Introduction to Business
Activities and Overview

of Financial Statements
and the Reporting Process

1. Understand four key activities of regulators, independent external audi-
business entities: (a) establish goals tors, and financial statement users.
and strategies, (b) obtain financing,

: 4. Gain an awareness of financial report-
(c) make investments, and (d) conduct

ing as part of a global system for

G Byii providing information for resource

2. Understand the purpose and content allocation decisions, including two
of the financial statements: (a) balance financial reporting systems (U.S. GAAP
sheet, (b) income statement, (c) state- and International Financial Reporting
ment of cash flows, and (d) statement Standards).

. .

SESt s sst E g 5. Understand the difference’between
Understand the roles of participants in the cash basis and the accrual basis of
the financial reporting process, includ- accounting, and why the latter provides
ing managers and governing boards, a better measure of performance.

accounting standard setters and

n making resource allocation decisions, investors and creditors depend on reliable and relevant
! information about financial position. profitability, and risk. Financial reports are a key source
of this information. The process of preparing those reports is financial accounting. or, more
broadly. financial reporting. Understanding the basics of the financial reporting process is funda-
mental to understanding how to use financial reports for resource allocation decisions, such as
making investments.

You are about to embark on the study of financial accounting. You will learn the concepts
underlying the accounting principles firms use to measure the results of their business activities,
the accounting principles themselves, some of the judgments and estimates managers must make
to apply accounting principles, and tools for analyzing financial statements. You will learn about
two similar—but not identical—{inancial accounting systems: U.S. GAAP' and International
Financial Reporting Standards (IFRS). Accounting systems specify the financial accounting prin-
ciples (hat firms must use, and the kinds of estimates and judgments that managers must make
in applying those principles. We introduce these two systems in this chapter, illustrate them with
a firm that uses U.S. GAAP (Great Deal, Inc.. hereafter Great Deal) and a firm that uses IFRS
(Thames Limited, hereafter Thames), and continue to present both systems throughout the book.”

Our goal is to help you understand the concepts, methods, and uses of [inancial accounting to
enable you to use financial accounting information effectively. As a financial statement user, you
will encounter financial reports with a variety of formats and presentations. We show a few of
those variations, understanding that you will encounter many more.

As the chapter title suggests, this chapter introduces the concepts, methods, and uses that later
Chi'_lﬂcra discuss in detail. We begin with a description of Great Deal’s and Thames’s business
activities. We next see how firms measure the results of their business activities and report those

GAAP refers 1o generally accepted accounting principles. U.S. GAAP is the authoritative guidance for financial
decounting in the United States. We discuss U.S. GAAP and IFRS in more detail throughout the book.
Financial information presented for Great Deal and Thames Limited is derived from the financial reports of two

actual firms that report using U.S. GAAP and TFRS, respectively. That information has been modified for inclusion

n this book.
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Chapter 1 Introduction to Business Activities

results in their financial statements. Finally, we describe several components of the financial
reporting process and introduce U.S. GAAP and [FRS.

OVERVIEW OF BUSINESS ACTIVITIES

The managers of a business® prepare financial reports to present information about that busi-
ness’s activities to external users. External users include owners ol the business, lenders, regula-
tors, and employees. Understanding those financial reports requires an understanding of the
activities of the business:

1. Establishing goals and strategies.
Obtaining financing.
Making investments.

AW

Conducling operations.

We illustrate these four business activities using two firms, Great Deal and Thames.

Example 1 Great Deal, based in the United States, operates more than 3.500 retail stores in
the United States and around the world. The United States is its largest market. 1t prepares
financial statements using U.S. GAAP. Its retail stores sell consumer electronics, home office
products, entertainment software, appliances, and related services.

Example 2 Thames, based in France, is an electronics company that provides information
systems and related services to the aerospace, defense, and security sectors. Thames prepares its
financial statements using IFRS. 1t operates around the world. Europe is its largest market.

Although Great Deal and Thames differ in terms of business model, size. and geographical
scope, their managers must carry out similar kinds of business activities. Differences in the two
firms” business models affect the content of each of the activities.

EstaBLisH CORPORATE GOALS AND STRATEGIES

Goals are the end results toward which the firm directs its energies, and strategies are the means
for achieving those results. Examples ol corporate goals include maximizing the return to the
firm’s owners, providing a good working environment [or employees, and improving the envi-
ronmental performance of the firm’s products and manufacturing processes. Management,
under the oversight of the firm’s governing board (or boards).* sets the firm’s strategies— for
example, determining the firm’s lines of business and its geographic locations and the strate-
gies for each business unit. Factors that would affect a firm’s goals and strategies include the
following:

1. Goals and strategies ol competitors.

2. Barriers to entry of the industry, such as patents or large investments in buildings.

3. Nature of the demand for the firm’s products and services. For example, demand might

be increasing, such as for certain pharmacecutical products, or demand might be relatively
stable, such as for groceries.

4. Existence and nature of government regulation.

Firms provide extensive information about their corporate goals and strategies. For exam-
ple, a recent Great Deal financial report indicates that store development, including entering
new markets, opening new stores in existing markets, and remodeling/expanding existing stores,
plays a role in Great Deal’s growth. The report provides quantitative information about store
openings and store closings in the past year as well as plans for the coming year. Similarly,

We use the terms managers and management to refer to employees who make operaling, investing, and [inancing
decisions and apply accounting standards to prepare [inancial statements. We also use the term firms to refer to
these same decision makers.

4By law, some countries require [irms to have two governing boards: other countries require one.
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Thames’s recent financial report announced a plan to address the difficult business outlook in
its main markets by undertaking cost-cutting efforts.

Establishing corporate goals and strategies does not directly affect the firm’s cash flows.
The other three business activities— carrying out operations, making investments. and obtain-
ing financing —cither generate cash or use cash. The statement of cash flows, introduced later
in the chapter, describes these cash flows in more detail.

OBTAIN FINANCING

To carry out their plans, firms require financing, that is. funds from owners and creditors.
Owners provide [unds to a [irm and in return receive ownership interests. For a corpora-
tion, the ownership interests are shares of common stock and the owners are shareholders or
stockholders.’ In some cases the common shares trade in active markets such as the New York
Stock Exchange and the London Stock Exchange. Firms whose shares trade in active markets
are publicly traded and subject to special regulations. When the firm raises funds from own-
ers, it has no obligation to repay these funds. Sometimes, a {irm’s governing board may decide
to distribute dividends to that firm’s shareholders. Dividends are a distribution of assets, often
cash, to owners.

Creditors provide funds that the firm must repay in specific amounts at specific dates. Long-
term creditors require repayment from the borrower over a period of time that exceeds one
year. Short-term creditors require payment over the next year. One common form of long-term
financing is bonds. A bond agreement specifies the amount borrowed and the terms of repay-
ment, including the timing and amounts of cash the borrower agrees to pay to the creditors.
Another common form of long-term borrowing is bank loans. Banks usually lend for periods
between several months and several years. Finally, suppliers of raw materials or merchandise
that do not require payment immediately also provide funds—the firm gets raw materials or
merchandise now but does not pay cash until later.

Each firm makes financing decisions about the proportion of funds to obtain from owners,
long-term creditors, and short-term creditors. Corporate finance courses cover the techniques
that firms use to make financing decisions.

MAKE INVESTMENTS
A firm makes investments to obtain the productive capacity to carry out its business activities.
Investing activities involve acquiring the following:

1. Land, buildings, and equipment. These investments provide the capacity to manufacture and
sell products and to create and sell services. They are usually long term, in the sense that
they provide productive capacity for a number of years.

I~

Patents, licenses, and other contractual rights. These investments provide rights to use ideas
and processes. They are intangible, in the sense that they do not have a physical existence.

-

Common shares or bonds of other firms. These investments make a firm an owner or creditor
of another firm. Short-term investments in equity shares typically involve partial owner-
ship, while long-term investments in equity interests involve partial or complete ownership
of another business.

4. Inventories. Firms maintain an inventory of products to sell to customers. For example,

Great Deal maintains inventories ol consumer electronics, home office products, entertain-
ment software and appliances.

n

Accounts receivable from customers. In many businesses, customers do not pay for goods
and services immediately. Accounts receivable describes the amounts owed to a firm by its
customers for short periods, such as 30 days. In extending credit to customers, the firm
does not collect cash right away. I[ the firm did not extend the credit, however. it might not
make the sale in the first place.

6. Cash. Most firms maintain cash balances (like a corporate checking account) to pay their
current bills.

I the business is organized as a partnership, the owners are partners. If the business is organized as a propri-
etorship, the owner is the proprietor. This book considers corporations, in which the owners are sharcholders or
stockholders.
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Managerial accounting courses and corporate finance courses cover the techniques that
firms use to make investment decisions.

CArrRY OuTt OPERATIONS

Management operates the productive capacity of the firm to generate earnings.
Operating activities include the following:

1. Purchasing. The purchasing department of a retailer, such as Great Deal, acquires items
to sell to customers. The purchasing department of a firm with manufacturing operations,
such as Thames, acquires raw materials needed for production.

2. Production. The production department in a manufacturing firm combines raw materials,
labor services, and other manufacturing inputs to produce goods for sale. A service [irm
combines labor inputs and other inputs to provide services to customers.

3. Marketing. The marketing department oversees selling and distributing products and ser-
vices to customers.

4. Administration. Administrative activities include data processing, human resource manage-
ment, legal services. and other support services.

5. Research and development. A firm undertakes research and development with the objective
of discovering new knowledge that it can use to create new products, new processes, Or new
services.

Managerial accounting, marketing, and operations management courses cover the tech-
niques that firms use to make operating decisions.

PRINCIPAL FINANCIAL STATEMENTS

Firms communicate the results of their business activities in the annual report to shareholders.®
The annual report may contain letters [rom the firm’s management describing the firm’s goals,
strategies, and accomplishments, as well as descriptions and pictures of the firm’s products,
facilities, and employees. If the firm’s shares trade publicly. it will also file an annual report
with a regulator, typically a government agency.” The applicable laws and regulations of the
country where the shares trade specify the form and content of the annual report. In the United
States, regulatory requirements applicable to publicly traded firms require the inclusion of a
Management’s Discussion and Analysis (MD&A), in which management discusses operating
results, liquidity (sources and uses of cash), capital resources, and reasons for changes in profit-
ability and risk during the past year.

We focus on the four principal financial statements and the supplementary information that
firms report, including the following:

Balance sheet or statement of financial position at a specified time.
Income statement or statement of profit and loss for a specified time period.
Statement of cash flows.

Statement of shareholders’ equity or statement of changes in shareholders’ equity.

oo Bk

Notes to the [inancial statements, including various supporting schedules.

“Many firms provide these annual reports on their Web sites, often in the investor relations section. Some securi-
ties regulators” Web sites also provide required [ilings, including annual reports.

"The regulator may also require interim reports, for example, on a quarterly basis. In the United States. firms
whose shares trade publicly file quarterly reports that contain a subset of the information in the annual report.
Those quarterly reports appear on the regulator’s Web site (www.sec.gov). The U.S. regulator is the Securities
and Exchange Commission (SEC).
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The following sections of this chapter briefly discuss each of these five items. In describ-
ing these items, we refer to the financial statements of Great Deal and Thames. Great Deal’s
financial statements appear in Exhibits 1.1-1.4, and Thames’s financial statements appear in
Exhibits 1.5-1.8. We begin with several observations about conventions and concepts that apply
to financial statements in general.

