
Chapter 16

Issues in Financial Statement Interpretation:

Changing Prices and Alternative Accounting Methods

QUESTIONS

1.
When accountants speak of inflation, they are talking about a rise in the general price level. That is, there is a loss in the ability of the dollar to purchase a variety of goods and services.

2.
General price-level changes reflect fluctuations in the ability of the dollar to measure a variety of goods and services. As the general price level increases, the purchasing power of the dollar decreases, and as the general price level decreases, the purchasing power of the dollar increases. Specific price-level changes reflect the change in the value of specific goods and services vis-à-vis other goods and services in the economy.


It is important to make a distinction between these types of price changes. Not all prices of goods and services move in the same direction. Accounting for general price-level changes implies measuring purchasing power gains and losses, while accounting for specific price-level changes implies using a different measurement basis: current cost.

3.
Three limitations associated with using a price-level index to measure the effects of inflation on a specific company or individual are as follows:

· Not everyone purchases the market basket. A price index is only an accurate measure of inflation if the sample market basket matches the buying patterns of the individual or company using the index.

· Purchase mix. The buying patterns of individuals and companies change. A price index based on goods normally purchased by people back in 1965 will not be applicable to individuals now because we buy different kinds of things.

· Product improvements. The most difficult aspect of compiling a price index is controlling for changes in product quality.

4.
Common indexes used to measure inflation in the United States are the Consumer Price Index and the Wholesale Price Index, both provided by the Bureau of Labor Statistics, and the GNP (Gross National Product) Implicit Price Deflator provided by the Department of Commerce.

5.
To compute the annual inflation rate using the Consumer Price Index, government statisticians collect prices on a representative basket of goods and services and compare the basket’s current year’s price to its base year’s price. This ratio of the current year’s price to the base year’s price forms the index that measures the weighted-average general price changes in the economy. The percentage change in index from one year to the next is the annual inflation rate.

6.
Specific price-level changes are measured by looking at the change in the current cost or value of the individual item under consideration. These current costs can be estimated by appraisal, specific price indexes, and current price lists.

7.
a.
Monetary assets are defined as cash or a specific claim to cash at a specific time, such as receivables and investments in bonds.


b.
Monetary liabilities are liabilities that are payable in a specific amount of cash at a specific time. Included are most liabilities other than those that are satisfied by performing a service.


c.
Constant-dollar accounting is a method of accounting that adjusts financial statements to reflect changes in the general price level.


d.
A purchasing power gain or loss results from holding monetary assets and liabilities. In a period of inflation, a purchasing power loss will occur if the firm holds net monetary assets. On the other hand, a gain will occur if the firm holds net monetary liabilities. The opposite situations occur in a period of deflation.


e.
Holding gains or losses arise from the changes in the values of specific assets.

8.
A purchasing power gain results from holding net monetary assets in a time of deflation or net monetary liabilities in a time of inflation. In short, purchasing power gains arise because of changes in the general price level. Holding gains arise from increases in the values of specific assets.

9.
Ratio comparisons can yield misleading implications if the ratios come from companies with differing accounting practices. Differences in accounting methods can make one company look superior to another even though they are economically identical. For example, if one company uses a 10-year life for depreciating fixed assets, and another depreciates similar assets over a 15-year life, the decreased depreciation expense for the second company will make it look more profitable even in the absence of real differences in operating performance.

10.
a.
return on equity: Yes. LIFO would yield a potentially different income number, impacting return on equity.


b.
return on sales: Yes. See (a).


c.
asset turnover: Yes. LIFO would yield a potentially different value for ending inventory, changing the amount of total assets and impacting the asset turnover ratio.


d.
average collection period: No. LIFO does not impact reported accounts receivable or sales.


e.
fixed asset turnover: No. LIFO does not impact reported property, plant, and equipment or sales.


f.
times interest earned: Yes. See (a).


g.
current ratio: Yes. See (c).

11.
Information telling which accounting methods a company used in preparing its financial statements is found in the notes to the financial statements.

12.
The advantage of requiring all companies to use the same method for such items as inventory, depreciation, and bad debts is that financial statement users would only have to understand one accounting technique for each area. And in many cases, this intercompany consistency would make it easier to compare financial results. A disadvantage of requiring all companies to use the same accounting practices is that companies face different business environments and utilize their resources in different ways. Accounting should be flexible enough to allow for these differences.

EXERCISES

E 16-1 Accounting for Changing Prices

1.
Historical cost: $100,000

2.
Constant dollar: $112,000 ($100,000 × 1.12)

3.
Current cost: $160,000

E 16-2 Determining a Price Index

1.
Prices


Item
January 1
December 31

Butter (pound)
$2.20
$
2.15


Hamburger (pound)
1.65

1.72


Lettuce (head)
0.40

0.60


Diapers (dozen)
2.45

2.70


Coffee (pound)
1.80

1.95


Milk (gallon)

1.05

1.05


$9.55

$10.17

Price index at December 31 (January 1 = 100)


$10.17 ÷ $9.55 = 1.06

2.
This price index represents an average of price changes of a basket of goods. It is quite possible for specific prices to move in the same or opposite direction compared to the average. For example, the price of butter decreased over the period while the price of hamburger increased. On average, the price index increased 6% during the period.

