea friendnamedTaylor,whopromises
to pay you $1,000 in one year, if you front them some cash today. How much is that
promise worth to you? Taylor’s promise is not a sure thing, and even if Taylor does
deliver on the promise, that cash will be delivered in the future. So, that promise
shouldn’t be worth a full $1,000. That is, it should be discounted relative to that. But,
by howmuch? That’s up to you.

Suppose that, after considering everything, including what you know about Tay-
lor’s future earnings potential, you determine that the maximum amount that you
would bewilling to give Taylor today in exchange for that promise is $800. So, restating
that verbally, that means that in valuing Taylor’s promise in present value terms, you
‘discounted’ $1,000 down to $800. We can write this idea inmath as:

Present value o f Taylor
0
s promise = $800 =

$1,000
Discount rate

Now, we have only one free variable in the equation on the right side, above, and
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so we can mathematically solve for the discount rate, which previously we only dis-
cussed at a conceptual level. Rearranging terms, this implies that your discount rate
for Taylor’s promise is $1,000/$800 = 1.25. That is:

$800 =
$1,000

Discount rate

Discount Rate =
$1,000
$800

= 1.25

Now suppose that your friendMatt promises to pay you $1,000 in one year’s time.
But Matt is known to be a volatile and shifty figure. You suspect he might lose his
job next year, due to his repeated failure to balance his debits and his credits. So you
don’t trustMatt to pay you back asmuch as you trusted Taylor. So, put simply,Matt’s
promise is not worth as much to you as Taylor’s.

So, after factoring in all considerations, suppose you decide that themaximumyou
are willing to pay for Matt’s promise is $600. Restating that in arithmetic:

Present value (PV ) o f Matt
0
s promise = $600 =

$1,000
Discount rate

Once again, we have only one free variable, so we can solve for the discount rate
you are applying to Matt’s promise: In this case, it is 1.67 = $1,000/$600.

So, from this very simple pair of examples, we can extract a deep insight that is at
the core of finance, and that will hold true generally: The riskier an asset is (themore
uncertain its promised future cash flows), the lower its present value (PV), and, thus,
the higher its discount rate.

How exactly do you define and estimate ‘risk’? Isn’t this ‘risk’ inherently about
the future, which we cannot observe, and thus inevitably somewhat subjective and
uncertain? Great question. And, yes. These gnarly issues are the subject of finance
classes. We can’t go into toomuch depth here, about the particularmethods for defin-
ing and estimating risk. For now, don’t overthink it: All we need to know, for now, is
that some companies are riskier than others, and thus there is variation in the dis-
count rate that market participants will apply to them. Clearly, lending to a company
that is on the verge of bankruptcy is riskier than lending to one that is not.

13.4 Discount rate and interest rates

The great thing about accounting and finance (as opposed to, say, math) is that you
have both some quite deep theory, but you also have real-world institutional prac-
tices that have evolved for thousands of years, and the two converge (and sometimes
clash) in subtle ways. ‘Discount rates’ are the general, theoretical idea, and that term
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is applied to all assets (including stocks, which you will see in depth in your finance
classes going forward). But, when we are speaking of forms of credit, it is more con-
ventional in practice to use the term ‘interest rate.’

And, further, you may know that annual interest rates are typically quoted in per-
centage terms—numbers like 6% to 25%, rather than numbers like the 1.25, above.
So, in teaching finance, when we are talking about credit financing, we compromise
with real-world conventions, and use the expression ‘(1 + i),’with the ‘i’ standing for
‘interest rate,’ in the denominator of the identity above. It’s the same concept and
theory, just a new way of writing it. So, rewriting the above, we now have:

PV o f Taylor
0
s promise = $800 =

$1,000
Discount Rate

=
$1,000

1+ i
�! i = .25 = 25%

This implies that i = .25 = 25%. So now, bringing this together, we can say some-
thing that sounds a bitmore conventional: ‘The annual interest rate you charge to
Taylor, based off of your assessment of Taylor’s credit and ability to repay, is 25%.’
(Similarly, the i for Matt’s promise is .67—so you are charging an annual interest rate
of 67% to Matt.)

So, the big takeaways from what we just learned are as follows:

1. In financial markets, people trade cash today for promises of future cash flows.

2. People generally don’t value those future promises of cash 1-to-1. They discount
them, because we generally do not like risk or delay.

3. The degree to which you discount them (i.e. the discount rate) is primarily de-
termined by the perceived risk.

4. When we are talking about forms of credit financing—as we are in this section
of this course—we re-express ‘discount rate’ as the ‘interest rate.’

5. That interest rate is the i in the formulas above.2

13.4.1 Present values and future values: it goes both ways

The equationwe startedwith is an identity—it is true by the nature of what the terms
mean. And there are three terms in it: present value, future value, and the inter-
est/discount rate. So, this means that we can do other calculations as well—if we
know any two of those variables, we can solve for the third. Above, we had:

2And generally that interest rate should be somewhere in the order of 1% to 40%, depending on the
company and situation. (If you solve for an i of 130%, outside of extreme circumstances, that’s probably
a calculation error.)



197 Discount rate and interest rates

Present Value =
Future Value (cash)

(1+ i)

But, trivially, we can rewrite this as:

�! Future Value (cash) = Present Value⇥ (1+ i)

So, as a concrete example, if we are told that somebody is paying $100 to invest in
a bond that will pay interest and principal in one year, and we are told that the interest
rate is 15%, then we know that the expected future cash payment of that bond is $115
in total (principal and interest both included), since $100⇤ (1+ .15) = $115.

Andwe can also rearrange terms and solve for i, which is basicallywherewe started:

�! i =
Future Value (cash)

Present Value
�1

13.4.2 Valuing a stream of future cash flows:

There’s only one more thing that we need to do: Understand how this relationship
works when we have a stream or sequence of several of future cash payments, not
just one lump-sum payment in one year. Let’s go back to the example we used at the
start of this note, of an installment payment. The borrower in this relationship gets
cash (or a car) today, and, in return, promises to make annual payments of $2,400 for
the next 5 years. We represented this as:

Time +1 Year +2 Years +3 Years +4 Years +5 Years
Cash flow promised $2,400 $2,400 $2,400 $2,400 $2,400

Installment Payment Contract

How much is this whole future stream worth, in present value? Let’s start with
what we do know. The first installment payment is due in one year, just like in the
examples above. So let’s just talk about that first payment alone for now.

Present value o f the f irst cash payment =
$2,400

1+ i

Suppose that, based on our assessment of the credit of this borrower, we decide to
apply a 12% annual interest rate to this promise. Then, that becomes:

Present value o f the f irst cash payment =
$2,400
1+ .12

=
$2,400

1.12
⇡ $2,142.86

Okay, now, what to do with the remaining cash payments—the second, third,
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fourth, and fifth? Here, we make a simplifying assumption (in almost any practical
finance setting and almost every class below the graduate level). We assume that we
apply the same discounting/interest rate per each time period. Or, in other words,
to value the second cash payment in present value terms, you apply the same dis-
count/interest rate you used for the first cash payment twice:

Present value o f the second cash payment =
$2,400

1.12
1.12

=
$2,400
1.122 ⇡ $1,913.27

There is some intuition for this: You’ll have towait for the second cash payment for
twice as long, and the borrower will be exposed to the same risks (that will possibly
prevent themfrompaying you) for twice as long. So that’s an intuition. (But admittedly,
this logic is not totally rock solid—and if you do a graduate-level program in finance,
youmight consider time-varyingdiscount rates. In any case, this is how it’s always done
in this class, and almost always in practice.)

Generalizing that, we would apply that discounting a third time to the third pay-
ment:

Present value o f the third cash payment =
$2,400
1.123 ⇡ $1,708.27

And finally, the present value (PV) of the whole stream of future cash payments is
just the sum of the present values of the individual cash payments. This means that:

PV o f instllmnt pymnts =
$2,400

1.12
+

$2,400
1.122 +

$2,400
1.123 +

$2,400
1.124 +

$2,400
1.125 ⇡ $8,651

So, that’s the answer. The arithmetic looks sort of ugly at first. But, it really is really,
really simple. We’re just saying that people don’t like risk or delay, so they discount
future risky cash flows, and as the time horizon increases, the ‘discount’multiplies in
turn. The above is just putting numbers to that idea.

13.5 Doing the same for the bond

Now, let’s apply what we’ve learned to the simple bondwe used as our starting exam-
ple, above: That bond had a 5-year maturity, and paid annual interest payments, with
a stated coupon rate of 6% and face value/principal of $10,000. And, aswe learned, de-
spite the different names, these are all just cash flows. So, we can represent this bond
like so:
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Time +1 Year +2 Years +3 Years +4 Years +5 Years
Cash flow $600 $600 $600 $600 $10,600

Now, in evendoing this calculation,we’re alreadyencountering somethingnewand
seemingly paradoxical. We already said that this bond has a ‘stated’ interest rate—
called the ‘coupon rate’—of 6% annually. But now, we arenot taking it for granted that
this is the ‘real’/ ‘true’/ or ‘market’ interest rate. The bond’s stated coupon rate is just
text in a contract—it’s the way of specifying the size of the cash interest payments
relative to the face value. The company issuing the bond can’t force us—that is, ‘the
market’—to accept that 6%stated interest rate as the ‘true’ discount rate. We—or,more
generally, the financialmarketplace—get to decide howmuchwe’rewilling to pay for
that bond.

How dowe do that? The amount that we’ll pay is, by definition, the present value.
We already specified the promised future cash flows. So, to calculate the present
value, we need to decide on our discount/interest rate. Suppose we determine that,
based off of this company’s riskiness, we require an 8% interest rate. Then, the present
value will be: 3

PV o f bond =
$600
1.08

+
$600
1.082 +

$600
1.083 +

$600
1.084 +

$10,600
1.085 ⇡ $9,201.46

4

13.6 Generalizing: The identity of finance

Let’s back up and restatewhatwe’ve learned in amore general form. This will be useful
for two reasons:

• The general theory is very important, for this class, and any business career.

• Aswe’ll see below, some calculations we’ll dowhenwe apply this theory will look
very big and unwieldy and force us to use Excel. As a result, if you just jump
into those calculations, youmight get the impression there are a lot of new hard

3If it helps, youcanpaste this formula intoGoogle to verify the calculation: (600/1.08) + (600/1.082)+
(600/1.083)+(600/1.084)+(10600/1.085).

4Notice how because our actual interest rate is higher than the bond’s stated coupon rate, the
present value of the bond—and thus, the cash we would actually pay to the corporation issuing this
bond—is lower than its face value. This will hold generally: If the ‘real’/ ‘true’ market interest rate on
a bond is higher (vs. lower) than its stated or ‘coupon’ rate, then its present value and price upon its
issuance will be lower (vs. higher) than the face value. And, if themarket interest rate is exactly equal to
the stated coupon rate, the present value and issuance price will be the same as the face value. This is
not a coincidence, but the proof of this fact takes up a bit too much space. To ‘prove’ it to yourself, you
can just paste calculations like this into Google: 600/1.06+600/1.062 +600/1.063 +10,600/1.064.
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formulas and ideas tomaster. But there aren’t. There’s just one idea, but a bunch
of Excel shortcuts for calculation. So, mastering the idea will spare you anxiety.

What we’ve learned so far is that the present value of any asset is, by definition,
equal to the future cashflows itpromises,discountedby somediscount/interest rate.
Assuming, as we do, a constant interest rate per time period, this means that the fol-
lowing is always true:

Present Value =
[Cash f low1]

1+ i
+

[Cash f low2]

(1+ i)2 +
[Cash f low3]

(1+ i)3 + ...+
[Cash f lown]

(1+ i)n

Or, we can put this in evenmore general terms as...:

Present Value =
•

Â
t=1

Cash f lowt

(1+ i)t

Present value is the sum of all future cash flows, ad infinitum, discounted by
the discount rate / interest rate, in the way we’ve been doing. This will be true of ev-
ery asset, every present value calculation, everymarket interest rate calculation, etc.—
always and everywhere. Every finance calculation is just a re-expression or shortcut
of this one idea, this one identity.

13.7 Reversing: solving for the discount/interest rate

Everything we did above was correct, but also a bit backwards. Usually, in reality, we
are not given a discount rate by a professor. Instead, usually we can directly observe
the stated terms of the debt contract (that is, the future cash payments promised),
and we can directly observe amarket price for the bond—that is, how much people
are actually paying for it in the market. The ‘real’/market interest rate is not written
down and directly observable in the same way. And so a more realistic calculation in
the real world would be to use a bond’s market price (that is, its present value in the
market) and its future payments to calculate its actual interest rate.

Suppose that we observe that the same bond we specified above ($10k face value,
6%coupon ratepaid annually,maturing in5 years)was issued to themarket and traded
at a price of $9,500. Then, putting this in math terms, this implies that:

Market PV o f bond = $9,500 =
$600
1+ i

+
$600

(1+ i)2 +
$600

(1+ i)3 +
$600

(1+ i)4 +
$10,600
(1+ i)5

There is only one free variable in this equation—i, the interest rate. So, there is a
solutionhere, an implicitmarket interest rate. But, even for this simple 5-year bond,
the solution involves a polynomial of order five—I may be rusty on my high-school
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algebra, but I don’t remember how to solve this by hand. So, here, we would just rely
on a financial calculator or Excel shortcut to solve this for us.

Or, suppose that our bond instead had a 20-yearmaturity. In this case, the formula
for calculating its present value would be:

PV =
$600
1+ i

+
$600

(1+ i)2 +
$600

(1+ i)3 ...+
$600

(1+ i)19 +
$10,600
(1+ i)20

The concept is still very simple. It’s still thatone core identity of finance. But this is
now a very long calculation—involving twenty terms, and polynomials of order 20—
and we would likely make errors if we tried to add up all those terms on a scientific
calculator. So, even though the concept is really simple, the calculation gets gnarly,
and so it’s best to save some time and trouble and use Excel. Online resources can
walk you through how to use these Excel shortcuts. I won’t add value by repeating
them here.

13.8 Net present value (NPV)

Anextremely important concept in finance, business, and econ—a term that youwill
hear ubiquitously in future finance classes and your careers—is ‘Net Present Value’
(NPV). What is it? We’ve just discussed present value at length. Net Present Value is
just... (drumroll)... thenet present value. It is thepresentvalueof thebenefits/payoffs
(cash inflows) you get fromsomeasset or investments,net of thepresent valueof the
costs (cash outflows).

If you’ve followed this chapter so far, you can see that this is themetric for rational
investment decisions. Present Value is just, by definition, howmuch future risky cash
flows are worth to us in present-value terms.

13.8.1 NPV examples

In most investments, you have to pay out something now in order to get the future
benefits. So, even if those futurebenefits are large, that investmentmight be abad idea,
if the price you have to pay today is too high. To determine whether an investment
is worth it, you need to decide whether the benefits you expect to get in the future are
worth what you have to pay out today to get them. That is, you need to decide whether
the present value of the benefits is greater than the present value of the cost. That is,
you need to know whether theNet Present Value is positive.

Recall the example of the installmentpayment contract, wherewewere promised
5 annual payments of $2,400 each. When we applied an interest rate of 12% to that
asset, its present value was:
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PV o f instllmnt pymnts =
$2,400

1.12
+

$2,400
1.122 +

$2,400
1.123 +

$2,400
1.124 +

$2,400
1.125 ⇡ $8,651.46

Now, suppose that we were considering buying this asset, the entitlement to re-
ceive those future cash flows. Suppose that the price to buy this asset was $8,000 (or,
put differently, we would need to loan someone $8k to get this installment contract).
How would we factor that price in?

Infinance terms, purchasing this assetwould just be anegative cashflowof$8,000
today. What’s the appropriatediscount/interest rate on that cashoutflow? Nada.Go
back to our core theory. The cash purchase would be a sure thing, paid today, so it
would not be discounted. There’s no interest on an immediate, certain payment. So,
theNet Present Value (NPV) of this investment opportunity would be:

NPV =�$8,000+
$2,400

1.12
+

$2,400
1.122 +

$2,400
1.123 +

$2,400
1.124 +

$2,400
1.125 ⇡ $651.46

(Of course, you could shortcut to this answer by subtracting the purchase price
fromthepresent valueof the futurepayments,whichwehadalready calculatedabove.)

Based on this analysis, this is a good deal. You should be willing to buy this install-
ment contract, at that price. Why? Because, the price of buying it is lower than the
present value of the benefits. If we claim that the present value of the benefits is higher
than the cost, but we don’t want to make that trade, we’re contradicting ourselves.
So, calculating NPV is really just a matter of expressing our beliefs and preferences
formally.

Now, suppose that the price of this asset were instead $9,000. In that case, the NPV
of this opportunity would be -$9,000 + $8,651.46 = -$348.54. In other words, the net
present value would be negative, because the value of what you have to pay is greater
than the present value of what you would receive.5

13.8.2 Present Value Discussion

Fair-value definitions: Now, that we’ve covered the technical aspects, there are a
lot of important high-level things we can understand. Looping back to Chapter 10,
this is the ultimate explanation forwhy the two definitions of ‘fair value’ ultimately
converge. Recall that the first definition was ‘What an asset would sell for in a com-
petitive market.’ And the second was the definition of present value, ‘The discounted
value of expected future cash flows.’ If those two numbers arenot pretty close to each

5Note that this is true even though the total promised cash flow from this investment is $12,000—
meaning that the expected net cash flow (undiscounted) is actually +$3,000 in this scenario.
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other, there is “money on the table.” That is, if the price is lower (vs. higher) than the
present value of the benefits, it would be NPV-positive (vs. NPV-negative) to buy it at
that price. So, in economic equilibrium, the two numbers should be the same.

Contemporarydiscourse: It’s common, ineveryday speech, themedia, and thepub-
lic discourse, for people to claim that, e.g., “Companies are focusing on short-term
value, at the expense of their long-term value.” But, based on what we’ve learned so
far, this is a fallacy, or, at the very least, amisnomer (misuse of the terms). As we’ve
learned ‘present value’ already is a long-term calculation. The translation of all of the
future benefits into present-dollar terms. So, ‘short-term and long-term value,’ is a bit
of a misnomer, based on what we’ve learned so far.6 There can be a tradeoff between
short-term (e.g., this period’s) profits and overall present value. Those things are
different. But value, by definition, is already a long-term calculation.

Relevance: Why is Net Present Value such a ubiquitous concept in finance and
business? If you followed the logic above, you can see that this is the metric for ra-
tional investment decisions. It is a formal way of calculatingwhether an investment is
worth it—whether the expected future benefits, translated into present-value terms,
are worth the costs—and that is whatmanagers have to decide on every day. In Econ
101, it is traditional to teach students that companies ‘maximize profits.’ But the truth
is not quite so simple. In reality, companies are willing to forego profits today in or-
der to earn more profits in the future (by investing in things like internal R&D, or
growing their market share by selling at very low prices, etc.) This has become an ex-
tremely common, prominent strategy amongmany tech firms, especially ‘platforms,’
such as Amazon, Uber, etc., which spentmany years selling at below cost (and report-
ing negative profits) in order to grow their market share. The reason they do this is
that they were motivated to maximize not just this reporting period’s profit, but their
total value for their shareholders. Shareholders care about the total net present value
of their shares—their wealth—not just one period’s reported profits. So, the concept of
NPV is ultimately essential to understanding the business strategy and choices of the
most prominent companies in the world today.

6As always, things can get ever-more complicated in reality and in graduate programs. For example,
if there is information asymmetry between firms and the financial market, managers could make some
corporate policy choices—or deceptive disclosures—that could increase the stock price in the short-
term,whilehurting the ‘true’ fundamental present value. Fornow, thepoint is to internalize themeaning
of present value, which, by definition, already incorporates expectations for the future.
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13.9 Other finance topics

13.9.1 Risk and return

While we’re on the topic of finance, I want to talk about another idea that comes up a
lot, which we now have the tools to understand. You may have heard phrases of the
form like ‘high risk, high return.’ I think that many people think that this is a kind of
moralistic exhortation, indicating that companies need to make big, bold risky moves
in order to generate high profits. But in the context of finance, that is not what this
really means. Instead, the real meaning is something we’ve already discovered in the
first pages of this chapter, and is, frankly, more boring.

What the phrase ‘high risk, high return’ really means is this:Mechanically, when
investors are worried about the risk of some creditor, they are not willing to pay as
much today (that is, inpresent value) for thepromised futurepayments. So, thehigher
the risk of some investment, the lower the present value relative to the expected fu-
ture value. And the return on a financial investment is, by definition, the future value
you get from an asset, divided by what you paid for it. Restating in equation form:

Present Value =
Expected Future Value

Discount Rate

Expected Future Value

Present Value
= Expected Return = Discount Rate

So, high risk means high return because you pay less up front for the expected
future cash flow. I.e., high risk means high return, because risk is bad—not because it
is bold—so financial markets trade off the two.

13.9.2 ‘Market efficiency’

Finally, I want to discuss one last very important finance term: market efficiency. I
think that when much of the general public hears the term ‘market efficiency,’ they
think that heartless economists are claiming that markets are morally ideal. But this is
notwhat this termmeans, in the context of finance. ‘Market efficiency’ simplymeans
that, if you want to buy or sell an asset in a financial market, you’ll be entering a very
competitive marketplace, where the other people you need to buy from or sell to are
pretty smart and also looking for good deals. So, you can’t expect anyone to sell you
a financial asset (whether a bond or stock or anything else) at a price at which it is
an obvious, no-brainer, good investment—near-certain to sharply increase in value,
with little risk. Why not? Consider this ‘proof by contradiction’: If itwere certain that
the asset would drastically increase in value, with little downside risk, why would the
seller sell it at that price right now?
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Generalizing this, in financial markets, the prices that assets trade at are set in a
way that already takes into account the available information about the company
and its future prospects. That is, the current prices of financial assets already reflect
predictions about their future performance. A more trippy way of putting it is this:

“The current price of an asset in a financial market already is, essentially,
a prediction about its future price. In a sports betting market, you might
be able to predict an event , e.g., that the Lakers will beat the Knicks in the
next game, with some success, better than a coin flip. But you can’t really
predict how the prevailing prediction itself—that is, the betting odds—
will change in the interim. Similarly, you can’t predict whether a stock will
outperform.7”

Less wordy professors thus sometimes define market efficiency as:

“Prices reflect all available public information.”

This notion has two practical implications for our purposes:

1. First, if an asset (such as a bond) promises a higher rate of return (which is the
market interest rate in the case of a bond), that returnmust comewith a catch—
presumably, more risk. So, a higher interest rate means higher risk and vice-
versa.

2. Second, given market efficiency, we will often assume that market prices and
interest rates are basically ‘correct.’ If we want to calculate the net present value
of an investment, we’ll often take for granted some relevant market discount
rate as our ‘true’ discount rate for doing so. And, next chapter, we’ll see that the
market interest rate (rather than the company’s ‘stated’ coupon rate on thebond)
is what determines the actual Interest Expense a company will recognize in its
financial statements.

7That is, yield returns beyond the expected return entailed by its risk.





14
Long-Term Liabilities

This chapter is about accounting for bonds. Themain challenging work in this chap-
ter is what we call ‘bond amortization.’1 And it is among the hardest, most compli-
cated, andmost technical parts of this course. But, as wewill see, it is anecessary pro-
cess for accounting for some interesting and inevitable complications in how com-
panies finance themselves with bonds. And we can reduce the accounting to a fairly
rote algorithm. So, while this material will look tough and gnarly at first, it is abso-
lutely doable.

14.1 What is a bond, and what is the problem?

Bonds are the major way in whichmature companies finance themselves. They are
a form of credit. The company makes a contractual promise to pay out a specified
stream of payments—interest (or ‘coupon’) payments and the face value on the ma-
turity date. They are like loans in that respect, but with one major difference: Com-
panies issue (that is, sell) their bonds to the financial marketplace, where financial
market participants (such as pension plans, hedge funds, or even individual investors)
bid on those bonds and trade them. So, the interest payments are paid to whoever has
bought that bond in the market. Whereas with a loan, the company negotiates and
contracts privately with a bank, and the bank holds onto the loan instead of trading it.

1(This is quite distinct from the Amortization expense we covered in Chapter 10—the allocation of
the purchase price of an intangible asset. Same word, quite different meaning.)

207



14. Long-Term Liabilities 208

The jargon here is a bit confusing to first-timer learners, but important to grasp.
We say that a company ‘issues (or sells) a bond,’ because it is as if it is selling a piece
of paper to the financial markets (the contract specifying the future payments it will
make), in exchange for getting cash today. In the jargon of the financial world, bonds
are often referred to as ‘fixed income’—because the payments (income) they offer to
the owners of the bond are fixed in advance (in direct contrast to the dividend pay-
ments on shares).

Thebasicaccounting challenge is this: The company issues its bonds to thefinan-
cial free market. The company cannot sell a bond contract to the financial market
until it set the terms of the contract. So, the company has to specify a ‘face value’ of
the bond (the amount that it will pay off at the end) as well as its cash interest pay-
ments. By definition, the cash interest payments are determined by the face value
and the ‘stated’ interest rate. Going forward, we’ll refer to the ‘stated’ interest rate as
the ‘coupon rate,’ to more clearly distinguish it from the ‘true market rate.’2

So, in short, the company has to specify its stated coupon rate prior to selling the
bond. But the financial market is a free market. And so, as we learned in the last chap-
ter, the participants in that market get tomake up their ownminds about what those
future promises are worth—the present value—which is what the market will actu-
ally pay for the bond on its issuance date. And, by the core identity of finance, that
is equivalent to determining the real interest rate on that bond.3 We could also say
it this way: ‘The market gets to decide the real interest rate it will assign to the com-
pany’s bond, which determines the present value.’ Given our core finance identities,
those are equivalent statements.

But this creates an accounting problem: The cash received on the bond (a debit
to Cash for the issuer), will not equal the face value that the company is obligated
to pay on the maturity date. And the stated coupon rate will not equal the market
interest rate. So, that’s an inevitable problem. ‘Bond amortization’ is accounting’s
way of dealing with that. But before we can get to that, we need to be clear on a few
more mechanics.

14.1.1 Bond specification:

Now, let’s startmaking thismore concrete: The first step in basically any bondproblem
is to be able to go from a verbal description of a bond’s terms to understand the cash
payments it promises. The key parameters in a bond contract, for our purposes, are:

2This language has to do with the history of bonds. Back in ye olde days, pre-digital era, bonds were
literal paper contracts printed and sold by corporations to investors—those investors would literally
clip a coupon off of that bond on the specified interest payment dates, take that physical coupon to the
bank, and redeem it for cash there.

3...since i = f uture value

present value
�1, and related identities.
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• the coupon rate,

• the maturity date,

• the face value,

• the interest payment frequency.4

For example, suppose we have the following verbal description: ‘A $10,000 face
value bond, with a 5-year maturity, and a 6% coupon rate (stated interest rate), with
annual payments.’ This means that over the next 5 years, the company pays once-
annual payments of 6% x $10,000 = $600; and on the maturity date (5 years from now)
it additionally pays the ‘face value.’ In other words, that verbal description of the bond
indicates the following schedule of cash payments:

Time +1 year +2 year +3 year +4 year +5 year
Cash flow promised $600 $600 $600 $600 $10,600

Table 14.1: 5-year bond, $10k face value, 6% coupon paid annually:

You should be able to generalize from that example to be able to specify the cash
payments on anybond, given any combination face value,maturity, and coupon rate.
For example: ‘A $100,000 face value bond, with a 3-year maturity, and a 12% coupon
rate, with annual payments.’ For this bond, the schedule of cash flows is:

Time +1 year +2 year +3 year
Cash flow promised $12,000 $12,000 $112,000

3-year bond, $10k face value, 12% coupon paid annually:

14.1.2 Bond valuation:

The next step is to be able to understand and calculate how the ‘real’ /market interest
rate will determine the present value of the bond, and thus, the price it will actually
sell for in the financial market. That, in turn, will be how much Cash the company
issuing the bond will receive upon the bond’s issuance. Given that we have already
specified the cash flows, this is just an application of the core identity of finance—
the one formula—that we drilled on last chapter. All we need to go from a schedule
of cash flows to a present value is the discount / interest rate.

4I will always assume annual interest payments to keep the exposition of the ideas clean and simple.
In reality, it’s more common for bonds to pay interest semiannually, twice yearly.
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How do investors assess and price the ‘riskiness’ of corporate bonds? That’s largely
what you will learn in your dedicated finance classes. For our purposes, we will be
given an interest rate, and need to know how to plug it in.

Consider our first bond above: ‘A $10,000 face value bond, with a 5-year maturity,
and a 6% coupon rate (stated interest rate), with annual payments.’ We already laid
out the cash flows it pays (Table 14.1). So, if the real /market interest rate on that bond
is 8%, then the PV and issuance price will be:

P.V.o f bond =
$600
1.08

+
$600
1.082 +

$600
1.083 +

$600
1.084 +

$10,600
1.085 = $9,201.46

Now, what if, instead, themarket had assigned a real/market interest rate of 5% to
a bond with the same contractual terms? Then the PV and issuance price would be:

P.V.o f bond =
$600
1.05

+
$600
1.052 +

$600
1.053 +

$600
1.054 +

$10,600
1.055 = $10,432.95

Note how, in this simple pair of examples, when the real /market interest rate (8%)
is greater than the coupon rate, the present value and issuance price is less than the
face value. And when the real / market interest rate (5%) is less than the coupon rate,
the present value and issuance price is greater than the face value. It also turns out
that, if the real interest rate is the same as the coupon rate, the present valuewill equal
the face value.

This is not a coincidence, and will hold generally. The formal proof of this is
too long and gnarly for this course. But, to ‘prove’ the last one to yourself—that if
the coupon rate equals the true interest rate, present value equals face value—do the
following calculation and similar ones: $600

1.06 + $600
1.062 + $600

1.063 + $600
1.064 + $10,600

1.065 . If
the coupon rate in the numerators is equal to the true interest rate in the denomina-
tors, then the present value will always equal the face value, every time. Then, once
you’ve convinced yourself of that, you can remember that, holding the cash flows
fixed (coupon payments and face value), a higher (vs. lower) interest rate means a
lower (vs. higher) present value. So, you should be able to know those directional dif-
ferences without having to do a calculation.

Summarizing these directional relationships:

• market interest rate = coupon rate ! present value = face value

– Jargon: Bond ‘issued at par.’

• market interest rate> coupon rate ! present value< face value
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– Jargon: Bond ‘issued at a discount’

• market interest rate< coupon rate ! present value> face value

– Jargon: Bond ‘issued at a premium’

14.2 Accounting for a bond issued ‘at par’

Now, to segue to our accounting content, let’s start with the simplest case of a bond
issuance. As we saw above, if and only if the ‘real’ / market interest rate is equal to the
stated / coupon rateon thebond, then thepresent value and issuancepriceof thebond
will equal its face value.5 In this case, we say that the bond is issued ‘at par’ (jargon).

14.2.1 Bond issuance

Consider again the bond contract we used as an example above, with a 6% annual
coupon rate and a face value of $10,000. If and only if the real / market interest rate
upon issuance were also 6%, the present value would be:

P.V.o f bond =
$600
1.06

+
$600
1.062 +

$600
1.063 +

$600
1.064 +

$10,600
1.065 + = $10,000.00

Now, this will rarely, if ever, happen in reality: We’re just using this as a starting
benchmark for bond accounting. But, hypothetically, if this were to happen, the ac-
counting for the bond issuancewould be very simple: The companywould get a $10k
Cash inflow (a debit), and the face value that it is liable to pay off at maturity will also
be $10k, and recorded in the Bonds Payable liability account. The journal entry would
be:

Cash (+A): $10,000
Bonds Payable (+L): $10,000

Bond issued at par, 1/1/2021

This is essentially howweaccounted for loans (NotesPayable) earlier in the course,
just with Bond in lieu ofNote.

5Again, the proof of this is pretty gnarly. You can ‘prove’ this to yourself by pasting a bunch of cal-
culations into Google as your calculator—as long as the numerator (the coupon payment) and the de-
nominator (the real interest rate) line up, the PVwill equal the face value. Here are some examples to get
you started: (1.) A 3-year $10k bond with 3% coupon rate and 3% real market interest rate: 300/1.03+
300/(1.032)+10300/(1.033); (2.) A 6-year $100k bond with an 8% coupon rate and a 8% real market in-
terest rate: 8000/1.08+8000/(1.082)+8000/(1.083)+8000/(1.084)+8000/(1.085)+108000/(1.086).



