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LEARNING OUTCOMES

Mastery The candidate should be able to:

:Lle 1als clall ggay gi wsy

STUDENTS-HUB.com

describe the components of the income statement and alternative presentation formats of that statement.
Ol el dswl goyell Juuig Jsal gl aligho wung

describe general principles of revenue recognition and accrual accounting, specific revenue recognition
applications (including accounting for long- term contracts, installment sales, barter transactions, gross
and net reporting of revenue), and implications of revenue recognition principles for financial analysis.

clly o Loy) 852000dl bl wljicl oléulnig s Eadiwdl dwwlbodlg alblpll wlpicd) dolell soladl ciung
(ablpdl ge olallg Jloodl ¢ilg audylanl wloleog apwsill wleuollg W2l dugbo sgdell e duwlooll
Sl Juodl Cle ablydl wliicdl gsuo olwli

calculate revenue given information that might influence the choice of revenue recognition method.
bl wlicdl aaypb juwisl Jle 3§ a6 LUl alogleodl e ely aablyyl olus

describe key aspects of the converged accounting standards for revenue recognition issued by the
International Accounting Standards Board and Financial Accounting Standards Board in May 2014.

gl duwlaall wleo gudow e 6)sball alslpdl wlpicll dylaiodl duwlaall wleol) duwd Pl wilgadl cang
2014 gylo 6 aWlodl duwloall Jleo yuloog

describe general principles of expense recognition, specific expense recognition applications, and
implications of expense recognition choices for financial analysis.

aljus e aipiadl jUlg 185320d albguondb wlpcll aléuhig albguaodb wljcl) dolell grlall wung
.Sl Juad) alogpondb wljicdl

describe the financial reporting treatment and analysis of non- recurring items (including discontinued
operations, unusual or infrequent items) and changes in accounting policies.

ne gi lell pé poliellg aesgioll wlloell clls Lo Loy) 8)yaioll ue poliell Juaig alall yylail dalleo caung
auwboadl Slwlud! Lo alueilg (65450l

distinguish between the operating and non- operating components of the income statement.
ol gl adue il e g aldie il aligaod!l (w juodl

describe how earnings per share is calculated and calculate and interpret a company’s earnings per share
(both basic and diluted earnings per share) for both simple and complex capital structures.

Ja (paw JaJ daasollg apwlwil pUydl) pouw Ja asuidl einMg wluog gaw Jad pudl olus aas wing
60e0llg dawwd! Jlall gy Jsus oo

distinguish between dilutive and antidilutive securities and describe the implications of each for the
earnings per share calculation.

paw Ja) 2yl olus e laaio J5 U1 cngg caresil) 65banllg daasoll adlall §lgd! gw juoed!

convert income statements to common- size income statements.
o a2 @ld g alily JI sl ol Jiga

evaluate a company’s financial performance using common- size income statements and financial ratios
based on the income statement.

J5l gl UL sl alad] cuudllg epiinall pasdl als Jsall ally plasdiwl a5l Jlall el ayds

describe, calculate, and interpret comprehensive income.
.Jolidl JsJI jpudig ulwsg cung

describe other comprehensive income and identify major types of items included in it.
w6 ao)a0)l poliel) auww Pl glgidl yanig 511 Jolidl 51 g
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¥ INTRODUCTION

The income statement is a financial report that outlines a company's financial results
over time, including revenue generated and costs incurred. It is also known as the
statement of operations, statement of earnings, or profit and loss statement. The
statement can be presented separately or as a part of a single statement of
comprehensive income. Investment analysts scrutinize income statements, while
equity analysts focus on equity markets' valuations and earnings estimates. Fixed-
income analysts examine income statements for debt repayments and corporate
financial announcements often emphasize earnings information. The reading covers
income statement components, revenue recognition, expenses, non-recurring items,
earnings per share calculation, income statement analysis, and comprehensive income
reporting.

axiWl alslpyl s o Loy asgll jgo go a5l adlall ailll Ao Jo pisi go 5l g
gaay Plwsdlg 2Lyl g gl pUyDl g g /allaell g auwl Loyl wye)g .6ausiall bl
uand) Jlodiwl! gllow pgé)g . Jolidl J5al solg gy o £jos gl Junsio Jauiuy gl agaés
glloo pgdy 2Ly Ul wipnasdig pauwll @Glgwl wlowsi e ool gllaw joy g O 12l ally
Lo ol adlall oltle] 55 o Weg wgaal sl Joal ably gosdy cull sl

He sgillg  aloguanllg byl wljicdlg . JoJl gy wlgso selpdll (i .pUyll alogleo
Aloladl sl pyléi slaclg ol gly Juadg pawdl aL_Jﬂ luwog 6150l

COMPONENTS AND FORMAT OF THE INCOME
STATEMENT

Companies typically report revenue on the income statement, which includes amounts
charged and expected to be received for goods or services. Net revenue is reported
after adjustments, such as cash or volume discounts or estimated returns.

e8gilallg s gpandl ol ol sMlg . J5:l g o ablpdl e ¢yl dsle Oldpill 0gdi
Uloguaddl Jio abaeil a2 ablpll oo ge ¢l oy .loaddl ql ludl Jléo lawo Ll
.6)26.0J1 Algell g dwosadl gi &ysail
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Exhibits 1 and 2 show the income statements for Groupe Danone, a French food

manufacturer, and Kraft Foods, a US food manufacturer.
aspbg el guuoll duuie a5l (o999l dcgoonl Jsall aliw2 ol gusyell guw
el euuall dyayyol a5 o9 1jogo cusdlysd

\ Exhibit 1 \ Groupe Danone CONSOLIDATED Income Statement

Year Ended 31t December

2008 2009
Net Revenue ablpdl Lolso $15,200 $14,982
Cost of Goods Sold dcloll @ilayl dalsj (7172) (6,749)
Selling expenses el wyjlao (4,197) (4,212)
General and administrative expenses
aylsilg wogaell caytiaalt | 277 U
Research and development expenses
Lolaillg ol olaaj (198) (206)
Other revenue (expense) N . (86) (165)
(wbgpaall) sl alslydl
Trading operating income Jobhil Jpeadl JsaJ1 2,270 2,294
Other operating income (expense)
(g uonll) sl sl eyl (83) Al
Operating income el sl 2,187 2,5M
Interest revenue dlgall alslyl 58 76
Interest expense Jlgall albguoo (497) (340)
Cost of net debt Gl Golo dalss (439) (264)
Other financial revenue (expense)
- e . (145) (225)
(wgpaall) il adladl wlslpydl
Income before tax dilpAall Jus Jsal 1,603 2,022
Income tax sl awypsd (443) (424)
Income from fully consolidated companies
Jolall 6x5gall b il (o Jsall L e
Share of profits of associates
L - 62 (77)
awo Pl s pill plyl oo
Net income from continuing operations
6 ool aldaell go JsaJl oLo 1222 e
Net income from discontinued operations
aadqioll Gllaell (o Jsal Lolo 269 o
NET INCOME dsal oo 1,491 1,521
Attributable to the Group dcgoaodl J] &gl 1,313 1,361
Attributable to minority interests sl aluoo J] yguudoll 178 160
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SGII@A Kraft Foods and Subsidiaries Consolidated Statements of Earnings (in
Millions of Dollars, except Per-Share Data)

Year Ended 315t December

2009 2008 2007
Net Revenue Sblpdl Lobo $40,386 $41,932 $35,858
Cost of Sale aleuoll dalas 25,786 28,088 23,656
Gross Profit 8‘”‘“ uj[_n_«)l 14,600 13,844 12,202
Marketing, administration, and research costs 9,108 8,862 7,587
<oullg 6)1b01g Grguudl cadlsi
Asset impairment and exit costs (64) 1,024 440
2ol llbig Jaoll dous yolasl
(Gains)/Losses on divestitures, net 6 92 (14)
SOLo 2yl wllac go aaiWl Plwadl/ (cuwlaoll)
Amortization of intangibles 26 23 13
dwgodall pe Jaoll &Jlaiwl
Operating income Jueaid! Jss 5,924 3,843 4,176
Interest and other expense, net 1,237 1,240 604
LObo (sl aldguaallg Jlgall
Earnings from continuing operations before income 4,287 2,603 3,572
taxes Jsa)l Lilps Jus 6 poiadl ldoell o pUyll
Provision for income taxes dsl ilpsd pogi 1,259 735 1,080
Earnings from continuing operations 3,028 1,848 2,492
6 odwodl aldoell go 2Lyl
Earnings and gain from discontinued operations, net of _— 1,045 232
income taxes
J5a)l ilps (o awslo saesgiall ollaell (o cuwlaollg bl
Net earnings 2Ll Lolo 3,028 2,893 2,724
Non- controlling interest 8 oo e as 7 9 3
Net earnings attributable to Kraft Foods $3,021 $2,884 $2,721
j398 caolys aspb | agauiall plylll oLo
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Danone and Kraft have different ways of listing years, with Danone listing years in
increasing order and Kraft in decreasing order.

Sxcbad ey algiudl 2sb ggils pgdi cus algiudl ol delide b cuslysg ggils s
W iy caslisg

Increasing Year Order  aiuJl <y 65U

Year Ended 31t December

Group Danone CONSOLIDATED Income Statement: 2008 —|—> 2009

Decreasing Year Order duod liod | il e i

Year Ended 31t December

Statements of Earnings:

Kraft Foods and Subsidiaries Consolidated 2009 —T> 2008 —> 2007

These differences in chronological information and presentation of items like expenses
are common. Expenses reflect outflows, depletions of assets, and incurrences of
liabilities in a business's activities. They can be grouped and reported in different

formats, such as Danone reporting research and development expenses as a separate

line item, and Kraft combining research costs with marketing and administration costs

and reporting the total in a single line item.

olesill yusei deily wlaell Jio poliell yscg duol wlogleall Lo GBI 0do

gLUlg laerasd yooyg .asuill ol o QLoljlll asig . Jauwoll slailwlg ,az)Jl olasadl

Jraeio a5 platlly cuodll ©las) ge gl 9oils asub s Jio /aaliao Olaywi laic

A 9 JlooUl ge glbdlg 6)lbU1g Grgudll caldlai go coull cadlai ao cdlys a5l pldg

2olg
Group Danone CONSOLIDATED Income Statement:
Selling expenses el wyjlao (4197) (4,212)
General and administrative expenses " “ (1.297) (1.356)
aylbylg dwgoell coyjlooll ' '
Research and development expenses (198) (206)
Holodlg coldl oladj
Other revenue (expense
e ! (wbgpaall) sl alslydl (86) Lz

Kraft Foods and Subsidiaries Consolidated Statements of Earnings:

Marketing, administration, and research costs 9,108 8,862 7,587

ciollg 6)lsUlg gl cadla
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Companies present their income statements differently. Danone uses parentheses to
indicate expenses, such as cost of goods sold and selling expenses, as they are
subtracted from revenue and reduce net income. Kraft, on the other hand, does not
place cost of sales in parentheses, assuming the user implicitly understands it as an
expense. Companies can either enclose an amount in parentheses or use a negative
sign to indicate a reduction in net income. Additionally, an item that increases net
income may be shown as a negative, which is added rather than subtracted in
calculating net income. Analysts should verify the order of years, expense grouping
and reporting, and treat items as negatives due to the flexibility in how companies
present their income statements.
Jio .alaell JI oyl ywlgsll ggils asui padiud .calido Jauiy sy ally albuildl 0167
ol go .Joal Lol Juléig ablyll go oyb aly cus el wlddig dclall @iladl dalss
“lious lawoasy padiuuodl i uslisl Jle guwgd gu alemall dalsi cuslys asub giai U sl
1 6Ll dulw dolle pladiwl gl (uwgd gy glio b9 ol albuidl gaoy .lssi il Jc
ol ail Gle Jsal oo o s sl paiell jalhy 36 el Jl syl . Jsal oo golas]
Olgiud!l ey go Gasdl gullawall Lle any .Jsal oo wlws sic asyb (o U diols] aiig
P28 ayaus o digrodl ey dulw Wil Jle poliell go Joledlg el slaclg olsaill graxig
Ladssy ol als il