E 16-3 The Effects of Changing Prices


1.
Cost on January 1, 2002 $100,000 × 1.10 = $110,000 general price level adjusted cost on December 31, 2002.


Adjusted cost on January 1, 2003 $110,000 × 1.10 = $121,000 general price level adjusted cost on December 31, 2003.


The house has increased in price exactly at the same rate as general price level inflation. Therefore, after adjusting for inflation, the house hasn’t increased in value at all.

2.
The mortgage reflects an obligation to repay a fixed amount of dollars in the future. If inflation is high, then the mortgage will be repaid in dollars with low purchasing power. Thus, for somebody who owes money on a loan, inflation is a positive factor because it reduces the value of the dollars that will be needed to repay the loan.

E 16-4 Net Income and Current Cost of Inventory

1.
Sales (750 reams ( $4)

$3,000


Cost of goods sold (750 reams ( $3)

2,250

Net income
$
750

Note: Doug has no expenses except for cost of goods sold.

2.
Cash collected from customers (750 reams ( $4)
$
3,000


Cash paid to supplier (1,000 reams ( $3)

3,000

Net cash flow from operating activities
$
0

Doug made $750 in profit on the 750 reams of paper that he sold. He used the cash generated from the sale to pay for all of his paper purchases. He now has 250 reams of paper remaining that are already completely paid for.

3.
The historical cost of the remaining paper is $750 (250 reams ( $3); the paper inventory will be reported at this amount on Doug’s balance sheet. The current cost of this inventory is $1,000 (250 reams ( $4 replacement cost). The $250 difference represents a holding gain—an increase in the value of the inventory Doug bought for just $3. This $250 holding gain is not reported anywhere in the financial statements.

E 16-5 Adjusting for the Effects of Changing Prices

1.




Revenues



Year-End
in 2000

Year
Revenues
Index
Dollars

1990

$
1,183
130.7

$
1,559 

1991
1,843
136.2
2,330 

1992
2,759
140.3
3,386 

1993
3,753
144.5
4,472 

1994
4,649
148.2
5,402 

1995
6,075
152.4
6,864 

1996
9,050
156.9
9,933 

1997
11,936
160.5
12,806 

1998
15,262
163.0
16,123 

1999
19,747
166.6
20,411 

2000
22,956
172.2
22,956 


The year-end index has been used to restate sales. It would be more accurate to use an average index for the year.

2.
As we might have expected, Microsoft’s sales have increased each year since 1990, even after adjusting for inflation.

E 16-6 Alternative Accounting Methods

1.
a.
Computation of current assets:



Cash

 $
5,000



Accounts Receivable




(Allowance for bad debts computed using the aging method)

18,000



Inventory (valued using FIFO)
 
11,700


Total current assets

 $
34,700


Current ratio: $34,700/$15,500 = 2.24


b.
Computation of current assets:



Cash

 $
5,000



Accounts Receivable




(Allowance for bad debts computed using the percent of sales method)

16,500



Inventory (valued using LIFO)
 
9,500


Total current assets
 $
31,000


Current ratio: $31,000/$15,500 = 2.00

2.
Assuming 10-year life:


PP&E turnover = Sales/PP&E = $54,000/$27,400 = 1.97


Assuming 15-year life:


PP&E turnover = Sales/PP&E = $54,000/$41,100 = 1.31

E 16-7 Alternative Accounting Methods

1.
a.
current ratio: $500/$800 = 0.63


b.
debt ratio: $4,000/$5,250 = 76.2%


c.
debt-to-equity ratio: $4,000/$1,250 = 3.20

2.
a.
current ratio: $500/$800 = 0.63


b.
debt ratio: ($4,000 + $3,300)/($5,250 + $3,300) = 85.4%


c.
debt-to-equity ratio: ($4,000 + $3,300)/$1,250 = 5.84

3.
If the lease is classified as a capital lease, Shumway Construction appears to be a much more leveraged company.

PROBLEMS

P 16-8 Using a Price Index

1.
2003
2002
2001
2000
1999


Sales of Leung Mfg. Company

$8,850
$8,385
$7,735
$7,280
$7,000


Industry price index (1999 = 100)

121
114
108
105
100


Index conversion factor

121/121
121/114
121/108
121/105
121/100


Price-index adjusted sales

$8,850
$8,900
$8,666
$8,389
$8,470

2.
ANALYSIS: The unadjusted sales series makes it appear as if the sales for Leung Mfg. Company are increasing steadily each year from 1999 through 2003. However, some of this apparent sales increase is due to an increase in the industry price index. When adjustment is made for changes in this index, it can be seen that sales actually peaked in 2002 and then declined in 2003.

