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ABSTRACT
CONCEPTS OF ACCOUNTING: A CASE STUDY COMPILATION
(Under the direction of Dr. Victoria Dickinson)
Over the course of two semesters, I was assigned various cases to complete. Each case
examines issues in financial accounting. The subject of each case varies. By working
through each case, I was able to apply my accounting knowledge learned in other classes.
I was required to create financial statements, research the FASB codifications, and think
critically about accounting practices. Additionally, I worked in small groups with my
peers to research and complete each case. To complete each case, our group used our
combined accounting knowledge, texts from other classes, and the FASB codification to
work through the given questions. Combined, these cases provide a broad overview of
essential accounting concepts. Throughout this process, I improved my critical thinking
skills and Excel proficiency. The skills and knowledge gained in this course assisted me
in my courses and internship. In turn, I am more prepared for my future career.
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Case 1
Home Heaters
Executive Summary
The following financial statements help to summarize the activities of Glenwood
Heating, Inc. in Glenwood Springs, Colorado and Eads Heater, Inc. in Eads,
Colorado. Both companies started operations at the beginning of 20X1. Though having
some similar transactions and providing similar services, different managerial decisions
led to variances in the amounts left in each account at year-end.
Overall, both companies performed well, each having a positive net income at the end of
the year. Glenwood Heating, Inc. had a net income of $92,742, while Eads Heater, Inc.
had a net income of $70,515. The cause of this difference as well as others can be seen
through the financial statements provided in this report. Financial statements are
organized by type, not company, in order to provide easy comparison. A
recommendation and analysis report is provided at the end of the case.
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Table 1: Glenwood- Asset Transactions (1)
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Table 2: Glenwood- Asset Transactions (2)
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Table 3: Glenwood- Liability Transactions
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Table 4: Glenwood- Stockholder’s Equity Transactions (1)

5

Table 5: Glenwood- Stockholder’s Equity Transactions (2)
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Table 6: Eads- Asset Transactions (1)
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Table 7: Eads- Asset Transactions (2)
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Table 8: Eads- Liability Transactions
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Table 9: Eads- Stockholder’s Equity Transactions (1)
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Table 10: Eads- Stockholder’s Equity Transactions (2)
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Table 11: Glenwood- Income Statement
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Table 12: Eads- Income Statement
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Table 13: Glenwood- Statement of Retained Earnings

Table 14: Eads- Statement of Retained Earnings
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Table 15: Glenwood- Balance Sheet (1)
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Table 16: Glenwood- Balance Sheet (2)
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Table 17: Eads- Balance Sheet (1)
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Table 18: Eads- Balance Sheet (2)
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Table 19: Glenwood- Statement of Cash Flows (Operating)
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Table 20: Glenwood- Statement of Cash Flows (Investing)
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Table 21: Glenwood- Statement of Cash Flows (Financing)
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Table 22: Eads- Statement of Cash Flows (Operating)
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Table 23: Eads- Statement of Cash Flows (Investing)
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Table 24: Eads- Statement of Cash Flows (Financing)
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Recommendation and Analysis
I would recommend investing in or lending money to Glenwood Heating, Inc. due
to their performance during their first year of operations. I think they have potential to
grow and will start off the year stronger than Eads Heaters, Inc. Both companies had the
same initial transactions, however the differences in their net income, cash flows,
retained earnings, and total assets came from different managerial decisions in the
last five transactions. Glenwood Heating, Inc. ended the year with a higher net income as
compared to Eads Heaters, Inc. Glenwood employed FIFO as opposed to LIFO like
Eads, and ended with a lower cost of goods sold amount than Eads. Eads also ended with
a higher bad debt expense and more depreciation cost than Glenwood. However,
Glenwood’s manager might be too optimistic with the estimate of one percent of
accounts being uncollectible. Eads’ five percent might be more realistic. Glenwood
elected to use straight-line to depreciate their building and delivery equipment. All of
these factors combined, as shown on the income statement, leave Glenwood with a higher
net income. Although they have a low cash balance, Glenwood has a high level of assets,
including inventory. Glenwood also has a higher balance in retained earnings at the end
of the year due to their net income. The higher retained earnings balance will give
Glenwood a boost into next year.
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Case 2
Totz
Executive Summary
After reading the information about Totz, I researched the issues presented that would
affect their income statement presentation. Totz introduced Doodlez, an art studio
located inside of its stores, in the fiscal year 2015 during the third quarter. Tots also had
a gain on the sale of its corporate headquarters, as well as receiving proceeds from a class
action settlement. I used the FASB Codification to find at least one standard for each
issue. I will present an explanation as well at the FASB standard in the following order:
net sales, gross profit, gain on sale of corporate headquarters, and class action
settlement.
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Net Sales
Totz had an increase of net sales due to the revenue increase from Doodlez. Since
Totz is a retailer and Doodlez provides services, the net sales and revenue from each
should be presented separately under sales on Totz’s income statement because of their
nature. Totz sells products while Doodlez provides services. ASC 225-10-S99-2-1
states: “1. Net sales and gross revenues. State separately: (a) Net sales of tangible
products (gross sales less discounts, returns and allowances), (b) operating revenues of
public utilities or others; (c) income from rentals; (d) revenues from services; and (e)
other revenues.” In addition, Reg S-X, Rule 5-03(b) states, “. . . each class which is not
more than 10 percent of the sum of the items may be combined with another class.” The
service revenue from Doodlez was greater than 10 percent of combined revenues, so the
revenues should be stated on separate line items on the income statement. I would also
recommend disclosing any important information about the two in footnotes.

Gross Profit
Related to net sales, the calculation of gross profit must be done separately for
Totz sales of clothing and Doodlez’s services. While the total gross profit increased from
fiscal 2015 to 2016, the cost of sales, which affects the gross profit calculation, also
increased due to Doodlez’s cost of services. ASC 225-10-S99-2-2 states, “2. Costs and
expenses applicable to sales and revenues. State separately the amount of
(a) cost of tangible goods sold, (b) operating expenses of public utilities or others,
(c) expenses applicable to rental income, (d) cost of services, and
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(e) expenses applicable to other revenues.” Totz should not report gross profit subtotal,
according to ASC 225-10-S99-8. It states,
If cost of sales or operating expenses exclude charges for depreciation, depletion
and amortization of property, plant and equipment, the description of the line item
should read somewhat as follows: "Cost of goods sold (exclusive of items shown
separately below)" or "Cost of goods sold (exclusive of depreciation shown
separately below)." To avoid placing undue emphasis on "cash flow," depreciation,
depletion and amortization should not be positioned in the income statement in a
manner which results in reporting a figure for income before depreciation.
Depreciation did not enter the subtotal because it relates to cost of sales. All of the above
will be under the cost of sales section on the income statement.

