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Preface  

How to Use This Book: From the Authors to the 

Students  

If we  have done our job properly during the creation of this textbook, it will be like no other educational 

material that you have ever experienced. We literally set out to rethink the nature, structure, and purpose 

of college textbooks. Every feature that you find here was designed to enhance student learning. We want 

this material to be presented in a manner that is both in novative and effective. 

 

The two of us have taught in college for over sixty years. Year in and year out, financial accounting has 

always seemed to us to be both interesting and relevant to everyday life. We believe it is knowledge well 

worth acquiring. Fr om the day we started this project, we hoped to share our enthusiasm with you, to 

develop a book that you will find to be both readable and worth reading. 

 

Historically, textbooks have been presented as dry monologues, a one-way conversation that often seems 

to talk to the teacher more than to the student. ñBoringò and ñconfusingò should never be synonymous 

with any aspect of education. Instead, we seek to promote an active dialogue. Authors, teachers, and 

students should work together to create an environment where education flourishes. We want you, the 

student, to understand the nature of our endeavor. After all, the only reason that this book exists is to aid 

you in learning financial accounting. If you do not read the chapters because you find them boring or if 

you do not understand the material that is included, no one benefits. We will have wasted our time. 

 

We view this textbook as a guide. In constructing these seventeen chapters, we have worked to guide you 

on a voyage through the world of business and financial reporting. We want to help you attain a usable 

knowledge of the principles of financial accounting as well as an appreciation for its importance and logic. 

By learning its theory, presentation, and procedures, individuals become capable of using financial 

accounting to make prudent business decisions. That is an important goal regardless of the direction of 

your career. We have relied on our experience as teachers to highlight the aspects of this material that 

make it interesting, logical, and relevant. 
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Talk, though, is cheap. Saying that this book is different and interesting does not make it so. Be a wise 

consumer. When someone tries to sell you something, force them to back up their claims. 

 

So How Does This Book Work? What Makes It Special?  

1. Every chapter is introduced with a short video in which one of the authors provides an overview of the 

material and a discussion of its importance. Thus, students are never forced to begin reading blindly, 

struggling to put new subjects into an understandable context. Even before the first written word, each 

chapter is explained through the opening video. Simply put, this introduction makes the subject matter 

more understandable and your reading more interesting and efficient. We attempt to remove the mystery 

from every aspect of financial accounting because we want you to be an effective learner. 

2.  This textbook is written entirely in a question -and-answer format. The Socratic method has been used 

successfully for thousands of years to help students develop critical thinking skills. We do that here on 

every page of every chapter. A question is posed and the answer is explained. Then, the next logical 

question is put forth to lead you through the material in a carefully constructed sequential pattern. Topics 

are presented and analyzed as through a conversation. This format breaks each chapter down into easy-

to-understand components. A chapter is not thirty pages of seemingly unending material. Instead, it is 

twenty to forty questions and answers that put the inf ormation into manageable segments with each new 

question logically following the previous one.  

3.  All college textbooks present challenging material. However, that is no excuse for allowing readers to 

become lost. Educational materials should be designed to enhance learning and not befuddle students. At 

key points throughout each chapter, we have placed embedded multiple-choice questions along with our 

own carefully constructed answers. These questions allow you to pause at regular intervals to verify that 

you understand the material that has been covered. Immediate feedback is always a key ingredient in 

successful learning. These questions and answers are strategically placed throughout every chapter to 

permit ongoing review and reinforcement of knowledge.  

4.  For a course such as financial accounting, each subject should relate in some manner to the real world of 

business. Therefore, every chapter includes a discussion with a successful investment analyst about the 

material that has been presented. This expert provides an honest and open assessment of financial 

accounting straight from the daily world of high finance and serious business decisions. Every question, 
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every answer, every topic need to connect directly to the world we all face. Students should always be 

curious about the relevance of every aspect of a textbookôs coverage. We believe that it is helpful to 

consider this material from the perspective of a person already working in the business environment of 

the twenty-first century.  

5.  In many chapters, we also talk about the current evolution occurring in financial accounting as the United 

States moves from following U.S. rules (U.S. GAAP) to international standards (IFRS). The world is 

getting smaller as companies and their operations become more global. At the same time, technology 

makes the amount of available information from around the world almost beyond comprehension. 

Consequently, throughout this textbook, we interview one of the partners of a large international 

accounting firm about the impact of pos sibly changing financial accounting in this country so that all 

reporting abides by international accounting rules rather than solely U.S. standards.  

6.  Each chapter ends with a final video. However, instead of merely reviewing the material one last time in a 

repetitive fashion, we challenge you to select the five most important elements of each chapter. Some 

coverage is simply more important than others. That is a reasonable expectation. Part of a successful 

education is gaining the insight to make such evaluations. Then, we provide you with our own top five. 

The lists do not need to match; in fact, it is unlikely that they will be the same. That is not the purpose. 

This exercise should encourage you to weigh the significance of the material. What really makes a 

difference based on your understanding of financial accounting? In what areas should you focus your 

attention?  

 

Is This Book Unique?  

We truly believe so. We believe that it has an educationally creative structure that will promote your 

learning and make the educational process more effective and more interesting: 

¶ Opening videos for the chapters 

¶ Socratic method 

¶ Embedded multiple -choice questions 

¶ Discussions with both an investment analyst and an international accounting expert 

¶ Closing videos establishing top-five lists for each chapter 
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Every page of this book, every word in fact, has been created to encourage and enhance your 

understanding. We want you to benefit from our coverage, but just as importantly, we want you to enjoy 

the process. When presented correctly, learning can be fun and, we believe, should be. 

 

Please feel free to contact us if you have any suggestions for improvement. We would love to hear from 

you. 

 

Finally, this book is dedicated to our wives and our families. It is also dedicated to the thousands of 

wonderful teachers across the world who walk into countless college classrooms each day and make 

learning happen for their students. You make the world better.   
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Chapter 1 
Why Is Financial Accounting Important? 

 
1.1 Making Good Financial Decisions about an 

Organization 
LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. 5ŜŦƛƴŜ άŦƛƴŀƴŎƛŀƭ ŀŎŎƻǳƴǘƛƴƎΦέ 

2. Understand the connection between financial accounting and the communication of information. 

3. Explain the importance of learning to understand financial accounting. 

4. List decisions that an individual might make about an organization. 

5. Differentiate between financial accounting and managerial accounting. 

6. Provide reasons for individuals to be interested in the financial accounting information supplied by their 

employers. 

Question: This textbook professes to be an introduction  to financial  accounting.  A logical  place to begin 

such an exploration  is to ask the obvious question: What  is financial  accounting? 

  

Answer: In simplest terms,  financial  accounting  is the communication of information about a business 

or other type of organization (such as a charity or government) so that individuals can assess its financial 

health and prospects. Probably no single word is more relevant to financial accounting than 

ñinformation.ò Whether it is gathering financial information about a specific organization, putting that 

informa tion into a structure designed to enhance communication, or working to understand the 

information being conveyed, financial accounting is intertwined with information.  

 

In todayôs world, information is king. Financial accounting provides the rules and structure for the 

conveyance of financial information about businesses (and other organizations). At any point in time, 

some businesses are poised to prosper while others teeter on the verge of failure. Many people are 

seriously interested in evaluating the degree of success achieved by a particular organization as well as its 
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prospects for the future. They seek information. Financial accounting provides data that these individuals 

need and want. 

 

organization Ҧ reports information based on the principles of financial accounting Ҧ 
individual assesses financial health 

  

Question: Every  semester, most college students are enrolled  in  several courses as well  as participate  in  

numerous outside activities . All  of these compete for  the hours in  each personôs day . Why should a 

student invest valuable  time to learn  the principles  of financial  accounting?  Why should anyone be 

concerned with  the information  communicated  about an organization?  More concisely, what  makes 

finan cial  accounting  important?  

  

Answer: Many possible benefits can be gained from acquiring a strong knowledge of financial accounting 

and the means by which information is communicated about an organization. In this book, justification 

for the serious study that is required to master the subject matter is simple and straightforward: obtaining 

a working knowledge of financial accounting and its underlying principles enables a person to understand 

the information conveyed about an organization so that better decisions can be made. 

 

Around the world, millions of individuals make critical judgments each day about the businesses and 

other organizations they encounter. Developing the ability to analyze financial information and then using 

that knowledge to arrive at sound decisions can be critically important. Whether an organization is as 

gigantic as Wal-Mart or as tiny as a local convenience store, a person could have many, varied reasons for 

making an assessment. As just a single example, a recent college graduate looking at full -time 

employment opportunities might want to determine the probability that Company A will have a brighter 

economic future than Company B. Although such decisions can never be correct 100 percent of the time, 

knowledge of financial accounting and the information being communicated greatly increases the 

likelihood of success. As Kofi Annan, former secretary-general of the United Nations, has said, 

ñKnowledge is power. Information is liberating.ò 
[1]
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Thus, the ultimate purpose of this book is to provide students with a rich understanding of the rules and 

nuances of financial accounting so they can evaluate available information and then make good choices 

about those organizations. In the world of business, most successful individuals have developed this talent 

and are able to use it to achieve their investing and career objectives. 

  

Question: Knowledge of financial  accounting  assists individuals  in  making  informed  decisions about 

businesses and other organizations.  What  kinds of evaluations  are typically  made? For example, 

assume that  a former  studentðone who recently  graduated  from  collegeðhas been assigned the task of 

analyzing  financial  data  provided  by Company C. What  real -life  decisions could a person be facing  

where an understanding  of financial  accounting  is beneficial? 

  

Answer: The number of possible judgments that an individual might need to make about a business or 

other organization is close to unlimited. However, many decisions deal with current financial health and 

the prospects for future success. In making assessments of available data, a working knowledge of 

financial accounting is invaluable. The more in -depth the understanding is of those principles, the more 

likely the person will be able to use the available information to arrive at the best possible choice. 

Common examples include the following:  

 

¶ The college graduate might be employed by a bank to work in its corporate lending department. 

