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PREFACE

The sixth edition of Intermediate Accounting discusses in depth the traditional (intermediate)
financial accounting topics as well as the recent developments in accounting valuation and
reporting practices promulgated by the leading professional accounting organizations and applied
by practitioners in public accounting and industry. Explanations and discussions of financial
accounting theory are supported and illustrated by examples taken directly from practice and
authoritative pronouncements.

Continuing to keep pace with the complexities of the modern business enterprise, we have
added new topics, clarified some of the existing coverage, added numerous illustrations, and
updated material where necessary. To provide the instructor with greater flexibility in choosing
topics to cover or omit, we have continued the use of judiciously selected appendices. The
appendices are concerned primarily with complex subjects, lesser used methods, or specialized
topics.

The text is organized into six major parts.

1. Financial Accounting Functions and Basic Theory
(Chapters 1 to 6)

2. Assets—Recognition and Measurement
(Chapters 7 to 12)

3. Liabilities—Recognition and Measurement
(Chapters 13 and 14)

4. Stockholders’ Equity, Dilutive Securities, and Investments
(Chapters 15 to 18)

5. Issues Related to Income Measurement
(Chapters 19 to 23)

6. Preparation and Analysis of Financial Statements
(Chapters 24 to 27)

Benefiting from the comments and recommendations of adopters of our fifth edition, we
have made significant revisions. Explanations where necessary have been expanded, compli-
cated discussions and illustrations have been simplified, realism has been integrated to heighten
interest and relevancy, and new topics and coverage have been added to maintain currency.
We have even deleted some fifth edition coverage and condensed the coverage of other topics.
The increase in the number of pages is due mostly to added end-of-chapter case, exercise, and
problem materials.

We have attempted to balance our coverage so that the conceptual discussion and procedural
presentation are mutually reinforcing. The study of concepts develops an understanding of
procedures, and the performance of procedures enriches an understanding of the concepts.
Accountants must act as well as think; therefore, we have given equal emphasis to how and to
why.

We believe that individuals can account for events and phenomena best if they fully
understand the nature of the phenomena and comprehend the economic consequences of the
events. An appreciation for the behavioral and economic consequences of accounting and
reporting alternatives is equally important. To this end, we have provided coverage that develops
perspective as well as an understanding of the business transactions and other events for which
enterprises account and report.

ix



PREFACE

REVISIONS AND NEW FEATURES

The most significant change to the fifth edition is the complete revision of three chapters.
Chapter 20 on accounting for income taxes has been rewritten to conform to the profession’s
new accounting and reporting requirements (Statements No. 96 and 100). Chapter 21, on
accounting for pension costs, has been extensively revised with less emphasis on the actuarial
aspects of pension plans, and more emphasis on illustrating the accounting and reporting
requirements of the most recent pension pronouncements (Statements No. 87 and 88). Our
coverage of the statement of cash flows, Chapter 24, is all new and in conformance with the
profession’s reporting requirements (Statement No. 95). All three of these significant revisions
have had the benefit of class testing and adopter comments as a result of the publication of a
Fifth Edition, Revised in 1988.

Throughout the text we have attempted to improve the pedagogy and simplify complex
presentations. Examples are: development of a more simplified method for computing annuity
due factors in Chapter 6; clarification and simplification of the capitalization of interest approach
in Chapter 10; simplified discussion of change from equity to cost method in Chapter 18; and
clarification of how to account for losses under the percentage of completion basis in Chapter
19.

In certain areas, expansion of the subject material was necessitated because of changes in
the business environment. For example, in Chapter 11, we provide coverage of the new tax
depreciation methods; in Chapter 12 the highly controversial subject of post-employment re-
tirement benefits are discussed; and interest rate swaps, a relatively new phenomenon in the
capital markets, is examined from an accounting viewpoint in Chapter 14. Also, new appendices
have been added to Chapter 10 *‘Interest Capitalization—Special Situations’’ and Chapter 21
‘“Transition—A Special Pension Implementation Problem.”’

The sequence of chapters has remained the same, except that the sequence of the last three
chapters has been changed. The ‘‘accounting for changing prices’” chapter is now the last
chapter in the book and the discussion has been condensed, given that disclosure of changing
price information is no longer mandatory.

