
  In the late 16th century, the Dutch were at the forefront of trade with the rest 

of the known world, sailing as far as modern-day Indonesia to bring back spices 

that were in high demand in Europe. The large profi ts from this lucrative trade 

overcame the signifi cant risks involved in traversing the oceans to the other side 

of the globe. 

 These voyages were also very expensive, requiring signifi cant investment 

upfront to fund the construction and purchase of ships, as well as the hiring of 

crews for the long journeys, which lasted anywhere from several months up to 

more than a year. At the time, it was common for a company to be set up for each 

individual voyage then dissolved when the ship returned to port (or sank) and the 

goods were sold. There was little in the way of fi nancial accounting, other than 

to record the amount of funds initially invested and the amount at the end of the 

voyage for disbursement to the investors. 

 In 1602, the Dutch government sponsored the creation of the Dutch East 

India Company (Verenigde Oost-Indische Compagnie). The new company had 

monopoly powers to trade with Asia as far as the Dutch were concerned (although 

other European countries had their own ideas about the monopoly). For this com-

pany, accounting no longer centred on each voyage as was previously the case. 

Rather, the company reported its accounts periodically, which resulted in the 

development of accrual accounting. 

 Why did the Dutch companies before 1602 not report on a periodic basis, 

and why did the formation of the Dutch East India Company change that practice? 

What is accrual accounting and why is it a consequence of periodic reporting?     

 Accrual Accounting                 

    CHAPTER 3 

 After studying this chapter, 
you should be able to: 

  L.O.      3-1.    Explain the source 
of demand for periodic report-
ing and how accrual accounting 
satisfi es that demand.  

  L.O.      3-2.    Explain why accrual 
accounting is fundamentally 
inexact, why estimates are central 
to accrual accounting, and why 
there is no “true” income for 
typical situations; evaluate the 
“quality of earnings.”  

  L.O.      3-3.    Apply accrual 
accounting in relation to issues 
of timing: periodicity, cut-off, and 
subsequent events.  

  L.O.      3-4.    Evaluate whether 
an accounting change is an error, 
a change in accounting policy, 
or a change in estimate, and 
apply the retrospective and 
prospective treatments 
appropriate to that type of 
accounting change.  

  L.O.      3-5.    Integrate the 
structure and connections among 
the four fi nancial statements and 
explain how this structure relates 
to accrual accounting.   

     LEARNING OBJECTIVES 
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 In modern times, we take for granted that companies produce fi nancial state-
ments every year, or even more frequently. While much of this practice is due to 
regulation, the regulations themselves refl ect the economic demands for periodic 
reporting. This chapter will fi rst discuss the demand for and supply of periodic 
reporting. We will also see why periodic reporting naturally leads away from 
cash accounting toward accrual accounting (i.e., the way we currently present 
accounting reports; a formal defi nition of accrual accounting will follow). The 
chapter will then     revisit  the concept of uncertainty  from  Chapter   1     and how it 
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A .  Demand fo r  Pe r i od ic  Repor t ing  and  the  Need  fo r  Acc rua l  Account ing  71

impacts the preparation of accrual accounting reports through the use of esti-
mates. This conceptual background will help explain the structure of the income 
statement (the main report measuring periodic performance) and the idea of 
“quality of earnings,” a concept that is used frequently in the press but often 
poorly understood. 

 After showing that periodic reports using accrual accounting are necessary to sat-
isfy users’ information needs, this chapter proceeds to explore several issues that sur-
face as a consequence. First, what kinds of fi nancial statements (balance sheet, income 
statement, etc.) are necessary under an accrual accounting regime? How do we defi ne 
the reporting periods, and which events should be included in a particular period? 
Given the need to make accounting estimates and the need to change accounting 
policies from time to time, how do we deal with changes in these estimates and poli-
cies? How do we address errors in accounting reports that were previously issued? 

 While this range of issues may seem diverse, they all are addressed in this 
chapter because they all are connected by the idea of timing: when do events, 
transactions, and accounting occur relative to each other. In accrual accounting, 
as you will see,  timing is everything . 

   A.  DEMAND FOR PERIODIC REPORTING AND 
THE NEED FOR ACCRUAL ACCOUNTING 
   Recall from  Chapter   1    that a     ccounting involves the production and transmis-
sion of information about an enterprise from those who have it to those who 
need it. In the context of fi nancial reporting to external users, accounting can be 
very simple for businesses like the Dutch trading ships before 1602. Accountants 
needed only to record how much each investor contributed to the voyage; then, 
when the ship returned, the accountant tallied up how much the ship’s goods 
fetched on the market and disbursed the funds to the investors according to their 
share of investment. In other words, the accounting was on a  cash basis : track how 
much money comes into the enterprise at the beginning and how much goes 
back to each investor. This approach was effi cient and practical because the cash 
cycles had all been completed.     

   L.O.      3-1.   Explain the source 
of demand for periodic reporting 
and how accrual accounting 
satisfi es that demand.   

  cash cycle:      A set of transactions 
that converts a cash infl ow to a cash 
outfl ow, or vice versa. A  fi nancing 
cash cycle  is the receipt of funding 
from investors, using those funds to 
generate returns from investments 
and operations, and returning the 
funds to investors. An  investing cash 
cycle  is the purchase of property 
that has long-term future benefi ts 
for the enterprise, using that property 
to obtain economic benefi ts that 
ultimately result in cash infl ows, and 
disposing of the property. An  operat-
ing cash cycle  involves the purchase 
of items such as inventory; produc-
tion, sales, and delivery of goods or 
provision of services; and receipts 
from customers.   

       TYPES OF CASH CYCLES 
 A  cash cycle  is a set of transactions that converts a cash infl ow to 
a cash outfl ow or vice versa. We can categorize cash cycles into 

three types: fi nancing, investing, and operating. A  fi nancing cash cycle  is the 
receipt of funding from investors, using those funds to generate returns from 
investments and operations, and returning the funds to investors. An  investing 
cash cycle  begins with the use of funds to purchase property that has long-
term future benefi ts for the enterprise (e.g., equipment), using that property 
to obtain economic benefi ts that ultimately result in cash infl ows, and dispos-
ing of the property. An  operating cash cycle  involves the purchase of items 
such as inventory; production, sales, and delivery of goods or provision of ser-
vices; and receipts from customers. The distinction between fi nancing and the 
other two cycles is quite clear because of the  direction  of cash fl ows: fi nancing 
involves infl ows to the enterprise followed by outfl ows, while investment/opera-
tions involve outfl ows then infl ows. The distinction between the investing and 

(Continued)
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72 CHAPTER 3  Acc rua l  Account ing

  Why was there no reporting in between departure and return of the ships? 
The reason is simple: there were no credible and timely ways to obtain informa-
tion about a voyage until the ship returned to port. (Credibility is important 
here, as there could be unverifi able rumours from other ships that happen to 
cross paths with the ship of interest.) Without such information, no one was in 
any mood to buy or sell investments in the voyage once the ship had started its 
journey. It was only practical to wait until each ship returned to port. In other 
words, there was an  inability to supply  the information during the voyage, even if 
people demanded it. Given the limited duration of each company/voyage, inves-
tors were willing to wait for the ship’s return. 

 The formation of corporations like the Dutch East India Company changed 
all that. These corporations, and other types of entities, had indefi nite lives. 
They were intended to continue operating until the owners at a future date col-
lectively decided to dissolve the entity. With the uncertain length of time until 
dissolution, which could be a very long time in the future, it is clearly not practi-
cal for investors to wait until the dissolution of the company to fi nd out if they 
made any money!    

 The rise of entities with indefi nite lives meant that investors in such enti-
ties needed to sell their investments at some point before the dissolution of the 
entity. These sellers and any potential buyers needed information to help them 
value the investment. Given a multitude of investors, it only made sense that 
enterprises report at pre-specifi ed intervals rather than respond to informa-
tion requests coming from each investor or potential investor. In the case of the 

operating cash cycles is less clear as it requires subjective judgments about 
long versus short term: investing cycles tend to be longer than operating cash 
cycles. 

  Exhibit   3-1    summarizes each of these three cash cycles as well as their 
tendency to be nested: fi nancing provides cash fl ows for investment and oper-
ations, investment provides benefi ts for operations, and operations generates 
cash fl ows to fund more investments and payments to investors. 

  Exhibit 3-1  Conceptual depictions of cash cycles             

Financing
cycle

1. Receive funds
    from investors

2. Use funds for investments
    and operations

3. Return funds
    to investors

Investing
cycle

1. Acquire
    property

2. Obtain
     benefits
     from using
     property

3. Dispose of
    property

Operating
cycle

1. Purchases
   e.g., inventory

3. Provide
    services

4. Receive cash
    from customers

2. Production,
    sales, delivery
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A .  Demand fo r  Pe r i od ic  Repor t ing  and  the  Need  fo r  Acc rua l  Account ing  73

Dutch East India Company, this interval was 10 years.  1   Today the interval is typi-
cally a year or a quarter according to incorporation laws, securities regulations, 
and securities exchange rules.  

 Except for coincidental occasions, the end of a reporting period such as a 
year will not correspond with the completion of transactions. For instance, con-
sider the hypothetical series of trading voyages for Tradewinds Company shown 
in  Exhibit   3-2   .  

       STILL WAITING… 
 In 1670, an incorporation under the British royal charter created 
“The Governor and Company of Adventurers of England trading into 

Hudson’s Bay.” The charter gave the company exclusive rights to the fur trade 
in the watershed fl owing into Hudson Bay. The company continues to oper-
ate today as The Hudson’s Bay Company. It was publicly traded until January 
2006, when it was purchased by private equity fi rm NRDC Equity Partners. If 
investors had to wait until dissolution to fi nd out what happened to their invest-
ments, they would have been waiting for almost three and a half centuries—
and counting! 

 1.   The reports were required every 10 years. While this seems like a long time in current times, bear in 
mind that each voyage could last for more than a year. Given the nature of the Dutch East India Com-
pany’s operations, 10 years is perhaps not such an unreasonable reporting period. 

  Exhibit 3-2  Timeline with voyages for Tradewinds Company             

Year 1 Year 2 Year 3 Year 4

Voyage A Voyage D

Voyage B Voyage E

Voyage C

Voyage G

Voyage F

Sunk
Amsterdam
Ship:

Batavia

Hollandia

accrual accounting      A basis of 
accounting that records economic 
events when they happen rather than 
only when cash exchanges occur; 
contrast with  cash accounting .   

 At the end of the fi rst year, Voyage A will have been completed. However, 
Voyages B and C also began in Year 1, but the ships had not returned by the end of 
the year. Should Tradewinds Company report only the results of Voyage A? What 
should Tradewinds report regarding the investments it made for Voyages B and C? 

     As you can gather from this example, reporting only information for com-
pleted voyages using cash basis accounting provides incomplete information to 
investors.  (Recall the concept of completeness in the conceptual frameworks of 
 Chapter   2   .)  Investors need to know that Tradewinds has invested in other voy-
ages that are in progress at the end of the year—and, if the information is avail-
able, the status of those voyages. The accrual basis of accounting would try to 
capture the voyages in progress. 

 Formally,  accrual accounting  is a basis of accounting that refl ects eco-
nomic events when they happen rather than only when cash exchanges occur. 
For instance, for Year 1 accrual accounting would include information relating to 

THRESHOLD
CONCEPT
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74 CHAPTER 3  Acc rua l  Account ing

the one completed voyage (A) as well as the two that are in progress at year-end 
(voyages B and C). Investors would fi nd all of this information useful. Indeed, 
the fi nancial report would be misleading were it to omit information about the 
two unfi nished voyages. As you can see, accrual accounting arises naturally when 
enterprises report periodically.

CHECKPOINT CP3-1
Explain the historical and logical reasons why we prepare periodic fi nancial reports.   

   B.  ACCRUAL VERSUS CASH ACCOUNTING 
 We can use  Exhibit   3-2    to illustrate the differences between accrual and  cash 
accounting  by applying some simple numbers to the voyages.  2    

    ■   Investors provide $20 million in fi nancing to start up the company.  
   ■   Each ship costs $5 million and on average can complete 10 voyages, unless it 

is sunk by storms, hazards, or pirates.  
   ■   Operating costs for each voyage are $1 million to pay for the crew’s wages 

and to stock the ship with inventories and supplies. The company must pay 
these costs in advance because the goods and the crew may perish at sea.  

   ■   A successful voyage usually returns within a year (sometimes longer, depend-
ing on weather conditions) with goods that can be sold for $5 million.   

 The cash basis accounting report for Years 1 and 2 would look as shown in 
 Exhibit   3-3    (Years 3 and 4 will be left as an exercise).  

 2.   We use “dollars” and “$” for convenience. The actual Dutch currency since the 13th century had been 
the guilder, until the Netherlands adopted the euro. 

  Exhibit 3-3  Cash basis fi nancial report for Tradewinds Company 

     Year 1    Year 2  
     Voyages    $m    Voyages    $m  

 Operations             
 Infl ow from sale of goods ($5m/arrival)  A  $ 5  B  $ 5 
 Outfl ow for operating costs 
 ($1m/departure) 

 A, B, C   (3)   D, E   (2)  

 Cash fl ow from operations     2     3 
 Cash fl ow from investing activities 
 ($5m/ship) 

    (15)     0 

 Cash fl ow from fi nancing activities     20     0 
 Net cash fl ow for the year     7     3 

 Cash at beginning of year     0     7 
 Cash at end of year     $ 7     $10 

 Note that the cash fi nancial report is a statement of fl ows, with the balance 
of cash reported at the bottom. We can also produce a balance sheet, but it would 
be very short and redundant: it would show only cash of $7 million and $10 mil-
lion for Year 1 and 2, respectively, and equity equal to those amounts.  The cash 
basis balance sheet has only cash and equity in equal amounts; there are no other items 
because all non-cash items are accruals.  

  Accruals  are accounting entries that record events in a period different from the 
corresponding cash fl ows. Accruals encompass both instances where the accounting 

cash accounting A method of 
accounting that records only cash 
exchanges; contrast with accrual 
accounting.

accrual An accounting entry that 
refl iects events or transactions in a 
period different from its correspond-
ing cash fl ow.
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B.  Acc rua l  Ve rsus  Cash  Account ing  75

record refl ects (i) events before cash fl ows and (ii) events after cash fl ows. Some-
times accountants will refer to the latter more specifi cally as  deferrals  .  For example, 
recognizing sales revenue after the receipt of cash is a deferral of revenue. 

 To prepare the accrual basis fi nancial report, we need to provide some addi-
tional guidance on Tradewinds Company’s accrual policies:  

   ■ Record the cost of products shipped out and traded in exchange for products 
from Asia when the Asian products are sold at the home port. Similarly, 
record the cost of supplies and wages as well as depreciation when the ship 
returns home. This is a reasonable but arbitrary allocation rule that main-
tains the logical relationship between revenues and related costs (conven-
tionally called “matching” of costs to revenues). 

  ■ When the company receives information about the sinking of one of its 
ships, the company writes off the recorded value of that ship and expenses 
any inventories, prepaid wages, and prepaid supplies on the books.  

 Based on the previous information and these two accrual accounting policies, 
the accrual basis fi nancial report would look like the one shown in  Exhibit   3-4   :  

  Exhibit 3-4  Accrual basis fi nancial report for Tradewinds Company 

     Year 1    Year 2  

     Voyages    $m    Voyages    $m  
  Statement of income and retained earnings              
 Revenue ($5m/arrival)  A  $ 5.0  B  $ 5.0 
 Operating expenses ($1m/arrival)  A  (1.0)  B  (1.0) 
 Depreciation ($0.5m/arrival)  A  (0.5)  B  (0.5) 
 Write-off of sunken ship     0.0  D  (4.5)* 
 Write-off of operating costs due to sunken 
 ship ($1m/ship)      0.0   D   (1.0)  
 Net income (loss)     3.5     (2.0) 
 Retained earnings at beginning of year      0.0       3.5  
 Retained earnings at end of year      $ 3.5       $ 1.5  
  Balance sheet              
 Cash (see  Exhibit   3-3   )     $ 7.0     $10.0 
 Prepaid expenses ($1m/voyage in progress)  B, C  2.0  C, E  2.0 
 Ships at cost ($5m/ship)     15.0     10.0 
 Less: accumulated depreciation  A   (0.5)   B   (0.5)  
 Total assets      $23.5      $21.5 
 Contributed capital     20.0     20.0 
 Retained earnings      3.5      1.5 
 Total equity      $23.5      $21.5 

  Cash fl ow statement              
 (same as cash basis report—see  Exhibit   3-3   )             

 *The  Amsterdam  sank in Voyage D. After depreciation of $0.5m for Voyage A, it had a book value of 
$4.5m, so this is the amount written off. 

 Let’s compare and contrast the differences in the two sets of reports. What 
can we say about the complexity of the reports? It is evident that the cash basis 
report is much simpler. Tradewinds’ cash balance increased from $7 million to 
$10 million, and we can see the sources of that change. In contrast, the accrual 
reports are more complex; there are many more items in the accrual accounting 
reports. Observe that all the items other than cash in the balance sheet result 
from accrual accounting. 

deferral An accounting entry that 
refl ects events or transactions after 
the related cash fl ow.
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76 CHAPTER 3  Acc rua l  Account ing

 Second, which set of reports provides more useful information about perfor-
mance? The cash basis report shows operating cash fl ows of $2 million in Year 1, 
increasing to $3 million in Year 2. The accrual basis report shows $2.5 million 
income in Year 1, turning into a loss of $2 million in Year 2.  

  Exhibit 3-5  Summary of performance measures for Tradewinds Company 

  Reporting basis    Performance measure    Year 1    Year 2  

 Cash basis  Operating cash fl ow  $2.0m  $3.0m 

 Accrual basis  Net income (loss)  $3.5m  ($2.0)m 

 These are quite dramatic differences and trends. To decide which one better 
refl ects the underlying facts known to us (and to insiders, but not necessarily to 
people outside the company) we can summarize Tradewinds’ activities as follows:  

  Exhibit 3-6  Summary of trading activities for Tradewinds Company 

  Activity    Year 1    Year 2  

 Ships departed  3  2 

 Ships returned  1  1 

 Ships sunk  0  1 

 The company did not increase its trading activity in Year 2 and actually 
lost a ship during the year. Since the value of each voyage is constant year to 
year, it only makes sense that Year 2’s performance should be lower than that 
in Year 1. From this example, we can say objectively and unambiguously that 
the accrual basis more closely refl ects underlying events. The accrual basis of 
accounting provides more useful fi nancial information to readers because it 
permits companies and their management to communicate their expectations 
of future outcomes. 

     To summarize these last two sections, we observe from history that a change 
from (i) single-purpose enterprises with limited life to (ii) enterprises that had 
indefi nite lives created a demand for periodic reporting. In turn, periodic reports 
are more useful in terms of refl ecting the economic conditions of the enterprise if 
they use an accrual basis rather than a cash basis. The illustration using Tradewinds 
Company demonstrates the differences in the fi nancial reports that result. 

      CHECKPOINT CP3-2
Explain how accrual accounting better satisfi es the demand for information in com-
parison to cash accounting.   

   C.  UNCERTAINTY AND THE ESSENTIAL ROLE 
OF ESTIMATES IN ACCRUAL ACCOUNTING  
 Accrual accounting involves reporting amounts before the completion of some or 
all of the cash cycles. The inherent uncertainty of the future means that accrual 
accounting necessarily requires the use of estimates—no one, including the com-
pany’s management, knows precisely the likelihood and amounts of future cash 
fl ows that will occur later in the cash cycles. 

   L.O.      3-2.    Explain why accrual 
accounting is fundamentally inexact, 
why estimates are central to accrual 
accounting, and why there is no 
“true” income for typical situations; 
evaluate the “quality of earnings.”   

THRESHOLD
CONCEPT
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     Refer to Tradewinds Company from the previous section, for example. The 
mere act of recording the three ships as assets uses estimates of the future cash 
fl ows expected to result from the use of the ships. Sometimes these estimates 
turn out to be incorrect—the vessel  Amsterdam  sank in Voyage D in Year 2, tak-
ing with it the inventories, supplies, and most likely the souls on board. 

 The need to use estimates means that all accrual accounting reports are 
imprecise—there is no single “true” accounting report for any set of circum-
stances. However, this does not mean that any arbitrary accrual accounting 
report is acceptable. Rather, there is a range of acceptable alternatives. For 
instance, Tradewinds Company could have used an alternate allocation policy 
for the ships’ cost that recorded the depreciation expense when a ship departed 
instead of when it returned to port. On the other hand, not recording an expense 
for the supplies used would not be acceptable. 

 If we cannot describe fi nancial statements as “true,” or even more or less true, 
what  can  we say? Because of uncertainty and the need for estimates, the appropri-
ate reference point should be “unbiased” fi nancial statements. If we were to ask 
a sample of accountants (say, a hundred) without vested interests in the company 
concerned what they would do, we are likely to hear a range of answers. We can 
think of  unbiased accounting  as some average or consensus from this sample 
of disinterested accountants. Unbiased accounting is similar to the attribute of 
neutrality, which contributes to the qualitative characteristic of representational 
faithfulness in the IFRS Conceptual Framework  discussed in  Chapter   2    .  

