3
L 5

AL




ACCOUNTING




Library of Congress Cataloging in Publication Data

DANOS, PAUL (date)
Intermediate accounting

(Prentice-Hall series in accounting)

Includes bibliographical references and index.

1. Accounting 1. Imhoff, Eugene A. II. Title.
III. Series.
HF5635.D19 1983 657'.044 82-15004
ISBN 0-13-469338-8

INTERMEDIATE ACCOUNTING
Paul Danos and Eugene A. Imhoff, Jr.

© 1983 by Prentice-Hall, Inc., Englewood Cliffs, N.J. 07632

All rights reserved. No part of this book
may be reproduced in any form or by any means
without permission in writing from the publisher.

Material from Uniform CPA examination questions and unofficial answers,
copyright © 1969, 1970, 1971, 1972, 1973, 1974, 1975, 1976, 1977, 1978,
1979, 1980, 1981 by the American Institute of Certified Public Accountants,
Inc., is reprinted (or adapted) with permission.

Material from the Certificate in Management Accounting examinations, copy-
right © 1969, 1970, 1971, 1972, 1973, 1974, 1975, 1976, 1977, 1978, 1979,
1980, 1981 by the National Association of Accountants, is reprinted (or
adapted) with permission.

Development Editor: Raymond Mullaney
Editorial/Production Supervision by Pamela Wilder
Interior and Cover Design by Janet Schmid
Manufacturing Buyer: Raymond Keating

Printed in the United States of America

10 9 8 7 6 5 4 3 2 1

ISBN 0-13-4b9338-8

Prentice-Hall International, Inc., London
Prentice-Hall of Australia Pty. Limited, Sydney
Editora Prentice-Hall do Brazil, Ltda., Rio de Janeiro
Prentice-Hall Canada Inc., Toronto

Prentice-Hall of India Private Limited, New Delhi
Prentice-Hall of Japan, Inc., Tokyo

Prentice-Hall of Southeast Asia Pte. Ltd., Szngapore
Whitehall Books Limited, Wellington, New Zealand



TO OUR FAMILIES
Mary Ellen, Amanda, and Melissa
Barbara, Catherine, and Darren



PRENTICE-HALL SERIES IN ACCOUNTING
Charles T. Horngren, Editor

ARENS/LOEBBECKE
COOPER/UJIRI
DANOS/IMHOFF
FOSTER

GRANOF
HORNGREN
HORNGREN
HORNGREN
HORNGREN/LEER

KAPLAN

LYNN/FREEMAN
MAY/MUELLER/WILLIAMS
STETTLER

WELSCH

Auditing: An Integrated Approach, 2/E

Kohler’s Dictionary for Accountants, 6/E
Intermediate Accounting

Financial Statement Analysis

Financial Accounting: Principles and Issues, 2/E
Introduction to Financial Accounting
Introduction to Management Accounting, 5/E
Cost Accounting: A Managerial Emphasis, 5/E

CPA Problems and Approaches to Solutions, 5/E
Volumes | &

Advanced Management Accounting

Fund Accounting, 2/E

A New Introduction to Financial Accounting, 2/E
Auditing Principles, 5/E

Budgeting, 4/E




PREFACE

This text covers the underlying principles, procedures, and reporting requirements
necessary to gain an understanding of both the preparation and the use of modern
financial reports of profit-seeking entities. The number of such factors affecting ac-
counting has grown at an unprecedented pace during the past decade. Mirroring this
growth, many accounting texts have expanded the number of subjects covered.

The basic premise of this text is that conceptual commonalities tie much of finan-
cial accounting together. Emphasizing these commonalities should aid the learning
process. Although generally accepted accounting principles (GAAP) contain many
important, specific, and sometimes arbitrary, prescriptions, the main goal of this text
is to highlight the conceptual foundations of these prescriptions, with ample discus-
sion of why departures from them take place.

OVERALL ORGANIZATION OF THE TEXT

The organization of this text reflects our view of financial accounting. We see the
subject matter as a mixture of concepts, procedures, and reporting requirements.
Our belief is that covering accounting procedures and reporting requirements with-
out regard for the underlying concepts is not conducive to a thorough understanding
of financial accounting. At the same time, some abstract concepts take on much
more meaning as specific procedures are illustrated. For these reasons, we have at-
tempted to interrelate concepts and procedures throughout the text.