QUESTIONS, CASES, EXERCISES, AND PROBLEMS

At the end of each chapter we have provided a comprehensive set of review and homework
material consisting of questions, short cases, exercises, and problems. For this edition all
exercises and problems have been revised, and the end-of-chapter material has been supple-
mented with over 300 new items, nearly all of which have been either class tested or double
checked for accuracy and clarity.

The questions are designed for review, self-testing, and classroom discussion purposes as
well as homework assignments. The cases generally require essay as opposed to quantitative
solutions; they are intended to confront the student with situations calling for conceptual analysis
and the exercise of judgment in identifying problems and evaluating alternatives. Typically,
an exercise covers a specific topic and requires less time and effort to solve than cases and
problems. The problems are designed to develop a professional level of achievement and are
more challenging to solve than the exercises.

Probably no more than one-fourth of the total case, exercise, and problem material must
be used to cover the subject matter adequately; consequently, problem assignments may be
varied from year to year.

SUPPLEMENTARY MATERIALS

Accompanying this textbook is an improved and expanded package of supplements consisting
of instructional aids for either students or instructors. The following supplements are available



ACKNOWLEDGMENTS

for student use (upon instructor approval): (1) a Student Study Guide (written by Raymond J.
Clay); (2) a Practice Set (Rockford Corporation), sixth edition; (3) Computerized Practice Set
with the IBM-PC disk and the manual packaged together for student purchase (prepared by
James H. Perkins); (4) ruled Working Papers I for all problems in Chapters 1-14 and ruled
Working Papers Il for all problems in Chapters 14-27; (5) Cases in Financial Accounting
(prepared by David Mielke, Donald E. Kieso and Jerry J. Weygandt); (6) Solving Intermediate
Accounting Problems using Lotus 1-2-3, by David R. Koeppen, Donald E. Kieso, and Jerry
J. Weygandt; and (7) Multi-State Trucking Company—A Lotus-based Practice Case by Linda
H. Kistler.

The following supplements are available for instructor use: (1) a comprehensive Solutions
Manual in two volumes for all end-of-chapter assignment material; (2) a separate Instructor’s
Manual (with the assistance of Wayne Higley); (3) overhead projector Transparencies for all
text exercises and problems; (4) an all new expanded Examination Booklet and Tests (with the
assistance of Eugene Rozanski); (5) Microtest, a computerized test bank available for IBM-
PC, and Macintosh microcomputers; (6) Microtutor, a study guide tutorial for IBM-PCs; (7)
solutions to the Practice Set, Spreadsheet Applications, and Cases, and (8) a Checklist of Key
Figures, available free in quantity.

ACKNOWLEDGMENTS

We thank the many users of our fifth edition who contributed to this revision through their
comments and constructive criticism. Special thanks are extended to the primary reviewers of
our sixth edition manuscript:

Primary Reviewers

Thomas M. Barton Wayne Higley
The University of Georgia Buena Vista College
John Borke Marilyn Hunt
University of Wisconsin—Platteville Central Florida University
Sharon L. Dietz Michael R. Lane
Wittenberg University Bradley University
Patricia Douglas Edward T. Ossman
University of Montana California State University Hayward
Thomas Gaertner Linda M. Plunkett
The University of Texas at San Antonio College of Charleston

Robert E. Hansen
University of Detroit

Other colleagues in academe who have provided helpful criticisms and made valuable
suggestions as adopters of the previous edition or reviewers of selected topics include:

Contributors

Thomas D. Allen Curtis Norton

Ohio State University at Marion Northern Illinois University
Jiin-Feng Chen Donna Petrulli

University of Wisconsin—Madison Hofstra University
Patrick R. Delaney David W. Phipps

Northern Illinois University The University of Alabama
Don Etnier Timothy Pierson

University of Wisconsin—Eau Claire University of Wisconsin—Madison
Jerry Hamsmith Lisa Ripley