Gain on Sale of Corporate Headquarters
After relocating, Totz sold its corporate headquarters and had a gain of $1.7
million. Reg S-X, Rule 5-03(b)(6) states that items not placed in SG&A should be
included in other general expenses. ASC-605-10-S99-1 also states, “Gains or losses from
the sale of assets should be reported as ‘other general expenses’ . . . Any material item
should be stated separately.” In addition, ASC-360-10-45-5 states, “A gain or loss
recognized on the sale of the long-lived asset (disposal group) that is not a component of
an entity shall be included in come from continuing operations before income taxes in the
income statement of a business entity.” Hence, according to these standards, the gain due
to the sale of the headquarters should be reported as operating income on the income
statement.
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Class Action Settlement
Totz was involved in a class action settlement against a fabric supplier. The suit
settled in fiscal 2016, and Totz acquired $2.7 million. The materials are part of the
company’s main operations. Therefore, the gain from the suit should be classified as
operating income. Material items should be stated separately. ASC 605-10-S99-1 shows
that Reg S-X, Rule 5-03(b)(6) applies to gains and losses. The suit can be classified as
other general expenses.
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Case 3
ROCKY MOUNTAIN CHOCOLATE FACTORY,
INC.
Executive Summary
Various transactions and account information were given for the company. I then used
the information given to make journal entries. After making the journal entries, the
beginning balances and transactions are combined to reach the ending account balance.
Then, I prepared financial statements for the company using the ending account balances.
The statement of cash flows simply lists what transactions would be entered under each
category.
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Table 25: Rocky Mountain Chocolate Factory- Beginning Balances
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Table 26: Rocky Mountain Chocolate Factory- Transactions (1)
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Table 27: Rocky Mountain Chocolate Factory- Transactions (2)
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Table 28: Rocky Mountain Chocolate Factory- Transactions (3)
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Table 29: Rocky Mountain Chocolate Factory-Transactions (4)
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Table 30: Rocky Mountain Chocolate Factory- Transactions (5)
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Table 31: Rocky Mountain Chocolate Factory- Transactions (6)
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Table 32: Rocky Mountain Chocolate Factory- Transactions (7)
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Table 33: Rocky Mountain Chocolate Factory- Transactions (8)
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Table 34: Rocky Mountain Chocolate Factory- Transactions (9)
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Table 35: Rocky Mountain Chocolate Factory- Transactions (10)
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Table 36: Rocky Mountain Chocolate Factory- Transactions (11)
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Table 37: Rocky Mountain Chocolate Factory- Income Statement

Table 38: Rocky Mountain Chocolate Factory- Statement of Retained Earnings
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Table 39: Rocky Mountain Chocolate Factory- Balance Sheet
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Table 40: Rocky Mountain Chocolate Factory- Statement of Cash Flows
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Case 4
Cash/Receivables Internal Controls
Executive Summary
Executive Summary:
Kayla,
Thank you for hiring Group 2 Consulting Group, LLC. We have evaluated your operations
and have identified areas where fraud might occur. Along with these identified areas, we
have provided our recommendations of internal control that will help eliminate these
possibilities of fraud. Please see our recommendations in the table provided below.
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Table 41: Cash/Receivables- Internal Controls
Problem Susceptible to Fraud

Recommended Control

Lucy records daily sales and prepares the

You should implement a segregation of duties so

corresponding bank deposits.

there is a different person recording sales and
making bank deposits.

While the automatic update

Have another employee conduct a physical

of the perpetual inventory

inventory count weekly and report any discrepancies

system is efficient,

between the count and the recorded book value.

not verifying the physical
inventory count to the
perpetual inventory count
on the books is a problem.
Lucy has access to the accounting system,

There should be a segregation of duties so a

even though she is in charge of making bank

different person handles the accounting system than

deposits.

the one who makes bank deposits.

While the unique code is a start for preventing

Add another control measure by requiring

unauthorized access to the registers, it is

employees to swipe a provided employee key card in

susceptible to theft by another employee.

addition to the unique employee code. Such a
control will help prevent unauthorized or fraudulent
access to the registers.

You are monitoring the perpetual inventory

Instead of this, have your employee in charge of

records and ordering inventory.

taking a physical inventory count provide you with
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the inventory on hand, upon which you order the
required inventory needed.
You are taking the deposits to the bank and

These duties should be separated, as the same person

reconciling the bank statements.

doing both duties opens the door to fraud as well as
tainting the independence of the reconciler.

No checks or reconciliations of daily

While autonomy of the employees is important, you

transactions

or Lucy should check the validity of every

.

transaction, as well as reconcile the transactions with
the cash on hand.
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Case 5
Analyzing Manufacturing Inventories
Executive Summary
One of many companies’ biggest assets is inventory. It is essential that it is properly
accounting for, as it is the primary source of income for many businesses. This case
explores the treatment of inventory for a manufacturing company.
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1. Note 11 reveals that the balance sheet inventory amount consists of three types of
inventory. What types of costs do you expect to be in the raw materials inventory? In
the work-in-progress inventory? In the finished goods inventory?
I would expect raw materials to include the materials purchased for manufacturing,
work-in-process to include material, labor and overhead, and for finished goods to
include all costs associated with work-in-process from the finished products.
2. Note 2 states that the inventory balance is recorded on a ‘net’ basis. What are
inventories net of?
Inventories are net of obsolete or damaged inventory.
3. In Note 2, the company discusses its allowance for obsolete or unmarketable
inventory- a contra account against the inventory balance. The company does not
directly disclose the balance or activity in this account in its public reports. For
purposes of illustration, assume the Company experienced the following information
in its allowance for obsolete and unmarketable inventory (in thousands):
Balance, beginning of the year