In Part 1, “An Introduction to Financial Accounting Organizations, Concepts,
and Techniques,” we cover the fundamentals. Chapter 1 describes the political and
institutional setting. Chapter 2 covers the Conceptual Framework Study of the Fi-
nancial Accounting Standards Board and other key aspects of basic accounting the-
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ory. In Chapters 3 and 4 we introduce the more specific concepts underlying con-
ventional financial statements, including such things as how changes in accounting
estimates and methods are reported and the concept of funds low measurement as
an economic indicator of the entity’s activities. We introduce the present-value mea-
surement concept in Chapter 5 and other accounting valuation models (such as re-
placement cost) in Chapter 6.

The six chapters of Part 1 introduce fundamental accounting concepts that are
important to a full understanding of the specific accounting procedures and disclo-
sure requirements discussed in Part 2, “Assets,” and Part 3, "Equities.” For ex-
ample, several chapters in Parts 2 and 3 consider the procedures and reporting
requirements to account for an “accounting change” (such as a change in estimate
or a change in principles), which were introduced in Chapter 3. Also, each chap-
ter in Parts 2 and 3 ends with a discussion of funds flow effects, thereby relating
back to the introduction to funds flow in Chapter 4. Expanded coverage of the con-
ceptual framework of accounting, first introduced in Chapter 2, is found in virtually
every chapter of the text, and discussion of many of the specific generally accepted
accounting procedures and reporting requirements draws upon an understanding of
the valuation concepts introduced in Chapters 5 and 6. Thus, the fundamental con-
cepts of accounting introduced in Part 1 pave the way to a full understanding of the
material presented in Parts 2, 3, and 4.

Part 4 of the text summarizes and expands on the key accounting concepts,
procedures, and reporting requirements necessary to evaluate and use modern fi-
nancial reports for decision making. The chapters of Part 4 focus on some of the
more complex elements of financial reporting and expand upon topics first covered
in Parts 1, 2, and 3. For example, Chapter 23 reviews the revenue-recognition con-
cept introduced in Chapter 3 and applied throughout the book. Chapter 24 provides
a wide-ranging review of the financial reporting of accounting changes and expands
on the coverage of error analysis and correction. Chapter 25 consists of a compre-
hensive evaluation of the statement of changes in financial position, which was first
discussed in Chapter 4. Chapter 26 provides detailed coverage of accounting for
changing prices according to current generally accepted accounting principles and
reviews the concepts that underlie the required supplementary disclosures. In this
way, Chapter 26 broadens the discussion in Chapter 6. Chapter 27 provides a cap-
stone review of the nature and use of financial statements, including a discussion of
interim and segment reporting requirements, an outline of key Securities and Ex-
change Commission reports, and an introduction to analysis of financial statements.

STRUCTURE OF PARTS AND CHAPTERS
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Each part of the text begins with a major conceptual overview that highlights the com-
mon theme of the several chapters of that part. For example, the overview of Part 2
reviews the general nature of assets. Each chapter has a common structure. Each
begins with a chapter overview that previews the chapter material and notes its rela-
tionship to the underlying accounting concepts. Each chapter of Parts 2, 3, and 4
includes 7/lustrative material from published annual reports to provide practical exam-
ples of the material being covered. As already mentioned, each chapter in Parts 2
and 3 of the text has a section on funds flow effects in order to stress the underlying
economic effects of the transactions covered in the chapter. Chapter summaries iden-
tify the underlying concepts, procedures, and reporting requirements covered.



CHAPTER SEQUENCE AND ORDER OF COVERAGE

Chapters 1 through 5 introduce fundamental accounting concepts and techniques.
For this reason, these chapters should be covered before Parts 2, 3, and 4, unless
students have had comparable exposure in other courses. Parts 2 and 3 are arranged
in a basic balance sheet format. With the exceptions of the natural sequence of
Chapters 9 and 10 on inventory and Chapters 11 and 12 on plant, property, and
cquipment and depreciation, the order of coverage of the chapters in Parts 2 and 3
can be varied to suit a particular course. Although Part 4 builds on previously devel-
oped materials, Chapters 23, 24, and 25 may be covered whenever the instructor
feels the students have been adequately prepared for them. Chapters 6 and 26 are
designed to stand on their own for the most part and may be inserted almost any-
where in the sequence of material depending on the instructor’s preference. Chap-
ter 27 seems to work best as a concluding chapter.