 Historically, IFRS has had a concept called the  true and fair  view, which 
states that accountants and auditors have a duty to evaluate the fi nancial state-
ments as a whole and determine whether those fi nancial statements present a 
“true and fair” presentation of the company; if the fi nancial statements are not 
true and fair, then the responsible accountant should amend them such that 
they are true and fair. This overall assessment can be used to override indi-
vidual estimates, accounting choices, and even accounting standards if those 
estimates, choices, or standards produce fi nancial statements that are not “true 
and fair.”  

 This is unfortunate wording, however. As we have seen in the above discus-
sion, there can be no “true” fi nancial statements under accrual accounting within 
the ordinary meaning of the word “true.” Thus, we should not interpret “true 
and fair” literally; instead, we should take it to mean simply “fair.” Appropriately, 
the new IFRS Conceptual Framework makes no mention of this concept. Fur-
thermore, Canadian Auditing Standards note that to present fi nancial statements 
that are “true and fair” and to “present fairly” have the same meaning.  3    

CHECKPOINT CP3-3
Explain why accrual accounting numbers are fundamentally inexact.   

   D.  QUALITY OF EARNINGS AND 
EARNINGS MANAGEMENT 
 A close relative of fair presentation is the idea of “quality of earnings.” While 
many people have a general idea of what would constitute high-quality or low-
quality earnings, there is often confusion over this concept. Some believe that 
earnings quality should be measured by comparing actual reported profi ts to 

unbiased accounting      A conceptual 
accounting outcome that would result 
from taking an average or consen-
sus from a sample of disinterested 
accountants.   

true and fair      An overall evalua-
tion of a set of fi nancial statements 
as being a fair representation of the 
enterprise’s economic conditions and 
performance.   

 3.   See IFRS Framework prior to 2011, paragraph 46, and Canadian Auditing Standard 700, paragraph 35. 

THRESHOLD
CONCEPT
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78 CHAPTER 3  Acc rua l  Account ing

what “true” earnings would be. On the other hand, many fi nance professionals 
such as stock analysts evaluate the quality of earnings by comparing income to 
cash fl ows. 

 While both of these ideas make some sense, they are both inadequate char-
acterizations of earnings quality in different ways: 

■   Since a measure of true earnings does not exist, as discussed previously, we 
cannot evaluate earnings quality relative to true earnings. This applies both 
at the conceptual level and at a practical level.  

■   Using cash fl ow to evaluate the quality of earnings implies that cash fl ow 
is a better measure of performance. As the Tradewinds’ example demon-
strates, cash fl ow is usually an inferior measure of performance compared 
with accrual basis earnings.   

 Instead, the  quality of earnings  refers to how closely reported earnings cor-
respond to earnings that would be reported in the absence of managerial bias. To 
understand this idea, let’s take a simple example. Suppose Quantum Company has 
cash fl ows equal to $500, and reported earnings are $800. As defi ned earlier, accru-
als refl ect events and transactions that occur in periods different from their cor-
responding cash fl ows. Thus, accruals represent the difference between reported 
earnings and cash fl ows, or $300 ($800 – $500).  

     We can think of separating this $300 of accruals into two components: 

■ unbiased accruals  that refl ect economic conditions and accounting standards 
with the application of professional judgment and considering professional 
ethics 

■ excessive accruals      that result from contractual incentives for the fi rm or man-
agement as well as any unethical managerial opportunism to over- or under-
accrue      

 Suppose that Quantum Company has unbiased accruals of $200, meaning 
that excessive accruals amount to $100 ($300 – $200). Ideally, if we were able to 
observe the amount of unbiased accruals, then we could determine the amount of 
unbiased earnings = cash fl ows + unbiased accruals    = $500 + $200 = $700   . How-
ever, the actual earnings that we observe are $800, which includes both unbiased 
and excessive accruals. The relationships among cash fl ows, accruals, and earn-
ings are shown in  Exhibit   3-7   .  

quality of earnings      How closely 
reported earnings correspond to 
earnings that would be reported in 
the absence of management bias.   

  Exhibit 3-7  Relationship among cash fl ows, accruals, and earnings, including fi gures for Quantum Company             

Cash flows
$500

Economic conditions
Accounting standards
Professional judgment

Ethics

Reported
earnings

$800

Excessive accruals
$300 – $200 = $100

Unbiased accruals
$200

Cash flows
$500

Reported
earnings

$800

Total accruals
$300+

+ +

Unbiased earnings
(not observed)

$700
Contractual incentives

Managerial opportunism

=

=

THRESHOLD
CONCEPT
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 If it were possible,  we would evaluate the quality of earnings by identifying the 
excessive component of accruals . Lower excessive accruals translate into higher-quality 
earnings. However, we can only observe total accruals. To distinguish the portion 
of total accruals that is excessive from the portion that is unbiased, users need 
to make conjectures about the incentives faced by management that would lead 
them to make more or less excessive accruals. Several of these motivations  to 
manage earnings were discussed in  Chapter   1    in relation     to positive accounting 
theory and the economic consequences of different accounting choices.     

 The discussion in this section has focused on the quality of earnings, but the 
general ideas apply to the other fi nancial statements as well. For instance, we 
can also think about the quality of the balance sheet: which assets and liabilities 
are potentially over- or understated relative to unbiased reporting, and by how 
much? Furthermore, excessive accruals on the income statement will have direct 
implications for the other fi nancial statements because of the connections among 
them. For instance, recognition of more revenue on the income statement results 
in higher accounts receivable on the balance sheet. This and other connections 
among the fi nancial statements will be explored further later in this chapter. 

  CHECKPOINT CP3-4
Explain what is meant by “quality of earnings.” How can fi nancial statement readers 
evaluate the quality of earnings?       

   E.  PERIODICITY, CUT-OFF, AND 
SUBSEQUENT EVENTS  
 Once in a while, those who are not familiar with accounting (and some who are) 
will say something to the effect of “It’s only a matter of timing” in reference to the 
accounting of a transaction—and, in so doing, try to play down the importance 
of an accounting issue. However, as mentioned in the introduction, in accrual 
accounting  timing is everything ! Accrual accounting exists precisely because users 
desire to know what events and transactions occurred in a particular period of 
time. Therefore, it is essential to properly defi ne the reporting period. Related to 
this issue, how do we deal with events and information that arise near the cut-off 
date at the end of the period and subsequent to that date?     

   1.  Periodicity 
 The typical reporting period for an enterprise is 12 months. Aside from regula-
tory and tax reporting requirements, this length of time makes sense in terms 
of the annual cycles of the seasons and the resultant ebb and fl ow of economic 
activity. However, an annual period does not need to match the calendar year 
of January 1 to December 31. Many businesses choose a year-end that coin-
cides with a time of lower activity. For instance, Canadian retailers will tend 
to have year-ends at the end of January—after the holiday season when sales 
peak, inventory is at a low level, and any returns from customers have been pro-
cessed. In addition, some enterprises will have reporting periods that are close 
to, but not exactly, 12 months. Again, retailers provide a good example: they 
have reporting periods of 52 weeks (364 days) and 53 weeks once every several 
years because doing so provides more comparable information year to year due 
to sales being signifi cantly higher on some days of the week. In practice, about 
two-thirds of public enterprises have year-ends on December 31 or within a few 
days before or after.  

   L.O.      3-3.    Apply accrual 
accounting in relation to issues 
of timing: periodicity, cut-off, and 
subsequent events.   

THRESHOLD
CONCEPT

THRESHOLD
CONCEPT
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   2.  Cut-off 
  Cut-off  refers to the point in time at which one reporting period ends and the next 
begins. Defi ning this point is crucial to fi nancial statements reported on a periodic 
basis. Because accrual accounting refl ects some cash cycles that are not complete, it is 
necessary to formulate rules regarding which events will be refl ected in the reporting 
period (i.e., prior to the cut-off date) and which others will not.  As we proceed through 
later chapters, we will see this idea again and again. For example,  Chapter   4    will discuss 
whether revenue should be recorded prior to the cut-off date or in a later period.   

 In addition to deciding which events should be refl ected in the reporting 
period, we also need to consider the timing of information relating to these 
events. While accrual accounting estimates are inherently imprecise, we should 
use the best information available to maximize the precision as much as possible. 
This usually means using information that is as up-to-date as possible. However, 
we cannot wait for all uncertainty to disappear, as that would require all the cash 
cycles to be complete, which goes against the idea of periodic reporting. 

 For instance, suppose that a company has inventories of $2 million at year-
end. During the preparation of the annual fi nancial statements, the company’s 
management learns that a quarter of the inventories have declined in value because 
of a technological change that has made the inventory obsolete. This information 
affects how much the company reports for inventories because these goods need to 
have future benefi ts for the company to satisfy the defi nition of an asset. The sub-
sequent event indicates that the inventories did not have such future benefi ts, so the 
company would need to write down or write off the value of the affected inventory. 
The period between the cut-off date and the date when the company authorizes its 
fi nancial statements for issuance is called the  subsequent-events period  .   

 A common point of confusion involves whether an event is merely a subse-
quent event and not part of the reporting period. A useful way to distinguish the 
difference is in terms of recognition and measurement. We  recognize  transactions 
and events occurring within the reporting period (i.e., up to the cut-off date), 
but the  measurement  of those transactions can use the best information available 
whether that information is from the reporting period or the subsequent-events 
period. The timeline in  Exhibit   3-8    illustrates this difference.  

  cut-off      The point in time at which 
one reporting period ends and the 
next begins.   

  subsequent-events period      The 
period between the cut-off date 
and the date when the company 
authorizes its fi nancial statements for 
issuance.   

  Exhibit 3-8  Timeline showing subsequent-events period in relation to recognition and measurement             

Date financial
statements

authorized for issue

Reporting
period

Subsequent-events
period

Cut-off for
recognition of
transactions
and events

End of period for
gathering information

pertaining to
measurement of

recognized events

Beginning of
fiscal period

End of
fiscal period

 For the inventories just mentioned, the inventories are on hand at year-end, 
so they should be recognized on the balance sheet. If some of the inventories 
become obsolete prior to the cut-off date (i.e., the fi scal year-end), then the 
obsolescence should be recognized even if the information about the technologi-
cal change becomes available later during the subsequent-events period. That 
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information affects the measurement of the fi nancial consequences of the techno-
logical change and the value of inventory at year-end. 

 On the other hand, if the technological change occurs during the subse-
quent-events period, then there would be no impact on the amounts recognized. 
If the effect is material, the company should disclose the information about the 
technological change in the notes to the fi nancial statements. 

 Another common example to illustrate subsequent events relates to accounts 
receivable. Enterprises can and should use information in the subsequent period 
to estimate the amount to record in the allowance for doubtful accounts. Such 
information includes actual collections and defaults in the subsequent-events 
period for accounts outstanding at year-end. 

 In contrast, suppose an accident on January 15, 2012, results in the destruc-
tion of a transport truck that had a carrying value of $400,000 on the year-end 
date of December 31, 2011. The accident occurred after the cut-off date, so the 
reported value of the truck on December 31, 2011, would not include the effect 
of the accident. If the amount were material, the reporting entity would provide 
note disclosure regarding the effect of the accident. 

  CHECKPOINT CP3-5
What key dates defi ne the subsequent-events period? Explain how information 
obtained in the subsequent-events period should be used.        

   F.  ACCOUNTING CHANGES: ERRORS, 
CHANGES IN ACCOUNTING POLICY, 
AND CHANGES IN ESTIMATES  
 As noted previously, accounting is inherently inexact because accruals depend on 
uncertain future outcomes. Therefore, we should expect changes in circumstances 
over time. To refl ect changed circumstances, management may fi nd it appropri-
ate to change accounting estimates. At other times, a change in accounting policy 
is more appropriate since, ideally, a company chooses accounting policies that 
best refl ect its economic circumstances. In addition, to err is human, so we need 
to know how to handle accounting errors. IFRS–IAS 8 and ASPE Section 1506 
provide guidance on how to deal with these three types of accounting changes.     

   1.  Correction of errors 
 An error occurs when a company reports an incorrect amount  given the informa-
tion available at the time —hindsight must not be used. For instance, a forecast of 
useful life for equipment that turns out to be wrong is not an error as long as the 
forecast was made in good faith based on the available information. However, 
if management estimates the useful life to be fi ve years but then applies a 10% 
straight-line depreciation rate, this would be an error. For a  correction of an 
error  ,  the appropriate treatment is  retrospective adjustment with restate-
ment  .  “With restatement” means that any fi nancial statements from prior years 
presented for comparative purposes must be restated. The reason for retrospec-
tive correction of errors is to restore the previous fi nancial statements to  what 
they should have been  given the information available at that prior date.    

   2.  Changes in accounting policy 
 A  change in accounting policy  is a change in, for example, inventory account-
ing from weighted average to fi rst-in, fi rst-out (FIFO). Such changes are at the 

   L.O.      3-4.    Evaluate whether 
an accounting change is an error, 
a change in accounting policy, or 
a change in estimate, and apply 
the retrospective and prospective 
treatments appropriate to that type 
of accounting change.   

correction of an error      An account-
ing change made necessary by the 
discovery of an incorrect amount 
given information available at the 
time the amount was reported.   

retrospective adjustment (also 
retroactive adjustment)      Applying 
an accounting change to all periods 
affected in the past, present, and 
future. Retrospective adjustment  with 
restatement  shows any compara-
tive fi gures on the same basis as the 
current period fi gures. Retrospective 
adjustment  without restatement 
 refl ects the accounting change’s 
impact on past periods in the current 
period.   

change in accounting policy      An 
accounting change made at the 
discretion of management.   

THRESHOLD
CONCEPT

03_ch03_lo_fish_I.indd   8103_ch03_lo_fish_I.indd   81 9/28/12   4:05 PM9/28/12   4:05 PM



82 CHAPTER 3  Acc rua l  Account ing

discretion of management but should be made to refl ect economic circumstances. 
( Recall that s    tandards allow a range of accounting policies because there are a 
variety of economic circumstances.) The appropriate treatment for changes in 
accounting policy is retrospective adjustment with restatement.  

 Requiring retrospective adjustment with restatement increases comparability of 
fi nancial statements (i.e., consistency over time). If a switch from weighted average 
to FIFO increases income for the current year, for example, users need to have fi nan-
cial statements from the prior year to make a meaningful comparison. Retrospec-
tive adjustment with restatement also reduces the temptation to change accounting 
policies to manage earnings, because the effect of the change applies not just to the 
current year but also to all prior years. If the change were not retrospective, then 
the cumulative effect of the accounting policy change could signifi cantly impact the 
current year’s income. In fact, US GAAP treats changes in accounting policy retro-
actively  without  restatement. Comparative fi nancial statements are not adjusted, and 
the income statement reports the retroactive effect through current-year income as 
“cumulative effect of accounting change” at the bottom of the income statement. 

 To illustrate the effect of the different methods, consider a change in depre-
ciation policy that is treated as a change in accounting policy. ( As will bee seen in 
 Chapter   8   , a     change in depreciation can also be considered a change in account-
ing estimate.) Assume that a company has a single piece of equipment, purchased 
at the beginning of 2013 for $1 million. The equipment has an estimated useful 
life of 10 years and zero residual value. The company initially decides to use a 
declining-balance method of depreciation at double the straight-line rate. The 
straight-line rate is 10%, so the depreciation in 2013 is 20% of $1 million, or 
$200,000. Also assume that the company earns income before depreciation of 
$500,000 in both 2013 and 2014. In 2014, the company chooses to change the 
depreciation policy from double-declining-balance to straight-line. (For simplic-
ity, ignore income taxes.) This change in depreciation was not due to any change 
in circumstances or new information; the useful life remains at 10 years and there 
is no change in usage of the equipment.  Exhibit   3-9    shows the effect of this 
change in accounting policy under different reporting methods.  

  Exhibit 3-9  Illustration of potential methods to refl ect a change in accounting policy 

 ($000’s) 
 As originally 

reported 

 Retrospective 
with restatement 
(IFRS, CICA)* 

 Retrospective 
without restatement 

(U.S. GAAP)† 

 Prospective treatment 
(not permitted for 
change in policy)‡ 

      2013      2013      2014      2013      2014      2013      2014   

 Equipment—at cost  1,000  1,000  1,000  1,000  1,000  1,000  1,000 
 Accumulated depreciation   (200)    (100)    (200)    (200)    (200)    (200)    (289)  
 Equipment—net  800  900  800  800  800  800  711 
 Income before depreciation  500  500  500  500  500  500  500 
 Depreciation expense   (200)    (100)    (100)    (200)    (100)    (200)    (89)  
 Income before the following  300  400  400  300  400  300  411 
 Cumulative effect of accounting 
change 

  —    —    —    —    100    —    —  

 Net income  300  400  400  300  500  300  411 

 * Retrospective with restatement: Apply straight-line depreciation from the beginning of the equipment’s life, so annual depreciation equals 
10% of $1 million cost. 
 † Retrospective without restatement: Determine how much straight-line depreciation would be had it been used from the beginning of 
the equipment life, and refl ect the effect on only the 2014 fi nancial statements. The 2014 depreciation should be $100,000. Previously, 
$200,000 had been recorded for depreciation in 2013. Cumulative depreciation is $300,000, but straight-line depreciation over two years 
would require only $200,000. The excess $100,000 of depreciation is reversed by item “cumulative effect of accounting change.” 
 ‡ Prospective treatment: Do not adjust prior year. Apply new depreciation policy beginning in 2014. The undepreciated cost at the beginning 
of 2014 is $800,000, depreciated over the remaining nine years results in straight-line depreciation of $800,000/9 = $88,889 per year. 
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 With the given assumption of stable operations (constant income before 
depreciation), we observe that the method of retrospective adjustment with 
restatement provides the most comparable fi nancial information, particularly net 
income, which is $400,000 each year. The US approach of retrospective adjust-
ment without restatement shows a pattern of increasing income from $300,000 
to $500,000, although the separate reporting of the cumulative effect of account-
ing change of $100,000 makes evident the source of the increase. However, even 
backing out this $100,000 results in a pattern of increasing income: $300,000 in 
2013 and $400,000 in 2014. 

 The last two columns show what would be reported under the prospective 
method, which is not permitted for changes in accounting policy. However, the 
prospective method is appropriate for changes in accounting estimates, which we 
discuss next.  

   3.  Changes in accounting estimates 
 Accounting estimates are, for example, the percentage of bad debts or the num-
ber of years of useful life for a piece of equipment. These estimates should be 
based on the best information available at the time of fi nancial statement prepa-
ration. However, as time progresses, new information could suggest that alter-
nate estimates would be more accurate. Since such information was not predict-
able at the time of the prior estimates, the appropriate treatment is  prospective 
adjustment  :  applying the change only to the current and future reporting peri-
ods without any changes to past fi nancial statements. The two columns on the 
far right of  Exhibit   3-9    show how this method would be applied if a change in 
depreciation method were considered a  change in estimate . A change from the 
declining-balance method to the straight-line method can be justifi ed as a change 
in estimate if the straight-line method more closely resembles the pattern of 
usage or value derived from the equipment.    

   4.  Illustrative example for practice 
 You have been provided with the following information related to two recent 
fi nancial years for Random Home Inc. (amounts in $millions):  

     2012    2013  

 Retained earnings—beginning of year  800  920 

 Accounts receivable—gross  850  900 

 Revenues  2,500  2,650 

 Cost of goods sold  1,600  1,650 

 Selling, general, and administrative expenses  300  320 

 Depreciation  100  100 

 Interest expense   260    240  

 Income before tax  240  340 

 Income tax expense   72    102  

 Net income   168    238  

    Required:    

 While preparing the 2013 fi nancial statements, you realize that, in anticipation 
of uncollectible accounts, there needs to be a downward adjustment to end-of-
year accounts receivable by 4% of the accounts receivable balance. Using the 
following table, indicate the impact on the fi nancial statements if this change is 
due to one of the following reasons (ignore the effect of income tax): 
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  prospective adjustment      Applying 
an accounting change only to the 
current and future reporting periods 
without any changes to past fi nancial 
statements.   

  change in estimate      An accounting 
change made necessary by the arrival 
of new information.   
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   a.   An error correction because the company should have known that receiv-
ables were overvalued as early as 2012.  

  b.   A change in accounting policy because the company had not previously 
provided for bad debts as they had been deemed immaterial.  

  c.   A change in estimate due to new information showing a deterioration of 
economic conditions.     