14. Long-Term Liabilities 212

14.2.2 Subsequent Interest Expenses / Payments

Additionally, in this special case of a bond issued at par, accounting for subsequent
interest expenses is also easy. Let’s keep things simple and assume our company does
annual reporting on January 1st, and also issued its bond paying annual interest pay-
ments on January 1st. That way,we don’t need to worry about interest accruals (be-
cause the interest cash payment and expense recognition happen in full and on the
same date). We’ll make this simplifying assumption throughout this chapter. Since
the coupon rate and truemarket interest rate upon issuance were both 6%, the annual
interest payment and interest expense are both $600. So, wewould account for each
annual interest payment like so:

Interest expense (-S.E.): $600
Cash (-A) : $600

Annual interest payment and expense, 1/1/2022

So, here the accounting is easy. When the bond does not issue at par—that is, when
the market rate is not equal to the coupon rate—things get more challenging.

14.2.3 Whycan’t companies just set their couponrateequal to their
market interest rate?

Why can’t companies set their coupon rates equal to their market interest rates, and
make the accounting easy and clean, like the above? That is, why can’t this chapter
just end here? The answer is that companies try to get close—they try to set their
coupon rates close to what they expect themarket rate will be upon issuance. But they
can never guarantee total success. The financial market is a freemarket, and investors
makeup their ownminds aboutwhat they’rewilling to pay for anybond. The company
has to set the couponpayments in advance, so it can go through all kinds of legal and
regulatoryhoopsbefore issuing thebond to themarket, andoverallmarket conditions
and sentiment can change in that time. In other words, the company can’t ‘discover’
its real market interest rate until it actually sells the bond into the market. And it can’t
sell the bond until it sets the contractual terms—the face value and coupon rate. The
problem is unavoidable.

Concretely, if the market interest rate is higher than the coupon rate, the bond will
be issued “at a discount’’ to its face value. And if themarket interest rate is lower than
the coupon rate, the bond will be issued “at a premium” to its face value. We’ll now
cover the accounting for each case, in turn.
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14.3 Bond issued at a discount:

Consider again our example of a bond with a $10,000 face value, a 6% annual coupon
rate, and a 5-year maturity. But now, suppose the real / market interest rate upon its
issuance is 8%. Then the implied present value and, thus, the issuance price, would
be:

Issuance Price = P.V. =
$600
1.08

+
$600
1.082 +

$600
1.083 +

$600
1.084 +

$10,600
1.085 + = $9,201.46

Because the $9,201 issuance price is lower than the face value, we say the bond is
issued “at a discount” (jargon).

14.3.1 Issuance

Now, consider the accounting problem. Our company gets a $9,201 Cash (+A) infu-
sion (debit); but the face value we are liable to pay in 5 years is $10,000. How does
accounting deal with this difference? The rule is we credit Bonds Payable for the full
face value ($10,000), and ‘plug’ the difference with a new account called ‘Discount
on Bonds Payable.’ So, obeying that rule, the journal entry upon issuance would be:

Cash (+A): $9,201.46
Discount on Bonds Payable (+contra-L): $798.54

Bonds Payable (+L): $10,000

Bond issued at a discount, Jan 1 2021:

What exactly is this Discount on Bonds Payable? As the journal entry above in-
dicates, it is a contra-liability account. This is the first contra-liability account we’ve
seen in this course. But it fitspreviouspatternswe’ve seen, of howacontra-accountwill
plug a difference, and separately track some kind of a reduction in another account. In
this case, upon issuance, the Discount on Bonds Payable tracks the difference be-
tween the face value (the payment due on thematurity date) and the present value of
the bond. And we want them tracked separately, because the companywill eventually
pay that face value. Setting up the T-accounts, those would look like so, at this point:

Bonds Payable (L)
Debits Credits

$10k
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Discount on B/P (contra-L)
Debits Credits
$798.54

Another way to think about this is to forget about the ‘meaning,’ and simply note
that we need to ‘plug’ the difference between the cash flow and the related accrual
account (the Bonds Payable liability), a common accounting move.

14.3.2 Introducing ‘Carrying Value’

Now, we need to introduce one vital bit of terminology (jargon). We use the term ‘Car-
rying Value’ to indicate the ‘net’ value of the Bonds Payable on the company’s books—
that is, net of its Discount contra-account. (This is quite similar to ‘book value,’ the
value of some asset less its related contra-account, e.g. Equipment and Accumulated
Depreciation. Formally:

Carrying Value = Bonds Payable � Discount on Bonds Payable (14.1)

(Or, you can just think of it in terms of those ‘stacked’ T-accounts above—theBonds
Payable (L) account minus its contra-account amount.) So, after the issuance, per the
journal entry above, the initial carrying value will be $10,000 - $798.54 = $9,201.46.
Note that, per our rule, Bonds Payable is always credited for the full face value on the
issuance date. So, on the issuance date, the carrying value will also equal the Face
Value minus the Discount on BP, which is just the issuance price ($9,201.46). But, as
we’ll see, this will not hold going forward—-because theDiscount on BP (and thus the
carrying value will be updated with each interest payment).

14.3.3 Subsequent expenses:

So we just solved the accounting problem of the difference between the face value
and the issuance price of the bond on the issuance date—just the old accounting trick
of creating a contra-account as a plug.

So, now,weneed to account for subsequent interest payments and expenses. (Note
that, per our simplifying assumption that the bond is issued on Jan 1st, the reporting
date, and pays annual interest, both the expense and the payment will be recorded at
the same time.) Let’s start with what we know for sure. By definition, the annual cash
interest payment on this bond is fixed by the terms of the bond itself. So, we know
that that will be a credit of $600. So, here’s what we know right now:
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Interest Expense (-S.E.): ???
??? ???

Cash (-A): $600

First interest payment, Jan 1 2022 (State of our Ignorance):

But what is the Interest Expense? The next accounting problemwe face is that the
real / market interest ratewill be different from the stated coupon rate. And, per our
corefinance theory, the real /market interest ratedetermines the real / ‘economic’cost
to the firmof getting its debt financing. So it would be problematic to allow companies
to base their reported Interest Expense on their stated coupon rate.6

So, how exactly does accounting deal with this issue? By now, you are probably
primed to recognize that we use the real/market interest rate upon issuance (8%
in our current example) rather than the stated/coupon rate (6% in our current exam-
ple) to calculate the Interest expense per period. So, do we multiply that 8% times the
$10,000 face value, and recognize $800 in annual Interest Expense? No. Remember that
on the initial issuancedate, themarket actually paid$9,201.46 (which is also the initial
carrying value of the bond). So that is like the real initial loan the company got.

It turns out that the rule is that we multiply the real / market interest rate by the
CarryingValue (CV), not face value, to calculate the Interest Expense eachperiod. That
is:

Interest Expense = CV ⇥Market Interest Rate upon issuance (14.2)

So, after the first year, that would be a debit of $9,201.46 x .08 = $736.12. So, our
next andfinal accountingproblemhere is that our Cash credit ($600) and our Interest
Expense debit ($736.12). How dowe deal with this? Once again, theDiscount on Bonds
Payable (-contra-L) account will plug the difference. So, in fact, our full journal entry
for the first annual interest expense would be:

6As an edge case, suppose that a company issued a $10,000 face-value, zero-coupon bond—in other
words, had an annual coupon payment of $0—but this company was actually quite risky. In that case,
themarket would assign a high real interest rate to the bond, and its issuance price would thus be far be-
low $10,000—say, e.g., $6,000. So, that case, there would be a real cost of that debt financing, even
though there was $0 in annual coupon payments. Intuitively, we shouldn’t allow that company to
falsely report that it has $0 in Interest Expense. We need some way to account for the real cost of the
debt.
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Interest Expense (-S.E.): $736.12
Discount on Bonds Payable (-contra-L): $136.12
Cash (-A): $600

First annual interest payment/expense, Jan 1, 2022, in full:

This means that, after this journal entry, the balance of the Discount on Bonds
Payable will be $798.54 -$136.12 = $662.42. (Remember that the Discount on BP is
a debit account so credits to it are reductions.) Visualizing with the T-accounts:

Bonds Payable (L)
Debits Credits

$10k

Discount on BP
Debits Credits
$798.54 $136.12

$662.42

And, per its definition, the updated Carrying Value of the bond would be:

Carrying Value = Bonds Payable � Discount on B.P. (balance) (14.3)

Carrying Value = $10,000�$662.42 = $9,337.58 (14.4)

(Note that we also could have updated the Carrying Valuemore directly by just adding
the $136.12 change in theDiscount to the prior Carrying Value.)

We’ll discuss some intuitions for what’s going on in the next section. But for now,
let’s just keep applying our rote rules. What do we do about the next interest payment
(in2023)? As always, thecash interestpayment is fixedat $600. The Interest Expense is,
by definition,Carrying Value⇥Market Interest Rate upon issuance. Calculating, that is:
$9,337.58⇥ .08 = $747.00. And we ‘plug’ the difference between the two by reducing
the Discount on BP. So, the journal entry for the next interest expense and payment
would be:
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Interest Expense (-S.E.): $747.00
Discount on Bonds Payable (-contra-L): $147.00
Cash (-A): $600

Second annual interest payment/expense, Jan 1, 2023

And then, after that interest payment and expense, our updatedDiscount on Bonds
Payable balance will be $662.42 - $147.00 = $515.42.

Discount on BP
Debits Credits
$798.54 $136.12

$147.00
$515.42

Discount on BP (contra-L) after first Interest

And so our updated Carrying Valuewill be: $10,000�$515.42 = $9,484.58. And so,
in turn, our Interest Expense for the next year (2024) will be: $9,484.58⇥ .08 = $758.77.
And then we just keep plugging and chugging, as long as our question requires!

14.3.4 Backing Up: Summarizing The Rules

So, we just worked through an example in linear order, and introduced a lot of new
jargon/terminology. So, if your head is spinning a bit, mine is too. But everything we
did can be boiled down to a couple of rote rules, which we can memorize and cling
to as we develop our understanding.

Rules for Bonds Issued at a Discount (market interest rate> coupon rate)

• Rule #1: On the issuance date, credit the full face value ($10,000) to Bonds
Payable; debit the issuance price (present value) to Cash; and ‘plug’ the dif-
ference with a debit toDiscount on Bonds Payable (contra-L).

• Rule #2: Define:Carrying Value = Bonds Payable�Discount on BP (balance)

• Rule #3: In each period, the Interest Expense is calculated as:
Interest Expense =Carrying Value⇥Market Interest Rate.

• Rule #4: ‘Plug’ the difference between the cash interest payment and that In-
terest Expense with a credit toDiscount on Bonds Payable.
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• Rule #5: And remember to update the Carrying Value, based on the updated
Discount, before calculating the subsequent year’s Interest Expense.

Or, we can show the journal entries in general form. The journal entry for the
initial issuance of a bond at a discount will always be:

Cash (+A): $(Issuance Price [PV])
Discount on BP (+contra-L): $(Face Value - Issuance Price [PV])

Bonds Payable (+L): $(Face Value)

Bond issued at a discount, Jan 1 2021:

The Carrying Value (CV) will always be as defined above. And the subsequent In-
terest Expenses and cash interest payments will always be:

Interest Expense (-S.E.): $(CV * Market Interest R)
Discount on BP (-contra-L): $(Difference)
Cash (-A): $(Coupon Rate * Face Value)

Subsequent annual interest payment/expense, Jan 1, 202x

14.3.5 Intuition: What’s going on here?

It is very challenging to get intuition for what’s going on here. For solving problems,
it’s best to cling to the rules. But here are some things that could make some intuitive
sense:

• First, the actual issuance price of the bond is like the amount that the market
actually ‘loaned’ to the company. So it should be intuitive that, the first interest
expense is the market interest rate times the initial carrying value, which is that
number.

• Second, note thatwitheach Interest Expense and interest cashpayment,wecredit
the Discount on BP (contra-L) account. Since that is a debit account, the cred-
its are reductions. So, we are “using up” the ‘Discount’ over time, allocating it
across periods. And this means, in turn, that the Carrying Value increases up to
the Face Value as of thematurity date. This is why this process is called bond
“amortization”—it’s a way of apportioning an abstract B/S account. (See Figure
?? below.)
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• Third, note that for bonds issued at adiscount, themarket interest rate ishigher
than the pre-set coupon payments. So, one way to think about this is that it is
as if the company is ‘falling behind’ on paying its real cost of debt. So, theCarry-
ing Value of the bond—and, thus, in turn, the Interest Expenses—increase over
time. This is just likewhatwouldhappen if you fell behindon credit-card interest
payments: Your balance would increase, so your interest would compound.

• Fourth, in simple cash terms, thecompany issuing thisbond ispaying two forms
of cash costs for its bond financing. It’s paying the cash interest payments, ob-
viously. But it’s also paying the difference between the face value and the is-
suance price. I.e., when a company issues a bond at a discount, the cash it gets
at the beginning ($9,201.46) is less than the face value it will have to pay at the
end ($10,000). The difference between them is, by definition, the initial Dis-
count. And, what this whole algorithm is doing is apportioning that Discount
out as expenses over time, on top of the company’s cash interest payments. So,
this looks like a familiar tactic in accrual accounting—apportioning a net cash
outflow evenly over time, to reconcile cash to accruals.

If none of these intuitions make sense to you yet, don’t panic. The rules work
whether or not we think they should. If you just want the right answer, the algorithm
has your back.

14.4 Bonds issued at a premium:

Now, let’s cover the final possible case, when themarket interest rate on the bond is
lower than the pre-set coupon rate, and it issues at a premium.

14.4.1 Differences between a bond issued at a discount

After all the work we did in the previous section, this will be relatively quick and easy,
because virtually everything above applies symmetrically, with only two minor, and
predictable, semantic differences:

• First, because thebond is issuedat apremium, insteadofhavingacontra-liability
account (Discount on BP) as a plug, we use ‘Premium on Bonds Payable (+L).’
This is a normal liability account, a credit account. So, wewrite it upwith a credit
on the issuance date, and will reduce it via debits in the later amortization.

• Second, predictably and symmetrically, the Carrying Value (CV) is now defined
as:

CV = Bonds Payable + Premium on Bonds Payable. (14.5)
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14.4.2 The Rules

And so our rules for bonds issued at a premium are substantively identical to those
for bonds issued at a discount, just with those changes.

• Rule #1:On the issuance date, credit the full face value toBonds Payable; debit
the issuanceprice (present value) toCash; and ‘plug’ the differencewith a credit
to Premium on Bonds Payable (L).

• Rule #2: Define:Carrying Value = Bonds Payable+Premium on BP (balance)

• Rule #3: In each period, the Interest Expense is calculated as:
Interest Expense =Carrying Value⇥Market Interest Rate.

• Rule #4: ‘Plug’ the difference between the cash interest payment and that In-
terest Expense with a debit to Premium on Bonds Payable.

• Rule #5: And remember to update the Carrying Value, based on the updated
Premium, before calculating the subsequent year’s Interest Expense.

And, as before, we can show the journal entries in general form. The journal entry
for the initial issuance of a bond at a premiumwill always be:

Cash (+A): $(Issuance Price [PV])
Premium on BP (+L): $(Issuance Price [PV] - Face Value)
Bonds Payable (+L): $(Face Value)

Bond issued at a premium, Jan 1 2021:

The Carrying Value (CV) will always be as defined above. And the subsequent In-
terest Expenses and cash interest payments will always be:

Interest Expense (-S.E.): $(CV * Market Interest R)
Premium on BP (-L): $(Difference)

Cash (-A): $(Coupon Rate * Face Value)

Subsequent annual interest payment/expense, Jan 1, 202x

14.4.3 Example

Go back to our primary bond example, with a 5-yearmaturity, $10k face value, and a
6%couponpaid annually. Now let’s suppose that themarket interest rate on the bond
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upon issuance was 5%. Then the present value and issuance price of that bond would
be:

Issuance Price = P.V. =
$600
1.05

+
$600
1.052 +

$600
1.053 +

$600
1.054 +

$10,600
1.055 + = $10,432.95

And, applying our rules, the journal entries for the issuance and subsequent inter-
est payments would be:

Cash (+A): $10,432.95
Premium on Bonds Payable (+L) : $432.95
Bonds Payable (+L): $10,000.00

Bond issuance at a premium, Jan 1 2021

The initialCarryingValuewouldbe$10,432.95. So thefirst annual Interest Expense
would be $10,432,95 x .05 = $521.65. Applying our rules, the journal entry for the first
interest payment date would be:

Interest Expense (-S.E.): $521.65
Premium on Bonds Payable (-L): $78.35

Cash (-A): $600

First annual interest payment/expense, Jan 1, 2022:

And so, the updated balance of the Premiumwould be: $432.95 - $78.35 = $354.60.
Or, if you prefer to see this with the T-account:

Discount on BP
Debits Credits
$78.35 $432.95

$354.60

Premium on BP (L) after first Interest

So the updated Carrying Value would be: $10,000 + $354.60 = $10,354.60. So the
subsequent Interest expense would then be: $10,354.60 x .05 = $517.73...andwewould
keep applying that algorithm, updating the Carrying Value after each interest pay-
ment, and plugging and chugging, as long as our question requires.
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14.4.4 Intuition

It’s very hard to get intuition here. Let’s try to just ‘flip’ the intuitions we worked on for
bonds issued at a discount.

• First, note that for bonds issued at apremium, the pre-set coupon rate ishigher
than the realmarket interest rate. So, one way to think about this is that it is as
if the company is payingmore than its real interest cost of debt, so it is as if it
is ‘paying down’ the principal of the initial ‘loan’ of $10.4k as well. This is just
likehow installmentpaymentshavean implicit interest rate, butfixedpayments
over time, so each payment represents interest but also a reduction in the out-
standing principal. (This is also just how home mortgages work. Mortgages
have an implicit interest rate, but homeowners pay essentially fixed monthly
mortgage payments. Homeowners increase their home equity with each pay-
ment, because eachone represents both interest andpayingdown theprincipal.)

And, since theCarrying Value is reduced over time, the Interest Expense recorded
in each period decreases as well. This should also make intuitive sense. It’s like
if you paid off more than your minimum interest payment on your credit card.
That would reduce your outstanding balance, which would reduce the interest
you were charged.

• Second, in simple cash terms, the company issuing this bond is incurring the
cash cost of paying coupon payments ($600⇥ 5 years), but that is partially off-
set by the positive net cash flow from selling the bond at a premium to its final
face-value payment. That is, it gets $10.4k on issuance, but will only have to pay
$10k of face-value on the maturity date. So, that $400 difference “offsets” the
cash interest payments, reducing the Interest Expense over time.

• Third, note that with each Interest Expense and interest cash payment, we debit
the Premium on BP (L) account. Since that is a credit account, the debits are
reductions. So, we are “using up” the ‘Premium’ over time, allocating it across
periods. And this means, in turn, that theCarrying Value decreases down to the
Face Value as of thematurity date.(See Figure ?? below.)

14.4.5 FAQ:Why would anyone buy a bond at a ‘premium’?

One question that students often have when we discuss bonds issued at a premium, is
‘Whywould themarket paymore than the face value of the bond—the cash payment it
will actually get at the end?’ Andwhile this does seemodd tofirst-time learners, there is
an easy answer to this question: Bond buyers in these cases are willingly payingmore
than face value, because they are getting compensated by the relatively high coupon
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payments in the interimperiod. Since the coupon rate is higher than the real/market
interest rate, they are still getting the return they require overall, even though the final
face-value payment they will receive at the end is less than their initial investment.

14.4.6 Visualizing premium/discount amortization

It can be very helpful to visualize the ‘amortization’ process for bonds issued at a pre-
mium vs. discount together. In both cases, the face value is different from the issuance
price, which is the initial carrying value. And then, as we reduce the Discount or Pre-
mium, amortizing it with each interest payment and expense, the Carrying Value con-
verges to the Face Value. See the figure below for a visual representation:

Bond Amortization

14.5 Repurchasing or calling a bond:

14.5.1 Callable bonds

So far in this intro class, we’ve talked about bonds in a fairly general way. But, as al-
ways, reality can be incredibly complex. At the end of the day, bonds are just con-
tracts—agreements by the company to make certain payments at certain dates, and
specifying other rights, conditions, and obligations for the company and bondholder.
A typical credit agreement can run to almost 100 pages, or more. (This is one reason
why there are so many white-collar jobs in and around the financial sector.) And so,
the complex reality is that these contracts can be written in any number of ways.
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One of the most significant parameters in a bond contract, worth knowing about,
is whether or not the bond is ‘callable.’ A ‘callable’ bond is one in which the bond con-
tract stipulates that the issuer can ‘call’ thebond—that is, essentially, pay to extinguish
it and cancel all the future payments—at a pre-specified price. Economically, this is
essentially the same as the issuer having the right to repurchase the bond at the spec-
ified call price. But, the legal structure, mechanics, and semantics are a bit different.
For callable bonds, it’s conventional to refer to this as ‘redeeming’ thebond rather than
‘repurchasing.’

Why would our company to ‘redeem’ one of its callable bonds? Themost common
and significant reason would be a change in overall market interest rates. For exam-
ple, suppose that when we originally issued our bond, the interest rate for bonds for
companies with our credit rating was 7%. But now, thanks to Federal Reserve policy
and other factors, that prevailing market interest rate is 3%. Clearly, we would rather
pay a 3% interest rate than 7%! So, in such a condition, we could issue new bonds at
the 3% interest rate, and use the cash proceeds to redeem our old bond, and thereby
reduce our interest payments.

14.5.2 Repurchasing bonds

Even if the bond contract does notmake it ‘callable’ at a pre-specified price, bonds
are traded in free financial markets. So, companies can repurchase their own bonds,
directly from sellers, or via brokers. In repurchasing a bond, the company essentially
pays the present value (market price) today, in order to extinguish all of its future pay-
ments. So, this is, in essence, just reversing the bond issuance. Whywould companies
do this?7 There could be any number of reasons. Corporate finance is about compa-
nies’ needs for cash today vs. cash in the future. Perhaps the company issued the
bond in the past, because it needed a cash infusion at that time. But then, perhaps its
subsequent sales in the interim were better than expected; so, now it has extra cash,
and wishes to pay off its debts early. Or, perhaps the company has a new CFOwho has
decided to change its capital structure. It could issue more Common Stock and use
the cash proceeds from that sale to pay off debts thereby decreasing its leverage.

7Warning: advancedmaterial. If you understand our core finance theory andpresent-value relations
verydeeply, youmaybeable tounderstand that, for non-callablebonds, our companywouldnotbenefit
from refinancing—e.g., repurchasing a bond issued at 7%, with the purchased financed by issuing a new
bond at 3%—in quite the same way. Why? The reason is that, based on present-value identities, the
decline in themarket interest rate from 7% to 3%would increase the present value, and thus themarket
price, of our bond. So we’d have to paymuchmore than face value to repurchase it for themarket price.
And so it turns out that repurchasing a bond at themarket price doesn’t, by itself, make us any better off.
There’s no free lunch in a competitive marketplace. The reason why refinancing a callable bond does
help us is that the ‘call price’ is fixed in advance. If this makes your head spin, don’t worry. You’ll spend
weeks on this in subsequent finance courses.
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14.5.3 FAQ:Why not only issue callable bonds?

So, based off of what we learned above, companies can repurchase ‘normal’ (non-
callable) bonds in the bond market, at the prevailingmarket price. However, if they
issue ‘callable’ bonds, then they have the right but no obligation (that is, to use a core
finance term, the option), to repurchase it at a pre-specified ‘call price.’ Thus, ‘callable
bonds’ give the issuing company additional options or optionality—most typically,
the ability to profitably refinance if interest rates decrease.

In that case, whydon’t firms only issue callablebonds? Goback to our corefinance
theory. For the corporation issuing the bond, the call provision is anoption that gives
it potential upside, if interest rates decline. But, the flip side is that the issuing cor-
poration’s optionality is the bond buyers risk. For the bond buyer, that is the risk
of being deprived of the interest payments, if market rates decrease in the future. So,
if the bond buyer faces more risk from a callable bond, then, given our core finance
theory, that means they will charge a higher interest rate. There’s no free lunch in
competitive markets—just tradeoffs.

14.5.4 Accounting for repurchasing or calling a bond

In either case—whether a company ‘redeems’ a callable bond at a pre-specified price,
or repurchases its bond in the bond market—the accounting journal entry is the es-
sentially the same. Why? Because in both cases, the company is paying out Cash and
extinguishing all of the bond-related accounts. The same accounts are updated, so
the journal entries are updated, regardless of the underlying bond’s type. The journal
entry will typically have four rows, but is essentially an extremely simple algorithm:

The rules:

• Rule #1: Credit Cash for the repurchase / call price

• Rule #2: Extinguish that bond from all of its accounts (Bonds Payable and the
Discount or Premium)

• Rule #3: Plug the remainder as a Gain (if credit) or Loss (if debit)

That’s really it. Let’s show a concrete example, and then talk about the intuition.
Let’s pick upwhere we left off in the example of a bond issued at a premium, right after
its first interest payment on January 1, 2022 (Table ??). Suppose that the company
either calls or repurchases this bond for $10,000 immediately after that. What do we
do?

Following the rules, we credit cash for the $10k disbursement. Thenwe extinguish
the bond-related accounts: Bonds Payable and, in this case, the Premium on Bonds
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Payable. Bonds Payable is on the books at $10k, and the Premium now has a balance
of $354.60 (Table ??). Those are both credit accounts, sowe extinguish thembothwith
debits. This means that the required plug is a credit of $354.60—a Gain.

Bonds Payable (-L): $10,000.00
Premium on Bonds Payable (-L): $354.60

Cash (-A): $10,000.00
Gain (+S.E.): $354.60

Repurchasing or calling our bond-at-premium for $10k, Jan 2, 2022:

To be safe, I just wrote out the journal entry step by step, then added the Gain as a
plug at the end. But you can also think through this intuitively, as being like the ‘flip
side’ of the sale or disposal of an asset.

Intuition

The Carrying Value of this bond (a liability) was $10,354.60. The carrying value is
essentially like the ‘book value’ of a bond. The company paid out $10k in cash in order
to extinguish that liability from its books. That is, it paid less than ‘book value’ to get
rid of the liability. So, it should make intuitive sense that that is a ‘Gain’ of $354.60. As
youmight be able to see, extinguishing a bond liability is beautifully symmetric to the
Gains and Losses from selling (extinguishing) an asset, as covered in Ch 10.

• If you sell an asset at more (vs. less) than book value, that’s a gain (vs. loss).

• If you repurchase a bond liability atmore (vs. less) thanCV, that’s a loss (vs. gain).

14.6 Installment Loans

Another way in which companies can finance themselves and their purchases is with
Installment Loan contracts. In this case, instead of paying back small interest pay-
ments in the interim, and a large face-value payment on thematurity date, the creditor
pays the same amount each period.

Time +1 Year +2 Years +3 Years +4 Years +5 Years
Install Payment $2,400 $2,400 $2,400 $2,400 $2,400

Contract we call ‘installment payment’

You may recall that we discussed this at the very beginning of the Introduction to
Finance chapter. We noted that, although nothingwas explicitly called ‘interest’ in this
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contract, there was an implicit cost of financing. And so, despite the name, an install-
ment contract is essentially the same as a loan / bond, just with a different pattern of
payments. We should understand that now given our mastery of the core identity of
finance.

Now, suppose that suppose thatour company’s interest rate is 8%, soweget $9582.50
in cash today, in exchange for signing the installment-payment contract above. That
is:

PV o f Installment =
$2.4k

1.08
+

$2.4k

1.082 +
$2.4k

1.083 +
$2.4k

1.084 +
$2.4k

1.085 + = $9582.50

14.6.1 Issuance date

How do we account for this? Let’s start with the initial contract date. That’s easy
enough. Our company gets a cash infusion (a debit) equal to the installment loan
amount, which is the present value, $9,582.50. And we balance that with a simple sin-
gle credit to Notes Payable. Easy enough:

Cash (+A): $9,582.50
Notes Payable (+L): $9,582.50

Getting $9,582.50 Installment Loan, 1/1/2021

14.6.2 Subsequent installment payments and interest expenses

Now, theharderpart:Howdoweaccount for the subsequent installmentpayments?
Recall that, as we said in Chapter 10, there is a ‘real’ cost of this debt financing here, a
real interest rate. So we do need to account for an Interest Expense here, even though
nothing is called Interest.

It turns out that we use essentially the same algorithm we used for Bonds Is-
sued at a Premium, with only some minor semantic differences. Note that you can
conceptualize this installment payment as a bond with a $2.4k coupon and zero
face value. The Interest Expense we would recognize each period would be the same.
This will become clearer once we do an example. The rules for Installment Payments,
with their slightly-revised semantics, are:

• Rule #1: As before, the issuance amount ($9,582.50 in this case) is the initial
Carrying Value.

• Rule #2: As before, the Interest Expense recognized is the Carrying Value times
the ‘real’ market interest rate upon issuance.
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• Rule #3: But, in the case of an installment contract, we plug the difference di-
rectly in Notes Payable via a debit, rather than a contra-account.

• Rule #4: And, the updated Carrying Value is just the updated balance of Notes
Payable, since we directly credited it.

14.6.3 Installment Payment Examples

Let’s make this concrete, and just apply these rules, before backing up. We already
covered the issuance of this installment note on Jan. 1, 2021 (Table ??) above. So, next,
let’s cover the first annual installment payment and interest expense recognition, on
Jan. 1, 2022. Per the contract terms, theCash credit is $2,400. PerRule #2, the Interest
Expensewewill recognize is theCarryingValue times the realmarket interest rate upon
issuance: $9,582.50⇥ .08 = $766.60. And per Rule #3, we directly plug the difference
inNotes Payable. So, our journal entry will be:

Interest Expense (-S.E.): $766.60
Notes Payable (-L): $1,633.4

Cash (-A): $2,400

First Installment Payment and Interest Expense, 1/1/2022

And, per Rule #4, the updated Carrying Value will be the new balance of Notes
Payable, which will be: $9,582.50-$1,633.40 = $7,949.10. Or, showing this via the T-
account:

Notes Payable
Debits Credits
$1,633.40 $9,582.50

$7,949.10

Notes Payable (after first annual installment payment)

So, then, thenext InterestExpense, recognizedon January1, 2023,will be$7,949.10⇥
.08 = $635.93. And, the journal entry on that date will be:
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Interest Expense (-S.E.): $635.93
Notes Payable (-L): $1,764.07

Cash (-A): $2,400

Second Installment Payment and Interest Expense, 1/1/2023

And, the new balance of Notes Payable, which is the Carrying Value in this case,
will be: $7,949.10 -$1,764.07 = $6,185.03. Or, showing this via the T-account:

Notes Payable
Debits Credits
$1,633.40 $9,582.50
$1,764.07

$6,185.03

Notes Payable (after second annual installment payment)

14.6.4 Intuition: Each payment represents interest and principal

Despite slightly differentmechanics, the idea here is exactly the same as in the case of
a Bond Issued at a Premium. Indeed, the intuition might be somewhat clearer in the
case of an installment payment. In an installment payment, there is no large ‘face
value’ payment at the end. So each and every payment clearly represents economic
interest—the cost of debt financing—as well as paying down the initial principal. It
is just like paying off a mortgage and thereby building home equity. This is why the
Interest Expense is smaller than the installment payment in each year. Also note that
theCarrying Value decreases over time, reflecting this. Because each Installment Pay-
ment represents interest as well as principal, the book value of the liability decreases
over time.

This is exactly the same as the Bond Issued at a Premium, with only one difference:
In that case, we had a separate account for Bonds Payable and the Premium, and only
updated the latter account with each interest payment. For the installment contract,
we use just one account, Note Payable, and update it directly with each payment. So,
working through one should help you build intuition for the other.

14.7 Lease accounting:

The last topicwe’ll cover in this chapter is something that sounds boring, but is actually
a surprisingly live, controversial, and interesting issue: lease accounting.
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Let me set this up with a thought experiment. Suppose that a small commercial
airline wants to use a plane that costs $8m to purchase, but it doesn’t have the cash
onhand. There are twodifferentways inwhich the airline and themanufacturer could
structure a transaction.

• Option #1: The manufacturer could finance the airline’s purchase of the plane
with an installment notes—giving it the $8m plane in exchange for promised in-
stallment payments of $1m per year for each of the next 10 years. Then, the air-
line would get the plane today, but have to pay back $1m per year over the next
10 years. Here’s a way of visualizing this contract, from our airline’s perspective:

Year: 1 2 3 ... 10
Exchange: +1 Airplane -$1m -$1m -$1m -$1m

Installment-note financed purchase of plane (airline’s perspective)

• Option #2: An alternative is that the airline could lease/rent the plane from the
manufacturer, agreeing to pay annual rental/lease payments of $1m per year
over the next 10 years. Here’s a way of visualizing this contract, from our airline’s
perspective:

Year: 1 2 3 ... 10
Exchange: +1 Airplane -$1m -$1m -$1m -$1m

10-year Leasing agreement for plane (airline’s perspective):

Do you see what this thought experiment is getting at? We call Option #1 a ‘pur-
chase’ financed by an installment note, and we call Option #2 a lease. But, the
real economics—the actual exchanges of resources—are exactly identical in the two
cases.

