ACCOUNTING STANDARDs ORIGINAL |
Issued

ACCOUNTING Curr
STAN DARDS GENERA

SIXTH
EDITION



REVISED SIXTH EDITION

A. N. MOSICH, Ph.D., C.P.A.

Ernst & Whinney Professor of Accounting
University of Southern California

McGraw-Hill Book Company

.  New York | St LouE™T™%an Francisco | Auckland | Bogotd | Caracas
Colorado Springs | Hamburg | Lisbon | London | Madrid | Mexico | Milan
Montreal | New Delhi | Oklahoma City | Panama | Paris | San Juan

8éo Paulo | Singapore | Sydney | Tokyo | Toronto



Intermediate
Accounting

Copyright © 1989, 1986, 1982, 1978, 1974, 1968, 1963 by McGraw-Hill, Inc.
All rights reserved.

Printed in the United States of America.

Except as permitted under the United States Copyright Act of 1976,

no part of this publication may be reproduced

or distributed in any form or by any means,

or stored in a data base or retrieval system,

without the prior written permission of the publisher.

All personal and company names used in this work are intended to be fictitious
and, accordingly, any similarity to any living person or actual company
is purely coincidental, except where indicated.

1234567890 VNHVNH 89432109

ISBN 0-07-041855-1

This book was set in Times Roman by York Graphic Services, Inc.
The editors were Raobert D. Lynch and Larry Goldberg;

the designer was Nicholas Krenitsky;

the production supervisor was Janelle S. Travers.

The drawings were ‘done by York Graphic Services, Inc.

The cover photograph was taken by DeMarco/Tomaccio.

Von Hoffmann Press, Inc., was printer and binder.

Library of Congress Cataloging-in-Publication Data

Mosich, A. N.

Intermediate accounting.

Includes index.

1. Accounting. 1. Title.
HF5635.M8754 1988 657'.044 88-27140
ISBN 0-07-041855-1



Preface

xviii

The revised sixth edition of Intermediate Accounting is designed for use in an
intermediate-level financial accounting course following the introductory course in
financial accounting. The book may be used in a two-semester or a three-semester
course, or in a single course at the graduate level. The emphasis throughout is on
underlying concepts and on analysis of the problems that arise in the application of
the concepts to financial accounting. Appropriate attention is given to the use of
accounting information as a basis for decisions by management, stockholders, cred-
itors, and other users of financial statements.

The revised sixth edition reflects the dramatic changes that have been occur-
ring in the development and application of accounting principles, with special atten-
tion to the pronouncements and cxposure drafts of the Financial Accounting Stan-
dards Board and the Securities and Exchange Commission. In particular, the new
FASB requirements in the areas of accounting for income taxes, statement of cash
flows, and accounting for the effects of price change have been incorporated.

Features of This Edition

Four chapters have been significantly updated to include relevant pronouncements
by accounting rule-making bodies. These pronouncements have been incorporated
in this new edition in a manner that we consider pedagogically sound. Discussion of
the economic consequences of new accounting principles has been expanded, and
many illustrations have been added or strengthened.

For the sixth edition we prepared a new chapter, ‘‘Revenue and Expense Rec-
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ognition; Income Measurement and Reporting,’” following the introductory chap-
ters on accounting principles and information processing. We consider the concepts
involved in the recognition of revenue and expenses (including gains and losses) as
providing a useful foundation for much of the discussion in subsequent chapters
dealing with the measurement of assets and liabilities. Because we place this new
chapter early in the text (Chapter 3), our illustrations of revenue recognition situa-
tions are designed to cover the important concepts without unnecessary complexi-
ties. In this new chapter we cover revenue and expense recognition issues for ser-
vice industries as well as for trading and manufacturing enterprises. Because
revenue and expenses are the primary determinants of net income, we conclude with
a discussion of income measurement concepts and special problems accountants
face in the reporting of income.

The subject matter in Chapter 3 made it possible for us to present the discus-
sion of financial statements in a single chapter (Chapter 4), thus maintaining this
edition at 25 chapters. Chapter 4 also includes a section on ‘‘Additional Disclo-
sures,”” with special emphasis on reports filed with the Securities and Exchange
Commission and annual reports issued to shareholders by publicly owned corpora-
tions.