Company C is a local business that has applied to the bank for a large loan. The graduate has been asked 

by bank management to prepare an assessment of Company C to determine if it is likely to be financially 

healthy in the future so that it will be able to repay the money when due. A correct decision to lend the 

money eventually earns the bank profit because Company C (the debtor) will be required to pay an extra 

amount (known as interest ) on the money borrowed. Conversely, an incorrect analysis of the 

information could lead to a substant ial loss if the loan is granted and Company C is unable to fulfill its 

obligation. Bank officials must weigh the potential for profit against the risk of loss. That is a daily 

challenge in virtually all businesses. The former studentôs career with the bank might depend on the 

ability to analyze financial accounting data and then make appropriate choices about the actions to be 

taken. Should a loan be made to this company? 
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¶ The college graduate might hold a job as a credit analyst for a manufacturing company that sells its 

products to retail stores. Company C is a relatively new retailer that wants to buy goods (inventory) for its 

stores on credit from this manufacturer. The former student must judge whether it is wise to permit 

Company C to buy goods now but wait until later to remit the money. If payments are received on a timely 

basis, the manufacturer will have found a new outlet for its merchandise. Profits will likely increase. 

Unfortunately, another possibility also exists. Company C could make expensive purchases but then be 

unable to make payment, creating significant losses for the manufacturer. Should credit be extended to 

this company? 

¶ The college graduate might be employed by an investment firm that provides financial advice to its clients. 

The firm  is presently considering whether to recommend acquisition of the ownership shares of Company 

C as a good investment strategy. The former student has been assigned to gather and evaluate relevant 

financial information as a basis for this decision. If Compa ny C is poised to become stronger and more 

profitable, its ownership shares will likely rise in value over time, earning money for the firmôs clients. 

Conversely, if the prospects for Company C appear to be less bright, the value of these shares might be 

expected to drop (possibly precipitously) so that the investment firm should avoid suggesting the 

purchase of an ownership interest in Company C. Should shares of this company be recommended for 

acquisition? 

 

Success in lifeðespecially in businessðfrequentl y results from making appropriate decisions. Many 

economic choices, such as those described above, depend on the ability to understand and make use of the 

financial information that is produced and presented about an organization in accordance with the rul es 

and principles underlying financial accounting.  

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092614.html 

Question: A great  number  of possible decisions could be addressed in  connection with  an 

organization . Is an understanding  of financial  accounting  relevant  to all  business decisions? What  

about the following?  
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¶ Should a business buy a building  to serve as its new headquarters  or  rent  a facility  instead? 

¶ What  price should a data  processing company charge customers for  its services? 

¶ Should advertisements  to alert  the public  about a new product  be carried  on the Internet  or  on 

television? 

  

Answer: Organizational decisions such as these are extremely important for success. However, these 

examples are not made about the reporting organization. Rather, they are made within the organization in 

connection with some element of its operations. 

 

The general term ñaccountingò refers to the communication of financial information for decision-making 

purposes. Accounting is then further subdivided into (a) financial accounting and 

(b)  managerial   accounting . 
[2]

 Financial accounting is the subject explored in this textbook. It focuses 

on conveying relevant data (primarily to external parties) so that decisions can be made about an 

organization (such as Motorola or Starbucks) as a whole. Thus, questions such as the following all fall 

within the discussion of financial accounting:  

 

¶ Do we loan money to Company C? 

¶ Do we sell on credit to Company C? 

¶ Do we recommend that our clients buy the ownership shares of Company C? 

 

They relate to evaluating the financial health and prospects of Company C as a whole. 

 

Managerial accounting is the subject of other books and other courses. This second branch of accounting 

refers to the communication of information within an organization so that internal decisions (such as 

whether to buy or rent  a building) can be made in an appropriate manner. Individuals studying an 

organization as a whole have different goals than do internal parties making operational decisions. Thus, 

many unique characteristics have developed in connection with each of these two branches of accounting. 

Financial accounting and managerial accounting have evolved independently over the decades to address 

http://creativecommons.org/licenses/by-nc-sa/3.0/
http://www.saylor.org/books


Saylor URL: http://www.saylor.org/books  Saylor.org 
  11 

the specific needs of the users being served and the decisions being made. This textbook is designed to 

explain those attribu tes that are fundamental to attaining a usable understanding of financial accounting.  

 

It is not that one of these areas of accounting is better, more useful, or more important than the other. 

Financial accounting and managerial accounting have simply been created to achieve different objectives. 

They both do their jobs well; they just do not have the same jobs. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092571.html 

Question: Financial  accounting  refers to the conveyance of information  about an organization  as a 

whole and is most frequently  directed to assisting outside decision makers. Is there any reason for  a 

person who is employed by a company to care about the financial  accounting  data  reported  about that  

organization?  Why should an employee in  the marketing  or  personnel department  of Company C be 

interested in  the financial  informat ion that  it  distributes?  

  

Answer: As indicated, financial accounting is designed to portray the overall financial condition and 

prospects of an organization. Every employee should be quite interested in assessing that information to 

judge future employment prospects. A company that is doing well will possibly award larger pay raises or 

perhaps significant end-of-year cash bonuses. A financially healthy organization can afford to hire new 

employees, buy additional equipment, or pursue major new initiatives.  Conversely, when a company is 

struggling and prospects are dim, employees might anticipate layoffs, pay cuts, or reductions in resources. 

 

Thus, although financial accounting information is often directed to outside decision makers, employees 

should be vitally interested in the financial health of their own organization. No one wants to be clueless 

as to whether their employer is headed for prosperity or bankruptcy. In reality, employees are often the 

most avid readers of the financial accounting informati on distributed by their employers because the 

results can have such an immediate and direct impact on their jobs and, hence, their lives. 
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KEY TAKEAWAY 

Financial accounting encompasses the rules and procedures to convey financial 

information about an organization. Individuals who attain a proper level of knowledge of 

financial accounting can utilize this information to make decisions based on the 

ƻǊƎŀƴƛȊŀǘƛƻƴΩǎ ǇŜǊŎŜƛǾŜŘ ŦƛƴŀƴŎƛŀƭ ƘŜŀƭǘƘ ŀƴŘ ƻǳǘƭƻƻƪΦ {ǳŎƘ ŘŜŎƛǎƛƻƴǎ ƳƛƎƘǘ ƛƴŎƭǳŘŜ 

assessing employment potential, lending money, granting credit, and buying or selling 

ownership shares. However, financial accounting does not address issues that are purely 

of an internal nature, such as whether an organization should buy or lease equipment or 

the level of pay raises. Information to guide such internal decisions is generated 

according to managerial accounting rules and procedures that are introduced in other 

books and courses. Despite not being directed toward the inner workings of an 

organization, employees are interested in financial accounting because it helps them 

assess the future financial prospects of their employer. 

 

[1] See http://www.deepsky.com/~madmagic/kofi.html. 

[2] Tax accounting serves as another distinct branch of accounting. It is less focused on decision 

making and more on providing the information needed to comply with all government rules 

and regulations. Even in tax accounting, though, decision making is important as companies 

seek to take all possible legal actions to minimize tax payments. 
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1.2 Incorporation and the Trading of Capital Shares 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. 5ŜŦƛƴŜ άƛƴŎƻǊǇƻǊŀǘƛƻƴΦέ 

2. Explain the popularity of investing in the capital stock of a corporation. 

3. Discuss the necessity and purpose of a board of directors. 

4. List the potential benefits gained from acquiring capital stock. 

 

Question: Above, in  discussing the possible decisions that could be made about an organization,  

ownership  shares were mentioned. Occasionally,  on television, in  newspapers, or  on the Internet,  

mention  is made that  the shares of one company or  another  have gone up or  down  in  price during  that  

day because of trad ing  on one of the stock markets . Why does a person or  an organization  acquire 

ownership  shares of a business such as Capital  One or  Intel?  

  

Answer: In the United States, as well as in many other countries, owners of a business or other type of 

organization can apply to the state government to have it identified as an entity legally separate from its 

owners. This process is referred to as incorporation . Therefore, a corporation  is an organization that 

has been formally recognized by the government as a legal entity. A business that has not been 

incorporated is legally either a sole  proprietorship  (one owner) or a partnership  (more than one 

owner). 

 

As will be discussed in detail in Chapter 16 "In  a Set of Financial  Statements, What Information  Is 

Conveyed about Shareholdersô Equity?" , several advantages can be gained from incorporation. For one, a 

corporation has the ability to issue (sell) shares to obtain monetary resources and allow investors to 

become owners (also known as stockho lders  or shareholders ). The Walt Disney Company and 

General Electric, as just two examples, are corporations. They exist as legal entities completely distinct 

from the multitude of individuals and organizations that possess their ownership shares (also kno wn as 

equity or  capital  stock ). 
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Any investor who acquires one or more capital shares of a corporation is an owner and has rights that are 

specified by the state government or on the stock certificate. The number of shares and owners can be 

staggering. At the end of 2008, owners held over 2.3 billion shares of The Coca-Cola Company. Thus, 

possession of one share of The Coca-Cola Company at that time gave a person approximately a 

1/2,300,000,000th part of the ownership.  
[1]

 

 

If traded on a stock exchange, shares of the capital stock of a corporation continually go up and down in 

value based on myriad factors, including the perceived financial health and prospects of the organization. 

As an example, during trading on December 4, 2009, the price of an ownership share of Intel rose by 

$0.59 to $20.46, while a share of Capital One went up by $1.00 to $37.92. 

 

For countless individuals and groups around the world, the most popular method of investment is 

through the purchase and sell of these shares of corporate ownership. Although a number of other types of 

investment opportunities are available (such as the acquisition of gold or land), few evoke the level of 

interest of capital stock. 
[2]

 On the New  York  Stock  Exchange  alone, billions of shares are bought and 

sold every business day at a wide range of prices. As of December 4, 2009, an ownership share of Ford 

Motor Company was trading for $8.94, while a single share of Berkshire Hathaway sold for thousands of 

dollars. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092597.html 

 

Question: In  most cases, the owners of a small  corporation  should be able to operate the business 

effectively.  For example, one person might  hold one hundred  shares of capital  stock while  another  owns 

two  hundred.  Those two  individuals  must learn  to work  together to manage the business on a day-to-

day basis. Large  corporations  offer  a significantly  different  challenge. How  could millions  of investors 

possessing billions  of capital  shares of a single corporation  ever serve in  any reasonable capacity  as the 

ownership  of that  organization?  
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Answer: Obviously, a great many companies like The Coca-Cola Company have an enormous quantity of 

capital shares outstanding. Virtually none of these owners can expect to have any impact on the daily 

operations of the corporation. In a vast number of such businesses, stockholders simply vote to elect a 

representative group to oversee the company for them. This bodyðcalled the board  of   directors  
[3]
ðis 

made up of approximately ten to twenty -five knowledgeable individuals. As shown in Figure 1.1 "Company 

Operational  Structure" , the board of directors hires the members of management to run the company on a 

daily basis and then meets periodically (often quarterly) to review operating and financing results as well 

as to approve strategic policy initiatives. 