North Central College Northern Illinois University

Xi



Xii

PREFACE

Geoffrey R. Horlick

St. Francis College
John M. Hassell

The Florida State University
E. L. Hicks

The Ohio State University
Randy Howard

Eastern Montana College
Thomas Hrubec

Northern Illinois University
James Lahey

Northern Illinois University
Peter McDowell

University of Alaska

John E. McEnroe

DePaul University
W. R. Ross

The University of Texas at Arlington
Eugene Rozanski

[llinois State University
Kap Shin

Seoul, Korea
Timothy Sutton

The University of Maryland
Kenneth Winters

University of Wisconsin—LaCrosse
Stephen A. Zeff

Rice University

A special note of thanks to Stephen A. Zeff who provided counsel and insight into economic
consequences of accounting standards and its role in accounting principle formulation.
From the field of professional accountancy we owe thanks to the following practitioners

for their technical advice:

Stephen P. Casper

Coopers & Lybrand
Michael Crooch

Arthur Andersen & Co.
Roy Fesmire

Peat Marwick Main & Co.
Thomas Harvey

Arthur Young
Mural R. Josephson

Peat Marwick Main & Co.

Practitioners

Gerald J. Kuhn

Ernst & Whinney
Dennis M. Nally

Price Waterhouse
John E. Stewart

Arthur Andersen & Co.
Norman Strauss

Ernst & Whinney
Arthur R. Wyatt

Arthur Andersen & Co.

We appreciate the exemplary support and professional commitment given us by our office

manager, Donna R. Kieso, our word processor operator, Mary Ann Benson, our proofreader,
Ruby Howat, and by the production and editorial staffs of John Wiley & Sons, including
Romayne Ponleithner; Kelly Ricci, Nancy Ott, and the staff of Techna Type Inc. We especially
than our production manager, Martin Bentz, copy editor supervisor Gilda Stahl, and our editor,
Lucille Sutton, for their counsel on and commitment to this edition.

We appreciate the cooperation of the American Institute of Certified Public Accountants
and the Financial Accounting Standards Board in permitting us to quote from their pronounce-
ments. We also acknowledge permission from the American Institute of Certified Public Ac-
countants, the Institute of Management Accounting, and the Institute of Internal Auditors to
adapt and use material from the Uniform CPA Examinations, the CMA Examinations, and the
CIA Examinations, respectively.

If this book helps teachers instill in their students an appreciation for the challenges and
limitations of accounting, if it encourages students to evaluate critically and understand financial
accounting theory and practice, and if it prepares students for advanced study, professional
examinations, and the successful pursuit of their careers in accounting or business, then we
will have attained our objective.

Suggestions and comments from users of this book will be appreciated.

DeKalb, Illinois
Madison, Wisconsin
January, 1989

Donald E. Kieso
Jerry J. Weygandt



CONTENTS

PART 1 FINANCIAL ACCOUNTING FUNCTIONS AND BASIC THEORY

CHAPTER 1 The Environment of Financial Accounting
and the Development of Accounting Standards 2

Nature and Environment of Financial Accounting 2 Financial Statements and Financial
Reporting 3; Environmental Factors That Influence Accounting 3;  Accounting Influences Its
Environment 4; Objectives of Financial Reporting 5 The Development of Accounting
Standards 6 The Need to Develop Standards 6; Historical Perspective 6; Parties Involved
in Standard-Setting 7 Changing Role of the AICPA 14 Generally Accepted Accounting
Principles 15; Standard-Setting in a Political Environment 16; Continued Interest in Standard-
Setting 18; Summary 20

CHAPTER 2 Conceptual Framework Underlying Financial Accounting 25

Nature of a Conceptual Framework 26 Development of a Conceptual Framework 26 First
Level: Basic Objectives 27 Second Level: Fundamental Concepts 28 Qualitative Characteristics
of Accounting Information 29; Basic Elements 32 Third Level: Recognition and Measurement
Concepts 33 Basic Assumptions 33; Basic Principles of Accounting 35; Constraints 40;
Summary of the Structure 44