Many additional topics have been incorporated in this edition. These include,
for example, a discussion of standards overload, ‘‘Big GAAP,”” and ‘‘Little
GAAP”’; double-extension and link-chain techniques for estimating inventories
under dollar-value lifo; depreciation for income tax purposes under the Accelerated
Cost Recovery System (ACRS); unrealized intercompany profits in the application
of the equity method of accounting for investments in equity securities; zero-coupon
and deep-discount bonds; extinguishment of bonds through debt-equity swaps and
in-substance defeasance; induced conversion of convertible debt (FASB Statement
No. 84); contingent stock warrants issued to customers and junior stock issued to
employees; effective yield test for determining common stock equivalency of con-
vertible securities (FASB Statement No. 85); reporting a change in the reporting
entity as a result of pooling-type business combinations; and the statement of
changes in financial position on the cash concept that highlights operating, invest-
ing, and financing activities.

The financial section of the annual report of Walt Disney Productions is in-
cluded in an Appendix at the end of Chapter 4, and reference is made to it in many
of the subsequent chapters. The tables of present values and future amounts are
included in an Appendix at the end of Chapter 5.

This edition also features innovative use of color to facilitate the learning
process. The number of exercises and problems has been expanded significantly in
many of the chapters. We have made a strong effort to cover all new topics added in
the revised sixth edition in the questions, exercises, cases, and problems. The first
exercise in each chapter consists of a series of multiple-choice questions, many
adapted from recent Uniform CPA Examinations.

Organization of Subject Matter

We have organized the book in six parts to give focus to the subject matter and to
provide a psychological benefit to students by making the contents more digestible.
This arrangement should facilitate for instructors the planning and presentation of
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the subject matter and make it easier for students to learn and retain the concepts and
procedures presented. A description of the contents of the six parts follows.

Part 1: Basic Concepts and Financial Statements (Chapters 1-5). The first
part includes an overview of accounting principles and professional practice, a
concise summary of the accounting process, recognition of revenue and expenses,
financial statements and additional disclosures, and the application of present and
future value concepts to financial accounting measurements. Chapter 1 places in
perspective the development and application of accounting principles. The student
is introduced to the issue of ‘‘standards overload’’ and to the debate between sup-
porters of a single body of accounting standards and the advocates of ‘‘Little
GAAP”’ and “‘Big GAAP.”’ Increased emphasis is given to the objectives of finan-
cial statements, to the conceptual framework project of the FASB, to the economic
consequences of accounting principles, and to the role of the SEC in stressing
timely and relevant disclosure and in protecting investors. The review of basic
data-collecting processes in Chapter 2 reinforces the student’s understanding of
fundamental recording, classifying, and summarizing procedures. This chapter in-
cludes a new section on the type of analysis required for the preparation of correct-
ing entries. The background developed in the first two chapters leads to a considera-
tion in Chapter 3 of the revenue and expense recognition principles on which
income measurement is based. Special problems in income reporting also are in-
cluded in this chapter; financial statements and additional disclosures are covered in
Chapter 4.

The discussion in these early chapters (and throughout the book) is not limited
to a description of acceptable practices. We believe it is important at this stage in
accounting education to encourage students to evaluate accounting principles criti-
cally and to make them aware of the conflicts and shortcomings that exist in the
traditional structure of accounting theory. At the same time, it is important to
provide students with an analytical foundation for making this evaluation and to
stress that many controversial areas in financial accounting frequently revolve
around the economic consequences of accounting principles. To this end, the criti-
cal evaluation of accounting concepts is correlated with the Statements of the Finan-
cial Accounting Standards Board, the Opinions and Statements of the Accounting
Principles Board, and the Financial Reporting Releases and Staff Accounting Bul-
letins of the Securities and Exchange Commission.

The first four chapters of the book constitute an overview of the accounting
process and financial statements and are designed to provide a gradual transition
from the introductory course in financial accounting to the more rigorous level of
analysis in subsequent chapters of this book.

The final chapter in Part 1 addresses the concepts of present and future values
of cash flows. The early introduction of this material enables us to make appropriate
use of present and future value concepts for receivables and liabilities, for the
acquisition of plant assets, for investments in bonds and promissory notes, for
amortization of bond discount and premium, and for pension plans and leases.