FinanciaL RePORTING CONVENTIONS

In this section we describe some conventions used in financial statement preparation. These
conventions govern the length of time covered by the financial statements (the account-
ing period), the number of reporting periods included in the financial reports, the monetary
amounts, and the terminology and level of detail in the financial statements.

Length of Reporting (Accounting) Period Financial statement presentations can
span intervals of any length. The most common accounting period for external reporting is one
year, called the fiscal year. While many firms use the calendar year as their fiscal year (that is,
the fiscal vear ends on December 31), some firms select other fiscal year-ends. When the fiscal
year ends in June—December of calendar vear T, convention describes the financial reports as
pertaining to fiscal year T. For example, Thames’s financial report for the year ended December
31, 2013, reports Thames’s performance for fiscal 2013. When the fiscal year ends in January
May of year T, convention describes the financial reports as pertaining to fiscal year T — 1.
For example, Great Deal’s financial report for the year ended February 27, 2013, reports Great
Deal’s performance for fiscal 2012.%

Number of Reporting Periods To assist in making comparisons over time, both U.S.
GAAP and IFRS require firms to include results for multiple reporting periods in each report.
Firms must include two balance sheets describing the beginning and ending balances of the
accounts for the current fiscal year and the prior fiscal year. Refer to Exhibit 1.1, which shows
that Great Deal’s fiscal 2012 annual report includes a balance sheet as of February 27, 2013
(the end of fiscal 2012), and a balance sheet as of February 28, 2012 (the end of fiscal 2011).
For the income statement, statement of cash flows, and statement of shareholders’ equity, SEC
rules require statements for the current year and the two prior years; IFRS requires statements
for the current year and the prior year.

Vonetary Amounts The financial statements report a numerical amount, the monetary
amount, for each listed item. The financial statements indicate the measuring units, both the
numerical expression such as in thousands or in millions, and the currency, such as dollars ($)
or euros (€). A firm typically reports in the currency of the country where it is headquartered
or where it conducts most of its business. For example, a firm with headquarters and most of
its business activities in England would report its results in pounds sterling (£).

erminology and Level of Detail US GAAP and IFRS contain broad guidance
on what the financial statements must contain, but neither completely specifies the level of
detail or the names of accounts. IFRS contains relatively more guidance. For example, IFRS
describes the line items that the balance sheet must display and described items that the firm
must separately disclose.” U.S. GAAP contains no analog to this [FRS guidance." You should
therefore expect to encounter variation in the ways financial statements display information and
variation in the level of detail provided. In addition, the rules do not always require firms to use
specific names for accounts and line items on the financial statements. While practice tends to
converge on certain names, such as cash, accounts receivable, and inventories, you should expect
to encounter variation in account titles as well as variation in_format and display.

With these conventions in mind, we turn to a discussion of the financial statements.

‘Not all firms follow this convention, so use caution in comparing results across firms.

'International Accounting Standards Board (IASB), fnternational Accownting Standard 1, “Presentalion of
Financial Statements,” revised 2003.

"As of late 2011, a long-running project underway to improve and converge the U.S. GAAP and IFRS guidance
lor financial statement presentation was incomplete.
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Great Deal, Inc.
EXHIBIT 1.1 Consolidated Balance Sheets
(amounts in millions of US$)

February 27, February 28,
2013 2012
Assets
Current Assets
Cash and cash equivalents. ..o oo i o $ 1,826 $ 498
Short-term iNVESTMEeNTS, . . . ..o vi oot v e i e s o 90 1
Receivables . ... .. 2,020 1,868
Merchandise inventories .. ... covve oot G Y W 5,486 4,753
Other CUITBRT ASSBIS .. vttt ce e et e e e 1,144 1,062
Total CUrreNEasSet8 e san e cam sesins s se =y veems ims ne 10,566 8,192
Property and Equipment
Land and buildings. .. ... ool s e - 757 755
Leasehold IMprovements. ... .. ... .o i 2,154 2,013
Fixtures and @QUIPMBNT. . . oo vr e e 4,447 4,060
Property under capital lgase . ...... ... ... L Sh 112
7453 6,940
Less: Accumulated depreciation ... ...ov e i e (3,383) (2,766)
Net property and equIPMEnt. ... oo e e iin e v 4,070 4,174
GO v v immcsn gme se o os Fibs V45§00 SN SR WA SGNNNE Do wEn 2,452 2,203
TEAOEMAIIES .+ oo v e vte e et m e e e e an e s e e S e 159 173
Customer relationships. . oo oo i e 279 322
Equity and other investments, . ... ... i 324 395
CHhEr BSRETE 0 oo v w0 s PACCHEPRGSS B b B B T § e 452 367
Totalassets . . . ........... SRR SR TR R G e $18,302 $15,826
Liabilities and Shareholders’ Equity
Current Liabilities
Accounts payable. . . ... s S S e el R I e e $ 5,276 $ 4,997
Unredeemed gift card liabilities ... ... ..o 463 479
Accrued compensation and related expenses. .. ... ... 544 489
Acerued HabilIES . o o vv e e we e v s S e e S ; 1,681 1,382
Acrued INCOMETEXES . o . vt v e ee e e i e 316 281
Shortterrn debl . . oot PR 663 783
Current portion of long-termdebt . ... . 35 54
Total clment BBIHIES .« v v soes mon san s caaian cos e ssoitus o 8,978 8,435
Long-term liabilities . ... ..o e 1,256 1,109
Long-termdebt. .. ... ;i 1,104 1,126
Total HADIHES. « « v v et re eee e e : 11,338 10,670
Commitments and contingencies. . ... ...... . —
Shareholders’ Equity
Braferred STO0R. o oxn wm wie s semest mu s s on e SRl 4 L —
Commonstogk. . i 20 v mie am e Swn fsn waieim o e B o 42 41
Additional paid-in capital. . ... ..o s 441 205
Retained Earnings . . .vvo oot i 5,797 4,714
Accumulated other comprehensive inCome . ... .......... s 40 (317)
Total Great Deal shargholders’ equity .. ... .. ..ot 6,320 4,643
Noncontrolling interests. . ... .o 644 513
Total shareholders' 8guity ... oo oot ionvnibin v caees 6,964 5,156
Total Liabilities and Shareholders’ Equity . . . ...... .. ......... $18,302 $15,828

BALANCE SHEET

The balance sheet. also called the statement of financial position, provides information, at
a point in time, on the firm’s productive resources and the financing used to pay for those
resources. Exhibit 1.1 presents Great Deal’s balance sheet as of February 27, 2013, and Feb-
ruary 28, 2012. Exhibit 1.5 presents Thames’s balance sheet as of December 31, 2013, and
December 31, 2012. These balance sheets present information at the end of cach firm’s fiscal
year. Great Deal’s annual report states that its fiscal year ends on February 27 or February 28
of each year; Thames states that its fiscal year ends on December 31. The financial position of
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Great Deal, Inc.
EXHIBIT 1.2 Consolidated Statements of Earnings
(amounts in millions of US$)

February 27, February 28, February 27,

2013 2012 201
Revenue $49,684 $45,015 $40,023
Costofgoodssold . ............ e wari wE 3 37534 34,017 30,477
Gross profit: . wuoorows v i we v s S 12,160 10,998 9 546
Selling, general, and administrative expenses . .. .... 9,873 8,984 7385
Restructuring Charges. .. ..o ov oo s 52 78 0
Goodwill and trade name impairment .. ........ .. 0 66 0
ORErEtNG INCOIE o0 son wis wme sreoaamse sme g o 2,235 1,870 2,161
Other income (expense)
Investment income and other . ............ ..., 54 35 129
Investment impairment ., ... ... oo = 0 (1 0
Interest expense ... .. e e s G TG TS 2 (94) (94) 62)
Earnings before income tax expense and equity in
income lloss) of affiliates. .. ................ 2,195 1,700 2,228
INCOME 18X BXPENSE. - . o v e e e e e e 7 802 674 815
Equity in income (loss) of affiliates. .. .......... . 1 7 (3
Net earnings including noncontrolling interests. . .. . 1,394 1,033 1,410
Net earnings attributable to noncontrolling interests . . (77) (30) (3)
Net earnings attributable to Great Deal, Inc. ........ $ 1,317 $ 1,003 $ 1,407
Earnings per share attributable to Great Deal, Inc.
BASIE v o cmn wms mese sesesonsTs wnie s o . $3.16 $2.43 $3.20
R oo vy pmms st comesrmon e BRS R0 s 09 $3.10 $2.39 $3.12
Weighted-average common shares outstanding
(in millions)
Basic SRER PR AT SR A S D 416.8 412.5 439.2
ERliteds; i on sospsesiay oy oot o D SR eew W 4275 422.9 452 9

the firm at other times during the year can differ substantially from that depicted on the end-of-
year balance sheet.

ncepts of Assets, Liabilities, and Shareholders’ Equity The balance sheet
lists the firm's assets. liabilities, and sharcholders’ equity and provides totals and subto-
tals. Each line item on the balance sheet has a title that indicates the nature of the item and
a numerical amount, in units of currency. For example, the first item on Great Deal’s balance
sheet is Cash and Cash Equivalents of $1.826 million. The heading of the balance sheet indi-
cates the measuring unit is millions of U.S. dollars. The first item on Thames’s balance sheet is
Goodwill, net, measured in millions of euros (€); the amount is €2,986.9 million.

Assets are economic resources with the potential to provide future economic benefits to a
firm. The firm’s investments in items to provide productive capacity are examples of assets. For
example, both Great Deal and Thames list property and equipment (Thames calls these “tan-
gible assets, net”) among the assets on their balance sheets."

Liabilities arc creditors’ claims. Creditors have provided funds, or goods and services, and
the firm has an obligation to pay creditors for those goods and services. We describe two exam-
ples of liabilities that result from a firm’s having previously received benefits (inventories, labor
Services):

Both Great Deal and Thames have made purchases but have not yet paid the entire amount
owed. Great Deal includes the amount owed to its suppliers in the liability account labeled
“Accounts payable.” Thames includes the amount in the account “Accounts, notes and
other current payables.”

e

| 1 . . ¥ - . g - T = 4
The order in which the assets appear differs between Great Deal’s and Thames’s balance sheets. We discuss this
ordering later in this chapter.