 

Figure  1.1 Company Operational Structure  

 

 

Occasionally, the original founders of a business (or their descendants) continue to hold enough shares to 

influence or actually control its operating and financial decisions. Or wealthy outside investors may 

acquire enough shares to gain this same level of power. Such owners have genuine authority within the 

corporation. Because these cases are less common, the specific financial accounting issues involved with 

this degree of ownership will be deferred until a later chapter. In most cases, the hierarchy of owners, 

board of directors, management, and employees remains intact. Thus, stockholders are usually quite 

removed from the operations of any large corporation.  
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Question:  The acquisition  of capital  shares is an extremely  popular  investment  strategy  across a wide 

range of the population.  A buyer  becomes one of the owners of the corporation.  Why spend money in  

this way  especially since very  few stockholders can ever hope to hold enough shares to participate  in  

managing  or  influencing  the operations? Ownership  shares sometimes cost small  amounts but can also 

require  hundreds if  not thousands of dollars . What  is the potential  benefit of buying  capital  stock issued 

by a business organization?  

  

Answer: Capital shares of thousands of corporations trade each day on markets around the world, such as 

the New York Stock Exchange or 

NASDAQ   (National  Association  of  Securities  Dealers   Automated  Quotation  Service) . One 

party is looking to sell shares whereas another is seeking shares to buy. Stock markets match up these 

buyers and sellers so that a mutually agreed-upon price can be negotiated. This bargaining process allows 

the ownership interest of all these companies to change hands with relative ease. 

 

When investors believe a company is financially healthy and its future is bright, they expect prosperity 

and growth. If that happens, the negotiated price for this companyôs capital stock should rise over time. 

Everyone attempts to anticipate such movements in order to buy the stock at a low price and sell it later at 

a higher one. Conversely, if predictions are not optimistic, then the share price is likely to drop and 

owners face the possibility of incurring losses in the value of their investments. Many factors affect the 

movement of stock prices such as the perceived quality of the management, historical trends in 

profitability, the viability of the industry in which it operates, and the health of the economy as a whole.  

 

Financial accounting information plays an invaluable role in this market process as millions of investors 

attempt each day to assess the financial condition and prospects of corporate organizations. Being able to 

understand and make use of reported financial data helps improve the investorôs knowledge of a company 

and, thus, the chance of making wise decisions that will generate profits from buying and selling capital 

shares. Ignorance can lead to poor decisions and much less lucrative outcomes. 
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In the United States, such investment gainsðif successfully generatedðare especially appealing to 

individuals if the shares are held for over twelve months before being sold. For income tax purposes, the 

difference between the buy and sale prices for such investments is referred to as a long -

term  capital  gain   or  loss . Under certain circumstances, significant tax reductions are allowed in 

connection with long -term capital gains. 
[4]

 Congress created this tax incentive to encourage investment so 

that businesses could more easily obtain money for growth purposes. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092598.html 

 

Question: Investors  acquire ownership  shares of selected corporations  hoping  that  the stock values will  

rise over time . This investment  strategy  is especially tempting  because net long-term  capital  gains are 

taxed at a relatively  low  rate . Is the possibility  for  appreciation  of stock prices the only  reason that  

investors choose to acquire capital  shares? 

  

Answer: Many corporationsðalthough certainly not all ðalso pay cash dividends  to their stockholders 

periodically. A dividend is a reward for being an owner of a business that is prospering. It  is not a required 

payment; it is a sharing of profits with the stockholders. As an example, for 2008, Duke Energy reported 

earning profits (net income) of $1.36 billion. During that same period, the corporation distributed a total 

cash dividend of approximately $1.14 billion to the owners of its capital stock. 
[5]

 

 

The board of directors determines whether to pay dividends. Some boards prefer to leave money within 

the business to stimulate future growth and additional profits. For example, Yahoo! Inc. repo rted profits 

(net income) for 2008 of over $424 million but paid no dividends to its owners.  

Not surprisingly, a variety of investing strategies abound. Some investors acquire ownership shares 

almost exclusively in hopes of benefiting from the potential for significant appreciation of stock prices. 

Another large segment of the investing public is more interested in the possibility of dividend payments. 
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Unless an owner has the chance to influence or control operations, only these two possible benefits can 

accrue: appreciation in the value of the stock price and cash dividends. 

  

Question: An investor  can put  money into  a savings account at a bank and earn a small  but relatively  

risk  free profit.  For example, $100 could be invested on January  1 and then be worth  $102 at the end of 

the year  because interest  is added. The extra  $2 means that  the investor  is earning  an annual  return  of 2 

percent ($2 increase/$100  investment) . How  is the annual  return  computed when the capital  stock of a 

corporation  is acquired? 

  

Answer: Capital stock investments are certainly not risk free. Profits can be high, but losses are also 

always a possibility. Assume that on January 1, Year One, an investor spends $100 for one ownership 

share of Company A and another $100 for a share of Company B. During the year, Company A distributes 

a dividend of $1.00 per share to its owners while Company B pays $5.00 per share. On December 31, the 

stock of Company A is selling on the stock market for $108 per share whereas the stock of Company B is 

selling for $91 per share. 

 

The investor now holds a total value of $109 as a result of the purchase of the share of Company A: the 

cash dividend of $1 and a share of stock worth $108. Total value has gone up $9 ($109 less $100) so that 

the annual return f or the year was 9 percent ($9 increase/$100 investment). 

 

The shares of Company B have not performed as well. Total value is now only $96: the cash dividend of $5 

plus one share of stock worth $91. That is a drop of $4 during the year ($96 less $100). The annual return 

on this investment is a negative 4 percent ($4 decrease/$100 investment). 

 

Clearly, investors want to have all the information they need in hopes of maximizing their potential profits 

each year. A careful analysis of the available data might have helped this investor choose Company A 

rather than Company B. 

 

KEY TAKEAWAY 
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Incorporation allows an organization to be viewed as a separate entity apart from 

its ownership. As a corporation, shares of capital stock can be issued that give the 

holder an ownership right. If the organization is financially healthy and prospering, 

these shares can increase in valueτpossibly by a significant amount. In addition, a 

profitable organization may well share its good fortune with the ownership 

through the distribution of cash dividends. In most large organizations, few 

owners want to be involved in the operational decision making. Instead, these 

stockholders elect a board of directors to oversee the company and direct the 

work of management. 

 

[1] Sole proprietorships and partnerships rarely sell capital shares. Without the legal authority 

of incorporation, a clear distinction between owner and business often does not exist. For 

example, debts incurred by the business may ultimately have to be satisfied by the owner 

personally. Thus, individuals tend to avoid making investments in unincorporated businesses 

unless they can be involved directly in the management. For that reason, active trading of 

partnership and proprietorship ownership interests is usually limited or nonexistent. One of the 

great advantages of incorporation is the ease by which capital stock can usually be exchanged. 

Investors frequently buy or sell such shares on stock exchanges in a matter of moments. 

However, partnerships and sole proprietorships still remain popular because they are easy to 

create and offer possible income tax benefits as will be discussed in a future chapter. 

 

[2] The most prevalent form of capital stock is common stock so that these two terms have 

come to be used somewhat interchangeably. As will be discussed in a later chapter, the capital 

stock of some corporations is made up of both common stock and preferred stock. 

[3] A story produced by National Public Radio on the roles played by a board of directors can be 

found at http://www.npr.org/templates/story/story.php?storyId=105576374. 

 

[4] This same tax benefit is not available to corporate taxpayers, only individuals. 
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[5] The receipt of cash dividends is additionally appealing to stockholders because, in most 

cases, they are taxed at the same reduced rates as are applied to net long-term capital gains. 

 
1.3 Using Financial Accounting for Wise Decision Making 

 
LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. List the predictions that investors and potential investors want to make. 

2. List the predictions that creditors and potential creditors want to make. 

3. Distinguish financial accounting information from other types of data about a business 

organization. 

4. Explain how financial accounting information is enhanced and clarified by verbal 

explanations. 

 

Question: Investors  are interested (sometimes almost  obsessively interested)  in  the financial  

information  that  is produced by a company based on the rules and principles  of financial  accounting.  

They want  to use this information  to make wise investing  decisions.What  do investors actually  hope to 

learn  about a company from  this financial  information?  

  

Answer: The information reported by financial accounting is similar to a giant, complex portrait painted 

of the organization. There are probably hundreds, if not thousands, of aspects that can be examined, 

analyzed, and evaluated in assessing the financial health and future prospects of the model. Theories 

abound as to which pieces of information are best to use when studying a business. One investor might 

prefer to focus on a particular portion of the data almost exclusively (such as profitability) while another 

may believe that entirely different information is most significant (such as the sources and uses of cash 

during the period).  

 

Ul timately, in connection with the buying and selling of capital stock, all investors are trying to arrive at 

the same two insights. They are attempting to use the provided data to estimate (1) the price of the 
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corporationôs stock in the future and (2) the amount of cash dividends that will be paid over time. Despite 

the complexity of the information, these two goals are rather simplistic. If an investor owns capital shares 

of a company and feels that the current accounting information signals either a rise in stock prices or 

strong dividend payments, holding the investment or even buying more shares is probably warranted. 

Conversely, if careful analysis indicates a possible drop in stock price or a reduction in dividend payments, 

sale of the stock is likely to be the appropriate action. 

 

Interestingly, by the nature of the market, any exchange of ownership shares means that the buyer has 

studied available information and believes the future to be relatively optimistic for the business in 

question. In contrast,  the seller has looked at similar data and arrived at a pessimistic outlook. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092616.html 

 

Question: Are there reasons to analyze the financial  accounting  information  produced by a particular  

business other than  to help investors  predict  stock prices and cash dividend  payments? 

  

Answer: The desire to analyze a companyôs financial situation is not limited to investors in the stock 

market. For example, as discussed previously, a loan might be requested from a bank or one company 

could be considering the sale of its merchandise to another on credit. Such obligations eventually require 

payment. Therefore, a sizeable portion of the parties that study the financial information reported by an 

organization is probably most interested in the likelihood that money will be available to pay its debts. 