Part 2: Working Capital (Chapters 6—10). The second part of the book ad-
dresses the accounting for cash and short-term investments, receivables, invento-
ries, current liabilities, and contingencies. The discussion and illustrations of ac-
counting for investments in short-term securities have been expanded and made
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more efficient. The components of electronic banking are described with the pur-
pose of introducing students to computer-induced changes in handling cash transac-
tions.

The section on the use of receivables to accelerate cash inflows has been
expanded and updated to conform to the requirements of FASB Statement No. 77,
‘‘Reporting by Transferors for Transfers of Receivables with Recourse.’” The dis-
cussion and illustrations of accounting for notes receivable have been extensively
revised.

The two chapters on inventories have been expanded and updated. For exam-
ple, the double-extension and link-chain techniques of applying the dollar-value lifo
method have been added, and the section on accounting for construction-type con-
tracts has been rewritten. Included is a discussion of input and output measures of
degree of performance on contracts and an evaluation of accounting practices for
construction-type contracts. Accounting for contingencies, notes payable, and other
current liabilities has been reorganized and improved, and a new tabular summary
of different types of contingencies has been provided.

Part 3: Long-Term Assets and Liabilities (Chapters 11-15). This part 1nc1udes
chapters on plant assets and depreciation, intangible assets, long-term investments,
and long-term liabilities. New material is included relative to accelerated deprecia-
tion computations and the use of ACRS for income tax purposes. Coverage of
natural resources and depletion has been expanded to include a discussion of the
successful efforts and full cost methods of accounting by oil and gas enterprises.

The chapter on long-term investments includes an expanded treatment of the
equity method of accounting for equity securities. Among new topics are: unreal-
ized intercompany profits, retroactive application of the equity method of account-
ing, market value method of accounting for the conversion by investors of bonds to
common stock, and long-term receivables.

We have attempted to sharpen the relationship of long-term investments to
long-term debt. Accounting for zero-coupon bonds, debt-equity swaps, in-
substance defeasance of debt, and restructured debt has either been added or signifi-
cantly expanded. The illustration of the type of analysis required for a refunding
decision (a financial management topic) has been deleted from the current edition.

Part 4: Stockholders’ Equity (Chapters 16—18). The coverage of accounting
topics unique to corporations is again presented in three chapters. The first chapter
includes the accounting for the traditional issues relating to paid-in capital, retained
earnings, and dividends. In the second chapter, we have significantly revised the
discussion of stock warrants, convertible securities, and employee capital accumu-
lation plans. New sections have been added on contingent stock warrants to custom-
ers, market value method of accounting by the issuer for the conversion of bonds to
common stock, induced conversion of convertible bonds, accounting for terminated
stock options, and accounting for junior stock. The accounting for employee stock
ownership plans (ESOP) is now illustrated with journal entries and the coverage of
stock option plans has been updated and made more cohesive.

Part 4 concludes with consideration of accounting for treasury stock and earn-
ings per share. These two subjects are combined in this chapter for two reasons—to
achieve a better balance of learning modules in this part of the textbook and to
emphasize the importance of treasury stock transactions and the ‘‘treasury stock
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method’” for outstanding stock options and stock warrants in the computation of
primary and fully diluted earnings per share. Developments in the areas of ‘‘hostile
corporate takeovers,”’ ‘‘greenmail’’ payments to corporate ‘‘raiders,”’ ‘‘tender of-
fers’’ for large amounts of outstanding capital stock, and the ‘‘effective yield”’
method to test the common stock equivalency of convertible securities are incorpo-
rated in this chapter.

Part 5: More Complex Accounting Topics (Chapters 19—22). The chapters in
this part are grouped together because they address some of the more specialized
and challenging financial accounting topics. Separate chapters are devoted to the
accounting for employee pension plans, leases, and income taxes. Chapter 19 fully
incorporates FASB Statement No. 87, ‘‘Employers’ Accounting for Pension
Plans.”’ The final chapter includes three topics—changes in accounting principles
and estimates, correction of accounting errors, and the preparation of financial
statements from fragmentary accounting records.