Operating income el sl 2,187 2,5M
58
Interest revenue Jlgall ailslyl 50 e 76
Interest expense Ailgall lbquao (497) (340)
Cost of net debt Wl Lolo dalas (439) (264)
Other financial revenue (expense) ) (145) (225)
(clogpownll) il adladl calslpll adlw piei
Income before tax Wlpall Jus JsJl 1,603 2,022
Gross Profit 8‘”‘” u“-‘)—"l 14,600 13,844 12,202
Marketing, administration, and research costs 9,108 8,862 7,587
oyl 8)bulg Groumill calls)  alw piej
Asset impairment and exit costs (64) 1,024 440
2ol llbig Jaoll dous yolasil  dusgo piej
(Gains)/Losses on divestitures, net 6 92 (14)
SOLo 2yl wllac go aaiWl Pluwsdl/ (cuwlaall)
Amortization of intangibles 26 23 13
dwgololl pe Jaoll &uaiwl
Operating income Jueadl Jss 5,924 3,843 4,176
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Companies report net income at the bottom of their income statement, which is often
referred to as the "bottom line." In 2009, Danone reported €1,521 million of net income,
while Kraft reported $3,028 million. Net income is often considered the most relevant
number to describe a company's performance over time, and the term "bottom line"
can sometimes be used to refer to any final or most relevant result in business.

el Wie ay] jliy s3lg ey yaladl Jsall g Jewi 6 Joal oo ge g1l albpidl ogss
G0 O gUgs gguo 1,521 2y U555 Lol gy ggils asui cuilei 2009 ple o "auiladl douill"
a8l g Sl L,oho;m Lo Wle yUgs youlo 3,028 &l Jss Lolo g cuolys s culel
"awladl doul" allbuaw roI_>:'z.bqu=UL45:>i Ja0yg gl jgpoy a5l clsl wung) duo Jisil
JlocdU dbo yisi g awlad douli k_.gf S ol
Year Ended 31 December
Group Danone CONSOLIDATED Income Statement: 2008 2009
NET INCOME dsal olo 1,491 1,521

Year Ended 315t December

Kraft Foods and Subsidiaries Consolidated Statements of 2009 2008 2007

Earnings:

Net earnings attributable to Kraft Foods $3,021 $2,884 $2,721
Jjago cuslys aspi Jl ayguudoll 2Lyl olo

Both Danone and Kraft present information below net income, including how much of it
is attributable to the company itself and minority interests. Danone consolidates
subsidiaries over which they have control, including all revenues and expenses even if
they own less than 100%. Minority interest represents the portion of income that
belongs to minority shareholders of the consolidated subsidiaries. For Danone, €1,361
million of net income is attributable to shareholders of Groupe Danone, while €160
million is attributable to minority interests. For Kraft, $3,021 million of net earnings is
attributable to Kraft Foods shareholders, with $7 million attributable to non-controlling
interest.

W wgudall Jsall jlado el Lo by (Jsl Lobo o Joi ailoglen cuolysg ggils o Js pads
L0 Loy laule paus LUl deyWl olspidl aogh ggily asub pgai.alsll Aluang lauuai a5l
Jsl 4o ejadl alsdl was Jied %100 o Joi clliad cils ¢f Lo alsailly alblpyl gros s
1,361€ glo .ggils a5 pid auuill .630g0)l aeslWl olbuidl Lo alsll Gaaluo I Loy 3l
Jgilo 160€ yi (o 6 . ggib dcgazn Lo graalwall J]sgey Jsall Lolo Jo jUgs Jgulo
S el Golo (o jUgs ggilo 3,021 ylo  cuslys a5 pid awwdl .adsll youos Jlsge) jUgs
S bowo uc oo Gl sjed jlgs guio 7 2o jago cuolys oaluo JJI
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Year Ended 31% December

Group Danone CONSOLIDATED Income Statement: 2008 2009
Attributable to the Group dcgoondl I dguuinll 1,313 1,361
Attributable to minority interests sl Alloo J &guuioll 178 160
Year Ended 31t December
Kraft Foods and Subsidiaries Consolidated Statements of 2009 2008 2007
Earnings:

Net earnings 2wl Lolo 3,028 2,893 2,724
Non- controlling interest oo e &no 7 9 3
Net earnings attributable to Kraft Foods $3,021 $2,884 $2,721

Jago cwblys a5 J dyguudoll pbyll olo

Net income includes gains and losses, which are economic benefits and costs arising
from ordinary business activities. For instance, when a manufacturing company sells
its products, these transactions are reported as revenue, while the costs incurred are
expenses. If a company sells surplus land, the transaction is reported as a gain or a
loss, based on the difference between the carrying value of the land and the price at
which it is sold. For instance, Kraft reported a $6 million loss on divestitures in fiscal
2009, which included a nutritional energy bar operation in the US, a juice operation in
Brazil, and a plant in Spain.

dy)dll abbuiill e albl aslaisl wylaig slgs ag wlually cuwlaall Joall Lols Josy
blpls alloleall 03 ge gyl pb lailaiio gual &5 ew Losic JUal Juw Jle .dyslell
ac gl ol asilall (bl e d5pidl ciols 13].olesi L xblall el gi gio Lo
ey gW sl peudlg yoyll aypis ! aasdll g Grall Je el 165lus gl auy Wil e dloleoll
! o 2yl wldoce cuww jUgs guilo 6 o)s6 6jluus o caslys asub cdlel  Jladl Juuw
2] alacg 6antall Gulgll Lo aliel asUall by Uil duloc culouty Lillg 2009 ayloll
{clwaiy oyl cogubg Jlall gl @)1 ). Wilww! o gioog (Jujll Lo Juaell

The definition of income includes both revenue and gains, while expenses include
expenses arising from ordinary business activities and losses. Net income can be
defined as income minus expenses, revenue plus other income plus gains minus
expenses, or revenue plus other income plus gains minus expenses in ordinary
business activities minus other expenses, and minus losses. Net income can be
rearranged as (i) revenue minus expenses in ordinary business activities, (ii) other
income minus expenses, and (iii) gains minus losses.
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g aubWl aloguanl!l aloguanl! Jouis laiy cuwlbally ablpdl go i sl cyped Joudu
aio bgplao Jsall aif Lle Jsall Lolo cupei gaoy pilwallg @slell dy)bdl ddouiidl

lado Logplan cuwlball Ul a6Lall 5Dl ablpdl Ul dasbsslb alblpdl gi ,ologuaol

lado Logplan cuwlball Ul a6Lall 5Dl ablpdl Ul dasbssl alblpdl gl ,ologuaol
Slusl laio bgpnaog (g0l Gloguanll laio bgpno dslell abdll dndill Lo aloguaoll
douti Dl 6 sl lado bopawo @bl (1) :JWI gadll Lle g5l oo i 6sle] g
Sl laio bgpan cuwlaall (3)g @laall aio bgpow 50l alslpyl (2) aslell dlbdl

Income statements present significant items, including subtotals, to users of financial
statements. Some items are specified by IFRS, while others are not. Certain items, like
revenue, finance costs, and tax expense, are required to be presented separately. IFRS
also requires line items, headings, and subtotals relevant to understanding an entity's
financial performance to be presented. Expenses can be grouped by nature or function,
such as depreciation on manufacturing equipment or cost of goods sold, which may
include labor and material costs, depreciation, salaries, and other direct sales-related
expenses. Both Danone and Kraft present their expenses by function, also known as
the "cost of sales" method.

Note: Grouping by nature does not go into specific details. For example, salaries
include all the salaries in the company — such as those from the sales, marketing,
engineering, HR, and finance departments — all recorded as one item. On the other
hand, grouping by function means being more specific, such as showing the salaries of
the marketing department separately with their corresponding amount ($).

ol awlall Sl Gossduwed saucyall groloall ¢l Lo Ly doan gl Jsal alily yoyes
ol Il goedl gl gus O adlall pyladl slacy dadgall jleoll douwlg poliell yoe) 3yaod
Jouiw saw pall aléeillly digadl cdlaig ablpll Jio poliell yae) ydje caay .cllis
aucall groloallg uglielly sgill udpe Lyl alloll el slacy algall wleoll (lali . uodio
Jio aiodhg gl laieuls cuws Gleil graai gaoy .8lidal JJladl ebhill pasy duall @l
»lgallg dlaell el Jouid 28 Jillg aclall giladl aalsi of gruaill alaeos e dilaiwl
Ugib go J5 padi .6 pilall alenoly dowjall alaall go ucg  cilgllg Jialwilg
"oleyall dalal" agpo auwl Lyl dsgreallg aads gl s loailaai cislysg

2105 Wlgyl Jout JUadl Jauw Gle 83300 Juolal o Jsa U dieuly erondl :dkaoilo

— adlallg & il 5ylgallg dwaiallg gl wlemall plusl ciilg) Jio — asuidl L6 ciilgyl
Hol ggss gl pley @b gll cuus groadl glo ol &l gog .aolg aiws dlauwo weiong
[8gL) ) Blaall gloll o Jodio Jauly Gigwdll pud iilg) Jlald] Jio 1uxas
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An income statement often displays a gross profit or gross margin, which is revenue
less the cost of sales. This format is called a multi-step format, as seen in Kraft Foods'
income statement, while Groupe Danone's is a single-step format. For manufacturing
and marketing companies, gross profit is calculated as revenue minus the cost of
goods sold, while for service companies, it's revenue minus the cost of services
provided. Gross profit is the amount of revenue available after subtracting delivery
costs, and other business expenses are subtracted after it.

aalai Losl alblpdl gag Jlasll 21 giols g 2l Jloo! Js31 gl usses o We

U5l W L6 aog0 ga Las lghall saelo Guull puwl Guull s e §lsy .aleuoll
auully 63519 6glnsy Guudi ga Jgils &cgomo Gl gl s Lo jags Cslys aspiy yolsll
eludl dals) laio bgpao ablpdl aif Lle Jloodl aupl olus ol Ggudlly grwadl <o il
doa80Jl Gloaall dalsi laio bbb Wlsliyll Olus aly loxal @bl duuily loiy /aclol!

S0l bl ol pib abg uludll sl pib se @sliodl Gblpdl jlaso go Jlasyl alyl

.03
Single-Step Format 6a0olg dglnsy Guuudd!
Year Ended 31°' December
Group Danone CONSOLIDATED Income Statement: 2008 2009
Net Revenue ablpdl Lolo $15,200 $14,982
Cost of Goods Sold dcloll gilayl aalai (7172) (6,749)
Selling expenses el «yjlao (4,197) (4,212)
General and administrative expenses (1.297) (1,356)
aybllg dwogoell ca)jlonll ' '
Research and development expenses (198) (206)
nobhilg ol aleaj
Other revenue (expense)
(wbgpaall) sl alslydl = LB
Trading operating income Jolall Sl g5l 2,270 2,294
090 b Jio duie il cadlaill 8U g COGS Jouiw 6a0lg 810 calslpdl (o aldguowll lisib
ol ggllb
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V/ [

Multi-Step Format algbsl saeio Guudd!