$10,800

Provision

$13,348

Write-offs, disposals and other

($11,628)

Balance, end of the year

$12,520

a. Where does this account appear on the company’s financial statements?
The account is not explicitly stated on the company’s financial statements but is
included in the inventory amount on the balance sheet.
b. What is the gross amount of inventory at the end of the last two years?
Inventory is net so it is necessary to add the allowance back to inventory.
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2012: $211,734 + $12,520 = $224,254
2011: $233,070 + $10,800 = $243,870
c. What portion of the reserve for obsolete inventory do you think is attributable to
each of the three types of inventory held by the company?
100% of the reserve for obsolete inventory is attributable to finished goods because is
it likely to become obsolete while waiting to be sold. The account is included with the
finished goods balance.
4. Recreate the entries that the company prepared to record the activity in the reserve for
obsolete inventory accounting during the year.
Allowance for obsolete inventory 13,348
Finished goods inventory 13,348
Write offs/ disposals 11,628
Allowance for obsolete inventory 11,628
5. Set up five separate t-accounts: one for each of the three inventory accounts, one for
“Cost of Sales” and one for “Accounts Payable.” Use the t-accounts to analyze inventory
activity during the current year. Make the following simplifying assumptions.
-The only activity in “Accounts Payable” is for raw materials purchases and payments for
those purchases.
-During the current year, a total of $126,000 (in thousands) of manufacturing salaries and
overhead was debited to “Work-in-Process.” All other activity in the work-in-process
account is from raw material transfers and transfers of completed products to “Finished
Goods.”

51

-The reserve for obsolete inventory is included with the finished goods balance presented
in Note 11.

Cost of sales
$13,348
$133,988
$147,336

Accounts Payable
$39,013
$6,364
$45,377

Raw Materials
$46,976

$9,871

$6,364
$43,469

Work in Progress
$126,000

$130,174

$1,286
$3,507
$619
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Finished Goods, Net
$184,808

$13,348

$130,174

$133,988

$167,646

Complete the five t-accounts to determine the following amounts.
A. The cost of finished goods sold in the current year
$147,336

B. The cost of finished goods transferred from work-in-process in the current year (i.e.,
the cost of goods manufactured)
$130,174
C. The cost of raw materials transferred to work-in-process in current year.
$3,507
D. The cost of raw materials purchased in the current year
$6,364
E. The amount of cash disbursed for raw material purchases during the current year
$0
6. The inventory turnover ratio measures how efficiently the company manages its
inventory. The ratio defined as: Inventory turnover ratio = Cost of sales/Average
inventories, net. Compute the company’s inventory turnover ratio for the current and
prior year. Note: the balance in “Inventories, net” was $268,591 (in thousands) for the
beginning of the prior year.
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2012: $585,897/222,402= 2.63
2011: $575,226/250,830.5= 2.29
7. The inventory holding period is another common inventory efficiency ratio. It
measures the number of days that it takes to sell inventory, and is defined as: Inventory
holding period = 365/Inventory turnover ratio. On average, how many days did take the
company to manufacture and sell its inventory for the current and prior year? That is,
what is the inventory holding period for those periods? Is the company becoming more
or less efficient in its management?
2012: 365/2.63= 138.78 days
2011: 365/2.29= 159.39 days
It is becoming more efficient because inventory is being held for less time.
8. Assume that the reserve for obsolete inventory relates entirely to finished goods.
Determine the percent of finished goods that the company estimated as obsolete in the
current year. As an investor or analyst, what additional information would you lie from
the company?
13,348/180,994= 7.4%
7.4% of finished goods are obsolete in the current year.
As an investor or analyst, I would like to know:
Why are the goods becoming obsolete?
How quickly are they becoming obsolete?
What can the company do to prevent the goods from becoming obsolete?
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Case 6
WorldCom
Executive Summary
This case uses WorldCom, a company that fraudulently recorded their financial
information, to illustrate the proper accounting for capitalized costs and expensed costs.
Some purchases are capitalized when purchased and are only expensed as the asset is
used. However, other purchases are expensed immediately. As shown through
WorldCom, this difference is critical.
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A.

FASB Statement of Concepts No. 6 (a replacement for SCON No. 3), Elements of

Financial Statements, describes the building blocks with which financial statements are
constructed.
i. An asset is something obtained by a company that will benefit them in the future. An
expense is an event that occurs that uses up an asset or creates a liability.
ii. If the cost isn't going to add value, then it should be expensed. If the costs obtain an
asset, they should be capitalized.

B.

What becomes of “costs” after their initial capitalization? Describe, in general

terms, how the balance sheet and the income statement are affected by a decision to
capitalize a given cost.
i. Depreciation will be expensed. For the income statement, income is his higher sooner
because the expenses are not happening all at once. For the balance sheet, the expenses
will show up as PPE.

C.

Refer to WorldCom’s statement of operations. What did the company report as

line costs for the year ended. December 31, 2001? Prepare the journal entry to record
these transactions for the year. Explain in your own words, what these “line costs” are.
i. The company reported line costs as $14,739,000. This cost was being paid to thirdparty telephone companies so that WorldCom could complete calls for customers.

The journal entry is:
line cost expense 14,739,000
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cash 14,739,000
D.

Refer to the Wall Street Journal article. Describe the types of costs that were

improperly capitalized at WorldCom. Explain, in your own words, what transactions
give rise to these costs. Do these costs meet your definition of assets in part a above?
i. The line costs were improperly expensed. These were costs that were part of
ongoing operations paid to a third-party company to ensure that the company could
complete calls for customers, as stated previously. The costs do not meet the definition
in question a because not all of these costs were predicting revenues for WorldCom and
were not associated with a long-term investment.
E.

Prepare a single journal entry to record the improperly capitalized line costs of

$3.055 billion for the year. Where did these costs appear on the balance sheet? Where
on the statement of cash flows?
PPE 3,055,000,000
Line cost expense 3,055,000,000
These costs appear under PPE on the company’s balance sheet. They will not appear on
the statement of cash flows until they are expensed under depreciation.
F.