Among the improvements we have made in this part are the following: (1) sub-
stantial rewrite and expansion of discussion of defined benefit pension plans;
(2) presentation of differing views on nature of pension liabilities; (3) expanded
amortization and funding tables to illustrate more typical measurement of pension
expense; (4) new illustration of accounting for a legal obligation for unfunded past
service cost; (5) expanded coverage of accounting for sales-type leases and addi-
tion of discussion of the effect of investment tax credits retained by lessors; (6)
more complete discussion of income taxes for interim periods and the new FASB
Statement No. 96; and (7) a new section illustrating a change in the reporting
entity.

Part 6: Analytical Procedures and Statements (Chapters 23-25). The final
part consists of three chapters on special financial statements (statements of cash
flow, constant-purchasing power and current-cost financial statements), the new
FASB Statement No. 89, and the analysis and interpretation of financial state-
ments. Special emphasis is given to the impact of inflation on financial statements
and on business decisions. The chapter on the statement of cash flow has been
thoroughly revised. Emphasis is given to the new reporting requirements of FASB
Statement No. 95 and to a new statement format that highlights operating, invest-
ing, and financing activities of business enterprises.

Features Carried Forward from Prior Edition

A continuing feature of this edition is the accompanying Test Bank (formerly called
Examination Questions) with test material arranged on a chapter-by-chapter basis.
This booklet contains true or false and multiple-choice questions and numerous
short problems for each chapter. It should be a most useful source for instructors
who prepare their own examinations and emphasize specific chapters or topics.
Answers for the questions and short problems are provided in the booklet.

An especially useful supplement carried forward from the prior edition is a
Study Guide prepared by the authors and designed to help students measure their
progress by immediate feedback. The Guide contains an outline of the most impor-
tant points for each chapter, plus a variety of objective questions and short exer-
cises. Answers to the questions and short exercises appear at the end of each chapter
of the Guide to help students evaluate their understanding of the topics covered in
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IEEEERNNNER the text. The Appendix of the Study Guide includes check figures for selected

exercises in the text.

The Instructor’s Manual, written by Prof. Talmadge C. Tillman, Jr., of Cali-
fornia State University, Long Beach, again has been prepared for use with the
revised sixth edition of Intermediate Accounting. 1t is available at no cost to in-
structors. The Manual includes for each chapter a description of all available as-
signment materials (problems, cases, exercises, and review questions), suggested
assignments, objectives of the chapter and suggested teaching approach, review of
the subject matter of the chapter, selected multiple-choice questions from recent
CPA Examinations, and a suggested list of supplementary readings.

Also continued from the prior edition is a two-volume set of partially filled-in
working papers, a comprehensive package of transparencies for problem solutions,
and (inside the text covers) a list of check figures for problems.

Questions, Exercises, Cases, and Problems

An expanded amount of learning and assignment material is provided at the end of
each chapter. This material is divided into four groups—questions, exercises,
cases, and problems.

The questions are intended for use by students as a self-testing and review
device to measure their comprehension of key points in each chapter. Many of the
questions are provocative, which makes them suitable for written assignments and
class discussion.

Exercises generally cover a specific point or topic and do not require extensive
computations. Instructors may use the exercises for homework assignments, for
class discussion, and for examination purposes. We have class-tested all exercises
included in this edition.

Cases generally require analytical reasoning but involve little or no quantitative
data. In these cases, students are required to analyze business situations, to apply
accounting principles, and to propose a course of action. However, they are not
required to prepare lengthy working papers or otherwise to manipulate accounting
data on an extensive scale. The cases also have been class-tested and are an effec-
tive means of encouraging students to take positions in the evaluation of controver-
sial accounting issues. A number of the cases have been adapted from Uniform CPA
Examinations. The cases and questions are especially recommended as a means of
sharpening students’ skills in communicating accounting concepts and in weighing
the merits of opposing arguments.

Many of the problems are new, and most of the problems carried over from the
preceding edition have been updated and revised. Special attention has been given
to the inclusion of an adequate number of short problems in each chapter. The
problems range in difficulty from easy to strong. Most of the problems in the
Accounting Theory and Accounting Practice sections of recent Uniform CPA Ex-
aminations that are appropriate to intermediate accounting are included, although
many have been considerably modified. In addition, several problems in each chap-
ter are designed especially to demonstrate the concepts presented in the theoretical
discussion included in the chapter. (Problems adapted from the Uniform CPA Ex-
amination are not identified in the text because we have selected such problems
solely for their ‘‘learning value’’ and because many of them have been altered to
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conform to the contents of the chapter and to subsequent changes in accounting
principles. However, we identify the problems adapted from the Uniform CPA
Examination in the Instructor’s Manual.)