Year Ended 31t December

Net Revenue byl Lol $40,386 $41932 | $35,858
Gross Profit il Jlao) 14,600 13,844 12,202

Asset impairment and exit costs (64) 1,024
2951 caylbig Jgodl dous yolasdl

Amortization of intangibles 26 23 13
dwgolall pe Jaodl ¢Jlaiwl

Jo) .adseidl dlall g0 U ialeuall aclss 650 Jal \awiro ablpdl go aloguanll isib
(o311g paun il (uigy JbJ auudy olg

m

companies, interest expense is included in operating expenses and subtracted to
arrive at operating profit. Operating profit can be useful for evaluating individual
business segments, as interest and tax expenses may be more relevant at the overall
company level. The specific calculations of gross profit and operating profit may vary
by company, and readers can consult the notes to the statements to identify significant
variations across companies.

lao b alg Jredtill] cyjbon o 6xla)l cajboo grousi ol adladl o il auudy
30l Jlacll alelns ansil Iuao Juedd! 2l gasy of gaoy . Guedd! 2l JI Jgogl
caling a6 .ole Jauiu a5 pidl sgiuwn Lo daal g5l wilpallg Milgall alasi Jgai 38 cus
S ggol eyl gyanug as il cuus adie il eLgJ.UIg Ml Jlosy 853001 bl
bl gw doaod! alolisUl yaod aldl Jle alas ol
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Operating profit, also known as EBIT, is the earnings before interest and taxes.

However, they are not the same. In Exhibits 1 and 2, interest and taxes do not

represent the only differences between earnings and operating income, as both

companies report income from discontinued operations separately.

Lo Load (s gog il pallg silgall Jus 2Uydl g EBIT auwb Ly cogreall ueid] i
JsaJlg 2Lyl g 831090 Ol WisUl Lilpallg Milgall Jiad U .2 1 (uaalall 69 £ il Gudi
oo Jaiy aasgioll wllasll go sl gc Ul gud il WS sl cuo i il

Operating income Sedd] sl 2,187 2,51
Interest revenue Mlgall alslpl 58 16
Interest expense Ailgall wloguowo (497) (340)
Cost of net debt Rl Lolo dalss (439) (264)
Other financial revenue (expense)
(@guoall) gl aulall alslyul (143) (225)
Income before tax dilpall Jus Jsal 1,603 2,022
Income tax ol aw o (443) (424)
Income from fully consolidated companies 1160 1598
Joll 6aogadl b pidl (o JsM1 ' ’
Operating income Jue ! Jss 5,924 3,843 4,176
Interest and other expense, net 1,237 1,240 604
Ol (sl aloguonllg silgall
Earnings from continuing operations before income 4,287 2,603 3,572
taxes &JI@IMM6MIOQLMIGDEUJBI

Exhibit 3 shows CRA International's income statement, which deducts service costs
from revenues to calculate gross profit. The company's fiscal year ends in November
and occasionally has a 53-week fiscal year, which may impact a quarter with an extra
week. Analysts should be aware of this effect when making historical comparisons and

forecasting future performance, as it may have a material impact on a quarter

containing the extra week.
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Gl go dossll waylad guasy sillg . CRA Internationalas s Jss gl 3 Jauidl auog
diw ) oty GUsll GBI (b9 adgl Jau b a5pi adlall diwdl Gaili 2yl Jlas] lwa)
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Exhibit 3 YEAR ENDED

CRA International Inc. Consolidated 28 Nov 2009 | 29 Nov 2008 | 24 Nov 2007

Statements of Income (Excerpt) (in Thousands | (52 Weeks) (53 weeks) (52 Weeks)

of Dollars, except Per- Share Data)

Revenues ablpdl $301,639 $376,751 $394,645

Cost of services aloas]l aalsi 199,861 251,263 248,514

Gross Profit el Jlaol 101,778 125,488 146,131

Selling, general, and administrative expenses 76,124 92,797 90,079
dyylollg dolell wayjlownllg gull

Depreciation and amortization < Uaiwll 8,521 12,699 9,782

Income from operations  <llaell go alslyyl $17,133 $19,992 $46,270

Exhibits 1, 2, and 3 provide a basic overview of the income statement, highlighting
variations based on industry, country, and accounting policies. Some differences are
primarily in terminology, while others are fundamental accounting differences.
Financial statements can help identify these differences. Understanding the income
statement’'s components and format is crucial for accurate interpretation. To
accurately measure and attribute revenue and expenses, analysts must be familiar
with revenue and expense recognition principles, which are used to measure and
attribute revenue and expenses to a specific accounting reporting period.

ey oyl Lo cquall b 20 . J3Jl g e dwwlwi dole 6304 39 29 1 wlésjoll Jogi
/albdluondy Jolll plaall o Gleli alolibll yae) .auwlballg Al dclivall wlwluw Lo
0 aladl bl el Il gy . auwlwi b albllibly glel Bl gaedl gl guo 0

oo bs) . Gus]l el dwosll g_JL_leyoi asuug ol gy aligho pad sey .alodidll oda ysod
bl wliicl gslay @l Gle gallaall gasy gl oy a6 oluwlg aloguaallg alslyll
duw lowo plai slac] 8416 J] wloguanllg ablpdl sluwlg guld) padiud Jilg «<loguanllg
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] REVENUE RECOGNITION

Revenue recognition is the top line in an income statement, and it is a crucial aspect of
financial reporting. The IASB Conceptual Framework for Financial Reporting defines
income as increases in economic benefits during the accounting period, such as
inflows or enhancements of assets or decreases of liabilities that result in increases
in equity.

Al el slac] (6 puul wils gag J5aI g Lo sglell Jouwudl go Wbyl wljicll re)
O Wl ail JoJl agall awwlbll jyleo gudaod dadlall yylail slocy oualaoll jUo Ul W)
uolasil gl Jaoll aljjei of aslxl aléssil Jio duwwlawll 6pall Jus asbaisl 2oliol
aaloll oo o ablj J ¢ JUI wloljull
In IFRS, the term "income" includes revenue and gains, which are similar to revenue
but typically arise from secondary or peripheral activities rather than a company's

primary business activities. Gains and losses may be considered part of operating
activities or non-operating activities.

awid Ul cuwlaadlg alblp il dsJl" allbuow Jouiw adladl pyladl slacy adgall juleall o
dwwlw il ayybdl douiull go U dudola gi gl douwiul o 6sle Wi ialg wlslyyl
In a hypothetical scenario, revenue recognition is straightforward: a company sells
goods to a buyer for cash and does not allow returns. The company recognizes
revenue when the exchange of goods for cash takes place and measures revenue at
the amount of cash received. However, determining when revenue should be

recognized and at what amount is considerably more complex due to the reasons
discussed in the following sections.

28) Jléo ol gilawl aspidl eui U 1yol alslydb wlpcdl gosy wolpol gyylvw o
ousdig a8l hléo gludl JoWi elyo] sie ablpyb lcll as5pidl 0967 . lacloyb aouud Ug

ol go &l t§b9 bl olpedl oy o wasd gbo clls gog . aliwall 28Ul jladoy alsipdl
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3.1 GENERAL PRINCIPLES

Revenue recognition can occur independently of cash movements, as per the principle
of accrual accounting. A company's financial records reflect revenue from the sale
when the risk and reward of ownership are transferred, often when the goods or
services are delivered. If the delivery was on credit, a related asset, such as trade or
accounts receivable, is created. When cash changes hands, the company's financial
records simply reflect that cash has been received to settle an account receivable.
Similarly, if a company receives cash in advance and delivers the product or service
later, it records a liability for unearned revenue when the cash is initially received, and
revenue is recognized as being earned over time as products and services are
delivered.

au8laniwll duwlball bl 18og mall wlbyad (e Jaluo Jaudy ablgdl wlicll o of gho
Wleg auslall 8lslang olso Jai ab losic gull (o byl dsuid) aylall olouwl guse
Jio o o5 Juol eliu] ol Lot @upbs e pubwdll gl 13] . oloasdl gf gludl adud b loaic
omae) @il adlall laud] gl ail Jgla aly boaic .ol ablusdl gi &yl ablusdl
crolwg Loado 1x8) a5 pidl caali 1], Jlallg .@aduwo wlws dygud) 28l plliwl of aif doluy
g bl 6 28Ul pllinl sic duudaall pe ablpyl ol Jauw il 8oy aoasll gf alioll
Oloasllg ladiall plud e cbgll jgroy duuian il Lle ol wlycyl
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When to recognize revenue (report it on the income statement) is a critical issue in
accounting. Up until (IAS18) specified that revenue from the sale of goods should be
recognized when the following conditions are satisfied:

o ool a2l duas (Jsl gl Lo laic glhyl) Oblydl wlpcdl xego 355 1e)
slogiwl e gludl ey go ablpdl wliicll wzy ai yaad ai (IAS18) s .auwlaoll
Wl bog il
e The entity has transferred to the buyer the significant risks and rewards of
ownership of the goods.
spuiall JI gl aslal 6puall olslballg pblaall Jigads slisiall cuols e
e The entity retains neither continuing managerial involvement to the degree
usually associated with ownership nor effective control over the goods sold.
Ug awslalU 6sle ddouijall dogall I 6 poduun dyyls| asjlduo 6U dlinioll baisi U e
Acboll @iladl e dleall 6 plopudly
e The amount of revenue can be measured reliably.
d9igo Jauw ablpdl gbo ol gs0) e
e |t is probable that the economic benefits associated with the transaction will
flow to the entity.

Bliiall Ul é@loleody dowipall aslnisll ilgall §osi gi Jaisoll (og e
e The costs incurred or to be incurred in respect of the transaction can be
measured reliably.

99190 iy aloleolly $lat oss Lo pluw I ol dxdiall cayladl guld gso) o

Revenue is recognized when the seller no longer bears risks related to the goods,
cannot tell the purchaser what to do with the goods, knows what it expects to
collect and is reasonably certain of collection, and knows the cost of the goods.
This means that the seller is no longer a risk to the purchaser.

gulaiuy Ug 2ibawl dsleioll pbolaall Jood go @iWl casgl oaic ahblyll wlicyl ai
Jobeo Jaudy laslio ggayg dluasi gogl o wpe)g @ilawl ales ciay Loy ol s
(SHll Gle s Jauiy vey o) 2l ululsu lhag .2ilawl dalsi wye)g \Juasdl go
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The transfer of ownership risks and rewards typically occurs when goods are
delivered to the buyer or when legal title to goods transfers. However, physical
transfer of goods may not always result in the recognition of revenue, as if goods
are delivered to a retail store without title transfer, revenue would not be
recognized.

auslall Jai sic gi s puiall ] @il aulud s 6sle @slall Jai ololaog folso ¢as

@il blpub wlicdl Jlloil ¢ U 26 ghull soladl Jail gl els gog .gilal aigilall

Similar criteria apply to recognizing interest, royalties, and dividends, as they are likely

ablpdb el oy o ayslodl Jai ggo @jadll gu jado Jl @iyl aslud o 13]

IAS 18 outlines criteria for recognizing revenue for services, based on the

transaction's completion stage at the balance sheet date. This ensures that revenue

is recognized when the outcome can be estimated reliably, ensuring accurate
accounting and reporting. The criteria for assessing the reliability of estimating a
transaction include:

Jleo ablpyll wlicl) dojwl jyleall 18 06 adlodl yjlall slacl S9Nl Jueadl sany
colycdl 13 Jousyg .dogoell duljrodl 2uyU o dloleall oloj] dloyo S bliw!  aloaal

Joud . platlg awwlaoll 465 Jousy oo \§gigo Jauiy doulll padi gy boaic wlblply

e The amount of revenue can be measured reliably.

e |t is probable that the economic benefits associated with the transaction will f
low to the entity.

e The stage of completion of the transaction at the balance sheet date can be
measured reliably.

e And the costs incurred for the transaction and the costs to complete the
transaction can be measured reliably.

to flow economically and the revenue amount can be reliably measured.

G630 gl aopall Jo cus pawdl pljlg wlgliylg Kilgall wliicll Jle alilao jwleo Guailg

The US GAAP outlines that revenue should be recognized when it is realized or

realizable and earned. The US Securities and Exchange Commission (SEC) provides
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guidance on how to apply accounting principles, citing four criteria to determine when
revenue is realized or realizable and earned:

aic ablydl Glicdl e aif Lle xaiall @blgll o bogac Wgiaall duwlball ssuall yai
@hbliy] (SEC) asypoll dusjgullg aloll Glgll dind pasT .lawusg abies) dwlbo| gl lasysng

3503 91 Sbludl §851 o 3350 juleo b oxautilins duulaoll issloll Gulboy aass Jgo
(02 LusiSlg ladgan

1. Evidence of an arrangement between buyer and seller. This prevents
overstating revenue in connection with fraud and misstatements.