Future stock prices and cash dividend distributions are much less significant speculations for a creditor.  

 

The same financial data utilized by investors buying or selling stock will also be of benefit to current and 

potential creditors. However, this second group is likely to focus its attention on particular elements o f the 

information such as the amount of the companyôs debt, when that debt is scheduled to come due, and the 

perceived ability to generate cash to meet those demands in a timely fashion. Ultimately, creditors 
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attempt to anticipate the organizationôs cash flows to measure the risk that debt principal and interest 

payments might not be forthcoming when due.  
[1]

 

Therefore, millions of individuals use reported financial information to assess various business 

organizations in order to make three predictions:  

 

¶ Future stock market prices for the capital shares issued by the company 

¶ Future cash dividend distributions  

¶ Future ability to generate sufficient cash to meet debts as they mature 

 

The first two relate to investors in the capital stock of the company; the last is of more significance to a 

creditor.  

  

Question: The term  ñfinancial informationò comes up frequently  in  these discussions. What  is meant by 

financial  information?  

  

Answer: The financial information reported by and about an organizatio n consists of data that can be 

measured in monetary terms. For example, if a building cost $4 million to acquire, that is financial 

information as is the assertion that a company owes a debt of $700,000 to a bank. In both cases, relevant 

information is com municated to decision makers as a monetary balance. However, if a company has eight 

thousand employees, that number might be interesting but it is not financial information. The figure is 

not a dollar amount; it is not stated in the form that is useful for  decision-making purposes. Assuming 

that those workers were paid a total of $500 million during the current year, then that number is financial 

information because it is stated in terms of the money spent. 

 

Likewise, a menôs clothing store does not include in its financial information that it holds ten thousand 

shirts to be sold. Instead, the company reports that it currently owns shirts for sale ( inventory ) with a cost 

of, perhaps, $300,000. Or, after having sold these items to customers, the company could explain that it 

had made sales during the period for a total of $500,000.  
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Question: The value of reported  data  seems somewhat restricted  if  it  only  includes dollar  amounts . Is 

financial  information  limited  solely to figures  that  can be stated in  monetar y terms? 

  

Answer: Although financial accounting starts by reporting balances as monetary amounts, the 

communication process does not stop there. Verbal explanations as well as additional numerical data are 

also provided to clarify or expand the informatio n where necessary. To illustrate, assume that an 

organization is the subject of a lawsuit and estimates an eventual loss of $750,000. This is financial 

information to be reported based on the rules of financial accounting. However, the organization must 

also communicate other nonfinancial information such as the cause of the lawsuit and the likelihood that 

the loss will actually occur. Thus, accounting actually communicates to decision makers in two distinct 

steps: 

 

1. Financial information is provided in mone tary terms 

2. Further explanation is given to clarify and expand on those monetary balances 

 

KEY TAKEAWAY 

Throughout the world, investors buy and sell the capital stock of thousands of 

businesses. Others choose to loan money to these same organizations. Such decisions 

are based on assessing potential risks and rewards. Financial accounting provides 

information to these interested parties to help them evaluate the possibility of stock 

value appreciation, cash dividend distributions, and the ability to generate cash to meet 

obligations as they come due. This information is financial in nature, meaning that it is 

stated in monetary terms. However, such numerical information alone is too limited. 

Thus, financial accounting provides financial information as well as clarifying verbal 

explanations to assist users in evaluating the financial health and potential of a particular 

organization. 
 
 

Talking with a Real Investing Pro 
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Kevin G. Burns is a partner in his own registered investment advisory firm, LLBH Private Wealth 

Management, an organization that specializes in asset management, concentrated stock strategies, and 

wealth transfer. LLBH consults on investing strategies for assets of nearly $1 billion. Before starting his 

own firm in October 2008, he was first vice president of Merrill Lynch Private Banking and Investment 

Group. Burns began his career on Wall Street in 1981 at Paine Webber. He has also worked at 

Oppenheimer & Co. and Smith Barney. Burns has appeared several times on the CBS Evening News. He 

has been kind enough to agree to be interviewed about his opinions and experiences in using accounting 

information. His firmôs Web site ishttp://www.LLBHprivatewealthmanagement.com . 

  

Question: You majored in accounting in college but you never worked in the accounting field. Instead, you 

became an investment advisor. If you never planned to become an accountant, why did you major in that 

subject? 

 

Kevin Burns : In my view, accounting is the backbone of any business major in college. Being able to 

translate the information that a company provides, prepare a budget, understand the concept of revenues 

and expenses, and the like has been enormously helpful in my investment management business. Anyone 

majoring in any aspect of business needs that knowledge. I also liked being able to know I had the right 

answers on the tests that my accounting professors gave me when all the numbers added up properly. 

  

Question: Why do you prefer to invest in the capital stock of a business rather than put your clientôs 

money in other forms of investment such as gold or real estate? 

 

KB: I think it is very important to diversify investments. In my world, that in cludes stocks as well as other 

types of investments. Of course, there is a place for investments in real estate, commodities, and the like. 

My personal preference is to invest only in very liquid assets; thoseðsuch as stocksðthat can be turned 

into cash quickly. I like to know, even if I am investing for the long term, that I can sell my investments 

five minutes after I buy them should I change my mind. I simply prefer liquid investments. Real estate is 

not very liquid. Gold, of course, is liquid. However, while it has appreciated lately, it was around $800 an 
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ounce when I was in high school and is now about $900 an ounce. If my clients earned a total return of 10 

or 12 percent on their money over forty years, they would fire me. 

 
 
What Was Truly Important? 

To students of financial accounting:  

You have now read. What were the five points that you encountered in this chapter that seemed most 

important to you? A lot of information is provided here. What stood out as truly significant? After you 

make your choices, go to the following link and watch a short video clip where one of the authors will 

make an analysis of the top five points presented here in. You can learn the rationale for these picks and 

see whether you agree or disagree with the selections. 

 
[1] Cash flows also influence stock prices and dividend payments and would, thus, be 
information useful for potential investors in the capital stock of a company as well as its 
creditors. 
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1.4 End-of-Chapter Exercises 

 
QUESTIONS 

1. What is financial accounting? 

2. How does financial accounting differ from managerial accounting? 

3. List the potential users of the information provided by financial accounting. 

4. What is a corporation? 

5. How does a business become a corporation? 

6. Why would a business want to become a corporation? 

7. What is the board of directors of a corporation? 

8. Why do individuals or entities choose to invest in the capital stock of corporations? 

9. How does an investor differ from a creditor? 

10. What is financial information? 

 

TRUE OR FALSE 

1. ____ Financial accounting helps with decisions made inside an organization. 

2. ____ Typically, a sole proprietor will be able to raise money easier than a corporation. 

3. ____ Employees are not users of the information provided by financial accounting. 

4. ____ The board of directors of a corporation is elected by its shareholders. 

5. ____ Investors who hold investments in a stock longer than a year may enjoy a tax 

benefit. 

6. ____ Corporations are required by law to pay dividends to their shareholders. 

7. ____ Purchasing stock is typically a riskier investment than opening a savings account. 

8. ____ Financial information is communicated in monetary terms but may be explained 

verbally. 

9. ____ Accountants are the only users of the information provided by financial accounting. 

10. ψψψψ !ƴ Ŝƴǘƛǘȅ ǘƘŀǘ ƭƻŀƴǎ ŀ ŎƻƳǇŀƴȅ ƳƻƴŜȅ ƛǎ ǊŜŦŜǊǊŜŘ ǘƻ ŀǎ ŀ άǎƘŀǊŜƘƻƭŘŜǊΦέ 

 

MULTIPLE CHOICE 
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1. Ramon Sanchez is a loan officer at Washington Bank. He must decide whether or 

not to loan money to Medlock Corporation. Which of the following would Ramon 

most likely consider when making this decision? 

a. Medlock had positive cash flows last year. 

b. Medlock paid dividends last year. 

c. aŜŘƭƻŎƪΩǎ ǎǘƻŎƪ ǇǊƛŎŜ ƛƴŎǊŜŀǎŜŘ ƭŀǎǘ ȅŜŀǊΦ 

d. The number of stockholders in Medlock increased last year. 

1. Which of the following is not a reason an investor would purchase stock in a 

corporation? 

a. a. To receive dividend payments 

b. To sell the stock for a gain if the share price increases 

c. To earn a return on their investment 

d. To participate in the day-to-day operations of the business 

1. Which of the following would not be considered an example of a decision made 

using financial accounting information? 

a. An investor decided to invest in the stock of Rayburn Corporation. 

b. A credit analyst at Mayfield Corporation rejected a request for credit 

from Rayburn Corporation. 

c. A Rayburn Corporation manager decided to increase production of 

widgets. 

d. A loan officer at Fairburn Bank chose to grant a loan request made by 

Rayburn Corporation. 

1. Which of the following is most likely to have a say in the policy decision of a large 

corporation? 

a) A stockholder 

b) A member of the board of directors 

c) An employee 

d) A creditor 
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1. Leon Williams is an investor in Springfield Corporation. On September 1, Year 

One, he purchased 150 shares of stock at a price of $45 per share. On October 15, 

Year One, Springfield distributed dividends of $1.50 per share. On December 31, 

¸ŜŀǊ hƴŜΣ {ǇǊƛƴƎŦƛŜƭŘΩǎ ǎǘƻŎƪ ƛǎ ǎŜƭƭƛƴƎ ŦƻǊ Ϸпт ǇŜǊ ǎƘŀǊŜΦ ²ƘƛŎƘ ƻŦ ǘƘŜ ŦƻƭƭƻǿƛƴƎ ƛǎ 

ǘƘŜ ǾŀƭǳŜ ƻŦ [ŜƻƴΩǎ ƛƴǾŜǎǘƳŜƴǘ ƻƴ 5ŜŎŜƳōer 31, Year One? 

a. $6,750 

b. $6,975 

c. $7,050 

d. $7,275 

 

PROBLEMS 

1. Explain how each of the following might use the information provided by the 

financial accounting of Nguyen Company. 

a. Bank loan officer considering loaning money to Nguyen Company 

b. Current employee of Nguyen Company 

c. Potential employee of Nguyen Company 

d. Current investor in Nguyen Company 

e. Potential investor in Nguyen Company 

f. A credit analyst of company wanting to sell inventory to Nguyen 

Company 

1. Mark each of the following with an (F) to indicate if it is financial information or 

an (N) to indicate if it is nonfinancial information. 