    2012  2013 

 Type of accounting 
change 

 Statement of 
comp. income 

 Accounts 
receivable 

 Retained 
earnings 

 Statement of 
comp. income 

 Accounts 
receivable 

 Retained 
earnings 

 (a)                   

 (b)                   

 (c)                   

 Suggested solution:      

    2012  2013 

 ($000’s) 
Type of accounting 
change 

 Statement of 
comp. income 

 Accounts 
receivable 

 Retained 
earnings 

 Statement of 
comp. income 

 Accounts 
receivable 

 Retained 
earnings 

 (a) Error correction  –34  –34  –34   –2  –36  –36 

 (b) Change in policy  –34  –34  –34   –2  –36  –36 

 (c) Change in estimate    0    0    0  –36  –36 – 36 

The     change in estimate in (c) is the simplest as it requires prospective adjust-
ment. In 2013, the current reporting period, the company needs to record an 
allowance for doubtful accounts (a reduction in net accounts receivable) equal 
to 4% of the receivable balance of $900,000, which is $36,000. The adjusting 
journal entry would be: 

 2013  Dr. Bad debts expense  36,000    

      Cr. Allowance for doubtful accounts     36,000 

 When the income statement accounts are closed for the period, the bad debts 
expense also reduces retained earnings. 

 The error correction and change in accounting policy in (a) and (b) both 
require retrospective adjustment with restatement. To properly refl ect this 
accounting change, the company needs to consider the effect on current as 
well as prior reporting periods. Had the company provided for bad debts in 
2012, it would have recorded 4% of the receivable balance of $850,000, which 
is $34,000. After making this provision, the company would then record only an 
additional $2,000 for bad debts to bring the balance up to $36,000. Thus, the 
journal entries are: 

 2012  Dr. Retained earnings (bad debts expense)  34,000    

    Cr. Allowance for doubtful accounts     34,000 

 2013  Dr. Bad debts expense  2,000    

    Cr. Allowance for doubtful accounts     2,000 

 Notice that the 2012 entry debits retained earnings. While conceptually the 
$34,000 adjustment is for bad debts expense, which is denoted in parentheses, 
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it is not correct to debit the “bad debts expense” account. All income statement 
accounts, such as bad debts expense, are temporary accounts representing the 
current fi scal year. To debit “bad debts expense” would record the expense in 
2013. The “bad debts expense” account for 2012 had already been closed to 
retained earnings, so the adjustment goes directly to retained earnings. 

 For a review of temporary accounts, closing entries, and other aspects of the 
accounting cycle, see the Appendix at the end of this chapter. 

      CHECKPOINT CP3-6
Which type(s) of accounting changes require retrospective adjustment? Which one(s) 
require prospective treatment?   

   5.  Summary 
 We can summarize the three types of accounting changes and their treatments in 
IFRS and ASPE as shown in  Exhibit   3-10   :  

  Exhibit 3-10  Summary of types of accounting changes and corresponding treatments 

  Type of accounting change    Treatment under IFRS and ASPE  

 Correction of errors  Retrospective with restatement 

 Changes in accounting policy  Retrospective with restatement 

 Changes in estimates  Prospective 

  Exhibit 3-11  Decision tree for accounting changes             

Accounting change due
to management choice
(not new information)?

Information known or
should have been known

in prior period?

Change in
accounting policy

Type of 
accounting change

Y

N

NY

Accounting
treatment Retrospective treatment Prospective treatment

Correction
of error

Change in
estimate

 We can distinguish the type of accounting change by answering two ques-
tions, as illustrated in the decision tree shown in  Exhibit   3-11   . First, is the 
accounting change due to new information or just management choice? If it is 
just management choice, then it would be a change in accounting policy and 
treated retrospectively. If the change is due to new information, when was the 
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information known or should have been known? If it was known or should have 
been known in a prior period, then we have an error that needs to be corrected 
retroactively. If the information could not have been known until the current 
period, then it is a change in estimate that is treated prospectively.  

 This section provided the basic tools necessary to deal with accounting 
changes.  Future chapters will show many more applications of these tools. For 
example,  Chapter   4   , on revenue recognition, will show an important application 
of changes in estimates relating to the accounting for long-term contracts, and 
 Chapter   6    will illustrate the effect of errors in inventory accounting.    

   G.  THE STRUCTURE OF FINANCIAL REPORTS 
AND THEIR RELATIONSHIPS 
 Earlier in this chapter we showed the key differences between cash and accrual 
accounting. Cash accounting is relatively straightforward, and likewise are the 
resulting fi nancial statements, which involve a cash fl ow statement that shows the 
change is cash from the beginning to the end of the period. Accrual accounting, 
on the other hand, results in more extensive fi nancial statements. The income 
statement arises as an alternative to the cash fl ow statement as a report on per-
formance, while the balance sheet accumulates all of the accruals. In addition, 
accrual accounting developed when enterprises were no longer short-lived; these 
enterprises obtained multiple rounds of fi nancing from owners and made peri-
odic payments to them (dividends), creating a need for a report that distinguished 
such capital transactions with owners from other transactions with everyone else. 
In comparison, a Dutch trading company before 1602 would simply have had 
one fi nancing prior to the beginning of the voyage and one set of payments upon 
dissolution of the company.  

 In this section, we look at the interrelationship of these four fi nancial state-
ments (cash fl ow statement, income statement, balance sheet, statement of 
changes in equity), how they relate to the IFRS Conceptual Framework  from 
 Chapter   2    , and the requirements for their presentation according to IFRS. The 
following discussion will be quite general ; we will look at many of the specifi c 
items in the fi nancial statements in later chapters . 

   1.  Overview of fi nancial statement presentation 
and interrelationships 
 Financial statements are the end product of the accounting process, made to 
meet the information needs of users.  As discussed in the last chapter, t    he objec-
tive of fi nancial statements is to provide information useful for investment and 
lending decisions. These decisions depend on users’ assessment of future cash 
fl ows in terms of amount, timing, and uncertainty. IFRS then asserts that fi nan-
cial reports help users’ make these assessments by providing two main types of 
information (see IFRS Conceptual Framework, paragraph OB12):     

1.   information on the entity’s resources and claims against those resources; and  
2.   information on changes in the entity’s resources and claims.   

 Simply stated resources and claims mean what the enterprise has and what it 
owes, where “owes” refers to both lenders and equity investors. IFRS further 
considers three categories of information about changes in resources and claims: 

1.   fi nancial performance according to accrual accounting;  
2.   fi nancial performance according to cash fl ows; and  

 L.O.      3-5.   Integrate the struc-
ture and connections among the 
four fi nancial statements and 
explain how this structure relates to 
accrual accounting. 

THRESHOLD
CONCEPT
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   3.   changes in the entity’s resources and claims that are not due to fi nancial 
performance.   

 Translating these types of information to fi nancial statements, we have the fol-
lowing relationships: 

    ■   resources and claims  balance sheet (statement of fi nancial position)  
   ■   performance on accrual basis  income statement (statement of compre-

hensive income)  
   ■   performance on cash basis  cash fl ow statement  
   ■   changes in resources and claims not due to performance  statement of 

changes in equity   

 The diagram in  Exhibit   3-12    lays out these four key fi nancial statements and 
the relationships among them. As well, the diagram shows the scope of IFRS, 
which covers all of the fi nancial statements as well as note disclosures. IFRS does 
not cover commentary on fi nancial performance in management’s discussion and 
analysis (MD&A) and other types of reports, such as those on environmental 
performance, corporate social responsibility, value added, and so on.  

 Central to the set of fi nancial statements is the statement of fi nancial position 
(traditionally called the balance sheet), as it records the  stock  or balances of assets, 
liabilities, and equity; that is, it shows the fi nancial position at a point in time. 
The other three fi nancial statements track the  fl ows  of items on the balance sheet. 
The cash fl ow statement shows the different activities that explain the change in 
cash balance over the year. The statement of equity explains changes to equity, 
differentiating comprehensive income or loss from other changes in equity. The 
statement of comprehensive income provides further details of items comprising 

  Exhibit 3-12  Financial statements, relationships, and the scope of IFRS             

Scope of IFRS

Cash flow
statement

Statement of
financial position

Statement of
changes in equity

Statement of
comprehensive

income

Operating
activities

Investing
activities

Financing
activities Revenue

Expenses
Gains
Losses

Assets Liabilities
and equity

Cash

Total
comprehensive

income

Capital transactions

Notes to the financial statements

Equity

Environment reports,
statement of value added,

other reports

Management’s
discussion and analysis

(MD&A)

Reports
outside scope

of IFRS
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88 CHAPTER 3  Acc rua l  Account ing

comprehensive income. The notes to the fi nancial statements provide additional 
disclosures that improve the understanding of the fi nancial statements. 

 The relationships among the four fi nancial statements shown above embed 
an important concept called  articulation  .  In fi nancial accounting, articula-
tion does not have its common meaning relating to communication (e.g., “the 
articulate speaker delivered a convincing speech”). Rather, articulation refers 
to the  connection  of the fi nancial statements with each other, similar to the usage 
in reference to human joints. The accounting system that we use is articulated: 
the amounts reported on the income statement connect with the balance sheet 

  articulation      The connection of 
fi nancial statements (balance sheet, 
income statement, cash fl ow state-
ment, statement of changes in equity) 
with each other.     

        DOUBLE-ENTRY ACCOUNTING AND THE 
BALANCE SHEET 

 The balance sheet is the centre of the set of fi nancial statements because we 
use a double-entry accounting system. In this system, the balance sheet is self-
contained. To see why this is the case, consider the three types of transactions 
that are possible: 

   a.   exchange of one asset for another;  
  b.   exchange of one fi nancial claim (i.e., a liability or equity) for another; or  
  c.   increase (or decrease) of an asset and a fi nancial claim.   

 The fi rst type of transaction involves the left side of the balance sheet, the 
second involves the right side, and the third involves both sides. One can, of 
course, construct compound transactions that involve a combination of these 
three types of transactions. 

 An example of the fi rst type of transaction is the purchase of $16,000 
inventory with cash, which would be recorded as follows:  

 Dr. Inventories  16,000    

  Cr. Cash     16,000 

 An example of the second type of transaction is the receipt of an invoice for 
electricity costs incurred over the past month: 

 Dr. Equity (Utility expense)  2,000    

  Cr. Accounts payable     2,000 

 Finally, the third type of transaction could be the sale of goods for $25,000 
on credit: 

 Dr. Accounts receivable  25,000    

  Cr. Equity (Revenue)    25,000

 Notice from these examples that the second and third types of transactions 
can involve accounts you would normally think of as accounts on the income 
statement, which have been noted in parentheses in the journal entries. As 
you will recall from introductory accounting, utility expense, revenue, and other 
income statement accounts are temporary accounts; they exist as a more 
detailed representation of the changes that affect equity, and at the end of each 
period they are reset to zero with the net balance transferred to the retained 
earnings component of equity. Thus, only the balance sheet is a direct result 
of a double-entry system. All of the other fi nancial statements result from addi-
tional information requirements we impose on the accounting system. 
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through the equity accounts. In other words, what happens on the income 
statement also impacts the balance sheet. In a different system in which the 
fi nancial statements are not articulated, the measure of performance on the 
income statement can be independent from the amount of equity reported on 
the balance sheet. Such alternatives have been proposed from time to time 
because they can produce fi nancial statements that better represent fi nancial 
position and performance; however, these alternatives have not received wide 
acceptance.       

 Another issue of practical importance is the degree of aggregation in the 
fi nancial statements. A large company will have thousands of items in its general 
ledger, distinguished by the nature of the item (e.g., cash or inventory), the func-
tion of the item (manufacturing, administration), geographic location, division 
within the company, and so on. Clearly it is not useful for fi nancial statements to 
contain so much detail, which tends to obscure rather than illuminate the overall 
picture. The concept of materiality comes into play here. IAS 1, Presentation of 
Financial Statements, indicates the following: 

  ¶29 An entity shall present separately each material class of simi-
lar items. An entity shall present separately items of a dissimilar 
nature or function unless they are immaterial.  

 This means items in the fi nancial statements should be grouped together 
in a logical fashion. Cash and equipment are dissimilar, so they should not be 
grouped together as “cash and equipment,” but cash in different currencies could 
be grouped together as “cash.” Groupings that are immaterial should be enlarged 
to include other similar groupings. If the grouping of immaterial items results 
in a category without a suitably descriptive label, then the group would be called 
“other.”   

 So far in this section we have looked at the overall presentation and relation-
ships among the different fi nancial statements. Let’s now examine each compo-
nent in more detail. 

     CHECKPOINT CP3-7
What is articulation? How are fi nancial statements articulated?  

   2.  Balance sheet (statement of fi nancial position) 
 The balance sheet, or statement of fi nancial position, shows the fi nancial 
position of an enterprise at a point in time. Financial position is the amount 
and composition of assets and the composition of the claims on those assets. 
In a double-entry accounting system, total assets equal total fi nancial claims; 
that is, the two sides of the balance sheet balance, as you know from basic 
accounting. 

  Exhibit   3-13    provides a sample balance sheet for a hypothetical company 
called Illustrator Ltd. In examining this balance sheet and the other fi nancial 
statements, focus on the overall structure and how the parts connect with 
each other; it is not important what transactions generated this set of fi nancial 
statements. Also note that some of the features in this sample balance sheet 
will be discussed later in this section (e.g., comparative fi gures, discontinued 
operations).  

 There are potentially many different ways to organize the balance sheet to 
show the composition of assets and liabilities. IFRS generally requires a current/
non-current presentation of assets and liabilities (which is the method used in 

THRESHOLD
CONCEPT
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 Exhibit   3-13   ), unless ordering the items by liquidity provides more useful infor-
mation. In particular, IAS 1 indicates the following: 

  ¶60 An entity shall present current and non-current assets, and cur-
rent and non-current liabilities, as separate classifi cations in its 
statement of fi nancial position . . . except when a presentation 
based on liquidity provides information that is reliable and is 
more relevant . . .  

  Exhibit 3-13  Balance sheet (statement of fi nancial position) for Illustrator Ltd.             

2011 2010
Current assets

Cash and cash equivalents 11,4051,215
15,820Trade and other receivables 13,600

8,180Inventories 7,230

25,215 32,235

Non-current assets

Available-for-sale investments‐ 3,2003,620
Investments in associates 5,500 5,000

22,000Grapevines 20,000
Property, plant, and equipment - net 30,50034,000

Intangible assets 1 1

Deferred income tax 27 24

65,148 58,725

Assets held for sale (discontinued operations) 2,630–

–

Total assets 90,363 93,590

Current liabilities
Trade and other payables 007,01 9,450
Provision for warranties 09 80
Taxes payable 082 250
Current portion of finance lease obligation 340
Current portion of long-term debt‐ 10,000 8,000

21,440 18,120

Non-current liabilities
Finance lease obligation 2,480 2,850
Long-term debt 20,000 30,000
Deferred income tax 3,190
Employee pension benefits 1,470

3,720
1,350

27,670

49,110

37,390

Liabilities of discontinued operations 1,440

Total liabilities 56,950

Equity
Share capital (1,000,000 issued and outstanding) 15,000 13,000

660Reserves 240

Retained earnings 25,593 23,400

41,253Total equity 36,640

Total liabilities and equity 90,363 93,590

Illustrator Ltd.
Balance Sheet

As at December 31

In $000's

‐ ‐
Minimum categories:
- cash & equivalents
- receivables
- investments
  (equity method)
- financial assets not
  above
- inventories
- biological assets
- property, plant, and
  equipment
- investment property
- intangible assets
- deferred tax assets

‐
‐

‐

‐
‐
‐

‐
‐
‐

‐
Minimum categories:
- payables
- provisions
- financial liabilities
   not above
- taxes payable
- deferred taxes

‐
‐

‐
‐

‐
Minimum categories:
- contributed capital
- retained earnings
- reserves
- minority interest

370

Current /
non-current
presentation

‐

Separate item for
discontinued
operations

Separate item for
discontinued
operations

Partition of debt into
current and long-term
portions 

Presentation of 
comparative figures for
prior year

Current /
non-current
presentation
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  ¶61 Whichever method of presentation is adopted, an entity shall 
disclose the amount expected to be recovered or settled after 
more than twelve months for each asset and liability line item 
that combines amounts expected to be recovered or settled (a) 
no more than twelve months after the reporting period and (b) 
more than twelve months after the reporting period.  

 In other words, enterprises should separate current (short-term) and non-cur-
rent (long-term) items, or at least provide disclosures that allow users to make 
that determination. The defi nition of what constitutes current assets or liabilities 
will be discussed below. 

 With regard to the exception from the current/non-current presentation, 
IAS 1 specifi cally identifi es fi nancial institutions as an example for which a pre-
sentation by liquidity could be more useful. For instance, depositors’ confi dence 
in a bank’s viability signifi cantly depends on liquidity—its ability to pay deposi-
tors when they need funds. Furthermore, banks’ cash cycles differ from other 
enterprises in that it is diffi cult to distinguish their operating and fi nancing cycles 
(see  Exhibit   3-1    and related discussion on cash cycles). 

 Other than the current/non-current (or liquidity) presentation, there is a 
substantial degree of fl exibility in the organization of the balance sheet. For 
example, European companies have a tradition of showing equity before liabili-
ties, non-current items before current items, and items in increasing order of 
liquidity (e.g., inventory before cash); the implementation guidance that accom-
panies IAS 1 illustrates this approach. However, North American companies 
have the opposite tradition. Both approaches are equally acceptable under IFRS. 

 Let’s now examine the three major components of the balance sheet. 

    a.  Assets 
 Assets and liabilities are fundamental elements in the IFRS Framework, so it is 
worthwhile to  reinforce some of the discussion from  Chapter   2       .  Recall that f    or 
an amount to be recorded as an asset, it must meet the defi nition of an asset as 
well as the criteria for recognition and measurement. The Conceptual Frame-
work defi nes an asset as that which gives rise to future infl ows of economic ben-
efi ts, arose from past transactions, and is under the control of the enterprise. For 
recognition on the balance sheet, the infl ow of future economic benefi ts must be 
probable, and there must be a reasonable basis of measurement. 

 After meeting the criteria in the defi nition, recognition, and measurement 
of an asset, the fourth step is presentation. In addition to the general concept of 
materiality that affects the aggregation of assets, IAS 1 paragraph 54 specifi cally 
identifi es the following asset groups as having a suffi ciently different nature or 
function to warrant separate categories: 

    1.   cash and cash equivalents  
   2.   trade and other receivables  
   3.   investments accounted for using the equity method  
   4.   fi nancial assets other than those shown above in (i), (ii), and (iii)  
   5.   inventories  
   6.   biological assets (such as sheep, cattle, trees, grapevines)  
   7.   property, plant, and equipment  
   8.   investment property  
   9.   intangible assets  
   10.   receivables for current tax  
   11.   deferred tax assets   
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 These are the coarsest groupings under IFRS; fi ner partitions should be 
made according to the circumstances to achieve the objective of providing useful 
information. For example, “property, plant, and equipment” could be split into 
“land,” “buildings,” and “equipment,” especially if each category uses a different 
measurement base, such as historical cost or current value. 

 Enterprises using the current/non-current classifi cation of the balance sheet 
need to determine which of the above assets are current and which are not. IAS 
1 provides the following guidance: 

  ¶66 An entity shall classify an asset as current when: 
    (a)    it expects to realize the asset, or intends to sell or consume it, 

in its normal operating cycle;  
   (b)    it holds the asset primarily for the purpose of trading;  
   (c)    it expects to realize the asset within twelve months after the 

reporting period; or  
   (d)    the asset is cash or a cash equivalent (as defi ned in IAS 7) 

unless the asset is restricted from being exchanged or used to 
settle a liability for at least twelve months after the reporting 
period.   

  An entity shall classify all other assets as non-current.  

 Criteria (a) and (c) together mean that an asset is current if it will be realized 
(sold or used) within a year or during the operating cycle,  whichever is longer .  

   b.  Liabilities 
 Mirroring the defi nition of an asset, a liability is a present obligation arising 
from past transactions that entail future outfl ows of economic resources. Similar 
to an asset, if the future outfl ows are probable and reasonably measurable, the 
enterprise recognizes the liability on the balance sheet. Similar to assets, once the 
reporting entity has decided that an item should be reported as a liability, it needs 
to determine the presentation of the item—the degree of aggregation and where 
it should appear on the balance sheet. 

 IFRS requires at a minimum the following categories of liabilities (again, as 
long as they are material): 

    1.   trade and other payables  
   2.   provisions (e.g., warranty liability, pension benefi ts, restructuring costs)  
   3.   fi nancial liabilities other than the above  
   4.   liability for taxes payable  
   5.   liability for deferred taxes   

 If the reporting entity uses the current/non-current classifi cation of the bal-
ance sheet, it would classify a liability as current using the following guidance in 
IAS 1: 

  ¶69 An entity shall classify a liability as current when: 
    (a)    it expects to settle the liability in its normal operating cycle;  
   (b)   it holds the liability primarily for the purpose of trading;  
   (c)    the liability is due to be settled within twelve months after 

the reporting date; or  
   (d)    it does not have an unconditional right to defer settlement 

of the liability for at least twelve months after the reporting 
period. . . . An entity shall classify all other liabilities as non-
current.    