In a sworn statement to the Securities and Exchange Commission, WorldCom

revealed details of the improperly capitalized amounts (in millions) in 2001: $771 in the
first quarter, $610 in the second quarter, $743 in the third quarter, and $931 in the fourth
quarter. Assume that WorldCom planned to depreciate these capitalized costs over the
midpoint of the range for transmission equipment as disclosed in note 1. Further assume
that depreciation begins in the quarter that assets are acquired (or costs capitalized).
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Calculate the related depreciation expense for 2001. Prepare the journal entry to record
this depreciation.
771/22 x 4/4 = $35,045,455
610/22 x 3/4 = $20,795,455
743/22 x 2/4 = $16,886,364
931/22 x 1/4 = $10,579,545
Total depreciation expense: $83,306,818

Journal entry:
Depreciation Expense 83,306,818
Accumulated Depreciation 83,306,818
G.

Use your answer to parts e and f above to determine what WorldCom’s net

income would have been in 2001 had line-costs not been improperly capitalized. Use
35% as an approximation of WorldCom’s 2001 marginal income tax rate in your
calculations. State any other assumptions you make. Is the difference in net income
material?
Income before taxes, as reported

2,393,000,000

Add: depreciation for the year

83,306,819

Deduct: line costs that were improperly capitalized

<3,055,000,000>

Loss before taxes, restated

<578,693,182>

Income tax benefit

202,542,613

Minority interest

35,000,000

Net loss, restated

<341,150,569>
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The loss is material. They stated that they had a gain instead of a multi-million dollar
loss.
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Case 7
Targa Co.
Executive Summary
Targa Co. is making major business changes in this case. They have decided to stop
some of their research and development operations, along with relocating other parts of
their business. This case explains the proper treatment of these changes.
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Targa Co.
Targa Co. has decided to cease research and development for one of its product lines,
Armor Track. Approximately 10% of the company’s workforce will be terminated due to
the disposal. These employees will receive termination benefits, assuming that they
continue work until plant closure. The company is also considering relocating part of
their manufacturing operations, which will cause the company to incur relocation costs
and enter into irrevocable contracts. The following explains how the company should
account for these changes in accordance with U.S. GAAP in its financial statements.
1. Termination benefits- The employees who are terminated will receive a total of
$3,000,000 in benefits; this is equal to 12 weeks’ pay. The facility manager will
also receive an additional $50,000. The company is assuming that the fair value
is equal to the estimated amounts. ASC 420-10-S99 states:
Beginning with the period in which the exit plan is initiated, FASB ASC Topic 420,
Exit or Disposal Cost Obligations, requires disclosure, in all periods, including
interim periods, until the exit plan is completed, of the following:
a. A description of the exit or disposal activity, including the facts and
circumstances leading to the expected activity and the expected completion
date.
b. For each major type of cost associated with the activity (for example, onetime termination benefits, contract termination costs, and other associated
costs):
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(1) The total amount expected to be incurred in connection with the
activity, the amount incurred in the period, and the cumulative
amount incurred to date.
(2) A reconciliation of the beginning and ending liability balances
showing separately the changes during the period attributable to
costs incurred and charged to expense, costs paid or otherwise
settled, and any adjustments to the liability with an explanation of
the reason(s) therefor.
c. The line item(s) in the income statement or the statement of activities in
which the costs in (b) above are aggregated.
d. For each reportable segment, the total amount of costs expected to be
incurred in connection with the activity, the amount incurred in the period,
and the cumulative amount incurred to date, net of any adjustments to the
liability with an explanation of the reason(s) therefor.
e. If a liability for a cost associated with the activity is not recognized because
fair value cannot be reasonably estimated, that fact and the reasons therefor.
The company will need to disclose the particulars of the termination plan in its financial
statements in the period that they officially begin the plan. They will need to continue to
disclose until it is completed. The list of items that need to be disclosed are listed above
in detail from the FASB Codification. The company will also need to recognize a
liability and a loss in the amount of the termination benefits. This is shown in ASC 712-
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10-25: An employer that provides contractual termination benefits shall recognize a
liability and a loss when it is probable that employees will be entitled to benefits and the
amount can be reasonably estimated. The cost of termination benefits recognized as a
liability and a loss shall include the amount of any lump-sum payments and the present
value of any expected future payments.

2. Retraining and relocation costs- If the company decides to relocate one of its
manufacturing operations, it will incur costs of $500,000. They will also have to
train staff at a cost of $1,500,000. The company has also entered into irrevocable
contracts with multiple parties due to the restructuring. The contacts will
continue over the next 18 months. ASC 420-10-15-4 included relocation as an
exit activity. The company will need to disclose all these costs on their financial
statements, similar to the termination benefits. All of the items listed above from
ASC 420-10-S99 will need to be disclosed in regards to the relocation costs. If
any of the contract costs are related to the relocation, they will also need to be
disclosure per the standard discussed previously. The company’s costs for training
will be expensed as incurred, as per ASC 720-15-25. Since the company has
moved operations to a new territory, it is considered a startup, per the FASB
definition.
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Case 8
Merck & Co., Inc.- Shareholder’s Equity
Executive Summary
This case examines the shareholder’s equity of Merck & Co., Inc. Merck is a
pharmaceutical company that is headquartered in New Jersey. Through the use of the
company’s financial statements, I answered questions about the company’s activity
related to shareholder’s equity.
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Merck’s Common Shares
i. How many common shares is Merck authorized to issue? 5.4 billion
ii. How many common shares has Merck actually issued at December 31, 2007?
2,983,508,675
iii. Reconcile the number of shares issued at December 31, 2007, to the dollar
value of common stock reported on the balance sheet. 2,983,508,675*$0.01 =
29,835,086.75

iv. How many common shares are held in treasury at December 31, 2007?
811,005,791

v. How many common shares are outstanding at December 31, 2007?
2,172,502,884

vi. At December 31, 2007, Merck’s stock price closed at $57.61 per share.
Calculate the total market capitalization of Merck on that day. 2,172,502,884 *
$57.61 = $125 billion

C. Why do companies pay dividends on their common or ordinary shares? What
normally happens to a company’s share price when dividends are paid? Companies
typically pay dividends to give part of their earnings back to the investors. It could be
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seen as a “reward” for investors. The stock price normally drops after the company pays
dividends.