P 16-9 General and Specific Price Level Adjustments

1.




Conversion
In 2000



Book value
Factor
Dollars
Purchased in
1990

$
20,000
172.2/130.7
$
26,350


1992

130,000
172.2/140.3

159,558


1993

165,000
172.2/144.5

196,630


1996

190,000
172.2/156.9

208,528


2000

150,000
172.2/172.2

150,000

Total

$655,000


$741,066
2.



In 2000
Current
Holding



Dollars
Value
Gains/(Losses)
Purchased in
1990

$
26,350
$
35,000
$
8,650


1992

159,558

156,000

(3,558)


1993

196,630

175,000

(21,630)


1996

208,528

185,000

(23,528)


2000

150,000

165,000

15,000

Total

$741,066

$716,000

$(25,066)
3.
ANALYSIS: If Durfey were to record all of the property, plant, and equipment at current value, the amount of total assets would decrease by $25,066. In order to make the balance sheet balance, there must be a corresponding $25,066 decrease in either a liability or an equity account. The usual approach in countries where this is allowed is to establish a special equity account that represents increases in company value stemming from increases in fixed asset value; this special equity account is reduced when fixed asset values decrease. If the balance in this special equity account is zero, then retained earnings is reduced. For example, as shown in Exhibit 14-10, Swire Pacific, a Hong Kong-based company, accounts for these asset revaluations by increasing an equity account called  “Property Valuation Reserve.”

P 16-10 Debt Covenants and Financing Alternatives

1.


Financing Alternative
Current Ratio
Debt-to-Equity Ratio



$150,000
$200,000

Operating lease
$60,000
= 2.5
$275,000
= 0.73



$150,000

$200,000

Equity

$60,000
= 2.5
$375,000
= 0.53


Long-term loan
$150,000

$300,000



$60,000
= 2.5
$275,000
= 1.09


Long-term loan
$150,000

$300,000




Short-term loan
$100,000
= 1.5
$275,000
= 1.09


*$150,000 + $325,000 – $60,000 – $140,000 = $275,000


The operating lease and the equity financing alternatives satisfy both of the loan covenants.

2.
ANALYSIS: From an accounting standpoint, Chasebry is at a competitive disadvantage IF financial statement users look only at the financial statements themselves and never look at the financial statement notes. As illustrated in this chapter and in Chapter 13, one can easily calculate the impact of recording a company’s operating leases as capital leases—the information to do this calculation is included in the financial statement notes. So, a thorough financial analyst would be able to make adjustments for whether a company accounted for its leases as operating leases or capital leases. In summary, Chasebry is at a disadvantage only if financial statement users analyze the financial statements in a superficial fashion.

P 16-11 Accounting Differences and Ratio Analysis

1.
Adjustments:


a.
Using FIFO:



Ending inventory increases by $15,500 ($58,500 – $43,000).



Net income for 2003 increases by $3,500 [($58,500 – $48,000) – ($43,000 – $36,000)].



Beginning retained earnings increases by $12,000 ($48,000 – $36,000).


b.
7-year useful life:



Book value at December 31, 2003:




12-year life: $120,000 – ($120,000 ÷ 12) ( 4 years] = $80,000




7-year life: $120,000 – [($120,000 ÷ 7) ( 4 years] = $51,429



Book value decreases by $28,571 ($80,000 – $51,429).



Net income for 2003 decreases by $7,143 [($120,000 ÷ 7) – ($120,000 ÷ 12)].



Beginning retained earnings decreases by $21,428 [($120,000 ÷ 7) ( 3 years] 



– [($120,000 ÷ 12) ( 3 years].


c.
Environmental cleanup obligation:



Net income for 2003 increases by $17,100 [$18,000 – ($18,000 ( 0.05)].



Environmental cleanup obligation decreases by $17,100.


Adjusted current ratio: ($80,000 + $15,500) ÷ $43,000 = 2.22

Adjusted debt-to-equity ratio:



($110,000 – $17,100) ÷ ($125,000 + $3,500 + $12,000 – $7,143 – $21,428 +



$17,100) = 0.72


Adjusted return on sales: ($45,000 + $3,500 – $7,143 + $17,100) ÷ $400,000 = 0.146

Note that the adjustments have changed each of the ratios significantly.

2.
ANALYSIS: This problem illustrates one danger in comparing a company’s financial ratios with summary industry ratios—this kind of comparison ignores any accounting differences. The industry ratios are composites from firms that may have used a variety of accounting methods. If, for example, half the firms in an industry use FIFO and half use LIFO, comparing the average industry current ratio to the current ratio of one of the firms that uses FIFO can be misleading.