Chapter 1 Intreduction to Business Activities

Great Deal, Inc.
EXHIBIT 1.3 Consolidated Statements of Cash Flows
(amounts in millions of US$)

February 27, February 28, February 27,

2013 2012 201
Operating Activities
Net earnings including noncontrolling interests . . .. .. .. $ 1,394 $ 1,033 $ 1,410
Adjustments to reconcile net earnings to total cash
provided by operating activities
Depreciation. .. .. .. i EE TR A BT B e 838 730 580
Amortization of definite lived intangible assets . . . . .. 88 63
Asset impairments. ... ... ... ... ... ... ... 4 177 0
Restructuring charges . ... ............. ... .. b2 78 0
Stock-based compensation ... .. ... ... ... .. : 18 110 105
Deferred income taxes. . ..... ... ... ... .. ... (30) 143} 74
Excess tax benefits from stock-based compensation . (7) (6] (24)
Other, net. . . ....... FEE e R AN RGN TG R 6 (4) 12 7)
2,453 2,154 2,139
Changes in operating assets, net of acquired assets
and liabilities:
Retsivables .. oy con v mine smmamims sm v, s v 63) 1419) 12
Merchandise inventaries ... ... ... ... . ... ... (609) 258 562)
OtHBRABEBIS! fos s 205 50 b e e e C 98) (175) 42
Accounts payable. .. ... oo i v i oo s Sl 141 139 221
Other liabilities. . ... ...... ... .. S 279 75) 74
Incometaxes. ... .oooiue i 103 (5) 99
Total cash provided by operating activities. ... ...... ... 2,208 1,877 2,025
Investing Activities
Additions to PPE, net of non-cash expenditures .. . . . (615) (1,303) (797)
Purchases of investments ... ... ... .. .. .. ... ... {16) 81) (8,601)
Sales of investments . . ... ... ... ... ... 56 248 10,935
Acquisitions of husinesses, net of cash acquired . . . . . (7 2,170) {89)
Change inrestricted cash ... ............ ... . .. 18 197) (85)
Settlement of net investment hedges . .. ... ... ... .. 40 0 0
Other nete: o o v 1 N RERE N ey e (16) (22} 1
Total cash (used in) provided by investing activities. . . . (540} {3,427) 1,464
Financing Activities
Repurchase of common stock. . .. ........ ...... .. 0 0 (3,461)
Issuance of common stock . ... ... L. 138 83 148
Dividends paid . . ... .. TN 5 ooy merne s - [234) 223) {204)
Bepavients 8FH8BE ux o s s v o o 5,342) 4,712) {4,353)
Proceeds from issuance ofdebt . ... ... .. ... . . 5,132 5,606 4,486
Acquisition of noncontrolling interests. . ... ... .. .. .. (34) 1146} 0
Excess tax benefits from stock-based compensation . . i 6 24
Other,net. ... i (15) 23) (16)
Total cash (used in) provided by financing activities. . . . {348) 591 (3,378)
Effect of exchange rate changesincash. . .. ... .. = 10 19 122
Increase (decrease) in cash and cash equivalents . . . .. 1,328 (940) 233
Cash and cash equivalents at beginning of year. . . . . 498 1,438 1,206
Cash and cash equivalents at end of year ... ... .. $ 1,826 $ 498 $ 1,438
Supplemental disclosure of cash flow information:
Incometaxespaid . ... ... 732 766 644
Interestpaid. ........ ... ... .. ... ... ... . o 78 83 49

© Cengage Lear
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Great Deal, Inc.
EXHIBIT 1.4 Consolidated Statements of Changes in Shareholders’ Equity
(amounts in millions of US$ except share amounts)

Accumulated

Additional Other Non-
Common Common Paid-In Retained Comprehensive controlling
Shares Stock Capital Earnings Income Subtotal  Interests Total
Balance at February 28, 2010. ... .. . .. .. P 481 $48 $430 $5,507 $216 $6,201 $ 35 $6,236
Net earnings . .. ..ot — — — 1,407 - 1,407 3 1,410
Other Comprehenswe income (\o s), net o( tax:
Foreign currency translation adjustments .. ... .. — — — — an 3N 2 313
Unrealized losses on available for sale
investments. ... .. ... T — - — — (25) (25) 125}
Total comprehensive income . ... ... ... e 1,693 5 1,698
Cumulative effect of adopting a new accounting
standard related to uncertain tax pesitions. . . . — — — (13) =z 13 (13)
Stock optiens exercised . N R SRR 4 — 93 — 93, — 93
Tax benefit from stock opuo ns, restricted stook and
employee stock purchase plan . ...... . — — 17 — 17 — 17
Issuance of common stock under employee stock
PHFENEEE BIERA wo v wsesismim wms ten o0 e o 1 — B3 = = 53 53
Stock-based compensation. . ... ..o wm — = 106 = —_ 105 105
Commaon stock dividends, $0.46 per share . ........ — - — (204) {204) — (204)
Repurchase of common stock ... ... .. AU {75) (7) {B890) (2,764) — {3,461) (3,461)
Balance at February 27,2011 ... .. ... ... .. ... .. 41 41 8 3,933 502 4,484 40 4,524
NeLEaMIAGE .. v cuass sms swy amm w54 ST TSR — — — 1,003 = 1,003 30 1,033
Other comprehensive income (loss), net of tax:
Foreign currency translation adjustments . . i — — = = (830) 830) 1175) (1,005
Unrealized losses on available for sale
nvestments. . ............... e — — — == (19) (19) — (19
Reclassification adjustment for impairment loss
on available for sale security. .......... L = — — — 30 30 — 30
Total comprehensive Income ... ... oo on . 184 (145) 39
Acquisition of business. . .. ... T = — me¥ = — = 666 666
Acguisition of noncentrolling interest. .. ...... ..., = — — — — — (48) {48)
Stock options exercised . ... ..o 2 — 34 = — 34 %= 34

Tax benefit from stock options, restricied stock
and employee stock purchase plan .. ...... - — — 4 — — 4 P 4
Issuance of common stock under employee stock

purchaseplan ...........coovevunnn o 1 —= 49 = — 49 = 49
Stock-based compensation. . . s B G R 4 - — 110 — — 110 — 110
Common stock dividends, $0.54 per =hdre ....... — = = 1222) — 1222) o (222)
Balance at February 28, 2012. . .. .. ... ... .. 414 41 205 4,714 (317) 4,643 513 5,156
Net earnings . R s == — 1,317 — 1:817 7l 1,394
Other comarehenswe income (IO%) net of tax:

Foreign currency translation adjustments .. .. — — — 329 329 78 405

Unrealized gains on available for sale investments . . = — — — 28 28 — 28
Total comprehensive income . ... .... .. e 1.674 1563 1.827
Purchase accounting adjustments . ... .. R — — = — — (22) (22)
Stock options exercised . - . s 4 1 95 —_ — 96 — 96
Tax loss from stock omaons resmcted siock and

employee stock purchase plan ............ .. — — {19) = — {19) = (19)
Issuance of common stock under employee stock

puUrchase planm ... ... 1 — 42 — — 42 — 42
Stock-based compensation. .. .......... e — — 18 — — 118 — 118
Comman stock dividends, $0.56 per share ‘s — =5 234) — (234) — 234)
Balance at February 27, 2013 . ... ... ..... ... .. 419 $42 $441 $5,797 $ 40 $6,320 $644 $6,964

Employees have provided labor services for which Great Deal and Thames have not made
full payment. Great Deal includes the amounts owed to employees in the liability account
“Accrued compensation and related expenses.” Thames includes them in “Accounts, notes
and other current payables.”
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Thames Limited
EXHIBIT 1.5 Consolidated Balance Sheets
(amounts in millions of euros [€] except share amounts)

December 31, December 31,
U | ... L -
Goodwill ......... . oo € 2,986.9 € 27932
Other intangible assets, net 925.3 1,129.3
Tangible asSets, NeL . .. .« vvvev e 1,338.3 1,262.9
Total noncurrent operating assets. . . ... i e 5,250.5 5,185.4
Share in net assets of equity affiliates ......................... 711.0 692.4
Available for sale investments. ... ... oo i 101.9 175.4
Loans and other financial @ssets . ... 171.9 258.8
Total noncurrent financial assets ... ... .. ..ot 6,235.3 6,312.0
Fair value of derivatives: interest rate risk management. .. ......... 24.8 13.1
Pension and other employee benefits. .. ... oo 66.0 44.0
Deferred tax 8SSeIS. . o oo v v e e 678.0 433.5

Noncurrent @sSetS . . ... ... ve vt m s 7,004.1 6,802.6
Inventories and WOrk in progress . .. ....covvvvrrnae o 2,210.8 2,2274
Construction contracts: assets . . . ....oovn e 2,243.2 2,400.6
Advances to suppliers. .. ... 342.4 548.2
Accounts, notes and other current receivables. . ................. 3,934.8 4,064 .1
Fair value of derivatives: currency risk management . ............. 172.6 292.4
Total current operating assets. . ... ... oo 8,903.8 9,532.7
Current tax receivables. . .. ..ot it 40.4 1341
Current accounts with affiliated companies ..................... 94.8 65.1
Marketable securities . . ... oo e 4.4 22.4
Cashandequivalents. . ......ooveioiinii i 1,960.1 1,499.8
Total current financial @assets .. ... i i e 2,099.7 1,600.4

CUMmentassels ... ......c..vrrann o 11,003.5 11,1331

Total @SSEES . . . oot e €18,007.6 €17,935.7
Capital, paid-in surplus and other reserves ..................... € 4,168.3 € 44989
Cumulative translation adjustment . . . ... ..o i (283.2) (399.8)
Treasury SharES .. ... ..voie cecvae it s s s s (141.5) (150.2)
Shareholders' @quity. . ... oo vv i 3,743.6 3,948.9
Noncontrolling interests . . 10.2 2.9

Total shareholders' equity and noncontrolling interests . . .. .. 3,753.8 3,851.8
Financial debt:longterm .. ... ... i 1,651.6 761.3
Pension and other employee benefits. .. ........... ... ... 856.7 8475
Deferred tax liabilities . . . .- c v i 258.6 268.6

Noncurrent liabilities . . . .......... ... i 2,766.9 1,877.4
Advances received from customers onconfracts . . ... 3,849.4 3,687.4
Refundable grants .. ..... ... 172.8 169.5
Construction contracts: liabilities . ............ .. . ..o i B882.7 578.4
Reserves for contingencies . ..........o.ooovmion e 1,129.8 961.5
Accounts, notes and other current payables. . .. ................- 4,736.0 5,045.9
Fair value of derivatives: currency risk management . ............. 100.7 279.5
Total current operating liabilities . .. ... i 10,871.4 10,722.2
Currenttax payables. ... ... .. ..o 92.2 88.9
Financial debt: shortterm. . ... ..o 326.4 1,136.3
Current accounts with affiliated companies .......... .. .. .. 196.9 159.1
Total current financial liabilities . . . . ........ ... 523.3 1,295.4

Total current liabilities. . . .. .......... ... o il 11,486.9 12,106.5

Total Liabilities and Shareholders' Equity. .. ............... €18,007.6 €17,935.7

Sharcholders’ equity shows the amount of funds owners have provided either by buying
shares or by reinvesting (retaining) the net assets generated by earnings. Owners have a claim
on the firm’s assets because they have provided funds to the firm. The owners’ claim is a resid-
ual interest in the firm’s assets. That is, owners have a claim on assets that are in excess of the
assets required to meet creditors” claims. Shareholders’ equity lists both the amount invested by
sharcholders for their ownership interests and the amount of retained earnings. Thames com-
bines contributed capital and retained earnings in the account “Capital, paid-in surplus and
other reserves™ Thames’s total shareholders equity is €3.743.6 million. Great Deal also uses
the term sharcholders’ equity. As of February 27. 2013, there were 419 million shares issued
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Thames Limited
EXHIBIT 1.6 Consolidated Profit and Loss Account
(amounts in millions of euros [€])