This is a general challenge for accounting. Despite the identical real economics of
the two examples above, until recently, the two were accounted for differently. Many
companies realized that they could make themselves look less risky, by reducing their
reported liabilities, by choosing to legally structure transactions as “leases,” instead
of debt-financed purchases.

To understand the implicationmore clearly, recall that one of the primarymetrics
that creditors use to assess credit risk is Leverage = A

E
= L

E
� 1. If a company were to

structure this transaction as Option #1, above—a purchase financed by a Note—that
would increase both its Assets and its Liabilities by $8m. So, its Shareholders’ Equity
would be unchanged, and Liabilitieswould increase, increasing its reported Leverage.
Under prior accounting standards, if the company were to, instead, use Option #2,
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structuring it as a lease, then the company’s reported Liabilities and leverage would
be unchanged. Instead, the lease payments would have been recorded as periodic
expenses.

In short, companies could conceal their real, economic liabilities and riskiness
by choosing to structure transactions as leases rather than loan-financed purchases.
Thisbecameamajor, salient issueduring the2009financial crisis. Google: ‘Off-Balance
Sheet Liabilities.’ As a result, in recent years, accounting standard-setters have re-
sponded. As of 2019 under GAAP, U.S. public companies are now required to record
their leases as Liabilities, matched by the Lease Asset, if any of the following four
criteria are met:

1. Ownership of the asset is schedule to transfer at end of the lease period.

2. Lessee has option to buy asset at ‘bargain’ (belowmarket) price.

3. Lease will last at least 75% of the useful life of the asset.

4. Present value of lease payments is > 90% of the fair value of the asset.

Google “FASB 13 (Topic 840)” if you wish to know more. You can try to memo-
rize all of those rules. Or, you can note that they essentially boil down to: “Factors that
seem to indicate that the relationship is really, essentially ownership of the asset, just
concealed and structured as a lease.” If those criteria are met, the accounting is rel-
atively simple. We must calculate the present value of the contracted future lease
payments, using The One Formula in Finance, as always. And then we credit Notes
Payable (+L) and debit the Lease Asset (+A) for that amount.

Lease asset (+A): $(PV of lease payments)
Notes Payable (+L) : $(PV of lease payments)

Capitalizing a lease that meets the criteria, 10/31/2021





15
Statement of Shareholders’ Equity

This chapter is about the Statement of Shareholders’ Equity (SSE). The unique focus of
this statement is tracking a company’s transactions and standingwith its own share-
holders. That’s why we can cover this entire financial statement in just one lecture.
There are simply far fewer and less varied transactions that companies have with their
own shareholders than with their business partners, suppliers and customers. So, this
financial statement will typically take up the least space in most companies’ financial
reports—and, frankly, it is probably the one that investors spend the least time analyz-
ing. But, this brief chapter is still important, for at least three reasons.

• First, you could argue that a company’s transactions with its own shareholders
are what the corporation is all about. One view of a corporation is that it is a legal
entity which investors create and found by putting in their own money, in the
hope and expectation of making a return on their investment. In that view, the
corporation’s operations are just a mechanism for transforming the sharehold-
ers’ Common Stock investment into future cash distributions (e.g. Dividends) to
shareholders. And the SSE fully illustrates the beginning and end of that process.

• Second, there are a couple of data points that are important for investors that we
can only get from this statement.

• Third, there are a number of current topics of public conversation and contro-
versy relating to corporations’ relationships with their own shareholders. The

233
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technical knowledgewe’ll cover in this chapterwill allowyou tounderstand those
debates.

15.1 Where we stand

15.1.1 What do we know about shareholders’ equity so far?

Todate,we’ve learned that Shareholders’ Equity (E) represents the shareholders’ claims
on and financing contributions to the corporation, and consists of two components:

1. Paid-in capital: amounts that shareholders have literally and directly paid in to
the corporation, via the purchase of Common Stock from the corporation.

2. Earned capital: amounts that the shareholders have earned (as net income), but
not paid out to themselves as dividends, represented by Retained Earnings.

In Chapter 1, we expressed that with this core identity:

Shareholders
0
Equity =Common Stock+Retained Earnings (15.1)

Thekey journal entry forpaid-incapital, the issuanceofCommonStock, wasTrans-
action #1:

Cash (+A): $15,000
Common Stock (+S.E.): $15,000

Issuance of Common Stock, Jan. 2, 2020

And we know the core identity for updating Retained Earnings between periods:

DRetained Earnings = Net Income�Dividends (15.2)

Or, we can update Retained Earnings between periods via the ‘Closing Process,’
in which we ‘close out’ the temporary accounts, by fully debiting Revenues, and fully
crediting Expenses and Dividends, and placing the balance in Retained Earnings.
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Debit Credit
Revenues: $7k

Salaries Expense: $2.7k
Supplies Expense: $.4k
Depreciation Expense: $.6k
Rent Expense: $1k
Dividends: $.1k
Retained Earnings: $2.2k

‘Closing process’, update to RE, 1/1/2021

As we noted, the ‘closing process’ is a fairly ornate way of doing things that we
should be able to understand independently: that revenues, expenses, and dividends
are measured over a reporting period, and so are set back to zero at the end of the
reporting period, and the change in Retained Earnings between periods is the Net
Income earned minus the Dividends paid out. But some students find the Closing
Process useful for visualizing the connection between the world of Income Statement
“flow” accounts and Balance Sheet “stock” accounts, a core course theme.

15.1.2 The Statement Itself

One thing we haven’t discussed much to date is how the Statement of Shareholders’
Equity is presented in the financial statements. It’s fairly self-explanatory, but also a
bit different than the Income Statement and Balance Sheet, which can make it a bit
jarring on a first encounter. The I/S and B/S list account totals vertically. But the State-
ment of Shareholders’ Equity instead lists individual transactionswith shareholders,
as well as Net Income earned and Dividends paid out, on the y-axis, and shows the
affected Shareholders’ Equity accounts horizontally (that is, along the x-axis). For ex-
ample, based on the Adjusted Trial Balance at the end of Chapter 4 (Table ??, after the
10 external transactions and 3 adjusting entries), the Statement of Shareholders’ Eq-
uity would look like this:

Total
Common Retained Shareholder’s
Stock Earnings Equity

Balance, Jan 1, 2020 $0 $0 $0
Issue Common Stock (Tr. #1) 15,000 15,000

Total Dividends Paid (100) (100)
Net Income 2,300 2,300

Balance, Dec 31, 2020 $15,000 $2,200 $17,200

Statement of Shareholder’s Equity
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This is still thebigpicture, the key concepts. But, as usual, thathigh-leveloverview
of Shareholders’ Equity left out some details and complications.

15.1.3 What are wemissing?

Let’s first briefly cover what we’re missing, before filling in those gaps and details (in
subsequent sections).

1. Legal and institutional backgroundon shares: So far, we’ve learned that share-
holders invest cash in the company, and receive, in return,Common Stock which
gives them ownership, specifically the right to vote their shares and receive div-
idends. But we also know that corporations can issue more shares at various
times, to raise additional financing. So,where do those shares come from, what
are they, why do companies do that, and are there any restrictions on a com-
pany’s ability to do so? We need to learn some new terminology and legal details
to understand this.

2. Par value: In reality, the accounting for Transaction #1 (the issuance of com-
mon stock) is slightlymore complicated than the above. For historical reasons,
shares of stockhave something called ‘par value’, whichhasnomeaningful eco-
nomic content today, but which is still accounted for, due to historical and in-
stitutional reasons.

3. Repurchases: To date, the way in which our corporation has returned cash to
shareholders has always been throughdividends. But in reality, corporations can
also return cash to their shareholders via an arguably more direct route: re-
purchasing shares. In fact, today, this is the preferredway for companies to get
cash to their shareholders, and also one that has become a source of political and
social controversy. We’ll discuss why, and also the accounting for repurchases.

4. Preferred Stock: To date, we’ve always talked about “common” stock. But there is
another category of stock, called ‘preferred stock,’ that is like a hybrid of equity
and debt. We’ll define what preferred stock is, discuss why it’s interesting and
controversial, and cover the accounting for it.

5. Stock Splits: It is very common for companies to do stock “splits”—that is, de-
clare that every 1 share is now 2 shares. After a split, every shareholder’s percent-
age ownership is unchanged, and each individual share is essentially worth half
as much. So, why do companies do these, and what are the implications?

There are some issues in accounting for shareholders’ equity that became very tor-
turous and arguably illogical, often due to the arcana of par value (e.g., certain as-
pects of stock splits and ‘stock dividends’). And those items are not very important for
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broader understanding. I encourage my introductory and business-major students
not to go beyond the topics I cover here.

15.2 Legal and institutional details on shares

If you and I both have 50 shares of a corporation, and are the only outstanding share-
holders, we usually think that means that we both have 50% ownership. But we also
know that the corporation can issue more shares and repurchase shares from share-
holders. So, how do we make sense of all of this, and understand who has what per-
centage ownership at any time? This suggests we need some legal background and
terminology.

1. ‘Authorized Stock’: Corporations have articles of incorporation, which are sort
of like their corporate constitution. A corporation’s articles will explicitly state
the total number of shares that the corporation can issue. We call these the
‘authorized shares.’ So, ultimately, all shares are a subcategory of the authorized
shares.

2. ‘Issued Stock’: These are all the shares that companies have at some point issued
(that is, sold to external investors), out of their authorized stock.

3. ‘Treasury Stock’: These are all the shares which the company had issued, but
which it has since repurchased from shareholders. (I discuss why companies
repurchase shares, below.) After the company repurchases a share, you can think
of it as being ‘held by the corporation’ (as in its treasury). But, since repurchased
shares, by definition, no longer belong to outside investors, they cannot vote
and cannot receive dividends. (It wouldn’t make much sense for the corporate
legal entity to receive dividends from itself, or vote).

Many students ask, howdoes treasury stock—that is, shares, the company issued
and then repurchased—differ fromshares thatwere authorized butnever issued?
That’s a great question. Philosophically, it’s not clear how those shares really are
different in their essence—both are ’held’ by the corporation, and therefore do
not receive dividends or votes, and can be issued in the future. But creating this
distinction between the two will make some of our accounting more tractable
(see below).

4. ‘Outstanding Stock’: These are the shares that have been issued and are cur-
rently held by outside shareholders—that is, those that are not currently in Trea-
sury Stock. So, these are the only shares that can actually be voted and receive
dividends. This is where the real action is. By arithmetic identity, the number of
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outstanding shares must equal the number of issued shares minus the treasury
stock.

So, to make this concrete, suppose the following:

• Our company’s articles authorize 10 shares, numbered #1-10.

• We first sell Common Stock, issuing shares #1-6.

• And then later we repurchase shares #4-6.

Then, after those three stock transactions:

– The authorized shares are all shares, #1-10.

– The issued shares are shares #1-6.

– The treasury stock is shares #4-6.

– And so the outstanding shares are #1-3.

Discussion question: Now, let’s go back to our initial question. Suppose that you
currently own 40 shares, there are a total of 100 outstanding shares, and a total of
200 authorized shares. Then, what is your percentage ownership—40% or 20%?

Thatwouldusually be considered40%ownership. If a vote or dividenddistribution
were held today, you would get 40% of either. That is, conventionally, when we talk
about shareholders’ percentage ownership, wemean of the outstanding stock. But, as
always, the real world is fuzzy. Suppose that the other 60 outstanding shares are all
owned by your enemies. Then, if your enemies ally against you, they could use their
control—fromtheir 60%majority ownership—to get the corporation to issue theother
100 un-issued shares to their friends. And, presumably, the friends of your enemies
are also your enemies. After that dilution, youwould then have 20%ownership. So, the
reality of control is more complicated and contingent—it depends on who the other
shareholders are, and what constraints they are working with.

15.3 Par value

15.3.1 Background andmeaning

The ‘ParValue’of shares is aweird, and somewhat frustrating,historical artifact. I call
it the ‘appendix of the accounting system,’ because it had a role in our evolutionary
history, but now causes only irritation and inflammation.

Here’s the story: Back in the old days, there was a fear that ‘robber baron’-type
corporate executives would enrich themselves by issuing extravagant numbers of
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shares and directing the cash into their own coffers or perquisites. In response, cor-
porations began adapting corporate charters where they committed not to sell shares
at below a stated ‘par value.’ This essentially set a lower bound on how much the
corporate executives could lower the stock price through issuances of new shares
(thoughmarket participantswere obviously still free to trade the stockbelow that value
for other reasons). And,many states (which set corporate law) adopted laws requiring
companies to have such a par value provision in their corporate charters and shares.

Today, we have different, andmore effective regulatory and corporate governance
mechanisms for stopping corporate executives from robbing their own companies via
extravagant share issuance. And today, ‘par value’ has essentially no ‘bite,’ no eco-
nomic meaning or reality at all. In my career to date, I have never once encountered a
case where a stock’s par value affected or constrained corporate actions in any mean-
ingful way. It has no economic significance or meaning. So, effectively, all it means
when we say a stock has a ‘par value’ of $.01 is just this: ‘This stock’s registration / cer-
tificate has par value of $.01writtenon it.’ Really. That’s it.Many students are tempted
to think that ‘par value’ represents the ‘real’ value of the share. Nope. Quite the oppo-
site. Remember that when companies issue Common Stock, they are selling it into a
competitive financial marketplace. So, thatmarket price—what the investors actually
purchase the shares for and pay in—is the ‘real’ value on that date, by all of our usual
accounting principles.

And,manymoderncompanieshavemoved toward themore rational approach, of
issuing ‘no par stock.’ But not all. Why? Institutions, regulations, and laws are sticky.
Many U.S. states adopted provisions requiring that stocks be issued with a stated par
value—in other words, banning no-par stock—back in those old days, and have not
removed those laws since. As such, companies comply with those state laws by reg-
istering their shares with par value, but often choose the lowest possible value, $.01
per share.

15.3.2 Accounting for par value

And, accounting is sticky, too. It turns out that we elided a bit when we first covered
Transaction #1, when we debited Cash and credited Common Stock. In reality, that is
only how we do it for companies that issue ‘no par stock.’

In reality, for companies that issue stock with a stated ‘par value,’ we only credit
Common Stock for the par value of the shares, and plug the remainder to a new ac-
count called Additional Paid-in Capital (APIC). This account is a Shareholders’ Eq-
uity account, and, unsurprisingly, apart of paid-in capital. But it’s trackedand reported
separately from the Common Stock account.
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Example: If our company sells 1,000 shares of common stockwith a par value of $.01
per share, for an actual market/sale price of $30 per share, we would account for it like
so:

Cash (+A): $30,000
Common Stock (+S.E.): $10
Additional Paid-In Capital (+S.E.): $29,990

Issuing 1k shares of $.01 par value stock for $30 per share, Jan 2, 2021

Since the corporation sells the 1,000 shares for $30 per share, it receives $30,000
in Cash (+A). The total par value of the shares issued gets credited to Common Stock
($.01/share x 1000 shares); and the remainder is plugged to APIC.Note that here, we
refer to APIC as a ‘plug,’ but, for most modern share issuances, the credit to APIC will
actually bemuch larger than the credit to the Common Stock account, sincemodern
corporations’ stated par value is typically so low, for the reasons discussed above.

There are two reasons why it’s worth learning this detail:

• First, while ‘par value’ itself is economically meaningless, the distinction be-
tween paid-in capital and earned capital is important, conceptually, and for
various practical applications (there are some trading strategies that depend on
decomposing shareholders’ equity into those two parts). And, so, it’s important
to know and internalize that, unless a company issues no-par stock, it’s paid-in
capital will not, in fact, be fully tracked in the Common Stock account. A signifi-
cant fraction of the paid-in capital will be tracked in Additional Paid-in Capital.
Modifying our core identity from Chapter 1, we now have:

Shareholders
0
Equity = Paid in Capital +Earned Capital (15.3)

Paid in Capital =Common Stock+Additional Paid in Capital (15.4)

Earned Capital = Retained Earnings (15.5)

• Second, we do get some new information from this. You may know that stock
market analysts and traders are very focused on ‘earnings per share’ (EPS) and
other per-share numbers, because they are ultimately trying to calculate the
value of the individual shares that they trade in the stock market. In all of the
accountingwe’ve seen todate, we’ve only talked about the total accountingnum-
bers for the corporationas awhole. TocalculateEPS,wewoulddivide total earn-
ings by the number of shares outstanding. How do we get this number? Well,
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if we know the par value of the shares, we can now use the Common Stock ac-
count to calculate the total number of shares issued. (In the example above, it
would be $10/($.01/share) = 1000 shares.) Now, outstanding shares and issued
shares are not the same thing. So, once the company repurchases shares into
its Treasury Stock, the math for calculating outstanding shares won’t be so sim-
ple anymore. So, calculating EPS is not quite that simple, but par value gives us
some information that is relevant toward that.

15.4 Repurchasing shares

15.4.1 Background on repurchases

Companies can and increasingly do repurchase shares from their shareholders. Why
do they do this? This is one way of getting cash back to their investors, which, from
the investors’ / owners’ perspective, is largely why they founded and/or invested in the
firm in the first place. So, in that respect, they are just like dividends—moving cash
over a line, from the company’s bank account into the shareholders’ bank accounts.
So, the next question is, why would corporations return cash to shareholders via re-
purchases rather than dividends?

There is a famous theoreminfinance that implies that if a corporationhasachoice
between returning $X in cash to shareholders via repurchases vs. returning $X in cash
via dividends, the two have identical effects on overall shareholder wealth. How to
make sense of this? Here’s an intuition:

• First, suppose that you buy 1 share out of 100 outstanding shares in a corpora-
tion, for $10 today. Now, suppose that the corporation immediately pays a divi-
dend of $1 per share (for total cash payout of $100). Then, you just got a 10%cash
return on your investment, via the cash dividend, and you are better off than if
the company had buried the cash.

• Now, suppose instead that the corporation uses that $100 to repurchase shares
from other shareholders—specifically, 10 shares at the market price of $10 per
share. Do you still benefit? If so, how? After that repurchase, there would be
fewer outstanding shares, meaning that your share’s share of future dividend
distributionswouldbeproportionallyhigher. So, that also increases yourwealth
in a similar way, even if you don’t personally participate in the repurchase (rela-
tive to the counterfactual of the firm burying the cash).1 You’ll see more formal

1In reality, there are lots of complications here about expectations, surprises, how we are defining
and measuring returns, etc., which would be a great topic for a PhD seminar. For now, I am just trying
to convey the intuition for the purposes of this intro course. So, I apologize tomy PhD-endowed readers
for the technical elisions.
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proofs and extension of this idea as you proceed through your finance courses.

So, from the perspective of high-level finance theory, dividends and repurchases
are really just the same thing—cash flows from the corporate entity, to its owners’
bank accounts. So why are companies increasingly choosing repurchases? First, re-
purchases are often effectively tax-advantaged (for the shareholders themselves), for
reasons beyond the scope of this course. An interesting benefit for the firms is that
repurchases effectively give themmore flexibility, for psychological/sociological rea-
sons. Historically, the stock market has been somewhat ‘fixated’ on stocks’ dividend
levels. If a company has been paying a dividend of $1 per share for many years, and
then the company suddenly cuts that dividend, the markets interpret that as a bad
signal and sell off steeply (or so it is feared). For psychological/sociological reasons
that are beyond the scope of this course, stock markets and traders don’t seem to get
so fixated on total annual repurchases in the same way. So, if a company has excess
cash on hand this year, it may be more comfortable disbursing that cash via repur-
chases—that way, it doesn’t feel locked in to paying out that same amount in future
years as well.

Repurchases, youmay know, have become a source of political controversy in re-
cent years, withmany politicians fearing or arguing that corporations are doing wrong
by (some say) ‘manipulating’ their stock prices through repurchases instead of rein-
vesting that cash in their growth, their employees, etc. There are a number of tricky
issues, and we don’t do politics in this class. But, as a technical matter, repurchases
and dividends are really the same thing, two forms of shareholder payouts, just struc-
tured differently. So, every argument about repurchases should also apply to dividends
and vice versa. My opinion is that there are specific scenarios inwhichwewouldwant
certain companies and industries to reduce shareholder payouts as a whole—e.g.,
to reduce leverage in the financial sector, per the discussion in Chapter 6. (Note that
reducing payouts increases the accumulation of earned capital.) That said, because
dividends and repurchases are identical in that respect, it is puzzling why some public
figures are specifically focused on repurchases per se (and not equally on dividends)—
and I tend to view that as a signal that the speaker has not thought very clearly about
their policy proposal.

15.4.2 Accounting for repurchases

How do we account for repurchases? Intuitively, a repurchase is ‘reversing’ the prior
issuance of stock. So, it’s tempting to just ‘extinguish’ the Common Stock and APIC
credits from that initial issuance (Table ??). But, that can’t quite work. Why not? Be-
cause the company can—and usually will—repurchase that stock at a different price
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than what it initially paid for it. So, if we just ‘extinguished’ the initial credits, that
wouldn’t balance with our cash repurchase cost.

So, instead, the rule for repurchases is: We debit Treasury Stock and credit cash
for the full amount of the repurchase. So, if a company repurchases 500 shares for $20
each, the journal entry would be:

Treasury Stock (+contra-S.E.): $10,000
Cash (-A) $10,000

Repurchasing 500 shares for $20 each, August 1, 2021

Treasury Stock is a new account. It is a contra-Shareholders’ Equity account (the
first onewe have seen). This shouldmake intuitive sense. By repurchasing shares from
investors, paying out cash to them, the company is reducing the amount of financing
contributed by shareholders. As a contra-Shareholders’ Equity account, it has a debit
balance, and it decrements the total amount of Shareholders’ Equity. In the Sharehold-
ers’ Equity section of the balance sheet, it is reported as a negative number—indicated
with a minus sign or parentheses—reducing the total S.E.

There are three things worth noting about this accounting rule:

• First, the fact that we previously issued the stock for $30 does not matter—the
accounting for the repurchase would be the samewhatever the initial issuance
pricewas. This is counterintuitive and can trip students up.

• Second, the par value, which had already been credited to Common Stock, also
doesnot factor inhere. Wedonot ‘reverse’ theCommonStock credit frompreviously-
issued, now-repurchased stock at all. This is counterintuitive. It alsomeans that,
after a repurchase, the Common Stock account will not directly tell us howmany
shares are outstanding—only the total number that have been issued.

• Third, this means that a company’s repurchases over a reporting period will be
tracked in changes in this account, Treasury Stock. So, that’s where you would
start your research if you wanted to know about a company’s activities in this
area of controversy.

15.4.3 Discussion: Do they reduce earned capital or paid-in capi-
tal?

Here’s an interesting ‘gestalt shift’ question, and possible essay topic: Is Treasury Stock
a negative component of Paid-in Capital or Earned Capital? Here are a couple of ar-
guments, based on what we’ve done so far:
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• On theonehand,we said that repurchases are just like reversals ofCommonStock
issuances. So, just as Common Stock is a positive component of Paid-in Capital,
Treasury Stock should be a negative component of it.

• On the other hand, we said that repurchases are just like dividends, in a different
form: moving cash from the corporate bank account to its shareholders.’ And,
since Chapter 1, we’ve seen that dividends are negative contributors to Retained
Earnings (Earned Capital), by its core identity.

What do you think? What does the official course textbook say? How domost com-
panies report it? Or, does the discussion above suggest that the distinction between
earned capital and paid-in capital is not so clean and absolute?

15.5 Re-selling repurchased stock

In the previous section, we learned that companies can return cash to their sharehold-
ers via repurchases, and those repurchased shares are then categorized as part of its
Treasury Stock. Companies can also reverse things again, and re-sell those shares.
Why would a company do this? For the same reason it issued shares originally—to
get cash financing for its growth, investment, etc.

If a company re-sells treasury shares, the accounting is slightly different from the
initial issuance. In this case, the accounting depends uponwhich particular shares the
company is re-selling, and the price it had repurchased them for previously. (Obvi-
ously, for concrete problems, this information will be provided.)

The rule for accounting for the re-sale of Treasury Stock is this: (i.) debit Cash for
the proceeds, (ii.) credit Treasury Stock for the shares at their prior repurchase price
(that is, reverse those shares’ debit to Treasury Stock), and (iii.) ‘plug’ the difference to
Additional Paid-In Capital (whether a debit or credit).

15.5.1 Example

Let’s continue with the example we used above for the initial repurchase of 500 shares
for $20 each. So, now, our company has 500 shares in Treasury Stock. If we were to
re-sell 100 of those shares for $30 each, the journal entry would be:

Cash (+A) $3,000
Treasury Stock (-contra-S.E.) $2,000
Additional Paid-in Capital (+S.E.) $1,000

Re-selling 100 Treasury Shares (purchased for $20) for $30, 12/17/2021
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And note that if we resold the shares for less than we had initially paid for them,
the plug to APIC would have to be a debit instead. Test yourself: Suppose those 100
Treasury Shares were instead sold for $10 in this transaction. How would you account
for it?

So, that’s the rule. There are two important discussion points here.

15.5.2 Why APIC and not a ‘gain’/‘loss’?

First, note howwe do not account for this transaction. The company had repurchased
those shares for $20, and now re-sells them for $30. So, many students are tempted to
think this should be a ‘Gain.’ If you had purchased an asset like Equipment for $2k,
and re-sold it for $3k later in the day, it would be. Further, a ‘Gain’ would be a credit
satisfying the ‘plug’weneeded in the transactionabove, andbalancingour accounting.
So,why do we put it in APIC instead?

Accounting standard-settershave declared that companies cannot book gains by
trading in their own stocks. Gains contribute to net income, the bottom linemeasure
of howmuch value the companyhas generated for its shareholders via its operations.
Companymanagementhas lots of private information aboutnext quarter’s expected
earnings, etc., which couldmake it easy for them to ‘buy low and sell high’ from their
own shareholders.

But if companies arebuying lowandsellinghigh to their shareholders, the share-
holders who participate in those transactions are actually getting hurt. So, if we al-
lowed companies to book net income on those trades, that could have very problem-
atic implications. Companies that were desperate tomeet or beat certain earnings tar-
getswould thenbe tempted tomanipulate information to exploit their ownshareholders—
driving down their stock price before buying it, and driving up their stock price before
selling it.

Andyet, the companyhas received theextra cashfinancing, fromshareholders, and
so that amount must go into Shareholders’ Equity, somehow, in order for everything
to balance. APIC fits the bill. The bigger reason it’s valuable to learn about this is that
there are in fact a variety of other transactions, more advanced than we will cover
in this intro course, that have a similar logic. You will likely see some of these in your
future careers. So, this transaction is really about this general idea: Transactions that
must end up on the Balance Sheet, but where we must ‘bypass’ Net Income.

15.5.3 Why separate accounts for these three ‘reversals’?

At a high level, all the transactions above did above was: (i.) issue common stock, (ii. )
reverse that issuance by repurchasing the common stock, and (iii.) reverse that repur-
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chase by re-issuing the common stock.
So it is frustrating and counter-intuitive that we have three separate rules, three

separate set of accounts, for them. Why do it this way? Given that the stock price varies
between those three transactions, they could never be simple, total reversals. There
would always have to be some kind of ‘plug’ involved, at some point. There’s no way
around that. And per the logic above, we can’t use ‘Gain / Loss.’ The particular rules
are not the only imaginable way of doing it—and let me know if you see a better
approach that satisfies all of our accounting goals and constraints. But they are GAAP,
and that’s what we need to know.

15.6 Preferred Stock

From Chapter 1, we’ve said that companies can finance themselves via either equity
or credit financing. Equity financing, so far, has been represented by Common Stock,
and we have seen several liability accounts representing credit financing. Our high-
level definition has been:

• ‘Credit’ financing is when our company gets cash today, and is contractually ob-
ligated to pay it back in the future. We have to pay our creditors back, but they
do not get any additional ‘upside’ beyond our contractual-specified payments.

• ‘Equity’ financing is when our company gets cash today from those investors,
who have no contractual entitlements to cash flows, but become ‘owners’ (usu-
ally with voting rights). As ‘residual claimants,’ they can claim whatever is left
over, after credit obligations have been met.

That seemed like a clean distinction. But, as we’ve seenmany times before, the real
world is more complicated and fuzzy. Reductively, both equity and credit financing
are ultimately just financial contracts—contracts in which people provide financing
to corporations in exchange or something. And lawyers and investment bankers and
corporations can write up contracts in ever-more complicated ways. One kind of fi-
nancial contract we haven’t discussed yet is preferred stock. Let’s first define how it
works:

Preferred Stock:

• Outside investors give the corporation cash in exchange for shares of Preferred
Stock.

• The preferred stock contract pre-specifies certain cash distributions called
preferred dividends. They are called ‘dividends,’ just as with Common Stock, but
work a bit different.
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• The corporation is not unconditionally obligated to pay those preferred divi-
dends. But, before the company can pay regular dividends to Common Stock-
holders, it mustfirst pay out the dividends specified for preferred stockholders.
(Inmanypreferred stock transactions, the companymust alsofirst payoffall pre-
ferred dividends “in arrears”—the cumulative sum of what it missed in previous
years.)

Restating, our company is not unconditionally obligated to pay dividends to Pre-
ferred Stockholders, but conditional on wanting to pay out common stockholders, it
is.

How dowe classify this contract? Is it equity, or debt, using our core finance theory
from Chapter 1, and re-stated above? To me, it seems right in between. And it turns
out that U.S. GAAP treats Preferred Stock as a form of equity, while IFRS treats it as a
liability.

15.6.1 Accounting for preferred stock

Under GAAP, we account for Preferred just like Common Stock, just changing the spe-
cific name of the stock account. It’s that simple. E.g.:

Cash (+A): $30,000
Preferred Stock (+S.E.): $10
Additional Paid-In Capital (+S.E.): $29,990

Issuing 1k shares of preferred stock, $.01 par value, for $30 per, Jan 3, ’21

15.7 Stock Splits and etc.

15.7.1 What?

It’s common for companies to engage in 2-for-1 ‘stock splits.’ This is just what it
sounds like. Every 1 share is turned into 2 shares. But, since there are now twice as
many shares, each individual share only has half as much rights and value, in terms
of voting power and entitlement to future share of dividends. So, the share price after
a split is essentially half as much as what it was immediately beforehand,2 and each
shareholder is left with the same voting power.

2As always, things can get a bit more complicated at the graduate level. If a split is interpreted as a
signal ofmanagerial optimism—for reasons we’ll discuss soon—that signaling effect could increase the
aggregate valuation.
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15.7.2 Why?

As such, stock splits are essentially just ‘paper transactions’withno real economics—
no real change in value, power, or resources. So, why do companies do them? Even in
the 21st century, stocks are mostly traded in discrete units. That is, shareholders of
record typically buy 5 shares, or 1, but not .25 shares, or 7.37. So, many companies
fear that if their stock price goes to a quite high-level—more than, say, $100 each—
ordinary ‘retail’ investors (“mom and pop”) will be unable to buy them. This could
reduce investor demand for the shares, and thus, in theory, hurt its stock price. Or at
least seem undemocratic. So, typically, companies will do a stock split after their stock
price has experienced a sharp rise, in order to keep the per-share price in a ‘palatable’
range. Companies can also do 3-for-1, or 5-for-1 stock splits, which are just what you
would expect. For example, Tesla did a 5-for-1 stock split in the summer of 2020, after
years of extraordinary stock performance.

15.7.3 Reverse splits and stock dividends

Companies can also do a reverse stock split, which is just the opposite, as you would
expect, consolidating every 2 shares into 1. Symmetrically, after a 1-for-2 reverse stock
split, each stock would be worth essentially twice as much, all else equal. Why do
companies do this? As before, sometimes this is about keeping the stock price in a
“psychologically palatable” range, after years of rough decline. Investors are used to
seeing per-share prices in the $10-$100 range. So, if your stock is trading for $.50 per
share, it looks bad. Another reason is that some U.S. stock exchanges have listing
requirements related to the stock price. E.g., the New York Stock Exchange will de-list
companies—-prevent their shares from trading on the NYSE platform—if their per-
share stock price falls below $1 per share. This factor adds an extra element to reverse
stock splits however. For example, suppose that a company is currently trading at $1.50
per shareon theNYSE, and themanagement suddenlydecides todoa reverse split. You
might reasonably suspect that the management has information that might cause the
stock price to drop further in the future, and is trying to get ahead of de-listing.

Finally, companies can also do something called ‘stock dividends,’ which are es-
sentially just fractional stock splits, though with slightly different legal and accounting
mechanics. I.e., after a 20% “stock dividend,” every 1 share becomes 1.2 shares.