 Criteria (a) to (c) parallel those for current assets. Criterion (d) applies to, for 
example, revolving debt such as a line of credit—debt with a short nominal maturity 
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that is rolled over from one period to another. At a particular date, the debt is 
non-current if the reporting entity has an agreement in place that gives it discre-
tion to refi nance the debt such that the debt need not be settled until more than 
a year after the balance sheet date.  

   c.  Equity 
 In the double-entry system, equity is the residual amount after deducting total 
liabilities from total assets. Aside from its residual nature, equity can be classifi ed 
into several distinct components that differ signifi cantly in their nature: 

    1.   contributed capital  
   2.   retained earnings  
   3.   reserves  
   4.   non-controlling interest     

 Reserves can arise from a number of sources such as the revaluation of land, 
 which will be discussed in  Chapter   10    . The last item relates to subsidiaries that 
the reporting entity does not own entirely; accounting for parents and subsid-
iaries is a complex topic covered in advanced fi nancial accounting and will not 
be not addressed further in this text  except for a brief discussion in  Chapter   7    
on investments . While IAS 1 does not specifi cally require the fi rst three items 
to be separated on the balance sheet, in practice companies will list them as 
separate line items because their natures signifi cantly differ from each other. It 
should be apparent that profi ts retained are different from capital contributed 
by the owners.  

   3.  Statement of changes in equity 
 One of the objectives of fi nancial statements is to provide information on changes 
in fi nancial position. The statement of changes in equity aims to achieve this 
objective by identifying the reasons for the change in total equity and its com-
ponents from the beginning to the end of the period.  Exhibit   3-14    shows an 
example of such a statement.  

 There are three components of equity, as shown in  Exhibit   3-14    that we will 
consider:  4    

    1.    Contributed capital —the amount of funds provided by owners, net of any 
repayments to the owners or repurchases of ownership units (shares).  

   2.    Retained earnings —the amount of cumulative profi ts (or losses) recognized 
through the statement of comprehensive income less dividends (and a few 
other adjustments  discussed in  Chapter   13    ).  

   3.    Reserves —amounts accumulated from events or transactions increasing equity 
that are not transactions with owners and which have not fl owed through 
profi t or loss. An example of a reserve is “accumulated other comprehensive 
income,” or AOCI.   

 There are potentially up to fi ve classes of transactions that explain the change 
in these three components: 

    1.    Profi t or loss —income and expenses as recognized on the income statement, 
other than (2) below  

   2.    Other comprehensive income  (OCI)  
   3.    Dividends   

 4.   A fourth component is non-controlling interest, which, as mentioned above, is beyond the scope of 
this text. 

03_ch03_lo_fish_I.indd   9303_ch03_lo_fish_I.indd   93 9/28/12   4:05 PM9/28/12   4:05 PM
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   4.    Capital transactions —transactions with owners such as share issuances or 
repurchases  

   5.    Effect of changes in accounting policy and correction of errors    

 Item 2, other comprehensive income or OCI, requires a brief explanation, 
as it will be unfamiliar to some students. Other comprehensive income is a rela-
tively recent development, being fi rst included in IFRS in 2008. Currently, there 
are only a few items that qualify as OCI. In general, these items refl ect changes 
in value that have not yet been “realized” via a transaction. An example of OCI 
arises from investments classifi ed as “available for sale” and the changes in the 
value of such investments prior to the date of sale. An investment in $25,000 of 
shares whose value rises to $27,000 by the balance sheet date would result in 
$2,000 in unrealized gains reported in OCI.  The treatment of fi nancial invest-
ments will be explored in detail in  Chapter   7   , and other items of other compre-
hensive income will be discussed in the appropriate chapters as they arise.  

 One issue unique to other comprehensive income is commonly referred to 
as “recycling.” As you know, items recorded through net income impact retained 
earnings in the same period. For example, recording revenue of $100 in 2013 
results in an additional $100 of net income and therefore an extra $100 of retained 
earnings in 2013 (ignoring tax effects). The same does not apply to other compre-
hensive income. Depending on the type of OCI, some will immediately impact 
retained earnings while others will be “parked” in a reserve account within equity 
until a future date when they are recognized through net income and retained 
earnings.  Recycling  refers to the latter process of recognizing amounts through 
OCI, accumulating that OCI in reserves, and later recognizing those amounts 

Share
capital

Accumulated
OCI on AFS
securities*

Retained
earnings

2010
TotalTotal

Profit for the year ‐ 2,393 2,393 1,386

Other comprehensive income

Net gains on available-
  for-sale securities ‐ 420

– –

– –

–

– 420

– –

420 240

2,393 2,813 1,626

Issuance of common shares 2,000 – – 2,000

Dividends declared ‐ (200) (200) (200)

Net change in equity 2,000 420 2,193 4,613 1,426

Balance at January 1 13,000 240 23,400 36,640 35,214

Balance at December 31 15,000 660 25,593 41,253 36,640

Total comprehensive
  income

Illustrator Ltd.

Statement of Changes in Equity

For the year ended December 31

In $000's

2011

Components of equity

Classes of transactions:
1. Profit or loss
2. Other 
    comprehensive
    income
3. Dividends
4. Capital transactions
5. Effect of changes in
    accounting policy
    and correction of
    errors

*OCI = other comprehensive income
AFS = available-for-sale investments (see Chapter 7)

  Exhibit 3-14  Statement of changes in equity for Illustrator Ltd.             

  recycling (of OCI)      The process of 
recognizing amounts through OCI, 
accumulating that OCI in reserves, 
and later recognizing those amounts 
through net income and retained 
earnings.   
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through net income and retained earnings. OCI that is not recycled impacts 
retained earnings immediately. Consider again the example of the $25,000 share 
investment just given. When the value of the investment increased to $27,000, 
the $2,000 of unrealized gains are shown in the equity section of the balance 
sheet as part of “accumulated other comprehensive income.” In the following 
year, if the company sold the investment for proceeds of $28,000, it would record 
a gain of $3,000 through net income. Of that amount, $2,000 is recycled while 
the remaining $1,000 comes from the additional increase in value from $27,000 
to $28,000. “Recycling” is somewhat descriptive in that the $2,000 is recognized 
twice: fi rst through OCI and a second time through net income.  

  Exhibit   3-15    summarizes the typical relationship between the fi ve classes of 
transactions and the three components of equity, along with the two presentation 
options.  

  Exhibit 3-15  Content and alternative presentations of the statement of changes in equity 

  Class of transaction    Component of equity affected  

 1. Profi t or loss (also called net income)  Retained earnings 

 2.  Other comprehensive income   Accumulated other comprehensive income 
(a component of reserves) 

    Total comprehensive income (1 + 2)     

 3. Dividends*  Retained earnings 

 4.  Capital transactions 
(e.g., share issuance or repurchase) 

 Contributed capital and sometimes retained 
earnings 

 5.  Effect of changes in accounting policy 
and correction of errors 

 Contributed capital or retained earnings 

 *Dividends may be disclosed outside the statement of changes in equity. 

 It is important to note that there can be several types of contributed capi-
tal, such as when a company has more than one class of shares. Also, each type 
of other comprehensive income needs to be tracked as a separate component 
of reserves. Due to there being fi ve different classes of transactions and mul-
tiple components of equity, it is usually most convenient to use a matrix-style 
presentation as illustrated in  Exhibit   3-14   . 

      CHECKPOINT CP3-8
When is other comprehensive income is recycled? What is the effect of recycling on 
net income?   

   4.  Income statement (statement of 
comprehensive income) 
 The statement of changes in equity specifi cally separates total comprehensive 
income from other changes in equity (items 1 and 2 in  Exhibit   3-15   ). Compre-
hensive income for the period is a measure of the return on capital and there-
fore the statement of comprehensive income provides a measure of performance, 
which is one of the objectives of the fi nancial statements in the IFRS Framework. 
Useful measures of performance should distinguish results from operating activi-
ties from fi nancing activities because the effect of fi nancial leverage signifi cantly 
affects performance and risk. In addition, tax costs are only partially under the 
control of management, so such costs should be separately identifi ed. Likewise, 
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the reporting entity has limited infl uence over decisions at associated companies 
(i.e., companies that they do not control), so income or loss from such associates 
should be a separate item as well. As noted previously, specifi c items considered 
to be other comprehensive income need to be separated. For these reasons, IAS 
1 requires reporting, at a minimum, items relating to each of these fi ve compo-
nents, plus two summary measures of performance: a subtotal for profi t or loss 
and total comprehensive income.  

 Enterprises have the option to present the seven items in  Exhibit   3-16    in 
one of two ways. The fi rst way is to use a single statement of comprehensive 
income. The second is to break up the information into two parts: an income 
statement that includes items 1 to 5, and a statement of comprehensive income 
that includes items 5 to 7. The title “statement of comprehensive income” can 
be a little confusing since it can refer to the single statement comprising items 1 
through 7 or the separate statement containing only items 5 to 7. 

  Exhibit 3-16  Minimal line items on the statement of comprehensive income per IAS 1 paragraph 82 

   1.   Revenue 
  Operating expenses  
  2.   Finance costs  
  3.   Share of profi t or loss of associates  
  4.   Tax expense  
  5.   Profi t or loss (net income)  
  6.   Other comprehensive income  
  7.   Total comprehensive income   

 One line item that is notably absent from the list in  Exhibit   3-16    is “extraor-
dinary items.” Permitted under Canadian standards prior to 2011, IFRS specifi -
cally prohibits the classifi cation of income or expenses as extraordinary. ASPE 
also follows this prohibition. 

 IAS 1 does not specifi cally require the item “operating expenses” as shown in 
 Exhibit   3-16   . However, the requirement to show profi t or loss implies an amount 
for operating expenses. Furthermore, IAS 1 paragraph 99 recommends includ-
ing on the income statement an analysis of expenses, although this information 
may be presented in the notes. The analysis of expenses should classify expenses 
according to their nature or function.  

    ■    Nature  relates to the  source  of the expense (depreciation from equipment, 
labour costs from employees, cost of raw materials, or other means of 
production).  

   ■    Function  refers to the  use  to which the expense has been put (cost of sales, 
distribution, administration, or other activities).    

 Entities choosing the latter option must also provide information on the 
nature of expenses, disclosing, at a minimum, employee benefi ts expense, depre-
ciation, and amortization. In other words,  information on the nature of expenses is 
mandatory , but information about their function is optional. 

  Exhibit   3-17    shows an example of an income statement with expenses clas-
sifi ed by function. The disclosure by the nature of expenses appears as separate 
disclosure at the bottom of the exhibit.  

 This exhibit also illustrates a multi-step fi nancial statement, because Illustra-
tor’s income statement includes subtotals such as gross margin and operating 

  nature (of an expense)      The source 
of the expense (depreciation from 
equipment, costs of employee labour, 
cost of raw materials, or other means 
of production); contrast with 
 function.    

  function (of an expense)      The use 
to which the expense has been put 
(e.g., cost of sales, distribution, 
administration, or other activities); 
contrast with  nature.    
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profi t. These subtotals are optional. Enterprises can choose to use a single-step 
statement that omits these subtotals; the only required totals are for net income 
and comprehensive income. 

 For many reporting entities, the profi t for the entire enterprise may not be 
meaningful to an owner who has 500 shares out of a total of 50 million shares. To 
help owners gauge the performance of the enterprise, IFRS requires the disclo-
sure of earnings per share (EPS), either on the face of the income statement or 
in the notes.   Chapter   15    explores the details of EPS calculations and the differ-
ent versions of this measure (basic EPS, diluted EPS).  These EPS amounts are 
displayed in  Exhibit   3-17   .  

   5.  Statement of cash fl ows 
 Similar to the statement of changes in equity, the statement of cash fl ows helps 
the reader understand the change in fi nancial position of the enterprise in terms 
of the most liquid asset available: cash and cash equivalents.  Cash equivalents  
are short-term, highly liquid investments that are readily convertible to known 
amounts of cash and that are subject to an insignifi cant risk of changes in value. 
Different from equity, however, is the fact that equity has a number of distinct 

  Exhibit 3-17  Income statement for Illustrator Ltd.             

Minimal line
items:
1. Revenue
2. Finance costs
3. Share of profit
    or loss of 
    associates
4. Tax expense
5. Profit or loss
6. Other 
    comprehensive
    income
7. Total 
    comprehensive
    income

Earnings per 
share reported on 
statement of 
comprehensive
income. EPS for
discontinued 
operations may
be shown in 
footnote.

Operating
expenses by use
(alternative to
presentation by
nature)

Separate reporting
of continuing vs.
discontinued
operations

Presentation of
comparative
figures

2011 2010
15,800Revenues 13,600

Cost of goods sold (7,000)(8,000)

Gross margin 7,800 6,600

Delivery expenses (751) (649)

(1,357)Administration (1,246)

Operating profit 5,692 4,705
Interest expense (2,850) (3,450)
Income from associates 500 550

Profit before tax 3,342 1,805
Income tax (1,003) (542)

Profit from continuing operations 2,339 1,263

Income from discontinued operations 54 123

Profit for the year 2,393 1,386

Net gains from available-for-sale securities‐ ‐ 420 240

Total comprehensive income 2,813 1,626

Basic earnings per share
Continuing operations 2.34$ 1.26$
Profit for the year 2.39$ 1.39$

Diluted earnings per share
Continuing operations 2.34$ 1.26$
Profit for the year 2.39$ 1.39$

Operating expenses categorized by nature
Raw materials consumed 2,630 2,310
Employee benefits 3,458 2,913
Depreciation of property, plant, and equipment 3,050

620
3,400

Other 622
10,108 8,895

Illustrator Ltd.
Statement of Comprehensive Income

For the year ended December 31

In $000's except per share amounts

Disclosure of 
operating 
expenses by their 
nature (either on 
statement or in 
footnote)

cash equivalents Short-term, highly 
liquid investments that are readily 
convertible to known amounts of cash 
and which are subject to an insignifi -
cant risk of changes in value.
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components (share capital, reserves, retained earnings), for which a matrix-style 
presentation is effective. Cash is a single category, so a linear format similar to 
the income statement suffi ces. 

 The cash fl ow statement has three sections corresponding to the three cash 
cycles discussed at the beginning of this chapter: operating, investing, and fi nanc-
ing activities. The amounts in the three categories combined must fully explain 
the net change in cash from the beginning to the end of the year.  Appendix A will 
discuss in detail what types of items go into which of the three categories of the 
cash fl ow statement. At this point, it suffi ces to      make generalizations based on 
the nature of the three cash fl ow cycles, which are shown in  Exhibit   3-18   .   

  Exhibit 3-18  Categories of cash fl ows 

  Cash fl ow from:    General nature of cash fl ows    Examples  

 Operating 
activities 

 Changes in current assets and 
liabilities resulting from 
day-to-day operations of the 
enterprise 

 Cash received from customers 
 Cash paid to suppliers 
 Cash paid to employees 

 Investing activities  Purchases and sales of non-
current assets 

 Proceeds from sale of land 
 Cash paid for purchase of 

equipment 

 Financing 
activities 

 Issuances and redemptions of the 
reporting entity’s debt and 
equity 

 Proceeds from issuance of 
common shares 

 Repayment of long-term debt 

  direct method (cash fl ow state-
ment)      A method of presenting the 
cash fl ow statement that shows the 
amounts attributable to each activity, 
such as sales to customers; contrast 
with  indirect method.    

  Exhibit   3-18    lists example cash fl ows in terms of the  direct method  ,  which 
shows the amounts attributable to each activity. Doing so satisfi es the require-
ments in IAS 7, Statement of Cash Flows. For operating activities, IAS 7 allows 
an alternative presentation, called the  indirect method  .  This method uses the 
profi t or loss from the income statement as a starting point and then itemizes 
adjustments to arrive at operating cash fl ows. In the example of Illustrator Ltd. 
shown in  Exhibit   3-19   , the depreciation and amortization total is $3.4 million. 
This amount is a non-cash expense, so profi t is lower than operating cash fl ow by 
this amount. Therefore, the indirect method shows an addition of $3.4 million 
in operating activities.  Appendix A will discuss other similar adjustments and the 
preparation of the entire cash fl ow statement.     

   6.  Note disclosures 
 Note disclosures are an important and integral part of the fi nancial statements. 
For even moderately sized companies, the notes will typically comprise the bulk 
of the fi nancial statements in terms of the number of pages. IAS 1 provides the 
general requirements for disclosure, including the following: 

    ■   A statement of compliance with IFRS—a reporting entity must provide an 
unreserved statement as to whether it complies with IFRS in its entirety  

   ■   A summary of signifi cant accounting policies, including the bases of mea-
surement used in preparing the fi nancial statements  

   ■   Disclosures required by specifi c standards in IFRS  
   ■   Disclosures relevant to understanding the items reported on the face of the 

four fi nancial statements   

 IAS 1 also requires cross-referencing of items on the face of the fi nancial 
statements and the related note disclosures. While this is an obvious and sensible 

  indirect method (cash fl ow state-
ment)      A method of presenting the 
operating section of the cash fl ow 
statement that uses the profi t or 
loss from the income statement as 
a starting point and then itemizes 
adjustments to arrive at the net 
amount of operating cash fl ows; 
contrast with  direct method.    
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requirement to help readers locate relevant information, it is not required in US 
standards.  

   7.  Discontinued operations and other non-current 
assets held for sale 
  As discussed in  Chapter   2   , o    ne of the important assumptions in accrual account-
ing in the IFRS Framework is that the reporting entity is a going concern—mean-
ing that the entity will continue to operate, realizing the benefi ts of assets and 
discharging liabilities in the ordinary course of business. From time to time, com-
panies will decide to discontinue some part of their operations. For example, a 
national retail chain could decide to sell its operations in the Atlantic provinces 
to focus more on other regions, or an integrated oil producer could decide to sell 
its downstream consumer products division to focus attention on the company’s 
upstream extraction and refi ning activities. Once management has made the 

  Exhibit 3-19  Cash fl ow statement for Illustrator Ltd.             

Three types of 
activities:
1. Operating
2. Investing
3. Financing

Indirect
method
reconciles
profit to 
operating cash
flow

Separate
reporting of
discontinued
operations

Net cash flow
reconciles
opening and
closing cash
balances

Presentation
of comparative
figures

2011 2010
Cash flows from operating activities

Profit before tax from continuing operations 3,342 1,805
Profit before tax from discontinued operations 77 176
Profit before tax 3,419 1,981
Non-cash items‐

Depreciation of property, plant, and equipment 3,400 3,050
Income from associates (500) (550)
Interest expense 2,850 3,450
Increase in liability for employee pension benefits 140

Working capital adjustments
(Increase) decrease in trade and other receivables (2,220) (1,050)
(Increase) decrease in inventories (950) (682)
Increase (decrease) in trade and other payables 470
Increase (decrease) in warranty provision 10 –

–

–

–

Income tax paid )964( (244)
Net cash from (used in) operating activities 6,910 6,565

Cash flows from investing activities
Proceeds from net assets held for sale
Purchase of property,plant, and equipment
Investment in grapevines (2,000) (1,500)

Net cash from (used in) investing activities (7,710) (1,500)

Cash flows from financing activities
Payment of finance lease obligation (320)
Repayment of long-term debt (8,000) (6,000)
Proceeds from issuance of common shares      ‐
Interest paid (2,850) (3,450)
Dividends paid (200) (200)

Net cash from (used in) financing activities (9,390) (9,970)

Net increase (decrease) in cash and cash equivalents (10,190) (4,905)
Cash and cash equivalents, January 1 11,405

1,215
16,310

Cash and cash equivalents, December 31 11,405

Illustrator Ltd.
Cash Flow Statement

For the year ended December 31

In $000's

Interest and
dividends paid
may be shown
in operating
activities 
instead

120

(340)

1,190

1,250

(6,900)

2,000
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100 CHAPTER 3  Acc rua l  Account ing

decision to dispose of these groups of assets and related liabilities, they no longer 
satisfy the assumption of going concern. Consequently, IFRS requires separate 
reporting for discontinued operations and other non-current assets held for sale. 
(We specify “non-current” to distinguish from current assets held for sale, such as 
inventories.)  We will look at this issue in more detail in  Chapter   10   .  At this point, 
it suffi ces to understand that the fi nancial statements should segregate discon-
tinued operations using separate line items and disclosures. For example, “profi t 
from discontinued operations” would be a separate line item on the income state-
ment. The fi nancial statements for Illustrator Ltd. ( Exhibit   3-13   ,  Exhibit   3-14   , 
 Exhibit   3-17   ,  Exhibit   3-19   ) show how we would present discontinued operations.  

   8.  Comparative fi gures 
  As discussed in  Chapter   2   , c    omparability is an important qualitative character-
istic that enhances the usefulness of fi nancial information. To help users discern 
trends for a particular company, IAS 1 requires the presentation of comparative 
information for the relevant prior period. For comparisons to be meaningful, 
items need to be measured and reported on the same basis over time (i.e., con-
sistently). For instance, a change may involve something as simple as splitting 
what was one line item in the prior year into two items for the current year 
because each of the components has become material. When companies make 
such changes, they need to ensure that they also present comparative fi gures for 
past periods on the same basis.  