D. In general, why do companies repurchase their own shares. Repurchasing shares
allows companies to retain control of their organization. They may also think that their
stock price is undervalued so they rebuy and then issue stock at a higher par value.

E. Consider Merck’s statement of cash flow and statement of retained earnings. Prepare
a single journal entry that summarizes Merck’s common dividend activity for 2007.
R/E 3,310.7
Dividends Payable 3.4
Cash 3,307.3

G. Merck repurchases shares in 2007
i. Describe the method Merck uses to account for its treasury stock transactions.
Merck uses the cost method. The treasury stock is recorded at the cost that the company
bought it back for.

ii. Refer to note 11 to Merck’s financial statements. How many shares did Merck
repurchase on the open market during 2007? 26,500,000
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iii. How much did Merck pay, in total and per share, on average, to buy back its
stock during 2007? What type of cash flow does this represent? He paid 1,429,700,000.
He paid $53.95 per share (1,429, 700,000/ 26,500,000). This is a financing cash flow.

iv. Why doesn’t Merck disclose its treasury stock as an asset? Treasury stock
does not have any future economic benefit. Money earned from re-selling treasury stock
does not count towards income.
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I. Ratio Analysis- What differences do you observe in Merck’s dividend-related
ratios across the two years?
Table 42: Merck- Ratio Analysis
Merck ($)
(in millions)

2007

2006

Dividends paid

$3,307.3

$3,322.6

Shares outstanding

2,172.5

2,423.8

Net income

$3,275.4

$4,433.8

Total assets

$48,350.7

$44,569.8

Operating cash flows

$6,999.2

$6,765.2

Year-end stock price

$57.61

$41.94

Dividends per share

$1.52

$1.37

Dividend yield

2.64%

3.27%

Dividend payout

100%

75%

Dividends to total assets

68.4%

74.5%

Dividends to operating

47.25%

49.11%

cash flow

Merck’s dividends paid dropped in 2007 from 2006. This gave their divided-related
ratios a negative trend, except for their dividend payout ratio which increased from 2006.
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Case 9
Xilinx, Inc.—Stock-Based Compensation
Executive Summary
Stock-based compensation can be an appealing to employees and employers. How does
one account for this type of compensation? This case walks through different aspects of
stock-based compensation to illustrate proper treatment.
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A. One of Xilinx’s equity incentive plans is its employee stock option plan discussed
in Notes 2 and 6. Explain, in your own words, how this plan works. What
incentives do stock option plans such as this one provide to employees?

a. Stock option plans incentivize employees/directors to purchase the
company’s stock at a set price. Stock options plans also incentive
employees to work to improve the company’s financial standing so that
the stock price will increase. The more the stock price increases, the
more valuable the options become. These plans also work to retain
employees/directors for long periods of time due to the nature of the
options. Stock options usually require a period of service before the
vesting date.
B. Xilinx also discusses the use of restricted stock units, also called RSUs (on page
63 of Xilinx’s annual report). RSUs are grants valued in terms of Xilinx stock,
but Xilinx does not issue the stock at the time of the grant. Upon satisfying the
vesting requirements, Xilinx distributes to employees either shares or the cash
equivalent of the number of shares used to value the unit. Compare the use of
RSUs and stock options as a form of incentive compensation to employees. Why
might companies offer both types of programs to employees?

a. RSUs tend to retain value as compared to stock options. If the stock
price of a company is below the price of the stock on the stock option,
then it is worthless. On the other hand, RSUs allow employees to
actually have the shares or the cash equivalent, not just the option to
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purchase them. Companies might offer both types to allow employees
the choice of which type of compensation they would rather have.
Companies might also offer RSUs in order to encourage long-term
solutions to raising the stock price and discourage short-term benefits in
order to cash in the stock options. Stock options might encourage
employees to be misleading on financial statements in order to achieve a
short-term higher stock price.
C. Explain briefly the following terms used in Notes 2 and 6: grant date, exercise
price, vesting period, expiration date, options/RSUs granted, options exercised,
and options/RSUs forfeited or cancelled.

a. Grant date- the date that the company declares the stock options or
restricted stock to the employee
b. Exercise price- the price that the employee can buy stock at when
exercising their stock option
c. Vesting period- the period that the employee must work in order to
exercise the stock option or receive the restricted stock
d. Expiration date- the last day that the options can be exercised
e. Options/RSUs granted- the stock options or restricted stock the employee
has the right to, given that they fulfill the service requirements
f. Options exercised- the stocks that employees purchase under the stock
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option plan
g. Options/RSUs forfeited or cancelled- the options or RSUs that employees
due not have the right to due to the un-fulfillment of the service
requirements, or the cancellation of the options or restricted stock
because the employees did not exercise them. If employees were paid
dividend, they must be repaid.
D. Consider the information on the employee stock purchase plan (page 63 of
Xilinx’s annual report). Explain, in your own words, how this plan works. What
incentives does this plan provide for Xilinx employees? How do these incentives
differ from the incentives created under the employee stock option and RSU
plans?

a. Employees are able to purchase the company’s stock at an extremely
discounted rate for 24 months at the end of every 6-month period during
that time. Participation is capped based on the employee’s annual
earnings (limited to 15%), and a maximum of $21,000 per year. The
stock purchase plan allows employees to purchase stocks at 85% of the
fair market price. The employee stock option plan only allows the
employees to purchase stock at a set price; it is not based on the current
market price. The RSU plans give the employees shares of common
stock or the cash equivalent. The purchase plan encourages employees to
keep the stock price high for the entire 24-month period so they can
purchase shares at a large discount. This differs from the other two
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options, as they vest on a certain date and then can be exercised during a
certain period. There are multiple 6 month periods during the purchase
plan where employees can exercise the purchase plan.
E. Note 2 describes Xilinx’s accounting for stock-based compensation. Describe
how Xilinx accounts for employee stock option activity? For RSU activity? For
activity under the stock purchase plan?