APPLICATIONS AND EXTENSIONS

Deciphering Actual Financial Statements

Deciphering 16-1 McDonald’s

1.
No mention of the effect of inflation on reported results is included in the material in Appendix A. However, in McDonald’s complete 10-K filing for 2000, the following note is included:

EFFECTS OF CHANGING PRICES—INFLATION

The Company has demonstrated an ability to manage inflationary cost increases effectively. This is because of rapid inventory turnover, the ability to adjust prices, cost controls and substantial property holdings—many of which are at fixed costs and partly financed by debt made cheaper by inflation. In hyperinflationary markets, menu board prices are typically adjusted to keep pace with inflation, mitigating the effect on reported results.

2.
Stock options: McDonald’s chose to use the intrinsic value method. The fair value method was also available.


Depreciation: McDonald’s chose the straight-line method. McDonald’s could have instead chosen an accelerated method such as double declining balance.


Estimated useful lives: McDonald’s chose the following useful lives: buildings—up to 40 years; leasehold improvements—lesser of useful lives of assets or lease terms including option periods; and equipment—three to 12 years. McDonald’s had fairly wide latitude in choosing these lives.


Leases: McDonald’s chose to structure essentially all of its leases (on which it is the lessee) as operating leases. McDonald’s could have instead structured these leases as capital leases.

Deciphering 16-2 The Rouse Company

1.
a.
There is no accumulated depreciation on operating properties under the current value basis because accumulated depreciation arises as a result of the allocation of the historical cost of the operating properties to periodic expense. Thus, depreciation is a cost allocation process. In contrast, the current value numbers are an attempt at estimating the current market value of the operating properties. As a result, no cost allocation is involved and no accumulated depreciation is reported.


b.
The total difference between the current value of Rouse’s current assets and the cost basis of the current assets is $9,263 ($336,683 – $327,420), just a small fraction (0.5%) of the total difference of $1,932,405. This suggests that current assets are normally recorded at very near their current value; the deviation between current value and historical cost occurs with long-term assets.



Current Value Basis
Cost Basis
Prepaid expenses, deferred charges and

other assets
$196,952
$187,689

Accounts and notes receivable
92,369
92,369

Investments in marketable securities
3,596
3,596

Cash and cash equivalents

43,766

43,766
Total current assets
$336,683
$327,420


c.
In general, it is not possible for the current value basis of Rouse’s total assets to be less than the cost basis. As illustrated throughout the textbook, assets with market values less than book value are generally written down to reflect the lower market value. The valuation of inventory at lower of cost or market is an example, as is the recognition of impairment losses on long-term assets. However, as explained in Chapter 11, the accounting standards do not require recognition of an impairment loss whenever market value is less than book value; instead, book value is compared to the undiscounted sum of future cash flows from the asset. Because of this unusual test, it is possible for the recorded cost basis of long-term assets to exceed their current value.

2.
The Rouse Company is a real estate development firm. As a result, a very important part of their business is earning gains from increases in the market value of properties they own. Since cost basis accounting does not recognize these holding gains, cost basis financial statements exclude a very important part of The Rouse Company’s business. Reporting current value numbers is a way for The Rouse Company to provide financial statement users with this information.

3.
Ignoring income tax implications, conversion of “property and deferred costs of projects” from the net cost basis of $2,822,775 to the current value basis involves increasing the net recorded value of the assets by $1,839,815. Revaluation Equity is one way to recognize this unrealized holding gain and keep the balance sheet in balance. The Rouse Company reports the Revaluation Equity as an additional category in the equity section of its current value balance sheet.


There are deferred income tax implications here. Since Rouse is estimating that it could sell its properties for more than their cost basis, then there would also be income tax to be paid on the gain. Thus, Rouse would not get to keep the entire increase in the value of the assets, but would have to pay some of it as income tax. Basically, this is an issue of deferred taxes. In computing the deferred tax implications of asset revaluation, Rouse uses the estimated present value of the income tax that would have be paid. This lowers the recognized amount of the deferred tax liability. This approach is not acceptable under GAAP, but Rouse can use it with the current value financial statements since those statements aren’t in conformity with GAAP either.

4.
The Rouse Company does not include current value basis financial statements as part of its quarterly financial statements because the cost of preparing the information each quarter makes it impractical. The current value data are compiled only once a year for the annual report. The Rouse Company includes the following statement in the notes to its financial statements: “The current value basis financial statements are not presented as part of the Company’s quarterly reports to shareholders. The extensive market research, financial analyses and testing of results required to produce reliable current value information make it impractical to report this information on an interim basis.”

5.
The Rouse Company gives financial statement users assurance that the current value numbers are reliable in two ways: the auditor makes a separate statement about the current value numbers, and an independent appraiser renders an opinion on how reasonable the current value numbers are.