Sloiy Loy Sllydl adi Lo &l einy liag s pisiollg @il gy Glail 5g5g Jle Jus 1
closilg JuisbUl

2. The product has been delivered or the service has been rendered. This prevents
revenue recognition when the risks and rewards of ownership have not passed
to the buyer.

Joid J loaic ablply wlpcll gio J| 1o G119 .doadl pyardi gl glioJ! ol 03 28 2
(Sl S agslally ddoyipoll wlolanllg polsoll

3. The price is determined or determinable. This prevents revenue recognition
based on contingency.

sJladl qwlwi Gle alslyul wlyicul eioy [dag .yaodll S8 9l 3000 Jeudl .3

4. The seller is reasonably sure of collecting money.

Jlgodl Juond o Jgbeo Jauiu aslio @il .4

Companies must disclose their revenue recognition policies in the notes to their
financial statements. Analysts should review these policies carefully to understand
how and when a company recognizes revenue, which may differ depending on the
types of products sold and services rendered.
e albolall Lo lay awbdl ablyb wliicl alwbw ge absll albpidl e asy
wiej Llog cus aadl dlie) alwludl 0is deslio gllonll Ll coy .adlall il
0180l aloasllg aclall wlaiiall glgil Jle blaicl calisg a6 JUlg /bl aspidl
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3.3 | IMPLICATIONS FOR FINANCIAL ANALYSIS

Companies employ diverse revenue recognition methods, often applying different
policies across various business segments. These policies are disclosed in the notes
of their financial statements, typically at the outset. Key elements of a company's
revenue recognition policy important for financial analysis include the timing of
revenue recognition—whether it is sooner (less conservative) or later—and the degree
of estimation involved. Understanding differences in these policies is crucial for
analyzing and comparing financial statements across companies. While quantifying the
monetary impact of these differences may be challenging, it is feasible to assess the
relative conservatism inherent in a company's policies and evaluate how these
variations may influence financial ratios.

alelas pe daliso lwlbw duai b Wleg . ablpdl wlpic dcgito cwWwi albpidl oadiwi
.aglal %,Et‘uLc Al gailily albole 6 Glwludl 0ds e plosdl alyg .dalisall Jloc il
Juoil) daao piei JUlg @il ao bl allpll wipicdl dw b gl poliell Jouai
2oy ool pasill @s)ag - ol gf (Uaansi Jsif ole g clgw - byl Glpcyl cusgi Jlall
b pill pe allall olilwl aijlaog Jusd) aasdl @b ol olwluwl 0is Lo alolisll aas
aaud)l @hs bl ansi gaoall Job uew ggsy 38 GBI 0ial sl Pl yand of pgjg
o)l el Gle olouisyl oie il awes ausig aspidl lwlw Lo dwolioll

I} EXPENSE RECOGNITION

Expenses, as defined by the IASB Conceptual Framework, are decreases in economic
benefits occurring during an accounting period through asset outflows or liability
incurrences, impacting equity but excluding distributions to equity participants. The
framework identifies two categories of expenses: ordinary expenses arising from
regular business activities, such as cost of sales, wages, and depreciation, and losses,
which represent economic benefit decreases not necessarily linked to ordinary
activities. Losses may result from disasters or the disposal of non-current assets and
are not treated as a distinct category. Expense recognition, while straightforward in
hypothetical scenarios—like purchasing and selling inventory within the same period—
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becomes complex in practice, similar to revenue recognition, necessitating careful
evaluation of when expenses are recognized in financial records.

L9 Wolasil Lo adgall auwlball leo gudan) Gouslaall jodl o 3350 go los ,wlaaill
255 91 2yl JI Jgodll alasss JUs go duwlow 6316 Jids Gand Ul dsbaisll golioll
aualall §g9bo o guojliall e aleyjoill eliiwl galg duslall §g9éo (e Jd low loljull
aalai Jio auslell ayybdl douiudl (e auuWl asledl aldell :alsaill o Juils jUndl sasug
g U asbois ] goliall Lo abslasil Jied Ul plusdlg iaiwllg jgoilg wleuall
glaiall pe Joodl go golddl gi ¢jlgall doui plusd! Wi 269 .&slell alnuiill 8)gualy
@b.;blg aigs go pcl Lo alsaill wliicll gl .6juon dias laeo Joledl aiy Ug
duw JLooJl Vfl_u'um oy - opiall gudi JUS ggjiodl gug el Jio - dws ol Ola gyl
llsudl o aleaill wlpicyl cisg) 1o lowss pjlivy Low @l lpyl wlgcll jlxe Lo adoell
.aloJl

4.1 GENERAL PRINCIPLES

In financial accounting, expenses are recognized during the period in which the
benefits from the expenditures are utilized, or when a previously recognized benefit is
lost. A key principle related to this recognition is the matching principle, specifically
referred to in IFRS as the matching concept, which emphasizes correlating costs with
revenues. This ensures that expenses such as the cost of goods sold are
acknowledged simultaneously with the recognition of related revenues, implying a
direct relationship derived from the same transactions.

0 Mlgall pladiwl laws aly JUI 8piell JUs wloguonll wljicdl ol aWlod] duwloall o

g0 wlyicll 138y bouwipodl cwlwil Taall gl 1o oy wljicll oj desio glaés sic gl ;o lasill
awl adloll yul slacy adgal leodl (6 yadll dog Lo all jliy s3lg .d8)Unall o
aalsi Jio olaail wlpcll 13 goung .ablyl wdlail by Jle 358 silg aalaoll pgasdo
oo aslle 3959 Liey Lo dball als ablpdl wliicll o aslg cusg Lo dcloll elull
.ailoleod| Jubi o 6xaiuwo

In practice, unlike straightforward scenarios where inventory is purchased and sold in
the same period, businesses often sell products from inventory acquired in prior
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periods, and some current-period purchases may remain unsold. Therefore, costs
must be matched with the revenues from sales in the appropriate accounting period.

Ul 0 deug ggitall el gl s 6 ball alagyjlisudl yusce e vddaell aoll go
JB5 269 sl alpis o ade Jgondl @i sl ggjsall go wladio Ol pill gui Lo Wie ,o4iall
O wlenadl ublyl go YLl aglno iny lilg .dclo uc adlall 68l wljiuo yie)
. Lo | duuuw Locad | 6 i)
Additionally, period costs, which are expenses that do not clearly match revenues, are
recorded in the period they occur. Administrative expenses serve as a prime example

of period costs. Other expenditures related to future benefits, such as depreciation, are
systematically allocated over time according to the matching concept.

GO ablpll g0 paoe Gilali U LUl olsall Lag 6ia)l sl Jsud ol el ] @asusyl
uowasd alig 648l el L) JUo alioy &byl alsell pie law ¢asd LUl 61all
o9 cisgll jgp0) Laaio Jauiy «Julatwll Jio alibiuall Uil daleioll gpsll olaall
a8yUnall pgadol

STUDENTS-HUB.com


https://students-hub.com

EXAMPLE 7

The Matching of Inventory Costs with Revenues

Kahn Distribution Limited (KDL) purchases inventory items for resale. At the
beginning of 2009, Kahn had no inventory on hand. During 2009, Kahn had the
following transactions:

Inventory Purchases

First quarter 2,000 units at $40 per unit
Second quarter 1,500 units at $41 per unit
Third quarter 2,200 units at $43 per unit
Fourth quarter 1,900 units at $45 per unit
Total 7,600 units at a total cost of $321,600

KDL sold 5,600 units of inventory during the year at $50 per unit, and received
cash. KDL determines that there were 2,000 remaining units of inventory and
specifically identifies that 1,900 were those purchased in the fourth quarter and
100 were purchased in the third quarter. What are the revenue and expense
associated with these transactions during 2009 based on specific identification
of inventory items as sold or remaining in inventory?

-~ JIqull doo i

ole @ly Lo laey 6slcl ygjsnll polic clpiy Kahn Distribution Limited (KDL) asub ogaj
Wl wloleall g syo1,2009 ole Jus sl Jolido O Jgjio L§i Jb s yas o) .2009

(990 Jgaall oot

clvasg 8aogl Lay ol 1j1gs 50 jeuw plell Jus gygjsoldl go 6359 5,600 uy KDL a5 cuols
ol dsg e sandg ggjsod] (o dwdiio 6159 2000 Gls i KDL a5 i sand .ayasi Jlgol Lle

od Lo .Ul @l Lo glpb i 6359 1009 2ilyl gipl L6 lub ai Ul i o 6359 1900 i
polie) 33aall yaadl G ely 2009 ple Jus @lloleoll 0iay dawroll wloguanll wlslyl

Sugjaoll L6 o gl dclo Wil e ggjsall
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Sold B, 600 Units at $50/uni+ Qnd (eceived Cash
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Revenue = 5,600 # 50 = $23 0:000

Quer terl (D2
Co6s o [ (20004 Y0) +(1 500 *#/)*(2:/00*‘/3)]
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FIFO method Jloeiwlg Jgaou launlsi

. Quantity Cost per unit
Date Description (Units) $/unit Total Cost
st
1 9,3’;‘,,”” Opening Inventory 2,000 40 80,000
nd
2 9&‘;,”” Addition 1,500 41 61,500
rd
. ?&’?’:‘fter Addition 2,200 43 94,600
th
4 %‘ther Addition 1,900 45 85,500
- il Aveleble oy Sale | SRRy 321,600
7,600
- Goods Sold GIVEN _lago *+(231,800)
(5,600)
31°' Dec Closing inventory 2,000 89,800

FIFO Method? JlaeiwlLGoods sold JI 05 wjcl cars

cusg a5 Lle g 8359 5,600 Lo gpaall (o caclil Ul acladl il g olbeoll go
lag bl I dcladl ieoy FIFO = First In First Out ady3b SJgazdl go s (g o oycl
anJ gpsadl o cypiubl Lo Jgl (o 8r0gi0 SUI dwosdl Js eul gy JUodl slavg . Jol laew Jol
5,600-Quarter 1 -> 5,600-2,000= 3,600 .JIguJl wglloo ga o (sj 5,600 xoJ Juogy Lo
3,600- Quarter 2-> 3,600-1,500= 2,100 , Jo4u6 youn) dclall duosll cuog o Lud

2,100- Quarter 3-> 2,100- (2,200-100)= 0 , J.o5y Lud

o310l lo axduiol dcbAayl il cuadisly &l 6l as) oladialy gul culvd il cladiisl
6359 1900 Ll sl ladouns Lo Ul delfl 61iall L Lo glosg 6259 100 La @il

Josall pajlewl a5 el Uy lalies LI dcladl Usye ail Loy

Quarter 1 - (2,000*40)= 80,000
Quarter 2> (1,500* 41)= 61,500
Quarter 3-> (2,100*43)= 90,300

(**) usgl audgo o (sj 231,800 Uieo gllhy yae) 2o wijiall cgaso

STUDENTS-HUB.com


https://students-hub.com

UNDER LIFO METHOD : Last In First Out

. Quantity Cost per unit
Date Description (Units) $/unit Total Cost
st
: C‘l'g?:ter Opening Inventory 2,000 40 80,000
nd
2 ?S’;,,"er Addition 1500 41 61,500
rd
£ ?c‘l‘;,”er Addition 2,200 43 94,600
th
4 %‘ther Addition 1,900 45 85,500
- Condl Al abla far B | CUEAHtEEr 321,600
7,600
- Goods Sold GIVEN heo *%(241,600)
(5,600)
31°' Dec Closing inventory 2,000 80,000