a. All three types of activity are accounted for under stock-based
compensation expense. The company must calculate the amount that is
expected to be exercised and allocate that amount to compensation
expense over the service period of the employees. The company
allocates compensation expense using the straight-line method. The
company must also include unvested compensation expense from
outstanding, previously granted stock-based compensation. The
company records the tax benefits received from these activities under
cash flows from financing activities. The company uses the alternative
transition method to calculate excess tax benefits. When options are
exercised or cancelled, the company eliminates deferred tax assets on a
first in, first out basis. See Note 2 for more information.
F. Consider Xilinx’s 2013 statement of income, statement of cash flows and the
table on page 59 of Xilinx’s annual report that discloses information about stockbased compensation expense.
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a. According to the table on page 59, what total expense (before income
taxes) does Xilinx report for stock-based compensation in 2013?

i. 77,862
b. Where on the statement of income does Xilinx include this expense?
Explain.

i. It is included in operating expense, depends on what function the
employee performs. Ex: Scientist R&D
c. How does the 2013 expense affect the statement of cash flows? Describe
where the amount of the expense appears in the statement of cash flows.

i. The expense is added back in the operating section because it’s a
non-cash expense
d. Explain in general terms, the income tax effects of Xilinx’s 2013 stockbased compensation expense.

i. There is a deferred tax asset because you have to pay the entire
amount of tax expense. There is less tax on the book income
because you have a lower pre-tax income, but since the shares
have not been issued you cannot record the compensation expense
on the tax return yet.
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e. Prepare the journal entry to record Xilinx’s 2013 stock-based
compensation expense. Your journal entry should include tax effects.

COGS 6356
R&D Expense 37937
SG&A 33569
APIC- stock options 77,862
Deferred Tax Asset 22,137
Income Tax Payable 22,137
I. Refer to the Wall Street Journal article titled “Last Gasp for Stock Options.”

a. What trends does the article discuss in the use of employee stock options
and restricted stock awards? Based on the article, which plan do
companies find more attractive in recent years? Discuss the reasons for
this view. Which plan do you think employees prefer? Why?

i. The article holds that the use of stock options is decreasing while
the use of restricted stock is increasing. Companies find restrictive
stock more attractive because it seems to be what its stockholders
prefer because it causes less dilution. The accounting is also
simpler for restrictive stock. Stock options could also work in
reverse, causing employees to lose motivation if the market price is
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below the strike price. This causes the options to become
worthless to the employees. I think that most employees prefer
restricted stock. Restricted stock is more predictable than stock
options because you know that will actually receive the shares, not
just the option to purchase them. The restricted shares also have a
low chance of losing their value, unlike stock options which could
easily become worthless if the market price is low.
b. Referring to the tables in Xilinx’s footnotes that detail stock option grant
and RSU grant activity in recent years (pages 62 and 63 of Xilinx’s annual
report), is the trend in grants of these two forms of stock-based
compensation consistent with the trends noted in the article? Cite the
information used to support your answer.

i. Yes, Xilinx is following the trend of reducing stock options and
increasing restricted stock. Stock options have decreased from
31,026 shares outstanding in 2010 to 12,753 shares outstanding in
2013 (p. 62). Alternatively, the restricted stock units have
increased from 3,652 shares in 2010 to 5,996 shares in 2013 (p.
63).
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Case 10
Revenue Recognition
Executive Summary
Revenue recognition is not always straightforward. There is not one point in time that a
business should recognize revenue in every transaction. This case presents different
scenarios to determine when revenue should be recognized. The situations illustrate how
revenue recognition can vary from situation to situation.
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Part 1:
Background:
Week 1: A college student walks into the Bier Haus on campus and orders a large plastic
cup of beer. The bartender takes the order and says it will cost $5. The student hands the
bartender $5. The bartender then pours the beer into a large cup and hands it to the
student. The student rushes off to ACCY 304.
Step 1- Identify the contract: The customer walks up to the bartender and orders
the beer and the customer must give the bartender money in exchange.
Step 2- Identify the performance obligation: The bartender must give the
customer the beer.
Step 3- Determine the transaction price: The beer costs $5 so that is the amount
the customer must pay.
Step 4- Allocate the transaction price: There is only one performance obligation
so the transaction price is the entire $5 that is due when the customer receives the
beer.
Step 5- Recognize revenue when the entity satisfies the performance obligation: It
will be satisfied when the customer receives the beer. Then revenue may be recognized.

Cash 5
Sales Revenue 5
Part 2:
Week 2: The same student goes into the Bier Haus and orders a large beer in an Ole Miss
thermal beer mug as part of a “drink of campus” campaign. The student plans to use this
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mug daily for refills rather than using plastic cups. The bartender pours the beer into the
mug and delivers it to the student. The bartender then collects $7 from the student.
Standalone selling prices are $5 for the beer and $3 for the mug, so the student got a
bargain on the combined purchase. The student takes the beer in the new mug and enjoys
it while reading the codification.
Step 1- Identify the contract: The customer orders the beer and the mug and the
bartender must deliver both items. The customer must pay the transaction price.
Step 2- Identify the performance obligation: The bartender must give the
customer the beer and the mug.
Step 3- Determine the transaction price: The entire transaction price is $7.
Step 4- Allocate the transaction price: The beer costs $4.38 and the mug costs
$2.62. They are allocated based on the stand-alone price of the items. They are
allocated as follows: beer: ($5/$8) * $7 = 4.38; mug: (3/8) * $7 = $2.62.
Step 5- Recognize revenue when the entity satisfies the performance obligation:
Revenue will be recognized when the customer receives the beer and the mug.
Cash 7
Sales Revenue- Beer 4.38
Sales Revenue- Mug 2.62
Part 3:
Week 3: The same student goes into the Bier Haus bringing in his beer mug and orders a
large beer and a pretzel. Standalone selling prices are $5 for the beer and $2 for the
pretzel. The bartender tells the student they are out of pretzels. The bartender then offers
the student the large beer and a coupon for two pretzels (its typical business practice) for
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$7. The student pays the $7 to the bartender. The bartender gives the student a coupon
for two pretzels. The bartender pours the beer into the beer mug and hands it to the
student. The student then takes the beer and the coupon and heads to the dorm to study
for the upcoming Intermediate accounting exam. The Bier Haus sells a coupon for two
pretzels for $3.50. To increase visits, these coupons can be redeemed any date after the
date of purchase. The Bier Haus has limited experience with these coupons but, so far,
these coupons have always been redeemed.
Step 1- Identify the contract: The bartender must give the customer the beer and
must give the customer the pretzels when the coupon is redeemed. The customer
must pay the transaction price for all items that day.
Step 2- Identify the performance obligation: The bartender must deliver the items
to satisfy the performance obligation. The performance obligation cannot be met
until the customer redeems the coupon.
Step 3- Determine the transaction price: The transaction price is $7.
Step 4- Allocate the transaction price: The price is allocated based on the stand
alone prices. The price for a beet is $5 and the price for a coupon for two pretzels
is $3.50. It is allocated as follows: beer- ($5/$8.50) * $7 = $4.12; coupon for
pretzels: ($3.50/$8.50) * $7 = $2.88.
Step 5- Recognize revenue when the entity satisfies the performance obligation:
Revenue will be recognized that day when the customer receives the beer.
Revenue will not be recognized for the pretzels until the customer redeems the
coupon.
Cash 7
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Sales Revenue- Beer 4.12
Unearned Sales Revenue- Pretzel Coupon 2.88