Metro Corporation has: 

 

a. ____ Cash of $4,000,000 

b. ____ A building that cost $50,000,000 

c. ____ 2,000 employees 

d. ____ Inventory worth $16,000,000 
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e. ____ 500 shares of capital stock 

f. ____ 1,000 trucks 

g. ____ Sales of $45,000,000 

 

RESEARCH 

1. The chapter introduced several forms of business, including a corporation, sole 

proprietorship, and partnership. Other forms of business exist as well. Do 

research to compare and contrast the following business forms: 

 

o Sole proprietorship 

o Partnership 

o Limited partnership 

o C corporation 

o S corporation 

o Limited liability company (LLC) 

Examine the following areas for each form of business: ease of organization and 

maintenance of form, number of people involved, government involvement, 

liability to owners, ease of exit, taxation, day-to-day management, and funding 

sources. 

 

2. Corporations usually provide a good amount of financial information on their 

Web sites. Visithttp://www.starbucks.com to access information about Starbucks. 

¸ƻǳ ǿƛƭƭ ƴŜŜŘ ǘƻ ŎƭƛŎƪ άŀōƻǳǘ ǳǎέ ŀǘ ǘƘŜ ǘƻǇ ŀƴŘ ǘƘŜƴ άƛƴǾŜǎǘƻǊ ǊŜƭŀǘƛƻƴǎέ ƻƴ ǘƘŜ 

left. 

a. For what amount is Starbucks stock currently selling? 

b. Give the year for the most current annual report listed. 

c. bŀƳŜ ǘƘǊŜŜ ƳŜƳōŜǊǎ ƻŦ {ǘŀǊōǳŎƪǎΩ ōƻŀǊŘ ƻŦ ŘƛǊŜŎǘƻǊǎΦ 
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d. /ƭƛŎƪ ƻƴ άƛƴǾŜǎǘƻǊ C!vέ ƻƴ ǘƘŜ ƭŜŦǘΦ /ƘƻƻǎŜ ŀ ǉǳŜǎǘƛƻƴ ǘƘŀǘ ƛƴǘŜǊŜǎǘǎ ȅƻǳΦ 

Write it here and summarize the answer given. 

 

1. Go the U.S. Department of Labor Web site 

athttp://www.bls.gov/oco/ocos001.htm. Here you can learn about the profession of 

accounting. 

 

a. In general, what functions do accountants perform? 

b. Briefly list the different types of accountants and what they do. 

c. What education is required? 

d. What is a CPA? 

e. What are the typical requirements to become a CPA? 

f. What other certifications are available for accountants? 

g. What is the current job outlook for the accounting profession? 
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Chapter 2 
What Should Decision-makers Know So That Good 

Decisions Can Be Made about an Organization? 
 
2.1 Creating a Portrait of an Organization That Can Be Used by 

Decision Makers 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Explain the comparison of financial accounting to the painting of a portrait. 

2. Understand the reasons why financial accounting information does not need to be 

exact. 

3. 5ŜŦƛƴŜ ǘƘŜ ǘŜǊƳ άƳŀǘŜǊƛŀƭέ ŀƴŘ ŘŜǎŎǊƛōŜ ƛǘǎ ŦǳƴŘŀƳŜƴǘŀƭ ǊƻƭŜ ƛƴ ŦƛƴŀƴŎƛŀƭ ŀŎŎƻǳƴǘƛƴƎΦ 

4. 5ŜŦƛƴŜ ǘƘŜ ǘŜǊƳ άƳƛǎǎǘŀǘŜƳŜƴǘέ ŀƴŘ ŘƛŦŦŜǊŜƴǘƛŀǘŜ ōŜǘǿŜŜƴ ǘƘŜ ǘǿƻ ǘȅǇŜǎ ƻŦ 

misstatements. 

Question:  In , mention  was made that  financial  accounting  is somewhat analogous to the painting  of a 

giant , complex portrait .How  could financial  accounting  possibly be compared to an artistic  endeavor 

such as the creation  of a painting?  

  

Answer: The purpose of a portraitðas might have been painted by Rembrandt, van Gogh, or even 

Picassoðis to capture a likeness of the artistôs model. In a somewhat parallel fashion, financial accounting 

attempts to present a likeness of an organization that can be used by interested parties to assess its 

financial health and anticipate future stock prices, dividend payments, and cash flows. Accounting terms 

such as representational  faithfulness  and presents  fairly  are commonly used to indicate that 

reported financial information successfully provides a re asonable picture of the financial position, 

operations, cash flows, and overall economic vitality of a reporting organization.  
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In accounting, this portrait is created in the form of financial  statements . These statements provide the 

form and structure for the conveyance of financial information to describe a particular organization. This 

textbook is about the preparation of those financial statements and the meaning of their contents.  

 

A human portrait, even by a master such as Rembrandt, is not terribly precise. The shape of the personôs 

chin or the turn of the neck may be off slightly; the color of the eyes and hair cannot possibly be a perfect 

replica of life. It is a painted portrait, not a photograph (which is much more mechanically accurate). 

However, absolute exactness is not a necessary element for capturing a proper likeness. Success is 

achieved when a viewer exclaims, ñI know that person!ò Exact precision is not required to meet that 

objective. 

 

Despite public perception, financial accounting inform ation is rarely exact. For example, the reported cost 

of constructing a building may be off slightly because of the sheer volume of money being spent on the 

many different aspects of the project. No one expects the reported cost of a $50 million manufacturing 

plant to be accurate to the penny. As with the painted portrait, that does not necessarily reduce the 

usefulness of the data. If financial information is a fair representation, an interested party should be able 

to make use of it to arrive at the desired projections. A potential investor or creditor does not need 

numbers that are absolutely accurate in order to assert, ñBased on the available financial information, I 

understand enough about this company to make informed decisions. Even if I could obtain  figures that 

were precise, I believe that I would still take the same actions.ò 

 

An artist applies oil paints, pastels, or watercolors to a canvas to capture the essence of a subject. An 

accountant does something quite similar by using numbers and words. The goal is much the same: to 

capture a likeness that truly reflects the essence of the model. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092599.html 
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Question: This is a surprising , possibly shocking, revelation . Financial  accounting  information  has 

universally  been branded  as exhibiting  rigid  exactness. In  fact , accountants are often referred  to as 

ñbean countersò because of their  perceived need to count every bean in  the bowl  to arrive  at obsessively 

accurate numbers . Here, though , the assertion is made that  accounting  information  is not a precise 

picture  but merely  a fair  representation  of an organizationôs financial  health and prospects. How  

correct  or  exact is the financial  information  that  is reported  by a business or  other organization?  

  

Answer: In accounting , materiality  has long been the underlying benchmark in the reporting of 

information. This concept requires that data presented b y an organization to decision makers should 

never contain any material misstatements . For financial accounting information, this is the basic 

standard for the required level of accuracy. Decision makers want financial statementsðsuch as those 

prepared by Starbucks or Intel ðto contain no material misstatements. Because of their central role in this 

reporting process, understanding the terms ñmisstatementò and ñmaterialò is essential for any student 

seeking to understand financial accounting. 

 

A misstatement is an error  (made accidentally) or fraud  (done intentionally) where reported figures or 

words actually differ from the underlying reality. For example, a company official could erroneously 

record a $100,000 expenditure that was made to acquire a new building as actually pertaining to the 

purchase of land. Consequently, the buildingôs cost might be reported as $2.3 million when it was actually 

$2.4 million. This financial information is misstated. The balance presented for the building contain s a 

$100,000 misstatement, as does the figure shown for land. 

 

A misstatement is judged to be material if it is so significant that its presence would impact a decision 

made by an interested party. Using the above illustration, assume the accidental $100,000 reduction in 

the reported cost of this building leads an outside decision maker to alter a choice being made (such as 

whether to buy or sell capital stock, the price to exchange for such shares, or whether to grant a loan). 

Because of that outcome, the misstatement is material by definition. Financial information can (and 

almost always does) contain misstatements. However, the reporting entity must take adequate 

precautions to ensure that the information holds no material misstatements for the simple rea son that the 
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data can no longer be considered fairly presented. The portrait of the company does not properly look like 

the model if it contains any material misstatements. The decision maker is being misled. 

 

The concept of materiality can seem rather nebulous. For a small convenience store, a $10 misstatement 

is clearly not material whereas a $10 million one certainly is. For a company with real estate holdings of 

$30 billion, even a $10 million misstatement is probably not material. The problem for the a ccountant is 

determining where to draw the line for each organization. That is one of the most difficult decisions for 

any financial accountant. An exact dollar amount for materiality is virtually impossible to identify because 

it is a measure of the effect on an external partyôs judgment. Other than sheer magnitude, the cause of the 

problem must also be taken into consideration. An accidental mistake of $100,000 is probably less likely 

to be material than one of $100,000 that resulted from a fraudulent act . Both the size and cause should be 

weighed in judging whether the presence of a misstatement has the ability to impact a decision makerôs 

actions. 

 

Therefore, a financial accountant never claims that reported information is correct, accurate, or exact. 

Such precision is rarely possible and not needed when decision makers are analyzing the financial health 

and prospects of an organization. However, the accountant must take all precautions necessary to ensure 

that the data contain no material misstatements. Thus, financial figures are never released without 

reasonable assurance being obtained that no errors or other mistakes are present that could impact the 

decisions that will be made. All parties need to believe that reported information can be used with 

confidence in order to evaluate the financial condition and prospects of the organization as a whole. 

 

When a company reports that a building was constructed at a cost of $2.3 million, the real message is that 

the cost was not materially different from $2.3 million. This figure is a fair representation of the amount 

spent, one that can be used in making decisions about the organizationôs current financial situation as well 

as its future prospects. 
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EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092618.html 

 

KEY TAKEAWAY 

Financial accounting does not attempt to provide exact numbers because such accuracy 

is often impossible to achieve and not really required by decision makers. Instead, 

reported accounting information is intended to provide a likeness of an organization and 

its operationsτa type of portrait. To achieve this goal, the balances and other data 

cannot contain any material misstatements. A misstatement is inaccurate information 

reported by accident (an error) or intentionally (fraud). Materiality refers to the point at 

which the size or the nature of such misstatements would cause a change in the 

decisions made by an individual using that information. If all material misstatements can 

be eliminated, interested parties should be able to use the information to make 

considered decisions. 
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2.2 Dealing with Uncertainty 

 
LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Discuss the challenge created for financial accountants by the presence of 

uncertainty. 