CHAPTER 3 A Review of the Accounting Process 57

Procedures Employed in Accounting 58 Double-Entry Accounting Recording Process 59 The
Accounting Cycle 60 Identification and Recording of Transactions and Other Events 61
Journalization 62 Posting to the Ledger 64 Unadjusted Trial Balance 64 Adjustments 65
Prepaid Expenses 66; Unearned Revenue 67; Accrued Liabilities or Expenses 67;  Accrued
Assets or Revenues 68; Estimated Items 69 Summary of Adjustments Section 70 End-of-
Period Procedure for Inventory and Related Accounts 70 Year-End Closing 72 Post-Closing
Trial Balance 73 Reversing Entries 73 Reversing Entries for Prepaid Items 74, Reversing
Entries for Accrued Items 75 The Accounting Cycle Summarized 76 Using a Work Sheet to
Prepare Financial Statements 76 Adjustments Entered on the Work Sheet 76; Adjusted Trial
Balance Columns 77; Income Statement and Balance Sheet Columns 77; Ending Inventory 79;
Income Taxes and Net Income 79; Eight-Column and Twelve-Column Work Sheets 79;

Preparation of Financial Statements from Work Sheet 79; Statement of Income 79; Statement of
Retained Earnings 80; Balance Sheet 81; Closing and Reversing Entries 82; Monthly
Statements, Yearly Closing 82

APPENDIX 3—A Cash Basis Accounting versus Accrual Basis Accounting 84 Differences Between
Cash Basis and Accrual Basis 84 Conversion from Cash Basis to Accrual Basis 86
Theoretical Weaknesses of the Cash Basis 88

APPENDIX 3-B Specialized Journals and Methods of Processing Accounting Data 89 Special
Journals 89 Cash Receipts Journal 90; Posting from Cash Receipts Journal 90; The Sales
Journal 91; Purchases Journal (Voucher Register) 92; Cash Payments Journal (Check Register) 94;
Flexibility in Selection of Journals 95; Journals Not Always ‘‘Books’” 95 Methods of Processing
Accounting Data 96

Xiii



Xiv

CONTENTS

CHAPTER 4 Statement of Income and Retained Earnings 119

Importance of Statement of Income 119  Limitations of Income Statement 120 Capital
Maintenance Approach versus Transaction Approach 121;  Elements of the Income Statement 122;
Single Step Income Statements 123; Multiple-Step Income Statements 123 Intermediate
Components of the Income Statement 124; Condensed Income Statements 126; Professional
Pronouncements and the Income Statement 127; Summary 134 Intraperiod Tax Allocation 136
Extraordinary Losses 136; Extraordinary Gains 138; Prior Period Adjustments 138 Earnings
Per Share 138 Statement of Retained Earnings 141 Items Disclosed 141; Combined
Statement of Income and Retained Earnings 141 The Conceptual Framework—Its

Implications 142

APPENDIX 4-A Accounting for Discontinued Operations 145 First Illustration—No Phase-Out
Period 145 Second Illustration—Phase-Out Period 146 Third Illustration—Extended Phase-
Out Period 147 Extended Phase-Out—Additional Examples 148 Disclosure

Requirements 150

CHAPTER 5 Balance Sheet and Statement of Cash Flows 172

SECTION 1 Balance Sheet 172 Usefulness of the Balance Sheet 172 Limitations of the
Balance Sheet 173 Classification in the Balance Sheet 174 Current Assets 175; Current
Liabilities 178; Long-Term Investments 179; Property, Plant, and Equipment, and Intangible
Assets 180; Other Assets 181; Long-Term Liabilities 181; Owner’s Equity 182 Additional
Information Reported 183 Gain Contingencies 183; Loss Contingencies 184; Valuations and
Accounting Policies 184; Contracts and Negotiations 185; Post-Balance Sheet Events (Subsequent
Events) 185 Techniques of Disclosure 187 Parenthetical Explanations 187; Notes 188; Cross
Reference and Contra Items 189; Supporting Schedules 189 Balance Sheet Form 190

Questions on Terminology 191 SECTION 2 Statement of Cash Flows 192 Purpose of a
Statement of Cash Flows 192 Content and Format of the Statement of Cash Flows 193;
Preparation of the Statement of Cash Flows 194 Conceptual Framework Project—Its

Implications 196

APPENDIX 5-A Specimen Financial Statements 198 Georgia-Pacific Corporation—1987
Annual Report 190-216