   9.  Putting it all together: An illustrative example 
 In this section, we fi rst had an overview of the fi nancial statements as a whole, 
then we looked at each component separately. Now it is time to bring it all 
together again.  Exhibit   3-20    illustrates the fi nancial statements of Illustrator Ltd. 
in a condensed fashion, showing the articulation of the items and amounts in the 
four fi nancial statements.   

   10.  A practical illustration: Thomson Reuters 
Corporation 
 So far in this section, we have used a constructed example to show the basic 
application of the general reporting requirements for fi nancial statements. To see 
a real-life example, we now turn to the 2010 fi nancial statements for Thomson 
Reuters Corporation, which begin on page 74 of the company’s annual report. 
 These fi nancial statements have been reproduced in Appendix D at the end of 
this text.  The following are some observations about these fi nancial statements: 

    1.   Note that the fi nancial statements begin with a declaration of management’s 
responsibility for the fi nancial statements. While companies hire auditors to 
verify their books and records, it is not the responsibility of auditors to pre-
pare the fi nancial statements. Rather, fi nancial statement preparation is man-
agement’s responsibility.  (The auditor’s report issued by Pricewaterhouse
Coopers LLP has been omitted from Appendix D due to copyright 
limitations.)   

   2.   The second thing to note about these fi nancial statements is the considerable 
length of the report. Aside from the fi rst page containing the declaration of 
management’s responsibilities, there are a total of 56 pages, of which only 
the fi rst fi ve are tabular fi nancial statements and the remaining 51 pages are 
note disclosures. This length underscores the point made previously that 
disclosures can be very extensive.  
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102 CHAPTER 3  Acc rua l  Account ing

   3.   The company has chosen the two-statement presentation of comprehensive 
income: an income statement and a separate statement of comprehensive 
income. The other three fi nancial statements are the statement of fi nancial 
position (balance sheet), the statement of cash fl ow, and the statement of 
changes in equity. All are denoted as “consolidated” because these fi nancial 
statements present information not only for the legal entity of Thomson 
Reuters Corporation, but also for all of the subsidiaries that are owned by 
Thomson Reuters.  

   4.    Exhibit   3-21     (next page)  shows condensed versions of the fi ve fi nancial state-
ments  shown on pages D3 to D8 . This summary makes clear the articula-
tion among the fi nancial statements. Due to the complex corporate structure 
of Thomson Reuters, which involves many parent–subsidiary relationships, 
there are several items relating to “non-controlling interests” about which 
you do not need to be concerned.   

   5.   Now, look more carefully at each of the fi ve fi nancial statements. The fi rst 
one is the income statement, displayed in  Exhibit   3-22   . Following IFRS 
requirements, Thomson Reuters has separately presented line items for 
expenses by their nature (not by function). Furthermore, this income 
statement separately shows line items for each of the following: interest 
expense, income from associates, tax expense, and income from discon-
tinued operations. The bottom of the income statement shows earnings 
per share.   

   6.    Exhibit   3-23    shows the statement of comprehensive income. The statement 
is relatively short—as noted previously, there are only a few possible items of 
OCI. In the case of Thomson Reuters, there are just fi ve items of OCI.   

   7.   The statement of fi nancial position (balance sheet) is in  Exhibit   3-24   . We 
can see that Thomson Reuters is a large company, with total assets of over 
$35 billion. Notice that the amounts are reported as millions of US dollars, 
even though this is a Canadian company. This practice is common when 
a Canadian company derives most of its revenues and incurs most of its 
expenses in a foreign currency such as the US dollar. Consistent with IFRS 
requirements, the statement separates current from non-current assets, and 
likewise for liabilities. Equity is separated into four components, as required 
by IFRS.   

   8.   Next, the cash fl ow statement in  Exhibit   3-25    explains the change in the cash 
balance from $1,111 million at the beginning of 2010 to $864 million at the 
end of the year. The cash fl ows appear in three categories matching the three 
cash cycles: operating, investing, and fi nancing. Thomson Reuters chose the 
indirect method to present cash fl ows from operating activities; this method 
begins with net income and adjusts for deviations of accrual numbers from 
cash fl ows.   

   9.   The fi fth and fi nal fi nancial statement is the statement of changes in equity, 
shown in  Exhibit   3-26   . This fi nancial statement is relatively complex com-
pared to the other four. The presentation is in a matrix format, with a sepa-
rate matrix for 2010 and the comparative year 2009. The columns represent 
the four components of equity, with additional columns showing sub-com-
ponents of these four. The rows contain the different types of transactions 
that caused the changes in the different components of equity.   

   10.   Following the fi ve fi nancial statements are 51 pages of note disclosure.  (Refer 
to pages D8 to D58 in Appendix D.)  The fi rst note is particularly long, taking 
up almost 10 pages. However, this is important information, because Note 1 
summarizes the signifi cant accounting policies used in the preparation of the 
fi nancial statements ; for example, pages D10–D11 describe the company’s 
revenue recognition policies . Note 2 identifi es the “critical accounting estimates 
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and judgments” management has made, underscoring the subjectivity inher-
ent in the accounting process. The remainder of the notes provide additional 
details relating to certain items appearing in the fi ve fi nancial statements 
discussed above, ranging from the company’s operations in different geo-
graphic areas to the computation of earnings per share. Cross-referencing of 
the line items in the fi ve fi nancial statements with the notes is useful to help 
readers understand the connections among the different pieces of informa-
tion.     

   H.  SUBSTANTIVE DIFFERENCES BETWEEN 
RELEVANT IFRS AND ASPE 

  Issue    IFRS requirements    ASPE requirements  

 Comprehensive 
income 

 An enterprise distinguishes 
items of other comprehensive 
income from items included in 
net income (profi t or loss). 

 There is no concept of “other 
comprehensive income” in 
ASPE. Therefore, there is also no 
concept of comprehensive income. 

 Financial statement 
for performance 
measurement 

 An enterprise presents 
either: (i) a statement of 
comprehensive income; or (ii) 
an income statement plus a 
statement of comprehensive 
income that details the items of 
other comprehensive income. 

 An enterprise presents an income 
statement. 

 Statement of 
compliance 

 IAS 1 ¶16 requires an 
enterprise to make an “explicit 
and unreserved statement of 
compliance” with IFRS. 

 Section 1400 ¶16 requires an 
enterprise to state that it has 
prepared its fi nancial statements 
in accordance with ASPE. 

   I.  APPENDIX: REVIEW OF 
THE ACCOUNTING CYCLE 
 This appendix provides a brief review of the accounting cycle that you studied in 
introductory accounting.  A more thorough review is available through an inter-
active online module in MyAccountingLab.  

 The accounting cycle involves the practical procedures that companies and 
individuals go through to record fi nancial data and to transform that data into 
fi nancial statements. It is a cycle because fi nancial statements are prepared on a 
periodic basis, so the end of one accounting period/cycle is the beginning of the 
next period/cycle.  Exhibit   3-27    summarizes the steps in this cycle and the docu-
ments associated with each step (note that “documents” is often in the form of 
an electronic database).  

 As  Exhibit   3-27    shows, there are six steps in the accounting cycle, consisting 
of the following processes: 

    1.   Journalizing  
   2.   Posting  
   3.   Adjustments  
   4.   Preparing the fi nancial statements  
   5.   Journalizing closing entries  
   6.   Posting of closing entries   
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110 CHAPTER 3  Acc rua l  Account ing

 The remainder of this appendix will discuss these six steps in more detail 
using the data inputs provided in  Exhibit   3-28   .  

  Exhibit 3-27  The accounting cycle             

FPO

  Exhibit 3-28  Data inputs for example to illustrate accounting cycle 

   i.   Red and White Ltd. (RWL) provides wine consulting services. The company 
prepares fi nancial statements on a monthly basis. At the beginning of June 2013, 
the company had the following account balances: 

 Cash  $2,800  Dr.  Taxes payable  $1,500 Cr. 
 Accounts receivable  4,600  Dr.  Common shares  100 Cr. 
 Equipment—cost  3,600  Dr.  Retained earnings  8,100 Cr. 
 Accumulated depreciation  1,300  Cr.       

  ii.   On June 15, the company paid the $1,500 taxes owing.  
  iii.   On June 22, the company collected $3,500 on accounts receivable.  
  iv.   On June 25, RWL billed a client for $5,000 plus $600 HST (harmonized sales tax) 

for services provided in the month of June. (Note: The $600 is collected on behalf 
of the government, so the amount becomes a tax payable.)  

  v.   The equipment relates to computer hardware and software, which is being 
depreciated over 36 months on a straight-line basis.   

   1.  Journalizing 
 This step involves recording all the transactions that RWL engages in. For the 
month of June, RWL had three transactions: the payment of taxes, collection of 
receivables, and billing a client for services rendered. These would be recorded 
in the journal as follows:    
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 The fi rst two transactions are purely balance sheet transactions in which the 
journal entries involve only balance sheet accounts. On the balance sheet, assets 
have debit balances while liabilities and equities have credit balances (assuming 
they have positive balances). Assets = liabilities + equities, so debits = credits. 

 For entry #1, taxes payable is a liability account, so the debit to that account 
reduces the liability. This reduction in liability comes from a reduction in cash, 
which is an asset account, so we credit cash. Entry #2 records a receipt of cash for 
an amount owing from a customer, so we debit cash for the $3,500 received, and 
credit accounts receivable to reduce the amount owing from customers. 

 Entry #3 is a compound transaction that involves both the balance sheet and 
the income statement. Income statement accounts are in essence components of 
equity. Equity accounts have a credit balance, so increases in equity are credits while 
decreases in equity are debits. Earning revenue increases equity, so entry #3 credits 
revenue for $5,000. Including taxes, RWL is expecting to collect $5,600 from the 
customer, so we debit accounts receivable for that amount. The difference of $600 
is payable to the government, which is recorded as a credit to taxes payable. 

 Note that the journal is a chronological record of transactions affecting a 
company’s fi nancial position. Next we look at posting, which involves the gen-
eral ledger, which organizes information according to the general ledger account 
(such as cash, accounts receivable, etc.).  

   2.  Posting 
 Posting is the process of transferring the amounts recorded in journal entries into 
the general ledger. The amounts entered in the general ledger (G/L), together 
with the opening balances, determine the ending balance of each account in the 
G/L. In June 2013, the G/L for Red and White Ltd. would be as follows: 

 #1, June 15  Dr. Taxes payable  1,500    
     Cr. Cash     1,500 

 #2, June 22  Dr. Cash  3,500    
     Cr. Accounts receivable     3,500 

 #3, June 25  Dr. Accounts receivable  5,600    
     Cr. Sales revenue     5,000 
     Cr. Taxes payable     600 

 Account  Date  Source  Debit  Credit 
 Cash  June 1  Opening balance  2,800    
    June 15  Entry #1     1,500 
    June 22  Entry #2  3,500    
    June 30  Ending balance  4,800    

 Accounts receivable  June 1  Opening balance  4,600    
    June 22  Entry #2  3,500    
    June 25  Entry #3  5,600    
    June 30  Ending balance  6,700    

 Equipment—cost  June 1  Opening balance  3,600    
       Ending balance  3,600    
 Accumulated depreciation  June 1  Opening balance     1,300 
       Ending balance     1,300 

 Taxes payable  June 1  Opening balance     1,500 
    June 15  Entry #1  1,500    
    June 25  Entry #3     600 
    June 30  Ending balance     600 
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112 CHAPTER 3  Acc rua l  Account ing

    Recall from introductory accounting that the income statement accounts 
show how much activity there is over an accounting period, so they start with 
a balance of zero at the beginning of each period. The sales revenue account 
begins the period with a zero balance; the ending balance of $5,000 represents 
how much revenue RWL recorded during the month. 

 The tabular presentation just shown is what would be used in practice. For 
pedagogical purposes, many textbooks (including this one) use T-accounts to 
show the same information. T-accounts show debits on the left side and credits 
on the right side of a T. The bottom of each T-account shows the balance in the 
account. The T-account representation of RWL’s general ledger is as follows 
(with #1, #2, and #3 denoting the three transactions described above):    

 Common shares  June 1  Opening balance     100 
       Ending balance     100 

 Retained earnings  June 1  Opening balance     8,100 
       Ending balance     8,100 

 Sales revenue  June 1  Opening balance     0 
    June 25  Entry #3     5,000 
    June 30  Ending balance     5,000 

  Cash  Accounts receivable  Equipment  Accum. depreciation 

 (Bal) 2,800     (Bal) 4,600     3,600  Balance  Balance  1,300 

    1,500 (#1)                   

 (#2) 3,500        3,500 (#2)             

       (#3) 5,600                

 4,800     6,700     3,600        1,300 

 Taxes payable  Common shares  Retained earnings  Sales revenue 

 Balance  1,500  Balance  100  Balance  8,100       

 (#1) 1,500                      

      600 (#3)                 5,000 (#3) 

      600     100     8,100     5,000 

 In manual records, as shown above, there are two separate steps for record-
ing journal entries and posting them to the general ledger. In computerized sys-
tems, only one step will be required—after recording the journal entry, the post-
ing step will be done automatically. 

 So far, we have looked at the process for recording and posting journal 
entries that refl ect transactions with other entities (customers, suppliers, employ-
ees, government, etc.). Next, we look at entries that do not involve transactions.  

   3.  Adjustments 
 In addition to transactions with other entities, enterprises also need to record 
non-transactional events that affect the company’s fi nancial position. Com-
mon examples of adjustments include depreciation expense, interest income or 
expense, and insurance expense. A common element in such adjustments is that 
they result from the passage of time (and hence there are no explicit transactions 
with outside parties). 

03_ch03_lo_fish_I.indd   11203_ch03_lo_fish_I.indd   112 9/28/12   4:05 PM9/28/12   4:05 PM



 For RWL, we need to record depreciation on its equipment. Straight-line 
depreciation of $3,600 over 36 months is $100/month. Therefore, we record the 
following journal entry: 

 #4, June 30  Dr. Depreciation expense  100    

     Cr. Accumulated depreciation     100 

 After posting this entry, the general ledger is as follows:    
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 Cash  Accounts receivable  Equipment  Accum. depreciation 

 (Bal) 2,800     (Bal) 4,600     3,600   Balance   Balance  1,300 

    1,500 (#1)                   

 (#2) 3,500        3,500 (#2)             

       (#3) 5,600                

                        100 (#4)  

 4,800     6,700     3,600         1,400  

 Taxes payable  Common shares  Retained earnings  Sales revenue 

 Balance  1,500  Balance  100  Balance  8,100       

 (#1) 1,500                      

      600 (#3)                 5,000 (#3) 

      600     100     8,100     5,000 

                   Depreciation expense 

                    (#4) 100     

                    100     

 After all transactions and adjustments have been recorded, we would prepare 
a trial balance. A trial balance simply lists all of the G/L accounts with their cor-
responding balances. The total of all the debit balances must equal the total of 
all credit balances. The trial balance for RWL at the end of June 2013 is shown 
in  Exhibit   3-29   .   

  Exhibit 3-29  Trial balance for RWL at the end of June 2013 

 Account  Debit  Credit 

 Cash  4,800    

 Accounts receivable  6,700    

 Equipment  3,600    

 Accumulated depreciation     1,400 

 Taxes payable     600 

 Common shares     100 

 Retained earnings     8,100 

 Sales revenue     5,000 

 Depreciation expense  100    

  Total  15,200  15,200 
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114 CHAPTER 3  Acc rua l  Account ing

   4.  Preparing the fi nancial statements 
 At this point, the fi nancial statements can be prepared based on the trial bal-
ance. A small private company would most likely follow ASPE, which requires 
a balance sheet, income statement, a statement of retained earnings, and a cash 
fl ow statement. For RWL, the fi nancial statements are fairly straightforward, 
as shown in  Exhibit   3-30   , with the income statement and statement of retained 
earnings combined into one.         

  Exhibit 3-30  Financial statements for RWL for the month ending June 30, 2013 

    Red and White Ltd. 
Balance Sheet As at June 30, 2013 

 Cash  $ 4,800 

 Accounts receivable   6,700  

 Current assets   $11,500  

 Equipment  3,600 

 Less: Accum. depreciation   (1,400 ) 

 Total assets  $13,700 

 Taxes payable   $ 600  

 Common shares  100 

 Retained earnings   13,000  

 Total equity   13,100  

 Total liabilities and equity  $13,700 

 Red and White Ltd. 
Statement of Income and Retained 

Earnings For the month ended 
June 30, 2013 

 Sales revenue  $ 5,000 

 Depreciation expense   100  

 Net income  $ 4,900 

 Retained earnings, June 1   8,100  

 Retained earnings, June 30  $13,000 

 Red and White Ltd. 
Cash Flow Statement 
For the month ended 

June 30, 2013 

 Cash received from customers  $3,500 

 Cash paid for taxes   (1,500 ) 

 Cash fl ow from operations  $2,000 

 Cash fl ow from investing  0 

 Cash fl ow from fi nancing   0  

 Net cash fl ow  $2,000 

 Cash, June 1   2,800  

 Cash, June 30  $4,800 

   5.  Journalizing closing entries 
 After preparing the fi nancial statements, the next step is to close the tempo-
rary accounts so that they have zero balances and are ready for the beginning 
of the next fi scal period. To close a temporary account, we determine the bal-
ance of that account and record an entry for the opposite amount; that is, if 
the temporary account has a debit balance, we record a credit in that account 
for the same amount; the other side of the closing entry goes to retained 
earnings. 

 To determine the balance in the temporary accounts, refer to the trial bal-
ance shown in  Exhibit   3-29   , which shows a credit balance of $5,000 for sales 
revenue and a debit balance of $100 for depreciation expense. For RWL, the 
closing entry is as follows: 

 #5, June 30  Dr. Sales Revenue  5,000    

     Cr. Depreciation expense     100 

     Cr. Retained earnings     4,900 
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   6.  Posting of closing entries 
 The closing entry then needs to be posted to the general ledger. After posting, 
RWL’s G/L would be as follows: 
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 Cash  Accounts receivable  Equipment  Accum. depreciation 

 (Bal) 2,800     (Bal) 4,600     3,600  Balance  Balance  1,300 

    1,500 (#1)                   

 (#2) 3,500        3,500 (#2)             

       (#3) 5,600                

                      100 (#4) 

 4,800     6,700     3,600        1,400 

 Taxes payable  Common shares  Retained earnings  Sales revenue 

 Balance  1,500  Balance  100  Balance  8,100       

 (#1) 1,500                      

    600 (#3)                 5,000 (#3) 

                  4,900 (#5)    (#5) 5,000     

    600     100     13,000     0 

                   Depreciation expense 

                   (#4) 100    

                       100 (#5)  

                        0  

 After closing, the temporary accounts for the income statement have zero 
balances. Balances for permanent accounts (i.e., balance sheet accounts) carry 
forward as the opening balances for the next period (July 1, 2013, for RWL).  

   7.  Summary 
 The accounting cycle is the set of procedures that captures fi nancial data and 
transforms that data into fi nancial statements. This appendix used a simple 
example to review the accounting cycle that you learned in introductory account-
ing. Computerization reduces the need for some of the steps, but it is still impor-
tant to understand the underlying procedures.  For additional review, access the 
Accounting Cycle Tutorial on MyAccountingLab.         
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  L.O.      3-1.    Explain the source of demand for periodic reporting and how accrual accounting 
satisfi es that demand. 

    ■   Cash accounting suffi ciently meets information demands when enterprises have 
fi nite and short lives because all cash cycles close when the entity dissolves.  

   ■   The demand for periodic reporting arises from the creation of enterprises with 
indefi nite lives and the consequent need for information prior to the dissolution of 
the enterprise, so that investors, creditors, and others can ascertain the enterprise’s 
fi nancial position and performance.  

   ■   Accrual accounting better satisfi es the demand for information because it provides 
additional information on cash cycles that are not yet complete at the reporting date.    

  L.O.      3-2.    Explain why accrual accounting is fundamentally inexact, why estimates are 
central to accrual accounting, and why there is no “true” income for typical situations; evalu-
ate the “quality of earnings.” 

    ■   Since accrual accounting includes information about cash cycles that are not yet 
complete, management/accountants need to estimate the cycles’ outcomes, which 
are inherently uncertain. There are better or worse estimates based on available 
information, but since the future is unknowable, none of the predictions about the 
future can be considered to be true; therefore, “true” income does not exist.  

   ■   While no true income exists for any particular circumstance, we can think of unbi-
ased accounting—that is, the average or consensus among a sample of disinterested 
accountants or managers. Real people, however, have vested interests in the account-
ing numbers reported, so actual fi nancial numbers refl ect the biases that result from 
those incentives. Quality of earnings conceptually refers to how close the reported 
earnings are to the unbiased amount. Since we cannot observe unbiased earnings, 
quality of earnings is diffi cult to measure in practice.    

  L.O.      3-3.    Apply accrual accounting in relation to issues of timing: periodicity, cut-off, and 
subsequent events. 

    ■   In accrual accounting, it is essential to properly defi ne the reporting period. The 
cut-off date is the end of the period for the recognition of events. Subsequent events, 
while not recognized in the reporting period, may provide relevant information for 
the measurement of items recognized before the cut-off date.    