15.7.4 Accounting for these: We don’t, in this class

At this point in the chapter, we’ve covered all the important concepts I want to convey.
It turns out that the accounting for stock splits, reverse splits, and ‘stock dividends’
is quite arcane, gnarly, and, in some cases, seemingly illogical. And, very often, the
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difficulties here are created by the mechanics of adjusting ‘par value,’ the appendix of
the accounting system. Since these are largely ‘paper transactions,’ with limited eco-
nomic significance, and the accounting is so challenging, I do not cover them in this
introductory course, and discourage my students from going further in this topic at
this phase.

15.8 The Statement Itself

Now that we’ve learned about these other accounts and transactions with sharehold-
ers, we can also show amore realistic version of the Statement of Shareholders’ Equity,
relative to the simple one we presented above (Table ??). We would simply include
the additional Shareholders’ Equity accountswe just learned about (Preferred Stock,
APIC, and Treasury Stock), as additions on the ‘horizontal’ axis, like so:

Additional Total
Preferred Common Paid-in Retained Treasury Shareholder’s
Stock Stock Capital Earnings Stock Equity

Balance, Jan 1st $0 $0 $0 $0 $0 $0
Issue Common Stock 15,000 15,000

Dividends (100) (100)
Net Income 2,300 2,300

Balance, Dec 31st $0 $15,000 $0 $2,200 $0 $17,200

Statement of Shareholder’s Equity, FY2020

Note that, in the example we were using above, the company after its first 10 trans-
actions and adjusting entries, we had no-par stock, and no repurchases or preferred.
So, those new columns are all zeroes. But triangulating between what we’ve learned,
and this template, you can surely fill in the rest.
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Statement of Cash Flows

In Chapter 1, we introduced the concept of accrual accounting, which we contrasted
to simple cash-basis accounting. By now, we’re accustomed to accrual accounting—
we probably just think of it as accounting, full stop. But in this chapter, we cover the
Statement of Cash Flows, which reports a company’s financial performance on a cash
basis.

16.1 Overview

16.1.1 Why?

Why are we doing this? There are some good reasons for accrual accounting. By
recognizing revenues when they are earned and matching expenses, it attempts to
measure whether the company is actually selling above cost and generating value
for its shareholders on an ongoing basis, irregardless of the timing of checks in the
mail.

But there’s also been a dark side to accrual accounting. Managers can affect their
bottom-line net income simply by changing their depreciation assumptions and es-
timates. Or, think back to Chapter 7, and all the complex mechanics and unverifiable
estimates that go into the Allowance for Uncollectible Accounts, and how revisions in
that balance affect the Bad Debt Expense and, thus, bottom-line Net Income. In gen-
eral, accrual accounting allows some scope for managers to use their discretion and
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estimates to “massage” their earnings a bit. And even when managers have no ill in-
tention, some of the more baroque aspects of accrual accounting (e.g., the Bad Debt
Expense)maymake it opaque or distortionarywindow into the company’s operations.

As a result, there is increasing demand for companies to report cash-basis perfor-
mance measures. Some investors claim that they are fed up with accrual accounting
and that they prefer to use Cash Flows fromOperations as their primary performance
measure, in lieu ofNet Income, for assessing and valuing companies.1

Another reason for reporting performance on a cash basis is that “cash is king”—
you’ll hear this mantra repeated in business settings and used tomeanmany different
things. In this context, what this means is that companies must make their interest
and principal payments to their creditors in cash. You cannot pay the bank in re-
ceivables. Only cash. A company could be highly profitable on an accrual basis (in
terms of net income), but default on its debt payments and go into bankruptcy, if it
is unable to convert its Accounts Receivable into cash in time to pay the bank, or
because its expenditures on Inventory or other assets (which are not immediately ex-
pensed in accrual accounting) consumed toomuch cash. Put differently, if assets like
AccountsReceivable and Inventory are increasing rapidly, a companymight reporthigh
net income, but be bleeding cash.

16.1.2 How?

To fill out the Statement of Cash Flows, we do not go back through all of the company’s
thousands or millions of transactions and re-do its accounts from scratch on a cash
basis. Instead, we use the work we’ve already done, the finished Income Statement
andBalanceSheet, to “back out” the cash componentof the company’s performance.

This may remind you of the more theoretical-seeming stuffwe covered in Chapter
5. E.g., we showed how differences between Revenues and Cash Collections from Cus-
tomers related to changes in Accounts Receivable. We wrote certain journal entries us-
ing an extra zero row, to show how ‘differences between accrual revenues / expenses
vs. their related cash flows are stored in or plugged by changes in balance sheet ac-
counts.’ Almost everything we do in this chapter, in filling out the Statement of Cash
Flows, will be an extension of that idea.

In practice, the Statement of CashFlowsdecomposes the total change in cash into
three different components, each reported in their own section of the statement:

• (1.) Cash Flows fromOperations,
1The question of whether Net Income or Cash Flows from Operations is a better summary perfor-

mance measure is extremely important, interesting, complex, and difficult to answer. I can’t get into
the debate too much here, in this introductory course. But the complexity and importance of this
question—and the difficulty of answering it—is a major reason why accounting research professors ex-
ist.
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• (2.) Cash Flows from Investing,

• (3.) Cash Flows from Financing.

Formostpurposes andanalyses, CashFlows fromOperations is themost important
number—the major alternative, competitor, or complement to net income as a mea-
sure of the company’s performance. And there are two different methods for filling
out the operating section of the cash flow statement:

• The “directmethod,” inwhichweadjust each individual income-statement line
item to its cash-basis analogue, one-by-one.

• The “indirect method,” in which we instead start with Net Income and make
those adjustments required to go to Cash Flows fromOperations at a more sum-
mary level, instead of line by line.

These twomethods get you to the same place (cash flows fromoperations), using
the same concepts, just with the adjustments presented in a different way. The large
majority of companies report under the indirect method. But the direct method is
better, in my view, at helping students understand what’s really going on in the cash
flow statement. So, I cover it first. Once we do that, the indirect method will be rela-
tively easy. This distinction—direct vs. indirectmethod—only applies to theoperating
section. For the investing and financing sections, we only use one approach.

So, the remainder of this chapter will proceed as follows.

• First, we’ll cover the distinction between operating, financing, and investing
cash flows, the three sections of the statement, in greater depth.

• Second, we’ll cover the operating section in detail, showing both the direct and
indirect methods.

• Third, we’ll fill out the remaining sections, investing and financing.

16.2 Operating vs. Investing vs. Financing

All cash flow statements decompose the net change in cash into cash flows from oper-
ating vs. investing vs. financing activities. So, they’ll all have this basic structure:
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Operating cash flows:
... $...
... $(...)

Net Change in Cash From Operations $X
Investing cash flows:
... $...
... $(...)

Net Change in Cash From Investing $(Y)
Financing cash flows:
... $...
... $(...)

Net Change in Cash From Financing $Z
Net Change in Cash Between Periods $X-Y+Z

Statement of Cash Flows, for FY ending 12/31/2021

So, our first order of business is to fully understandwhat transactions go intowhich
categories. These aremostly pretty intuitive, but there are a couple of notable excep-
tions, counterintuitive cases, and especially tricky ones that I’ll highlight.

• Cash flows from operations (CFO)

– Big idea: These are cash flows having to do with the company’s normal
short-term business operations, the ongoing sale of goods and services to
customers.

∗ So, cash collections from customers count as operational, as do cash
payments of salaries to workers, cash payments for short-term sup-
plies, rent, and other miscellaneous operating expenses, etc.

– Tricky and counterintuitive cases.

∗ For the purpose of the Cash Flow Statement, cash spent on interest
payments is categorized as an operating cash flow, even though it has
to do with the company’s debt financing. This is done to make the op-
erating section of the cash flow statementmore comparable to the in-
come statement and thus more useful as a check on it. Since Interest
Expenses are on the income statement, we include cash interest pay-
ments as operating cash flows.

∗ Cash spent on Inventory is considered operating, not investing, be-
cause Inventory is a short-term (current) asset. This is potentially con-
fusing for first-time learners (and your professor), because Inventory is
capitalized as an asset, just like purchases of PP&E, etc., which might
seemtoconnote that it is an investment. But, short-termassets (current
assets) are categorized as operational. Put differently, there is not a 1-
to-1 mapping from capitalizing vs. expenseing an expenditure to the
investing vs. operating categories.
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• Cash flows from investing

– Big idea: These are cash flows having to do with the company’s purchase
and sale of long-term assets.

∗ So the cash purchase of Equipment or Land, or another company’s
stock or bonds, would be investing cash outflows. And, the sale of
those same assets would be an investing cash inflow. If you think back
to Chapter 10, youmay recall that we can calculate the cash sale price
on an asset by triangulating between its prior book value and the gain
or loss upon sale.

– Tricky cases:

∗ As above, remember that if a company spends money on an asset, but
that asset is a short-term, current asset, like Inventory, that’s consid-
ered operational, not investing. And, if a company buys or issues its
own stock or bonds, that has to do with how it finances itself, so that’s
financing, not investing.

• Cash flows from financing

– Big idea: These are cash flows having to do with how the company fi-
nances itself, its transactions with its shareholders and financial credi-
tors.

∗ So, the issuance or repurchase of bonds or common stock, and the
payment of dividends, all count as financing cash flows.

– Tricky cases:

∗ Aswediscussed in theoperational section,wecategorizecash interest
payments as operational, not financial, to make the operating section
more comparable to the income statement. Additionally, note that if
a company buys another company’s stocks or bonds, that would be an
investing cash outflow. Financing cash flows have to do with how our
company finances itself—i.e., its own stocks and bonds.

16.3 Operating Section: Direct method

Under the direct method, we convert each line item in the income statement (that is,
each revenue and expense) to its cash-basis analogue, line-by-line. That’s it. And, do-
ing this is absolutely feasible, based on what we’ve learned so far. Why? Because, the
differences betweenaccrual-basis revenues andexpenses, and their related cashflows,
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are ‘stored in’ changes in the related asset and liability accounts (remember Chapter
5, Section 7.2.3). Let’s start by diving into an example, and then back up to the theory
and rules, afterwards.

16.3.1 Example

Suppose we are given the Income Statement and Balance Sheets below, and asked to
prepare the Operating section under the Direct method, for FY2021. In order to make
this tractable for this introductory course, weneed tomake a simplifyingassumption,
thatwill be our default throughout this class: Assume that theAccounts Payable, below,
are all related to the purchase of Inventory.

Revenue: $200k
COGS: $80k
Salaries expenses: $40k
Depreciation expenses: $30k
Loss on sale of land: $5k
Interest expense: $10k
Income tax expense: $10k

Net Income: $25k

MattCorp Income Statement, For the Year Ended December 31, 2021:

2021 2020
Assets:

Cash $230k $220k
Accounts Receivable $90k $70k
Inventory $120k $140k
Investments $130k $0
Land $200k $260k
Equipment $250k $200k

Accumulated Depreciation $(80k) $(50k)
Total assets: $960k $840k
Liabilities:

Accounts payable $80k $90k
Salaries payable $30k $20k
Interest payable $7k $12k
Income Tax payable $16k $15k
Notes payable $260k $220k

Shareholders’ Equity:
Common Stock $432k $383k
Retained Earnings $135k $120k

Total Liabilities and S.E.: $960k $840k

MattCorp Balance Sheets, Year Ended December 31:

Where do we start? Under the direct method, we convert each line item of the in-
come statement to its cash-basis analogue. So, start at the topof the I/S,withRevenue.
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16.3.2 Adjusting Revenue to Cash Collections from Customers

The cash analogue to accrual-basis Revenue is the “Cash Collected from Customers”.
Our company has reported $200k in Revenue from this period. But we can’t be sure it
actually collected all of that in cash. This company has no Deferred Revenue, so that
doesn’t factor into this analysis. So, we only need to worry about credit sales and col-
lections, which are stored in in changes inAccounts Receivable. So, to go fromRevenue
to Cash Collected from Customers, we’ll use the change in Accounts Receivable (A/R).
To understand this, consider the following:

• Suppose our company sold $50k in goods on account—then that would count
toward Revenue, but not Cash Collected, and would increase A/R by $50k.

• Similarly, suppose our company collected $40k on past accounts, that is, from
Revenue earned in previous periods. Then that would be Cash Collected, but
wouldn’t count toward Revenue in this period, and would reduce A/R by $40k.

Netting out, and generalizing, we have the following core identity (which holds as-
suming noDeferred Revenue):

Cash Collected f rom Customers = Revenue�D Accounts Receivable

In the case of our example above, this means that:

Cash Collected f rom Customers (FY 2021) = $200k� ($90k�$70k)

Cash Collected f rom Customers (FY 2021) = $200k� ($20k) = $180k

So, the top line of our Operating Section, under the Direct Method, will be just
that.

In this simple example, we only had one kind of Revenue. But suppose that we had
Interest Revenue as well. In that case, the same the general pattern would hold, but
we would use the Interest Receivable in lieu of A/R. Additionally, as will usually be the
case in this introductory course, we hadnoDeferred Revenue. But what if the company
did have some? Recall thatDeferred Revenues represent customers’ pre-payments—so
they are cash collected from customers, but have not yet been recorded as accrual-
basis Revenues (since they have not yet been earned). So, we would make just the op-
posite adjustment, adding changes inDeferred Revenue. We can state this as a general
rule.

Rule: Under the Direct method, we adjust each Revenue to its cash-basis analogue
by subtracting the change in the related asset account (theReceivable), and adding the
change in the related liability account (Deferred Revenue) if any.
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16.3.3 Adjusting COGS to Cash Paid to Suppliers

Next, going down the Income Statement line-by-line, is COGS, the accrual expense
from using up Inventory. The cash-basis analogue to this is “Cash Paid to Suppli-
ers for Inventory.” Remember that, even though Inventory is an asset, it is short-term
(current), so purchases of Inventory are categorized as operational.

Our company reported $80k in COGS. And yet, Inventory only decreases by $20k
over this period ($140k down to $120k). How can this be? By our core identities around
purchases and expenses, it must be that it purchased an additional $60k in Inven-
tory. Put more generally, we know that:

Asset Ending Balance = Asset Beginning Balance+Purchases�Related Expense

Applied to Inventory, we could rewrite this as:

Inventory Purchases =COGS+DInventory (16.1)

So, is that Cash Paid to Suppliers for Inventory? No, not yet. While we now know
the companypurchased $60k in Inventory, we can’t be sure thatwas all in cash. It could
have purchased some on account. How do we calculate that? As specified above, for
this class, we make a simplifying assumption that all Accounts Payable are related
to the purchase of Inventory. This means that the difference between the Inventory
purchases and the cash payments to those suppliers will be fully tracked in Accounts
Payable. Consider the following examples:

• If we purchased $60k of Inventory, but only paid for $40k of it in Cash, then those
$20k of credit purchases would increase Accounts Payable.

• If we paid off past periods’ Accounts Payable, that would be a cash payment to
suppliers, but not an expense in this period, and would decrease our A/P.

Netting out, and generalizing, we have the following core identity (assuming all
Accounts Payable are related to the purchase of Inventory from suppliers):

Cash Paid For Inventory = Inventory Purchases�D Accounts Payable (16.2)

Or, consolidating Equations 16.1 and 16.2, we then have:

Cash Paid For Inventory =COGS+DInventory�D Accounts Payable

In the case of our example above, that would be:

Cash Paid For Inventory FY 2021 = $80k+($120k�$140k)� ($80k�$90k) = $70k
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These formulas may seem like a lot. But they’re just helping us keep track of and
formalize a simple idea. If your Inventory went up, it must be that your inventory pur-
chases exceeded your COGS by that amount. If your Accounts Payable went up, it must
be that those purchases were not fully paid in cash. That’s the idea. The formulas just
help us keep track of things on a net basis. We can also restate what we learned with a
general rule:

Rule: Under the Direct method, we adjust each Expense to its cash-basis analogue
by adding the change in the related asset and subtracting the change in the related
liability (typically a payable).

16.3.4 Adjusting Salaries Expense to Cash Paid for Salaries

The next line item on the I/S is Salaries Expenses of $40k This one will be easy after the
work we did onCOGS. Our general rule is that we adjust accrual expenses to their cash-
basis analogue using the changes in the related asset and liabilities. Unlike for COGS
(Inventory), there is no related asset account for Salaries Expense. So, we can do the
full adjustment using only the liability account, Salaries Payable.

• If we incurred $100k of Salaries Expense over the reporting period, but only paid
them $80k, that would increase our Salaries Payable by $20k.

• If we paid off past periods’ Salaries Payable in cash (that is, paid back our em-
ployees what we had owed them), that would be a cash payment to our employ-
ees, and would decrease our Salaries Payable.

Netting out, and generalizing, we have the following:

Cash Paid f or Salaries = Salaries Expense�D(Salaries Payable)

In our particular example, that would be:

Cash Paid f or Salaries FY 2021 = $40k� ($30k�$20k) = $40k�$10k = $30k

Formanyexpenses (notCOGS, though), itwill be this simple. If there isnot a related
asset account (that is, if the expenditures from this expense are not capitalized), then
the difference between the expense and the cash is fully tracked in the related Payable.

16.3.5 Aggregating: Where are we going?

Now that we have some momentum, I want to back up and take stock of where we
are right now, and where we are headed. We started out with the Income Statement,
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and said that we would adjust each individual line item, line-by-line, to its cash-basis
analogue. So far, we’ve made it through the first three lines. That is, we’ve gone from
this:

Revenue: $200k
COGS: $80k
Salaries expenses: $40k

... to this:

Cash Collected from Customers: $180k
Cash paid to suppliers for Inventory: $70k
Cash paid for salaries: $30k

Or, it could be most helpful to visualize the Income Statement line items, the ad-
justments, and the cash-basis analogues, side-by-side, like so:

I/S Item I/S Amount Direct Method Adjustment Cash Flow Analogue Cash Flow Amount
Revenue: $200k - DAccounts Receivable Cash Coll. from Customers $180k
COGS: -$80k + DInventory�DA/P Cash Paid to Suppliers -$70k
Salaries Expenses: -$40k - DSalaries Payable Cash Paid for Salaries -$30k

Showing Income Statement, Direct Adjustments, and Cash-Basis Analogues

The remainder of our work will be to just...keep moving, all the way down.

16.3.6 Skip over Depreciation Expense: Why?

The next item on the Income Statement is Depreciation Expense. What do we do with
it? Nothing: We skip over this one. Our goal is to adjust each line item of the I/S to
its operating cash flow equivalent. There is no operating cash flow related toDepre-
ciation. It is, by definition, an allocation of the net cash outflow from investments in
long-termtangibleassets. Theactual cashflows fromthepurchaseand sale /disposal
of long-termassetswill all showup in the investing sectionof the cashflow statement.

16.3.7 Skip over Gains / Losses on Sales: Why?

Next on the I/S is Loss on Sale of Land. What do we do? Once again: We skip over
it. Why? If you consult YouTube accounting instructors, many of them will claim
that this is because ‘Gains’ and ‘Losses’ are simply accounting plugs, not ‘real’ cash
flows. But this is not correct. Indeed, selling Land for cash obviously does yield a
real cash flow—and the Gain or Loss is a part of that overall purchase price. (Since
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Gain (Loss) upon Sale = Sale Price�Book Value.) The actual reasonwe skip over it for
now is that that cash flow, from selling the asset, is part of the investing section of the
cash flow statement, not operating. It will implicitly show up there.2

16.3.8 Adjusting Interest Expense to Cash Paid for Interest

The last two items are easy: In the case of both Interest Expense and Tax Expense, there
is no related asset account, and so we can adjust both of them back to their cash pay-
ment analogue using only the change in their related liabilities, their Payables. Con-
sider Interest first:

• If we incurred $100k of Interest Expense over the reporting period, but only paid
$80k, that would increase our Interest Payable by $20k.

• If we paid off past periods’ accrued interest in cash, that would be a cash pay-
ment, butnot an Interest Expense in this period, andwould decrease our Interest
Payable.

Netting out, and generalizing, we have the following:

Cash Paid f or Interest = Interest Expense�D(Interest Payable)

In this case, that’s:

Cash Paid f or Interest = $10k� ($7k�$12k) = $10k+$5k = $15k (16.3)

16.3.9 Adjusting Income Tax Expense to Cash Paid for Taxes

Once again, for Income Tax Expense, there is no related asset account, and so we can
adjust it back to the related cash payment using only the change in the related liability,
Income Tax Payable.

• Ifwe incurred $100kofTaxExpense over the reportingperiod, but only paid $80k,
that would increase our Tax Payable by $20k.

2But, note that there is some dissonance here. Earlier, we learned that companies count cash inter-
est payments as operating cash flows to make the operating section more consistent with the income
statement. But here, gains and losses affect the income statement, but are excluded form the operating
section of the cash flow statement. In the case of Gains and Losses, these are usually “one-time,” “spe-
cial items.” We do not expect Gains and Losses from large asset sales and impairments to be persistent
and repeatable. So, this inconsistency doesn’t make the two measures, CFO vs. NI, incomparable on
a regular basis. However, Depreciation and Amortization are persistent and repeated. Put differently,
the Income Statement allocates the investing cash outflow as an expense over time, but we don’t do the
same for Operating Cash Flows. So there’s some inconsistency there; and, as a result, NI should exceed
CFO over the life of a company. It’s not clear how else to deal with this issue, however. What this means
is that, as always, analysts can’t just use one measure to tell them everything they need to know. They
need to use the full mosaic of information, from all the firms’ disclosures, and analyze them holistically.
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• If we paid off past periods’ Tax Payable in cash (back taxes), that would be a
cash payment, but not an Tax Expense in this period, and would decrease our
Tax Payable.

Netting out, and generalizing, we have the following:

Cash Paid f or Income Tax = Income Tax Expense�D(Tax Payable)

In this case, that’s:

Cash Paid f or Income Tax = $10k� ($16k�$15k) = $9k (16.4)

16.3.10 Entire Operating Section under Direct Method

So now, we’ve adjusted each and every income-statement line item. Next up is to just
consolidate all of that work, and net out the cash flows, to calculate and report the
Operating Section, and its ‘bottom line,’Net Cash Flows from Operation.

Cash Collected from Customers: $180k
Cash paid to suppliers for Inv.: $70k
Cash paid for salaries: $30k
Cash paid for interest: $15k
Cash paid for income taxes: $9k

Net Cash Flows fromOperations: $56k

MattCo Operating Section (Direct Method), FY ending Dec. 31, 2021

Finally, it could be useful to once again show this in a wide table like this, with the
I/S items, the adjustments, and the cash-flow analogue all lined up:

I/S Item Amount Direct Method Adjustment Cash Flow Analogue Amount
Revenue: $200k - DAccounts Receivable Cash Coll. from Customers $180k
COGS: -$80k + DInventory�DA/P Cash Paid to Suppliers -$70k
Salaries Expenses: -$40k - DSalaries Payable Cash Paid for Salaries -$30k
Depreciation Expenses: -$30k Skip Over None None
Loss on sale of land: -$5k Skip Over None None
Interest Expense: -$10k - DInterest Payable Cash Paid for Interest -$15k
Income Tax Expense: -$10k - DTax Payable Cash Paid for Tax - $9k
Net Income: $25k (All of the above) Net Cash fromOperations $56k

Showing Income Statement, Direct Adjustment, and Cash-Basis Analogue

16.3.11 Summarizing: Three Rules

In the above, I discussed the intuition and logic of each adjustment in some detail.
But, it turns out that we can boil all of that work down to just three rules. You may
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have noticed this pattern yourself:

• Rule #1: Adjust each Revenue to its cash-basis equivalent by subtracting the
change in its related non-cash asset account (Receivables), adding the change
in its related liability account (e.g.,Deferred Revenue), if any.

• Rule #2: Adjust each Expense to its cash-basis equivalent, by doing the oppo-
site, adding the change in the related asset account, if any (e.g., Inventory for
COGS), and subtracting the change in the related liability account (typically a
Payable).

• Rule #3: Skip over Depreciation and Amortization, as well as Gains and Losses,
because the related cash flows are in the Investing section, notOperating.

You could boil that down even further, if you liked, given the symmetry in Rules #1
and #2. Expenses are just anti-Revenues, so it’s intuitive that they have opposite rules
for adjustments with their related asset and liability accounts.

After all the work we did understanding each adjustment in the direct method in
detail, the Indirect Method will just require somemental rotation, and then it will be
a cinch.

16.4 Operating Section: The Indirect Method

The Indirect Method is just a different method for filling out the operating section
of the cash flow statement. It gets us to the exact same ‘bottom line’ of that section—
Net Cash Flows from Operations. We use the exact same concepts, and, moreover,
we make the exact same adjustments as we did in the Direct Method above. But we
simply make those adjustments in a differentway and presentation.

Per the name, under the Indirect Method, instead of adjusting each I/S line-item
directly, one-by-one, we start with Net Income, and apply the adjustments required
to go to Net Cash Flows from Operations at a more summary level. That is, we apply
the adjustments to go between those numbers, instead of directly adjusting each line
item. So, in broad outline, it will look something like this:

Net Income (NI): $25k
...adjustments to reconcile NI to CFO
... $...
... $(...)
Net change in cash from operations (CFO): $56k

MattCo Operating Section (Indirect Method), FY ending Dec. 31, 202

Usingwhat we learned from theDirectMethod, we can do the IndirectMethod just
by making two keymental rotations:
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• Mental Rotation #1: Because the Indirect Method starts with Net Income, and
since Depreciation and Amortization and Gains and Losses have already been
taken out of Net Income, we have to back them out (instead of skipping over
them).

– I imagine the “ghost of the Income Statement” above.

• Mental Rotation #2: Under theDirect Method, we had adjusted each individual
Expense item to the actual cash paid. So, for each expense line item, we added
the change in the related asset (purchases), and subtracted the change in the
related liability (payables, unpaid expenses). But then, in calculating Net Cash
Flows fromOperations, we ultimately subtracted the “Cash Paid for X” that re-
sulted from those calculations.

In the indirect method, we just apply the adjustments themselves at a sum-
mary level, to go from Net Income to Cash Flows From Operations. So, instead
of adding (vs. subtracting) changes in related assets (vs. liabilities) to cal-
culate “Cash Paid for X,” and then subtracting that quantity—we instead just
‘flip the sign’ and directly subtract (vs. add) the changes in the related asset
(vs. liability).

– This is amouthful—a lot to hold in the brain at once. But it is the key insight
reconciling the two approaches.

– As a concrete example, in the Direct method, Inventory purchases add to
the calculation of Cash Paid to Supplies, but that number is ultimately sub-
tracted in calculatingNet Cash Flows FromOperations (CFO). So, we first
add DInventory, and then subtract it. In the Indirect Method, since we are
just entering the adjustments themselves (not line-by-line), we just go right
ahead and subtract DInventory.

16.4.1 Example

This will become clearer once we dive in to an example. Let’s fill out a Cash Flow State-
ment using the Indirect Method, using the same example we used last time. I repro-
duce the same Income statement and Balance Sheet below:
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Revenue: $200k
COGS: $80k
Salaries expenses: $40k
Depreciation expenses: $30k
Loss on sale of land: $5k
Interest expense: $10k
Income tax expense: $10k

Net Income: $25k

MattCorp Income Statement, For the Year Ended December 31, 2021:

2021 2020
Assets:

Cash $230k $220k
Accounts Receivable $90k $70k
Inventory $120k $140k
Investments $130k $0
Land $200k $260k
Equipment $250k $200k

Accumulated Depreciation $(80k) $(50k)
Total assets: $960k $840k
Liabilities:

Accounts payable $80k $90k
Salaries payable $30k $20k
Interest payable $7k $12k
Income Tax payable $16k $15k
Notes payable $260k $220k

Shareholders’ Equity:
Common Stock $432k $383k
Retained Earnings $135k $120k

Total Liabilities and S.E.: $960k $840k

MattCorp Balance Sheets, Year Ended December 31:

Let me shortcut to the answer, and then explain what’s going on. Under the indi-
rect method, the Cash Flow Statementwould look like this:
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Net Income (NI): $25k
...adjustments to reconcile NI to CFO
+ Depreciation Expense $30k
+ Loss on Sale of Land $5k
- DAccounts Receivable ($20k)
- DInventory $20k
+ DAccounts Payable ($10k)
+ DSalaries Payable $10k
+ DInterest Payable ($5k)
+ DIncome Tax Payable $1k
Net change in cash from operations (CFO): $56k

MattCorp Operating Section (Indirect Method), FY ending Dec. 31, 2021

If you look and think carefully, you’ll be able to see that these are the exact same
adjustmentswemade under theDirectMethod, just with those twomental rotations.

• First, we added back Depreciation and the Loss. We add these back because
they are not operating cash flows, but they were already taken out ofNet Income.
(Symmetrically, we would subtract out aGain.) This is the analogue to “skipping
over” these items in the direct method. (Mental Rotation #1.).

• Second, everything else is the same adjustmentswemade in theDirectMethod,
just with the expense adjustments ‘flipped’ up front. (Mental rotation #2.)
(Note that we don’t need to ‘flip’ the adjustment wemade to Revenue, sinceCash
Collections from Customers was not subtracted in the Direct Method.)

This means that for the Indirect Method, we have just one rule for all of the
current asset and liability adjustments: We subtract changes in current assets
(other than cash itself) and add changes in current liabilities. You may recall
from Chapter 5 that a company’s current asset and liability accounts are called
its “working capital.”

16.4.2 Comparing Direct and Indirect Methods

To make this ultra clear, let me show the Indirect Method, and the table tracking the
adjustments wemade under the Direct Method again, so you can compare them side-
by-side:
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Net Income (NI): $25k
...adjustments to reconcile NI to CFO
+ Depreciation Expense $30k
+ Loss on Sale of Land $5k
- DAccounts Receivable ($20k)
- DInventory $20k
+ DAccounts Payable ($10k)
+ DSalaries Payable $10k
+ DInterest Payable ($5k)
+ DIncome Tax Payable $1k
Net change in cash from operations (CFO): $56k

MattCo Operating Section (Indirect Method), FY ending Dec. 31, 202

I/S Item I/S Amount Direct Method Adjustment Cash Flow Analogue Cash Flow Amount
Revenue: $200k - DAccounts Receivable Cash Coll. from Customers $180k
COGS: -$80k + DInventory�DA/P Cash Paid to Suppliers -$70k
Salaries Expenses: -$40k - DSalaries Payable Cash Paid for Salaries -$30k
Depreciation Expenses: -$30k Skip Over None None
Loss on sale of land: -$5k Skip Over None None
Interest Expense: -$10k - DInterest Payable Cash Paid for Interest -$15k
Income Tax Expense: -$10k - DIncome Tax Payable Cash Paid for Tax - $9k
Net Income: $25k (All of the above) Net Cash fromOperations $56k

Showing Income Statement, Direct Adjustments, and Cash-Basis Analogues

As you can see, these are the same adjustments, just factored in in a different way,
which we can understandwith those twomental rotations.

16.4.3 Boiling The Indirect Method Down to Just Two Rules:

So, that’s how tounderstand the IndirectMethod. To implement it, you can essentially
boil it all down to just two rules.

Net Income (NI): $25k
...adjustments to reconcile NI to CFO
+ Depreciation Expense $30k
+ Loss on Sale of Land $5k
- DAccounts Receivable ($20k)
- DInventory $20k
+ DAccounts Payable ($10k)
+ DSalaries Payable $10k
+ DInterest Payable ($5k)
+ DIncome Tax Payable $1k
Net change in cash from operations (CFO): $56k

MattCorp Operating Section (Indirect Method), FY ending Dec. 31, 2021

• Rule #1: “Back out” the non-cash / non-operating items from the Income State-
ment: Depreciation and Amortization and Losses and Gains.
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– This means adding D&A and Losses, and subtracting Gains.

• Rule #2: Everything else is aworking capital adjustment:

– Subtract the changes in non-cash current assets (like Inventory and A/R)

– Add the changes in current liabilities (mostly Payables).

That’s it. That algorithm will allow you to fill out the operating section correctly
under the indirect method.

If you feel confident with this, you could skip the next three subsections. In those
subsections, I just re-explain things verbally, using concrete examples. There’s no
new content or rules. It’s just extra verbal scaffolding to help you visualize and build
intuition and confidence.

16.4.4 Explaining ‘noncash item’ adjustments: Depreciation and
Amortization

Depreciation Expense is an expense that is deducted from Net Income. But it is not a
real operating cash outflow. Instead, it is the accounting allocation of the cash outflow
from investing in a long-term tangible asset, by definition. So there is no operating-
cash-flow analogue. But, since it has already been implicitly deducted from Net In-
come, in making our way back to CFO, we have to add it back. The same logic would
apply to Amortization Expense, if our company had one. (Again, I imagine the ‘ghost
of the Income Statement’ above the Statement of Cash Flows, with Net Income at its
bottom, linking the two.)