2. List examples of uncertainty that a financial accountant might face in reporting 

financial information. 

3. Explain how financial accounting resembles a language. 

 

Question: Absolute accuracy is not necessary in  order  to estimate future  stock prices, cash dividend  

payments , and cash flows . Thus,the concept of materiality  as a standard  guideline  in  reporting  

info rmation  is obviously  quite important . However , financial  accounting  figures  can still  be exact. If  a 

cash register  is bought for  $830.00 , the cost is exactly $830.00 . Even if  not necessary, what  prevents 

reported  financial  information  from  being precise? 

  

Answer: In truth, a reasonable percentage of the numbers reported in financial accounting are exact. 

Materiality is not an issue in such cases. The cash register mentioned here will have a reported cost of 

$830.00 ða precise measure of the amount paid. Likewise, a cash balance shown as $785.16 is exact to the 

penny. However, many of the other occurrences that must be reported by an organization do not lend 

themselves to such accuracy. 

 

The primary reason that precision is not a goalðor often not even a possibility ðin financial accounting 

can be summed up in a single word: uncertainty. Many of the events encountered every day by an 

organization contain some degree of uncertainty. Unfortunately, no technique exists to report uncertain 

events in precise terms. 

 

When first introduced to financial accounting, many students assume that it is little more than the listing 

of cash receipts and disbursements in much the same way that elementary school children report how 
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they spent their weekly allowances. That is a misconception. Financial accounting attempts to paint a 

fairly presented portrait of a companyôs overall operations, financial condition, and cash flows. This 

objective includes the reporting of events where a final resolution might not occur for years. Here  are just 

a few examples of the kinds of uncertainty that virtually every business (and financial accountant) faces in 

reporting financial information.  

 

¶ A company is the subject of a lawsuit. Perhaps a customer has filed this legal action claiming damage 

as a result of one of the companyôs products. Such legal proceedings are exceedingly common and can 

drag on in the courts for an extended period of time before a settlement is reached. The actual amount 

won or lost (if either occurs) might not be known for years. What should the company report now? 

¶ A sale of merchandise is made today for $300 with the money to be collected from the customer in 

several months. Until the cash is received, the organization cannot be sure of the exact amount that 

will be collected. What should the company report now? 

¶ An employee is promised a cash bonus next year that will be calculated based on any rise in the 

market price of the companyôs capital stock. Until the time passes and the actual increase (if any) is 

determined, the amount of this bonus remains a mystery. What should the company report  now? 

¶ A retail store sells a microwave oven today with a warranty. If the appliance breaks at any time during 

the next three years, the store has to pay for the repairs. No one knows whether the microwave will 

need to be fixed during this period. What should the company report  now? 

 

Any comprehensive list of the uncertainties faced regularly by most organizations would require pages to 

enumerate. Because of the quantity and variety of such unknowns, exact precision simply cannot be an 

objective of financial reporting. For many accountants, dealing with so much uncertainty is the most 

interesting aspect of their job. Whenever the organization encounters a situation of this  type, the 

accountant must first come to understand what has taken place and then determine a logical method to 

communicate a fair representation of that information within the appropriate framework provided by 

financial accounting. This is surely one of the major challenges of being a financial accountant. 
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Question: Accounting  is sometimes referred  to as the ñlanguage of business.ò However , the goal of 

financial  accounting  has already  been identified  as the painting  of a fairly  presented portrait  of an 

organization . Given the references throughout  this chapter  to painting , is accounting  really  a type of 

language? Is it  possible for  accounting  to paint  portraits  and be a language? 

  

Answer: The simple answer to this question is that accounting is a language, one that enables an 

organization to communicate a portrait of its financial health and future prospects to interested parties by 

using words and numbers rather than oils or watercolors. That language becomes especially helpful when 

an organization faces the task of reporting complex uncertainties.  

 

Any language, whether it is English, Spanish, Japanese, or the like, has been developed through much use 

to allow for the effective transfer of information between two or more parties. If a sentence such as ñI 

drive a red carò is spoken, communication occurs but only if both the speaker and the listener have an 

adequate understanding of the English language. Based solely on these five words, information can be 

passed from one person to the other. This process succeeds because English (as well as other languages) 

relies on relatively standardized terminology. Words like ñred,ò ñcar,ò and ñdriveò have defined meanings 

that the speaker and the listener can each comprehend with a degree of certainty. In addition, grammar 

rules such as syntax and punctuation are utilized to provide a framework for the communication. Thus, 

effective communication is possible in a language when (1) set terminology exists and (2) structural rules 

and principles are applied. 

 

As will be gradually introduced throughout this textbook, financial accounting has its own terminology. 

Many words and terms (such as ñLIFOò and ñaccumulated depreciationò) have very specific meanings. In 

addition, a comprehensive set of rules and principles has been established over the decades to provide 

structure and standardization. They guide the reporting process so that the resulting information will be 

fairly presented and can be readily understood by all interested parties, both inside and outside the 

organization.  
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Some students who read this textbook will eventually become accountants. Those individuals must learn 

the terminology, rules, and principles in order to communicate financial information about an 

organization that is fairly presented. Other students  will become external decision makers. They will make 

loans, buy stock, grant credit, make employment decisions, provide investment advice, and the like. They 

will not present financial information with all of its uncertainties but rather make use of it. T he more such 

individuals know about financial accounting terminology, rules, and principles, the more likely it is that 

they will make appropriate decisions.  

 

To communicate a portrait properly in any language, both the speaker and the listener must understand 

the terminology as well as the structural rules and principles. That holds even if the language is financial 

accounting. 

 

KEY TAKEAWAY 

At any point in time, organizations face numerous uncertain outcomes, such as the 

settlement of litigation or the collection of a receivable. The conveyance of useful 

information about uncertain situations goes beyond the simple reporting of exact 

numbers. To convey a reasonable understanding of such uncertainty, financial 

accounting must serve as a language. Thus, it will have set terminology and structural 

rules much like that of any language. 
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2.3 The Need for Generally Accepted Accounting 
Principles 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Describe the purpose of U.S. generally accepted accounting principles (U.S. GAAP) 

and the benefits that these rules provide. 

2. Explain the importance of U.S. GAAP to the development of a capitalistic economy. 

3. Understand the role played by the Financial Accounting Standards Board (FASB) in 

the ongoing evolution of U.S. GAAP. 

4. Discuss the advantages and the possibility of switching from U.S. GAAP to 

International Financial Reporting Standards (IFRS). 

 

Question: Rules and principles  exist within  financial  accounting  that  must be followed . They provide  the 

standard  guidance necessary for  achieving  effective communication . For example, assume that  a 

reporting  organization  encounters an uncertainty  (such as a lawsuit ) and is now preparing  financial  

information  to portray  the reality  of that  event. When faced with  complexity , how does the financial  

accountant  know  what  reporting  guidelines to follow?  How  does a decision maker  looking  at reported  

information  know  what  reporting  guidelines have been followed?  

  

Answer: A significant body of generally  accepted  accounting  principles  (frequently referred to 

as U.S . GAAP ) has been created in the United States over many decades to provide authoritative 

guidance and standardization for financial accounting. When faced with a reporting issue, such as a 

lawsuit, the accountant consults U.S. GAAP to arrive at an appropriate resolution, one that results in fair 

presentation. If both the accountant and the decision maker understand U.S. GAAP, even the most 

complex financial information can be conveyed successfully. A proper likeness can be portrayed and 

communicated. 
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Thus, the financial information to be distributed by an organization in the form of financial statements is 

structured according to U.S. GAAP. This textbook is an exploration of those accounting principles that 

serve as the foundation for financial accounting in this country.  
[1]

 

 

Based on coverage here, students who seek to become accountants can learn to report financial 

information that is fairly presented. That means that it is reported according to U.S. GAAP so that it 

contains no material misstatements. Students who want to evaluate specific organizations in order to 

make decisions about them should learn U.S. GAAP in order to understand the data being reported. 

 

Although some elements of U.S. GAAP have been in use almost throughout history, many of these rules 

and principles are relatively newðoften developed within the last twenty to thirty years. Accounting 

principles evolve quite quickly as the nature of business changes and new issues, problems, and 

resolutions arise. Fairly important changes in U.S. GAAP occur virtually every year. 

 

The existence of U.S. GAAP means that a business in Seattle, Washington, and a business in Atlanta, 

Georgia, will account for information in much the same manner.  
[2]

 Because of this standardization, any 

decision maker with an adequate knowledge of financial accountingðwhether located in Phoenix, 

Arizona, or in Portland, Maine ðshould be able to understand the fairly presented financial information 

conveyed by a wide variety of companies. They all speak the same language. Put simply, U.S. GAAP 

enables organizations and other parties to communicate successfully. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092600.html 

 

Question: An article  in  the Wall Street Journal  contained the following  comment about U.S. GAAP: 

ñWhen the intellectual  achievements of the 20th  century  are tallied , GAAP should be on everyoneôs Top 

10 list . The idea of GAAPðso simple yet so radical ðis that  there should be a standard  way  of accounting  

for  profit  and loss in  public  businesses, allowing  investors to see how a public  company manages its 
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money. This transparency  is what  allows  investors to compare businesses as different  as 

McDonaldôs, IBM  and Tupperware , and it  makes U.S. markets  the envy of the world.ò 
[3]

 

 

Could U.S. GAAP be so very  important?  Can the development of U.S.GAAP possibly be one of the ten 

most important  intellectual  achievements of the entire  twentieth  century?  A list  of other 

accomplishments during  this period  would  include air  travel , creation  of computers, landing  on the 

moon, and the development of penicillin . With  that  level of competition , U.S. GAAP does not seem an 

obvious choice to be in  the top ten. How  can it  be so important?  

  

Answer: The United States has a capitalistic economy, which means that businesses are (for the most 

part) owned by private citizens and groups rather than by the government. To operate and grow, these 

companies must convince investors and creditors to contribute huge amounts of their own money 

voluntarily. Not surprisingly, such financing is only forthcoming if the possible risks and rewards can be 

assessed and then evaluated with sufficient reliability. Before handing over thousands or even millions of 

dollars, investors and creditors must believe that they have the reliable data required to make reasonable 

estimations of future stock prices, cash dividends, and cash flows. Otherwise, buying stocks and granting 

credit is no more than gambling. As this quote asserts, U.S. GAAP enables these outside parties to obtain 

the information they need to reduce their perceived risk to acceptable levels. 