A.Consolidated Profitand Loss Statements 2003 000 202
ROVBITENE. .0 ior: o sovim st s s WEH PET8 Boow BNty e € 12,8815 €12,664.8
COSTOFERIES: co v i san o S S S RN - (10,633.4) (9,964.5)
Research and development expenses . . .. .....o.ovvveenenn (550.5) (440.2)
Marketing and selling expenses. . ......ovvie i (901.9) (806.7)
General and administrative eXpenses . ... ...........c.cooeoanann (543.4) (558.7)
Restructuring costs. . ... ... ... (116.1) (32.5)
Amortization of intangibleassets .. ... ......... ... o il (84.4) (109.8)
Income fromoperations. .. ... i 51.8 752.4
Impairment of noncurrent operatingassets ............ ... 00 (260.1) (69.1)
Gain (loss) on disposal of assetsand other . . ............ ... ... (1.0) 35.2
Income of operating activities. . . .. ............ ... . ... ... (209.3) 718.5
Financial intereston grossdebt . .. .......... .o i i (91.6) (101.4)
Financial income from cash and equivalents . . .................. 26.0 49.6
Costiof netfinancialdebt . v cuvimmosnn cen sam s wems e s (65.6) (51.8)
Other financial income (eXpense). . ... innnn. (44.9) (49.8)
Other components of pensioncharge .. .......... ... ... . 0 (105.1) (11.1)
INCOME IAX . o ittt et ettt e e 175.3 (103.0)
Share in net income (loss) of equity affiliates. .. ................. 48.0 57.6
NS TNEOMBIOBE)) iv i o ona o ki Sois Fives BT e € (201.6) € 5604
Of which: S -
Netincome, Group Share. .. ........... .. v (201.8) 558.9
Noncontrolling interests .. ......... .. ... . i 0.2 0.5
Basicearningspershare ........... .. oo iiiiiiia i € (1.03) € 2.87
Diluted earningspershare . . ................o i 5 o € (1.03) € 2.85
B. Consolidated Statements of Comprehensive Income 2013 = 202
Net income (loss) € (201.8) € 5599
Translation of the financial statements of foreign subsidiaries .. . .. .. 119.1 (263.3)
Foreign investments' hedge, netoftax. ................. .. o0 {2.5) 2.9
Cash flow hedge, netoftax .. .....ocvvimiie i ioienn i o as 514 (29.7)
Financial assets available for sale, netoftax .. .................. 1.5 (0.5)
Total other comprehensive income (loss), netoftax . ............. 169.5 (290.6)
Total comprehensive income (loss), forthe period . .. ............. € (323 € 2693

to shareholders, who had provided total funds to Great Deal of $483 million (= $42 + 5441).
Grear Deal’s retained earnings is $5,797 million, discussed next.

Retained earnings represent the net assets (= total assets — total liabilities) a firm derives
from its earnings that exceed the dividends it has distributed to shareholders. Management
operates the firm’s assets with the intent of generating earnings. That is, the firm expects to
receive more assets than it consumes in operations. The increase in assets, after claims of credi-
tors, is called Retained Earnings, and it belongs to the firm’s owners. As of February 27, 2013,
Great Deal’s retained earnings is $5.797 million, meaning that cumulative earnings exceed
cumulative dividends by $5,797 million. As of December 31, 2013, Thames has an accunudated
deficit, as shown in Exhibit 1.8, the Consolidated Statement of Changes in Shareholders Equity
and Minority Interests.'? An accumulated deficit means that cumulative earnings less dividends
are negative. The amount of Thames’s accumulated deficit at December 31, 2013 is €197.3
million.

An amount of assets equal to retained earnings does not appear on any single line on the
hll]i.ll}t.‘e sheet, Tnstead. firms use the assets generated by the retention of earnings to acquire
various assets including inventories, buildings, equipment, and other assets. Almost all success-
ful firms use a large percentage of the assets they generate by earnings to replace assets and to
grow, rather than to pay dividends.

e —

12 : . . . . . .
\ull!unl;m\-‘c guidance uses the lerm noncontrolling interest. not minority interest. However. [irms sometimes
fontinue to use the latter term in their financial reports.

13
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Thames Limited
EXHIBIT 1.7 Consolidated Statements of Cash Flows
(amounts in millions of euros [€])

. 2013 2012
Netincome (I0SS). . ... ....oovuniiiun e € (201.6) € 560.4
Add (deduct):
Income tax expense (Qain) . .. ..... oot iiiiiii i e e (175.3) 103.0
Share in net (income) loss of equity affiliates, net of dividends .. . . .. (21.5) (29.6)
Depreciation and amortization of tangible and intangible assets . . . . . 420.8 433.0
Provisions for pensions and other employee benefits. . . ........... 162.6 70.9
Impairment of noncurrent operatingassets .. ................... 260.1 69.1
Gain (loss) on disposalsofassets ... ......................... 1.0 (35.2)
Net allowance to restructuring provisions. . .. ................... 12.1 (85.9)
575 311 e g 26.6 49.4
Change in working capital requirements and in reserves. .......... 924.6 (44.5)
Payment of contributions / pension benefits. . ............ ... (156.2) (189.7)
Income tax paid (received) . ......... I, S S T s o o i (80.1)
 Net cash flows from operating activities................... 1,150 8208
Capital expenditure. . . .......... ... ... ... (418.9) (534.6)
Proceeds from disposal of tangible and intangible assets .......... 58 1.7
GRS osviommasinamms vt wice wiiie BESGXERNS SH TRIOHSOING HED o (148.0) (173.2)
DISPOSRIE «swmmmauasmmmise v wvi o5 SRR i ST COTREN S — 89.1
Change M 10aRS e e win mn o sns maoeeatis ses sive waceen w o 4.1 (24.7)
Change in current assets with affiliated companies .. ............. (32.0) (6.8)
Decrease (increase) in marketable securities. . 240 (83
_Net cash flows from investing activities e ~ (s85.0)  (6418)
Dividends paid . .. ... ce {204.7) (195.3)
Exercise of stock options ... ... i 46 12.3
Proceeds from sale of treasury shares. . ....................... 170 (56.8)
Increaseindebl ... .o i i i e s e e e s 1,125.2 412.8
Repayment of debt.......... _(11039)  (184.4)
 Net cash flows from financing ac (1618 _(114)
Effect of exchange rate variations. . . . . et B ~ (131.9)
Total increase (decrease) in cash . 460.3 35.7
Cash at beginningofperiod . .. ...l 1,499.8 1,464.1
Cash at end of period. . . . ... S B s e T T I R G R 1,960.1 1,499.8
Supplemental disclosure of cash flow information:
ItErast TBEBNEH -.v v v vin s ovn v v e Ba Eeze s e B 32.5 32.5
Interest Pal: vow s i s e s S RN i BeTE S G ST W 82.2 82.2

Equality of Assets and Liabilities Plus Shareholders’ Equity The total of all
assets equals the total of all liabilities and all shareholders™ equity amounts. This equation
holds for both Great Deal and Thames:

Assets = Liabilities®® + Shareholders” Equity
Great Deal  $18,302 = $11,338 + $6,964
Thames €18,007.6 = €14,253.8 + €3,753.8

A firm invests the resources it obtains from financing. The balance sheet views the same
resources [rom two perspectives. First, as the assets the firm currently holds, having acquired
them with funds. Second, as the claims of creditors and owners who provided the funds. Thus,

Assets = Liabilities + Shareholder's Equity
or

Investing = Financing

Resources = Sources of Resources

Resources = Claims on Resources

“Neither Great Deal nor Thames reports a subtotal for total liabilities. To obtain total habilities. sum the liability
accounts, Thames shows Sharcholders’ Equity = €3.743.6, and Minority Interest (another component of Share-
holders” Equity) = €10.2. Minority interest (noncontrolling interest) is discussed in Chapter 14.
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EXHIBIT 1.8

(amounts in millions of euros [€] except share amounts)

Number
of shares Cumulative
outstanding  Share Paid-in Retained  Cash flow AFS translation  Treasury
SR S | capital __ surplus  earnings  hedge investments adjustment  shares
Balance at December 31, 2011. . . . .. 195,401 595.0 3,638.2 (173.8) 86.0 4.5 (139.4) (129.6)
MNBUINCOMB weamwimemisyy s 240 a0 s —_ == — 559.9 — — — —
Other comprehensive loss . ......... — — — — {28.7) (0.5) (260.4) —
Total comprehensive income . ....... == — 5599 (29.7) (0.5) (260.4) —
Capitalincrease .. ................ 391 12 9.6 — — — — —
Dividends .. ..................... — — — (195.3) —_ — — —
Share based payments. . ........... — — — 279 — — — —
Changes in treasury shares . . .. ... .. (811) — —  (20.4) —_ —_ — (20.8)
(6 (1 R e S T — = — (3.7) — — — —

Changes in scope of consolidation. . . . — — = = = = — =

Total transactions with shareholders. . . (420) 12 96 (1915 — — 0.0 (20.6)
Balance at December 31,2012, .. ... 194,981 596.2 3,6478 194.6 56.3 40 (399.8) (150.2)
Net TNEOME: s o 25 o5 s pavim — —_ — (201.8) —_ — = —_
Other comprehensive loss . . ........ — — — — 514 1.5 116.6 —
Total comprehensive income ........ — — — (2018) 514 15 116.6 —
Capital increase .. ................ 299 0.9 7.5 = — — — =
(D11 o (=15 o S, — == — (204.7) — e — —
Share based payments. . ........... — — — 225 — — = =
Changes in freasury shares . .. ...... 187 — — (1.6) — — — 8.7
@ther - covig s v e S shvEy s — — — (6.3) — — — ==
Changes in scope of consolidation. . . . — — — = = — — S
Total transactions with shareholders. . . 486 0.9 75 (180.1) == == 0.0 8.7
Balance at December 31,2013...... 195467 5971 36553 (1973) 1077 55 (2832) (1415)

The amounts of individual assets that make up total assets, represented by accounts receiv-
able, inventories, equipment, and other assets, reflect a firm’s investment decisions. The mix of
liabilities plus shareholders’ equity reflects a firm’s financing decisions, cach measured at the
balance sheet date.

Balance Sheet Classification and Aggregation Both US. GAAP and IFRS require
that balance sheets separate current items from noncurrent items."

Current assets include cash and assets that a firm expects to turn into cash, or sell, or con-
sume within one year from the date of the balance sheet. Examples are accounts receivable
and inventory.

Current liabilities represent obligations a firm expects to pay within one year. Examples are
accounts payable to suppliers and salaries payable to employees.

Noncurrent assets are assets that will be used for several years. Examples include land.
buildings, equipment. and patents.

Noncurrent liabilities and sharcholders” equity are sources of funds whose suppliers do not
expect to receive payment within the next year. Rather, they expect payment sometime after
next year.

The line items on the balance sheet represent aggregated amounts. For example, the amount
shown for the line item labeled “Merchandise inventories” on Great Deal’s balance sheet repre-
sents all of Great Deal’s inventories.

"Great Deal displays its current assets and current liabilities first. Thames displays its noncurrent asscis and
noncurrent labilities first. IFRS, but not U.S. GAAP, permits the display used by Thames.

Consolidated Statement of Changes in Shareholders’ Equity and Minority Interests

Share- Non-
holders” controlling
gquity  interest  Total
3,8809 3.3 3,884.2
5599 0.5 560.4
(290.6) (0.5) (291.1)

2693 —  269.3
108 — 10.8
(195.3) —  (195.3)
o7 — 279
(410) — (41.0)
@37 — (3.7)
— (0.4 (0.4)

(201.3) (0.4)  (201.7)
3,948.9 2.9 3,9518

(201.8) 02  (2018)
1695 0.6 170.1

(32.3) 0.8 (315)
84 — 8.4
(204.7) —  (204.7)
25 — 22,5
71— 71
83 — (6.3)
— 65 6.5

(1730) 65  (166.5)
3,7436 102 3753.8
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Balance Sheet Measurement Both U.S. GAAP and [FRS use two bases to measure the
monetary amounts at which assets, liabilities, and shareholders’ equity appear on the balance
sheet:

1. The historical amount, which reflects the acquisition cost of assets or the amount of funds
originally obtained from creditors or owners.