LIFO Metod? JloeiwlGoods sold JI o5 wjcl cas

crsg Sps Lle g 16359 5,600 (o gpsall (o aclil QI dcbadl lail Joi oldneol! o

g bl JJI acladl ieoy LIFO= Last In First Out as)plbo SJganJl o cuws (g Jo bjel
and sl o cypubl o Jgl o 8r0gio Ul drosll s eul iy JUoll slayg .Jgi laew j51U
5,600-Quarter4 - 5,600- 1900= 3,700 .JIgulb wglloo g Lo (sj 5,600 22 Juogy bo

3,700- Quarter 3-> 3,700-2,200= 1,500 , Jo4u6 j01n) dcloll dpnsll cliog bo Ludd

1,500- Quarter 2-> 1,500-1,500= 0 , Jo4y Lud

béo Lo o duduiall dclbayl lajl cuauuislg aull 8 jiall sxod aladiadb eul cubs il adddsl
2,000 units o JUlg Jgll 50l

Josall pajlewl a5 el Uy lalies JUI dcladl Usye ail Loy

Quarter 4-> (1,900*45)= 85,500
Quarter 3> (2,200*43)= 94,600
Quarter 2> (1,500*41)= 61,500

(**) sl auogo Lo () 241,600 lieo gllny yoe) go wlpiall ggozo
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UNDER AVCO METHOD: Average Cost Method

. Quantity Cost per unit
Date Description (Units) $/unit Total Cost
st
: C‘l'g?:ter Opening Inventory 2,000 40 80,000
nd
2 ?6’23,,”” Addition 1,500 41 61,500
rd
. 95’;,,”” Addition 2,200 43 94,600
th
4 ?(;‘Z,,"er Addition 1,900 45 85,500
, Q1+Q2+Q3+Q4= | 321,600
-- Goods Available for Sale 7,600 7600 42.32 321,600
- Goods Sold GIVEN (oo 42.32 (236,992)
(5,600)
31°t Dec Closing inventory 2,000 84,608
In summary uodall
Method Description Goods Sold when Closing inventory
adynll cuongll prices are rising, when process are
relative to other rising, relative to
methods other methods
loaic dclodl gilayl aie ggjsodl gue|
ajleo ojlewlll gaiy ool claj)l
sl Gialy 21 Gl ajjlao
FIFO Costs of the earliest items purchased flow Lowest “(231,800)" Highest “89,900”
First In to cost of goods sold first
First Out | aalaj JI @i dlputol] Jodll poliell aylas
"Ugl dclwall gibayl
LIFO Costs of the most recent items purchased Highest “(241,600)" Lowest “80,000”
Last In flow to cost of goods sold first
First Out aalai I Goaii 8lpintuall poliel]l ¢iasl wydlsi
" Ul aclall 2ilayl
AVCO Averages total costs over total units Middle “(236,992)" Middle “84,608”
Weighted available
Average wlasgll Jlool &jléo wadil Jlos] buugio
Cost aolial
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4.2 ISSUES IN EXPENSE RECOGNITION

The following sections cover applications of the principles of expense recognition to

certain common situations.

oo deilb wblgo Lo alsailly wlpcll gslo albuni al plwsdl Jglivig

4.2:1 DOUBTFUL ACCOUNTS

When a company sells products or services on credit, it faces the risk of customer
defaults, which are unknown at the time of sale. One method for recognizing credit
losses is the direct write-off method, which records losses only after a default occurs;
however, this method often does not comply with generally accepted accounting
principles (GAAP). According to the matching principle, when revenue is recognized,
companies must estimate the uncollectible portion of that revenue based on historical
experience. These estimates can be calculated as a proportion of total sales, total
receivables, or overdue receivables. The estimated uncollectible amounts are recorded
as an expense on the income statement, rather than directly reducing revenues.

1ol gag whuul ge cllaell i pas dslgi ailo  glaill wloas gf wladio &5l eui baic
g bl cadouidl dsy b (o gleill jilusy wljicll gib saol .eull cubg 6 wgjeo juc
sl go pis o adypall 03e gl s eog tluul ge wladl Ggas a2y heo Jlusdl Jauw
wlyicll iy losic ,&6)Unoll bawn) laogg (GAAP). logac dguaall duwloall sololl go Golgis U
)l pwlwi Gle alslpyl elli go Juooil Blall e cjall pasi albpidl ole asy @byl
ol volaatwoll Jlos| g alenall Jlao] go duuis alyasil 0e olus gaoy sy Wl

Wy sl gl o alsais Juasdll ablall e 6adall ol Jiaawd ol 05 lod] laaiuall

Po Jauty Clolpyl pAusss g

4.2.21 WARRANTIES

Companies often provide warranties for their products, necessitating an estimation of
future expenses for repairs or replacements. While it may seem feasible to record
expenses only when warranties are actually claimed, doing so would violate the
matching principle in accounting. These principal mandates that companies estimate
warranty-related expenses at the time of sale to align them with the corresponding
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revenue. Consequently, companies must recognize an estimated warranty expense
immediately upon sale and adjust this estimation based on actual warranty claims
throughout the warranty period.

9l ob ol ddiuwoll olaaill Pasi oiuy loo ajlaiia) alilaws ol pasi b Wie
oo e aliluall alowll sic s alaaill Jumud goooll go gy 26 ail acjg .lluiwl
183 abpidl e buall 1o gy awwlball Lo aalaoll buo claiy gf aild go el plall
e g . JWog .ablaall ablydl go laloslgal gl casg 6 glaualy asleioll lasill
Ol oWlbw e ely pasill s Jiaeig gull jgo 8jasall glaudll wlbsly wlpell ¢lbuill
Jlousll 6416 Jlgh aulesll

4.2.3| DEPRECIATION AND AMORTIZATION

Companies incur costs for long-lived assets, which are expected to deliver economic
benefits for more than one year. These assets include land (real estate), machinery,
equipment, and intangible assets lacking physical substance, such as trademarks.
Generally, the costs associated with long-lived assets are allocated over their useful
lives, except for land and intangible assets with indefinite useful lives, whose costs are
not allocated over time.

G0 J51 45Lnisl Ailgs Gasd gl gdgiall go JUlg .Joll dhgb Jaoll adlas albuidl Joadig
U dwgolall e Jowollg  wlaeollg . willlg (wljleell) Lol Jgwll 0ds Jouig .aolg ple
dbuijoll ceylall yowasd aly ple Jouwiug .dybdl alolell Jio (sl pogadl JI jéioj
sl als dwgololl e Jaollg Lol cliliwl oWl bjoc sao Lo paell digb Jguwoll
b9l ygpo 2o wodlai yownsd aiy U JUlg naoodl pe oWl
Depreciation is a systematic process of allocating the costs of long-lived assets
across the expected period of economic benefit. This term generally applies to physical
long-lived assets, such as plant and equipment, while land is excluded from
depreciation. Conversely, "amortization" refers to similar practices applied to
intangible long-lived assets with a finite useful life, such as acquired mailing lists,

patents, or copyrights. Additionally, amortization is used for the systematic allocation
of premiums or discounts in fixed-income securities over their lifespan.
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U0 dedgiall 658l e Joll digb Jaoll sl jowosd doaio ddoc go Jlalwll
2ilaall Jio yoell dlgh &sloll Jgoll Jle logac alluaall 1he Guaiyg .asuaisyl deaioll
albouow i lls go gusell Jleg . dlaiwdl go @IJDI Sledwl oy (o O alaeallg
roell aly Jodl digb dawgolall pe Jaoil Ll adulnj aiy diloo <lwjloo JI "Jdaiwdl
s Jl aslolly gl Ggas ol gl olely 9l duwuisandl i @ilgs Jio gaoall oWl
Jsall ols adlall glygdl Lo wloguaadl gl blusil (aaioll gowasill Silaiwl plasiwl i
ool byoc g0 e cuyll
IFRS permits two models for valuing property, plant, and equipment: the cost model
and the revaluation model. The cost model involves systematically allocating the
depreciable amount (cost minus residual value) over the asset's useful life, reporting it
at cost less accumulated depreciation. In contrast, the revaluation model reflects the
asset's fair value, which is not allowed under US GAAP. Additionally, significant
distinctions exist between IFRS and US GAAP: IFRS mandates separate depreciation
for each component of an asset, while US GAAP does not, and IFRS requires an annual
review of the asset's residual value and useful life, a requirement not explicitly stated
in US GAAP.
:alrenllg alidollg alaliond] ausd (uo3god adlall yyladl slacy adgall jleoll o
el eliall aaioll gauasdl dalall 23gai sl ausil 6slc] pigoig dalall p3gal
dic g¢yllg Jiol) oWl ol a0 Lo (dbiiall dogdll laio g o aalail) ¢Juaiwl
WJoll @slell dassll puaill 6slel pigoi yuae) (ilaall Lo .o5liall dilaiwil kosl aalail
ag ! Juleall gy 65 G940 2267 ells JI aslbdl US GAAP wisgos ) pgauuo Jic ol gag
“Laiw! adladl yjeil slacy adgal leall yo ol cus :US GAAPg dlladl el slocy
aWgal juleoll cllniig s US GAAP yojai U guo 9 1Jaodl wligho go ggho JaJ osio
He lnio gag . >WU jaellg Juwoll d&diiall dowel dgiw deslpo adladl yyladl slacy
.US GAAP L,o<:l:>|yuc> adec yoqaio
The method for computing depreciation should mirror the trajectory of economic
benefits expected from an asset. While IFRS does not dictate a specific depreciation
method, it acknowledges several common approaches, including the straight-line

method, diminishing balance method (accelerated depreciation), and units of
production method, which adjusts depreciation based on production or usage levels.
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The straight-line method of depreciation distributes the cost of long-lived assets,
minus their estimated residual value, evenly over their estimated useful life. This
method's name comes from the resulting straight line graph representation of annual
depreciation expenses. It involves significant estimates: the asset's useful life and its
residual (or salvage) value, which under IFRS is the expected selling price at the end
of its useful life. An example demonstrates varying annual depreciation expenses
based on different estimates of useful life and residual value, highlighting their
sensitivity in depreciation calculations.

Cost — Salvage (Residual) Value

- L' M =
Straight Line Method Estimated Useful Life

EXAMPLE: A company buys a computer for its employees, the cost of the computer is
$2,000, Useful Life is 4 Years, and the estimated residual value is $200.

Using SLM Formula

$2,000 — $200 _ $1,800
4 Years " 4Years

Annual Depreciation Expense = = $450/year

Alternatives to the straight-line method of depreciation are referred to as accelerated
methods, which speed up the timing of depreciation by allocating a larger share of the
asset's cost to its initial years of usage. Such methods are particularly suitable for
assets that are anticipated to be utilized more intensively in their earlier years, such
as automobiles. A widely employed accelerated approach is the diminishing balance
method, also known as the declining balance method, which is exemplified in Example
10.