  L.O.      3-4.    Evaluate whether an accounting change is an error, a change in accounting 
policy, or a change in estimate, and apply the retrospective and prospective treatments 
appropriate to that type of accounting change. 

    ■   Correction of errors and changes in accounting policies require retrospective adjust-
ment of fi nancial statements. Changes in estimates due to new information require 
prospective treatment.    

  L.O.      3-5.    Integrate the structure and connections among the four fi nancial statements 
and explain how this structure relates to accrual accounting. 

    ■   To meet the information needs of users, a complete set of fi nancial statements con-
sists of four statements plus note disclosures. The balance sheet (statement of fi nan-
cial position) shows an entity’s fi nancial position at a point in time. The statement 
of changes in equity and the cash fl ow statement show changes in fi nancial position. 
The income statement reports fi nancial performance for the period. Notes provide 
information about the accounting policies used, additional information relevant to 
items displayed on the four fi nancial statements, and other disclosures pertinent to 

      J.  SUMMARY 
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help users understand the reporting entity’s fi nancial position, performance, and 
changes in fi nancial position.  

   ■   The balance sheet is at the centre of the fi nancial reports. The cash fl ow state-
ment explains the changes in the cash account, while the statement of changes in 
equity explains changes in share capital, reserves, and retained earnings. The income 
statement further analyzes the components of profi t/loss and other comprehensive 
income that contribute to the change in retained earnings.     

   K.  Answers to Checkpoint Questions 
 CP3-1: The need for periodic fi nancial reports arose from the creation of indefi nite life 

enterprises. Investors in such enterprises could not and did not want to wait until the 
dissolution/liquidation of these enterprises. These investors needed information to 
help them value the investment so that they would know what would be a fair price to 
buy or sell an enterprise or a portion of the enterprise for. Instead of drafting fi nancial 
reports each and every time such information needs arose, it was more practical to 
publish fi nancial reports at fi xed intervals. 

 CP3-2: Accrual accounting information better satisfi es the demand for information than cash 
accounting does because accrual accounting information includes information on 
partially complete cash cycles that cash accounting omits. As a result, the information 
is more timely, more complete, and more faithfully representational of the transactions 
and events affecting the enterprise. 

 CP3-3: Accrual accounting numbers are fundamentally inexact because accruals involve 
incomplete cash cycles and therefore management needs to make forecasts of future 
outcomes to estimate the amounts for the accruals. 

 CP3-4: Quality of earnings refers to how closely reported accounting numbers resemble those 
that would be reported without managerial bias. Readers cannot directly observe the 
quality of earnings, but it is possible to make indirect assessments of this quality by 
evaluating the degree to which management is motivated to make excessive accruals to 
bias the fi nancial information. 

 CP3-5: The subsequent-events period is the interval between the cut-off date (the end of 
the fi scal period) and the date when the company authorizes the fi nancial statements 
for issuance. Information obtained in the subsequent-events period can be used to 
improve the  measurement  of transactions and events occurring prior to the cut-off 
date. However, information on transactions and events after the cut-off date cannot 
be  recognized . 

 CP3-6: Both corrections of errors and changes in accounting policy require retrospective 
adjustment. In contrast, changes in estimates due to the arrival of new information or 
changed circumstances requires prospective treatment. 

 CP3-7: Articulation refers to the connections among the fi nancial statements. The cash fl ow 
statement connects with the cash balances shown in the balance sheet. Comprehensive 
income fl ows into retained earnings and reserves in the statement of changes in equity. 
The equity account balances in the statement of changes in equity connect with the 
equity portion of the balance sheet. 

 CP3-8: Recycling of other comprehensive income (OCI) results in the recognition of 
previously recorded OCI in net income (and therefore retained earnings as well). OCI 
that is  not  recycled does not pass through net income.  

03_ch03_lo_fish_I.indd   11703_ch03_lo_fish_I.indd   117 9/28/12   4:05 PM9/28/12   4:05 PM



118 CHAPTER 3  Acc rua l  Account ing
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 Other readings: 
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nomics  45 (2008): 350–357.  

  M. Glossary 
  accrual:      An accounting entry that refl ects events or transactions in a period different 

from its corresponding cash fl ow.   
  accrual accounting:      A method of accounting that records economic events when they 

happen rather than only when cash exchanges occur; contrast with  cash accounting .   
  articulation:      The connection of fi nancial statements (balance sheet, income statement, 

cash fl ow statement, statement of changes in equity) with each other.   
  cash accounting:      A method of accounting that records only cash exchanges; contrast 

with  accrual accounting .   
cash cycle:  A set of transactions that converts a cash infl ow to a cash outfl ow, or vice 

versa. A fi nancing cash cycle is the receipt of funding from investors, using those 
funds to generate returns from investments and operations, and returning the funds 
to investors. An investing cash cycle is the purchase of property that has long-term 
future benefi ts for the enterprise, using that property to obtain economic benefi ts that 
ultimately result in cash infl ows, and disposing of the property. An operating cash 
cycle involves the purchase of items such as inventory; production, sales, and delivery 
of goods or provision of services; and receipts from customers.

  cash equivalents:      Short-term, highly liquid investments that are readily convertible to 
known amounts of cash and which are subject to an insignifi cant risk of changes in value.   

  change in accounting policy:      An accounting change made at the discretion of man-
agement.   

  change in estimate:      An accounting change made necessary by the arrival of new infor-
mation.   

  correction of an error:      An accounting change made necessary by the discovery of an 
incorrect amount given information available at the time the amount was reported.   

  cut-off:      The point in time at which one reporting period ends and the next begins.   
  deferral:      An accounting entry that refl ects events or transactions after the related cash fl ow.   
  direct method       (cash fl ow statement):  A method of presenting the cash fl ow state-

ment that shows the amounts attributable to each activity such as sales to customers; 
contrast with  indirect method.    

  function       (of an expense):  The use to which the expense has been put (e.g., cost of 
sales, distribution, administration, or other activities); contrast with  nature.    
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  indirect method       (cash fl ow statement):  A method of presenting the operating sec-
tion of the cash fl ow statement that uses the profi t or loss from the income statement 
as a starting point and then itemizes adjustments to arrive at the net amount of operat-
ing cash fl ows; contrast with  direct method.    

  nature       (of an expense):  The source of the expense (depreciation from equipment, 
costs of employee labour, cost of raw materials, or other means of production); con-
trast with  function.    

  prospective adjustment:      Applying an accounting change only to the current and 
future reporting periods without any changes to past fi nancial statements.   

  quality of earnings:      How closely reported earnings correspond to earnings that would 
be reported in the absence of management bias.   

  recycling (of OCI):      The process of recognizing amounts through OCI, accumulating 
that OCI in reserves, and later recognizing those amount through net income and 
retained earnings.   

  retrospective adjustment       (also retroactive adjustment):  Applying an accounting 
change to all periods affected in the past, present, and future. Retrospective adjust-
ment  with restatement  shows any comparative fi gures on the same basis as the 
current period fi gures. Retrospective adjustment  without restatement  refl ects the 
accounting change’s impact on past periods in the current period.   

  subsequent-events period:      The period between the cut-off date and the date when 
the company authorizes its fi nancial statements for issuance.   

  true and fair:      An overall evaluation of a set of fi nancial statements as being a fair repre-
sentation of the enterprise’s economic conditions and performance.   

  unbiased accounting:      A conceptual accounting outcome that would result from taking 
an average or consensus from a sample of disinterested accountants.    

  P3-1.    The nature of accrual accounting  ( L.O.  3-1 ) (Easy – 5 minutes) 

 For the factors listed below, indicate whether each signifi cantly contributes to the prac-
tice of reporting fi nancial statements periodically (annually or quarterly). 

   

 Factor 
 Signifi cant 
contributor 

 Not a 
signifi cant 
contributor 

 a.  Improved technological capability (computers, Internet)       

 b.  A diffuse investor base comprising many people       

 c.  Increased pace of business transactions       

 d.  Invention of the printing press       

 e.  Establishment of regulators such as the 
Ontario Securities Commission 

      

 f.  Creation of indefi nite-life entities like corporations       

 g.  Establishment of professional accounting organizations       

   N.  PROBLEMS 
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  P3-2.    The nature of accrual accounting  ( L.O.  3-1 ) (Easy – 10 minutes) 

 For the factors listed below, indicate whether each signifi cantly contributes to the use of 
accrual accounting for fi nancial reports (rather than using the cash basis). 

 Factor    

   

   

 Signifi cant 
contributor 
 contributor 

 Not a 
signifi cant 
 contributor 

 a.    Establishment of accounting standard setters such as 
the International Accounting Standards Board 

      

 b.   Invention of the double-entry system of bookkeeping       

 c.   Creation of indefi nite-life entities like corporations       

 d.    Development of credit cards and other substitutes for 
cash 

      

 e.   Preparation of periodic fi nancial reports       

 f.   Incomplete transactions at reporting dates       

 g.   The going concern assumption       

 h.    Accounting standards such as IFRS requiring accrual 
accounting 

      

 i.    Financial reports using accrual accounting are simpler 
to understand compared to those prepared using cash 
accounting 

      

  P3-3.    The nature of accrual accounting  ( L.O.  3-1 ) (Medium – 10 minutes) 

 Explain why companies prepare and present fi nancial statements annually.   

  P3-4.    The nature of accrual accounting  ( L.O.  3-1 ) (Medium – 5 minutes) 

 The IFRS Framework, paragraph 22, states: “In order to meet their objectives, fi nancial 
statements are prepared on the accrual basis of accounting. Under this basis, the effects 
of transactions and other events are recognized when they occur (and not as cash or 
its equivalent is received or paid) and they are recorded in the accounting records and 
reported in the fi nancial statements of the periods to which they relate. Financial state-
ments prepared on the accrual basis inform users not only of past transactions involving 
the payment and receipt of cash, but also of obligations to pay cash in the future and of 
resources that represent cash to be received in the future. Hence, they provide the type of 
information about past transactions and other events that is most useful to users in mak-
ing economic decisions.”    

  Required: 

 Discuss why you would expect accrual accounting numbers to be better predictors of 
future cash fl ows in comparison to cash basis accounting. 

     P3-5.    The nature of accrual accounting  ( L.O.  3-1 ) (Medium – 10 minutes) 

 In fi nance, the calculation of net present value involves cash fl ows rather than accrual 
accounting numbers. Indeed, one often takes accounting reports and adjusts for non-
cash items such as depreciation to arrive at cash fl ows, which are then discounted. Some 
fi nance professionals proclaim that “cash is king” and believe accounting accruals should 
be ignored.     

  Required: 

 Do you agree with the above statements? Explain. 
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     P3-6.    Role of the going concern assumption in accrual accounting 
 ( L.O.  3-1 ) (Medium – 20 minutes) 

 The accrual basis of accounting implicitly assumes that the fi rm will continue to operate 
well into the future such that the result of incomplete transactions will be completed or 
concluded. This assumption is called the “going concern assumption.” Because of this 
assumption we can use the historical cost basis of valuing most of the accounts on the bal-
ance sheet. The opposite of the going concern assumption is the notion that the fi rm is or 
will soon become bankrupt, and therefore no longer continues to operate.     

  Required: 

    a.   How does the going concern assumption relate to the valuation of property, plant, 
and equipment (PPE) on the balance sheet? Why is this assumption essential to the 
use of depreciation methods for PPE?  

   b.   If the going concern assumption is no longer valid, how should assets be valued?  
   c.   A company purchased a machine for $10,000,000 on January 1, 2013. The machine 

has a 10-year estimated useful life and an estimated residual value of $1,000,000. 
The company uses the straight-line depreciation method. During 2014 the com-
pany experiences signifi cant and unexpected fi nancial diffi culty such that it goes into 
bankruptcy on December 31, 2014. At this time, the machine has a resale value in an 
auction for $5,500,000. 

    i.   How much is depreciation expense for 2013 and 2014?  
   ii.   Should depreciation expense for 2014 be the same as for 2013? Why?  
   iii.   What should be the value of the machine on the balance sheet on December 31, 2014?  
   iv.   What should be the adjustment to the carrying value of the machine in 2014?    
   d.   A company has prepaid rent of $100,000 on December 31, 2014. If the company is a 

going concern, how should this amount be valued? If the company were  not  a going 
concern, how should it value the prepaid rent?  

   e.   How should inventory be valued if a company goes into bankruptcy? Can the com-
pany use fi rst-in, fi rst-out or average cost?   

     P3-7.    Accrual accounting and need for estimates  ( L.O.  3-2 ) (Easy – 10 minutes) 

 For each of the following fi nancial statement items, identify an estimate that is required 
in the measurement of that item on the fi nancial statements. 

   Item 

 a.  Accounts receivable 

 b.  Inventories 

 c.  Equipment 

 d.  Warranty liability 

 e.  Sales revenue 

 f.  Revenue from long-term contract 

 g.  Cost of goods sold 

     P3-8.    Relation between accrual accounting and cash fl ows; quality of earnings 
 ( L.O.  3-2 ) (Medium – 10 minutes) 

 Finance professionals often evaluate the quality of earnings by looking at the difference 
between earnings and cash fl ows. In particular, fi nancial analysts often compute the dif-
ference between (i) net income from the income statement and (ii) cash fl ow from opera-
tions from the cash fl ow statement; the bigger the difference between the two, the lower 
the level of earnings quality is.     

  Required: 

    a.   What is the meaning of “quality of earnings”?  
   b.   Evaluate the practice of assessing earnings quality by comparing earnings and cash 

fl ows.   
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     P3-9.    The relation between accrual accounting and cash fl ows 
 ( L.O.  3-2 ,  L.O.  3-3 ) (Medium – 20 minutes) 

 Refer to the example of Tradewinds Company illustrated by the timeline in  Exhibit   3-2    
and the facts given at the beginning of Section B, “Accrual versus Cash Accounting.” In 
addition, assume that the remaining ships are sold for $3.5 million each just before the 
end of Year 4 in preparation for the dissolution of the company.     

  Required: 

    a.   Complete the fi nancial statements for Years 3 and 4 using the tables below.  
   b.   In the following tables, complete the column for “4-Year Total.” Compare the 

4-year totals for cash fl ow and income. Comment on the similarities and differences.   

 $millions  Year 1  Year 2  Year 3  Year 4 
 4-Year 
Total 

  Cash fl ow statement                 

 Operations                

 Infl ow from sale of goods  $ 5  $ 5          

 Outfl ow from operating costs   (3 )   (2 )          

 Cash fl ow from operations  2  3          

 Cash fl ow from investing activities  (15)  0          

 Cash fl ow from fi nancing activities   20    0           

 Net cash fl ow for the year  7  3          

 Cash at beginning of year   0    7           

 Cash at end of year  $ 7  $10          

  ($millions)    Year 1    Year 2    Year 3    Year 4  
  4-Year 
Total  

  Statement of income and retained 
earnings  

               

 Revenue ($5m/arrival)  5.0  5.0          
 Operating expenses ($1m/ arrival)  (1.0)  (1.0)          
 Depreciation ($0.5m/ arrival)  (0.5)  (0.5)          
 Write-off of sunken ship  0.0  (4.5)          
 Write-off of prepaid expenses   0.0    (1.0 )          
 Net income (loss)  3.5  (2.0)          
 Retained earnings at beginning of year   0.0    3.5           
 Retained earnings at end of year  $3.5  $1.5          
                  
  Balance sheet                 
 Cash  7.0  10.0          
 Prepaid expenses  2.0  2.0          
 Ships at cost  15.0  10.0          
 Less: accumulated depreciation   (0.5 )   (0.5 )          
 Total assets  23.5  21.5          
 Contributed capital  20.5  20.0          
 Retained earnings   3.5    1.5           
 Total equity  $23.5  $21.5          

     P3-10.    No “true” net income  ( L.O.  3-2 ) (Medium – 30 minutes) 

 Computer Consulting Limited was started in early 2009 and continued to operate until 
early 2012, when it was wound up due to disputes between the two principal owners. 
When it started, the company considered two sets of accounting policies: 
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 Accounting policy set 1: 
    a.   Use straight-line depreciation method on the fi rm’s only asset. The computer cost 

$1,000,000 and has an estimated useful life of four years.  
   b.   Estimate warranty expense as 9% of sales.  
   c.   Estimate bad debts expense as 5% of sales. 

 Accounting policy set 2:  

   a.   Use 50% declining-balance method for depreciation.  
   b.   Estimate warranty expense as 10% of sales.  
   c.   The year-end allowance for doubtful accounts should be 40% of gross accounts 

receivable.   
 Actual events, cash fl ows, and transactions are as follows: 

    2009  2010  2011  2012 

 Sales (all on account)  $3,000,000  $3,500,000  $4,000,000  $500,000 

 Warranties paid  250,000  275,000  410,000  180,000 

 Proceeds on disposal of computer  —  —  —  400,000 

 Accounts receivable collected 
during the year 

 2,600,000  2,800,000  3,800,000  1,200,000 

 Accounts receivable written off 
during the year 

 100,000  125,000  200,000  175,000 

 All other expenses (paid in cash in 
the year incurred) 

 2,100,000  2,500,000  2,700,000  350,000 

  Required: 

    a.   Derive net income for 2009 to 2012 using the fi rst set of accounting policies. For 
the year-end balance for 2012, assume accounts receivable, allowance for doubtful 
accounts, and the warranty accrual are $0, as the fi rm wound itself up during the year 
and all timing differences have been resolved.  

   b.   Derive net income for 2009 to 2012 using the second set of accounting policies. For 
the year-end balance for 2012, assume accounts receivable, allowance for doubtful 
accounts, and the warranty accrual are $0, as the fi rm wound itself up during the year 
and all timing differences have been resolved.  

   c.   Derive the annual net cash fl ows for 2009 to 2012.  
   d.   What is the sum of the net income for the four years for the two sets of accounting 

policies? What is the sum of the net cash fl ows for the four years? What does this tell 
us about net income and accrual accounting?  

   e.   Why were the net incomes different between the two sets of accounting policies?  
   f.   What caused the net income in 2012 to be so high for the second set of accounting 

policies?   

     P3-11.    Quality of earnings  ( L.O.  3-2 ) (Medium – 20 minutes) 

 Multi-Earnings Company had the following different patterns of net income based on 
different accounting policies and estimates/assumptions. These differing net incomes 
were the result of using different depreciation methods and assumptions about asset use-
ful life, different methods of estimating bad debts expenses, different revenue recogni-
tion methods, different inventory valuation methods, and different methods of accruing 
liabilities such as vacation pay and warranties. In all cases, at the end of the fi fth year the 
company had the same retained earnings, total assets and liabilities, and cash. 

 In $millions  2011  2012  2013  2014  2015 
 5-Year 
Total 

 Net Income A  $30  $30  $30  $30  $30  $150 

 Net Income B  $22  $25  $29  $34  $40  $150 

 Net Income C  $39  $35  $30  $25  $21  $150 

 Net Income D  $35  $27  $30  $34  $24  $150 
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  Required: 

    a.   Assuming that the company is publicly traded, which of these net income streams (A, 
B, C, or D) would likely result in the highest share price in early 2016? The lowest 
share price? Justify your conclusion.  

   b.   Imagine you are the president of this company and the company is publicly listed/
traded. Which representation of earnings would likely give you the largest aggregate 
bonus if your compensation was based on net income?  

   c.   If you were the sole owner and chief executive offi cer of the company, which method 
of deriving net income would you prefer?  

   d.   Does the selection of accounting policies change the actual achievements of the com-
pany? Does it change the future of the company? Does it change what people believe 
the past, present, or future of the company was, is, or will be? Discuss these differing 
perceptions and views of the company’s fi nancial condition.   

     P3-12.    Evaluating accrual accounting and earnings quality ( L.O.  3-2 ) (Medium – 20 minutes) 

 In the federal budget delivered on February 18, 2003, Finance Minister John Manley 
announced that the federal government will use full accrual accounting according to 
Canadian GAAP, as recommended by the auditor general. Other countries, such as the 
UK, Australia, and New Zealand, have also made similar changes. 

 In the past, the method of accounting was a “modifi ed cash basis,” which can be 
roughly summarized as follows: 

    ■   revenues = cash received in the fi scal year  
   ■   expenses = cash disbursed in the fi scal year  
   ■   surplus (or defi cit) = revenues – expenses = cash received – cash disbursed   

 Under this old method of accounting, non-fi nancial assets were not recognized on 
the balance sheet. For example, spending on the construction of roads or hospitals would 
be counted as expenses. (Financial assets and liabilities such as cash and bond obligations 
are recorded.) 

 Accounting critic Al Rosen, who has a reputation for being blunt, complained that 
this move by the government was “trading one pile of manure for another even larger, 
more stinky pile” ( Canadian Business , May 13, 2003). He argued that GAAP-based rules 
are “looser,” creating “thousands of new ways for the government to engineer the books.”  5        

  Required: 

 Discuss the pros and cons of the government adopting GAAP accrual accounting standards. 