2. The current amount, which reflects some measure of current value as of the balance sheet
date. The notion of a current amount, or current value, can be applied to assets, Lo liabili-
ties, or to shareholders’ equity.

Some accounting information is reported at historical cost, a historical amount, and some at
current cost, a current amount (one example of a current amount is fair value). depending on the
requirements of U.S. GAAP and IFRS. Later chapters discuss and illustrate these measurement
bases.

Analysis of the Balance Sheet Firms typically finance current assets with current liabil-
ities and finance noncurrent assets with noncurrent liabilities and shareholders’ equity. Current
assets such as accounts receivable generally convert into cash within one year. Firms can use
this near-term cash flow to pay current liabilities, which require payment within one year. Non-
current assets, such as buildings and equipment, generate cash flows over several years. Firms
can use these more extended cash inflows to repay long-term liabilities as they come due.

Great Deal’s balance sheet as of February 27, 2013, shows the [ollowing (in millions of
USS):

Current ASSetS . v v v v ve e e e e $10,566 Current Liabilities . . ... ... .o o v v % 8,978
Noncurrent Liabilities and

Noncurrent Assets .. ....ovvuvvnn. 7,736 Shareholders’ Equity. . ... .. ..... 9,324

Total .. ov i $18,302 Totalc ven smn o gus e o5 % 06 5n $18,302

Similar information presented in Thames’s balance sheet as of December 31, 2013, reveals
the following (in millions of euros [€]):

Current Assets. . ... ev e ivennn €11,003.5 Current Liabilities. . ............. €11,486.9
Noncurrent Liabilities and

Noncurrent Assets ... ........... 7,004.1 Shareholders’ Equity. . . ......... 6,520.7

Total oo ov o e €18,007.6 Total. . oo o v €18,007.6

These data show that Thames and Great Deal have raised funds from noncurrent sources (non-
current liabilities and shareholders’ equity) in amounts that exceed (in the case of Great Deal)
or are less than (in the case of Thames) the amount of noncurrent assets.

INCOME STATEMENT

The income statement (sometimes called the statement of profit and loss by firms applying
LFRS), provides information on profitability. The terms net income, earnings, and profit are
interchangeable, Exhibit 1.2 shows Great Deal’s income statement for fiscal years 2012, 2011,
and 2010. Great Deal relers to its income statement as the Consolidated Statement of Earnings.
Exhibit 1.6 shows Thames’s income statement for 2012 and 2013. Thames refers to its income
statement as the Consolidated Profit and Loss Account.

The income statement reports a firm’s success in generaling earnings during a given report-
ing period.'” Net income is equal to revenues minus expenses, adjusted for any gains or losses.
(We ignore gains and losses in this chapter.) The income statement reports the sources and
amounts of a firm’s revenues and the nature and amounts of its expenses. A firm strives to gen-
erate more revenues than expenses. Net income indicates a firm’s accomplishments (revenues)

An income statement can report for a period of any length: a year, a quarter, or a month. In all cases, the report-
ing period is the time period between two successive balance sheets, and the time period over which the firm
measures net income.
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relative to the efforts required (expenses) in pursuing its operating activities. When expenses for
a period exceed revenues for that period, the result is a net loss.

Revenues (also called sales or sales revenue) measure the inflows of assets from selling goods
and providing services to customers. Tn exchange for providing goods and services, firms receive
assets (either cash or promises to pay cash, Accounts Receivable). The amount of revenue gen-
erated is equal to the net assets received. Great Deal reports revenue of $49.694 million for fis-
cal 2012. Thames reports revenue of €12.881.5 million for fiscal 2013,

Expenses measure the outflow of assets incurred in generating revenues. Cost of goods sold
or cost of sales (an expense) measures the cost of inventories sold to customers. For a service
firm, cost of sales measures the cost of providing services. Selling and administrative expenses
measure the cost of selling and administrative services received during the period. An expense
means that an asset decreases or a liability increases. The amount of the expense is equal to the
asset decrease or the liability increase.

Classification of Revenues and Expenses Firms classify revenues and expenses in
different ways and apply different levels of aggregation. For example, Thames reports expenses
for research and development of €350.5 million in 2013. Some firms might include this expense
in another line item. Thames’s income statement classifies some expenses by the department
that carried out the activities (for example, marketing and selling expenses) and some expenses
by their nature (for example, income taxes).

Relation Between the Income Statement and the Balance Sheet The income
statement links the balance sheet at the beginning of the period with the balance sheet at the
end of the period. The balance sheet amount for retained earnings represents the sum of all
prior earnings (or losses) of a firm in excess of dividends.'® Net income (or net loss) for the cur-
rent period helps explain the change in retained earnings between the beginning and the end
ol the period. For example, Great Deal’s income for fiscal 2012, labeled on the income state-
ment “Net earnings attributable to Great Deal, Inc.” was $1,317 million. Exhibit 1.4 shows that
Great Deal paid cash dividends of $234 million to sharcholders in fiscal 2012, We can use this
information to analyze the change in Great Deal’s retained earnings (in millions of USS$):

Retained Earnings, February 28, 2012 . . . oo v vn et ie i i e $4,714
Add Net-Income fof FStal ZOT2M: cun ci v on v s @6 w0sfi el wios o6 @ 6 S i s wEe 1,317
Subtract Dividends Declared and Paid During Fiscal 2012 .. ..o oo vi i i i i e an s _ (234)
Retained Earnings, February 27, 2013 . . . . ...t ii it st $5,797

STATEMENT OF CasH FLows

The statement of cash flows reports information about cash generated from (or used by) oper-
ating, investing, and (inancing activities during the period. Tt shows where the firm obtains or
sencrates cash and where it spends or uses cash. If a firm is to continue operating successfully,
it must generate more cash than it spends. A firm generates cash from operations when it col-
lects more cash [rom customers than it spends on operating activities. While firms can borrow
cash from creditors, future operations must generate cash to repay these loans.

Exhibit 1.3 presents the statements of cash flows for Great Deal for fiscal years 2012, 2011
and 2010. Exhibit 1.7 shows this information for Thames for fiscal years 2013 and 2012. These
statements have three sections, describing operating, investing, and [inancing activities that gen-
erate or use cash.

Operating Activities Most firms expect to collect more cash from customers than they
pay to suppliers, employees. and others in carrying out operating activities. For many firms,
Operating activities provide the largest source ol cash. Both Great Deal and Thames generated
significant cash flows from operating activities in the vears presented. For example, Thames's

Other items can also affect retained carnings. Later chapters discuss some of these and others are beyond the
scope of this textbook.
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cash provided by operating activities in 2013 was €1.155.0 million. Great Deal’s cash provided
by operating activities in 2012 was $2,206 million."

Investing Activities Firms acquire buildings. equipment, and other noncurrent assets
to maintain or expand their productive capacity. These acquisitions, relerred to  as
capital expenditures, usc cash. A firm can obtain the cash needed for capital expenditures from
selling existing assets, from operating activities, and from financing activities. Great Deal’s cash
paid for additions to property and equipment was $615 million in fiscal 2012. Thames’s capital
expenditures in 2013 was €418.9 million.

Financing Activities Firms obtain financing to support operating and investing activities
by issuing debt or common shares. The firm uses cash to pay dividends and to repay or retire
existing debt [inancing. such as repaying long-term debt. For example, Great Deal’s statement
of cash flows shows that in fiscal 2012 it used $3,342 million cash to repay long-term debt, it
borrowed $5.132 by issuing debt, and it paid $234 million in cash dividends. Thames borrowed
€1.125.2 million, it repaid €1,103.9 million, and it paid cash dividends of €204.7 million.

Relation of the Statement of Cash Flows to the Balance Sheet and Income
Statement The statement of cash flows explains the change in cash between the beginning
and the end of the period. It also displays the changes in cash from operating, investing, and
financing activities. The following table analyzes the changes in cash for Great Deal (for fiscal
2012) and for Thames (for fiscal 2013). Numbers in parentheses ( ) are subtracted, indicating a
net use of cash.

Changes in Cash for Great Deal (fiscal 2012) and Thames (fiscal 2013)

Great Deal Thames
Cash at the Start of Fiscal 2012 0r 2013 ... oo v i nn i n e e ns $ 498 €1,499.8
Cash Flow from Operations During the Year .. ... ocovvvnvvnenns 2,206 1,155.0
Cash Flow from Investing During the Year ... ....ovvnvennns (540) (565)
Cash Flow from Financing During the Year . ... ..o en (348) (161.8)
Adjustment for Exchange Rate Differences™® . . . ... e 10 32.1
Cash at the End of Fiscal 2012 0r 2013 .. ..o v oo $1,826 €1,960.1

In addition to sources and uses of cash, the statement of cash flows shows the relation
between net income and cash flow from operations. Cash flow from operations exceeds net
income for each of the three years shown for Great Deal. Cash flow from operations is posi-
tive in fiscal 2013 for Thames, even though it reported a loss for that year, and cash flow from
operations exceeded net income for fiscal 2012."

STATEMENT OF SHAREHOLDERS’ EQuUITY

The fourth financial statement presents changes in shareholders’ equity. Firms use various titles
for the statement of shareholders’ equity. For example, Great Deal’s statement, in Exhibit 1.4,
is called Consolidated Statements of Changes in Shareholders’ Equity. while Thames’s state-
ment, in Exhibit 1.8, is called Consolidated Statement of Changes in Shareholders’ Equity and
Minority Interests. This statement displays components of shareholders’ equity, including com-
mon shares and retained carnings, and changes in those components. For example. Great Deal’s
retained earnings changed between February 28. 2012. and February 27, 2013. because Great
Deal earned net income (an increase of $1.317 million) and paid cash dividends (a decrease of
$234 million).

1"Both of these statements begin with net income and make adjustments Lo net income to calculate cash [low
from operations. Chapter 6 discusses these adjustments,

" RBoth Great Deal and Thames operate in several countries, implying that their activities involve multiple curren-
cies. Thames reports a €32.1 million cffect of exchange rate changes and includes that amount in its statement
of cash fows. Great Deal reports the cffects of exchange rate changes as $10 million. This book does not con-
sider the accounting efTects of different currencies or of changes in exchange rales among currencies.

Chapter 6 discusses reasons for the difference between net income and cash flow [rom operations.
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SUPPORTING ScHEDULES AND NOTES

The financial statements present aggregated information, for example, the total amount of
land, buildings, and equipment. Financial reports provide more detail for some of the items
reported in the financial statements. They provide additional explanatory material to help the
user understand the information in the financial statements. The additional material appears in
schedules and notes.

The notes (o the financial statements describe the accounting guidance that the firm uses to
prepare those financial statements. The notes also provide information that claborates on, or
disaggregates, items presented in the financial statements. Understanding a firm’s balance sheet,
income statement, statement of cash flows, and statement ol changes in shareholders™ equity
requires understanding the notes.