 

Without U.S. GAAP, investors and creditors would encounter significant difficulties in evaluating the 

financial health and futur e prospects of an organization. 
[4]

 They would face even greater uncertainty and 

be likely to hold on to their money or invest only in other, safer options. Consequently, if U.S. GAAP did 

not exist, the development and expansion of thousands of the businesses that have become a central part 

of todayôs society would be limited or impossible simply because of the lack of available resources. 

 

By any standard, the explosive development of the U.S. economy during the twentieth century (especially 

following Worl d War II) has been spectacular, close to unbelievable. This growth has been fueled by 

massive amounts of money flowing from inside and outside the United States into the countryôs 

businesses. Much of the vitality of the U.S. economy results from the willingness of people to risk their 
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money by buying capital stock or making loans to such companies as McDonaldôs, IBM, and Tupperware. 

Without those resources, most businesses would be small or nonexistent and the United States would 

surely be a radically different country.  

  

Question: If  U.S. GAAP is so very  important , who creates it? If  U.S.GAAP is constantly  evolving , how 

does that  occur? 

  

Answer: Since 1973, the primary authoritative body in charge of producing U.S. GAAP has been the 

Financial Accounting Standards Board (frequently referred to as FASB). 
[5]

 FASB is an independent group 

supported by the U.S. government, various accounting organizations, and private businesses. It is charged 

with establishing and improving the standards by which businesses and not-for -profit organizations (such 

as charities) produce the financial information that they distribute to decision makers.  

 

Typically, accounting problems arise over time within various areas of financial reporting. New types of 

financial events can be created, for example, that are not covered by U.S. GAAP or, perhaps, weaknesses 

in earlier rules start to become evident. If such concerns grow to be serious, FASB will step in and study 

the issues and alternatives and possibly pass new rules or make amendments to previous ones. FASB is 

methodical in its deliberations and the entire process can take years. Changes, additions, and deletions to 

U.S. GAAP are not made without proper consideration. 

 

Several other bodies also play important roles in the creation of U.S. GAAP. They are normally discussed 

in detail in upper -level accounting textbooks. However, the major authority for the ongoing evolution of 

U.S. GAAP lies with FASB and its seven-member board. It released approximately 170 official statements 

during  its first thirty -six years of existence. The impact that those rulingsðand other types of FASB 

pronouncementsðhas had on U.S. GAAP and the financial reporting process is almost impossible to 

overemphasize. In 2009, FASB combined all authoritative accounti ng literature into a single source for 

U.S. GAAP, which is known as the Accounting  Standards  Codification . By bringing together hundreds of 

official documents, FASB has made U.S. GAAP both more understandable and easier to access. Multiple 

sources have been woven together in a logical fashion so that all rules on each topic are in one location. 
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As just one example, FASB recently made a number of critical changes in the method by which businesses 

report the costs and obligations that arise from certain types of employee pension plans. Previous rules 

had been the subject of much criticism by the investing community for failing to properly portray the 

financial impact of such plans. After much discussion, the members of the board came to believe that new 

rules were needed to improve the method by which organizations reported these obligations to decision 

makers trying to predict stock prices, cash dividends, and cash flows. 

 

KEY TAKEAWAY 

No language can enable communication without some standardization and rules. In the 

United States, this structure is created by U.S. generally accepted accounting principles 

(U.S. GAAP). The availability of these authoritative guidelines has played a central role in 

the growth of the U.S. economy since the end of the Great Depression. U.S. GAAP is 

constantly evolving as accountants seek better methods of providing financial 

information in an ever-changing business world. The main authority for the development 

of U.S. GAAP lies with the Financial Accounting Standards Board (FASB). Over the next 

decade, U.S. GAAP may be replaced by International Financial Reporting Standards (IFRS) 

to provide consistent accounting and financial reporting around the world. 

 
Talking with an Independent Auditor about International 
Financial Reporting Standards 

Robert A. Vallejo is a partner in the assurance (audit) practice of the public accounting firm 

PricewaterhouseCoopers (PWC). 
[6]

From 2006 until 2008, he served as a consulting partner in PWCôs 

national professional services group in Paris, France. He currently works out of the firmôs Richmond, 

Virginia, office, but during his career with that organization, he also served clients in Amsterdam and 

Philadelphia. Rob is the founder of the Philadelphia Chapter of ALPFA (the Association of Latino 

Professionals in Finance and Accounting). Because of his years of work in Europe, he has extensive 

experience implementing International Financial Reporting Standards.  
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Question: Over the past fifty years or so, the accounting profession in the United States has developed a 

very comprehensive set of official guidelines referred to collectively as U.S. generally accepted accounting 

principles. Recently, a strong push has developed to move away from U.S. GAAP and adopt the 

pronouncements of the International Accounting Standards Board, which are known as International 

Financial Reporting Standards (IFRS). If U.S. GAAP has worked successfully for so many years, what is 

the need to abandon it in favor of a new system that is not necessarily well understood in the United 

States? 

 

Rob Vallejo : Recent economic events have shown how interrelated the world's economies really are. 

Therefore, it makes common sense that all companies around the world should report their financial 

information in accordance with the same set of accounting standards. However, the United States is one 

of the few remaining jurisdictions that has not adopted IFRS. Switching to IFRS in the United States will 

allow for more comparable financial information across the globe. Another argument in favor of the 

adoption of IFRS is the complexity of U.S. GAAP. U.S. GAAP is a very rules-based set of standards that 

has evolved to address the ever-changing business world, creating a maze of standards that is difficult to 

navigate. IFRS is more principles-based, allowing the preparers of financial information more judgment 

in applying the standards to a wide variety of situations. Lastly, the U.S. standard setters are very likely to 

become more involved in the evolution of IFRS so that the U.S. perspective will be appropriately 

represented. 

  

Question: Rob, at key spots throughout this textbook, you have agreed to help us understand the impact 

that a change to IFRS will have on financial reporti ng in the United States. Obviously, the future is always 

difficult to anticipate with precision. However, what is your best guess as to when IFRS will start to be 

used in the financial statements issued by U.S. companies? At a basic level, as is appropriate in an 

introductory financial accounting course, how much real difference will be created by a change from U.S. 

GAAP to IFRS? 

 

RV: The move to IFRS is being driven by the Securities and Exchange Commission (SEC). In 2008, the 

SEC published a road map that called for the largest U.S. publicly traded companies to publish their 
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annual results for the year ending December 31, 2014, in accordance with IFRS. In practical terms, this 

timetable was almost sure to be delayed due to other recent priorities at the SEC having to do with the 

financial crisis. In February 2010, the SEC decided that IFRS would not be required of U.S. public 

companies prior to 2015 and, even then, only after additional study. Despite this delay, I believe the 

switch to IFRS will eventually  happen in the United States. In general, the move to IFRS from U.S. GAAP 

will not have a substantial impact on the financial information being reported by most companies. 

However, because of the many subtle differences between IFRS and U.S. GAAP, the preparers of financial 

information will have a lot of work to do in order to transition their reporting properly. As is the case 

many times, the devil is in the details. 

 

[1] Many countries other than the United States have developed their own individual systems 

of generally accepted accounting principles. These alternatives are utilized in specific areas of 

the world. In addition, international accounting standards (created by the London-based 

International Accounting Standards Board) known formally as International Financial Reporting 

Standards, or IFRS, also exist and are now used in numerous countries. U.S. GAAP is by far the 

most sophisticated system in the world because a significant portion of the capital markets 

exist here. Unless noted otherwise, U.S. GAAP is being described in this textbook. However, in 

recent years, a strong push toward universal acceptance of IFRS has taken place. Therefore, 

their potential impact will be analyzed throughout this book in special discussions of relevant 

topics. 

 

[2] As will be discussed later in this textbook, key points exist within financial accounting where 

more than one approach can be used for reporting purposes. Rigid standardization is found in 

many areas of financial reporting but not in all. 

 

[3] Clay Shirky, άIƻǿ Priceline Became a Real .ǳǎƛƴŜǎǎΣέ Wall Street Journal, August 13, 2001, 

A-12. 
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[4] The recent wide-scale financial meltdown in the world economy has put a serious strain on 

the traditional capitalist model. The U.S. and other governments have had to spend billions of 

dollars to bail out (and, in some cases, take over) major enterprises. Whether U.S. GAAP could 

have done a better job to help avoid this calamity will probably not be fully known for years. 

 

[5] Considerable information can be found about the Financial Accounting Standards Board by 

touring http://www.fasb.org. The tab ά!ōƻǳǘ C!{.έ is especially informative. 

 

[6] The role played in the U.S. economy by public accounting firms will be described in . Some of 

these organizations have grown to enormous size. According to its Web site as of July 9, 2009 

(http://www.pwc.com), PricewaterhouseCoopers employs 155,000 individuals working in over 

150 countries. During 2008, the firm received in excess of $28 billion from customers for the 

services it rendered to them. 
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2.4 Four Basic Terms Found in Financial Accounting 

 
LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. 5ŜŦƛƴŜ άŀǎǎŜǘέ ŀƴŘ ǇǊƻǾƛŘŜ ŜȄŀƳǇƭŜǎ ƛƴ ŦƛƴŀƴŎƛŀƭ ǊŜǇƻǊǘƛƴƎΦ 

2. 5ŜŦƛƴŜ άƭƛŀōƛƭƛǘȅέ ŀƴŘ ǇǊƻǾƛŘŜ ŜȄŀƳǇƭŜǎ ƛƴ ŦƛƴŀƴŎƛŀƭ ǊŜǇƻǊǘƛƴƎΦ 

3. 5ŜŦƛƴŜ άǊŜǾŜƴǳŜέ ŀƴŘ ǇǊƻǾƛŘŜ ŜȄŀƳǇƭŜǎ ƛƴ ŦƛƴŀƴŎƛŀƭ ǊŜǇƻǊǘƛƴƎΦ 

4. 5ŜŦƛƴŜ άŜȄǇŜƴǎŜέ ŀƴŘ ǇǊƻǾƛŘŜ ŜȄŀƳǇƭŜǎ ƛƴ ŦƛƴŀƴŎƛŀƭ ǊŜǇƻǊǘƛƴƎΦ 

 

Question: Attaining  a thorough  understanding  of financial  accounting  and U.S. GAAP is a worthwhile  

endeavor especially if  a person hopes to become successful in  analyzing  businesses or  other 

organizations . Where should the journey  to gain  knowledge of financial  accounting  and its principles  

begin? 