The auditor’s statement is as follows:


As more fully described in note 1 to the consolidated financial statements, the supplemental consolidated current value basis financial statements referred to above have been prepared by management to present relevant financial information about The Rouse Company and its subsidiaries which is not provided by the cost basis financial statements and are not intended to be a presentation in conformity with generally accepted accounting principles.


In addition, as more fully described in note 1, the supplemental consolidated current value basis financial statements do not purport to present the net realizable, liquidation or market value of the Company as a whole. Furthermore, amounts ultimately realized by the Company from the disposal of properties may vary from the current values presented.


In our opinion, the supplemental consolidated current value basis financial statements referred to above present fairly, in all material respects, the information set forth therein on the basis of accounting described in note 1 to the consolidated financial statements.


The report of the independent real estate consultants is as follows:


We have reviewed estimates of the market value of equity and other interests in certain real property owned and/or managed by The Rouse Company (the Company) and its subsidiaries as of December 31, 1996 and 1995. …Based upon our review, we concur with the Company’s estimates of the total value of the property interests appraised. In our opinion, the aggregate value estimated by the Company varies less than 10% from the aggregate value we would estimate in a full and complete appraisal of the same interests. A variation of less than 10% between appraisers implies substantial agreement as to the most probable market value of such property interests.

Deciphering 16-3 Safeway

1.




2000



2000

Year
Sales
CPI
Dollars
Year
Sales
CPI
Dollars










1978
$12,551
65.2
$33,149
1989
14,325
124.0
$19,893

1979
13,718
72.6
32,538
1990
14,874
130.7
19,597

1980
15,103
82.4
31,562
1991
15,119
136.2
19,115

1981
16,580
90.9
31,409
1992
15,152
140.3
18,597

1982
17,633
96.5
31,465
1993
15,215
144.5
18,132

1983
18,585
99.6
32,132
1994
15,627
148.2
18,158

1984
19,642
103.9
32,554
1995
16,398
152.4
18,528

1985
19,651
107.6
31,449
1996
17,269
156.9
18,953

1986
20,312
109.6
31,914
1997
22,484
160.5
24,123

1987
18,301
113.6
27,741
1998
24,484
163.0
25,866

1988
13,612
118.3
19,814
1999
28,860
166.6
29,830





2000
31,977
172.2
31,977

2.
In terms of nominal dollar sales, Safeway’s sales have been growing steadily since 1988. However, in terms of constant dollars, sales actually declined steadily from 1989 through 1993. Only in 1997 did constant dollar sales again exceed the 1988 level.

3.
In the latter part of 1986, Safeway underwent a leveraged buyout and began to get rid of a number of its stores. This shows up as a decrease in sales between 1986 and 1987 and then continuing down in 1988, both in the nominal dollar and constant dollar data. In terms of constant dollars, sales in the immediate post-LBO period seem to be only about 60% of the sales level in the pre-LBO period. By 2000, constant-dollar sales again had grown to a level near the pre-LBO level.

International Financial Statements: Telefonos de Mexico (TELMEX)

1.
Mexican GAAP requires that Mexican companies recognize the effects of inflation because inflation has been a continuing problem in Mexico for many years. As mentioned in TELMEX’s 2000 financial statements, the inflation adjustment in 2000 was 8.96%. At this rate of inflation, the price level will double in about than eight years. Without inflation adjustments, comparison of historical trends in financial numbers would be almost meaningless.

2.
The note means that TELMEX does not need to provide any adjustment in its Form 20F with respect to its inflation adjustments. This is quite interesting because inflation-adjusted accounting is not currently practiced in the United States under U.S. GAAP. However, as the note describes, the inflation accounting used by TELMEX provides more meaningful financial reporting than would strict application of U.S. GAAP. As a result, the SEC accepts the financial reports of TELMEX without requiring TELMEX to remove the effects of the inflation adjustments.

Business Memo: The Impact of Changing Prices on the Cost of Higher Education

To:
Presidential Candidate

From:
Education Cost Consultant

Subject:
The cost of higher education

From 1978 to 2000, the general price level in the United States increased by 2.6 times (see Exhibit 16-2). In other words, the same basket of goods that cost $100 in 1978 would cost $260 in 2000. This increase in the general price level has also impacted the cost of higher education. People who graduated from college 20 years ago and remember their tuition and housing costs totaling $10,000 per year must be aware that, with inflation, that same tuition and housing would cost $26,000 now.

The complete story is even worse than this. Higher education costs have increased at a rate far in excess of general inflation. Parents of college-age students now must realize that education costs have escalated dramatically from the time that they went to school. Part of this increase is a result of general inflation, but the more troublesome part is the increase over and above the effects of inflation.

Research: Consumer Price Index

1.