SumMMARY: PriNcIPAL FINANCIAL STATEMENTS

The financial statements provide information about a firm’s financial position (balance sheet),
its profitability (income statement), its cash-generating activity (statement of cash flows), and
its changes in shareholders’ equity. The balance sheet reports amounts of assets, liabilities, and
shareholders™ equity at the balance sheet date. The income statement reports the outcome of
using assets to generate earnings during a reporting period and helps explain the change in
retained earnings on the balance sheet between the beginning and end of the period. The state-
ment of cash flows reports the cash inflows and outflows from operating, investing, and financ-
ing activities and explains the change in cash on the balance sheet between the beginning and
end of the period. The statement of shareholders’ equity reports the reasons why the compo-
nents of shareholders’ equity increased or decreased during the reporting period. Users should
read the financial statements in conjunction with the supporting notes and schedules, which
provide additional information to help users understand the {inancial statements.
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Preparing a balance sheet and an income statement. The following information is based on
the annual report of Sargent AG, a German multinational firm. Amounts are reported in
millions of euros (€).

September 30

2013 2012
Balance Sheet Items
ACCOUNESTPAYADLE. «v wies wne vims sen s winss sare sar v win wiee enie e s vy £ 8,382 € 8,443
Property and Equipment (net of accumulated depreciation) .......... 10,555 12,072
Cash and Cash Equivalents. .. .....coniiivne o 4,005 10,214
CommorESEOCk. o oo e ve o Bl §r R T SD NG SR R T A WaRE TS 8,823 8,335
Intangible ASSELS. . vt 17,120 13,074
Other Noncurrent ASSets . . .. oo v i in e e e iinns 3,371 4,370
Long-Term Investment Securities . .....ovvv e inen e 12577 7,998
TIVETTEOTTES 5r puisn srans wees @i sturiiavs Soote SEAls sl Svine Waks soete o3¢ Wbeds e 12,930 12,790
Long-Term Debbis wos cos sram srom 53 93 8905 0w s aien 5004 a5 wiims 6 9,860 13,122
Other Noncurrent Ligbilities. . . v oo v o vinvvnenanenanneas 8,174 9,547
Other Shareholders” Equity Items . . . ..o v v ie i 351 858
Accallints RECEIVaDLe: . s ciose s siim soe aieie seoze s siris sizie sisce s s o 14,620 15,148
Other CurrentAsSels .« c os cni avn s w arere wwsa svws arv mies sres ee s 16,377 11,862
Other Current Fabilities o v vam s e wn i au s wmse s s 33,098 28,939
Retained EArmings . ... cvvvvev i iivurn e saeiiavienans 20,453 16,702
Current Income Taxes Payable .. ......... .o iiiiinnnnn. 2,414 1,582

(continued)
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September 30

2013
Income Statement Items
Cost ofSales:, . v o s vam oo wimse s wivae mom meoh 57 HEHR S5 SR S el a0 £51,572
Trictimie Tax EXPENSE. vs s s s o o s smie winis sians oo suage 803 S §70 4 4wt v 1,192
Other (Nonaperating) EXPenSe . « .. covv v e v arursnmnrr s e 144
GBS (e suamrn s sz tep o oy WS BALE S ST HEE 4 % 6D w G ms s bl ERE S 72,448
Research & Development EXPeMSeS . .« .o vv vt nn s 3,399
Selling, General, and Administrative EXPenses . .. ..w oo cnn et 12,103

a. Prepare a comparative balance sheet as of September 30, 2013 (fiscal 2013), and Sep-
tember 30, 2012 (fiscal 2012) in the format used in Exhibit 1.1. Classify the balance
sheet items into the following categories: current asscts, noncurrent assets, current
liabilities, noncurrent liabilities, and shareholders’ equity. Refer to the Glossary at the
back of the book if you have difficulty with any of the accounts. For each year, verily
that assets equal liabilities plus shareholders’ equity on your balance sheet.

b. Prepare an income statement for the year ending September 30, 2013. Classify income
statement items into revenues and expenses.

¢. Based only on the information given here. did this firm pay cash dividends to its
shareholders during the year ending September 30, 20137 If yes, what is the amount?

Solutions to self-study problems appear at the end of each chapter.

FINANCIAL REPORTING PROCESS

This section discusses participants in the financial reporting process:

1. Managers and governing boards of reporting entities.
2. Accounting standard setters and regulatory bodies.
3. Independent external auditors.

4. Users ol financial statements.

This section also discusses three concepts and conventions that underpin the financial reporting
process:

1. The distinction between recognition and realization.

2. Materiality.

3. The accounting period.

MANAGERS AND GOVERNING BOARDS OF RepoRTING ENTITIES

Firms receive funds from owners with the expectation that managers will use the funds to
increase shareholder value. Managers are agents of the shareholders and have responsibility for
safeguarding and properly using the firm’s resources. Managers establish internal controls (o
ensure the proper recording of transactions and the appropriate measurement and reporting of
the results of those transactions. Shareholders elect a governing board, sometimes called a hoard
of directors. The governing board is responsible for selecting. compensating, and overseeing
managers; for establishing dividend policy: and for making decisions on major issues such as
acquisitions of other firms and divestitures of lines of business. Some governing boards. includ-
ing the boards of publicly traded U.S. firms, have a special committee charged with oversight of
financial reporting.

Managers are responsible for preparing the firm’s financial reports. Tf the firm’s shares
trade publicly, laws and regulations specify the accounting system the firm must follow (for
example, U.S. GAAP or IFRS). Management is responsible for understanding the transactions,
events, and arrangements that it reports in the firm’s financial statements and for properly
applying accounting standards.
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ACCOUNTING STANDARD SETTERS AND REGULATORY BODIES

Firms apply accounting standards to prepare their financial reports. This book considers two
systems of accounting standards, U.S. GAAP and IFRS. This section discusses these two sets
of standards and their regulatory regimes.

U.S. GAAP In the United States the Securities and Exchange Commission (SEC), an agency
of the federal government, has the authority to establish accounting standards. The SEC is also
the enforcement agency for U.S. securities laws. These laws apply to firms that access the public
debt and equity markets of the United States. The SEC enforces the application ol required
accounting standards for U.S. SEC registrants as well as non-U.S. SEC registrants (also called
foreign private issuers). A U.S. SEC registrant is a firm incorporated in the United States that
lists and trades its securities in the United States. A non-U.S. SEC registrant is a firm incorpo-
rated under non-U.S. laws that has filed the necessary documents with the SEC to list and trade
its securities in the United States.

Although it occasionally issues authoritative accounting guidance. the SEC has largely
delegated the task of setting U.S. financial accounting standards to the Financial Accounting
Standards Board (FASB), a private-sector body with seven voting members. FASB members
work full time for the FASB and sever all relations with their previous employers. As the FASB
considers a financial reporting issue, its due-process procedures ensure that it receives input from
constituencies, including preparers of financial reports, auditors, and [inancial statement users.”

Common terminology includes the pronouncements of the FASB in the compilation of
accounting rules, procedures, and practices known as generally accepted accounting principles
(GAAP). The applicable accounting guidance for preparing financial reports of U.S. firms is
U.S. GAAP. The applicable guidance includes, as well, writings of the SEC, consensuses of the
Emerging Issues Task Force (a committee that operates under the oversight of the FASB), and
some pronouncements of the American Institute ol Certified Public Accountants (AICPA, a
prolessional association). From its inception in 1973 until 2009, the FASB issued its major pro-
nouncements in the form of Statements of Financial Accounting Standards (SFAS), with both a
number (for example, SFAS 95) and a title (for example, “Statement of Cash Flows™).

In 2009, the FASB completed a codification project that organized all of U.S. GAAP by
topic (for example, revenues). The FASB Accounting Standards Codification 1s now the source
of U.S. GAAP and can be accessed on the FASB’s Web site. Authoritative guidance is referred
to in terms of its codification section (or ASC for Accounting Standards Codification); for
example, Inventory is in FASB ASC 330; Revenue is in ASC 605; and Research and Develop-
ment is in ASC 730. The FASB issues new authoritative guidance in the form of Accounting
Standards Updates (ASU) that are amendments to the Accounting Standards Codification.

FASB board members make standard-setting decisions guided by a conceptual framework
that addresses the following issues:™

1. Objective of financial reporting. The conceptual framework establishes the objective of
financial reporting as providing information to current and potential investors, creditors,
and others to assist them in making resource allocation decisions.™

)

Qualitative characteristics of accounting information. The conceptual framework establishes
two qualitative characteristics of financial information that enable the information to meet
the objective ol financial reporting. The two characteristics are relevance and representa-
tional faithtfulness:
Relevance. The inlormation should be pertinent to the decisions made by users of finan-
cial statements. This means that the information should have the capacity to affect their
resource allocation decisions.
Representational faithfulness. The information should represent what it is supposed
to represent. This means that the information should correspond to the phenomenen
being reported, and it should be reasonably complete and [ree from bias and error.

Additional information is available on the FASBs Web sife (www.fasb.org). )
* The FASB's conceptual framework is in Statements of Financial Accounting Concepts, available on the FASB’s
Web site

“With one exception, a method of accounting for mventories and cost ol goods sold. the accounting methods
m‘rmiucd or required by U.S. GAAP diller from the methods required for calculating taxable income in the
United States. With the exception of inventories, you should assume there will be significant differences between
lax accounting methods and financial accounting methods under U.S. GAAP and IFRS,
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The conceptual framework also establishes certain features of financial information
that enhance the ability of that information to meet the objective of tinancial reporting.
I Comparability. The information should facilitate comparisons across [irms and over

time. Accounting information is comparable if firms account for similar events and
transactions the same way.

Verifiability. Information is verifiable il knowledgeable and independent observers of
that information reach consensus that a specified depiction of an item is a faithful
representation of that item. Information can be verified in several ways, including, lor
example, direct observation, such as counting the amount of cash or inventory.

[ Timeliness and understandability. In order to be useful for resource allocation decisions,
information must be available to decision makers in time to be capable of influencing
their decisions. Also, decision makers must be able to understand that information.
Financial reports are prepared with the assumptions that users have reasonable business
knowledge and analyze the reports diligently.

3. Elements of financial statements. The conceptual framework defines assets, liabilities, rev-
enues, expenses, and other items. An item can appear in the financial statements only if it
meets these definitions. Items that do not meet these definitions may be disclosed in the
notes.

4. Recognition and measurement prineiples. The conceptual framework defines recognition as
the depiction of an item in words and numbers in the financial statements with the amount
included in the totals. For example, the amount payable to suppliers is a recognized item
that appears as a liability on the balance sheet, and its amount is part of total labili-
ties. Other items in financial reports are not recognized in the financial statements but, if
significant, appear as disclosures in the notes to the financial statements. The conceptual
[ramework specifies criteria that an item must meet in order for it to be recognized in the
financial statements. 1t also describes various ways Lo measure recognized items.

The conceptual framework guides the FASB in setting accounting standards. The con-
ceptual framework is not a rigorous, analytical structure from which the FASB can logically
deduce acceptable accounting methods, however.™

International Financial Reporting Standards (IFRS) At one time, accounting was
a largely jurisdiction-specific activity. This meant that each country developed its own distinct
accounting standards. As a result, firms based in different countries applied ditferent standards
in their financial reports, impeding comparisons of firms by investors and creditors. The glo-
balization of capital markets has increased the need for comparable financial statements across
countries.

The International Accounting Standards Board (IASB) is an independent account-
ing standard-setting entity with voting members from several countries. (As of 2011, there
were |5 voting members; this number is subject to change.) Standards set by the TASB are
International Financial Reporting Standards (IFRS). The IASB’s conceptual [ramework is sim-
ilar to the FASB’s conceptual framework and is used for similar purposes. The IASB began
operating in 2001.* More than 100 countries require or permit firms to use IFRS, or a set of
standards based on or adapted from IFRS. Each of these countries has its own regulatory
arrangements for enforcing the application of IFRS. These enforcement arrangements differ
considerably across countries.