Cubg @) Jle Joei JUlg acjludall §1lb sl diaiwdl aéypal Jilswl LO_}_Q_J
030 pieig .aWgll aolxdiwl algiud Juoll aalsi (o psl oo gowsss JUs (o ¢ laiwl
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lajlglw o wibo Jauiy lawlhaiwl gdgiodl go U Jewoll yobd Jauwiy duwlio aylwll
wuoslitall ao Pl @b ga guwlg Glai Jle paaiwall gjludall gadl .oljlul Jio . Jodll
10 JUadl 6 laowsgi o5 JUlg iyasliodl swo i dd)pb awl Lyl avgyeallg
Example 10) Assume the cost of computer equipment is $11,000, the estimated residual
(salvage) value is $1,000, and the estimated useful life is 5 years. Using the diminishing
(declining) balance method with a 200% acceleration factor (double-declining balance),
prepare a year-by-year depreciation schedule showing how to calculate the
depreciation expense, accumulated depreciation, and book value each year. (Stop
taking depreciation once the book value reaches the salvage value; adjust the final
year if necessary.)
@ 6)280ll (auslaiyl) ausuioll dousllg jUgos 11000 @ Houosll ulaeo dalss gl yoiel (10 JUo
eJlu Joley yosliodl spol ddypb pladiwl .algiw 3 ga jadall oWyl joellg yUgs 1000
Wgpoo wlus &aws ab g sow Jual Jgas slack a6 /(zgsjoll yosliall suoyl) %200
Jauog spaoy Jllaiwdl a5l e wsgil) ple J5 4ol doudllg psljiall diadlg Jusyl
(3000 o 131 ayilail Gl Jyaeig ssdiiall dosall Ul a6l doyal

Book Value at
the beginning

Depreciation Depreciation = Accumulated Book value at the end of

of the year. Rate Expense Depreciation the year
o)l o)l Jaeo & juow dJiaiwdl wlaj o aoall dossll
il &)lhy 5 Juaiowl Juaiwdl o5l yiall A |
Year 1 $11,000 40% > $4,400 $4,400 $11,000- $4,400 = $6,600
$11,000*40%
Year 2 $6,600 40% > $2,640 $7,040 $6,600- $2,640= $3,960
$6,660*40% Or
$11,000- $7,040= $3,960
Year 3 $3,960 40% > $1,584 $8,624 $3,960-%$1,584= $2,376
$3,960*40%
Year 4 $2,376 40% > $950.4 $9,574.4 $2,376- $950.4= $1,425.6
$2,376*40%
Year 5 $1,425.6 40% > $570.24 $10,144.64 $1,425.6- $570.24=
$1,425.6*40% $855.36

byl &oudll ge Jo7 auolsl dul @lad o aisa)l dadll Wil Jgiso ue el g
350 Lo ggau laule Jaeig deylyl diul @lai 6 &6l dawll 35U il Lo wglihalls ($1,000)
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e asall el 2= $425.6 wil ol $1,425.6-2=$1,000 (ieos sl Jlicyl e %40
- WS jut ol sl

Year 5 $1,425.6

Adjusted | $1,425-? =$1,000
aej $425.6

Under accelerated depreciation methods, businesses recognize a higher depreciation
expense in the initial years compared to the straight-line method. This leads to
increased expenses and reduced net income during these early years. Conversely, in
the later years, the situation reverses as the depreciation expense from accelerated
methods becomes lower than that from straight-line depreciation. This approach is
often considered a conservative accounting choice since it reflects lower net income in
the asset's early usage period.

Sl wlgiudl Lo dlatwll aléguao glaj)l wlbpidl &jaigyluiall Juaiwdl Gpo Jbb Lo
03 JUs Sl Lol yoledilg aldaill 65bj J] 130 $s49 - pudiuall Insdl ad)ylny djjléo
aund cus 29l guasiy aesll algull Lo .l go guasll Jleg .opaall algiudl
iz b Wle sl dlaiwll albgpaon go Jbi dcjludoll cllwil go ilaiwll aloguoo
61500l plasiwll 8416 6 g5l Lolo yslasil yuse dill Uassio uwbwo jus aaill s
.Juwo U
For intangible assets that require amortization and have an identifiable useful life, the
amortization process follows the same principles as depreciation, differing only in
terminology. According to IFRS guidelines, if it is impossible to determine a pattern for
amortization over the asset's useful life, the straight-line method is mandated.
Typically, both IFRS and US GAAP dictate that amortizable intangible assets are written
off using the straight-line approach without accounting for residual value. In contrast,
goodwill and intangible assets classified with indefinite lives are not subjected to
amortization; rather, they undergo annual impairment testing. Should the market value

of an intangible asset or goodwill be significantly lower than its recorded value, it is
deemed impaired and the asset’s book value must be adjusted accordingly.

doc Ui 0T Jaoy oW Joc Walg duaiwll clladi Ul duwgodoll juc Jao U auudU
gl juleall alsliyl Wog .clbbdlouaall 0 oo litig Juaiwll 5ol yudi AUuaiwl
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4.3 ISSUES IN EXPENSE RECOGNITION

A company’s estimates regarding doubtful accounts and warranty expenses
significantly impact its reported net income. This influence extends to choices in
depreciation or amortization methods, asset useful life estimates, and residual value
assessments. Like revenue recognition policies, the expense recognition approach
reflects the company’s conservative stance; policies that defer expense recognition
are considered less conservative. Expense items often demand estimations,
complicating financial statement analyses especially when comparing different
companies.

S Jauiw glauddl uldeig laluasd 6 dgauiuodl Gl Glel Lowd a5 pidl wlyadi J§i
Hlaiwll of Guaiwll e lwi o whus Ul S Wl 1 aiayg .dic eloll lalss oo le
el olwlw go JbJl go Losg .ausuioll dousll wlopsig Jaoll oWl joell wlpyasdig
M Glwluud| jieig 1as pill holbodl wdgoll yuse) wléall wlcll aai glo  alsipdl
aeej JI G lowo  wlpadi aldell sgiy cllai lo Wie Uhasi Jsi wlaeill wljicll Jo§i
aalizall als il dijléo sic ol adladl bl aldsg

Analysts must scrutinize significant year-to-year changes in estimates, such as
uncollectible accounts or warranty expenses, to determine if they correlate with actual
business operations or represent possible manipulation of accounts to alter net
income. Variances in estimates between companies within the same industry may
indicate operational differences, such as varying customer creditworthiness or
differing equipment age.
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Crucial information regarding accounting policies and significant estimates can be
found in the financial statement notes and management discussion in annual reports.
Whenever possible, quantifying the monetary effects of differing expense recognition
methods enables clearer comparisons of historical performance or across multiple
companies. Even when direct monetary adjustments are impractical, understanding
the relative conservatism of accounting policies and estimates allows for qualitative
assessments of their impacts on reported expenses and financial metrics.
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NON-RECURRING ITEMS AND NON-
OPERATING ITEMS

To analyze a company's future earnings based on its income statements, it is essential
to distinguish between income and expense items from prior years that are likely to
persist and those that are less likely to continue. Notably, certain non-recurring items
must be disclosed separately in accordance with financial reporting standards. IFRS
and US GAAP both provide guidelines for presenting additional line items that enhance
the understanding of a company's financial performance, though there are differences
in practices. Under US GAAP, specific items such as discontinued operations and
extraordinary items must be reported separately from continuing operations, although
the extraordinary items category discontinued for fiscal periods post-December 15,
2015. Other items that may warrant separate reporting include unusual or infrequent
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items, accounting changes, and non-operating income, which require careful judgment
by the analyst.
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3.1 | DISCONTINUED OPERATIONS

When a company disposes of or plans to dispose of a component operation, it must
report this as a "discontinued" operation on its income statement, according to both
IFRS and US GAAP. The financial standards dictate that for a component to be
classified separately; it must be physically and operationally separable. Since
discontinued operations do not generate future earnings or cash flow, analysts can
exclude these when predicting future financial performance. For instance, Kraft
reported earnings and gains from discontinued operations of $1,045 million in 2008 and
$232 million in 2007, corresponding to the earnings from its Post Cereals business
prior to its split off, as detailed in Note 2 of its financial statements.

oyl ey ge gl lagle caay oo yalsill blnaj gl @igho dlac g0 d5ub yolad losic
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5.2 EXTRAORDINARY ITEMS

IFRS regulations explicitly prohibit the classification of any income or expense items
as “extraordinary.” Notably, for reporting periods commencing after December 15, 2015,
US GAAP has also eliminated the concept of extraordinary items. Historically under US
GAAP, extraordinary items were defined as unusual in nature and infrequent in
occurrence. These items were distinctly presented on the income statement, allowing
readers to differentiate them from regular operating activities and understand that
their occurrence was not anticipated in the future. They were reported net of tax and
positioned below discontinued operations on the income statement. An example of
such an extraordinary item is illustrated in Exhibit 10.
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Exhibit 10 Extraordinary Gain on Debt Forgiveness

In its annual report, ForgeHouse, Inc. made the following disclosure describing an
extraordinary gain on debt forgiveness:

On September 30, 2009, the Company entered into a Debt Forgiveness Agreement with
Insurance Medical Group Limited (f/k/a After All Limited), Bryan Irving, and lan Morl,
pursuant to which $785,000 (plus accrued and unpaid interest and any penalties of
$80,141) of the Company’s outstanding obligations in favor of Arngrove Group Holdings
were forgiven and all $200,000 (plus accrued and unpaid interest and any penalties of
$23,418) of the Company’s outstanding obligations in favor of After All Group, Limited,
was forgiven. Gain on these two debt restructurings was a gross of $1,088,559 for the
year ended December 31, 2009. In December 2009, the Company entered into
agreements with two of its vendors to reduce the amounts owed to the vendors in
exchange for upfront payments. Gain on the restructure of amounts owed to the two
vendors was $244,041. These amounts are presented in the statement of operations
net of income taxes of $453,084 for a net extraordinary gain on debt restructuring of
$879,516.

0 k"S)Lc_gChJu_b.o iy sl JWI plosyl ForgeHouse, Inc. a5 cuwoad (sgludl oy )si o
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Under the updated accounting guidance, companies must apply judgment to classify
items as either unusual, infrequent, or both unusual and infrequent, simplifying the
previous and rarely used classification of extraordinary items, which required a time-
consuming assessment based on specific criteria.
lail e poliell wiunal paadl gulai ol uildl Jle sy dsowd! dwuw bl alblgdl cogoug
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3.3 UNUSUAL OR INFREQUENT ITEMS

IFRS standards necessitate the separate disclosure of material income or expense
items that significantly affect the understanding of an entity's financial performance,
particularly unusual or infrequent items. Under US GAAP, items that are material and
unusual or infrequent must also be presented separately as part of a company's
continuing operations for reporting periods starting after December 15, 2015. For
instance, restructuring charges related to plant closures and employee terminations
are categorized as ordinary activities. Similarly, gains and losses from the sale of
assets or business segments, when a company sells them for more or less than their
carrying value, are distinctly shown on the income statement. By highlighting the
unusual or infrequent nature of these items, analysts can better assess the likelihood
of their recurrence, fulfilling IFRS requirements for disclosing relevant information
regarding an entity's financial performance.

ol U3l sq ge Juadio Jauiu cboodl adladl pyladl slacy dadgall juleoll Juleo cllod

ol @nlell pe sgill g gusl Jlall chil pas Jle s Jauiv 1§ Ul @slall aloguaall
6)paiall e gf @oslell peq doanll uoliell rQJ_\_QJLLDJ| 2y US GAAP wisgaug .6)38i0] e
15 5oy i U il slbel alyio JUs aspid) 6 paiuall aldoell o cjas Juodio Jouin
clailg gilowll GUeb ddleioll dlauall 6slel pguwy ool aly JUadl Juw e 2015 jowwys
Joodl gy ge dxill Jlwdllg cuwlaall glo Jiolug .asle douidl Wl e (uabbgoll aaloas
aoils o pguog) jalai &yios]l ladossd o Jol gl 4isl asuidl e boaic \Jlacil alclas g
ool a0y guoliell oxal 655WI i aolell e deuldl Lle cquall b JU5 gog .JsaJl
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adlodl el slacy adgall wleall alllnio clagwlg ,Judol Jauu )lpsi adlais! ausdi
oWl Sl ebIl asleiall duall vl wlogleal! ye sl

5.4 CHANGES UN ACCOUNTING POLICIES

No Information Needed!