QUESTIONS, CASES, EXERCISES, AND PROBLEMS

In addition to the hundreds of questions, cases, exercises, and problems developed
specifically for this text, CPA and CMA exam materials are used as important learn-
ing tools. We have attempted to provide a wide variety of self-testing materials that
are useful both for stimulating class discussions (questions and cases) and for testing
comprehension in problem-solving contexts. Some of the exercises and problems
arc straightforward, relating directly to the chapter material; others are more com-
plex, involving richer contexts from which students must sort out relevant data.
Some require logical extensions of the chapter material or are designed to test the
student’s ability to integrate material from other chapters. Some of the questions
and cases are also straightforward, with answers flowing directly from the text,
whereas others involve the ambiguities encountered in the real world where no sin-
gle response is obviously correct. The various levels of difficulty in the questions,
cases, excrcises, and problems permit the instructor to fashion a mix of assignments
according to personal preferences.

SUPPLEMENTS TO THE TEXT
This text is supplemented by the following materials:

. A solutions manual
. A set of transparencics

1

2

3. An instructor’s resource manual

4. A test bank of over 1,000 questions and problems
5

. A student guide
6. A practice set

~

. A complete set of working papers

The instructor’s manual, test bank, and student guide were prepared by Pro-
fessor Thomas J. Frecka of the University of Illinois who also worked closely with us
as a reviewer throughout the development of the text. All supplementary materials
have been thoroughly integrated with the text. The instructor’s resource manual
provides the instructor with materials that supplement and enhance the topical cov-
erage in each chapter. The student guide summarizes key concepts and provides as-
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sistance and insights. This guide also contains a series of tests for self-study. The
practice set is a simulated case problem that covers all the steps in the accounting
cycle reviewed in the early chapters.

These supplements have been carefully designed to provide a challenging and
useful package of materials to enhance the usefulness of the text.

The writing of any textbook is a challenging and demanding task. Throughout
the long period of writing, reviewing, rethinking, and rewriting, our persistent goal
has been to provide students of intermediate financial accounting with the most
comprehensive, up-to-date, and clearly written text available. We feel that we have
reached that goal. If you find that here and there we have fallen short, we would
appreciate your writing us with your comments and suggestions for improvement.

PAuL DANOS
EUGENE A. IMHOFF, JR.



ACKNOWILEDGMENTS

We owe a great debt of gratitude to the many colleagues who provided us with com-
ments, suggestions, and insights at various stages in this project. The following re-
viewers provided invaluable assistance in the development of various parts of the

text:

Richard E. Baker
Northern Hlinois University

Floyd A. Beams
Virginia Polytechnic Institute and
State University

David M. Beuhlmann
University of Nebraska, Omaba

Gyan Chandra
Mzami University

Daniel W. Collins
University of lowa

Gary M. Cunningham
Virginia Polytechnic Institute and
State University

John W. Eichenseher
University of 1llinois,
Urbana-Champaign

Joe D. Icerman
Florida State University

Paul A. Janell
Northeastern University

James C. McKeown
University of Illinois,
Urbana-Champaign

Gale E. Newell
Western Michigan University

Gary John Previts
Case Western Reserve University

John R. Robinson

University of Kansas

Michael B. Sheffey

University of Wisconsin, Parkside

E. Dan Smith
University of Florida

XXVii



Robert J. Swieringa Albert Wright
Cornell University California State University, Northridge

Martin E. Taylor
University of South Carolina

In addition, several reviewers were involved with the project from start to fin-

ish and deserve special thanks for their effort and interest in the development of this
book:

Thomas J. Burns
The Ohio State University

Thomas J. Frecka
University of 1llinois, Urbana-Champaign

Alfred R. Roberts
Georgia State University

We want to also acknowledge the valuable contributions of Professor Harold
E. Arnett of the University of Michigan and Doris Holt who was a Ph.D. student at
Michigan during the development of this book.

At Prentice-Hall, several very competent professionals made our labors easier.
The contributions of Ray Mullaney, development editor, were outstanding. His
dedication and skills cannot be overstated. Pam Wailder, production editor, dis-
played competence and patience throughout a very hectic production schedule.
Janet Schmid, designer, deserves credit for the book’s attractive and functional for-
mat. We would like also to thank Paul Misselwitz, Jack Ochs, Elinor Paige, and espe-
cially Ron Ledwith, all of whom have convinced us that our choice of publishers was
well-founded.