Part 4:
Week 4:
The same student goes into the Bier Haus and orders two pretzels. The bartender takes
the order and asks for a $4 payment. The student hands the bartender the coupon. The
bartender reviews the coupon, determines its validity, and accepts it as payment. The
bartender gives the student the two pretzels. The student then heads off to share the
pretzels with a classmate from ACCY 420.
Step 1- Identify the contract: The bartender must give the customer two pretzels
in exchange for the coupon.
Step 2- Identify the performance obligation: The bartender must give the
customer the pretzels.
Step 3- Determine the transaction price: The transaction price is the coupon which
has a value of $2.88.
Step 4- Allocate the transaction price: There is only one performance obligation
so the entire coupon applies to this transaction.
Step 5- Recognize revenue when the entity satisfies the performance obligation:
Revenue is recognized when the bartender gives the customer the pretzels.
Unearned Revenue- Pretzel Coupon 2.88
Sales Revenue- Pretzel Coupon 2.88
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Case 11
Zagg, Inc.
Executive Summary
This case examines the differences between book income and taxable income. It also
takes a look at the difference between permanent and temporary tax differences, as well
as deferred tax assets and liabilities.
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A. Describe what is meant by the term book income? Which number in ZAGG’s
statement of operation captures this notion for fiscal 2012? Describe how a
company’s book income differs from its taxable income.
a. Book income refers to the total income of the entity. Income before
provision of income taxes represents book income in the income statement.
It is equal to $23,898,000. A company’s book income differs from its
taxable income because some of the company’s income is not taxed in the
same year that it is reported in book income.
B. In your own words, define the following terms:
i. Permanent tax differences (also provide an example)
a. A permanent tax difference is when there is a difference between
an item on the income statement and when it is reported for taxes,
but that amount is never reconciled. An example would be when a
company adds as expense that is non-deductible to its taxable
income, but the expense does not add to book income.
ii. Temporary tax difference (also provide an example)
a. A temporary tax difference is when there is a difference between
an item on the income statement and when it is reported for taxes,
but that amount will be taxed or deducted at a later date. An
example would be using different depreciation systems for tax and
financial reporting purposes.
iii. Statutory tax rate
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a. The statutory rate is the tax rate that is set by law.
iv. Effective tax rate
a. The effective rate is the tax rate that the company actually pays.
C. Explain in general terms why a company reports deferred income taxes as part of
their total income tax expense. Why don’t companies simply report their current
tax bill as their income tax expense?
a. To abide by faithful representation, a company should show deferred
income taxes as part of total income tax expense in order to show what they
will have to pay from activity in that time period. If a company did not show
the deferred income taxes, they would not be accurately representing what
happened in that time period.
D. Explain what deferred income tax assets and deferred income tax liabilities
represent. Give an example of a situation that would give rise to each of these
items on the balance sheet.

a. Deferred income tax assets represent differences that are deductible and
carryforwards. Deferred tax liabilities represent difference that are taxable in
the future. An example of a deferred tax asset is when a company cannot
deduct an amount because of litigation. They will be able to deduct the
amount after the case is settled. An example of deferred tax liabilities is
when a company reports higher book income than taxable income. The
difference will carry over to the next period when it is reported as taxable
income.

84

E. Explain what a deferred income tax valuation allowance is and when it should be
recorded.
a. The allowance account is used to adjust deferred income tax assets. It should
be used when a company most likely will not realize a deferred tax asset.
F. Consider the information disclosed in Note 8 – Income Taxes to answer the
following questions:
i. Using information in the first table in Note 8, show the journal entry that ZAGG
recorded for the income tax provision in fiscal 2012?

Income tax expense 9,393
Net deferred tax asset 8,293
Income tax payable 17,686
ii. Using the information in the third table in Note 8, decompose the amount of “net
deferred income taxes” recorded in income tax journal entry in part f. i. into its
deferred income tax asset and deferred income tax liability components.

Income Tax Exp 9,393
DTA

8,002

DTL

291
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Income tax payable 17,686
iii. The second table in Note 8 provides a reconciliation of income taxes computed using
the federal statutory rate (35%) to income taxes computed using ZAGG’s effective tax
rate. Calculate ZAGG’s 2012 effective tax rate using the information provided in their
income statement. What accounts for the difference between the statutory rate and
ZAGG’s effective tax rate?
ETR=tax exp/pre-tax income = 9,393/23,898=39.3%
The difference comes from permanent tax differences. The company did not record a tax
benefit for operating losses because operations were moved to another country. The
company also did not recognize a deferred tax liability because funds were permanently
re-invested in foreign entities