9.9 | NON-OPERATING ITEMS

Non-operating items are reported separately from operating income due to their
significance in evaluating an entity's financial performance. IFRS lacks a formal
definition of operating activities, leading companies reporting operating income to
adhere to general principles accepted as standard practice. In contrast, US GAAP
defines operating activities mainly as those involving the production and delivery of
goods and services, excluding investing or financing activities. For instance, non-
financial service companies report gains from investments in other entities as non-
operating income. Typically, this may comprise income from investments and
associated interest expenses, detailed in the financial statements' notes. For financial
service companies, interest income and expenses often are classified as operating
activities. The presentation of interest and dividends can differ between IFRS and US
GAAP, impacting their classification on cash flow statements. Moreover, investing and
financing activities may be disclosed on a net basis with specifics in explanatory notes,
as demonstrated by Groupe Danone’s 2009 financial statement showing net interest
expense. Understanding financing expenses is crucial for future performance
assessments, influenced by a company's capital structure and borrowing costs, and
the nature of investing income is pertinent for non-financial companies. Significant
financial income necessitates investigation into the purpose of such investments,
whether for strategic advantages or merely for generating additional income through
cash management strategies.

ebll puss o ool I Qe ddll Jsu)l ge Juasio Jauby alsedidl e soill ge gl i
US &yei ileall o .auuls awjlans dgdoll dolell solall pliilll JI el alss

/aloaddlg gludl aduig Uil e sgbodd Ul el laily E,UJLUJT Jauiw adse il ddouinl GAAP
€WLUL aladl e aloaddl albp pgéi Jladl Juw Jle . Jygodl 9l ylodiw U dowiil ¢ Uil
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cls Jouiny o asleg L,lu.;wwlb) lojlicl ol wlils 0 Uljlodiw Ul go cuwlball ge
U alodl ol albs o 6 dundoll ey doyijoll 8xilell wléeig wljlaiiwll go J5JI
- dulie il doudil Wil e ailgall aloguaong wlslyl Qo oy lo WLe  awladl cloasdl euls il
Goall Wlly o aruai Lle Jg) lao . US GAAPg IFRS g 2Ujlllg 6xlall yoyc alisg 15

&0 oo wlwi Jle Jugodlg jlodiwd! ddouiil e ecbaodl yhay s Cle dgle . sadbill
12009 ple) gygils dcgonal Jadl gl go audly los i dnws gl albslall (o Juolas
eIl wlowsl duoail gJLfI_poi Jgadl wléoi pas ey .63 Gloguan Lo o9

al Jladiwdl 55 deub gl las \goljisill wdlaig asuidl Jo gwiy Jaway Plug aulidiwall
Olladiwdl 0de o yoyLll o Grasdl juadl Jladl JoaJl cdbalyg .adladl pe albpidl duo
A8l )] wlowluw! JUs go Golsl J55 slgi syanl gl dusilyiwl Yljo Guasd elgw

I} EARNINGS PER SHARE

One key metric for equity investors is earnings per share (EPS), which is crucial for
calculating ratios like the price/earnings ratio. Both IFRS and US GAAP mandate the
presentation of EPS on the income statement for net profit or loss and profit or loss
from continuing operations. This section details the calculations for EPS and highlights
the differences between simple and complex capital structures.

awanlll @)U yol gag . (EPS)asuw JaJ plydl 9o pauwil s padiuod duuip! guylall sol

alall yladl slaed adgall juleall go Js uyoyay 2yl Jl jeudl duws Jio cuud! olusd

ol a2l U5l gl 6 pawl &gy ud e 8xodall allgll L6 logac @gusall duuwlball ssballg
Sblus Juoled puudll 130 yo e 6 pakuall alloell go 8wl of arplg asball 6jlusll
8x62allg dopudl Jadl pwly JsUs gy Gl Jle cgiall bluyg asud] o)

6.1 SIMPLE VS COMPLEX CAPITAL STRUCTURE

A company's capital consists of equity and debt, with certain types of equity holding
preference over others, and some debt instruments convertible into equity. Under
IFRS, the equity presented in earnings per share (EPS) is identified as ordinary shares,
which are subordinate to all other equity types. Ordinary shareholders, as the
company's owners, are paid last during liquidation and stand to gain the most when the
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company performs well. In the context of US GAAP, ordinary equity is termed common
stock or common shares, and the terms “ordinary shares,” “common stock,” and
“common shares” are used interchangeably throughout the discussion.

bue Lo pawil 6jus go digeo glgil Juadi go gglg pawlll go asuill Jlo gwly ggsl
oy aWladl il slacy gl wleodl wogag . aauwl JI Jugadl ablall (uall algsl yaeig
e1a2) 42U Log apnle pauwl Wil e (EPS) paudl pU)i 6 @&usgreall dialall 965 3aod
el sl as il (allo pojlicl guslell groslunall jgoi g65 aly .Ul dxalall Ggbo glgil
S0 alwowd! gisl lous aspidl el ggay boaic cuwlboll (o Jad psl gebssuwg dwanil
aslell pawil palieo pals iy djusivl el §go
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Complex < Convertible into Common Stock
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6.2 BASIC EPS

Basic EPS is the amount of income available to common shareholders divided by the
weighted average number of common shares outstanding over a period. The amount of
income available to common shareholders is the amount of net income remaining after
preferred dividends (if any) have been paid.

a4l bhuwgiall Lle loguuso gwolell (uaslual pliall Jsal jlado Lo duwlwdl pawl dsy)
2l 9o wslell (maslual) pliall Jsal glo gl .lo 8416 JUs doilall dolell pawil sasl
(@309 gl) @aaall Uyl 265 22y Lasall Loball J5l

Net Income — Preferred Dividends

Basic EPS =
aste Weighted Average Number of Shares Outstanding

EXAMPLE 1)

For the year ended 31 December 2009, Shopalot Company had net income of
$1,950,000. The company had 1,500,000 shares of common stock outstanding, no
preferred stock, and no convertible financial instruments. What is Shopalot’s basic
EPS?

2895 1,950,000 026 J55 6Lo Shopalot aspi <ués>,2009 pouwws 31 Lo dadioll ddl o
gl g auddo pmwi 229l Ug .dailall aslell pawll go aauw 1,500,000 asidl s g

¢ Shopalot) Lwlwil EPS g& bo . Jygoil auls allo

Solution: :J2Jl

Basic EPS = —2250.000 %0 _ $1.30/Sh
asic EPS = 1500000 Shares — »1-30/Share
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Example 2)

For the year ended 31 December 2009, Angler Products had net income of $2,500,000.
The company declared and paid $200,000 of dividends on preferred stock. The
company also had the following common stock share information:
038 J55 oo Angler Products aspds <1665 ,2009 prouwys 31 Lo dadioll dudl o
uilsg abasall pawll Ll jugs «ali 200 dous) byl caeosg as il cuilel jUgs 2,500,000
adWl aslell aauwll alogleo Loyl ¢lliod dspidl

Shares Outstanding on January 1¢t 2009
2009 ply 1 6 aoilal gauwl 1,000,000
Shares Issued on April 1t 2009
2009 Jupi 1 0 8joball paundl 200,000
Shares Repurchased (Treasury Shares) on October 1 2009
2009 pgisi 1,0 (ailjadl pawl) bl sleall pawdl (100,000)
Shares outstanding on 31 December 2009
2009 jouuy> 31 0 dglaiell gauw il 1,100,000

1 What is the company’s weighted average number of shares outstanding?
a5 il aoile)l asuw il sae) a o)l luugioll ga Lot
2 What is the company’s basic EPS?

Solution:

1) What is the company’s weighted Average number of shares?

lo \Weighted Average Number of Shares aajlal pawll s é_?}.oJI Iuwgiadl wlws Jc
610 659290 b gawll go dcgoso J5 gl 6ublo paeany 09dig pawll sac 35U oy
il il aaliso o)

Lo il 6paall
ol Lo @gludo aliall g5 ggai b dols dw Jsley o Jl Jgad pjd pauwl sac b

Sells Joei cusd

06 J5 o 659290l gauwdl sac 35U e
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(Jeu ) !l JUs d0ild ool 0ids laws cud) I 8ol cuusd e

12 + gog yaubl sac) x gawll sac Gpajaf o

Shares Outstanding on January 1% 2009
2009 ply 1 6 aoilall pauwll

12
1,000,000 = - 1,000,000

Shares Issued on April 1¢t 2009
2009 Jupi 1o 8)oLall pauwl

9
200,000 * — = 150,000
12

Shares Repurchased (Treasury Shares) on October 15t 2009
2009 pgisi 1o (ailjadl pawl) gl sleall pawdl

3
(100,000) *

1 = (25,000)

Weighted Average Shares outstanding on 31t December 2009
2009 pouuys 31 9 aailall pauwil aopall luugioll

1,125,000

2) What is the company’s Basic EPS?

$2,500,000 — $200,000
1,125,000

Basic EPS =

= $2.04/share

Example 3)

Assume the same facts as in Example 2 except that on 1 December 2009, a previously
declared 2 for 1 stock split took effect. Each shareholder of record receives two shares
in exchange for each current share that he or she owns. What is the company’s basic

EPS?

Geall pauwlll puudi 55,2009 pouws 16 al eliliwl 2 JUiall 6 los Gilaadl guai yo sl
Sas il Cwlwil EPS ga Lo .a4lay Jb

Shares Outstanding on January 1% 2009
2009 pWw 1 6 aaildll pauwdl

12
1,000,000 =* 17° 1,000,000

Shares Issued on April 15t 2009
2009 Jupi 1o 8)oLall pauwl

9
200,000 * — = 150,000
12

Shares Repurchased (Treasury Shares) on October 15t 2009
2009 pqisil o (@ljal aouwl) Lalub sleoll gauw il

3
(100,000) * — = (25,000)

Weighted Average Shares outstanding on 31t December 2009
a0l huwginl142009 pouwws 31 o doilall pauwil

2,250,000
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BASIC Eps = $2500000 ~$200,000
= T3.250,000 Shares __ t102/share

6.3 | DILUTED EPS

If a company has a simple capital structure without potentially dilutive financial
instruments, its basic earnings per share (EPS) is identical to its diluted EPS. However,
when potentially dilutive financial instruments are present, the diluted EPS may
diverge from the basic EPS. By definition, diluted EPS will always be equal to or less
than basic EPS. The text outlines the effects of three categories of potentially dilutive
financial instruments—convertible preferred shares, convertible debt, and employee
stock options—on diluted EPS. It concludes by addressing why not all potentially
dilutive financial instruments create a disparity between basic and diluted EPS.
duwlwl ol glo  dlaiswo daaso adlo wlgsl gy bbuuw QMTJ Jaus aspidl g g 1]
alo wligsl Jls ygai boaic .l 209 . aauull daasall syl aalao ggai (EPS) pauull
1y il a5y A lw Dl pauull Aoy go ling a8 dedsoll paudl duoyy Ylo dlaiso ddeso
g0 alis Gl alpl yall pusgs .owlwdl EPS go J8i gf hgluwo Loils ceasall EPS (gauw
aulall gguallg (Jugaill @blall dbadall paawill - deeso ggai gl Jainy LUl adlall clgsl
pAC cuw dx)leay pyoill pdisyg .daedsoll paudl dou) Llc - guelbgall roumui aljbsg  Jygaill
0650l dpwlwil pawdl dusyy gy WW @5 Gl dlodoall deesall allodl wlgsl gras 626

6:3:1| CONVERTIBLE PREFERRED STOCK OUTSTANDING

When a company issues convertible preferred stock, the diluted earnings per share
(EPS) are calculated using the if-converted method. This approach estimates the EPS
as if the convertible preferred shares had been converted into common stock at the
start of the reporting period. The conversion leads to two significant changes: first, the
convertible preferred securities would be replaced by additional common stock,
resulting in a higher weighted average number of shares outstanding compared to the
basic EPS calculation. Second, with the conversion, preferred dividends would no
longer be necessary, increasing the net income available to common shareholders
beyond that reflected in the basic EPS calculation.
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(EPS) 2olg)l paull @aasoll pUydl olus ab «Jgaill Al s laaw @il jusi boaic
dssoll pawll gl ol Las paud] doy) padih padl s pgés laligad ai 15] &aups plasdwl
N higadl >89 41380L Agouisall 5ia)l dly 6 aple paul J] laligai ai 15 Jgaill ablal
asls] &le pawl Jygodll ablall dladall allol §lygll Jlaiw! aiuw Lol :gtasn (e
20 WU .l pauu! dy) olusy @jlao @il pawdl sac lhawglo glaijl U] §28 Loo
Loy gwoled] (uoaluroll pliadl Jsal obs (o b Low (aygpus dlissall pUydl ased o) Jigad
ol pauu! asy) olus o guseiall s jolbd

] Net Income — Preferred Dividends
Diluted EPS =

Weighted Average Number of Shares Outstanding + Converted Preferred stocks
EXAMPLE 1)

A Diluted EPS Calculation Using the If- Converted Method for Preferred Stock For the year
ended 31 December 2009, Bright- Warm Utility Company had net income of $1,750,000. The
company had an average of 500,000 shares of common stock outstanding, 20,000 shares of
convertible preferred, and no other potentially dilutive securities. Each share of preferred
pays a dividend of $10 per share, and each is convertible into five shares of the company’s
common stock. Calculate the company’s basic and diluted EPS.