XXViii  Acknowledgments



OUTLINE

FPART |
l
)
3
..|.
D
0

PART 2
/

AN INTRODUCTION TO FINANCIAL ACCOUNTING ORGANIZATIONS,
CONCEPTS, AND TECHNIQUES

The Development and Environment of Financial Accounting

Framework of Accounting Theory and Practice
APPENDIX A: SPECIAL JOURNALS

The Nature of the Income Statement and the Retained
Earnings Statement: Fundamental Concepts
APPENDIX B: ILLUSTRATIONS OF SPECIAL ITEMS

IN FINANCIAL STATEMENTS

The Balance Sheet and the Statement of Changes
in Financial Position: Fundamental Concepts

Compound Interest and an Introduction to Accounting
Measurement of Future Cash Flows

Alternative Valuation Models

ASSETS

Cash and Temporary Investments
APPENDIX C: FOUR-COLUMN PROOF OF CASH

Current Receivables

Inventories—Basic Concepts and Measurement Procedures

vii



|() Inventory Measurement: Estimation Procedures
APPENDIX D: DEVELOPING PRICE INDEXES FOR LIFO
ESTIMATION METHODS
|| Plant, Property, and Equipment
|) Depreciation and Depletion
|3 Intangibles, Insurance, and Other Assets
[4 Long-Term Investments
APPENDIX E: INTRODUCTION TO THE CONCEPTS AND TECHNIQUES
OF CONSOLIDATION

|7 Leased Assets
APPENDIX F: LEVERAGED LEASES

PAIRT 3 EQUITIES

I() Current Liabilities

|7 Accounting for Income Taxes

|8 Noncurrent Liabilities—Long-Term Notes and Bonds
|() Pensions
)() Stockholders’ Contributed Capital

)| Stockholders’ Earned Capital

)) Hybrid Securities and Earnings Per Share

PAIRT =¥ FINANCIAL REPORTING: ADDITIONAL CONCEPTS AND ISSUES

)} Special Revenue-Recognition Problems
)4 Accounting Changes and Errors
5 The Statement of Changes in Financial Position
APPENDIX G: THE T-ACCOUNT APPROACH TO PREPARATION
OF THE STATEMENT OF CHANGES IN FINANCIAL POSITION
)6 Accounting for Changing Prices

)7 Full Disclosure, An Introduction to SEC Reporting,
and Financial Statement Analysis

APPENDIX H: PRESENT-VALUE TABLES

Viii  Outline



CONTENTS

FPART |

Preface xxiii
Acknowledgments XXVii

AN INTRODUCTION TO FINANCIAL ACCOUNTING ORGANIZATIONS,
CONCEPTS, AND TECHNIQUES 2

The Development and Environment of Financial Accounting 4

OVERVIEW 4
ACCOUNTING INFORMATION AND USER GROUPS 5
External Users 6
Information 7
Interrelationships Among User Groups 7
ACCOUNTING POLICY-MAKING GROUPS 9
Private-Sector Policy Makers 9
Public-Sector Policy Makers 13
OTHER INFLUENTIAL ORGANIZATIONS 16
The American Institute of Certified Public Accountants 16
The Cost Accounting Standards Board 18
The Internal Revenue Service 19
Other Government Bodies 19
CPA Firms and Other Interested Organizations 20
SUMMARY 20
QUESTIONS 21
CASES 21



X Contents

) Framework of Accounting Theory and Practice

23

OVERVIEW 23
BASIS FOR ACCOUNTING PRONOUNCEMENTS 24
PURPOSE OF ACCOUNTING 24
The FASB’s Conceptual Framework Project 24
Objectives of Accounting 25 Objective of Financial Accounting 26
Components of Objectives of Financial Accounting 26
BASIC UNDERLYING CONCEPTS 27
Qualitative Characteristics of Financial Accounting Data 27
Qualitative Limitations 30 Elements of Financial Statements 31
PRODUCTS OF FINANCIAL ACCOUNTING 34
Principles and Assumptions Guiding the Preparation of Financial
Statements 35
THE ACCOUNTING CYCLE 39
Stages of the Accounting Cycle 39 Double-Entry Accounting 39
Journals and Ledgers 42 Preliminary Trial Balance 44
Relationship of Accounts 44
Recording Events, Transactions, and Adjusting Entries in the Accrual Model 45
Evaluating the Accounting Cycle 49 The Worksheet 50
Closing Entries 50 Reversing Entries 52 Completed Cycle 53
SUMMARY 53
APPENDIX A SPECIAL JOURNALS 54
Overview 54 Sales Journal 55 Purchases Journal 55
Cash Payments Journal 56 Cash Receipts Journal 57
The General Journal and Other Journals 57
QUESTIONS 58
CASES 58
EXERCISES 61
PROBLEMS 064