Helping Students to Achieve Proficiency in Solving
Professional Level Problems

A feature of this edition is the inclusion of a large number of short problems closely
correlated with the text material. The gradation in difficulty is carefully tailored to
aid the student in a smooth progression from introductory accounting to a profes-
sional level of achievement.

A List of Key Figures is provided for problems. The purpose of the list is to aid
students in verifying problem solutions and in discovering errors. The list appears
on the inside covers of the book.

Two sets of partially filled-in working papers are available. One set is designed
for problems in Chapters 1 through 13, and one set for problems in Chapters 14
through 25. On these working papers, the company names, problem numbers, nu-
merous headings, and some preliminary data (such as trial balances) have been
entered to save student time and to facilitate rapid review by the instructor. Use of
partially filled-in working papers permits assignment of a larger variety of problems
and reduces student frustration in deciding on appropriate solution format.

Transparencies of Problem Solutions

Transparencies are available for most problems, to be used by instructors who wish
to display in a classroom complete solutions to problems. For longer, more complex
problems, the transparencies are an effective means of showing desired organization
and format of solutions. Transparencies have not been prepared for some short or
easy problems.

Computer-Assisted Practice Set

Accompanying the revised sixth edition of Intermediate Accounting is American
Aircraft Sales Corporation, a computer-assisted practice set that includes computer
instructions, computer controls, and a solution. It is essentially a comprehensive
problem incorporating many of the concepts in the first half of the text and requires
the recording of transactions and the preparation of financial statements.

Contributions by Others

The material for the revised sixth edition was prepared by Charles J. Davis of
California State University-——Sacramento. Without his help, this edition would not
have come out as timely, up-to-date, and as comprehensive as it is. His assistance
was invaluable and much appreciated. A special thanks goes to Bruce Bublitz,
University of Kansas, and Walter A. Parker, Central Connecticut State, for their
additional contribution in reviewing the revised material for this edition.

The many instructors and students who have used previous editions of this
book have contributed to the improvements in this edition. Their suggestions for
modification of certain problems and alterations of certain sections of the text mate-
rial have been most valuable. We would like to again acknowledge the advice
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received in the revision for the sixth edition from Profs. Wayne Bremser, Villanova
University; Jane E. Campbell, Ohio State University; Myrtle Clark, University of
Kentucky; Darrel Davis, Unjversity of Northern Iowa; Susan Harrison, Webster
University, Leiden, The Netherlands; Richard Kochanek, University of Connecti-
cut, Storrs; John Lacey, University of Southern California; George Lazar, Owens
Technical College; Yu Ku Li, State University of New York at Brockport; Judy
McClean, Moorehead State University; Robert Pommerich, Loras College; Mary
Stone, University of Alabama, Birmingham; and Paul Zatko, Owens Technical
College.

We are especially indebted to Profs. Joseph F. Guy of Georgia State University
and Walter A. Parker of Central Connecticut State College for their superb review
of the sixth edition end-of-chapter problem material for accuracy and clarity.

We wish to acknowledge the attention given to this revised sixth edition and its
many supplements by the editorial staff of McGraw-Hill, especially Robert D.
Lynch and Larry Goldberg.

Our sincere appreciation goes to the American Institute of Certified Public
Accountants for giving us permission to quote from many of its pronouncements
and to adapt questions and problems from the Uniform CPA Examinations. All
quotations and adaptations from the Uniform CPA Examinations are copyrighted by
the American Institute of Certified Public Accountants.

We also are grateful to the Financial Accounting Standards Board for granting
us permission to quote from its Statements, Discussion Memoranda, Interpreta-
tions, and Exposure Drafts. All quotations used are copyrighted by the Financial
Accounting Standards Board, High Ridge Park, Stamford, Connecticut 06905,
U.S.A., and are reprinted with permission. Copies of the copyrighted documents
are available from the Financial Accounting Standards Board.

Finally, we thank Walt Disney Productions for permitting us to include ex-
cerpts from its annual report in this edition.

A. N. Mosich
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