SHEZI What if converted method |

pasic Eps < $175000 = $200000
asic EPS = — 00000 Shares 0o 10/Share

What if converted?
=> Incremental Earnings
20,000 Shares * $10 /share > $200,000
New EACS = $1,750,000 (-$200,000 +$200,000) = $1,750,000
=> Incremental Number of shares
20,000 Shares * 5 Share = 100,000 New common Shares
New Number of common shares = 500,000 +100,000 = 600,000 Common shares

Diluted EPS = $1,750,000 $2.92/sh
tute = 600,000 Shares _ 2:9%/share
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6.3.21 CONVERTIBLE DEBT OUTSTANDING

When a company has convertible debt outstanding, the diluted EPS calculation also
uses the if- converted method. Diluted EPS is calculated as if the convertible debt had
been converted at the beginning of the period. If the convertible debt had been
converted, the debt securities would no longer be outstanding; instead, additional
shares of common stock would be outstanding. Also, if such a conversion had taken
place, the company would not have paid interest on the convertible debt, so the net
income available to common shareholders would increase by the after- tax amount of
interest expense on the debt converted.

byl @aas0l paudl dusyy olus padduwy (Jigadll auls ddsduo Jgus sl s ggay osic
ai 26 Jugaill )l (uall gl gJ Lad daasall gaudl dusyy ol ol if-converted. s b

22 @820 983 o owall Gl ulo g2l Jlal guall Jiga a3 o) 6xiall &l o aliga
s Jl @aslbylg asaiuo dslell gawdl o asls] gawl Alis ggaiw U3 go Uug 1ol
LoLo glo JWlg igaill Jlal (pall Lo 6a5lo @05 o aspid] glo \Jigadll 13 Jio ¢ias 13]
WAl Gle awpall sey 8:5la)l wgpow glio jlados wj wgw gusledl groslbuol pladl J5J1
.Jg=all

) Net Income + After tax interest on convetrible debt — Dividends
Diluted EPS =

Weighted Average number of shares + Converted debt into shares
EXAMPLE

Oppnox Company reported net income of $750,000 for the year ended 31
December 2009. The company had a weighted average of 690,000 shares of common
stock outstanding. In addition, the company has only one potentially dilutive security:
$50,000 of 6 percent convertible bonds, convertible into a total of 10,000 shares.
Assuming a tax rate of 30 percent, calculate Oppnox’s basic and diluted EPS.
Jouws 31 0 dadial] duul) E,f:,!_poi_JJJg) 750,000 0j26 J35 oLo gc Oppnox aspui culel
oo YL anilall dslell pauwwll go pauw 690.000 036 popo huwgio a5l s gl .2009
able)l Olaiwd]l go JUgs )i 50 18019 dlainn daaso adlo @8)g sguw asuidl cllios U el I
30 0ja6 dwpsd Jao ysblpol oauw U110 Jlool JI laligad gsoy JUlg %6 duudy Jygadl)
Oppnox.as il daaosollg duwlwll aswd! a4y sl ailaly
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Exhibit 13 \ What if converted method

Basic EPS = D i ek $1.09/Sh
SIS S T s U

What If converted?
= Incremental Earnings
$50,000 * 0.06 = $3,000
After tax interest of convertible debt - $3,000 * (1-0.3) = $2,100

=» Incremental number of shares
Bonds converted into 10,000 shares

Therefore, 690,000 Shares + 10,000 shares = 700,000 Shares

$750,000 + $2,100 — $0 _ $752,100
690,000 + 10,000 700,000 Shares

Diluted EPS = = $1.07 /Share

6.3.3| CONVERTIBLE STOCK OPTIONS, WARRANTS
OUTSTANDING

When a company has outstanding stock options, warrants, or similar financial
instruments, diluted earnings per share (EPS) is calculated as if these instruments
were exercised. The company then assumes it would use the proceeds to
repurchase as many shares of common stock as possible at the average market
price during the period. Consequently, the weighted average number of shares
outstanding for diluted EPS is increased by the shares that would be issued upon
exercise, minus the shares that could have been repurchased with the proceeds.
This methodology, known as the treasury stock method under US GAAP, is also
applicable under IFRS, albeit without a specific nomenclature.

Jluo ol «dliloo adlo algsi gl alilous gi dglaio rom.wi aljus aspidl g ggay boadc
lail cls ey a5pidl yoiaig .@lgsll 0is dwjlan oi gJ las (EPS) aauudl daasall plyll
Goudl yeuy aslell pauwdl gawl go gaow sac psl elpb dsled wlajled] pasiuwiw
pauull 2yl &oila)l das pall paawdl sac lauwgio 85Uj ol . JWUg 6318l JUs buwgioll
a0 g LUl pauwdl laio bogpboo el sic bjluol giuw Ul pauwll jladsoy deosoll
wogoy &ljadl ggjso adypb awl dogrenll dusaioll 0 .wlxlell ajlpb ésle| (ool
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wleoll wsgos byl Gubbill auls 8aadiall csllgll L,obog.m_c dJgudoll dwwlbwadl (5ol
053000 Wl ggu s g Ylg adladl yyladl slacy adgall

For the calculation of diluted EPS using this method, the assumed exercise of these
financial instruments would have the following effects:

e« The company is assumed to receive cash upon exercise and, in exchange, to
issue shares.
e« The company is assumed to use the cash proceeds to repurchase shares at the
weighted average market price during the period.
o yiaodl dwjloall gbo .ad all 0is pladiwl dddsoll gauw! duoyy wluad duwdy
AWl ol b ggsuww adlall Glgsl oial
Loauwi jauai Julaoll 99 [l liu duwjloo e i aspidl el gl yosian)l gog e
Goudl yeuy aauwll elpd sl ol wlxilell a5 uill paddwd gl yoicoll Jog e
6410)1 JWs anyall buwgiall
In the context of diluted earnings per share (EPS) calculation, the number of shares
outstanding is affected by the issuance of incremental shares. This increase is
determined by the difference between shares issued to holders and those assumed
to be repurchased by the company. To calculate diluted EPS, the incremental
shares are weighted according to how long the financial instruments were
outstanding during the financial year. If these instruments were issued before the
year began, the weighted average of outstanding shares increases directly by the
incremental shares. However, if they were issued during the year, the incremental
shares are instead weighted by the proportion of the year they were outstanding.
The assumed exercise of these financial instruments would not affect net income.
For calculating EPS, therefore, no change is made to the numerator. The formula to

calculate diluted EPS using the treasury stock method (same method as used
under IFRS but not named) for options is:

ool p.ﬁx.uuiJlng dwoilal pauw il sac Pl (EPS)p.m.u.LU aocasall el,leJl Sl Gluw o
aei i ys ey Ul cllig lawolad 6psboll gauwdl gu Grall JUs go 65Ul 03a asd alig
el8y 820) Laog axsloll pauwill puoy ol 88630l pawdl o) Qluad gl a5 pidl
alo olell dyly Jus @lgsdl ois jlusl ai 13] .aWlal] dul JUs dajls aulall wlgsl

lojluo] ai 13 3 eog .auobs Ul pawdl 6pilo sbj) daila)l pauwil aopall buwgioll

W9 oo dsaiuwo cils Ul dud] dui ooyl peawdl auop cls go Uy od olell JUs
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elppl iy J.EPS wluwsd el . Jsall olo Jle adladl wlgsll oda) dudjiaodl duwjlool] jigi
ailjadl ygjoo ddypb pladiwl ddoesall aaudl diny) uhmmobuwlblcym@
(laiowd aiy o) galg adladl pyladl slact dadgall juleol!l (ogoy doadiwall dd)pall udi)
@ wljladl

Diluted EPS
Net Income — Preferred Dividends

- Weighted Average Number of Shares Outstanding + (New shares that would have been issued
at option exercise — shares that would could have been purchased with cash received upon
Exercise) * (Proportion of year during which the financial instruments were outstanding)

EXAMPLE) Hihotech Company reported net income of $2.3 million for the year ended
30 June 2009 and had a weighted average of 800,000 common shares outstanding. At
the beginning of the fiscal year, the company has outstanding 30,000 options with an
exercise price of $35. No other potentially dilutive financial instruments are
outstanding. Over the fiscal year, the company's market price has averaged $55 per
share. Calculate the company’s basic and diluted EPS.

Jbg 2009 guigy 30 0 daiiol diul Jgulo 2.35 0Jab 5> OLo yc Hihotech a5 culcl
Jus @i 30 as il s g o] ] dylay 0 036 $ole pauw 800000 a0l labbuwgio
ol dd! Jlao e .dails gyl dasso dllo wilgsi k_.si 259i Ug 1jugs 35 ol yeuw Jglalo
aaos0llg dwwlwll paudl dsy) cuwol . aauul) 1yUg5 55 Gguull O A5 pill yow bhuwgio @b

I What if converted method |
Basic EPS = $2,300,000 — $0 §2.88/Sh
asic EPS = 800,000 Shares — *>-88/3hare
=> Incremental Earnings - $0
=> Incremental number of new shares
30,000 * $35 = $1,050,000
51,050,000 19,090.90 sh =19,091T h
$55/share =19, .90 shares = 19, reasury shares
—>30,000 shares - 19,091 Treasury shares = 10,909 outstanding shares
_ $2,300,000 — $0 $2,300,000
Diluted EPS = = $2.84/Share

800,000 + 10,909 - 810,909 Shares
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6:3:4| OTHER ISSUES WITH DILUTED EPS

It is possible that some potentially convertible securities could be antidilutive (i.e., their
inclusion in the computation would result in an EPS higher than the company’s basic
EPS). Under IFRS and US GAAP, antidilutive securities are not included in the
calculation of diluted EPS. Diluted EPS should reflect the maximum potential dilution
from conversion or exercise of potentially dilutive financial instruments. Diluted EPS
will always be less than or equal to basic EPS. Example 19 provides an illustration of
an antidilutive security.
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EXAMPLE)

For the year ended 31 December 2009, Dim- Cool Utility Company had net income of
$1,750,000. The company had an average of 500,000 shares of common stock
outstanding, 20,000 shares of convertible preferred, and no other potentially dilutive
securities. Each share of preferred pays a dividend of $10 per share, and each is
convertible into three shares of the company’s common stock. What was the
company'’s basic and diluted EPS?

DGILINIA What if converted method

pasic pps  $175000 ~$200000
asic EPS = — 00000 Shares 0o 10/Share

What if converted?
= Incremental Earnings

20,000 Shares * $10 /share - $200,000
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New EACS = $1,750,000 (-$200,000 +$200,000) = $1,750,000
=>» Incremental Number of shares
20,000 Shares * 3 Share = 60,000 New common Shares

New Number of common shares = 500,000 +60,000 = 560,000 Common shares

Diluted EPS = $1,750000 _ $3.13/sh
rute = 560,000 Shares _ >:13/share

We noticed that Diluted EPS > Basic EPS = $3.13 > $3.10, Securities are anti-dilutive
and, therefore, not included. Reported diluted EPS =$3.10 not $3.13.
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