CHAPTER 6 Accounting and the Time Value of Money 238

Application of Time Value Concepts 238 Nature of Interest 239 Choosing an Appropriate
Interest Rate 240 Simple Interest 240; Compound Interest 241; Compound Interest Tables 242
Fundamental Variables 244 Single Sum Problems 245 Future Amount of a Single Sum 245;
Present Value of a Single Sum 247; Single Sum Problems—Solving for Other Unknowns 249
Annuities 250 Future Amount of an Ordinary Annuity 250; Future Amount of an Annuity

Due 253; [Illustrations of Future Amount of Annuity Problems 254; Present Value of an Ordinary
Annuity 256; Present Value of an Annuity Due 258; Illustrations of Present Value of Annuity
Problems 259 Complex Situations 261 Deferred Annuities 261; Valuation of Long-Term
Bonds 263 Interpolation of Tables to Derive Interest Rates 263

PART 2 ASSETS—RECOGNITION AND MEASUREMENT

CHAPTER 7 Cash and Receivables 286

SECTION 1 Cash 286 Nature and Composition of Cash 286 Management and Control of
Cash 287 Using Bank Accounts 288;  Electronic Funds Transfer (EFT) 288; The Imprest Petty



CONTENTS

Cash System 289; Physical Protection of Cash Balances 290; Reconciliation of Bank

Balances 290 Reporting Cash 293 Restricted Cash  293;  Bank Overdrafts 295; Cash
Equivalents 295 SECTION 2 Receivables 295 Accounts Receivable 296 Recognition of
Accounts Receivable 296; Valuation of Accounts Receivable 298; Disposition of Accounts
Receivable 302 Notes Receivable 307 Recognition of Notes Receivable 308;  Valuation of
Notes Receivable 313; Disposition of Notes Receivable 313 Conceptual Issues Related to the
Transfer of Receivables 315 Accounts and Notes Receivable: Balance Sheet Presentation 316

APPENDIX 7-A Four-Column Bank Reconciliation 318 Reconciliation of Receipts and
Disbursements 318

APPENDIX 7-B  Comprehensive lllustrations of Transfers of Receivables 321 Transfer of
Receivables Without Recourse 321 Transfer of Receivables with Recourse 322

CHAPTER 8 Valuation of Inventories: a Cost Basis Approach 344

Major Classifications of Inventory 344 Management Interest in Accounting for Inventories 345
Determining Inventory Quantities 346 Basic Issues in Inventory Valuation 348 Physical
Goods to Be Included in Inventory 348 Goods in Transit 348; Consigned Goods 349; Special
Sale Agreements 349; Effect of Inventory Errors 351 Costs to Be Included in Inventory 352
Product Costs 352; Period Costs 352; Manufacturing Costs 353;  Variable Costing Versus
Absorption Costing 354; Treatment of Purchase Discounts 355 What Cost Flow Assumption
Should be Adopted? 356 Specific Identification 357; Average Cost 358;  First-In, First-Out
(FIFO) 359; Last-In, First-Out (LIFO) 360; Last-In, First-Out—A Pooled Approach 362;
Dollar-Value LIFO 362; LIFO Approaches—A Comparison 367; LIFO Approaches—Advantages
and Disadvantages 368; Major Advantages of LIFO 368; Major Disadvantages of LIFO 369
Basis for Selection 371 Inventory Valuation Method—Summary Analysis 373

CHAPTER 9 Inventories: Additional Valuation Problems 397

Lower of Cost or Market 397 Rationale for Lower of Cost or Market 398; How Lower of Cost
or Market Works 398; Methods of Applying Lower of Cost or Market 400; Recording ‘‘Market™’
Instead of Cost 401; Evaluation of Lower of Cost or Market Rule 404 Valuation at Net
Realizable Value 405 Valuation Using Relative Sales Value 405 Valuation Using Standard
Costs 406 Purchase Commitments—A Special Problem 407 The Gross Profit Method of
Estimating Inventory 408 Computation of Gross Margin Percentage 409; Appraisal of Gross
Profit Method 411 Retail Inventory Method 411 Retail Method Terminology 412; Retail
Inventory Method with Markups and Markdowns 413; LIFO Retail 415; Subsequent