Relative Importance


Expenditure Category
December 2000

Food and beverages
16.198


Housing
39.980


Apparel
4.453


Transportation
17.567


Medical care
5.813


Recreation
5.908


Education and communication
5.311


Other goods and services

4.769

Total
99.999
2.
Individual spending habits are certain to differ from the weights used in calculating the consumer price index. For example, students are likely to spend relatively more on education and recreation and relatively less on medical care.

Ethics Dilemma: Using Different Accounting Methods to Influence Decisions

None of the proposed changes would violate any laws or rules. Each of the changes involves an acceptable change in estimate or a change in accounting principle. As long as the estimates are reasonable, it would be difficult to prevent the changes from being made. If an estimate were changed that resulted in an unreasonable result, then someone (you, an audit firm, a member of the board of directors, etc.) would have an obligation to object to the change. But again, as long as the changes are reasonable, it is difficult to argue against the changes being made.

If the changes were made, regardless of the reason, disclosure would be required in the notes to the financial statements, especially if those changes had a significant impact on net income. A firm can make changes in its estimates and assumptions, but these changes are to be disclosed in the notes. As a result, the labor union would be able to detect the changes that were made and determine their effect on net income. With that information, the labor union could then take appropriate action to respond to the company’s claim that the company is no longer profitable. This case highlights the point that the notes to the financial statements are an integral part of the financial statements.

The Debate: Eliminate the Alternatives!

Eliminate Alternatives

· The whole point of accounting standards is to create a generally accepted set of rules so that each company doesn’t have to create its own rules and users don’t have to learn a new set of rules to interpret each company’s financial statements.

· This is all a matter of efficiency—why waste time reinventing the wheel over and over?

· Don’t force users to do a unique analysis of each company based on that company’s accounting method choices. The FASB could establish a standard list of methods and assumptions that all firms would be required to follow.

· Under the current system, companies selectively choose accounting methods in order to yield the best reported results possible. This results in biased financial reporting.

Allow Alternatives

· How can one master list of accounting methods and estimates possibly reflect the differences in economic circumstances of all companies?

· Communication is improved through allowing managers to choose the accounting methods and estimates that best reflect the performance of their company.

· It is naïve to think that financial statement users are fooled by blatant attempts to bias the financial statements through aggressive accounting estimates.

· Sometimes, the choice of the accounting methods themselves can tell a lot about a company.

Cumulative Spreadsheet Project

1.
Handyman
Sales growth rate
40%
Average collection period
14.08


Chapter 16, Part 1
New PPE
n/a

Days’ sales in inventory
107.6



New long-term debt
n/a

Days’ purchase in A/P
48.34


Note: Because of rounding,
Cash dividends
$0

Fixed asset turnover
3.518


the displayed numbers do not
Required current ratio
2.0

Depreciation life
30


always reconcile exactly.
Required debt ratio
0.8

Short-term interest rate
6.0%






Long-term interest rate
8.0%






Gross profit percentage
25.86%






Other operating expenses/sales
22.14%


Year
Forecasted
Forecasted
Forecasted
Forecasted
Forecasted

BALANCE SHEET
2003
2004
2005
2006
2007
2008

Assets









Cash
10
14
20
27
38


54

Receivables
27
38
53
74
104


145

Inventory
153
214
300


420


588


823

Total current assets
190
266
372
521
730

1,022









Property, plant, & equipment
199
279
390
546
764
1,070

Accumulated depreciation
  9
 17
 28
  44


66


96

Total Assets
380
528
734
1,024
1,429
1,996









Liabilities







Accounts payable
74
104
146
204
286
401

Short-term loans payable
10
 29
 40


56


79


110

Total current liabilities
84
133
186


261
365
511









Long-term debt
207
289
401


558


778
1,086

Total Liabilities
291
422
587
819
1,143

1,597

















Stockholders’ Equity







Paid-in capital
50
62
96
144
212


306

Retained Earnings (as of 12/31)
 39
 44
 51


60


74


93

Total Liab. and Equities
380
528
734
1,024
1,429


1,996

















Retained Earnings (as of 1/1)
31
39
44


51


60


74

+ Net Income
8
5
7


10


14


19

– Dividends


0


 0


 0


 0


 0


0

Retained Earnings (as of 12/31)