In 2007 the U.S. SEC adopted rules that permit non-U.S. firms that list and trade their
securities in the United States (non-U.S. SEC registrants) to apply IFRS in their financial
reports ftiled with the SEC without any reconciliation to U.S. GAAP. Prior to this rule change,
non-U.8. SEC registrants could use any set of accounting standards to prepare their finan-
cial reports, but they had to reconcile those reported numbers to the numbers that they would
have reported had they prepared the financial statements using U.S. GAAP. The main effect
of the 2007 rule change is to create /we sets of acceptable financial reporting systems in the

“(Chapter 17 discusses the FASB’s conceptual framework more fully.
MThe standards set by its predecessor body, the International Accounting Standards Committee (IASC), arc
called lnternational Accounting Standards (1AS), and IFRS includes them.
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United States, specifically, U.S. GAAP for U.S. SEC registrants and IFRS for non-U.S. SEC
registrants.”

The FASB and IASB have committed to converge their standards. The goal of the conver-
gence process is to eliminate differences between U.S. GAAP and 1IFRS and to improve the
resulting standards. The intention is produce a single set of high-quality financial reporting
standards. In addition, a separate project is under way to converge, complete, and improve the
conceptual frameworks.*

INDEPENDENT AUDITORS

Regulatory bodies require firms whose securities trade publicly to obtain an audit of their
financial reports by an independent exiernal auditor.”” Even if the securities do not trade pub-
licly. financing sources such as banks may require that the firm obtain an independent audit of
its financial reports. An audit involves the following:

1. An assessment of the capability of a firm’s accounting system to accumulate, measure, and
synthesize transactional data.

2. An assessment of the operational effectiveness of the accounting system.

3. A determination of whether the financial report complies with the requirements of the
applicable authoritative guidance.

The auditor obtains evidence for the first assessment by studying the procedures and inter-
nal controls built into the accounting system. The auditor obtains evidence for the second
assessment by examining a sample of actual transactions. The auditor obtains evidence for the
third assessment through a combination of audit procedures. The auditor’s conclusions appear
in the audit opinion. part of the financial report.

Concerns over the quality of financial reporting and auditing have led to government ini-
tiatives in the United States. For example, the Sarbanes-Oxley Act of 2002 established the
Public Company Accounting Oversight Board (PCAOB), which is responsible for monitoring the
quality of audits of SEC registrants. This Act requires the PCAOB to register firms conducting
independent audits; establish acceptable auditing, quality control. and independence standards;
and provide for periodic inspections of registered auditors. In addition, for larger firms whose
shares trade in the United States, the Sarbanes-Oxley Act requires the independent auditor to pro-
vide an assessment of the effectiveness of a firm’s internal control system for financial reporting.

Users ofF FINANCIAL STATEMENTS

Standard setters and securities regulators intend that financial reports provide information that
helps decision makers allocate resources (for example, lend funds or buy shares) and evaluate
the results of their decisions. Financial reporting is not intended to measure firm value or to
provide a/l the information decision makers may need to make resource allocation decisions.
Financial reporting is intended to provide information that is useful in helping decision makers
assess the amount, timing, and uncertainty of future cash flows.

Users of financial statements must have reasonable business knowledge and reasonable
knowledge of the kinds of transactions that firms engage in. They must also have reason-
able knowledge of the financial accounting guidance that firms follow to prepare financial
reports, and reasonable understanding ol the judgments and estimates required to apply those
principles.

‘Non-U.S. SEC registrants could also choose to apply U.S. GAAP. Or they could apply some other accounting
standards (not IFRS and not U.S. GAAP) and reconcile the resulting numbers to U.S. GAAP. As this book

_Zoes to press, the SEC has not decided whether to permit or require U.S, SEC registrants to apply [FRS.
,'151 .,

ceilic information about convergence activities appears on the FASBs Web site (www.fasb.org) and on the
Vls\SH‘s Web site (www.ifrs.org). Chapter 17 summarizes some of the differences between U.S. GAAP and IFRS.
Employees of a firm may also conduct audits (called internal audits). The employees’ knowledge and familiarity
W ?lh the activities of their firm enhance the quality of the audit work and increase the likelihood that the audit
Will generate suggestions for improving operations.
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Recognition and realization arc two fundamental accounting concepts. We have previously
described recognized items as being depicted in words and numbers on the face of the financial
statements, with their amounts included in the totals. ltems must meet certain conditions in
order for them to be recognized.” Realization refers to converting a noncash item to cash. An
example of a realized event is collecting cash on an account receivable.

Accounting conventions recognize many accounting items (that is, include them in the
financial statements) before the firm realizes them (that is, converts them to cash). To illustrate,
suppose a firm ships an item for $1,000 on account, payable in 30 days, to a creditworthy cus-
tomer. The firm recognizes revenue when it ships the goods but realizes revenue when it collects
the cash.

Materiality captures the notion that financial reports need not include items that are so
small as to be meaningless to users. Immaterial items do not appear in the financial reports.
No precise quantitative materiality threshold exists, so financial statement preparers must apply
judgment to decide whether a given item is immaterial.

The accounting period convention refers to the length of financial reporting periods. Most
business activities do not divide into distinguishable pieces. For example, a firm acquires a plant
and uses it in manufacturing products for 30 years. A firm purchases delivery equipment and
uses it to transport merchandise to customers for five years. Because there is no natural stop-
ping point in business activities, the convention is to prepare financial statements for periods of
specified length. This approach facilitates timely comparisons and analyses among firms.

An accounting period (also called a reporting period) is the time between two successive bal-
ance sheet dates. Balance sheets prepared at the end of the day on December 31 of one year
and at the end of the day on December 31 of the next year bound a calendar-year accounting
period. The December 31 balance sheet is also the beginning balance sheet for the next year.
Balance sheets prepared at the end of the day on November 30 and at the end of the day on
December 31 bound a one-month accounting period —the month of December.

Some firms use the calendar year as the accounting period, while others use a
natural business year that coincides with changes in the level of operating activities. For exam-
ple, firms often cstablish their year-end as the point in time when inventories are at their lowest
level, Retailers, like Great Deal, use a year-end close to the end of January or February, the
natural end of the holiday sales season. The ending date of a natural business year is therefore
associated with the activities of the particular firm’s business,

Firms may prepare interim reports for periods shorter than a year. Preparing interim reports
does not eliminate the need to prepare an annual report. Firms with publicly traded securities
in the United States must prepare and file with the SEC quarterly reports as well as annual
reports. Firms file quarterly reports on SEC form 10-Q (the 10-Q report) and file annual
reports using SEC form 10-K (the 10-K report). Some firms use the 10-K report as their annual
report to sharcholders. Other firms incorporate the 10-K report into their annual report. Still
others preparc a separate annual report to sharcholders in addition to the 10-K report.

ACCOUNTING METHODS FOR
MEASURING PERFORMANCE

Many operating activities start in one accounting period and finish in another. For example, a
firm may acquire a building in one period and use it in operations for 30 years. Firms may pur-
chase merchandise in one accounting period, pay for it in a second, sell it in a third, and collect
cash from customers in a fourth. Cash collection can precede the sale of merchandise, as occurs
when customers make advance payments, or follow it, as occurs with sales made on account.
Measuring performance for a specific accounting period requires measuring the amount of

*For example, Chapter 4 discusses the recognition criteria for items to be included as assets and liabilities on the
balance sheet. Chapter 8 discusses the criteria for recognizing revenues on the income statement.




Accounting Methods for Measuring Performance

revenues and expenses {rom operating activities that span more than one accounting period.
The (ollowing are two approaches to measuring operating performance:

1. The cash basis of accounting.

2. The accrual basis of accounting.

CasH Basis oF ACCOUNTING

Under the cash basis of accounting, a {irm measures performance from selling goods and pro-
viding services as it receives cash from customers and makes cash expenditures to providers of
goods and services. To understand performance measurement under the cash basis of account-
ing, consider the following information.

Example 3 Joan Adam opens an art supply store (Adam-Art Supply) on January 1, 2013.
The financing of the store consists of €1350.000 in cash, provided by Joan in exchange for all
the common stock of the firm. The firm rents space on January 1 and pays two months” rent of
€14,000 i advance. During January it acquires merchandise costing €140,000, paying €86.000
in cash and acquiring the rest (€54.000) on account for payment in February. Sales to custom-
ers during January total €140,000, of which €114,000 is for cash and €26,000 is on account
for collection in February and March. The cost of the merchandise sold during January was
€42.,000. The firm paid €25,000 in salaries.

Using the cash basis of accounting, the firm records sales as it receives cash. Income is cash
receipts less cash disbursements for goods and services. Adam-Art Supply made €140.000 in
total sales during January, but it records performance equal to cash receipts of €114,000. It
will record the remaining €26.000 as performance when customers pay the amounts owed in
later months. The firm acquires merchandise costing €140,000 during January but pays €86,000
cash to suppliers. Under cash-basis accounting, the performance measure subtracts only the
cash paid from cash receipts. The firm also subtracts January’s cash expenditures for salaries
(€25.000) and rent (€14.000), even though it paid the rent for both Janvary and February. Cash
expenditures for merchandise and services (€125.000 = €86.000 + €25.000 + €14.000) exceeded
cash receipts from customers (€114,000) during January by €11,000:

Cash Inflows
Cash Receipts from CUSLOMETS . . . vttt i e e e e e et s s st e it s n e asans € 114,000
Total Cash InflomWS . o o o o e e e e e e 114,000

Cash Qutflows

Ganh Patd FOTRBIAT i vrvvs comn soatv ime v 2o avive wite 900 %00 BAI0e e 4 5 04 AAE WSS MRS MENE O ¥ (14,000)
Cash Paitl for MerChandise: s vas s s on sos o £ 300 oem 0o ©va 55 o Da 0 50 avs (86,000)
Cash Palt T SAlAEIES - o core sens murr sur mms seim s 3 60 EE WAE BA W 6B B0 Ba0 Rl 895 S 25,000)
Total Cash Outflows . .o oo e e e (125,000)
Net Cash FLOW . . . .ot e et e e e e e e e e € (11,000)

As a basis for measuring performance for a particular accounting period, the cash basis of
accounting has three weaknesses.

1. The cash basis does not match the cost of the ellorts required to generate inflows with the
inflows themselves. Cash outflows of one period can relate to operating activities whose
cash inflows occur in preceding or succeeding periods. For example, the store rental pay-
ment of €14,000 provides rental services for both January and February. Yet the cash basis
subtracts the [ull amount in measuring performance during January and none for Feb-
ruary. As a result, February's performance will look better than January’s for no reason
excepl the timing of cash payments for rent.

The cash basis does a better job of matching the cost of the efforts required in generat-
ing inflows with the inflows themselves over a longer period than over a shorter period. For
example, if Adam-Art Supply calculates cash-basis performance over nve months, January
and February, the €14,000 cost of rental services exactly matches the period over which
the firm receives the benefits. Delaying performance measurement is not a good solution,
however, because users of financial statements want timely information and because of the
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reasons given in the description of the accounting period convention—business activities
do not divide neatly into discrete projects and discrete periods.