Adjustment 418;  Special Items Relating to Retail Method 419;  Appraisal of Retail Inventory
Method 420 Financial Statement Presentation of Inventories 420

CHAPTER 10 Acquisition and Disposition of Property, Plant, and Equipment 446

Acquisition of Property, Plant, and Equipment 446 Cost of Land 447; Cost of Buildings 448;
Cost of Equipment 448;  Self-Constructed Assets 448; Interest Costs During Construction 449
Acquisition and Valuation 454 Cash Discount 454; Deferred Payment Contracts 454; Lump
Sum Purchase 455; Issuance of Stock 456; Exchanges of Property, Plant, and Equipment
(Nonmonetary Assets) 456; Acquisition and Disposition by Donation or Gift 461 Costs
Subsequent to Acquisition 462 Additions 463; Improvements and Replacements 463;
Rearrangement and Reinstallation 464; Repairs 465: Summary 466 Dispositions of Plant
Assets 466 Sale of Plant Assets 467; Involuntary Conversion 467; Miscellaneous Problems 468
Other Asset Valuation Methods 468

XV



xvi

CONTENTS

APPENDIX 10-A Casualty Insurance 470 Coinsurance 470 Recovery from Multiple
Policies 471 Accounting for Casualty Losses 472

APPENDIX 10-B Interest Capitalization—Special Situations 472 Non-Interest-Bearing
Liabilities 472 Interim (Monthly) Computations 473 Interest Compounding 474 A
Comprehensive Illustration of Interest Capitalization 474

CHAPTER 11 Depreciation and Depletion 495

Depreciation—A Method of Cost Allocation 495 Factors Involved in the Depreciation

Process 496 Depreciable Base for the Asset 496; Estimation of Service Lives 496 Methods of
Cost Apportionment (Depreciation) 497  Activity Method 498;  Straight-Line Method 499;
Decreasing Charge Methods 500  Special Depreciation Methods 501 Inventory Method 501;
Retirement and Replacement Methods 502;  Group and Composite Methods 503; Compound
Interest Methods 504  Selection of Depreciation Method 504 Special Depreciation Issues 505
Depreciation and Partial Periods 505; Depreciation and Replacement of Fixed Assets 507;

Revision of Depreciation Rates 507; Tax Depreciation 508 Impairment in Value—A Difficult
Accounting Question 511 Disclosure of Property, Plant, and Equipment, and Depreciation 513
Depletion 514 Establishment of Depletion Base 514; Write-off of Resource Cost 515;

Continuing Controversy 516; Special Problems in Depletion Accounting 517  Financial Reporting
of Natural Resources and Depletion 519

CHAPTER 12 Intangible Assets 536

Valuation of Purchased Intangibles 537 Amortization of Intangible Assets 537 Specifically
Identifiable Intangible Assets 538 Patents 538; Copyrights 540; Trademarks and Trade
Names 540; Leaseholds 541; Organization Costs 542; Franchises and Licenses 542; Property
Rights 543 Goodwill 544 Methods of Measuring Goodwill 545: Excess of Cost over the Fair
Value of Net Assets Acquired 545; Excess Earning Power 547; Other Methods of Valuation 550;
Amortization of Goodwill 551; Negative Goodwill—Badwill 552; Reporting of Intangibles 552
Research and Development Costs 553 Costs Associated with R & D 555; Financial Statement
Presentation 556; Conceptual Questions 558 Deferred Charges and Long-Term

Prepayments 558

APPENDIX 12-A Accounting for Computer Software Costs 559 Diversity in Practice 560 The
Profession’s Position 560 Accounting for Capitalized Computer Software Costs 561
Reporting Computer Software Costs 561 Setting Standards for Software Accounting 562

PART 3 LIABILITIES—RECOGNITION AND MEASUREMENT

CHAPTER 13 Current Liabilities and Contingencies 582

What is a Liability 582 Nature of Current Liabilities 583 Valuation of Current

Liabilities 584 Differences in Current Liabilities 584 Determinable Current Liabilities 584
Accounts Payable 584; Notes Payable 585; Short-Term Obligations Expected to be