39


44


51


60


74


93









Income Statement







Sales
700
980
1,372

1,921

2,689

3,765

Cost of goods sold
519
727
1,017

1,424

1,994

2,791

Gross profit
181
253
355


497


695


973

Depreciation expense
5
8
11


16


22


31

Other operating expenses
155
217


304


425


595


834

Operating income
21
28


40


56


78


109

Interest expense
  9
 21


 30


 41


 57


80

Income before taxes
12
7


10


14


21


29

Income tax expense
  4
  2


  3


  5


  7


10

Net Income
  8
  5


  7


 10


 14


19









Statement of Cash Flows







Operating Activities







Net income

5
7


10


14


19

Depreciation

8
11


16


22


31

Change in A/R

–11
–15


–21


–30


–41

Change in inventory

–61
–86


–120


–168


–235

Change in A/P

 30


 42


58


 82


115

Cash from operating activities

–29
–41


–57


–80


–112









Investing Activities







Purchase of new PPE

–80
–111


–156


–218


–306









Financing Activities







New short-term loans payable

19
11


16


22


31

New long-term debt

82
112


157


220


308

New paid-in capital

12
35


48


67


94

Cash dividends



  0


  0


  0


  0


0

Cash from financing activities

112
158


221


310


433









Net change in cash

  4


6


8


11


15

2.
Handyman
Sales growth rate
40%
Average collection period
9.06


Chapter 16, Part 2
New PPE
n/a
Days’ sales in inventory
66.23



New long-term debt
n/a
Days’ purchase in A/P
50.37


Note: Because of rounding,
Cash dividends
$0
Fixed asset turnover
3.989


the displayed numbers do not
Required current ratio
2.0
Depreciation life
30


always reconcile exactly.
Required debt ratio
0.8
Short-term interest rate
6.0%





Long-term interest rate
8.0%



ACTUAL CURRENT RATIO (2008)
1.62
Gross profit percentage
27.55%





Other operating expenses/sales
19.86%


Year
Forecasted
Forecasted
Forecasted
Forecasted
Forecasted

Balance Sheet
2003
2004
2005
2006
2007
2008

Assets







Cash
10
14
20
27
38
54

Receivables
27
24
34
48
67



93

Inventory
153
129
180
253


354


495

Total current assets
190
167
234
328
459



642









Property, plant, & equipment
199
246
344
482
674



944

Accumulated depreciation
  9
 16
 26
 40


59


86

Total Assets
380
396
552
769
1,074


1,500









Liabilities







Accounts payable
74
95
144
202
283



396

Short-term loans payable
 10
  0
  0
  0


0


0

Total current liabilities
84
95
144
202
283



396









Long-term debt
207
222
297
413


576


  804

Total Liabilities
291
317
441
615
859



1,200

















Stockholders’ Equity







Paid-in capital
50
7
–12
–39
–77
–130

Retained Earnings (as of 12/31)
 39
 73
123
193


292


430

Total Liab. and Equities
380
396
552
769
1,074
1,500









Retained Earnings (as of 1/1)
31
39
73
123
193


292

+ Net income
8
34
50
70
99


138

– Dividends


0


0
  0
  0


  0


0

Retained Earnings (as of 12/31)


39


73
123
193


292


430









Income Statement







Sales
700
980
1,372
1,921
2,689

3,765

Cost of goods sold
519
710


994
1,392
1,948

2,728

Gross profit
181
270


378
529
741

1,037

Depreciation expense
5
7


10
14
19


27

Other operating expenses
155
195


272


381


534


748

Operating income
21
68


96


134


188


263

Interest expense
  9


17


21


28


40


55

Income before taxes
12


50


75


106


148


207

Income tax expense
  4


17


25


35


49


69

Net Income


8


34


50


70


99


138









Statement of Cash Flows







Operating Activities







Net income

34
50
70
99


138

Depreciation

7
10
14
19


27

Change in A/R

3
–10
–14
–19


–27

Change in inventory

24
–52
–72
–101


–141

Change in A/P



21


50


58


81


113

Cash from operating activities

89
48
56
79


110









Investing Activities







Purchase of new PPE

–47
–98
–138
–193
–270









Financing Activities







New short-term loans payable

–10
0
0
0



0

New long-term debt

15
75
116
163


228

New paid-in capital

–43
–19
–27
–38


–53

Cash dividends

  0


0


0


0



0

Cash from financing activities

–38


56


89
125


175









Net change in cash

  4


6


8


11



15

3.
Using the ratios in (2), Handyman has a forecasted current ratio of about 1.6—for example, the forecasted value for 2008 is 1.62. The reason for this is that, with the ratio values in (2), Handyman is expected to be so efficient in the use of its curret assets that it can’t possibly have a current ratio as high as 2.0. With the average collection period and number of days’ sales in inventory so low, Handyman has a low level of current assets. In order to raise the current ratio to 2.0, Handyman would actually have to deliberately become less efficient.

4.
The key factor in deciding which company to loan money to is the forecasted cash from operating activities. A comparison is given below:


Forecasted
Forecasted
Forecasted
Forecasted
Forecasted


2004
2005
2006
2007
2008

(1)
Cash from operating 
activities


–29


–41


–57


–80


–112

(2)
Cash from operating 
activities


89


48


56


79


110


Under the first set of ratios, the only way that Handyman will be able to repay a loan is to borrow additional money. Forecasted cash flow from operating activities is negative as far as the eye can see. Thus, Handyman cannot repay the loan using surplus operating cash flow. In fact, Handyman can repay the loan only by finding a lender more foolish than you.