3 The Nature of the Income Statement and the Retained Earnings

Statement: Fundamental Concepts

69

OVERVIEW 69
INCOME STATEMENT 70
Revenue 70 Expenses 73 Gains and Losses 74
Income Statement Disclosure Issues 74
Introduction to Continuing Operations and Special Items 76
Income Statement Formats 76
Disclosure of Special Items in the Income Statement 78
THE STATEMENT OF RETAINED EARNINGS 89
Prior Period Adjustments 89
THE STATEMENT OF CHANGES IN STOCKHOLDERS' EQUITY 93
INTERRELATIONSHIPS OF BALANCE SHEET, INCOME STATEMENT,
AND STATEMENT OF RETAINED EARNINGS 93
SUMMARY 94
APPENDIX B ILLUSTRATIONS OF SPECIAL ITEMS IN FINANCIAL
STATEMENTS 95
Discontinued Operations 95 Extraordinary Items 95
Changes in Accounting Principle 97 Statement of Stockholders™ Equity 98
Prior Period Adjustment Type of Disclosures 98
Pro Forma Disclosure 101 Summary 106



QUESTIONS 106
CASES 107

EXERCISES 108
PROBLEMS 112

The Balance Sheet and the Statement of Changes in Financial

Position: Fundamental Concepts 119
OVERVIEW 119
ASSETS 120
The Similarities Among Assets 120 Major Classes of Assets 120
LIABILITIES AND EQUITIES 124
The Similarities Between Liabilities and Equities 124
Determining When a Liability Exists 124
Major Classes of Liabilities 126 Stockholders’ Equity 127
THE BALANCE SHEET FORMAT 128
THE STATEMENT OF CHANGES IN FINANCIAL POSITIOLN
AND ITS RELATIONSHIP TO THE BALANCE SHEET 128
Sources and Uses of Funds 130 The Funds Pool 131
Preparing a Statement of Changes in Financial Position: An Introduction 132
The Format of the Statement of Changes in Financial Position 135
Special Transactions Not Affecting Funds but Affecting
All Financial Resources 135
SUMMARY 138
QUESTIONS 139
CASES 139
EXERCISES 140
PROBLEMS 141
Compound Interest and an Introduction to Accounting
Measurement of Future Cash Flows 147

OVERVIEW 147
THE CONCEPT OF INTEREST 148
Simple Interest 148 Compound Interest 148
FUTURE VALUES AND PRESENT VALUES 149
Single Payments 149 Compound-Interest Tables 150
Ordinary Annuities 154
AN INTRODUCTION TO ACCOUNTING FOR FUTURE CASH
FLOWS 159
Accounting for Compound-Interest, Single-Payment Transactions 159
Accounting for Annuities 160
SPECIAL PROBLEMS WITH COMPOUND-INTEREST FACTORS 162
Annuities Due 162 Sinking Fund Factors 163
Capital Recovery Factors 164
COMPREHENSIVE EXAMPLE OF COMPOUND-INTEREST
TECHNIQUES 165
SUMMARY 168
QUESTIONS 169
CASES 170
EXERCISES 170
PROBLEMS 172

Xi



6 Alternative Valuation Models

FPAIRT 2 ASSETS

Xii

Contents

176
OVERVIEW 176
INTRODUCTION TO ALTERNATIVE ACCOUNTING MODELS 177
Movement Away from Historical Cost 177
Criteria for Evaluating Alternatives 178 Basis for Alternative Models 179
RELATIONSHIP BETWEEN ALTERNATIVE MODELS AND FINANCIAL
STATEMENTS 183
Relationship Between Alternative Models and the Present-Value Concept 184
STRENGTHS AND WEAKNESSES OF ALTERNATIVE ACCOUNTING
MODELS 186
The Historical-Cost Model 186 General-Price-Level-Adjusted Model 189
Application of the GPLA Model 195 Current-Entry-Value Model 199
Current-Exit-Value Model 206
SUMMARY 208
QUESTIONS 209
CASES 209
EXERCISES 211
PROBLEMS 215
222
ATTRIBUTES OF ASSETS 223
Future Economic Potential 233 Ability to Utilize Economic Potential 223
Objective Measurement in Monetary Terms 224
ACCOUNTING FOR ASSETS AT ACQUISITION 225
ACCOUNTING FOR ASSETS AFTER ACQUISITION 225
Changes in Economic Potential 225 Disposals and Retirements 226
DISTINGUISHING BETWEEN ASSETS AND EXPENSES 226
SUMMARY 227
7 Cash and Temporary Investments 228

OVERVIEW 228
CASH 229
Nature of Cash 229 Petty Cash 230 Offsetting Cash Balances 231
Control of Cash 231 Bank Reconciliations 233
TEMPORARY INVESTMENTS 237
Nature of Temporary Investments 237
Accounting for Marketable Equity Securities 238
Reclassification of Temporary Investments 241
Accounting for Marketable Nonequity Securities 243
FUNDS FLOW EFFECTS 245
SUMMARY 247