Refinanced 586; Disclosure of Short-Term Obligations Expected to be Refinanced 588; Dividends
Payable 589; Returnable Deposits 589; Liability on the Advance Sale of Tickets, Tokens, and
Certificates 589: Collections for Third Parties 590; Accrued Liabilities 591; Conditional
Payments 597 Contingencies 600 Accounting for Contingent Liabilities 601; Litigation, Claims,
and Assessments 602  Disclosure of Loss Contingencies 603; Guarantee and Warranty Costs 605;
Premiums and Coupons Offered to Customers 607; Risk of Loss Due to Lack of Insurance
Coverage 609 Disclosure of Current Liabilities in the Financial Statements 609



CONTENTS

CHAPTER 14 Long-Term Liabilities 625

Nature of Long-Term Liabilities 625 Bonds Payable 626 Valuation of Bonds Payable—
Discount and Premium 627: Accounting for the Issuance of Bonds 628; Effective Interest
Method 630; Accruing Interest 633; Classification of Discount and Premium 633;  Costs of
Issuing Bonds 634; Treasury Bonds 635 Extinguishment of Debt 635 Reacquisition of

Debt 635: In-Substance Defeasance 636; Reporting Gains and Losses 637 Long-Term Notes
Payable 639 Notes Issued Solely for Cash 639; Notes Exchanged for Cash and Some Right or
Privilege 640; Notes Issued in Noncash Transactions 641; Imputing an Interest Rate 641:
Accounting for Interest Imputation 642; Mortgage Notes Payable 643  Short-Term Obligations
Expected to be Refinanced 643 Financial Engineering—Interest Rate Management 644 Off-
Balance-Sheet Financing 645 Research and Development Arrangements 645; Project Financing
Arrangements 646; Rationale for Off-Balance-Sheet Financing 647  Reporting Long-Term
Debt 648

APPENDIX 14-A Accounting for Troubled Debt Restructurings 651 Settlement of Debt at Less
than Carrying Amount 652 Continuation of Debt with a Modification of Terms 653 No Gain
or Loss Recognized 654; Recognition of Gain and Loss 655 Justification for Not Recognizing
Gain or Loss 656 Summary of Accounting for Troubled Debt Restructurings 657

APPENDIX 14-B lllustration of Serial Bond Amortization and Redemption Before

Maturity 658 Amortization of Premium or Discount on Serial Bonds 659 Straight-line
Amortization 659; Bonds Outstanding Method 659; Effective Interest Method 661 Redemption
of Serial Bonds Before Maturity 661 Straight-Line Method 661; Bonds Outstanding

Method 662; Effective Interest Method 662

PART4 STOCKHOLDERS' EQUITY, DILUTIVE SECURITIES, AND INVESTMENTS

CHAPTER 15 Stockholders’ Equity: Contributed Capital 678

The Nature of Stockholders’ Equity 678 Sources of Equity 678; What is Capital? 679 The
Corporate Form of Entity 680 State Corporate Law 680; Capital Stock or Share System 681;
Variety of Ownership Interests 682; Limited Liability of Stockholders 682; Formality of Profit
Distribution 683 Accounting for the Issuance of Stock 684 Par Value Stock 684; No-Par
Stock 685; Stock Sold on a Subscription Basis 686; Stock Issued in Combination with Other
Securities (Lump Sum Sales) 688; Stock Issued in Noncash Transactions 689; Assessments on
Stock 690; Costs of Issuing Stock 690 Reacquisition of Shares 691 Methods of Accounting for
Treasury Stock 692; Retirement of Treasury Stock 696; Donated Treasury Stock 696; Treasury
Stock in the Balance Sheet 697 Characteristics of Preferred Stock 698 Features of Preferred
Stock 699; Debt Characteristics of Preferred Stock 700  Additional Paid-In Capital 702
Donated and Revaluation Capital 703 Basic Records Related to Stock 703