I am told that a commonbusiness-job interview question, designed to test if stu-
dents really grasp accounting is: ‘Given thatDepreciation Expense is added in the cash
flow statement, can companies increase their cash flows from operations by increas-
ing their depreciation assumptions?’ You should now have a confident, solid answer
to this question.

16.4.5 Explaining ‘nonoperating item’adjustments: GainsandLosses

Losses behave just like an expense, and are deducted from Net Income. And, in the
indirect method, we similarly “back out” the Loss by adding it back, en route to CFO.
(Similarly, we would have subtracted aGain.) Many people—includingmany second-
rateYouTube accounting instructors—will say something like, “Just like Depreciation,
Gains and Losses are also not real cash flows—they are just ‘plugs’ realized upon sales
of assets.”

But, if you think carefully, this is not correct. And understanding why will prove
important later on. What is a Gain? A Gain on sale occurs when the company sells an
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asset for more than its book value. Earlier in the class, we might have written it this
way:

Gain (or � Loss) = Sale Price�Book Value o f Asset

Another way of writing this is:

Sale Price = Book Value o f Asset + Gain (or � Loss)

So, the Gain or Loss actually really is a part of the real cash flow from the sale of
the asset. So, why do we back them out? The real reason is that, right now, we are
focused on the operating section of the cash flow statement. And cash yielded from
the sale of assets falls into the Investing category. Gains and Losses from sales of assets
will figure into that section—and this is one reason why getting the logic correct does
matter.

16.4.6 Explaining everything else: working capital adjustments

Every single other adjustment under the indirectmethod is based on changes in cur-
rent assets and current liabilities (“working capital”), and follows just one rule: Sub-
tract the change in current (non-cash) assets, and, symmetrically, add the change in
current liabilities. We’ve already built and stated that rule a couple of times now. But
this is hard stuff to grasp the first time around. So here are some concrete examples to
help you visualize and build intuition:

• If Accounts Receivable increased, that means that the company made a credit
sale,whichmeans it recognizedRevenue (whichgoes intoNet Income) thatwasn’t
collected in cash. So to go back from Net Income (NI) toward Cash Flows From
Operations (CFO), we subtract out that increase.

• If Accounts Receivable decreased, it’s just the opposite: That means we collected
cash on prior accounts, but that wasn’t recognized as revenue in this period. So,
to go from NI to CFO, we add that decrease back.

– Generalizing and netting: To subtract the increases and add the decreases
in A/R, we just subtract the net change between periods.

• If a current asset like Inventory (or Supplies) increased, thatmeans the company
purchased that asset, but capitalized that expenditure as an asset, so it was not
recognized as an expense. But purchases of Inventory and Supplies are consid-
ered operating cash flows. So, tomove fromNI toward CFO, we subtract out that
increase, just likewith A/R. (If the companymade that purchase on account, that
will be taken care of with our adjustments for payables, below.)
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• If a current asset like Inventory decreased, it’s just the opposite: That means that
the asset was ‘expensed out’ (viaCOGS in the case of Inventory), even though the
actual cash purchase had been made in the past. So, to go from NI toward CFO,
we add that decrease back.

– Generalizing and netting: To subtract the increases and add the decreases
in these current assets, we just subtract the net change between periods.

For current liabilities, the logic is symmetric. These are usually easy, because
nearly all current liabilities are just forms of Payables.

• If Salaries Payable increased, that wouldmean that we incurred Salaries Expense
that we haven’t yet paid in cash. Since Salaries Expense is already deducted from
NI, to go from NI to CFO, we need to add back the increase in Salaries Payable.

• Symmetrically, ifSalariesPayable decreased, then thatwouldmeanwepaiddown
past payables in cash, related to expenses had been recognized in previous pe-
riods (that is, not deducted from this period’s NI). So, to go from NI to CFO, we
need to subtract that decrease.

– Generalizing and netting: To add the increases and subtract the decreases
in Salaries Payable, we just add the net change between periods.

• The exact same logic applies to all Payables: Interest Payable, IncomeTaxPayable,
Accounts Payable, etc. If a Payable increases, that indicates an accrual Expense
thatwas not paid in cash—so we need to add it back in going from NI to CFO.

• If aPayable decreases, that indicates it waspaid down—but the payment of past
periods’ expenses is not an expense in this period. So that payment was a cash
outflow, but had not been deducted from NI. So, to go from NI to CFO, we need
to subtract that decrease.

– Generalizing and netting: To add the increases and subtract the decreases
in all Payables and other current liabilities, we just add the net change.

16.5 Investing section:

The operating section is the main meat of the cash flow statement. But the other
sections are still non-trivial, both in difficulty and importance. We’ll now proceed to
the investing section. (Remember that the distinction between the indirect and direct
method does not apply here—that distinction is only for the operating section.)
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Investing activities are, by definition, about the purchase and sale of long-term
assets. So, let’s start by literally looking at the long-term assets on the company’s Bal-
ance Sheet, and using our accounting knowledge to figure out what must have hap-
pened. In the interest of space, I include just that section of the Balance Sheet below:

FY2021 FY2020
Assets:
Cash $230k $220k
Accounts Receivable $90k $70k
Inventory $120k $140k
Investments $130k $0
Land $200k $260k
Equipment $250k $200k
Accumulated Depreciation ($80k) ($50k)
Total Assets: $960k $840k

MattCorp Balance Sheets, Asset Section

MattCorponly has three long-termassets—Investments,Land,andEquipment—
so our work will be fairly easy. Amajor risk in filling out this section is overthinking
it.

16.5.1 Investments

Start with Investments. That accountwas $0, but rose to $130k in 2021. So, whatmust
have happened? From Chapter 2, we learned that assets go up with purchases—at
the purchase price. It would be quite unusual for a company to incur a short-term
payable for a long-term asset. Usually, if a company needed to finance a long-term
asset purchase, it would get a loan from a bank, which would be a financing cash flow.
There are exceptions to this—but, in those cases, we’ll be told explicitly. So, if we’renot
told otherwise, we can assume that purchases of long-term assets are in cash. (We
canalso assume therewasnot any fair-value revaluationor impairmentof these Invest-
ments, since there is only one Loss, and that is explicitly tied to the sale of the Land.)
So, in short, we can assume thatMattCorp spent $130k to purchase those Investments,
an investing cash outflow.

16.5.2 Land

Between 2020 and 2021, the company’s Land account went down by $60k. What hap-
pened? We know there are three things that make assets go down:
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• (i.) the expense from ‘using them up’

• (ii.) sale / disposal

• (iii.) impairments.

We learned in Chapter 10 that we do not depreciate Land. We also know that this
Land was not impaired, since the only Loss in this case was not an impairment.

So, by process of elimination, thismeans that we now know that this company sold
off Land that had a book value of $60k. But was that the sale price, the cash flow
we’re interested in? No. $60k is the prior book value of the Land, and the sale price is
a negotiatedmarket price that can be higher or lower. The Income Statement indicates
aLoss fromthe saleofLand of $5k. If the company sold landwith abookvalueof $60k,
and incurred a loss of $5k, that means the actual sale pricewas $55k.

Earlier in the course we learned that Gains and Losses on sales ‘plug’ the difference
between the book value of the asset and the sale price.

Gain (Loss) = Sale Price�Book Value

Rearranging, this means that we can calculate the Sale Price using the prior book
value of the asset sold, and the gain (loss) upon sale.

Sale Price = Book Value+Gain (Loss) = $60k�$5k = $55k

Note also that here, in the investing section, is where Gains and Losses ultimately
end up, after they were backed out of the operating section. This is why it was impor-
tant to get the logic there correct.

16.5.3 Equipment

Finally, Equipment went up from $200k to $250k. As before, if a long-term asset ac-
count goes up, that means there was purchase debited to that account—and, unless
we are told otherwise, we candefault to the assumption that it was in cash. Doweneed
to worry about anything else here? Backing up, we know that, overall, there are four
things that can change a long-term asset balance:

• (i.) purchases,

• (ii.) the expense from ‘using them up’,

• (iii.) sale / disposal,

• (iv.) impairments.
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Do we need to worry about any of the others here? In this case, no. The reason is
that there are no other Losses or Gains so we know there was no Impairment or sales
of Equipment. And, since this company reports separate accounts for Equipment vs.
its Accumulated Depreciation (rather than reporting Equipment at book value), this
means that the Equipment account per se is unaffected by the Depreciation Expenses
charged. (Much earlier in the course, I told you that contra-accounts would, despite
their initial tortuousness, end up making our lives easier. This is one such case.) So,
this means that we don’t need to overthink this one, and can directly infer that the
company purchased $50k in Equipment .

16.5.4 Consolidating

There are noother long-termasset accounts, sonothing to indicate anyother investing
cash flows. So, the final step is just to pull it together, and net out the total investing
cash flows:

Investing Cash Flows
Purchase of Investments $(130k)
Cash from Sale of Land $55k
Purchase of Equipment $(50k)

Net Cash Flows from Investing $(125k)

MattCorp Cash Flow Statement, Investing Section, FY 2021

16.5.5 Boiling Down to Rules: Investing Section

Based off of the above, we could boil the Investing section down to this:

• #1: Look at long-term asset accounts on the Balance Sheet.

• #2: If a long-termasset has increased, that indicates apurchase. Assets arewrit-
ten up at their purchase price, and we can assume it was a cash transaction, by
default.

• #3: If a long-term asset has decreased and that is not accounted for by the asso-
ciated expense (e.g., Equipment decreasing for a company that tracks Accumu-
lated Depreciation separately) or an impairment, that indicates a sale.

• #4: We can infer the cash sale priceof long-termassets by triangulating between
their prior book value and the Gain or Loss reported on the Income Statement.

• #5: When it’s complicated (i.e., there is an Impairment, orEquipment is reported
at book value), slow down and use your knowledge, like a detective.
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16.6 Financing section

Thenext andfinal sectionof the cashflowstatement is thefinancing section. Broadly,
this section tracks and nets the cash flows related to how the company finances it-
self—transactions in its own stock and debt (with the notable exception that interest
payments on debt are categorized as operational, to make the operating sectionmore
comparable to the Income Statement).

The company’s major transactions in its bonds and stocks will be reflected in the
long-term liabilities and Shareholders’ Equity sections of the Balance Sheet. So,
once again, let’s start by literally looking there. There will be one very important
thing to remember at the end—but looking will get us most of the way there. See
the Liabilities and Shareholders’ Equity sections of the Balance Sheet from the original
problem below:

FY2021 FY2020
Liabilities:
Accounts payable $80k $90k
Salaries payable $30k $20k
Interest payable $7k $12k
Income tax payable $16k $15k
Bonds payable $260k $220k
Stockholders Equity:
Common Stock $432k $383k
Retained Earnings $135k $120k
Total Liabilities and S.E.: $960k $860k

MattCorp Balance Sheets, FYs ending Dec 31, LT Liabilities and Shareholders’ Equity
Sections excerpted

The first four liability accounts are all current liability accounts related to short-
term, operating cash flows. We already accounted for these in the operating-cash flow
section. So, the only liability we need to worry about in this section of the problem is
Bonds Payable.

16.6.1 Bonds Payable

Since there isnoDiscount orPremiumonBondsPayable account, thismeans that these
bonds were issued at par. (And we will alwaysmake that simplifying assumption in
this section of this introductory course.) Since the Bonds Payable (L) account went
up by $40k, and is at par, that means that our company must have received $40k in
cash from the issuance of a bond. We have no reason or information to believe any old
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Bonds were called or repurchased. So, we can infer that this company issued $40k in
bonds at par, a financing cash inflow of $40k, in this year.

16.6.2 Common Stock

Next, this company has a Common Stock account, but no Additional Paid-in Capital
account. That means that this company issues no par stock, and the cash proceeds
from issuing shares is fully credited to the Common Stock account. From 2020 to 2021,
the Common Stock account went up by $49k. This directly indicates that the company
got a $49k cash inflow from the sale of Common Stock. Do we need to worry about
repurchases? This company has no Treasury Stock account, indicating that it has not
yet engaged in any.

16.6.3 The Key Final Financing Cash Flow: Remember Dividends

Are we done here? Not quite. We’ve looked at all the long-term liabilities and Share-
holders’ Equity accounts on the Balance Sheet. But there is one key financing cash
flow that is not directly tracked here: Dividends. We know that companies pay Div-
idends, that it’s an important financing cash flow. But Dividends, as we learned from
Chapter 1, are not Expenses, so they are not reported in the Income Statement. And
the are a temporary account, so they are not reported on the Balance Sheet. So, we
won’t see Dividends anywhere. But we do have enough information to infer what
our company paid. Remember that:

D Retained Earnings = Net income earned in period�Dividend paid out in period

On our two Balance Sheets, we are told that Retained Earnings increased by $15k
(from$120k in FY2020 to $135k in FY2021). And, as reported on the Income Statement,
the company earned $25k in Net Income during the period. This means that the com-
panymust have paid out $10k in Dividends. Or, if you want a general formula, we
can rearrange the identity above like so:

Dividends Paid out in Period = Net Income�D Retained Earnings

So, pulling that all together, our financing section would look like this:
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Financing Cash Flows
Issuance of Bonds $40k
Issuance of Common Stock $49k
Dividends Paid Out $(10k)
Net Cash Flows from Financing $79k

MattCorp Cash Flow Statement, FY ’21, Financing Section

16.6.4 Boiling Down to Rules: Financing Section

Based off of the above, we could boil the Financing section down to this:

• #1: Look at the long-term liability and Shareholders’ Equity accounts on the B/S.

• #2: If Bonds Payable or Common Stock, etc., has increased, that indicates a fi-
nancing cash inflow for the company.

• #3: If Bonds Payable has decreased that indicates a repurchase or call, or paying
off face value at maturity. If Treasury Stock, has increased, that indicates a stock
repurchase. Both are financing cash outflows.

• #4: Remember to think about Dividends, a key financing cash outflow. They
are not reported anywhere on the B/S or I/S. But you can infer them using the
Retained Earnings identity.

• #5: When it’s more complicated, slow down and be a detective.

16.7 Consolidating the Three Sections:

The last thing we do is consolidate the three sections together, net the net change
in cash in each category, and check that it equals the change in cash on the Balance
Sheet. The change in cash from this calculation is $10k, which is the same change we
see inspecting the Balance Sheets. So, I can sighwith relief: I probably got this problem
right.
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Operating cash flows:
Net Income: $25k
... adjustments to reconcile NI to CFO
+ Depreciation Expense $30k
+ Loss on Sale of Land $5k
- DAccountsReceivable ($20k)
- DInventory $20k
+ DAccounts Payable ($10k)
+ DSalaries Payable $10k
+ DInterest Payable ($5k)
+ DIncome Tax Payable $1k
Net change in cash from operations: $56k

Investing Cash Flows:
Purchase of Investments ($130k)
Cash from Sale of Land $55k
Purchase of Equipment ($50k)
Net Cash Flows from Investing ($125k)

Financing Cash Flows
Issuance of Bonds $40k
Issuance of Common Stock $49k
Dividends Paid Out ($10k)
Net Cash Flows from Financing $79k

Net change in cash: $10k

MattCorp Cash Flow Statement, For the Year Ended December 31, 2021 (indirect
method)

16.8 Some ‘tricks’: e.g., non-cash transactions

In the above, I wanted to lay out themain ideas in a clean example, and then try to pro-
vide simple rules, to make things easier as you learn. But there are a couple of things
that can get thrown into problems, which you have the knowledge to solve, but which
require goingbeyond the rulesabove. For example, suppose that our company’sCom-
mon Stock was not no-par. Then you should be able to apply your knowledge from
Chapter 13 to still infer the cash proceeds from the issuance ofCommon Stock (i.e., by
looking at APIC.)

Another commontrick in theseproblems is to includenon-cashpurchasesof long-
term assets. As we saw in Chapter 12, companies can finance the purchase of long-
term assets by signing a Note Payable, etc. By default, we would normally assume the
purchase of a long-term asset was in cash. But suppose we are explicitly told that the
company financed the purchase of new Equipment with a Note Payable. That means



16. Statement of Cash Flows 278

that the company directly swapped Equipment for a Note—without cash changing
hands (yet). That is, the purchase of the Equipment was not made in cash, and the
issuance of the Note Pyable was not a cash inflow. If the transaction was not in cash,
it’s not a cash flow, full stop. And the Statement of Cash Flows is, by definition, about
tracking the actual flow of cash. So, in that case, we would not put that amount ($)
in either the investing section (purchase) or the financing section (Note). Instead, we
would just add a footnote at the bottom of the cash flow statement, saying something
like, “Note: $50k in Equipment purchased via issuance of Note payable.”

You may see other miscellaneous complications thrown into cash-flow statement
problems. There’s no way to boil down all of them down to one set of rules. The cash
flowstatement isultimately aboutusingyourunderstandingofwhat theBalanceSheet
and Income Statementmean to infer what the underlying transactions were. With all
of the 253 pages of knowledge you’ve gained over the semester, at this point, that’s a
lot to go on! So, when you see a wrench thrown into these problems, slow down, have
courage, and showme what you can do.



A
Practice Problems and Essay Questions

A.1 Chapter 1

A.1.1 Practice Problems: MCQ’s

• Which of these is one of the four financial statements that the firm’s financial
accounting system ultimately produces?

– (A.) The Chart of Stock Price Performance

– (B.) The Statement of Long-Term Value

– (C.) The Balance Sheet

– (D.) The Social Impact Statement

– (E.) None of the other answers

• Which of the following indicates equity financing?

– (A.) Interest payments.

– (B.) Owners.

– (C.) Contractual obligation to pay.

– (D.) Collateral.

279
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– (E.) None of the other answers

• Which of the following indicates credit financing?

– (A.) Ownership.

– (B.) Shares.

– (C.) Stock.

– (D.) Debt.

– (E.) None of the other answers

• Eagle Corp operatesMRI clinics throughout theNortheast. At the end of the cur-
rent period, the company reports the following amounts: Assets = $40k, Liabil-
ities = $30k, Dividends = $2k, Revenues = $13k, Expenses = $6k. The company
management asserts that its long-termvalue is not being fully appreciated by the
stock market, and that they will double their profits next year. Calculate Share-
holders’ Equity at the end of the period.

– (A.) $10k

– (B.) $23k

– (C.) $70k

– (D.) $17k

– (E.) None of the other answers

• Eagle Corp operatesMRI clinics throughout theNortheast. At the end of the cur-
rent period, the company reports the following amounts: Assets = $40k, Liabil-
ities = $30k, Dividends = $2k, Revenues = $13k, Expenses = $6k. The company
management asserts that its long-term value is not being fully appreciated by
the stockmarket, and that they will double their profits next year. Calculate Net
Income at the end of the Period.

– (A.) $5k

– (B.) $7k

– (C.) $9k

– (D.) $10k
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– (E.) None of the other answers

• At the end of Fiscal Year (FY) 2020, ExpoCorp had Assets of $200m, Liabilities of
$120m, and Common Stock of $30m. Over FY 2021, ExpoCorp earned Net In-
come of $20m, and paid out Dividends of $10m. What would its Retained Earn-
ings be at the end of FY 2021?

– (A.) $10m

– (B.) $20m

– (C.) $50m

– (D.) $60m

– (E.) None of the other answers

• What is this company’s Accounts Receivable balance?

Balance Sheet as of December 31, 2020
Assets Liabilities
Cash: $100 Salaries payable: $100
Accounts receivable: $??? Long term debt: $100
Equipment: $100 Total Liabilities: $200

Shareholder’s Equity:
Common stock: $50
Retained earnings: $0
Total Shareholders’ Equity: $50

Total Assets: $??? Total Liabilities and S.E.: $250

– (A.) $0

– (B.) $50

– (C.) $250

– (D.) Not enough information.

– (E.) None of the other answers

• If we issue Common Stock, is that an operating, financing, or investing activity?

– (A.) Operating
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– (B.) Investing

– (C.) Financing

– (D.) None of the above

• From our company’s perspective, which of the following would be an operating
cash inflow?

– (A.) Paying salaries to employees.

– (B.) Selling Common Stock to investors.

– (C.) Making a Cash sale to customers.

– (D.) Purchasing a factory.

– (E.) None of the other answers

• Suppose our company has the following transactions with our customers, and
only these, in Fiscal Year 2021:

∗ We provide tutoring to Dane for $200 in cash.

∗ Alison pays us $300 in cash up front, for tutoring that we promise to
give her next year, in Fiscal Year 2022.

∗ We provide tutoring to Avery, who promises/agrees to pay us $100 next
year, in Fiscal Year 2022.

• What are our (accrual) revenues for FY 2021?

– (A.) $200

– (B.) $300

– (C.) $500

– (D.) $600

– (E.) None of the other answers

• MattCorp does annual reporting, with the fiscal year ending December 31. In
FY2020 (January 1, 2020 to December 31, 2020), MattCorp earns a total of $100
in Revenue, and incurs $60 in Expenses over that year. How much Net Income
wouldMattCorp report on its Income Statement as of July 1 (exactly halfway
through the year)?
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– (A.) $40

– (B.) $20

– (C.) $0

– (D.) Trick question / question makes no sense.

– (E.) None of the other answers

• Which of the following is a good way of describing what Net Income (profit) is,
conceptually, in accounting?

– (A.) The increase in the company’s cash

– (B.) Accounting’s way of measuring how much value has been realized for
the owners, via the company’s operations, over the period.

– (C.) The total wealth of the shareholders of the company.

– (D.) The stock price increase.

– (E.) The amount of money made for the bank lenders of the company.

• Which of the following is a good definition ofwhat (“book”) Shareholders’ Equity
is, conceptually, in accounting?

– (A.) The amount of financing that owners have contributed (including rein-
vestment) to the business.

– (B.) The amount of cash that is held separately for the owners.

– (C.) How much value has been realized for the owners, via the company’s
operations, over the reporting period.

– (D.) None of the other answers

– (E.) The amount of loans the company has made to its owners.

• What is thenameof the account that indicates the total amount that owners have
paid into the company to finance it?

– (A.) Cash

– (B.) None of the other answers

– (C.) Common Stock
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– (D.) Dividends

– (E.) Revenue

• Which of the following organizations would be required to report their financial
statements according to GAAP?

– (A.) Your neighbor’s dog-grooming business, which your neighbor owns as
sole proprietor.

– (B.) The Coca-Cola Company

– (C.) The Gates Foundation

– (D.) Multiple other answers

– (E.) None of the other answers

• Core Identities: At the end of Fiscal Year (FY) 2020, ExpoCorp had Assets of
$200m, Liabilities of $120m, and Common Stock of $30m. Over FY 2021, Ex-
poCorp earned Net Income of $20m, and paid out Dividends of $10m. What
would its Retained Earnings be at the end of FY 2021?

– (A.) $10m

– (B.) $20m

– (C.) $50m

– (D.) $60m

– (E.) None of the other answers.

• The organization that has been delegated the role of setting accounting stan-
dards for publicly-listed companies in the U.S. is...:

– (A.) GAAP

– (B.) The FASB

– (C.) The IASB

– (D.) IFRS

– (E.) None of the other answers.

• From our company’s perspective, the Dividends we pay are a(n):
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– (A.) Expense

– (B.) Liability

– (C.) Asset

– (D.) Revenue

– (E.) None of the other answers

• When a company pays dividends, all else equal, that will [increase / decrease /
have no effect on] its (“book” / accounting) Shareholders’ Equity:

– (A.) Increase

– (B.)Decrease

– (C.) Have no effect

– (D.) Not enough information.

– (E.) None of the other answers.

A.1.2 Practice Problems: Open Prompts

1. We go to a local shop to buy Supplies that we plan to use over several reporting
periods. The “list price” of the Supplieswebuy is $12,000. However, the company
is having a special sale, selling the Supplies for a discount of $10,000. Indeed, the
owner tells us that this deal is even better than it may seem, because the true
“market value” of the Supplies is really $14,000. After the make this purchase,
what value would we record the Supplies at on our books?

2. MattCorp does annual, calendar-year reporting. At the end of FY2020, MattCorp
reported a balance of Common Stock of $1m and Retained Earnings of $200k.
OverFY2021,MattCorpearned totalNet Income of $150k. Additionally,MattCorp
issued 1,000 shares ofCommonStock for $50 eachonFebruary 17, 2021; andpaid
total Dividends of $100k on November 18, 2021. Fill out MattCorp’s Statement
of Shareholders’ Equity for FY2021.

3. What are the equations for the core identities (accounting equation, net income
definition, retained earnings identity)?
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4. List the names of the four financial statements frommemory.

5. Track down the latest 10-K report filed by Apple, by searching “EDGAR,” the
SECsiteonwhichU.S. companies’mandatoryfilings aredistributedandarchived,
here: https://www.sec.gov/edgar/searchedgar/companysearch.html.Whatwas
Apple’s Net Income for its most recent fiscal year?

A.1.3 Essay and Discussion Questions

1. What is the purpose of financial accounting in general? What is this all about? In
other words, why are we doing this?

2. We’ve talked about how it’s common to divide the sources of Shareholders’ Eq-
uity into two categories: ‘Paid-in capital’ vs. ‘Earned capital.’ What’s the big idea
here? What are the accounts associated with these two categories? Why are they
together in Shareholders’ Equity, and how are they different?

3. We’ve talked about the “two ways of looking at the accounting equation.” What
are these? What does the accounting equation tell us, under each view?
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A.2 Chapter 2

A.2.1 Practice Problems: MCQ’s

• Supposeour companyborrows$10,000 fromabank. Howdoweaccount for this?

Assets Liabilities Sharehldr Equity
(A.) +$10k Cash
(B.) +$10k Note payable
(C.) +$10k Cash +$10k Note payable
(D.) None of the above

• Our company buys equipment for $24k in cash. How do we account for this?
Assets Liabilities Sharehldr Equity

(A.) -$24k Cash +$24k Equipment
(B.) -$24k Cash, -$24k Equipment
(C.) -$24k Cash, +$24k Equipment
(D.) None of the above

• Our company has done the following transactions, and only these, to date.

Transaction Assets Liabilities Sharehldr Equity
#1: Sell Shares for $25k +$25k Cash +$25k Common Stock
#2: Get loan of $10k +$10k Cash +$10k Note payable

#3: Buy equipment for $24k -$24k Cash, +$24k Equipment
#4: Pre-pay 1 yr rent, $6k -$6k Cash, +$6k Prepaid rent

What is our company’s Total Assets (balance) at this point, after Transaction #4?

– (A.) $6k

– (B.) $30k

– (C.) $35k

– (D.) $65k

– (E.) None of the other answers.

• And, what is our company’s Cash balance at this point, after Transaction #4?

– (A.) $5k

– (B.) $10k

– (C.) $25k

– (D.) $35k



A. Practice Problems and Essay Questions 288

– (E.) None of the other answers.

• Suppose our company buys a factory from another company for $15m in Cash.
(We would put this factory in our Plant account.) However, our management is
extremely confident that, with our superior management practices, and world-
class employees, we can actually double the productivity and output of that fac-
tory. What would be the initial value/amount of Plant that we would record in
our company’s accounting (that is, “on our books”) after this purchase?

– (A.) $0

– (B.) $15m

– (C.) $30m

– (D.) Not enough information.

• Which of the following represents, conceptually, credit financing provided by our
suppliers?

– (A.)Notes Payable (L)

– (B.) Accounts Payable (L)

– (C.) Supplies (A)

– (D.) Multiple other answers

– (E.) None of the other answers

• Suppose that this customer pays cash to us in November of 2021, for a soccer
camp that will take place in February 2022. Our firm does annual reporting
aligned with the calendar year. Assuming things go as expected, in what Fis-
cal Year would we report Revenue from this sale?

– (A.) 2021

– (B.) 2022

– (C.) Listen to your heart.

– (D.) None of the above.
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• But, continuing with the example from the question above, should we account
for something about this transaction (that is, record something on our books) on
the date on which the customer pays us cash?

– (A.) Yes—because we have earned profit.

– (B.) No—because we haven’t earned profit yet.

– (C.) Yes—because we got cash.

– (D.) Listen to your heart.

• Which of the following purchases / expenditures would be “fully and immedi-
ately expensed” under GAAP accounting?

– (A.) Paying for a 2-year lease on a building

– (B.) Purchasing Inventory

– (C.) Paying the electricity bill for the company’s headquarters

– (D.) Purchasing supplies on account

– (E.) None of the other answers.

• When a customer pays up front for a good/service that will be provided at a later
date, this is a(n):

– (A.) Accounts receivable transaction

– (B.)Deferred revenue transaction

– (C.) Prepaid expense

– (D.) Asset capitalization

– (E.) Accrual

• Which of the following can be interpreted to represent, conceptually, credit fi-
nancing provided to our company by our customers?

– (A.) Deferred Revenue

– (B.) Accounts Receivable

– (C.) Accounts Payable

– (D.) Notes Payable
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– (E.) None of the other answers.

• If our companypurchasesEquipment forCash, our total assetbalance (increases,
decreases, is unchanged):

– (A.) increases

– (B.) decreases

– (C.) is unchanged

– (D.) none of the other answers.

• If we provide a service to a customer on account, our company’s total asset bal-
ance (increases, decreases, is unchanged):

– (A.) increases

– (B.) decreases

– (C.) is unchanged

– (D.) none of the other answers.

• If one of our customers pays down their past account (that is, pays cash for ser-
vices we had provided to them on credit at an earlier date), our company’s total
asset balance (increases, decreases, is unchanged):

– (A.) increases

– (B.) decreases

– (C.) is unchanged

– (D.) none of the other answers.

• During its first month of operations, SoccerCorp: -borrowed $100,000 from a
bank, -bought a piece of equipment for $30,000 in cash, -bought supplies that
it planned to use for multiple quarters for $50,000 on account, -provided ser-
vices to customers for $20,000 on account, -paid out $30,000 cash to pay down
one of its accounts payable, -and paid $15,000 cash for utilities expense. What is
the company’s total asset balance at the end of the month?

– (A.) $125k
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– (B.) $105

– (C.) $150

– (D.) $165

– (E.) None of the other answers

• If our company sells to a customer on account, this will affect the measures re-
ported on the:

– (A.) Income Statement

– (B.) Balance Sheet

– (C.) Statement of Shareholders’ Equity

– (D.)Multiple other answers.

– (E.) None of the other answers

• If our company collects on an account from a customer from a credit sale from a
previous period, this will affect measures reported on our:

– (A.) Income Statement

– (B.) Balance Sheet

– (C.) Statement of Shareholders’ Equity

– (D.) Multiple other answers

– (E.) None of the other answers

• When a company purchases something in cash and ‘capitalizes’ that purchase as
an asset:

– (A.) total assets will remain the same

– (B.) stockholders equity will increase

– (C.) total assets will increase

– (D.) total assets will decrease

– (E.) none of the other answers.
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• Which of the following can partly determine whether an expenditure on some-
thing will be initially recognized as an asset or as an expense in the company’s
accounting:

– A. Whether the managers expect to use the thing over multiple reporting
periods

– B. Whether the company received a discount on the thing

– C. Whether the company pays in cash or buys the thing on account

– D.Whether the thing can reliably bematched to revenues in future periods

– E.Two of the other options.

A.2.2 Practice Problems: Open Prompts

• Account for the following transactions with the Accounting Equation format

– 2/14/2022: Issue 1000 shares of Common Stock for $50 each.

– 3/01/2022: Get a $200k loan from a bank.

– 3/16/2022: Provide swimming lessons to customers for $10k in cash.

– 3/17/2022: Pay quarterly electricity bill, $5k.

– 3/22/2022: Receive payment of $8k from customers in advance, for lessons
to be provided in April.

– 04/01/2022: Pay biweekly salaries to employees, a total of $20k.

– 04/10/2022: Provide the swimming lessonsas contractually agreedandpaid
for in the March 22 transaction above.

– 04/12/2022: Purchase Supplies on account, with a promise to pay the $2k
invoice later.

– 04/15/2022: Pay biweekly salaries to employees, a total of $20k.

– 04/20/2022: Pay off the account from the April 12th purchase of Supplies.
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Date Assets Liabilities Shareholders’ Equity

• Our company has done the following transactions, and only these, to date.
Transaction Assets Liabilities Sharehldr Equity

#1: Sell Shares for $25k +$25k Cash +$25k Common Stock
#2: Get loan of $10k +$10k Cash +$10k Note payable

#3: Buy equipment for $24k -$24k Cash, +$24k Equipment
#4: Pre-pay 1 yr rent, $6k -$6k Cash, +$6k Prepaid rent

#5: Buy supplies on account, $2.3k +$2.3k Supplies +$2.3k Accounts Payable

Suppose that we ended our reporting period here, with no more transactions of
any kind. What would our Balance Sheet look like at this point? (That is, fill out
a Balance Sheet, based on what the account balances would be, as of this point
in time, after Transaction #5.)