iv. According to the third table in Note 8 – Income Taxes, ZAGG had a net deferred
income tax asset balance of $13,508,000 at December 31, 2012. Explain where this
amount appears on ZAGG’s balance sheet.
The amount of deferred income tax assets is broken down by current and noncurrent on
the balance sheet. This allows investors to see when the assets will be realized. The
current amount is $6,912,000 and the noncurrent amount is $6,595,000.
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Case 12
Build-A-Bear Workshop, Inc. –Leases
Executive Summary
This case looks at accounting for leases. Some leases are capitalized if they meet certain
requirements. If the lease is not capitalized, then it is an operating lease. This case also
shows how ratios would be affected if you capitalized a lease versus accounting for it as
an operating lease.
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a. Why do companies lease assets rather than buy them? Companies lease assets
rather than buy them for several reasons. These include 100% financing at fixed
rates, protection against obsolescence, flexibility, less costly financing, tax
advantages, and off-balance sheet financing.
b. What is an operating lease? What is a capital lease? What is a direct-financing
lease? What is a sales-type lease?
a. An operating lease does meet any of the four capitalization criteria. These
criteria are: the lease transfers ownership of the property to the lessee,
contains a bargain-purchase option, the term is equal to 75% or more of
the estimated economic life of the leased property, and the present value
of the minimum lease payments (excluding executory costs) equals or
exceeds 90% of the fair value of the leased property.
b. A capital lease is a noncancelable lease. It also must meet at least one of
the four capitalization criteria.
c. A direct financing lease is essentially the financing of the purchase of an
asset by the lessee. The lessor records a lease receivable instead of a
leased asset and is the present value of the minimum lease payments.
d. A sales-type lease is the same as a direct financing lease, with the
exception of the manufacturer’s gross profit.
c. Why do accountants distinguish between different types of leases? All of the
different types of leases have different and distinguishing characteristics. It would
not be accurate to categorize them all as a general lease since they all have
different features.
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d. Consider the following hypothetical lease for a Build-A-Bear Workshop retail
location: the lease term is five years, lease payments of $100,000 are due the last
day of each year, at the end of the lease, and title to the location does not transfer
to Build-A-Bear nor is there a bargain purchase option., the expected useful life of
the location is 25 years. The fair value of the location is estimated to be
$1,500,000.
a. Will this lease be treated as an operating lease or a capital lease under
current U.S. GAAP? Explain. This will be an operating lease because it
does not meet any of four capitalization criteria.
b. Provide the journal entry that Build-A-Bear Workshop will record when it
makes the first lease payment.
Rent expense 100,000
Cash
c.

100,000

Assume that a second lease is identical to this lease except that Build-ABear Workshop is offered a “first year rent-free.” That is, the company
will make no cash payment at the end of year one, but will make payments
of $125,000 at the end of years 2 through 5. Provide the journal entries
that the company will make over the term of this lease.
Rent Expense 100,000
Deferred Rent 100,000
Rent Expense 100,000
Deferred Rent 25,000
Cash 125,000
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e. Consider Build-A-Bear Workshop’s operating lease payments and the information
in Note 10, Commitments and Contingencies. Further information about their
operating leases is reported in Note 1, Description of Business and Basis of
Preparation (k) Deferred Rent.
a. What was the amount of rent expense on operating leases in fiscal 2009?
The rent expense was the base rent expense of $45.9 million plus the
contingent rent of $0.9 million. This comes to a total expense of $46.8
million.
b. Where did that expense appear on the company’s income statement? The
expenses are included in SG&A.
f. Recent proposals by the Financial Accounting Standards Board and the
International Accounting Standards Board would largely eliminate the option to
use operating lease accounting. Most leases would be accounted for as capital
leases (which are called “finance” leases under IFRS). The present value of the
expected lease payments would be treated as a “right to use the leased asset.” A
corresponding capital lease obligation would be recorded, representing the
liability incurred when the right-to-use asset was acquired. The asset would be
amortized over a period not to exceed the lease term. The obligation would be
accounted for as an interest-bearing obligation. Consider the future minimum
lease payments made under the operating leases disclosed in Note 10,
Commitments and Contingencies. Assume that all lease payments are made on the
final day of each fiscal year. Also assume that payments made subsequent to 2014
are made evenly over three years.

90

i. Calculate the present value of the future minimum lease payments at January 2,
2010. Assume that the implicit interest rate is 7%.
Table 43: Build-A-Bear Workshop- Lease Payments
Periods

Payments

Present Value

PV of payment

1

50,651

0.934579439

47337.38318

2

47,107

0.873438728

41145.07817

3

42,345

0.816297877

34566.1336

4

35,469

0.762895212

27059.13028

5

31,319

0.712986179

22330.01416

6

25,228.67

0.666342224

16810.92585

7

25,228.67

0.622749742

15711.14565

8

25,228.67

0.582009105

14683.3137
219643.1246

ii. Had Build-A-Bear Workshop entered into all of these leases on January 2,
2010 (the final day of fiscal 2009), what journal entry would the company have
recorded if the leases were considered capital leases?
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Property and equipment 219,643
Lease obligation 219,643
Depreciation expense 27,455
Accumulated depreciation 27,455
v. What journal entries would the company record in fiscal 2010 for these leases,
if they were considered capital leases? There are two: one to record interest
expense and the lease payment and one to record amortization of the leased asset.
Lease obligation 35,276
Interest expense 15,375
Cash 50,651
Depreciation expense 27,455
Accumulated depreciation 27,455
g. Under current U.S. GAAP, what incentives does Build-A-Bear Workshop, Inc.’s
management have to structure its leases as operating leases? Comment on the
effect of leasing on the quality of the company’s financial reporting. It is
advantageous because the rent expense can be deducted from taxable income. It is
not accurate on financial statements because it is not reported as an asset when it
is an operating lease
h. If Build-A-Bear had capitalized their operating leases as the FASB and IASB
propose, key financial ratios would have been affected.
a. Refer to your solution to part f, above to compute the potential impact on
the current ratio, debt-to-equity ratio (defined as total liabilities divided by
stockholders’ equity) and long-term debt-to-assets ratio (defined as long-
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term debt divided by total assets) at January 2, 2010. Is it true that the
decision to capitalize leases will always yield weaker liquidity and
solvency ratios?
Before capitalization ratios:
Current ratio: $135,755/$81,890 = 1.658
Debt to equity ratio: $119,493/$164,780 = 0.725
Long-term debt to assets ratio: $0/$284,273 = 0
Capitalized ratios:
Current ratio: $135,755/ ($81,890+$35,276) = 1.159
Debt to equity ratio: ($119,493+$219,639)/$164,780 = 2.058
Long-term debt to assets ratio: ($219,639)/ ($284,273+$219,639) = 0.436
Yes, the liquidity and solvency ratios will always be weaker when a lease it
capitalized. When it is an operating lease, the cost is expensed, but the company
incurs a lease liability when they capitalize the lease.

93