     P3-13.    Subsequent events  ( L.O.  3-3 ) (Medium – 10 minutes) 

 The date is February 26, 2015, and you are in the process of making adjusting entries for 
Bellevue Company for the year ended December 31, 2014. In your analysis of accounts 
receivable and bad debts, you come across the accounts for two customers that require 
additional attention: 

    ■   Kingston Pen Ltd. owed Bellevue $55,000 as at December 31, 2014. You learned 
that Kingston Pen fi led for bankruptcy on February 14, 2015, due to continuing 
fi nancial diffi culties.  

   ■   Trenton Homes owed Bellevue $79,000 as at December 31, 2014. You learned that 
the owners decided to cease operations on February 22, 2015. An ice dam on the 
Trent River caused an uninsured fl ooding incident that damaged most of Trenton 
Homes’ assets. Due to the vastly diminished assets of Trenton Homes, you expect to 
recover only $15,000 out of the $79,000 from the liquidation of the company’s assets.       

  Required: 

 Identify and explain the appropriate treatment of the two accounts receivable in the books 
of Bellevue Company. Assume the amounts are material. Comment on any similarities or 
differences in treatment. 

 5.   Courtesy of Al Rosen. 

03_ch03_lo_fish_I.indd   12403_ch03_lo_fish_I.indd   124 9/28/12   4:05 PM9/28/12   4:05 PM



N.  P rob lems 125

     P3-14.    Subsequent events  ( L.O.  3-3 ) (Medium – 15 minutes) 

 You and your team of auditors are examining the fi nancial statements of Capilano Water 
Company (CWC) for the fi scal year ended June 30, 2013. It is October 11, 2013. During 
the audit, you identifi ed the following issues (assume all amounts are material): 
    a.   CWC’s draft fi nancial statements show $100,000 of inventory of bottled water as 

of June 30, 2013. On August 17, 2013, it was discovered that the spring from which 
the company sources its water had been contaminated. Samples from the year-end 
inventory show that a quarter of it had been contaminated and is not suitable for sale.  

   b.   On September 7, 2013, one of CWC’s water delivery trucks was destroyed in an acci-
dent. This truck had a value of $80,000 on the books of CWC as of June 30, 2013.  

   c.   In February 2013, CWC purchased 1,000 shares of Royal Bank Corporation (RBC) 
at $60 per share. These shares are widely traded on the Toronto Stock Exchange and 
share prices are available on a daily basis. The share price on June 30, 2013, was $55, 
and as of October 11, 2013, the share price has further declined to $48.  

   d.   You noted that the closing cash balance on the bank statement dated September 30, 
2013, was $3,000, much lower than the $67,000 shown on the draft fi nancial state-
ments that you are auditing.       

  Required: 

 Using the table below, identify the accounting treatment that would be most appropri-
ate for each of the four issues described above, and explain why that is the appropriate 
treatment. 

   Item 

 Balance sheet amount after 
adjustment (if any), 
June 30, 2013  Explanation 

 a.  Inventory—bottled water       

 b.  Equipment—truck       

 c.  Investment—RBC shares       

 d.  Cash       

     P3-15.    Subsequent events  ( L.O.  3-3 ) (Medium – 15 minutes) 

 Below are several events that occur after your company’s year-end but before the comple-
tion of the audit: 
    a.   There is a fi re at the company’s only warehouse; the company has insuffi cient fi re 

insurance to replace the warehouse and contents such that a material loss will result 
and operations will be curtailed for six months.  

   b.   There is a signifi cant fall in the market price of a major portion of inventory due to 
new technology making the existing items obsolete. The market price is lower than 
the current carrying value.  

   c.   A new competitor enters the marketplace, which will result in serious price competi-
tion and, likely, reduced income next year.  

   d.   New technology makes a major capital asset redundant or causes it to lose signifi cant 
fair market and salvage value.  

   e.   A major client unexpectedly goes bankrupt and it is determined that you will get 30% 
of the value of the accounts receivable as full and fi nal settlement.  

   f.   The company experiences a major labour strike. Workers are still on strike when the 
audit is fi nished. Does your answer change if this strike might force the company into 
bankruptcy?       

  Required: 

 For each of the above subsequent events, determine whether the event: 
 – requires an adjustment to the year-end fi nancial statements, 
 – requires note disclosure, or 
 – requires neither adjustment to recognized amounts nor disclosure. 
 Justify your recommendation. 
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     P3-16.    Accrual accounting and incomplete transactions  ( L.O.  3-3 ) (Medium – 30 minutes) 

 Incomplete Transactions Company was started on January 1, 2012. During its fi rst year 
of operations, the company had a choice of accounting policies. The chief fi nancial offi cer 
identifi ed the following as possible alternatives and provided the underlying assumptions/
estimates for each: 

    Accounting policy set A  Accounting policy set B 

 Inventory valuation  FIFO  Average cost 

 Bad debts  6% of sales  Allowance: 10% of closing 
gross accounts receivable 

 Warranties  4% of sales  Allowance: An analysis of sales and repairs 

 The following are the actual transactions for the fi rst three years of operations: 

    2012  2013  2014 

 Sales (all on accounts)  $11,000,000  $12,000,000  $12,800,000 

 Inventory purchases (paid immediately)  5,000,000  3,500,000  3,700,000 

 Ending inventory value, FIFO  2,000,000  2,300,000  2,500,000 

 Ending inventory value, average cost  1,800,000  2,000,000  2,500,000 

 Collections  9,000,000  10,500,000  13,270,000 

 Amounts actually written off  600,000  650,000  800,000 

 Warranties actually paid  300,000  460,000  502,000 

 Estimated warranties payable ending balance 
based on aging analysis of sales 

 150,000  180,000  170,000 

 Depreciation expense  1,000,000  1,000,000  1,000,000 

 All other operating expenses (paid 
immediately) 

 3,000,000  3,300,000  3,900,000 

  Required: 

    a.   Derive net income for 2012, 2013, and 2014. Ignore income taxes.  
   b.   What is the cumulative income for the three years for the two sets of accounting 

policies? What does this tell us about the closing balance sheet at the end of the third 
year?  

   c.   What are the cumulative operating cash fl ows for the three years for either set of ac-
counting policies? Why are these cumulative cash fl ows the same for the two sets of 
policies?  

   d.   Carefully explain why the net incomes for each of the three years under review are 
not the same. What does this tell us about accruals and allocation methods?   

     P3-17.    Accounting changes  ( L.O.  3-4 ) (Easy – 3 minutes) 

 For the following types of accounting changes, identify the appropriate treatment under 
IFRS. 

   Type of accounting change  Accounting treatment 

 a.  Change in estimate    

 b.  Change in accounting policy    

 c.  Correction of an error    

     P3-18.    Accounting changes  ( L.O.  3-4 ) (Easy – 3 minutes) 

 For the following types of accounting changes, identify the relevant criteria for each 
accounting change by selecting “yes,” “no,” or “n/a” (not applicable). 
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   Type of accounting change 

 Accounting change 
due to management 

choice? 

 Information known (or 
should have been known) 

in prior period? 

 a.  Change in estimate  Yes No n/a  Yes No n/a 

 b.  Change in accounting policy  Yes No n/a  Yes No n/a 

 c.  Correction of an error  Yes No n/a  Yes No n/a 

     P3-19.    Accounting changes  ( L.O.  3-4 ) (Medium – 15 minutes) 

 Evaluate each of the following independent situations to determine the type of account-
ing change (correction of error, change in accounting policy, or change in estimate) and 
the appropriate accounting treatment (retrospective or prospective).     

  Required: 

    a.   A furniture maker decreases bad debts expense from 3% to 2% of credit sales.  
   b.   A manufacturer determines that credit losses are becoming material due to deterio-

rating economic conditions. As a result, it decides to set up an allowance for doubtful 
accounts at 5% of amounts over 90 days.  

   c.   A parking service estimates bad debts to be 10% of the value of parking violations 
issued. In the current year, it changes to estimating the allowance for bad debts to be 
equal to 20% of accounts 30 to 90 days and 50% of accounts over 90 days.  

   d.   A shipbuilder changes its revenue recognition policy from the point of receipt by the 
customer to when the ship leaves the factory shipyard. This change results from a 
change in shipping policy from F.O.B. destination to F.O.B. shipping point. (Recall 
from introductory accounting that F.O.B. means “free on board,” and it refers to the 
point at which custody transfers from seller to buyer.)  

   e.   An electronics retailer has never accrued for warranties or product guarantees. A new 
consumer protection law comes into effect, giving buyers of electronic products a 
guarantee against defects for 180 days after purchase and the ability to return defec-
tive products to the retailer.  

   f.   A clothing company that has been operating for 20 years decides to obtain an exter-
nal audit for the fi rst time to meet the bank’s demands. The audit fi rm recommends 
that management report inventories at the lower of cost and net realizable value, 
whereas the company has previously only tracked and reported inventory fi gures 
at cost.   

     P3-20.    Accounting changes  ( L.O.   3-4 ) (Easy – 10 minutes) 

 Explain why a change in accounting policy requires the adjustment of both prior and 
future periods, whereas a change in estimate requires only adjustment of future periods.    

     P3-21.    Accounting changes  ( L.O.  3-4 ) (Medium – 15 minutes) 

 Accrual accounting necessarily involves professional judgment, because accruals depend 
on decisions about uncertain future events. These judgments and decisions include the 
choices of accounting policies that management determines to be most appropriate for 
the circumstances.     

  Required: 

 Using the Conceptual Framework and other ideas, discuss whether a change in account-
ing policy should be treated prospectively or retrospectively. 

     P3-22.    Accounting changes  ( L.O.  3-4 ) (Medium – 10 minutes) 

 For each of the following scenarios, determine the effects (if any) of the accounting 
change (correction of error, change in accounting policy, or change in estimate) on the 
relevant asset or liability, equity, and comprehensive income in the year of change and the 
prior year. Use the following table for your response. 
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          Year prior to change     Year of accounting change    

   

 Type of 
accounting 

change  Treatment 
 Asset or 
liability  Equity  Income 

 Asset or 
liability  Equity  Income 

 a.                         

 b.                         

 c.                         

    a.   Company A increases the allowance for doubtful accounts (ADA). Using the old 
estimate, ADA would have been $40,000. The new estimate is $45,000.  

   b.   Company B omitted to record an invoice for an $8,000 sale made on credit at the end 
of the previous year and incorrectly recorded the sale in the current year. The related 
inventory sold has been accounted for.  

   c.   Company C changes its revenue recognition to a more conservative policy. The 
result is a decrease in prior-year revenue by $3,000 and a decrease in current-year 
revenue by $4,000 relative to the amounts under the old policy.      

     P3-23.    Accounting changes  ( L.O.   3-4 ) (Medium – 10 minutes) 

 During the audit of Keats Island Brewery for the fi scal year ended June 30, 2013, the 
auditors identifi ed the following issues: 
    a.   The company sells beer for $1 each, plus $0.10 deposit on each bottle. The deposit 

collected is payable to the provincial recycling agency. During 2013, the company 
recorded $8,000 of deposits as revenue. The auditors believe this amount should 
have been recorded as a liability.  

   b.   The company had been using the fi rst-in-fi rst-out cost fl ow assumption for its 
inventories. In fi scal 2013, management decided to switch to the weighted-average 
method. This change reduced inventory by $20,000 at June 30, 2012, and $35,000 at 
June 30, 2013.  

   c.   The company has equipment costing $5,000,000 that it has been depreciating over 
10 years on a straight-line basis. The depreciation for fi scal 2012 was $500,000 and 
accumulated depreciation on June 30, 2012, was $1,000,000. During 2013, manage-
ment revises the estimate of useful life to 12 years, reducing the amount of deprecia-
tion to $400,000 per year.       

  Required: 

 For each of the three issues described above, using the following table, identify 
    (i)   the type of accounting change;  
   (ii)   the treatment required; and  
   (iii)   the effect of the accounting change on the fi nancial statements of June 30, 2013.   

 For (iii), identify both the direction (increase or decrease) and the amount of the 
effect relative to the amount without the accounting change. 

             Effect of accounting change on the fi nancial 
statements of June 30, 2013 (indicate both 

direction and amount) 

   
 Type of 

accounting change  Treatment  Assets  Liabilities  Equity  Income 

 a.                   

 b.                   

 c.                   

     P3-24.    Accounting changes  ( L.O.  3-4 ) (Diffi cult – 30 minutes) 

 Cross Company Limited, a private company, was started on January 1, 2014. For the fi rst 
year, the chief accountant prepared the fi nancial statements and a local accountant completed 

03_ch03_lo_fish_I.indd   12803_ch03_lo_fish_I.indd   128 9/28/12   4:05 PM9/28/12   4:05 PM



N.  P rob lems 129

the necessary review of these statements. However, for the year ended December 31, 
2010, an external auditor was appointed. The income statement for 2014 and the prelimi-
nary amounts for 2015 are as follows: 

    2014  2015 

 Long-term contract income  $3,000,000  $4,000,000 

 Other income (loss)  (800,000)  (900,000) 

 Bad debts expense  (400,000)  (500,000) 

 Depreciation expense—machine  (500,000)  (500,000) 

 Depreciation expense—building  (300,000)  (270,000) 

 Warranty expense   (200,000 )   (320,000 ) 

 Income before taxes  800,000  1,510,000 

 Income taxes (at 30%)   (240,000 )   (453,000 ) 

 Net income  $560,000  $1,057,000 

 In the process of examining the accounting records the auditor noted the following issues: 
    i.    Long-term contracts:  Cross Company used the completed contract method for 

revenue recognition in 2014. Management now believes that the percentage of com-
pletion method would be better. Income under the completed contract method for 
2014 was $3,000,000 and for 2015 it was $4,000,000. If the percentage of comple-
tion method had been used, the incomes would have been $4,200,000 (2014) and 
$3,700,000 (2015).  

   ii.    Accounts receivable:  The accounts receivable on December 31, 2014, included a 
$100,000 account that was not provided for but subsequently was written off during 
2015 as the customer went bankrupt after the issuance of the fi nancial statements. 
Cross Company would like to adjust 2014 for this oversight as it sees this as an error.  

   iii.    Machine depreciation:  Cross Company has one huge machine that cost $5,000,000 
and was depreciated over an estimated useful life of 10 years. Upon reviewing the 
manufacturer’s reports in 2015, management now fi rmly believes the machine will 
last a total of 15 years from the date of purchase. They would like to change last 
year’s depreciation charge based on this analysis. Depreciation expense of $500,000 
has been recorded for 2015.  

   iv.    Building depreciation:  The company’s building (cost $3,000,000, estimated salvage 
value $0, useful life 20 years) was depreciated last year using the 10% declining-balance 
method. The company and auditor now agree that the straight-line method would be 
more appropriate. A depreciation provision of $270,000 has been made for 2015.  

   v.    Inventories:  The accountant last year failed to apply the lower of cost and net realiz-
able value test to ending inventory. Upon review, the inventory balance for last year 
should have been reduced by $200,000. The closing inventory allowance for this 
year-end should be $300,000. No entry has been made for this matter.  

   vi.    Warranties:  Cross Company does not accrue for warranties; rather it records the 
warranty expense when amounts are paid. Cross provides a one-year warranty for 
defective goods. Payments to satisfy warranty claims in 2014 were $200,000 and 
$320,000 in 2015. Out of the $320,000 paid in 2015, $150,000 related to 2014 sales. 
A reasonable estimate of warranties payable at the end of 2015 is $275,000.       

  Required: 

    a.   As the audit senior on this engagement, what is your recommended treatment for 
each of these matters in terms of whether they are errors, changes in accounting 
policy, or changes in estimate? Explain your answers.  

   b.   Assume that management of Cross Company agrees with your recommendations. 
Prepare the corrected statements of comprehensive income for 2014 and 2015.   

     P3-25.    Current and non-current assets  ( L.O.   3-5 ) (Easy – 5 minutes) 

 IFRS identifi es a number of criteria to determine whether an asset can be classifi ed as 
current. Satisfying  any one  of these criteria is suffi cient. For the following list of criteria, 
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identify whether each one is relevant for the classifi cation of an asset as current instead 
of non-current. 

   

  Criteria  

  Relevant for 
classifi cation as 
current? (Yes/No)  

 a.  The asset is expected to be sold in the entity’s normal 
operating cycle. 

   

 b.  The asset is traded in an active market.    
 c.  The asset is expected to be realized within 12 months 

after the balance sheet date. 
   

 d.  The asset is held primarily for the purpose of being traded.    
 e.  The asset is expected to be consumed in the entity’s 

normal operating cycle. 
   

 f.  The asset is an item of inventory.    
 g.  The asset is cash or cash equivalent.    
 h.  The asset is a receivable from another company.    

     P3-26.    Current and non-current liabilities  ( L.O.  3-5 ) (Easy – 5 minutes) 

 IFRS identifi es a number of criteria to determine whether a liability should be classifi ed 
as current. A liability that satisfi es  any one  of these criteria must be classifi ed as current. 
For the following list of criteria, identify whether each one is relevant for the classifi ca-
tion of a liability as current instead of non-current. 

   

  Criteria  

  Relevant for 
classifi cation as 
current? (Yes/No)  

 a.  The liability is expected to be settled in the entity’s normal 
operating cycle. 

   

 b.  The liability requires settlement in cash.    

 c.  The liability is expected to be realized within 12 months after the 
balance sheet date. 

   

 d.  The liability is held primarily for the purpose of being traded.    

 e.  The entity does not have an unconditional right to defer settlement 
of the liability for at least 12 months after the balance sheet date. 

   

 f.  The liability is a line of credit owing to a fi nancial institution.    

 g.  The liability is unavoidable.    

     P3-27.    Presentation of income statement  ( L.O.  3-5 ) (Easy – 5 minutes) 

 IFRS requires certain line items to be presented in the income statement (rather than just 
disclosed in the notes). Identify whether the following items are required in the income 
statement. 

     Line item    Required? (Yes/No)  

 a.  Revenue    
 b.  Profi t or loss (net income)    
 c.  Cost of goods sold    
 d.  General and administrative expenses    
 e.  Comprehensive income    
 f.  Labour costs    
 g.  Income tax expense    
 h.  Other comprehensive income    
 i.  Finance costs (interest expense)    
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     P3-28.    Presentation of income statement ( L.O.  3-5 ) (Easy – 5 minutes) 

 Identify whether each of the following items of operating expense is described according 
to its  nature  or  function . 

     Type of operating expense    Nature    Function  

 a.  Cost of goods sold       

 b.  Delivery       

 c.  Wages and benefi ts       

 d.  Administration       

 e.  Building depreciation       

 f.  Utilities (electricity, heating, etc.)       

 g.  Marketing and advertising       

 h.  Sales commissions       

 i.  Raw materials consumed       

 j.  Insurance       

     P3-29.    Preparation and presentation of fi nancial statements with current/non-current 
classifi cations  ( L.O.  3-5 ) (Easy – 20 minutes) 

 Below is an adjusted trial balance for Wan Industries Limited as at December 31, 2013. 

  Account (in alphabetical order)    Debit    Credit  

 Accounts payable     $142,000 
 Accounts receivable  $95,000    
 Accumulated depreciation     50,000 
 Advertising expense  16,000    
 Cash  334,000    
 Common shares     200,000 
 Cost of goods sold  410,000    
 Current portion of long-term loan payable     40,000 
 Depreciation expense  12,000    
 Dividends  21,000    
 Equipment  500,000    
 Income tax expense  35,000    
 Interest expense  41,000    
 Interest payable     10,000 
 Inventory  51,000    
 Long-term loan receivable  300,000    
 Non-current portion of long-term loan payable     360,000 
 Prepaid rent  25,000    
 Rent expense  75,000    
 Retained earnings     385,000 
 Sales revenue     800,000 
 Stationery  5,000    
 Stationery expense  14,000    
 Unearned revenue     23,000 
 Wages expense  91,000    
 Wages payable       15,000  
 Total  $2,025,000  $2,025,000 
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  Required: 

 Prepare a balance sheet for Wan Industries Limited as at December 31, 2013 with items 
classifi ed as current or non-current. 

     P3-30.    Articulation of fi nancial statements  ( L.O.  3-5 ) (Easy – 10 minutes)     

  Required: 

 Complete the missing numbers in the following table.  

    Company  Company  Company  Company  Company 

    A  B  C  D  E 

 Assets    ?      $800      ?      ?      $4,000   

 Liabilities  ?  425  1,100  1,800  ? 

 Common Stock  20  175  ?  100  500 

 Retained Earnings   130    ?    275    ?    700  

 Liabilities + Equity    $500      ?      $1,500      $2,500      $4,000   

 Opening Retained 
Earnings 

 $100  $140  ?  $500  $750 

 + Net Income (Loss)  70  ?  160  ?  ? 