• Account for the following transactions with the Accounting Equation format

– 05/15/2022: Customer pays us up front, $5k, for lessons to be provided at a
later date.

– 06/15/2022: We provide the lessons to the customer above, from the May
15 transaction.

– 07/15/2022: Weprovide lessons to another customer, on account—the cus-
tomer accepts our invoice for $6k

– 08/15/2022: The customer from the July 15 service pays off their account in
full.
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Date Assets Liabilities Shareholders’ Equity

• Suppose our company has the following transactions with our customers, and
only these, in Fiscal Year 2021:

– We provide tutoring to Dane for $400 in cash.

– Alison pays us $100 in cash up front, for tutoring that we promise to give
her next year, in Fiscal Year 2022.

– Weprovide tutoring to Avery, whopromises/agrees to pay us $300next year,
in Fiscal Year 2022.

– We receive $200 in cash from Declan, for tutoring that we had provided to
him in Fiscal Year 2020.

What are our (accrual) revenues for FY 2021?

A.2.3 Essay and Discussion Questions

1. It’s common to hear CEOs say things like ‘The reason we weren’t profitable this
quarter is that we’re investing for the future.’ For example, after missing Wall
Street expected earnings, CEO “CEO Michelle Gass said in a statement that the
company is ‘investing in the short-term’ in order to ‘drive profitable growth over
the long-term” (L. Thomas, CNBC, May 2021). Based on what we’ve learned so
far, what do you make of this? (Hint: This question is prompting you to first ref-
erence the specific technical thing we’ve learned that suggests why this excuse is
not obviously legitimate.) Once you’ve covered that technical bit, give your own
opinion according to your own reasoning and judgment.

2. What are the two main principles that define accrual-basis accounting? And
what is the idea behind them? What is the logic behind this complexity? In other
words, can you give some examples or explanation of why these two principles
seem to make economic sense?

https://www.cnbc.com/2021/05/20/kohls-kss-q1-2021-earnings-beat.html
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A.3 Chapter 3

A.3.1 Practice Problems: MCQ’s

• Which of the following “tools” reports the final balances of all of our company’s
accounts, in one list/table?

– (A.) A trial balance

– (B.) A T-account

– (C.) A journal entry

– (D.) An income statement

– (E.) None of the other answers

• Which tool reports the incremental effectof aparticular transaction–i.e., the changes
in the accounts affected?

– (A.) A trial balance

– (B.) A T-account

– (C. A journal entry

– (D.) An income statement

– (E.) None of the other answers

• Which tool reports the full sequence of updates to, and final balance of, a partic-
ular account?

– (A.) A trial balance

– (B.) A T-account

– (C.) A journal entry

– (D.) An income statement

– (E.) None of the other answers

• What does debitmean?

– (A.) Good.

– (B.) “On the right.”
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– (C.) The company made a bad choice.

– (D.) Shareholders’ Equity has increased.

– (E.)None of the other answers

• If a liability account increases, that’s a (credit / debit)

– (A.) Credit

– (B.) Debit

– (C.) Not enough information

– (D.) None of the other answers.

• If the Common Stock account increases, that’s a (credit / debit)

– (A.) Credit

– (B.) Debit

– (C.) Not enough information

– (D.) None of the other answers.

• Which of the below is a debit account?

– (A.) Common Stock

– (B.) Equipment

– (C.)Notes Payable

– (D.) Multiple other answers

– (E.) None of the other answers.

• Which of the below is a credit account?

– (A.) Common Stock

– (B.) Equipment

– (C.) Revenue

– (D.)Multiple other answers
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– (E.) None of the other answers.

• Salaries Expense is a (debit account / credit account):

– (A.)Debit account

– (B.) Credit account

– (C.) Not enough information

– (D.) None of the other answers.

• Indicate the correct journal entry for this transaction: Get a $10k loan from a
bank.

– (A.)Debit Cash $10k; CreditNotes Payable $10k

– (B.) DebitNotes Payable $10k; Credit Cash $10k

– (C.) DebitNotes Payable $10k; Credit Liability $10k

– (D.) Debit Cash $10k; Credit Accounts Payable $10k

– (E.)Not enough information—depends onprior cash and liability balances.

• Indicate the correct journal entry for this transaction: Customer pays $10k for
services that we deliver immediately.

– (A.) Debit Cash $10k; CreditDeferred Revenue $10k

– (B.) Debit Revenue $10k; Credit Cash $10k

– (C.)Debit Cash $10k; Credit Revenue $10k

– (D.) Debit Accounts Receivable $10k; Credit Revenue $10k

– (E.) Not enough information—depends on prior account balances.

• Indicate the correct journal entry for this transaction: We provide services on
account, to a customer who accepts an invoice for $10k.

– (A.) Debit Cash $10k; CreditDeferred Revenue $10k

– (B.) Debit Revenue $10k; Credit Cash $10k

– (C.) Debit Cash $10k; Credit Revenue $10k

– (D.)Debit Accounts Receivable $10k; Credit Revenue $10k
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– (E.) Not enough information—depends on prior account balances.

• Indicate the correct journal entry for this transaction: The customer from the
transaction above, now weeks later, pays down their outstanding account of
$10k, in full.

– (A.) Debit Cash $10k; Credit Revenue $10k

– (B.) Debit Revenue $10k; Credit Cash $10k

– (C.)Debit Cash $10k; Credit Accounts Receivable $10k

– (D.) Debit Accounts Receivable $10k; Credit Revenue $10k

– (E.) None of the above.

• Indicate the correct journal entry for this transaction: Purchase Supplies that
we plan to use for several periods, for $10k in cash.

– (A.) Debit Cash $10k; Credit Supplies $10k

– (B.) Debit Supplies Expense $10k; Credit Accounts Payable $10k

– (C.)Debit Supplies $10k; Credit Cash $10k

– (D.) Debit Cash $10k; Credit Supplies $10k

– (E.) Not enough information—depends on prior account balances.

• Indicate the correct journal entry for this transaction: Pay $10k salaries to our
employees, on an ordinary bi-weekly payday in July (that is, in the middle of
our annual calendar-year reporting period).

– (A.) Debit Cash $10k; Credit Salaries Expense $10k

– (B.) Debit Employee Assets $10k; Credit Cash $10k

– (C.)Debit Salaries Expense $10k; Credit Cash $10k

– (D.) Debit Salaries Expense $10k; Credit Salaries Payable $10k

• What will our Cash T-account look after our company begins its life and does
the following 3 transactions: #1: Sell Shares of Common Stock for $25k, #2: Get a
bank loan for $10k, #2: Buy Equipment for $24k.
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– (A.)

Cash (A)
Debits Credits

$24k

– (B.)

Cash (A)
Debits Credits
$25k $24k
$10k

– (C.)

Cash (A)
Debits Credits
$24k $25k

$10k

• Previously, on January 3, 2022, our customerbought fromusonaccount, promis-
ing to pay $20k later. Now, today, on February 23rd, they pay off half of their ac-
count, paying $10k in cash to us. What is the journal entry for this February 23rd
transaction?

– (A.)Debit Cash $10k; Credit Accounts Receivable $10k

– (B.) Debit Cash $10k; Credit Revenue $10k

– (C.) Debit Cash $10k, Debit Accounts Receivable $10k; Credit Revenue $20k

– (D.) Debit Cash $10k; Credit Accounts Receivable $10k, Credit Revenue $20k

– (E.) No journal entry—not an external transaction.

• A new customer comes in and purchases services of $20k, but can only pay $10k
in cash today. We accept the $10k in cash from the customer, and the customer
accepts a $10k invoice to pay the remainder later. Indicate the correct journal
entry for this transaction:

– (A.) Debit Cash $20k; Credit Revenue $20k

– (B.) Debit Cash $10k; Credit Revenue $10k

– (C.)Debit Cash $10k, Debit Accounts Receivable $10k; Credit Revenue $20k

– (D.) Debit Cash $10k; CreditDeferred Revenue $10k

– (E.) No journal entry—transaction not completed yet.
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• Frankie owns a landscaping and lawnmaintenance company, while Riley owns a
machine repair shop. For themonth of July, the following transactions occurred.

∗ July 3: Frankie provides lawn services to Riley’s repair shop on account,
$370.

∗ July 6: One of Frankie’smowersmalfunctions. Riley provides repair ser-
vices to Jake on account, $320.

∗ July 9: Riley pays $370 to Frankie for lawn services provided on July 3.

• What is the correct journal entry for the July 3rd transaction, from Frankie’s per-
spective?

– (A.) Debit Operating Expenses $370, Credit Cash $370

– (B.) Debit Accounts Receivable $370, Credit Cash $370

– (C.) Debit Cash $370, Credit Accounts Payable $370

– (D.) Debit Accounts Payable $370, Credit Cash $370

– (E.)None of the other answers

• Continuingwith the setupof theproblemabove, what is the correct journal entry
for the July 3rd transaction, from Riley’s perspective?

– (A.) Debit Operating Expenses $370, Credit Cash $370

– (B.) Debit Accounts Receivable $370, Credit Cash $370

– (C.) Debit Cash $370, Credit Accounts Payable $370

– (D.) Debit Accounts Payable $370, Credit Cash $370

– (E.)None of the other answers

• Continuingwith the setupof theproblemabove, what is the correct journal entry
for the July 9th transaction, from Frankie’s perspective?

– (A.) Debit Operating Expenses $370, Credit Cash $370

– (B.) Debit Accounts Receivable $370, Credit Cash $370

– (C.) Debit Cash $370, Credit Accounts Payable $370

– (D.) Debit Accounts Payable $370, Credit Cash $370

– (E.)None of the other answers

• CoyoteCorp is a small company that provides nature tours, hiring nature guides
as temps during the summer. At the beginning of FY2017, CoyoteCorp has a bal-
ance of $12k in the Retained Earnings account. Over the FY2017 reporting pe-
riod, CoyoteCorp had the following transactions and only these:
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– Issued an additional $10k in Common Stock

– Provided services to customers on account, $20k

– Purchased Equipment for Cash, $8k

– Paid employee salaries in full for the period, $10k

– Pay dividends to stockholders, $6k

• WhatwouldCoyoteCorp’s reportedRetainedEarningsbe asof the endof FY2017?

– (A.) $4k

– (B.) $10k

– (C.) $16k

– (D.) $26k

– (E.) None of the other answers.

A.3.2 Practice Problems: Open Prompts

1. Explain why expenses are debit accounts (2-3 sentences).

2. Explain to me, as if I am a newbie, what the difference between a journal entry
and a T-account is. Why is it that, for example, when we journalized Transaction
#2, we just accounted for the $10k in Cash from the bank loan, and ignored the
Cash from the previous Common Stock issuance (2-4 sentences).

3. “Journalize” (that is, write out the journal entries) the following transactions:

• January2: Corporationbegins its life andsells 5000 sharesofCommonStock
for $100 a share.

• January 3: Purchase a large factory (Plant) for $2m.

• January 5: Purchase Supplies for $1m, on account.

• January 12: Pay off the account from the January 5th transaction, in full.

4. Write out all the T-accounts (including netting out final balances) for the com-
pany above, after the January 12th transaction.

5. Write out the Trial Balance at that point in time (that is, immediately after the
January 12th transaction)

6. “Journalize” the following transactions:

• February 1: Provide services to customers for $10k in cash.
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• February 5: Accept payment up front of $5k, from customers who plan to
return for services later.

• February 12: The customers from the February 5th transaction come back,
and we provide the agreed services to them.

• February 15: Pay $10k salaries to our employees, an ordinary biweekly pay-
day.

• February 20: Weprovide lessons to customerswhoaccept an invoice for $5k
and promise to pay us later.

• February 27: the customers from the February 20 transaction come back
and pay off their account in full.

A.3.3 Essay and Discussion Questions

1. Explain to me, as if I am a newbie, what debits-and-credits are all about. That is,
explain how this is an algorithm that keeps The Accounting Equation in balance.
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A.4 Chapter 4

A.4.1 Practice Problems: MCQ’s

• Hugo’s, a specialty clothing store, does annual, calendar-year reporting. On July
1, 2021, Hugo’s pays $48k for a 2-year lease of a space in a local mall. What will
be the related adjusting entry Hugo’s will make before closing the books on De-
cember 31, 2021?

– (A.) Debit Rent Expense $24k; Credit Prepaid Rent $24k

– (B.)Debit Rent Expense $12k; Credit Prepaid Rent $12k

– (C.) Debit Rent Expense $8k; Credit Prepaid Rent $8k

– (D.) Debit Rent Expense $6k; Credit Prepaid Rent $6k

– (E.) None of the other answers

• Hugo’s, a specialty clothing store, doesannual, calendar-year reporting. OnSeptem-
ber 1, 2021, Hugo’s pays $48k for a 2-year lease of a space in a local mall. What
will be the related adjusting entry Hugo’s will make before closing the books on
December 31, 2021?

– (A.) Debit Rent Expense $24k; Credit Prepaid Rent $24k

– (B.) Debit Rent Expense $12k; Credit Prepaid Rent $12k

– (C.)Debit Rent Expense $8k; Credit Prepaid Rent $8k

– (D.) Debit Rent Expense $6k; Credit Prepaid Rent $6k

– (E.) None of the other answers

• ExpoCorp reported Prepaid Rent of $500k on its FY2021 Balance Sheet, and Pre-
paidRentof $400kon its FY2022BalanceSheet. DuringFY2022, ExpoCorp signed
one additional long-term lease, paying $200k up front. What was ExpoCorp’s
Rent Expense in FY2022?

– (A.) $200k,

– (B.) $400k

– (C.) $300k

– (D.) $500k
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– (E.) None of the other answers.

• On July 1, 2021, we bought Equipment, paying $100k. We assume thatwewill use
theEquipment for 10 years, and itwill have 0 salvage value at the endof that time,
and use the straight-line depreciation method. What would be theDepreciation
Expense we would record for FY 2021?

– (A.) $5k

– (B.) $10k

– (C.) $25k

– (D.) $75k

– (E.) None of the other answers.

• On July 1, 2021, we bought Equipment, paying $100k. We assume thatwewill use
theEquipment for 10 years, and itwill have 0 salvage value at the endof that time,
and use the straight-line depreciation method. What would be theDepreciation
Expense we would record for FY 2022?

– (A.) $5k

– (B. $10k

– (C.) $25k

– (D.) $75k

– (E.) None of the other answers.

• On July 1, 2021, we bought Equipment, paying $100k. We assume that we will
use the Equipment for 10 years, and it will have $20k salvage value at the end
of that time, and use the straight-line depreciation method. What would be the
Depreciation Expense we would record for FY 2022?

– (A.) $4k

– (B.) $5k

– (C.) $8k

– (D.) $10k

– (E.) None of the other answers.
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A.4.2 Practice Problems: Open Prompts

1. ExpoCorp reports Supplies of $100k on its FY2021 Balance Sheet, and Supplies of
$120k on its FY2022 Balance Sheet. On its FY2022 Income Statement, ExpoCorp
reports a Supplies Expense of $40k. How much did ExpoCorp purchase in Sup-
plies in FY2022? (Answer: $60k)

2. ExpoCorp reported Prepaid Rent of $700k on its FY2021 Balance Sheet, and Pre-
paidRentof $500kon its FY2022BalanceSheet. DuringFY2022, ExpoCorp signed
one additional long-term lease, paying $200k up front. What was ExpoCorp’s
Rent Expense in FY2022? (Answer: $400k)

A.4.3 Essay and Discussion Questions

1. In this chapter, we made the end-of-period adjusting entry for the Supplies we
had used over the period, like so:

Debit Credit
Supplies Expense (-S.E.) $.4k

Supplies (-A) $.4k

... So that the Supplies T-account at the end of the period looked like this:

Supplies
$1,000 $400

$600

Explain thisadjustingentry fromthe“incomestatementperspective”vs. bal-
ance sheet perspective.” That is, explain what we mean by the two perspec-
tives, and how to think about / articulate the adjusting entry from each per-
spective.

2. What do you think about the “weirdness” of accounting depreciation? Is it prob-
lematic that Depreciation Expense, which is ultimately determined by unverifi-
able managerial expectations and assumptions, affects the “bottom line” prof-
itability? Is it a problem that the accounting depreciation of an asset doesn’t nec-
essarily track the real decline in its market/economic value?
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The answer to this question surely can’t be simple. If you think these things are
a problem, then why do the smart people at the FASB have such standards? So
a judicious and solid answer also has to think through the positives here, the
reason why things are done the way they are...
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A.5 Chapter 5

A.5.1 Practice Problems: MCQ’s

• On July 1, 2021, we bought Equipment, paying $100k. We assume that we will
use the Equipment for 10 years, and it will have 0 salvage value at the end of that
time, and use the straight-line depreciationmethod. What would be the balance
of the Accumulated Depreciation (contra-A) account, after making the adjusting
entries and closing the books, as of December 31, 2023?

– (A.) $5k

– (B.) $10k

– (C.) $25k

– (D.) $75k

– (E.) None of the other answers.

• On July 1, 2021, we bought Equipment, paying $100k. We assume thatwewill use
theEquipment for 10 years, and itwill have 0 salvage value at the endof that time,
and use the straight-line depreciation method. What would be the book value
of the Equipment, after making the adjusting entries and closing the books, as of
December 31, 2023?

– (A.) $100k

– (B.) $10k

– (C.) $25k

– (D.) $75k

– (E.) None of the other answers.

• What is the general term that is used to indicate the time horizon of assets and
liabilities—i.e., the speed with which they could be used or converted into cash
or settled?

– (A.) Verifiability

– (B.) Depreciation

– (C.) Capitalization

– (D.) Liquidity
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– (E.) Conservatism

• On the Balance Sheet, Assets and Liabilities are roughly listed in order of...:

– (A.) Verifiability

– (B.) Size

– (C.) Liquidity

– (D.) Solvency

– (E.) Equity

• Accumulated Depreciation is a...:

– (A.) debit account

– (B.) credit account

– (C.) none of the other answers.

• Accounts Payable is a:

– (A.) Current asset

– (B.) Non-current asset

– (C.) Current liability

– (D.) Non-current liability

– (E.) None of the other answers.

A.5.2 Practice Problems: Open Prompts

1. RustiCorp owns onemajor tangible asset: a large plant. In its most recent finan-
cial statement, it reported depreciation expenses of $1.3m. It further disclosed
that theAccumulated Depreciation (contra-A) on the plant was $31.85m, and it
was using straight-line depreciation. How long ago did Rusticorp buy this asset?
(Answer: 31.85/1.3 = 24.5 years ago.)

2. Core Identities / Classification of Balance Sheet: ExpoCorp reports Total Lia-
bilities of $60m, Common Stock of $30m, and Retained Earnings of $10m on its
FY2021Balance Sheet. Its long-termassets total $60m. What are ExpoCorp’s total
current assets ($)?
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3. In its Quarter 1 financial statements, TestCorp reported a cash balance of $50m,
other assets of $240m, Shareholders’ Equity of $80m, and current liabilities of
$40m. Its Statement of Shareholders’ Equity indicated that it had paid out divi-
dends of $10m, and ended the quarter with a retained earnings balance of $30m.
Whatwere its long-term/non-current liabilities at the endofQuarter 1? (Answer:
290m - 80m - 40m = 170m. In words: Total assets is $290m (cash of 50m and
‘other assets’ of $240m. Total S.E. is $80m. Therefore, total liabilitiesmust be
$210m. So, long-term /non-current liabilitiesmust be $170m ($210 - $40m).
Everything else is a distraction.)

4. Find the latest 10-K report filed by Apple, by searching “EDGAR,” the SEC site
on which U.S. companies’ mandatory filings are distributed and archived, here:
https://www.sec.gov/edgar/searchedgar/companysearch.html. What are Ap-
ple’s total current assets (vs. long-term / or total assets)? How does this jibe
with what you know about the company?

A.5.3 Essay and Discussion Questions

(No essay topics from Chapter 5, since it is so “mechanical.”)
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A.6 Chapter 6

A.6.1 Practice Problems: MCQ’s

• Which of the following is a measure of the riskiness of a company’s financing?

– (A.) Leverage

– (B.) Margin

– (C.) Asset Turnover

– (D.) Short-term focus

– (E.) Liquidity

• Which of the following ratios represents the calculation of leverage:

– A. (NI/S)

– B. (Current Assets / Current Liabilities)

– C. (NI/A)

– D. (S/A)

– E. (A/E)

• Which of the below represents Profit Margin:

– A. NI/S

– B. NI/E

– C. NI/((At +At�1)/2)

– D. S/A

– E. None of the other answers.

A.6.2 Practice Problems: Open Prompts

1. CalculateROE,ROA,ProfitMargin,Leverage,andAssetTurnover forMattCorp
for FY2021, based on the following financial statements:

Revenue: $200k
Salaries expenses: $60k
Depreciation expenses: $40k
Interest expense: $20k
Income tax expense: $20k

Net Income: $60k

Table A.1: MattCorp Income Statement, For the Year Ended December 31, 2021:
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2021 2020
Assets:

Cash $200k $80k
Supplies $100k $20k
Land $200k $200k

Total assets: $500k $300k
Liabilities:

Accounts payable $50k $50k
Salaries payable $30k $50k
Notes payable $300k $100k

Shareholders’ Equity:
Common Stock $100k $100k
Retained Earnings $20k $0k

Total Liabilities and S.E.: $500k $300k

Table A.2: MattCorp Balance Sheets, Years Ended December 31:

2. Find the latest 10-K report filed by Apple, by searching “EDGAR,” the SEC site
on which U.S. companies’ mandatory filings are distributed and archived, here:
https://www.sec.gov/edgar/searchedgar/companysearch.html. Then, calculate
Apple’sROA,ROE,andProfitMargin for themost recent fiscal year, and thepre-
vious, using the numbers from the official, audited financial statements within.

A.6.3 Essay and Discussion Questions

• Everyone in the business world agrees and says that “leveragemeans risk.” But
explain why, very deeply, as if I am a complete newbie. What exactly is leverage?
And why would changingwho we get our financing from (creditors vs. owners)
change the riskiness of our company?
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A.7 Chapter 7

A.7.1 Practice Problems: MCQ’s

• If our company earns Revenue on a particular transaction / date, which of the
followingmight that be linked to (i.e., the other account affected as a result / the
other line of the journal entry)?

– (A.) An asset decreasing

– (B.) A liability decreasing

– (C.) A liability increasing

– (D.) Multiple of the other answers

– (E.) None of the other answers

• If our company incurs an Expense, which of the followingmight that be linked to
(i.e., the other account affected as a result / the other line of the journal entry)?

– (A.) An asset decreasing

– (B.) A liability decreasing

– (C.) A liability increasing

– (D.) Multiple of the other answers

– (E.) None of the other answers

• FinCorp does annual calendar-year reporting. At the end of FY2021, FinCorp re-
ported $60mof cash, $30mof Accounts Receivable, and $40mof Revenue. At the
end of FY2022, FinCorp reported $80m of cash, $60m of Accounts Receivable,
and $60m of Revenue. FinCorp never had any Deferred Revenue at any point.
Howmuch cash did FinCorp actually collect in cash from customers in 2022?

– (A.) $0m

– (B.) $20m

– (C.) $30m

– (D.) $60m

– (E.) None of the other answers
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• What is an example of a liability that will not be settled in cash?

– (A.) Accounts payable

– (B.) Salaries payable

– (C.) Interest receivable

– (D.) Depreciation expense

– (E.)Deferred revenue

• Setup: ExpoCorp does annual, calendar year reporting, and pays its employees
monthly, on the first Friday of each month. Its employees earn $700 per week.
On Friday, December 3rd, 2021, it pays its employees their accrued salaries in
full. On December 31, 2021, ExpoCorp makes its adjusting entries for the fiscal
year. On Friday, January 7th, 2021, it is another payday, and ExpoCorp pays its
employees in full. Question: What would be the balance of ExpoCorp’s Salaries
Payable account, after paying salaries on January 7th, 2021?

– (A.) $0

– (B.) $2,800

– (C.) $3,500

– (D.) $700

– (E.) None of the other answers

• Which of the below would be an example of an accrued expense for our com-
pany?

– (A.) Interest on loans

– (B.) Customer paying us on account

– (C.) Customer paying us up front, befeore we provide a service

– (D.) Prepaid rent

– (E.) None of the other answers.

• Setup: ExpoCorp reportedSalaries Payable of $120kon its FY2021BalanceSheet,
and $140k for FY2022. On its Income Statement, it reported Salaries Expense of
$800k in FY2022. Howmuch did ExpoCorp actually pay in salaries in FY2022?
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– (A.) $920

– (B.) $660

– (C.) None of the other answers.

– (D.) $780

• Setup: ExpoCorp does annual, calendar year reporting, and pays its employees
monthly, on the first Friday of each month. Its employees earn $700 per week.
On Friday, December 3rd, 2021, it pays its employees their accrued salaries in
full. On December 31, 2021, ExpoCorp makes its adjusting entries for the fiscal
year. On Friday, January 7th, 2022, it is another payday, and ExpoCorp pays its
employees in full, for the last 5 weeks of work. What would be the journal entry
for the January 7th payment to employees?

– (A.) Debit Salaries Expense $3,500; Credit Cash $3,500

– (B.) Debit Salaries Payable $3,500; Credit Cash $3,500

– (C.) Debit Salaries Payable $2,800; Credit Cash $2,800

– (D.) Debit Salaries Expense $700; Credit Cash $700

– (E.)None of the other answers

A.7.2 Practice Problems: Open Prompts

• ExpoCorp reported Salaries Payable of $120k on its FY2021 Balance Sheet, and
$140k for FY2022. On its Income Statement, it reported Salaries Expense of $800k
in FY2022. Howmuch did ExpoCorp actually pay in salaries?

• FinCorp does annual calendar-year reporting. At the end of FY2021, FinCorp re-
ported $80m of Accounts Receivable. At the end of FY2022, FinCorp reported
$100m of Accounts Receivable, and $60m of Revenue. FinCorp never had any
Deferred Revenue at any point. How much cash did FinCorp actually collect in
cash from customers in 2022?

A.7.3 Essay and Discussion Questions

1. You’re doing your first finance course, and the professor says that “working capi-
tal accounts represent customer and supplier financing.” Your friend, who never
came to office hours for BUAD 280, does not understand this statement. “Wait,
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what?,” they ask. “Financing comes from banks... customer financing? Sup-
plier financing?” Explain to your friend themeaning of the professor’s statement.
What isworkingcapital, what are the specificaccounts inplayhere, andwhydoes
it make sense to see them as forms of customer/supplier financing?

2. One of the most confusing things about the course so far was understanding
the relationship between income statement and balance sheet accounts. They
measure different things (performance vs. position), using different accounts
and line items, and yet somehow are kept in sync—the income statement effects
shareholders’ equity, and shareholders’ equity is reported on the balance sheet.
Can you help me understand this? Illustrate the idea in words and but feel free
to reference journal entry examples.

3. What is the difference between an internal transaction and an external transac-
tion? Whenyou ‘earndown’ deferred revenue liability, is that internal or external?
(Hint: If the answer is that ‘it depends,’ provide some examples of when it would
be either, and why.)

4. You see the following journal entry:

Debit Credit
Cash (+A) $3.5k
Accounts Receivable (+A) $1.5k

Revenue (+S.E.) $5k

Explain what has happened in this transaction, and explain the quantities here
from the “Income Statement perspective” (focusing first on themeasurement of
activities that earn revenues and incur expenses, and thinking of the B/S as a
plug) AND the “Balance Sheet perspective” (which focuses first on themeasure-
ment of assets and liabilities, and thinks of the I/S as a plug).
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A.8 Chapter 8

A.8.1 Practice Problems: MCQ’s

1. Which of the following are allowable methods for accounting for uncollectible
receivables under GAAP?

(a) Direct WriteoffMethod

(b) Percentage-of-credit-sales method

(c) Allowance Method

(d) Multiple of the above

(e) All of the above

2. What is the journal entry we would make on the date on which we write off an
account of $X under the Direct WriteoffMethod?

(a) Debit Bad Debt Expense $X, Credit Allowance for Doubtful Accounts $X

(b) Debit Bad Debt Expense $X, Credit Accounts Receivable $X

(c) Debit Allowance for Doubtful Accounts $X, Credit Accounts Receivable $X

(d) It depends on our previous assumptions about the amount uncollectible.

(e) None of the above

3. What is the journal entry we would make on the date on which we write off an
account of $X under the Allowance Method?

(a) Debit Bad Debt Expense $X, Credit Allowance for Doubtful Accounts $X

(b) Debit Bad Debt Expense $X, Credit Accounts Receivable $X

(c) Debit Allowance for Doubtful Accounts $X, Credit Accounts Receivable $X

(d) It depends on our previous assumptions about the amount uncollectible.

(e) None of the above

4. Under thepercentage-of-credit-salesmethod, all else equal, the greater ourwrite-
offs during the period, the [higher / lower / no change] will be our Bad Debt Ex-
pense?
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(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

5. Under the percentage-of-credit-sales method, all else equal, the greater our col-
lections on past periods’ accounts during this period, the [higher / lower / no
change] will be our Bad Debt Expense?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

6. Under the Allowance method, all else equal, the greater our writeoffs during the
period, the [higher / lower / no change] will be ourNet Income?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

7. Under the Allowance method, all else equal, the greater our collections on past
periods’ accounts during this period, the [higher / lower / no change] will be our
Net Income?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.



A. Practice Problems and Essay Questions 318

(e) None of the other answers.

8. Under the Allowancemethod, holding all else equal (i.e., total cash sales and un-
related expenses), the greater our credit sales during this period, the [higher /
lower / no change] will be ourNet Income?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

9. Our companyaccounts forbaddebts / receivablesusing thepercentage-of-credit-
salesmethod, assuming10%of credit saleswill beuncollectible. WebeganFY2020
with a balance of $100k in Accounts Receivable and $20k in our Allowance for
Doubtful Accounts. During FY2020, wemade an additional $200k in credit sales,
and collected $40k on accounts from past credit sales. Customers with accounts
totaling $10k declared bankruptcy. What would be our FY2020 Bad Debt Ex-
pense?

(a) $20k

(b) $10k

(c) $30k

(d) $5k

(e) None of the other answers.

10. Consider the following scenario: MarshallCouses the income-statement /percentage-
of-credit sales method for accounting for bad debts, and assumes 10% of credit
sales each period will be uncollectible. In 2019, MarshallCo starts up its life and
sells $1monaccount. In 2020,MarshallCo (i.) collects all $1m from2019, and (ii.)
makes an additional $1m innewcredit salesQuestion:WhatwouldMarshallCo’s
Net Accounts Receivable for FY 2020 be?

(a) $900k

(b) $1m



319 Chapter 8

(c) $800k

(d) $100k

(e) None of the other answers.

11. Our company accounts for bad debts / receivables using the allowancemethod,
assuming 10% of outstanding accounts will be uncollectible. We began FY2020
with a balance of $150k in Accounts Receivable and $15k in our Allowance for
Doubtful Accounts. During FY2020, we made an additional $30k in credit sales,
collected $20k on accounts frompast credit sales, andwrote off $10k in accounts.
What would be our FY2020 Bad Debt Expense?

(a) $2k

(b) $3k

(c) $4k

(d) Not enough information.

(e) None of the other answers.

12. Our company accounts for bad debts / receivables using the allowancemethod,
assuming 10% of outstanding accounts will be uncollectible. We began FY2020
with a balance of $150k in Accounts Receivable and $15k in our Allowance for
Doubtful Accounts. During FY2020, we made an additional $30k in credit sales,
collected $20k on accounts frompast credit sales, andwrote off $10k in accounts.
What would be our FY2020 Bad Debt Expense?

(a) $2k

(b) $3k

(c) $4k

(d) Not enough information.

(e) None of the other answers.

13. Our company accounts for bad debts / receivables using the allowancemethod,
assuming 10% of outstanding accounts will be uncollectible. We began FY2020
with a balance of $200k in Accounts Receivable. During FY2020, we wrote off
$15k in accounts, and ended the period with total Accounts Receivable of $220k.
What would be our FY2020 Bad Debt Expense?
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(a) $2k

(b) $3k

(c) $4k

(d) Not enough information.

(e) None of the other answers.

14. Our company accounts for bad debts / receivables using the allowancemethod,
assuming 10% of outstanding accounts will be uncollectible. We began FY2020
with a balance of $300k in Accounts Receivable, and $30k in our Allowance for
Doubtful Accounts. We ended the FY2020 period with total Accounts Receivable
of $220k. What would be our FY2020 Bad Debt Expense?

(a) $2k

(b) $3k

(c) $4k

(d) Not enough information.

(e) None of the other answers.