Under the second set of ratios, Handyman has significant positive cash from operations that can be used to repay loans, pay cash dividends, repurchase stock, and so forth. The company in scenario (2) is much more attractive as a loan candidate.


One question you should ask yourself is why a banker would believe the optimistic forecasts under scenario (2). How can Handyman convince the banker that the expected ratio values are achievable? One good way is to demonstrate that other companies in the same industry are already achieving the target ratio values. In this specific case, remember that these spreadsheet numbers are based on the actual experience of Home Depot in 1985 and 1986. The forecasts generated in scenario (1) for Handyman are exactly what a financial analyst would have projected for Home Depot as of the end of 1985, IF Home Depot had continued its existing business practices. The forecasts generated in scenario (2) are based on the actual ratio values that Home Depot was able to achieve in the late 1980s.

Internet Search: www.homedepot.com
1.
According to the company timeline, The Home Depot opened its first store outside of North America in 1998. The store was located in Santiago, Chile. As of December 31, 2000, Home Depot has operations in the United States (including Puerto Rico), Canada, Chile, and Argentina.

2.
The Home Depot’s Social Responsibility Report gives information on how The Home Depot is adhering to its corporate values. Those values include treating people right, doing the right thing, and giving back. In 1999, The Home Depot gave over $25 million in corporate contributions. A partial list of organizations receiving these contributions includes over 500 organizations.

3.
The Home Depot reports in the notes to its financial statements dated January 28, 2001, that it uses the FIFO method of inventory valuation. The company also uses straight-line depreciation.

4.
The Home Depot reports the following concerning its foreign currency items:

The assets and liabilities denominated in a foreign currency are translated into U.S. dollars at the current rate of exchange on the last day of the reporting period, revenues and expenses are translated at the average monthly exchange rates, and all other equity transactions are translated using the actual rate on the day of the transaction.


This description matches a translation of financial statements. This means that the functional currency of the foreign subsidiaries is the local currency.

Test Your Intuition

If you spent $20 on the representative market basket in 1913, how much would that same representative market basket cost in 2000?

Using the data in Exhibit 16-2, the price index increased by 17.4 times (172.2/9.9) from 1913 until 2000. Accordingly, an item that cost $20 in 1913 would cost $348 in 2000.

Business Context 16.1: The FASB Experiment

1.
Pure accounting theorists might argue that generally accepted accounting principles should not be influenced by macroeconomic conditions. They might say that good accounting theory is good accounting theory, no matter what the business conditions are. However, recall that an overriding criterion for good accounting is usefulness. If a certain accounting practice does not help users make better decisions, then the accounting practice is deficient no matter how attractive it may be from a theoretical standpoint.


Practically speaking, accounting for inflation is not very important when the inflation rate is at a consistent low level. When inflation hovered around 10% per year in the 1970s, there was a real possibility that inflation-adjusted statements could help users make better decisions. As the inflation rate declines, the potential usefulness of price-level adjusted statements also declines.

2.
Fair value accounting is very prominent now because of the recent emphasis on improved accounting for financial instruments. Most investment securities are now recorded at their current market value. In addition, the accounting for derivatives revolves around the recognition of the fair value of derivative financial instruments. Even the accounting for long-term assets is influenced by fair value considerations in the impairment standard.

Data Mining 16.1: The Inflation-Adjusted Cost of Postage
1.


Price of




First Class
Consumer
Price in


Stamp
Price
January 2001


(in cents)
Index
Cents

Nov-17
3
13.5
38.9

Jul-19
2
17.4
20.1

Jul-32
3
13.6
38.6

Aug-58
4
28.9
24.2

Jan-63
5
30.4
28.8

Jan-68
6
34.1
30.8

May-71
8
40.3
34.8

Mar-74
10
47.8
36.6

Dec-75
13
55.5
41.0

May-78
15
64.5
40.7

Mar-81
18
88.5
35.6

Nov-81
20
93.7
37.4

Feb-85
22
106.0
36.3

Apr-88
25
117.1
37.4

Feb-91
29
134.6
37.7

Jan-95
32
150.3
37.3

Jan-99
33
164.3
35.2

Jan-01
34
175.1
34.0


First class postage was most expensive in December 1975 when the inflation-adjusted cost of a stamp was 41.0 cents (in January 2001 dollars).

2.
First class postage was least expensive in July 1919 when the inflation-adjusted cost of a stamp was 20.1 cents (in January 2001 dollars).

3.
The unadjusted time series of stamp prices shows the cost of a first class stamp relentlessly increasing. However, after adjusting for inflation, it can be seen that postage prices have actually decreased since 1975.

Web Search: stats.bls.gov
One of the authors was born in November 1956 when the  “Consumer Price Index - All Urban Consumers”  was 27.5. In May 2001, the index level was 177.7. This means that a $25,000 automobile purchased in May 2001 would have cost $3,869 in November 1956 prices.
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