 – Dividends   ?    (10)    (85)    (60)    (10)  

 Closing Retained 
Earnings 

   130      ?      ?      ?      $700   

   P3-31.  Components      of the Conceptual Framework and the articulation of fi nancial 
statements  ( L.O.  3-5 ) (Medium – 20 minutes)  6    

 A business earns income by converting assets and resources into other assets and resources. 
For example, through the efforts of its workforce and other resources, a business converts 
inventories of raw materials into receivables and cash. The value of the new assets gener-
ated may be termed “revenue,” that of the assets and resources consumed may be termed 
“expense,” and the increased value may be termed “income.” Therefore, it can be argued 
that asset valuation, revenue recognition, and matching of expenses to revenues are inter-
related. Some of these relationships are as follows: 
    a.   The choice of asset valuation method affects revenue recognition.  
   b.   The theory on which revenue generation is based affects the valuation of the related 

assets.  
   c.   When the objectives of asset valuation and income recognition confl ict, it becomes 

necessary to choose either the desired asset valuation method or the desired income 
recognition method.       

  Required: 

 Discuss each of the three relationships described above and provide examples where 
appropriate. 

     P3-32.    Preparation of articulated fi nancial statements ( L.O.  3-5 ) (Easy – 15 minutes) 

 The following is a pre-closing trial balance for Axo Inc., a manufacturer of metal tubing, 
as at December 31, 2013: 

 6.   Adapted from the Uniform Final Examination (1982) with permission from The Canadian Institute of 
Chartered Accountants, Toronto, Canada. Any changes to the original material are the sole responsibility 
of the author and have not been reviewed or endorsed by the CICA. 
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     Debit    Credit  

 Accounts payable     $ 525,000 

 Accounts receivable  $ 1,360,000    

 Accumulated depreciation     6,555,000 

 Cash  69,300    

 Common shares     700,000 

 Depreciation  1,475,000    

 Income from discontinued operations     25,000 

 Income tax expense  154,200    

 Income tax on income from discontinued operations  7,500    

 Interest expense  355,000    

 Inventories  645,000    

 Long-term debt     5,400,000 

 Plant and equipment  12,300,000    

 Raw materials used  1,670,000    

 Retained earnings     817,000 

 Salaries and wages  5,210,000    

 Sales       9,224,000  

 Total  $23,246,000  $23,246,000 

  Required: 

 Prepare, in good form, the following: 
    a.   A multi-step income statement that includes relevant subtotals, with operating 

expenses listed by their nature, for the year ended December 31, 2013.  
   b.   A statement of changes in equity for the year ended December 31, 2013.   

     P3-33.    Preparation of articulated fi nancial statements 
 ( L.O.  3-4, L.O.  3-5 ) (Medium – 15 minutes)  7    

 The following is a partial listing of the accounts for Boot Company for the year ended 
December 31, 2014, in alphabetical order: 

     Dr. (Cr.)  

 Common shares  $(2,000,000) 

 Cost of goods sold  3,775,000 

 Depreciation expense  84,000 

 Dividends declared  150,000 

 Employee wages and benefi ts  957,000 

 Loss from discontinued operations before tax  107,000 

 Marketing and advertising expenses  642,000 

 Retained earnings, January 1, 2014  (443,000) 

 Sales  (4,661,000) 

 Utilities expense  315,000 

 During the year, the company issued shares for proceeds of $400,000. In addition, the 
company had a change in depreciation policy that required a retroactive adjustment that 
increased the prior year’s depreciation expense by $62,000. Boot pays income tax at the 
rate of 40%. Assume that all of the above items except for retained earnings are before tax.     

 7.   Adapted from CGA-Canada FA2 examination, June 2008. 
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  Required: 

 Using the information above, prepare, in good form, the following: 
    a.   A multi-step income statement that includes relevant subtotals, with operating 

expenses listed by their function, for the year ended December 31, 2014.  
   b.   A statement of changes in equity for the year ended December 31, 2014.   

     P3-34.    Preparation of articulated fi nancial statements  ( L.O.   3-5 ) (Medium – 20 minutes) 

 The following is a pre-closing trial balance for Kalico Kats, as at December 31, 2015: 

     Debit    Credit  

 Accounts payable     $ 1,235,000 

 Accounts receivable  $ 2,860,000    

 Accumulated depreciation—equipment     1,740,000 

 Accumulated depreciation—plant     1,500,000 

 Cash  1,009,800    

 Common shares     15,000,000 

 Depreciation—equipment  580,000    

 Depreciation—plant  500,000    

 Equipment  5,800,000    

 Income tax expense  537,200    

 Income tax on income from discontinued operations     200,000 

 Interest expense  165,000    

 Inventories  645,000    

 Land—cost  5,000,000    

 Land—revaluation adjustment  3,000,000    

 Long-term debt     3,500,000 

 Loss from discontinued operations  500,000    

 Other comprehensive income—gain on land revaluation     3,000,000 

 Plant  10,000,000    

 Raw materials used  4,670,000    

 Retained earnings     1,834,000 

 Salaries and wages  7,210,000    

 Sales     15,344,000 

 Utilities expense   876,000      

 Total  $43,353,000  $43,353,000 

 During the year, the company declared and paid $500,000 of dividends and issued shares 
for proceeds of $5,000,000.     

  Required: 

 Prepare, in good form, the following: 
    a.   A statement of comprehensive income that includes net income and comprehensive 

income in one schedule,  
   b.   A statement of changes in equity.   

     P3-35.    Preparation of articulated fi nancial statements  ( L.O.  3-5 ) (Easy – 15 minutes) 

 The following is a partial list of accounts and their balances for Davidson Company as at 
December 31, 2013: 
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     Debit    Credit  

 Accounts payable     $1,357,000 

 Accounts receivable  $3,035,000    

 Accumulated depreciation—equipment     3,450,000 

 Accumulated depreciation—plant     2,500,000 

 Accumulated other comprehensive income—gain on 
available-for-sale investments 

    140,000 

 Cash  457,000    

 Common shares     20,000,000 

 Depreciation—equipment  690,000    

 Depreciation—plant  500,000    

 Equipment  5,520,000    

 Income tax expense  850,000    

 Income tax payable     125,000 

 Intangible assets  1,750,000    

 Inventories  820,000    

 Land  12,000,000    

 Long-term debt     30,000,000 

 Plant  50,000,000    

 Preferred shares     10,000,000 

 Retained earnings, December 31, 2013     7,650,000 

 Available-for-sale investments—cost  1,500,000    

 Available-for-sale investments—valuation adjustment  140,000    

 Net income for the year was $838,000 and the company declared $400,000 in dividends 
during the year. There were items of other comprehensive income in the year. The 
investments are not expected to be sold in the next 12 months. The long-term debt is 
repayable over fi ve years, with 20% of the balance due on June 30, 2014.     

  Required: 

 Prepare, in good form, the following: 
    a.   A statement of changes in equity.  
   b.   A balance sheet using the current/non-current presentation. When possible, group 

related items into one line to obtain the minimum number of line items to satisfy 
presentation requirements in IFRS.   

     P3-36.    Preparation of articulated fi nancial statements  ( L.O.  3-5 ) (Medium – 15 minutes)  8    

 The following is a partial trial balance for Pluto, a public company, for the year ended 
December 31, 2014. Each item has its normal debit or credit balance, but the total does 
not equal to zero as it is a partial trial balance. 

 Accounts receivable  $100,000 
 Sales  250,000 
 Prepaid expenses  45,000 
 Equipment, net (note 1)  60,000 
 Cost of goods sold  150,000 
 Accounts payable  65,000 
 Available-for-sale investments (note 2)  90,000 

 8.   Adapted from CGA-Canada FA2 examination, December 2008. 
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 Common shares  80,000 
 Unearned revenue  12,000 
 Retained earnings, January 1, 2014  50,000 
 Discount on bonds payable  8,000 
 Cash  22,000 
 Correction of error (note 3)  35,000 

 Bonds payable, due January 1, 2020  120,000 
 Loss on discontinued operations  25,000 
 Net income (note 4)  ? 

 Notes: 

    1.   The machinery is net of accumulated depreciation of $25,000.  
   2.   The balance in the available-for-sale investments represents the original cost at the 

date of acquisition (January 1, 2014). As of December 31, 2014, none of these invest-
ments had been sold and market value was $120,000.  

   3.   During 2013, a patent of Pluto’s expired. The related writedown of $35,000 was 
subsequently recorded in March 2014.  

   4.   Ignore income taxes for this question. Because only a partial trial balance is provided, 
net income cannot be directly calculated. It should be plugged in to make the fi nan-
cial statements balance.       

  Required: 

 Prepare a balance sheet as at December 31, 2014, and a statement of changes in equity for 
the year then ended in good form and using appropriate terminology. 

     P3-37.    Articulation of fi nancial statements  ( L.O.  3-5 ) (Medium – 10 minutes) 

 The following table presents summarized fi nancial statements for Whiskey Golf Ltd., in 
$000’s.    

 Balance Sheet, as at December 31 

     2014    2013       2014    2013  
 Cash  $ 180  $ 250  Accounts payable  $ 740  $1,400 
 Accounts receivable (net)  2,500  2,000  Current portion of long-term debt   300    300  
 Inventories  1,800  1,500  Current liabilities   $1,040    $1,700  
 Prepaid expenses  300  210  Long-term debt  900  1,200 
 Land  500  500  Preferred shares  800  800 
 Plant and equipment (net)  3,500  3,820  Common shares  2,000  2,000 
 Intangible assets  20  20  Retained earnings   4,860    3,400  
 Goodwill   800    800   Total equity   $8,560    $7,400  
 Total assets  $9,600  $9,100  Total liabilities and equity  $9,600  $9,100 

 Income Statement 
For the year ended December 31 

     2014    2013  
 Revenue  $7,500  $7,000 
 Cost of goods sold  (4,900)  (4,800) 
 Interest expense   (400 )   (400)  
 Earnings before tax  2,200  1,800 
 Income taxes   (660)    (540)  
 Income before discontinued operations  1,540  1,260 
 Loss on discontinued operations   (600 )   0  
 Net income  $ 940  $1,260 
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 Cash Flow Statement 
For the year ended December 31 

     2014    2013  
 Cash fl ow from operating activities  $ 880  $ 700 
 Cash fl ow from discontinued operations  (600)  0 
 Cash fl ow from investing activities  100  (400) 
 Cash fl ow from fi nancing activities   (380 )   (370 ) 
 Net change in cash  $ 0  $ (70) 

 In addition, you also know that the company declared and paid $80,000 of dividends on 
preferred shares in each of the two years.     

  Required: 

 Identify fi ve substantive errors in the above fi nancial statements. There are no arithme-
tic errors. To save space, the above presentation is necessarily abbreviated, so do not 
consider omission of detailed line items as errors. Assume that all required disclosures 
have been made in the notes to the fi nancial statements. The company did not have any 
transactions involving other comprehensive income. 

     P3-38.    Articulation of fi nancial statements  ( L.O.  3-5 ) (Diffi cult – 30 minutes) 

 A group of students are preparing for a presentation in their fi nal-year business strategy 
course. The students have done all their analyses and are now fi nalizing their report. One of 
the students wisely suggests that a balance sheet and income statement should be included as 
part of their visual presentation and written report. As time is running out, one of the students 
prepares an income statement based on the competitive and market research completed and 
another student independently makes a comparative balance sheet based on what the fi nancial 
plan suggests. The group feels proud they were able to complete this task so quickly and get 
their project in on time. However, during the presentation the instructor detects that the 
fi nancial statements do not articulate and are unrealistic. Once this major error is uncovered 
the presentation quickly falls apart (and you can imagine how this story ends).     

  Required: 

 Identify three tests that the instructor might have done to determine whether the bal-
ance sheet and income statement fi t together (articulate) or were developed independent 
of each other. Also suggest three tests of reasonableness the instructor might do to see 
whether the analysis is realistic. 

     P3-39.    Preparation of articulated fi nancial statements, error correction, and 
subsequent events  ( L.O.  3-3, L.O.  3-4, L.O.  3-5 ) (Diffi cult – 40 minutes)  9    

 A friend of yours is the president of Maple Imports Ltd. The company sells and services 
cars imported from Korea. Maple has just completed its fi rst year of operations. The fol-
lowing balance sheet was prepared by the company bookkeeper: 

 Maple Imports Ltd. 
Balance Sheet As at December 31, 2015 

  Assets     
 Cash in current account  $ 4,000 
 Accounts receivable (note 1)  90,000 
 Cars and car parts (note 2)  815,000 
 Accumulated depreciation on cars (note 3)  (87,500) 
 Equipment (note 4)  170,000 
 Land held for future development   228,000  
    $1,219,500 

 9.   Adapted from CGA-Canada FA2 examination, June 2009. 
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  Equities     
 Accounts payable (note 5)  $ 419,000 
 Bank loan payable (note 6)  320,000 
 Common shares (40,000 shares authorized and issued)  400,000 
 Net income   80,500  
    $1,219,500 

 Notes: 

    1.   Accounts receivable is composed of the following: 

 Debit balances in customer accounts  $145,000 

 Credit balances in customer accounts   (55,000)  

    $ 90,000 

   2.   The cars and car parts account is composed of the following: 

 Car parts for service department (at cost)  $ 65,000 

 Cars intended for resale (at retail price)  645,000 

 Cars used by executives for business purposes   105,000  

    $ 815,000 

   The purchase price of the cars intended for resale was $530,000. The cars for the 
executives were purchased on June 30, 2015, at a cost of $105,000.  

   3.   All cars that require depreciation are being depreciated on a straight-line basis with 
a three-year estimated useful life and a residual value of 30% of original cost.  

   4.   The equipment was purchased for $170,000 on January 2, 2015. The price paid was 
a bargain because the regular price for this equipment was $218,000. The equipment 
should last for seven years but will be worthless at that time. However, the company 
plans to replace it at the end of fi ve years and expects to be able to sell it for $25,000 
at that time. The company wants to use the declining-balance method for deprecia-
tion with a rate twice the straight-line rate, but has not yet calculated or recorded the 
depreciation expense for the equipment for the year.  

   5.   Accounts payable is composed of the following balances: 

 Amounts owing to suppliers  $119,000 

 Loan received from the majority shareholder   300,000  

    $419,000 

   The loan was received from the majority shareholder on October 1, 2015. The loan 
is repayable over four years with annual payments of $50,000 plus accrued interest 
at 6% per year. The fi rst payment is due on October 1, 2016. No interest has been 
accrued on the loan.  

   6.   The bank loan is due on demand and is secured by the cars held for resale.       

  Required: 

    a.   After adjusting for any errors, prepare a balance sheet for Maple Imports as at 
December 31, 2015, using the current/non-current presentation. Ignore income 
taxes. (Do not calculate a revised net income; simply plug in a net income fi gure to 
balance the balance sheet.)  

   b.   On February 2, 2016, a fi re in Maple’s warehouse destroys $30,000 worth of car parts. 
Unfortunately, Maple did not have insurance to cover this loss. The fi nancial statements 
for 2015 were not fi nalized until the end of February 2016. Briefl y explain how and why 
this fi re loss should be recognized or disclosed in the 2015 fi nancial statements.    
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     P3-40.    Analysis of articulated fi nancial statements 
 ( L.O.  3-4, L.O.  3-5 ) (Medium – 10 minutes) 

 Obtain the 2011 annual report for Canadian Tire Corporation either from the company’s 
website or from SEDAR ( www.sedar.com ), then answer the following questions: 
    a.   Where do you fi nd operating expenses listed according to their nature (source)? 

Which is the company’s largest operating expense by nature in 2011?  
   b.   Where do you fi nd operating expenses listed by their function (use)?  
   c.   Why does the company present or disclose operating expenses both by their nature 

and by their function?  
   d.   Refer to the schedule in Note 44(G) with the title “Consolidated Statement of 

Income ‘Function of Expense’ format under previous GAAP” for the year ended 
January 1, 2011. In which ways does the presentation format under previous GAAP 
deviate from the requirements under IFRS (specifi cally IAS 1)?      
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 Food Processing Company was started one year ago by three managers who had worked 
in the food processing industry for many years. They had combined their savings plus bor-
rowed extensively from the bank such that the company was able to invest over $10 million 
to start the business. Their medium-term goal (next four years) is to get the business up 
and running successfully and then invite others to invest after the fourth year by taking the 
company public. One of the three managers is now the president, and the other two are 
vice-presidents of production and sales, respectively. 

 One important issue that the owners are struggling with as they prepare their fi rst 
audited fi nancial statements is setting policies for estimated bad debts and depreciation 
expense. Based on their years of experience in the food processing industry they agree 
that the average bad debts as a percentage of credit sales has been 4%, but has varied 
from a low of 2.5% to a high of 5.5%. Similarly, for the type of equipment they are using 
in the manufacturing process, the average useful life has been eight years. Half of the 
fi rms in the industry use the double-declining-balance method and the other half use the 
straight-line method to estimate depreciation expense. The company is using very new 
technology and methods that give them an initial cost-saving advantage. The equipment 
makers suggest a 10-year useful life may be reasonable, but that the technological com-
petitive advantage may be short lived as other fi rms adopt this technology. 

 Bad debts expense and depreciation expense are material and in aggregate will rep-
resent upward of 5% (bad debts) and 20% (depreciation) of all expenses for the current 
year if the most conservative methods of accounting are used. If neutral methods are 
used the aggregate expense would be 17%, versus 12% if these expenses are estimated 
generously or liberally. 

  Required:     
 You are the vice-president fi nance and chief fi nancial offi cer. Write a memo to the execu-
tive committee (only the three owners sit on this committee) advising them on your recom-
mendation as to which estimates or methods (neutral, conservative, or liberal) to use to 
derive bad debts and depreciation expenses. 

  O .  MINI-CASES   
CASE 1

Effects of different 
accrual policies 

(30 minutes)

CASE 2
Grosco’s redeemable 

preferred shares 
(45 minutes)

 Grosco Corporation (GC), a public company manufacturing farm equipment, was feder-
ally incorporated in 1926. Its common shares and bonds are widely held. The company’s 
year-end is December 31. 

 The bond indentures contain the following covenants: 

   a.   At the end of any quarter, if the debt-to-equity ratio exceeds 2.5:1, dividends may not 
be declared.  

  b.   At the end of any quarter, if the debt-to-equity ratio exceeds 3:1, the bond principal 
becomes due and payable.   

 GC has experienced severe fi nancial diffi culties in the past four years and has 
sought refi nancing in an effort to remain solvent. On May 1, 2012, GC issued a new 
class of preferred shares bearing a cumulative annual dividend of 12% (payable quar-
terly). The shares are retractable (the shareholders can redeem them for cash) on 
demand commencing one year from the date of issuance. As a result of the share 
issuance, the debt-to-equity ratio reported by management decreased from 2.7:1 to 
2.2:1. By the end of 2012, the ratio had increased to 2.4:1 because of increased bank 
borrowings. 

 It is now April 2013. You are the accountant in charge of the audit of GC. The 2012 
fi nancial statements have been drafted and the audit is near completion. The 2013 fi rst-
quarter fi nancial statements have just been compiled by the company and reveal a debt-
to-equity ratio of 2.8:1. 

Note: This is a diffi cult case 
intended for guided classroom 

discussion. A good analysis/
discussion of this case does not 

require technical knowledge 
specifi c to redeemale perferred 

shares.
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  Required:  
 Discuss the accounting issues implied in the above fact pattern. Pay particular attention 
to the timing of events while applying the IFRS Framework.   

 Note:  You do not need to refer to any specifi c accounting pronouncements relating to retractable 
preferred shares.

   Sleep King Manufacturing Company (SKMC) is a public manufacturing company special-
izing in the fabrication of mattresses. The company has been operating from its head-
quarters in Toronto since 1995. SKMC primarily sells to retailers, who in turn make fi nal 
sales to customers. In 2011, the company reported net income of $100,000. The com-
pany has hired your fi rm, D & E Auditors, to conduct the year-end audit. As you are going 
through the fi nancials, you come across a few accounting issues: 

   a.   On December 28, 2011, a large client ordered a shipment worth $20,000 of mat-
tresses. The terms of the sale were F.O.B. destination. The order was shipped on 
December 30, 2011, and the client received the mattresses on January 2, 2012. Man-
agement decided to report the revenue in the fi scal year of 2011 since the inventory 
left the building in 2011.  

  b.   The company decided to change the useful life of the manufacturing machinery pur-
chased 10 years ago from 15 years to 20 years. Management stated the machinery 
was still running well.  

  c.   The company decided to reduce the allowance for doubtful accounts (ADA) from 8% 
of credit sales to 5% of credit sales. Management stated that they believe the new 
estimate more reliably represents its percentage of uncollectible amounts.  

  d.   The company decided to change its accounting policy for inventory from the moving 
average-cost method to the FIFO method.   

 In January 2011, SKMC decided to set the annual management bonus based on net 
income. The bonus is set to 5% of reported net income at the end of the year.  

  Required: 
   a.   As the auditor of SKMC, which of the above issues would you be most concerned 

about and why?  
  b.   Based on the information above, would you say that the quality of earnings of SKMC is 

of high quality or low quality? Why?  
  c.   What problems do you see arising from the extensive use of estimates in accrual 

accounting?  
  d.   Between the balance sheet, income statement, and cash fl ow statement, which fi nan-

cial statement do you believe is least affected by estimates? Explain your reasoning:       

CASE 3
Sleep King Manufac-
turing Company 
(30 minutes)
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