15. Our companyuses theAllowancemethod, andestimates theAllowanceusing the
aging-of-receivables method. We began FY2020 with a balance in the Allowance
of $20k. We endFY2020with $50k in Accounts outstanding less than 30 days, and
$40k in Accounts outstanding 30 days or more. We assume 10% of the former
category and 15% of the latter category will be uncollectible. What will be our
Net Accounts Receivable for FY2020?

(a) $2k

(b) $3k

(c) $4k

(d) Not enough information.

(e) None of the other answers.
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16. Our companyaccounts forbaddebts / receivablesusing thepercentage-of credit-
salesmethod, assuming15%of credit saleswill beuncollectible. WebeganFY2020
with a balance of $150k in Accounts Receivable and $30k in our Allowance for
Doubtful Accounts. During FY2020, wemade an additional $100k in credit sales,
and collected $60k on accounts from past credit sales. Customers with accounts
totaling $20k declared bankruptcy. What would be our FY2020 Bad Debt Ex-
pense?

(a) $11k

(b) $15k

(c) $28.5k

(d) Not enough information.

(e) None of the other answers.

17. Our company accounts for bad debts / receivables using the allowancemethod,
assuming 10% of outstanding accounts will be uncollectible. We began FY2020
withabalanceof $50k inAccountsReceivable and$5k inourAllowance forDoubt-
ful Accounts. During FY2020, we made an additional $30k in credit sales, col-
lected $20k on accounts from past credit sales, and wrote off $3k in accounts.
What would be our FY2020 Bad Debt Expense?

(a) $2k

(b) $3k

(c) $4k

(d) Not enough information.

(e) None of the other answers.

18. Under the percentage-of-credit-sales method, all else equal, the greater our col-
lections from past period’s credit sales, the [higher / lower / no change] will be
our Bad Debt Expense in this period?

(a) Higher

(b) Lower

(c) Unchanged
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(d) Not enough information.

(e) None of the other answers.

19. Under thepercentage-of-credit-salesmethod, all else equal, thegreaterourwrite-
offs of past period’s credit sales, the [higher / lower / no change] will be our Bad
Debt Expense in this period?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

20. Under the Allowancemethod, all else equal, the greater our collections frompast
period’s credit sales during this period, the [higher / lower / no change] will be
our Bad Debt Expense in this period?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

21. Under the Allowance method, all else equal, the lower our collections from past
period’s credit sales during this period, the [higher / lower / no change] will be
our Bad Debt Expense in this period?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.
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22. Under the Allowance method, all else equal, the greater our writeoffs of past pe-
riod’s credit sales during this period, the [higher / lower / no change] will be our
Bad Debt Expense in this period?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

23. Under the Allowance method, all else equal, the lower our writeoffs of past pe-
riod’s credit sales during this period, the [higher / lower / no change] will be our
Bad Debt Expense in this period?

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information.

(e) None of the other answers.

24. Trojan Company uses the Balance Sheet / Allowance Method for accounting for
bad debts, assuming that 14% of outstanding receivables will not be collectible.
The balance of Allowance for Uncollectible Accounts is $380 (credit) before ad-
justment on December 31, 2019. The balance of Accounts Receivable is $34,000.
What is the adjusting entry that TrojanCompany should record for Allowance for
Uncollectible Accounts?

(a) Debit Allowance forUncollectible Accounts 4,380; Credit BadDebt Expense
4,380

(b) Debit BadDebt Expense 5,140; Credit Allowance forUncollectible Accounts
5,140

(c) Debit Allowance forUncollectible Accounts 5,140; Credit BadDebt Expense
5,140

(d) Debit BadDebt Expense 4,380; Credit Allowance forUncollectible Accounts
4,380

(e) None of the answers are correct
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A.8.2 Practice Problems: Open Prompts

• Journalize the following transactions—both the external transactions and the
implied related adjusting entries at the end of the reporting period—using the
percentage-of-credit sales method, assuming 15% of credit sales will be writ-
ten off. (Assume, as usual and by default, annual calendar-year reporting)

– February 15, 2022: Sell to Customer A for $100k in cash.

– March 28, 2022: Sell to Customer B for $10k on account.

– September 25, 2022: Sell to Customer C for $120k on account.

– November 11, 2022: Customer B pays off their account in full.

– December 31, 2022: End of the year, close the books!

– February 15, 2023: Customer C pays off their account in full.

– May 11, 2023: Sell to Customer D for $5k on account.

– September 11, 2023: Sell to Customer E for $80k on account.

– November11, 2023: CustomerDdeclaresbankruptcy—werealizewe’ll never
collect on their account.

– December 31, 2023: End of the year, close the books!

• Now, journalize the same transactions—both the external transactions and the
implied related adjusting entries at the end of the reporting period—using the
AllowanceMethod, assuming10%of outstanding accountswill not be collected.

• Ourcompanyaccounts forbaddebts / receivablesusing thepercentage-of-credit-
salesmethod, assuming10%of credit saleswill beuncollectible. WebeganFY2020
with a balance of $100k in Accounts Receivable and $20k in our Allowance for
Doubtful Accounts. During FY2020, we made an additional $50k in credit sales,
and collected $40k on accounts from past credit sales. Customers with accounts
totaling $10k declared bankruptcy. What would be our FY2020 Bad Debt Ex-
pense?

– Answer: 10% * $50k = $5k, full stop. Everything else is a distraction.

• Our company accounts for bad debts / receivables using the allowance method,
assuming 10% of outstanding accounts will be uncollectible. We began FY2020
with a balance of $100k in Accounts Receivable and $10k in our Allowance for
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Doubtful Accounts. During FY2020, we made an additional $50k in credit sales,
and collected $40k on accounts from past credit sales, and wrote off $5k in ac-
counts. What would be our FY2020 Bad Debt Expense?

– Answer: Make the T-accounts to guide you through this. We started with
$100k in A/R, then made an additional $50k in credit sales, and collected
$40k, and wrote off $5k. So, our ending balance of A/R is $105k. So, our
ending balance of the Allowance must be 10% * $105k = $10.5k. Our begin-
ning balance of the Allowance at the start of the period was $10k, but we
“used up” $5k of that in the writeoff. So, prior to adjustment, the balance
of the Allowance is $5k. So, the adjustment to the Allowance must be $5.5k
($10.5k - $5k), which is our Bad Debt Expense by definition. Again, I solved
this in words, but I recommend you track your work with T-accounts.

• Under the Allowancemethod, when we write off an account worth $10k, what is
the correct journal entry?

• Ourcompanyuses theAllowancemethod, andestimates theAllowanceusing the
aging-of-receivables method. We began FY2020 with a balance in the Allowance
of $20k. We endFY2020with $50k in Accounts outstanding less than 30 days, and
$40k in Accounts outstanding 30 days or more. We assume 10% of the former
category and 15% of the latter category will be uncollectible. What will be our
Net Accounts Receivable for FY2020?

– Answer: Total Accounts Receivable is $90k. Of the $50k outstanding less
than 30 days, we assume 10%, or $5k total is uncollectible; of the $40k out-
standing more than 30 days, we assume 15%, or $6k total, is uncollectible.
So, $11k is uncollectible. Net Accounts Receivable is $90k-$11k = $79k.

A.8.3 Essay and Discussion Questions

• Compareandcontrast thePercentage-of-Credit-SalesMethodand theAllowance
Method for accounting for receivables. What are the strengths and limitations of
each approach? Why is one of them called the “Income Statement method” and
the other called the “Balance Sheet method”? Which do you think is the better
approach overall?

• Under the AllowanceMethod, whenwe “write off” an account during the report-
ing period, we don’t debit Bad Debt Expense right away. And yet, all else equal,
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the higher our writeoffs during the period, the higher our ultimate Bad Debt Ex-
pense will be. Explain how this can be, and precisely how this works.
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A.9 Chapter 9

A.9.1 Practice Problems: MCQ’s

• From our company’s perspective, the interest we owe, prior to the date onwhich
we actually pay it, is a(n):

– (A.) accrued revenue

– (B.) deferred revenue

– (C.) accrued expense

– (D.) deferred expense

– (E.) None of the other answers

• Which of the below is the best characterization of what corporate bankruptcy is?

– (A.) the death of the corporation

– (B.) a legal process for publicly shaming and condemning bad companies,
so that they cannot continue to do their bad stuff

– (C.) the process by which the government steps in and pays the debts of
corporations

– (D.) the legal process for deciding what to do (and especially, reorganizing)
when a corporation simply cannot meet its obligations

A.9.2 Practice Problems: Open Prompts

• Suppose that on September 1, 2022, our company receives a $10,000 loan, with
an 8% interest rate, paid annually, and a 3-yearmaturity, from a bank. Journalize
eachexternal transactionandadjusting entry, over the entire life of this loan (that
is, until the maturity date on which we pay down the when we pay down the
principal and face value).

A.9.3 Essay and Discussion Questions

• In your opinion, does it ever make sense for the government to “bail out” com-
panies that are at risk of bankruptcy? If not, why? If so, when and why?
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A.10 Chapter 10

A.10.1 Practice Problems: MCQ’s

1. Consider the following scenario: In FY2020,MarshallCo starts its life, and has the
following events related to the purchase and sale of Inventory. January 1: Pur-
chases 100 units of Inventory for $10 each. January 5: Sells 50 units of Inventory
for $20 each. January 10th: Purchases 100 units of Inventory for $15 each. Jan-
uary 12: Sells 120 units of Inventory for $20 each. Calculate the Gross Profit for
the January 12 sale, assuming FIFO.

(a) $0k

(b) $100k

(c) $200k

(d) $900k

(e) None of the other answers.

2. Consider the following scenario: In FY2020,MarshallCo starts its life, and has the
following events related to the purchase and sale of Inventory. January 1: Pur-
chases 100 units of Inventory for $10 each. January 5: Sells 50 units of Inventory
for $20 each. January 10th: Purchases 100 units of Inventory for $15 each. Jan-
uary 12: Sells 120 units of Inventory for $20 each. Calculate the COGS Expense
for the January 12 sale, assuming LIFO.

(a) $0k

(b) $100k

(c) $200k

(d) $900k

(e) None of the other answers.

3. If our inventory costs are rising monotonically (that is, increasing and only in-
creasing) over time, which inventory costing method will cause us to report the
highestNet Income?

(a) FIFO

(b) LIFO



329 Chapter 10

(c) Weighted Average Cost

(d) Specific Identification

(e) Not enough information / ambiguous

4. Which method is the most commonly used by U.S. public companies for finan-
cial reporting?

(a) FIFO

(b) LIFO

(c) Weighted Average Cost

(d) Specific Identification

(e) None of the above

5. At the end of FY2020, our company reported $100k in Inventory. Over FY2021,
we spent another $80k purchasing Inventory. At the end of FY2021, we reported
$70k in Inventory on our Balance Sheet. What was our company’s Cost of Goods
Sold for FY2021?

(a) $70k

(b) $90k

(c) $110k

(d) Not enough information

(e) None of the other answers

6. A company reports this Income Statement:

Total Revenues $120k
Cost of Goods Sold ($40k)
Salaries Expense ($20k)
Rent Expense ($10k)
Gain upon Sale of Equipment $5k
Interest Expense ($10k)
Tax Expense ($9k)
Net Income $36k

What is itsOperating Income?
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(a) 36k

(b) 80k

(c) 60k

(d) 55k

(e) 50k

(f) None of the other answers.

7. Setup: Suppose our company starts its life in FY2022, and, on January 10, pur-
chases 100 units from a wholesaler at a price of $10,000 and separately pays
$1,000 to ship the goods to our store. Then, on January 25, we sell 25 units. What
would be our Inventory balance after the January 25 sale?

(a) $7,500

(b) $7,750

(c) $7,250

(d) Not enough information.

(e) None of the other answers.

8. Which inventory costingmethod is characterizedas the “incomestatementmethod”?

(a) FIFO

(b) LIFO

(c) Weighted Average Cost

(d) Specific Identification

(e) Not enough information / ambiguous

9. Setup: Inventory (A) is an asset, and Cost of Goods Sold (COGS) is its related ex-
pense. At the end of FY2020, our company reported $100k in Inventory. Over
FY2021, it spent another $80k purchasing Inventory. At the end of FY2021, it re-
ported$70k in Inventory. Whatwasour company’sCost ofGoods Sold for FY2021?

(a) (A.) $70k

(b) (B.) $90k
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(c) (C.) $110k

(d) (D.) Not enough information

(e) (E.) None of the other answers.

10. Which of the following is a reason why many companies elect to use the LIFO
method for Inventory costing?

(a) (A.) To lower their tax burden by showing lower expenses.

(b) (B.) To lower their tax burden by showing lower tax profit.

(c) (C.) To show higher GAAP profit, as inventory costs rise over time due to
inflation.

(d) (D.) Multiple of the other answers.

(e) (E.) None of the other answers.

11. MattCorp is a retailer. At the end of FY2015, MattCorp reported Inventory of
$100k. At the end of FY2016, MattCorp reported Inventory of $80k. Addition-
ally, we are able to determine that MattCorp earned Revenue of $90k and Gross
Profit of $60k over FY2016. Howmuch did MattCorp purchase in Inventory over
2016?

(a) (A.) $10k

(b) (B.) None of the other answers.

(c) (C.) $30k

(d) (D.) $60k

(e) (E.) Not enough information. Depends on Inventory CostingMethod (FIFO
vs. LIFO, etc.)

12. A company reports Revenue of $100K, COGS of $60k, Other Operating Expenses
of $20k, Interest Expense of $10k, and Tax Expense of $4k, for a bottom-line in-
come of $6k. What is its Gross Profit Margin?

(a) (A.) 60%

(b) (B.) 40%
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(c) (C.) 20%

(d) (D.) 6%

(e) (E.) None of the other answers are correct

A.10.2 Practice Problems: Open Prompts

1. MattCorp starts its life in FY2021, and makes the following Inventory purchases
and Sales, and only these.

Purchases: January 20, pays $10k for 100 units, and an additional $500 for ship-
ping. March 15, pays $8k for 60 units, and an additional $300 for shipping.

Sales: February 15, sells 50 units.

Question:What would be the COGSMattCorp would record upon the February
15th sale, assuming FIFO.

2. MattCorp starts its life in FY2021, and makes the following Inventory purchases
and Sales, and only these. Purchases: January 15, 2000 units at $30 each; March
15, 2000 units at $40 each; June 15, 1000 units at $45 each. Sales: March 20th,
3000 units, sold for $80 each; July 4th, 1500 units sold for $80 each. Calculate the
Gross Profit for the July 4th sale, using the LIFOmethod.

3. MattCorp starts its life in FY2021, and makes the following Inventory purchases
and Sales, and only these. Purchases: January 15, 2000 units at $30 each; March
15, 2000 units at $40 each; June 15, 1000 units at $45 each. Sales: March 20th,
3000 units, sold for $80 each; July 4th, 1500 units sold for $80 each. Calculate
COGS for the July 4th sale, using the LIFOmethod.

4. MattCorp is a retailer. At the end of Fiscal Year 2015, MattCorp reported Inven-
tory of $100k. At the endof Fiscal Year 2016,MattCorp reportedRevenueof $100k
and Inventoryof $80k. Weareadditionally able todetermine thatMattCorp spent
$40k on purchasing inventory during FY 2016. What wasMattCorp’s Gross Profit
for FY 2016?
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5. A company reports this Income Statement:

Total Revenues $120k
Cost of Goods Sold ($40k)
Salaries Expense ($20k)
Rent Expense ($10k)
Loss (upon Sale of Equipment) ($5k)
Interest Expense ($10k)
Tax Expense ($9k)
Net Income $26k

What is itsOperating Income? Answer:$50k.

A.10.3 Essay and Discussion Questions

• What are the factors companies consider when they choose between LIFO and
FIFO? E.g., what are the normative arguments about which method makes the
most sense, economically? And which method would financially self-interested
companies choose if their costs are rising over time, and why?



A. Practice Problems and Essay Questions 334

A.11 Chapter 11

A.11.1 Practice Problems: MCQ’s

1. MattCorp purchases a factory from a seller for a price of $10m. MattCorp pays
fees of $500k to a law firm to secure title; pays another $400k commission to the
realtor who brokered the deal; pays its first annual state property tax of $100k;
pays an annual $50k insurance premium to insure the Equipment; and salvages
copper from the equipment that it then sells for $250k in Cash. What would be
the initial carrying value of the Equipment on MattCorp’s books (i.e., after all
these events but before any subsequent depreciation expense)?

(a) $10m

(b) $10.6m

(c) $10.7m

(d) $10.9m

(e) None of the other answers.

2. Setup:On July 1, 2020, our company boughtEquipment for $20m, and assumed
a useful life of 10 years, zero salvage value, and straight-line depreciation. On
December 31, 2024, we sold the Equipment, and recorded a $2m Loss upon the
sale. What was the sale price?

(a) $2m

(b) $10m

(c) $12m

(d) $14m

(e) None of the other answers.

3. Which of the below is the interpretation of a Loss upon the sale of a long-term
fixed asset?

(a) The accounting depreciation we assumed was greater than the economic
depreciation

(b) The accounting depreciation we assumed was less than the economic de-
preciation
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(c) Our company lost economic value as a result of the transaction

(d) Multiple other answers

(e) None of the other answers.

4. Which of the following are true of Gains in accounting?

(a) Wewould have aGain if we determined that the fair value of ourEquipment
is greater than book value

(b) They are reported on the Income Statement

(c) They are Revenues

(d) Multiple other answers

(e) None of the other answers.

5. Which of the following is a reason why a company might elect to use an Accel-
erated Depreciation method for depreciating its asset for its GAAP financial re-
porting?

(a) To show higher profitability sooner, rather than later.

(b) To show higher expenses, for the tax advantages.

(c) To “store up” the ability to yield a ‘Gain’ in the future if/when desired, for
“earnings management” purposes.

(d) Multiple other answers.

(e) None of the other answers.

6. Our companypurchases apiece of Equipment for $4mon July 1, 2020. In FY2020,
we record a Depreciation Expense of $.5m on the Equipment. If our company is
using an accelerated depreciation method, which of the below would be a pos-
sibleDepreciation Expense for FY2021?

(a) $.4m

(b) $.8m

(c) $1.2m

(d) Multiple other answers
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(e) None of the other answers.

7. Do we amortize Patents and Trademarks, respectively?

(a) Yes and yes

(b) Yes and no

(c) No and yes

(d) No and no

(e) None of the other answers

8. Company A developed a Patent internally, through hiring scientists 10 years ago
and paying them to do research—the Patent was granted by the PTO 5 years ago
(“build” strategy), at which point Company B divested its research division and
began selling the product. Company B competes in the same product market,
and is very similar, but instead purchased its Patent 5 years ago from a startup
(pursuing a “buy” strategy), and began selling the product. All else equal, based
on this information alone, would we expect Company A have [higher / lower /
the same] ROE compared to Company B, at this point?

(a) Higher

(b) Lower

(c) The same

(d) Not enough information

(e) None of the other answers

9. MattCorp purchases Equipment from a seller for a price of $10m. MattCorp pays
legal fees of $500k to secure title, as a part of the transaction; pays back taxes of
$250k in order to begin operating the equipment in the state; pays a recurring
annual $1m insurance premium to insure the Equipment; and salvages scrap
materials from the equipment that it then sells for $1m in Cash. What would
be the initial carrying value of the Equipment on MattCorp’s books (i.e., after all
these events but before any subsequent depreciation expense).

(a) $10.25m

(b) $9.75m
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(c) $10m

(d) $10.85m

(e) None of the other answers.

10. On January 1, 2017, Joe’s Inc. bought a machine for $100,000. The company as-
sumed a useful life of 20 years, a salvage/residual value of $20,000, and straight-
line depreciation. On January 1, 2022, Joe’s Inc. sold the machine and recorded
a $10,000 Gain upon sale. What was the sale price of the machine?

(a) $10,000

(b) $70,000

(c) $90,000

(d) $110,000

(e) None of the answers are correct

11. On July 1, 2012, Topanaga Corp bought amachine for $200k. On January 1, 2017,
it sold it for $165k, and recorded a $10k Gain upon the sale. Topanga Corp al-
ways used straight-line depreciation for its long-term tangible assets, and never
recorded an impairment on this asset. What was Topanga Corp’s FY2016 depre-
ciation expense for this machine?

(a) $5k

(b) $10k

(c) $55k

(d) Not enough information

(e) None of the answers are correct

12. Our company has only one item in its Equipment account, and we use an accel-
erated depreciation methodology. In FY2017, the book value of the Equipment
was $900k. In FY2018, its book valuewas $600k. (Therewas no impairment loss.)
Based on this information alone, which of the below is a possible Depreciation
Expense for the asset in FY2019?

(a) None of the other answers.
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(b) $200k

(c) $400k

(d) $500k

(e) Multiple of the other answers.

13. Our company owns several different patents. At the end of FY2019, our com-
pany reported Patents (at book value) of $900k. Over FY2020, we recorded total
Amortization Expense of $200k, recorded a $300k impairment Loss on one of our
patents, and purchased an additional Patent for $100k. What would be the book
value of our Patents on our FY2020 Balance Sheet?

(a) None: Intangible asset not recorded.

(b) $800k

(c) (C.) $500k

(d) $700k

(e) None of the other answers.

14. Which of the following is a reason why a company might elect to use an Accel-
erated Depreciation method for depreciating its asset for its GAAP financial re-
porting?

(a) To show higher profitability sooner, rather than later.

(b) To show higher expenses, for the tax advantages.

(c) To “store up” the ability to yield a ‘Gain’ in the future if/when desired, for
“earnings management” purposes.

(d) Multiple other answers.

(e) None of the other answers.

15. Topanga Corporation purchased a new automotive manufacturing plant on 50
acres of land. The building is being depreciated using straight line depreciation.
What method should the Land be depreciated with?

(a) Straight Line

(b) Double Declining
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(c) Units of production

(d) Sum of years digits

(e) None of the other answers

16. Tommy Corporation sold its two-year-old machine to Trojan Inc. for $580,000.
The machine originally cost $778,000, had an estimated useful life of 10 years,
and a salvage value of $48,000. Assuming the machine was depreciated using
straight-line depreciation, what was the gain/loss on sale of the machine at the
end of the second year?

(a) Gain of $198,000

(b) Loss of $198,000

(c) Loss of $52,000

(d) Gain of $52,000

(e) None of the answers are correct

17. GlacierCompanypurchasedequipment for $30,000. Theequipment is estimated
to last five years with the residual value at the end of the service life expected to
be $3,100. The equipment was in operation for 3,100 hours in the first year and
the company expects the equipment to operate a total of 20,000 hours. What is
the Depreciation Expense for the first year of the equipment’s use, assuming the
use of activity-based costing?

(a) $6,750

(b) $10,000

(c) $4,185

(d) Not enough information.

(e) None of the answers are correct

A.11.2 Practice Problems: Open Prompts

• Our companypurchases apieceofEquipment for $25m inFY2020. Weexpect the
equipment toproduce500kunits over itsuseful life, andhavezero salvage/residual
value at the end. We use activity-based costing for this asset. During FY2020, its
produces 150k units; during FY2021, it produces 200k units; and during FY2022
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it produces 50k units, before we sell it for $4m. What is the Gain / Loss upon the
sale?

• Our company purchases a plot of Land for $10m. We expect to use it for the next
20 years. In general, our company uses straight-line depreciation for all of our
depreciable assets. What would be the annual Depreciation Expense recorded
on the Land each year?

A.11.3 Essay and Discussion Questions

• What is a “gain” in accounting? Is it good or bad news? Does it indicate that the
company did a good or bad decision or job selling an asset? Why or why not? If
it’s not good news, why is it added to Net Income / Shareholders’ Equity? What
is the economic interpretation of a Gain upon sale of an asset?

• It’s very common for people to claim that “accounting does not recognize the
value of intangible assets.” What do you make of this statement? Is it true, false,
true-ish, and why, and what are the implications?

• We recently learned that when companies incur costs to get their assets ready
for use, they capitalize those costs (add them to the asset balance). This would
seemodd to accounting novices. Can you explain the logic of this—in particular,
can you relate it to the core accounting principle of matching? (Remember the
discussion of Shipping and Inventory and subsequent COGS.)
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A.12 Chapter 12

A.12.1 Practice Problems: MCQ’s

1. Which of the below is one of the definitions of “fair value.”

(a) The price that maximizes overall social well-being

(b) Fundamental value, i.e. discounted expected future cash flows

(c) The historical cost less accumulated depreciation

(d) Multiple other answers

(e) None of the other answers

2. Scenario: Suppose our company buys equipment and the property it is on, for
$1million. Our appraisal/valuation experts andadvisers estimate the “fair value”
of the Equipment and Land to be $660k and $440k, respectively. What would
be the journal entry for this transaction?

(a) Debit Equipment $440k, Debit Land $660k; Credit Cash $1.1m

(b) Debit Equipment $440k, Debit Land $660k; Credit Cash $1m, Credit Gain
$100k

(c) Debit Equipment $400k, Debit Land $600k; Credit Cash $1m

(d) Debit Equipment $500k, Debit Land $500k; Credit Cash $1m

(e) None of the other answers

3. Our company owns several different patents. At the end of FY2019, our company
reported Patents (at book value) of $900k. During FY2020, we recorded a $300k
impairment Loss on one of our patents, and recorded total Amortization on our
patents of $200k. The total book value of Patents on our FY2020 Balance Sheet
was $700k. Howmuch did we purchase in Patents over the period?

(a) $200k

(b) $300k

(c) $400k

(d) $700k

(e) None of the other answers.
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4. Early on in the pandemic, our company purchased the patent for Remdesivir, an
anti-viral drug believed to have some efficacy against SARS-CoV-2. Its current
book value is $10m. Due to the development and rollout of Paxlovid, another
drug with apparently higher efficacy, we now worry that our patent may be im-
paired. Our financial experts do an analysis, anddetermine that the expectednet
cash flow from the asset is $11m and the discounted expected future cash flows
are $10.2 million. What journal entry would wemake as a result?

(a) Debit Loss $.2m; Credit Patents $.2m

(b) Debit Patent $.2m; Credit Gain $.2m

(c) Debit Cash $10.2m; Credit Gain $.2m; Credit Patents $.2m

(d) No journal entry as a result.

(e) None of the other answers.

5. Which of the followingwould be implicitly “baked in” toGoodwill after an acqui-
sition?

(a) The value of the target’s outstanding Accounts Receivable

(b) The value of the target’s Patents

(c) The value of the target’s Trademarks

(d) Multiple other answers.

(e) None of the other answers.

6. ExpoCorpmakes an acquisition of SimpleCorp, paying $13m. Immediately prior
to the acquisition, SimpleCorp had the following assets and liabilities, at the fol-
lowing book values. Prepaid Rent: $2m, Trademarks: $1, Patents: $0m, Deferred
Revenue: $1m, Salaries Payable: $1m, Notes Payable: $3m. Our internal valua-
tionexperts estimate that the fair valueof SimpleCorps’sTrademarks andPatents,
respectively, are $4m and $3m. (And the fair value of all other identifiable assets
and liabilities is the same as their book value.) What is the Goodwill we would
record upon the acquisition?

(a) $5m

(b) $3m
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(c) $8m

(d) $2m

(e) None of the other answers.

7. Our companypurchasesLand fromaseller fornon-cashconsideration, exchang-
ing 1 million shares of our Common Stock. Our company is publicly traded and,
on the date of the deal, our stock price is $50 per share. What would be the jour-
nal entry for this transaction?

(a) Debit Cash $50m, Credit Common Stock $50m

(b) Debit Land

(c) $8m

(d) $2m

(e) None—no cash purchase price.

8. Our company owns a plot of Land in Malibu that is currently on our books for
$3m. However, due to a historic drought and unprecedented fire risk, we worry
the area has become less desirable, and the Landmay be impaired. Or valuation
experts test for impairment, and determine that the expected expected net cash
cash flows from the plot of Land are $2.6m, and the new fair value of the property
is $2.2m. What is the journal entry we would make after determining this?

(a) Debit Depreciation Expense $.8m; Credit Land $.8m

(b) Debit Loss $.8m; Credit Land $.8m

(c) Debit Loss $.4m; Credit Land $.4m

(d) None, because you do not depreciate Land

(e) None of the above are correct.

9. Early on in the pandemic, our company purchased the patent for Remdesivir,
an anti-viral drug believed to have some efficacy against SARS-CoV-2. Its cur-
rent book value is $10m. Due to the development and rollout of unexpectedly-
effective vaccines, we nowworry that our patentmay be impaired. Our financial
experts do an analysis, and determine that the expected net cash flow from the
asset is $11m and the discounted expected future cash flows are $10.2 million.
What journal entry would wemake as a result?
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(a) Debit Loss $.2m; Credit Patents $.2m

(b) Debit Patent $.2m; Credit Gain $.2m

(c) Debit Cash $10.2m; Credit Gain $.2m; Credit Patents $.2m

(d) No journal entry as a result.

(e) None of the other answers.

10. Which of the followingwould be implicitly “baked in” toGoodwill after an acqui-
sition?

(a) The value of the target’s Patents.

(b) The value of intangibles such as Prepaid Rent.

(c) The value of the target’s Trademarks.

(d) The value of positive social-media buzz about the target’s products.

(e) Multiple other answers.

(f) None of the other answers.

11. ExpoCorpmakes an acquisition of SimpleCorp, paying $13m. Immediately prior
to the acquisition, SimpleCorp had the following assets and liabilities, at the fol-
lowing book values. Prepaid Rent: $2m, Trademarks: $1, Patents: $0m, Salaries
Payable: $1m, Notes Payable: $3m. Our internal valuation experts estimate that
the fair valueof SimpleCorps’s Trademarks andPatents, respectively, are $4mand
$3m. (And the fair value of all other identifiable assets and liabilities is the same
as their book value.) What is SimpleCorp’s Net Identifiable Assets?

(a) $15m

(b) $5m

(c) $10m

(d) $8m

(e) None of the other answers.
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12. ExpoCorpmakes an acquisition of SimpleCorp, paying $13m. Immediately prior
to the acquisition, SimpleCorp had the following assets and liabilities, at the fol-
lowing book values. Prepaid Rent: $2m, Trademarks: $1, Patents: $0m, Salaries
Payable: $1m, Notes Payable: $3m. Our internal valuation experts estimate that
the fair valueof SimpleCorps’s Trademarks andPatents, respectively, are $4mand
$3m. (And the fair value of all other identifiable assets and liabilities is the same
as their book value.) What is theGoodwillwewould recordupon the acquisition?

(a) $5m

(b) $3m

(c) $8m

(d) $2m

(e) None of the other answers.

13. Which of the following is a scenario in which “fair value” could be used in ac-
counting?

(a) Basket purchase

(b) Impairment

(c) An acquisition

(d) Multiple other answers

(e) None of the other answers

A.12.2 Practice Problems: Open Prompts

• ExpoCorpmakes an acquisition of SimpleCorp, paying $15m. Immediately prior
to the acquisition, SimpleCorp had the following assets and liabilities, at the fol-
lowing book values. Prepaid Rent: $2m, Trademarks: $0, Patents: $0m, Salaries
Payable: $1m, Notes Payable: $8m. Our valuation experts estimate that the fair
value of SimpleCorps’s Trademarks and Patents, respectively, are $3m and $2m.
(And the fair value of all other identifiable assets and liabilities is the same as
their book value.) What is the journal entry for the acquisition?

• Early on in the pandemic, our company purchased the patent for Remdesivir,
an anti-viral drug believed to have some efficacy against SARS-CoV-2. Its cur-
rent book value is $10m. Due to the development and rollout of unexpectedly-
effective vaccines, we now believe that our patent may be impaired. Our finan-
cial experts do an analysis, and determine that the expected net cash flow from
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the asset is $9.5m and the discounted expected future cash flows are $8 million.
What journal entry would wemake as a result?

A.12.3 Essay and Discussion Questions

• What is Goodwill in accounting? What is the technical definition? Andwhat does
it represent, conceptually? What are some examples of “economic assets” that
would be implicitly captured by Goodwill?

• What do youmake of Impairments in accounting? What are the accounting prin-
ciples justifying them (i.e., why does the FASB have these rules in place)? Why do
Wall Street analysts often “back out” impairment losses, in their “street” earn-
ings?

• What is “fair value”? And when does it come into play in accounting, based on
what we’ve seen so far in this class—and why?
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A.13 Chapter 13

A.13.1 Practice Problems: MCQ’s

1. We are considering purchasing an asset that promises to pay us $600 one year
from today, and $10,600 two years from today. Based on our assessment of the
riskiness,wedetermine that theappropriate interest rate is 6%. What is thepresent
value of this asset? (Note: if your calculation is within a couple percent of one
of the offered multiple choice answers, you should reasonably assume that’s a
rounding-error issue, and choose that answer.)

(a) $10,566.03

(b) $10,000.00

(c) $8,833.96

(d) None of the other answers.