CHAPTER 16 Stockholders’ Equity: Retained Earnings 716

Retained Earnings 716 Dividend Policy 717; Legality of Dividends 717; Financial Condition
and Dividend Distributions 718; Types of Dividends 719: Stock Split 725; Effects of Dividend
Preferences 728 Appropriations of Retained Earnings 729 Reasons for Retained Earnings
Appropriations 730; Recording Appropriations of Retained Earnings 730; Disclosure of
Restrictions on Retained Earnings 731; Appropriations or Disclosures for Contingencies and for Self-
Insurance 731; Statements Presenting Changes in Retained Earnings and Paid-in Capital 734
Trends in Terminology 735 Quasi Reorganization 736

xvii



xviii

CONTENTS

CHAPTER 17 Dilutive Securities and Earnings per Share Calculations 755

SECTION 1 Dilutive Securities and Compensation Plans 756 Accounting for Convertible
Debt 756 At Time of Issuance 756; At Time of Conversion 756; Induced Conversions 758;
Retirement of Convertible Debt 758  Convertible Preferred Stock 759 Stock Warrants 759
Stock Warrants Issued with Other Securities 760; Rights to Subscribe to Additional Shares 762;
Stock Compensation Plans 762 Accounting for Stock Compensation Plans 763:  Stock Option
Plans 764; Stock Appreciation Rights 767; Performance-Type Plans 769: Summary 777:
Conceptual Issues Involving Stock Compensation Plans 770 SECTION 2 Computing Earnings Per
Share 772 Simple Capital Structure 773 Weighted Average Number of Shares 773
Complex Capital Structures and Dilutive Securities 776 Primary Earnings Per Share 777:
Common Stock Equivalents 777; Convertible Securities 777; *‘If Converted Method 778:
Options, Warrants, and Their Equivalents 781: Contingent Issuance Agreement 784:
Antidilution 784; Earnings Per Share Presentations and Disclosures 785: Summary 787

APPENDIX 17-A Comprehensive Earnings Per Share Illustration 790 Primary Earnings Per
Share 791; Fully Diluted Earnings Per Share 794

CHAPTER 18 Investments—Temporary and Long-Term 814

SECTION 1 Temporary Investments 814 Marketable Securities 815 Acquisition of
Marketable Equity Securities 815; Accounting for Changes in Market Value—Marketable Equity
Securities 815; Disposition of Marketable Equity Securities 818; Valuation at Market 820
Marketable Debt (Nonequity) Securities 820 Financial Statements Disclosure of Temporary
Investments 822 SECTION 2 Long-Term Investments 823 Investments in Bonds 824
Accounting for Bond Acquisitions 824; Computing Prices of Bond Investments 825; Amortization
of Bond Premium and Bond Discount 825; Sale of Bond Investments Before Maturity Date 828
Long-Term Investments in Stocks 829 Effect of Ownership Interest 829; Cost Method 831;
Equity Method 831; Lower of Cost or Market Method 834; Market Value Method 837; Effect
of Methods on Financial Statements 837; Revenue from Investments in Stocks 838; Dividends
Received in Stock 838; Stock Rights 839 SECTION 3 Cash Surrender Value and Funds 841
Cash Surrender Value of Life Insurance 841 Funds 842 Entries for Funds 843; Funds and
Reserves Distinguished 844 Summary 845

PART 5 ISSUES RELATED TO INCOME MEASUREMENT

CHAPTER 19 Revenue Recognition 872

Guidelines for Revenue Recognition 872 Revenue Recognition at Point of Sale (Delivery) 874
Revenue Recognition Before Delivery 875 Revenue Recognition During Production 876;
Percentage-of-Completion Method 877; Completed-Contract Method 881;  Accounting for Long-
Term Contract Losses 883; Disclosures in Financial Statements 886; Other Revenue Recognition
Bases Before Delivery 886 Revenue Recognition after Delivery 887 Installment Sales
Accounting Method 887; Cost Recovery Method 895; Summary of Product Revenue Recognition
Bases 897 Revenue From Bartering 898

APPENDIX 19-A Revenue Recognition for Special Sales Transactions 990 Franchises 900

The Franchise Sales Phenomenon 900; Initial Franchise Fees 901; Illustration of Entries for Initial
Franchise Fees 902; Continuing Franchise Fees 903; Bargain Purchases 903; Options to
Purchase 903; [Illustration of Entries for Continuing Fees, Bargain Purchases, and Options 903;
Franchisor’s Costs 904; Disclosures of Franchisors 904 Consignments 905