2. The cash basis separates the recognition of revenue from the process of earning those
revenues. A firm should recognize revenues when it earns them by delivering goods and
services to customers. Delivery often occurs before the firm collects cash from customers.
Waiting to recognize revenues until the firm collects cash results in reporting the effects of
operating activities one or more periods after the critical revenue-generating activity—the
customer’s purchase of goods and service—has occurred. For example, sales to customers
during January by Adam-Art Supply were €140.000. Under the cash basis, the firm will not
recognize €26.000 of this amount until it collects the cash in February or later.

3. Performance measured using the cash basis is sensitive to the timing of cash expenditures.
For example, the cash-basis measure reduces the performance for Adam-Art Supply in
January by the entire €14,000 cash payment for rent, even though the firm will benefit from
the results of those expenditures for two months in the [uture; A delay of even a few days
in cash expenditures near the end of the accounting period will increase earnings for that
period.

AccruaL Basis oF ACCOUNTING

The acerual basis of accounting recognizes revenue when a firm sells goods (manufacturing
and retailing firms) or renders services (service firms). And it recognizes expenses in the period
when the firm recognizes the revenues that the costs helped produce. Thus accrual accounting
attempts to match expenses with revenues. When the usage of an asset’s future benefits does not
maltch with particular revenues, the firm recognizes those costs as expenses in the period when
the firm uses the benefits.

Example 4 Under the accrual basis of accounting, Adam-Art Supply recognizes, for January
2013, the entire €140,000 of sales during January as revenue, even though it has received only
€114,000 in cash by the end of January. The firm reasonably expects to collect the remaining
accounts receivable of €26,000 in February or soon therealter. The sale of the goods, rather
than the collection of cash from customers, triggers the recognition of revenue. The merchan-
dise sold during January cost €42,000. Recognizing this amount as an expense (cost of goods
sold) matches the cost of the merchandise sold with revenue from sales of those goods. Of
the advance rental payment of €14,000, only €7.000 applies to the cost of benefits consumed
during January. The remaining rental of €7,000 purchases benefits for the month of Febru-
ary and will therefore appear on the January 31 balance sheet as an asset. Unlike the cost of
merchandise sold, January’s salaries and rent expenses do not match January revenues. These
costs become expenses of January to the extent that the firm consumed salary and rent services
during the month. Using the accrual basis of accounting, Adam-Art would report January net
income of €66,000:

Sales REVBMR S cu & o Sk S0l 5% £3 5 04 ©4% D35 WU 0% SR OO S R 6 W ST TR i €140,000
Cost 6f GOOES SO, » <o v svis vrin e o mie = et B b ST B T S sl e Biee s s (42,000)
RENE EXPENSE L oottt it it it et st (7,000)
SHATIES BRABHEE soo wa wusss svmrs sosii s 158 o 5 wiiews Soimss e s0076 eTens eTwus aie @ ese meIe Kewis sSess (25,000)

NEETHCHMES wom e o wvas oo soves oo, 00 @ a9 Avais Wiome SI6TR W@eR DOt S560H TREG D@ FOOI8 AWAUS SEME £ 66,000

The accrual basis of accounting illustrates the matching convention: it matches expenses
with their related revenues by subtracting their amount in measuring performance. The accrual
basis focuses on revenues and expenses in measuring performance. This measure of perfor-
mance is independent of whether the firm has collected cash for the inflows from generating
revenues or spent cash for the outflows from the expenses.

The accrual basis of accounting provides a better measure of January operating perfor-
mance for Adam-Art Supply than does the cash basis, [or two reasons,

1. Revenues more accurately reflect the results of sales activity during January than does cash
received [rom customers during that period.

2. Expenses more closely match reported revenues than expenditures match receipts.




Solutions to Self-Study Problems

The accrual basis also provides a superior measure of performance for future periods
because activities of future periods will bear their share of the costs of rent and other services
the firm will consume.

Most firms use the accrual basis of accounting. From this point on, all discussions assume
use of the accrual basis.
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§ 1.2 FOR SELF-STUDY
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Cash versus accrual basis of accounting. Thompson Hardware Store commences
operations on January 1. 2013, when Jacob Thompson invests $30,000 for all of the
common stock of the firm. The firm rents a building on January 1 and pays two months’
rent in advance in the amount of $2.000. On January 1 it also pays the $1.200 premium
for property and liability insurance coverage for the year ending December 31, 2013. The
firm purchases $28,000 of merchandise inventory on account on January 2 and pays
$10,000 of this amount on January 25. On January 31 the cost of unsold merchandise
is $15,000. During January the firm makes cash sales to customers totaling $20,000
and sales on account totaling $9,000. The firm collects $2,000 from these credit sales by
the end of January. The firm pays other costs during January as follows: utilities, $400;
salaries, $650; and taxes, $350. What are Thompson Hardware Store’s revenues, expenses,
and income for January, assuming (1) the accrual basis of accounting and (2) the cash
basis of accounting?

SUMMARY

This chapter shows how business activities relate to the financial statements. The chapter
provides a broad overview of the four basic financial statements. Later chapters examine the
concepts and procedures underlying each statement. This chapter also describes the financial
reporting process and introduces U.S. GAAP and [FRS.

Now we turn to the study of financial accounting. To comprehend the concepts and pro-
cedures in the book. you should study the numerical examples presented in each chapter and
prepare solutions to several problems, including the self-study problems.

SOLUTIONS TO SELF-STUDY PROBLEMS

SUGGESTED SOLUTION TO PROBLEM 1.1 FOR SELF-STUDY
(Preparing a balance sheet and an income statement using data of Sargent AG)

a. Balance sheet for years ended September 30, 2013, and September 30, 2012.

September 30

2013 2012
Assets
Cash and Cash EQUivalents . . . . . cvuvie oo a e e e ans £ 4,005 £€10,214
ACCOUNES ReCeiVable . . .t o ot e e e e e e e e e e e e e e e e e e 14,620 . 15,148
J T30 =L P 12,930 12,790

(continued)




28

Chapter 1 Introduction to Business Activities

September 30

2013 2012

Other CUMRTEINSEEES v wos wis s wasn 0um 3oy oy sows Bl ool o w'd B § 8 o 16,377 11,862

Total Current Assets . o oo it i e e e e e e e e 47,932 50,014
Property and Equipment (net of accumulated depreciation) . . ............. 10,555 12,072
Intangible Assets . . ..o vt e 17,120 13,074
Long-Term Investment Securities. .. ...ttt it 12,577 7,998
Other NoREUrTant ASSEESE & v e wrame smvie wars ey wvese are aiie o4 o 6 @eva B 3,371 4,370

Total NOTCUTTEHE ASSBES « v cnm o wars oy ooss oo B 655 Bl S Seed 43,623 37,514

Total ASSes v cus 63 aiem oae H95 U0 0 S50k §908 Br e e mee e en et £91,555 €87,528
Liabilities and Shareholders’ Equity
Accounts Pavable . . ... .o e € 8,382 € 8,443
Current Tncone:Taxes Payablerccn vow vuos v o v o 3 55 wea wem omeme wise voes 2,414 1,582
PEher CUmant ITaBilitIes.: von v e sm an s w5 e 8 En oA BEE Des 0 Ga 33,008 28,939

Total Current Liabilities. . . . o oot i e e e 43,894 38,964
Long-Term Debt . . .. L. e 9,860 13,128
Other Noncurrent Lighilities . . ..o oo e e 8,174 9,547

Total Noncurrent Liabilities . . . . . o0 o o i e e e e e e e 18,034 22,669

Total [Tabilitiesi « iw wss scims wnn o o oo sves v oot v 08 S8 S % i 4 61,928 61,633
COMTBTBEOEK o om v i vt v ima 5 53 5 6% Ba3 03 s 0005 DS Sk ok 5 o5 3 8,823 8,335
Retained Earnings. . . ..ot i i e 20,453 16,702
Other Shareholders’ Equity Ttems. .. .. ... ..ot 351 858

Total Shareholders” Equity . . . .. oot 29,627 25,895

Total Liabilities and Shareholders’ Equity. . . . ... ... o, €91,555 £87,528

Assets = Liabilities + Shareholders” Equity
Fiscal 2013: €91,555 million = €61,928 million + £29,627 million
Fiscal 2012: €87,528 million = €61,633 million + £€25,895 million
b. Income statement for year ended September 30, 201 3:

T 1 €72,448
COSEOESALER one o o wows owscn s whemi e & 4 o G HGRe SR R SN SRS TR B WR D (51,572)
Research and Development Expenses . .. ... .o ittt v, (3.399)
Selling, General, and Administrative Expenses . . ........vtiie ... (12,103)
Operating Profit . ..ot e 5,374
Other (Nonoperating) EXpense. ... ..ottt e e et (144)
Earnings Before Income TaXes . . . ..ottt iu it i e 5,230
THEOmE TRGEXIEIES: wors wu wmwm wvi s on wois woid s26% Wt WU W TR 65 6T BB S (1,192)
NEETRHEGHTE « wuw o aves wume wiey i 7 0 pios QR 500 55003 SO0 39S 00 & £ 500 D00 €40 - € 4,038

c. Yes. The change in Retained Earnings is €3,751 million, and Net Income is €4.038 million.
Based on this information only, dividends are €287 million (= €4,038 — €3.751).

SUGGESTED SOLUTION TO PROBLEM 1.2 FOR SELF-STUDY

(Thompson Hardware Store: cash versus accrual basis of accounting)

Calculation of revenues. expenses, and income for January 2013 under the cash basis and

acerual basis of accounting:




Revenues .. ....... i

Expenses:

INSURAMCE : wiost voos s ¥ o weme e wu v o8 S8 ovld
Costsof Inventory. . ... ..ot einannn
UBilEeS. oo e et e
Salaries. . .o e e

TORELERFRSES s s yovs i mom sy 7w £ wvaii s
Net TREOMEB - o v s o v ol g Os ool Ba

IKey Terms and Concepts

Cash Basis  Accrual Basis

................ $22,000 $29,000
................. $ 2,000 $ 1,000
................. 1,200 100
................. 10,000 13,000
................. 400 400
................. 650 650
................. 350 350
................. $14,600 $15,500
................. $ 7,400 $13,500

KEY TERMS AND CONCEPTS

Goals

Strategies

Financing

Sharcholders, stockholders

Publicly traded

Dividends

Creditors

Investing activities

Operating activities

Annual report to sharcholders

Management’s Discussion and Analysis
(MD&A)

Fiscal year

Monetary amount

Balance sheet or statement of financial
position

Assets

Liabilities

Sharcholders’ equity

Retained earnings

Historical amount

Current amount

[ncome statement or statement of profit
and loss

Net income, earnings, profit

Net loss

Revenues, sales, sales revenue

Expenses

Statement of cash flows

Capital expenditures

Statement of sharcholders’ equity

Schedules and notes

Financial reporting process

Managers

Governing board

Securities and Exchange Commission (SEC)

U.S. SEC registrant

Non-U.S. SEC registrant, foreign private
issuer

Financial Accounting Standards Board
(FASB)

U.S. GAAP (generally accepted accounting
principles)

Statements of Financial Accounting
Standards ( SFAS)

Accounting Standards Codification

Conceptual framework

Relevance

Representational faithfulness

Comparability

Verifiability

Timeliness

Understandability

Recognition

Disclosure

International Accounting Standards Board
(IASB)

International Financial Reporting
Standards (IFRS)

Convergence

Audit opinion

Sarbanes-Oxley Act

Public Company Accounting Oversight
Board (PCAOB)

Realization

Materiality

Accounting period convention, reporting
period

Natural business year

Cash basis of accounting

Accrual basis of accounting

Matching convention
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