(e) Not enough information.

2. We are considering purchasing an asset called the “Wild Money Mystery Ma-
chine,” which we expect will pay out $500k in cash one year from now, $420k
ten years from now, and $1m twenty years from now. However, based on our
uncertainty (i.e., the risk) we determine the appropriate interest rate on this in-
vestment is 12%. What is the present value of the Wild Money Machine, under
this assumption?

(a) $103k

(b) $685k

(c) An amount greater than $1m

(d) Not enough information

(e) None of the other answers

3. All else equal, the riskier an asset is, the [...] is its expected return.

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information
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(e) None of the other answers.

4. Holding the expected/promised future payments of an asset fixed, the riskier the
asset, the [...] is its present value.

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information

(e) None of the other answers.

5. All else equal, the riskier some form of credit is (e.g. a loan or a bond), the [...]
the market interest rate should be...

(a) Higher

(b) Lower

(c) Unchanged

(d) Not enough information

(e) None of the other answers.

6. Based on the logic of NPV analysis, if we calculate that the NPV of some invest-
ment opportunity is greater than zero, we...

(a) Should make the investment, because the present value of the benefits is
greater than that of the costs...

(b) Should not make the investment, because the present value of the benefits
is less than that of the costs...

(c) It’s ambiguous / not enough information

(d) Not enough information

(e) None of the other answers.
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A.13.2 Practice Problems: Open Prompts

• We are considering purchasing an asset that promises to pay us $600 one year
from today, and $10,600 two years from today. Based on our assessment of the
riskiness, we determine that the appropriate discount / interest rate is 5%. What
is the present value of this asset?

• We are considering purchasing an asset that promises to pay us $600 one year
from today, and $10,600 two years from today. Based on our assessment of the
riskiness, we determine that the appropriate discount / interest rate is 7%. What
is the present value of this asset?

• We are considering purchasing an asset that promises to pay us $600 one year
from today, and $10,600 two years from today. Based on our assessment of the
riskiness, we determine that the appropriate discount / interest rate is 5%. To
purchase this asset today, wewould need to pay $10,000. What is thenet present
value of this investment opportunity?

A.13.3 Essay and Discussion Questions

• Explain preciselywhy it is that high risk means high expected return.
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A.14 Chapter 14

A.14.1 Practice Problems: MCQ’s

1. Our company sells a bond with $100k face value, a three-year maturity, and a
7% coupon, paid annually. Upon issuance to the market, the market-implied
interest rate on the bond is 5%. What was the present value / issuance price of
the bond upon the sale?

(a) $81.62k

(b) $86.38k

(c) $92.43k

(d) $105.45k

(e) None of the above.

2. Our company sells a bond with $100k face value, a three-year maturity, and a
7% coupon, paid annually. Upon issuance to the market, the market-implied
interest rate on the bond is 8%. What was the present value / issuance price of
the bond upon the sale?

(a) $84.94k

(b) $97.42k

(c) $100k

(d) $105.45k

(e) None of the above.

3. Suppose a bond has a face value of $10k, and a coupon rate of 6%. But upon
being issued to themarket, the issuance price is only $9,200. Then, is the implied
market interest rate equal to, greater than, or less than 6%?

(a) Equal to 6%.

(b) Greater than 6%.

(c) Less than 6%.

(d) It could be any of the above.

(e) Not enough information.
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4. Suppose a bond has a face value of $10k, and a coupon rate of 6%. But upon
being issued to the market, the issuance price is $10,400. Then, is the implied
market interest rate equal to, greater than, or less than 6%?

(a) Equal to 6%.

(b) Greater than 6%.

(c) Less than 6%.

(d) It could be any of the above.

(e) Not enough information.

5. TheDiscount on Bonds Payable is a(n)...

(a) asset account

(b) contra-asset account

(c) liability account

(d) contra-liability account

(e) Not enough information

6. The Premium on Bonds Payable is a(n)...

(a) asset account

(b) contra-asset account

(c) liability account

(d) contra-liability account

(e) Not enough information

7. Is the following statement true or false? The carrying value of a bond is always
equal to what its initial issuance price was.

(a) true

(b) false
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8. Which of the below is the correct formula for determining the annual Interest
Expense under the bond amortization method we learned in class?

(a) Interest Expense =Carrying Value⇥Original Market Interest Rate

(b) Interest Expense = Face Value⇥Original Market Interest Rate

(c) Interest Expense =Carrying Value⇥Coupon Rate

(d) Interest Expense = Face Value⇥Coupon Rate

(e) None of the above.

9. Which of the below is the correct formula for determining the annual coupon
payments for a typical bond?

(a) Annual Coupon Payment =Carrying Value⇥Original Market Interest Rate

(b) Annual Coupon Payment = Face Value⇥Original Market Interest Rate

(c) Annual Coupon Payment =Carrying Value⇥Coupon Rate

(d) Annual Coupon Payment = Face Value⇥Coupon Rate

(e) None of the above.

10. If the market-implied interest rate on a bond upon issuance is greater than the
coupon rate, the bond will...

(a) ... issue at a “premium” to face value

(b) ... issue at a “discount” to face value

(c) ... not be issued at all by the corporation

(d) ... find no buyers in the financial market

(e) ... None of the other answers

11. If themarket-implied interest rateonabondupon issuance is less than thecoupon
rate, the bond will...

(a) ... issue at a “premium” to face value

(b) ... issue at a “discount” to face value

(c) ... not be issued at all by the corporation

(d) ... find no buyers in the financial market



353 Chapter 14

(e) ... None of the other answers

12. For a bond issued at a premium, which of the following can we know to be true?

(a) The cash interest payment will go down over time.

(b) The cash interest payment will go up over time.

(c) The interest expense recognized will go down over time.

(d) The interest expense recognized will go up over time.

(e) None of the other answers

13. For a bond issued at a discount, which of the following can we know to be true?

(a) The cash interest payment will go down over time.

(b) The cash interest payment will go up over time.

(c) The interest expense recognized will go down over time.

(d) The interest expense recognized will go up over time.

(e) None of the other answers

14. Suppose our company issues a bond with a $10k face value, and a 6% coupon
rate, paid annually. Upon sale to the market, it issues for a premium, with an
impliedmarket interest rate of 5%. What would be the annual cash interest pay-
ment on this bond?

(a) $500

(b) $600

(c) Not enough information

(d) None of the other answers.

15. Suppose our company issues a bond with a $10k face value, and a 6% coupon
rate, paid annually. Upon sale to the market, it issues for a premium. Based on
this information alone, would the annual Interest Expense be less than, equal to,
or greater than $600?

(a) Less than
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(b) Equal to

(c) Greater than

(d) Not enough information

16. Based on the bond amortization method we learned in this class, what deter-
mines the change in the Carrying Value of a bond between periods?

(a) The change in the market value of the bond, trading in the bond market
everyday

(b) The change in the interest rate assumptions of our financial experts

(c) Thedifference (plug)between the Interest Expense and theactual cashcoupon
payment

(d) The coupon payment by itself (i.e., DCarrying Value =Coupon Payment)

(e) None of the above.

17. Suppose our company issues a bond with a $10k face value, and a 6% coupon
rate, paid annually. Upon sale to the market, it issues for a discount. Based on
this information alone, would the annual Interest Expense be less than, equal to,
or greater than $600?

(a) Less than

(b) Equal to

(c) Greater than

(d) Not enough information

18. Suppose our company issues a bondwith a 2-yearmaturity, a face value of $100k,
and a coupon rate of 4%. The market-implied interest rate upon issuance is 5%.
What was the bond’s issuance price?

(a) $98.14k

(b) $107.44k

(c) $102.86k

(d) $94.33k
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19. Suppose our company currently has a callable bond on our books with a face
value of $10,000 and a call price of $10,000. The balance of the Premium on
Bonds Payable account for that bond is $200. If we were to redeem the bond
at the call price, we would have...:

(a) A gain of $200

(b) A loss of $200

(c) A gain of $300

(d) A loss of $300

(e) None of the other answers

20. Suppose our company currently has a non-callable bond on our books with a
face value of $10,000 and a carrying value of $10,200. We go to the market and
repurchase it for $10,500. Then, we would have a...:

(a) A gain of $300

(b) A loss of $300

(c) A gain of $500

(d) A loss of $500

(e) None of the other answers

21. We are given the following T-accounts related to a company’s bond:

Bonds Payable (L)
Debits Credits

$10,000

Discount on B/P (-L)
Debits Credits
$400 $100

What is the Carrying value of this bond?
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(a) $9,500

(b) $9,600

(c) $9,700

(d) $10,000

(e) None of the other answers

22. We are given the following T-accounts related to a company’s bond:

Bonds Payable (L)
Debits Credits

$10,000

Premium on BP (L)
Debits Credits
$100 $400

What is the Carrying value of this bond?

(a) $9,500

(b) $9,600

(c) $9,700

(d) $10,000

(e) None of the other answers

23. Our company does annual, calendar-year reporting, and issues a bond with an
annual coupon on January 1st 2021. Themarket issuance price is $95k, implying
amarket interest rate of 5%. What would be our Interest Expense from this bond
for FY 2021 (i.e., the first year).

(a) $4750
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(b) $5000

(c) $2500

(d) Not enough information, without the coupon rate

(e) None of the other answers

24. Our company does annual, calendar-year reporting, and issues a bond with an
annual coupon on January 1st 2021. Themarket issuance price is $95k, implying
amarket interest rate of 5%. What would be our Interest Expense from this bond
for FY 2022 (i.e., the second year).

(a) $4750

(b) $5000

(c) $2500

(d) Not enough information, without the coupon rate

(e) None of the other answers

25. All else equal, if our company were to issue a callable bond instead of (that is, as
compared to the alternative of) a non-callable bond, the initial market interest
rate on the bond would be...

(a) Higher, because the call feature means more risk for the bond buyer

(b) Lower, because callable bonds are better in every way

(c) Unchanged

(d) Not enough information / ambiguous

26. Which of the below is a condition that will trigger the requirement that a com-
pany capitalize a lease as a lease asset and liability?

(a) The lessee uses the leased asset as a part of its core operations and line of
business.

(b) Multiple other answers.

(c) The lease will last exactly 50% of the useful life of the asset.

(d) The present value of the contracted lease payments is >90%of the fair value
of the asset.
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(e) None of the other answers

A.14.2 Practice Problems: Open Prompts

1. Suppose our company does annual, calendar-year reporting, Jan 1 to Jan 1, and
issues the following bond on January 1st of 2021: Face value of $100k, 3-yearma-
turity, coupon rate of 5%, paid annually. Upon issuance to themarket, themarket
interest rate is 6%. Journalize the transactions for January 1 of 2021 (bond is-
suance), January 1 of 2022 (first annual interest payment / expense recognition),
and January 1 of 2023 (second annual interest payment / expense recognition).

2. Suppose our company does annual, calendar-year reporting, Jan 1 to Jan 1, and
issues the following bond on January 1st of 2021: Face value of $100k, 3-yearma-
turity, coupon rate of 5%, paid annually. Upon issuance to themarket, themarket
interest rate is 4%. Journalize the transactions for January 1 of 2021 (bond is-
suance), January 1 of 2022 (first annual interest payment / expense recognition),
and January 1 of 2023 (second annual interest payment / expense recognition).

3. Suppose our company currently has a callable bond on our books with a face
valueof $10,000andacall priceof $10,000. Thebalanceof theDiscountonBonds
Payable account for that bond is $300. Suppose we redeem the bond at the call
price. Journalize this transaction.

4. Suppose our company currently has a bond on our books with a face value of
$10,000. The balance of the Discount on Bonds Payable account for that bond is
$100. Suppose that we repurchase the bond in the bond market for the market
price of $10,200. Journalize this transaction.
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A.14.3 Essay and Discussion Questions

1. Explainwhat thewhole ‘bondamortization’process is all about. What is thebasic
problem that requires this elaborate accounting process, and what is the bond
amortization algorithm trying to achieve/trying to account for? Why is it that,
for a bond issued at a premium, the interest expense will be lower than the cash
interest payments?

2. Why don’t companies only issue callable bonds? That is, if a ‘callable’ bond is just
like a non-callable bond, plus some extra ‘optionality’ for the firm, why would it
ever choose to issue non-callable bonds?

3. Why would a bond investor be willing to buy a bond issued at a premium—that
is, pay more today than the face value of the bond?
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A.15 Chapter 15

A.15.1 Practice Problems: MCQ’s

1. Our company issues 1000 shares Common Stockwith a par value of $1 per share,
for an issuance price of $20 per share. What would be our journal entry for this
transaction?

(a) Debit Cash $20k; Credit Common Stock $20k

(b) Debit Cash $20k; Credit APIC $1k, Credit Common Stock $19k

(c) Debit Cash $20k; Credit Common Stock $1k, Credit APIC $19k

(d) Debit Common Stock $19k, Credit APIC $1k; Debit Cash $20k

(e) None of the other answers

2. A company had previously repurchased 100 shares of its own Common Stock for
$25 each. Now, the company re-sells those same shares for $30 each. Which of
the below will result from this resale?

(a) Trading Revenue of $3,000

(b) A Gain of $500

(c) A Loss of $500

(d) An increase in APIC of $500

(e) None of the other answers

3. A company had previously repurchased 100 shares of its own Common Stock for
$25 each. Now, the company re-sells those same shares for $20 each. Which of
the below will be in the journal entry for this resale?

(a) A Gain of $500

(b) A Loss of $500

(c) A credit to APIC of $500

(d) A debit to APIC $500

(e) None of the other answers
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4. ShreyCorp issues common stock with a par value of $.01 per share, and reports
$1.5k in its Common Stock account. Based on this information alone, we can
infer that ShreyCorp has...

(a) 1.5k shares issued

(b) 150k shares outstanding

(c) 150k shares issued

(d) Multiple other answers

(e) None of the other answers

5. Suppose that we note that a company’s Treasury Stock account has increased in
magnitude from FY2019 to FY2020. This indicates a. . .

(a) Financing cash inflow

(b) Financing cash outflow

(c) Investing cash inflow

(d) Investing cash outflow

(e) None of the other answers

6. Preferred Stock is categorized as. . .

(a) Equity under GAAP

(b) A liability under GAAP

(c) A liability under IFRS

(d) None of the other answers

(e) Multiple other answers

7. When a company engages in a stock split, this...

(a) increases its total (“book”) Shareholders’ Equity

(b) decreases its total (“book”) Shareholders’ Equity

(c) has no effect on its total (“book”) Shareholders’ Equity

(d) it depends
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8. StoneCorp issues Common Stock with a stated par value of $1 per share. Below
are some selected amounts reported from StoneCorp’s balance sheet for 2020
and 2021.

2021 2020
Common Stock $15k $15k
Additional Paid-in Capital $350k $400k
(Treasury Stock) $100k $200k

Based on this information alone, which of the belowmust have happened?

(a) StoneCorp issued more Common Stock over FY2020

(b) StoneCorp repurchased shares over FY2020

(c) StoneCorp re-sold shares from its Treasury, for greater than their original
repurchase price

(d) StoneCorp re-sold shares from its Treasury, for less than their original re-
purchase price

(e) None of the other answers

9. MarshallCo issues Common Stock with a stated par value of $1 per share. Below
are some selected amounts reported from MarshallCo’s balance sheet for 2018
and 2019.

2019 2018
Common Stock $10k $10k
Additional Paid-in Capital $900k $900k
(Treasury Stock) $200k $0

Based on this information alone, which of the below can we determine:

(a) The number of shares outstanding as of the end of FY 2018

(b) The number of shares outstanding as of the end of FY2019

(c) The number of issued shares as of the end of FY 2019

(d) Two of the other answers

(e) Three of the other answers
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A.15.2 Practice Problems: Open Prompts

• Journalize the following sequence of transactions:

– January 15, 2022: Issue 10,000 shares of Common Stock, with $1 par value,
for $100 each.

– February 15, 2022: Repurchase 1,000 of those shares, for $80 each.

– March 15, 2022: Re-sell 500 of those shares, for $120 each.

• Journalize the following sequence of transactions:

– January 15, 2022: Issue 20,000 shares ofCommon Stock, with $.01 par value,
for $150 each.

– February 15, 2022: Repurchase 2,000 of those shares, for $200 each.

– March 15, 2022: Re-sell 1,000 of those shares, for $160 each.

• JackCorp is a small company that provides tutoring to the most desperate and
hopeless students. JackCorp’s corporate charter states that its shares have a par
value of $1 per share. At the beginning of FY2017, JackCorp has a balance of
Common Stock of $10k, Additional Paid-in Capital of $990k, and and Retained
Earnings of $250k–andnoother Shareholders’ Equitiy accounts. Over theFY2017
reporting period, JackCorp had the following transactions and only these:

– Issued an additional 1000 shares, for $100 each.

– Provided tutoring to students for cash, $200k.

– Provided tutoring to students on account, $100k.

– Repurchase 500 shares, for $120 each.

– Received pre-payment from customers of $50k, for services to be rendered
in FY2018.

– Purchased Supplies for Cash, $30k.

– Paid a utilities bill in cash, $20k.

– Re-sell 200 of those shares, from the previous repurchase, for $150 each.

– Paid dividends to stockholders, $40k.

• Whatwould JackCorp’s total Shareholders’Equity be as of the end of FY2017?
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A.15.3 Essay and Discussion Questions

1. Do you think itmakesmore sense to think of Treasury Stock as a (negative) com-
ponent of the company’s paid-in capital or earned capital? Why? (Note, a good
answer would first show the technical knowledge of what Treasury Stock is, how
it arises on company’s Balance Sheets, andwhat paid-in-capital and earned cap-
ital are, conceptually, before arguing your case...)

2. Do you think it makes more sense to think of Preferred Stock as a liability, or a
part of shareholders’ equity? Note that the IFRS and FASB take different views
of this question. An excellent answer to this essay prompt would coverwhy rea-
sonable/informed people (such as those two bodies) might disagree (i.e., why a
case could be made for either) before expressing your position and argument.
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A.16 Chapter 16

A.16.1 Practice Problems: MCQ’s

1. Under the categorization scheme used for the cash flow statement, cash paid
for salaries would be...

(a) Operating

(b) Investing

(c) Financing

(d) None of the other answers

2. Under the categorization scheme used for the cash flow statement, cash paid
for Inventory would be...

(a) Operating

(b) Investing

(c) Financing

(d) None of the other answers

3. Under the categorization scheme used for the cash flow statement, cash paid
(by our company) for interest on loans would be...

(a) Operating

(b) Investing

(c) Financing

(d) None of the other answers

4. Under the categorization scheme used for the cash flow statement, cash paid
for Equipment would be...

(a) Operating

(b) Investing

(c) Financing

(d) None of the other answers
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5. Under the categorization scheme used for the cash flow statement, cash paid
for Trademarks would be...

(a) Operating

(b) Investing

(c) Financing

(d) None of the other answers

6. Under the directmethod for the operating section of the cash flow statement, in
adjusting Salaries Expenses to Cash Paid for Salaries, what would we do with the
Salaries Payable reported on the Balance Sheet?

(a) Add the total Salaries Payable for that year

(b) Subtract total Salaries Payable for that year

(c) Add the change in Salaries Payable between that year and the previous

(d) Subtract the change in Salaries Payable between that year and the previous

(e) None of the other answers

7. Under the directmethod for the operating section of the cash flow statement, in
adjusting Interest Expense to Cash Paid for Interest, what would we do with the
Interest Payable reported on the Balance Sheet?

(a) Add the total Interest Payable for that year

(b) Subtract total Interest Payable for that year

(c) Add the change in Interest Payable between that year and the previous

(d) Subtract the change in Interest Payable between that year and the previous

(e) None of the other answers

8. Under the indirectmethod for the operating section of the cash flow statement,
what is the adjustment we make for Accounts Receivable?

(a) Add the total Accounts Receivable for that year

(b) Subtract total Accounts Receivable for that year

(c) Add the change in Accounts Receivable between that year and the previous
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(d) Subtract the change in Accounts Receivable between that year and the pre-
vious

(e) None of the other answers

9. Suppose that, unlike in the example used in the main text above, our company
had a $10k Gain upon the sale of the land. Then, under the indirect method for
the operating section of the cash flow statement, we would [add / subtract / no
change] that $10k Gain?

(a) Add the $10k Gain

(b) Subtract the $10k Gain

(c) No adjustment for Gains under the indirect method

(d) None of the other answers

10. Under the indirectmethod for the operating section of the cash flow statement,
what is the adjustment we make for Salaries Payable?

(a) Add the total Salaries Payable for that year

(b) Subtract total Salaries Payable for that year

(c) Add the change in Salaries Payable between that year and the previous

(d) Subtract the change in Salaries Payable between that year and the previous

(e) None of the other answers

11. Suppose that our company had Prepaid Rent reported as a current asset on our
Balance Sheet. What adjustment would wemake for it under the direct method,
in adjusting Rent Expense to Cash Paid for Rent?

(a) Add the change in Prepaid Rent to Rent Expense

(b) Subtract the change in Prepaid Rent from Rent Expense

(c) Do nothing with Prepaid Rent.

(d) Debit Prepaid Rent

(e) None of the other answers
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12. Suppose that our company had Prepaid Rent reported as a current asset on our
Balance Sheet. What adjustmentwouldwemake for it under the indirectmethod
for the operating section?

(a) Add the change in Prepaid Rent

(b) Subtract the change in Prepaid Rent.

(c) Do nothing with Prepaid Rent.

(d) Debit Prepaid Rent

(e) None of the other answers

13. Which of the following could explain why a companymight have a much higher
Net Income, relative to its Cash Flows from Operations (i.e., high ‘net accruals’)?

(a) A large decrease in Accounts Receivable–i.e., many accounts from past pe-
riod’s sales paid off

(b) A large buildup in Inventory

(c) Making major new investments in long-term assets like Land and Trade-
marks

(d) Multiple other answer

(e) None of the other answers

14. Suppose that every one of a company’s Long-Term Liabilities and Shareholders’
Equity accounts reportedon its Balance Sheet is completely unchanged from last
period to this period. The company earned Net Income of $20 over the period.
What is its Net Cash Flows from Financing?

(a) $0

(b) –$20

(c) +$20

(d) Not enough information

(e) None of the other answers.

15. Inorder to calculate theDividends paid (akeyfinancingcashoutflow),wewould...
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(a) Look up theDividends reported on the Income Statement

(b) Look up theDividends reported on the Balance Sheet

(c) Infer theDividends using the Retained Earnings identity

(d) Calculate theDividends from the change in Treasury Stock

(e) None of the other answers

16. Suppose that we note that a company’s Treasury Stock account has increased in
magnitude from FY2019 to FY2020. This indicates a...

(a) Financing cash inflow

(b) Financing cash outflow

(c) Investing cash inflow

(d) Investing cash outflow

(e) None of the other answers

17. Suppose that we note that a company’s Bonds Payable account (tracking the to-
tal face value of outstanding bonds) has increased in magnitude from FY2019 to
FY2020. This indicates a...

(a) Financing cash inflow

(b) Financing cash outflow

(c) Investing cash inflow

(d) Investing cash outflow

(e) None of the other answers

18. Suppose thatwenote that a company’sBondsPayable account (tracking the total
face value of outstanding bonds) has decreased in magnitude from FY2019 to
FY2020. This indicates a...

(a) Financing cash inflow

(b) Financing cash outflow

(c) Investing cash inflow

(d) Investing cash outflow
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(e) None of the other answers

19. Suppose that our company determines that our Land is impaired—triggering us
to “write down” the Land and record a corresponding Loss. Then, that amount
would be...

(a) ... an operating cash inflow

(b) ... an operating cash outflow

(c) ... an investing cash inflow

(d) ... an investing cash outflow

(e) None of the above.

20. Suppose that our company’s Balance Sheet reports a balance of Cash of $700k
for FY 2020, and $950k for FY 2021. We have filled out the first two sections of the
cash flow statement (correctly), and calculated that we had net operating cash
flows of $200k and net investing cash flows of -$300k, for the period. Based on
this information, what must our net financing cash flows be?

(a) $250k

(b) $300k

(c) $350k

(d) Not enough information

(e) None of the other answers

21. Is the following statement true or false? A company can increase its Cash Flows
From Operations by using a more aggressive depreciation method (i.e., increas-
ing itsDepreciation Expense for the year).

(a) True

(b) False

22. Is the following statement true or false? A company’s net cash from operations
may turn out to be different, depending on whether it uses the direct method or
indirect method for the operating section.
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(a) True

(b) False
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A.16.2 Practice Problems: Open Prompts

1. Cash Flow Statement #1

Fill out a cash flow statement, in its entirety, using the indirect method for the
operating section, based on the income statement and balance sheets below.

Revenue: $200k
COGS: $80k
Salaries expenses: $40k
Depreciation expenses: $30k
Loss on sale of land: $5k
Interest expense: $10k
Income tax expense: $10k

Net Income: $25k

Table A.3: MattCorp Income Statement, For the Year Ended December 31, 2021:

2021 2020
Assets:

Cash $230k $220k
Accounts Receivable $90k $70k
Inventory $120k $140k
Investments $130k $0
Land $200k $260k
Equipment $250k $200k

Accumulated Depreciation $(80k) $(50k)
Total assets: $960k $840k
Liabilities:

Accounts payable $80k $90k
Salaries payable $30k $20k
Interest payable $7k $12k
Income Tax payable $16k $15k
Notes payable $260k $220k

Shareholders’ Equity:
Common Stock $432k $383k
Retained Earnings $135k $120k

Total Liabilities and S.E.: $960k $840k

Table A.4: MattCorp Balance Sheets, Year Ended December 31:

Now, re-do the operating section for the income statement and balance sheet
above, using the direct method.
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2. Cash Flow Statement #2

Fill out a cash flow statement, in its entirety, using the indirect method for the
operating section, based on the income statement and balance sheets below.

Revenue: $100k
COGS: $40k
Salaries expenses: $20k
Depreciation expenses: $15k
Loss on sale of land: $5k
Interest expense: $5k
Income tax expense: $5k

Net Income: $10k

Table A.5: MattCorp Income Statement, For the Year Ended December 31, 2021:

2021 2020
Assets:

Cash $105k $120k
Accounts Receivable $45k $35k
Inventory $70k $60k
Investments $65k $0
Land $100k $130k
Equipment $125k $100k

Accumulated Depreciation $(40k) $(25k)
Total assets: $470k $420k
Liabilities:

Accounts payable $40k $45k
Salaries payable $15k $10k
Interest payable $4k $6k
Income Tax payable $8k $9k
Notes payable $130k $110k

Shareholders’ Equity:
Common Stock $11k $10k
Additional Paid-in Capital $184k $160k
Retained Earnings $78k $70

Total Liabilities and S.E.: $470k $420k

Table A.6: MattCorp Balance Sheets, Year Ended December 31:

Now, re-do the operating section for the income statement and balance sheet
above, using the direct method.
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3. Cash Flow Statement #3:

Fill out a cash flow statement, in its entirety, using the indirectmethod for the op-
erating section, based on the income statement and balance sheets below. Note
that, in the below, the years for the Balance Sheet are flipped (2020 in the left
column, 2021 in the right column).

Revenue: $200k
COGS: ($80k)
Salaries expenses: ($40k)
Depreciation expenses: ($30k)
Gain on sale of land: $10k
Interest expense: ($10k)
Income tax expense: ($10k)

Net Income: $40k

Table A.7: MattCorp Income Statement, For the Year Ended December 31, 2021:

2020 2021
Assets:

Cash $230k $220k
Accounts Receivable $90k $70k
Inventory $120k $140k
Land $260k $200k
Equipment $250k $250k

Accumulated Depreciation $(50k) $(80k)
Total assets: $X $Y
Liabilities:

Accounts payable $80k $90k
Salaries payable $30k $20k
Interest payable $7k $12k
Income Tax payable $16k $15k
Notes payable $380k $220k

Shareholders’ Equity:
Common Stock $380k $420k
Retained Earnings $W $Z

Total Liabilities and S.E.: $X $Y

Table A.8: MattCorp Balance Sheets, Year Ended December 31:

Now, re-do the operating section using the direct method.



375 Chapter 16

4. Open quantitative problem:

(Note, you may use whatever method you prefer to get to the number being
elicited in this question). FertittaCorp reports net income of $40 million. We are
additionally given the following information: depreciation expense was $5 mil-
lion and the company recorded a gain on the sale of land of $10 million (there
were no other gains/losses or amortization). Finally, we are able to determine
that accounts receivable decreased by $3m, accounts payable decreased by $4m,
and inventory increased by $2m. Those were the only working capital accounts.
What were FertittaCorp’s net cash flows from operations?

5. Quantitative problem: Our company issues Common Stock with par value of $1
per share. We report the following amounts for 2020 and 2021:

2020 2021
Common Stock $1m $1.5m
APIC $10m $40m
Treasury Stock $0 $0

What was our financing cash inflow from issuing Common Stock in FY2020?

A.16.3 Essay / Discussion Questions

• What explains the need and demand for the Statement of Cash Flows—that
is, for companies to report their performance on a cash basis? That is, what
are the defects or limitations in the Income Statement thatmake it an inad-
equate or imperfect way ofmeasuring a company’s performance? And how
might the cash flow statement therefore help us? In short, what do we get
from the Statement of Cash Flows?

• In your opinion, overall, does the Income Statement or theCash Flow State-
mentprovide themore informativeperspective andmeasureof a company’s
performance over a period? Why?

• Suppose that a company has very solid Net Income but poor Cash Flows
fromOperations. What are some of the “usual suspects” that could account
for this difference—that is, what kinds of accounts/activities, etc. could
drive a large wedge between NI and CFO, and why?
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A.16.4 Technical written-response questions

• Why is it that when calculating Cash paid to Suppliers (for Inventory) us-
ing the Direct Method (in the example in the homework and covered in
class), we calculated it as...Cash paid to suppliers ( f or Inventory) =COGS+

DInventory�DAccounts Payable. Why do we make two adjustments in this
case? What does each one do?

• Why is it that when calculating cash flow from operations (CFO) using the
indirect method we add back Depreciation Expense and Gains at the start?
Do Depreciation Expenses and Gains increase cash flows from operations?
If not, why do we add them back at the start of the operating section under
the indirect method? Help memake sense of this.



B
Misc. Additional Proofs

B.1 Proof thatPresentValueEqualsFaceValueWhen
Coupon Rate Equals Market Rate

Note: Credit to Jack Zhou,my Fall 2019 student and current research assistant, for
this.

The following proof is for those of youwho are not satisfied by simply pasting the
calculations into Google.

We would like to prove the following identity when coupon rate equals market
interest rate.

Present Value = Face Value

Suppose a 5-year bond with coupon rate at 6% and face value at $10,000, and
themarket rate is also 6%, the following equation can be set up with the left side
representing the equation for present value and the right side representing the
face value:

600
1.06

+
600

(1.06)2 +
600

(1.06)3 +
600

(1.06)4 +
10600
(1.06)5 = 10000
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To generalize this, if we label face value as x and interest rate as i, then the equa-
tion can be transformed as follow:

xi

(1+ i)
+

xi

(1+ i)2 +
xi

(1+ i)3 +
xi

(1+ i)4 +
x(1+ i)

(1+ i)5 = x

which can be generalized to the following for a bond with n years to maturity:

xi

(1+ i)
+

xi

(1+ i)2 + ...+
xi

(1+ i)n�2 +
xi

(1+ i)n�1 +
x(1+ i)

(1+ i)n
= x

This can then be rewritten as:

xi(1+ i)n�1 + xi(1+ i)n�2 + ...+ xi(1+ i)2 + xi(1+ i)+ x(1+ i) = x(1+ i)n

The x on the left hand side can be factored out:

x(i(1+ i)n�1 + i(1+ i)n�2 + ...+ i(1+ i)2 + i(1+ i)+(1+ i)) = x(1+ i)n

Which can be further simplified by combining the two (1+ i):

x(i(1+ i)n�1 + i(1+ i)n�2 + ...+ i(1+ i)2 +(i+1)(1+ i)) = x(1+ i)n

x(i(1+ i)n�1 + i(1+ i)n�2 + ...+ i(1+ i)2 +(1+ i)2) = x(1+ i)n

Continuing this operation...

x(i(1+ i)n�1 + i(1+ i)n�2 + ...+(i+1)(1+ i)2) = x(1+ i)n

x(i(1+ i)n�1 + i(1+ i)n�2 + ...+ i(1+ i)3 +(1+ i)3) = x(1+ i)n

...

x((i+1)(1+ i)n�1) = x(1+ i)n

x(1+ i)n = x(1+ i)n

Simplifying, we get the identity that we started with:
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x = x

Present Value = Face Value

Therefore, algebraically, when the market’s interest rate equals the coupon rate,
the present value of the bond equals its face value.
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