  

Answer: The study of a language usually starts with basic terminology. That is also an appropriate point of 

entry for an exploration into financia l accounting. Consequently, four fundamental terms will be 

introduced here. Knowledge of these words is essential to understanding accounting because they serve as 

the foundation for a significant portion of the financial information provided by any busine ss or other 

organization.  

 

To illustrate, when examining the 2008 financial statements presented by Safeway Inc. (the large retail 

grocery store chain), four monetary balances stand out because of their enormous size. As of the end of 

that year, this corporation reported $17.5 billion in  assets  along with $10.7 billion in  liabilities . During 

that year, Safeway generated revenues  of $44.1 billion and incurred  expenses  of $43.1 billion.  

¶ Assets 

¶ Liabilities  

¶ Revenues 

¶ Expenses 
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There are thousands of words and concepts found in financial accounting. However, no terms are more 

crucial to a comprehensive understanding than these four. Almost all discussions concerning financial 

reporting, whether practical or theoretical, come back to one or more of these words. 

  

Question: The first  term  presented here is ñasset.ò Is an asset a complicated  accounting  concept? What  

general  information  is conveyed to a decision maker  by the term  ñassetò? 

  

Answer: Simply put, an asset is a future economic benefit that an organization either owns or 

controls. 
[1]

 At the end of 2008, Safeway reported holding over $17.5 billion of these economic benefits. If 

a customer walks into one of that companyôs retail stores, many of the assets are easy to spot. The building 

itself may well be owned by the company and certainly provides a probable future economic benefit by 

allowing Safeway to display merchandise and make sales. Other visible assets are likely to include cash 

registers, the cash held in those machines, available merchandise from baby food to broccoli to paper 

towels (usually referred to as inventory  in financial accounting), refrigerators, shopping carts, delivery 

trucks, and the shelves and display cases. Each of those assets will help the company prosper in the future. 

  

Question: All  decision makers evaluating  the financial  health of an organization  should be quite 

interested in  learning  about its assets because those balances reflect  the economic resources held at the 

present time . This is valuable  information . To provide  additio nal  clarification , what  are the largest  

assets reported  by Safeway? 

  

Answer: As a result of financial reporting, such information is readily available to anyone wanting to learn 

about virtually any business. At the end of 2008, the following four assets were reported by Safeway as 

having the highest dollar amounts:  

Fixtures and Equipment $7.8 billion 

Buildings $5.7 billion 

Leasehold Improvements 
[2]

 $3.8 billion 

Merchandise Inventories $2.6 billion 

The underlying meaning of these four figures will be explained at later points in this textbook.  
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EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092633.html 

 

Question: Safeway also reported  owing  nearly  $11 billion  in  liabilities  at the end of 2008 . Does this 

balance reflect  the total  amount  that  the company will  eventually  have to pay to outside parties?  Are 

liabilities  the equivalent  of monetary  debts? 

  

Answer: A more formal definition of a liability is that it is a probable future sacrifice of economic benefits 

arising from present obligations but, for coverage here, liabilities can certainly be viewed as the debts of 

the organization. 

 

The $11 billion liability total disclosed by Safeway probably includes (1) amounts owed to the vendors who 

supply merchandise to the companyôs stores, (2) notes due to banks as a result of loans, (3) income tax 

obligations, and (4) balances to be paid to employees, utility companies, advertising agencies, and the like. 

The amount of such liabilities reported by many businesses can be staggering. Wal-Mart, for example, 

disclosed approximately $98 billion in liabilities as of January 31, 200 9. However, even that amount pales 

in comparison to the $684 billion liability total reported by General Electric at the end of 2008.  
[3]

 To 

ensure that a fairly presented portrait is being produced, companies such as Safeway and General Electric 

must make certain that the reported data contain no material misstatements. Thus, all the information 

that is provided to decision makers about liabilities should be based on the rules and principles to be 

found in U.S. GAAP. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092634.html 

 

Question: In  financial  accounting , a company reports  its assets,which  are future  economic benefits, such 

as buildings , equipment , and cash. Liabilities  (debts) are also included in  the financial  information  
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being disclosed. Both of these terms seem relatively  straightforward .The third  basic term  to be discussed 

at this timeðrevenuesðis one that initially  appears to be a bit  less clear. Safeway reported  that  its 

stores generated revenues of over $44 billion  in  2008  alone. What  information  is conveyed by a 

companyôs revenue balance? 

  

Answer: The term ñrevenueò is a measure of the financial impact on a company resulting from a particular 

process. This process is a sale. A customer enters a Safeway grocery store and pays $20 to purchase items, 

such as cookies, toothpaste, lettuce, and milk. The company receives an asset, possibly a $20 bill. This 

$20 asset inflow into the company results from a sale and is called revenue. Revenue is not  an asset; it is a 

measure of the increase in the companyôs net assets 
[4]

that results from sales of inventory and services. As 

will be discussed in more detail in , for reporting purposes, these sales must result from the primary or 

central operation of the business. Thus, for The Coca-Cola Company, revenues are derived from the sale of 

soft drinks. Sales resulting from noncentral parts of the companyôs operations (perhaps the disposal of a 

piece of land, for example) will be reported in a different manner.  

 

Throughout each day of the year, Safeway makes sales to customers and accepts cash, checks, or credit 

card payments. The reported revenue figure is merely a total of all sales made during the period, clearly 

relevant information to any decision maker attempting to determine the financial prospects of this 

company. During 2008, the multitude of Safeway stores located both inside and outside the United States 

sold inventory and received over $44 billion in assets in exchange. That is the information communicated 

by the reported revenue balance. To reiterate, this figure is not exact, precise, accurate, or correct. 

However, according to the company, it is a fairly presented total determined according to the rules of U.S. 

GAAP so that it contains no material misstatement. Any outside party analyzing Safeway should be able to 

rely on this number with confidence in making possible decisions about the company as a whole. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092619.html 
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EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092620.html 

 

Question: That  leaves ñexpenseò as the last of the four  basic accounting  terms being introduced  at this 

point . Safeway reported  $43.1 billion  in  total  expenses during  2008 . This figure  apparently  is essential 

information  that  helps paint  a proper  portrait  of the company . What  is an expense? 

  

Answer: An expense is an outflow or reduction in net assets 
[5]

 that was incurred by an organization in 

hopes of generating revenues. To illustrate, assume thatðat the end of a weekða local business pays its 

employees $12,000 for the work performed during the previous few days. A $12,000 salary expense must 

be reported. Cash (an asset) was reduced by that amount and this cost was incurred because the company 

employed those individuals to help generate revenues. The same general logic can be applied in recording 

insurance expense, rent expense, advertising expense, utility expense (such as for electricity and water), 

and many other similar costs. 

 

In some ways, expenses are the opposite of revenues that measure the inflows or increases in net assets 

created by sales. Expense figures reflect outflows or decreases in net assets incurred in hopes of 

generating revenues. 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092601.html 

 

Question: To reiterate , four  terms are basic to an understanding  of financial  accounting . Almost any 

coverage of accounting  starts  with  these four . What  is the meaning  of asset, liability , revenue, and 

expense? 
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Answer: 

¶ Asset. A future economic benefit owned or controlled by the reporting company, such as inventory, 

land, or equipment.  

¶ Liabil ity . A probable future economic sacrifice or, in simple terms, a debt. 

¶ Revenue. A measure of the inflow or increase in net assets generated by the sales made by a company. 

It is a reflection of the amounts brought into the company by the sales process during a specified 

period of time.  

¶ Expense. A measure of the outflow or reduction in net assets caused by the companyôs attempt to 

generate revenues and includes costs, such as rent expense, salary expense, and insurance expense. 

 

KEY TAKEAWAY 

A strong knowledge of basic accounting terminology is essential for successful 

communication to take place in the reporting of financial information. Four terms 

provide a foundational core around which much of the accounting process is 

constructed. Assets are future economic benefits owned or controlled by an 

organization. Assets typically include cash, inventory, land, buildings, and equipment. 

Liabilities are the debts of the reporting entity, such as salary payable, rent payable, and 

ƴƻǘŜǎ ǇŀȅŀōƭŜΦ wŜǾŜƴǳŜ ŦƛƎǳǊŜǎ ƛƴŘƛŎŀǘŜ ǘƘŜ ƛƴŎǊŜŀǎŜ ƛƴ ŀ ŎƻƳǇŀƴȅΩǎ ƴŜǘ ŀǎǎŜǘǎ όƛǘǎ ŀǎǎŜǘǎ 

minus its liabilities) that is created by a sale of goods or services. Revenues are the 

lifeblood of any organization. Without the inflow of cash or receivables that comes from 

generating sales, a company cannot exist for long. Expenses are decreases in net assets 

that are incurred by a company in hopes of generating revenues. Expenses incurred by 

most companies run a full gamut from rent and salary to insurance and electricity. 

 

Talking with a Real Investing Pro (Continued) 

Following is a continuation of our interview with Kevin G. Burns.  
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Question: Financial accountants tend to place a heavy emphasis on the importance of generally accepted 

accounting principles (U.S. GAAP) to the world of business. After nearly three decades as an investment 

advisor, what is your opinion of the relevance of U.S. GAAP? 

 

Kevin Burns : Before the accounting scandals of the late 1990sðsuch as Enron and WorldComðfinancial 

information that adhered to U.S. GAAP was trusted worldwide. Investors around the globe took comfort 

in a standard that had such a great reputation for integrity. In the 1990s, though, I felt that U.S. GAAP 

become somewhat muddied because investors wanted to depend too heavily on one or two figures rather 

than judging the company as a whole. In the last several years, FASB has moved back to stressing clearer 

transparency for reported information. That objecti ve enables investors to better see and understand the 

organization standing behind those statements. That is important in order to maintain investor 

confidence. 

 

As for the current state of the U.S. GAAP, it is certainly superior to the majority of the worldôs standards. 

Unfortunately, it is getting more complicated every year, which is not always a good goal. 

  

Question: Are you bothered by the fact that the financial information that is reported to you by a business 

is not terribly exact? 

 

KB: No reporting system can ever be exact and many estimates are necessary in reporting any business. 

Am I bothered by the lack of precision? No, not particularly. I will say, though, that I tend to avoid 

companies that have an excessive quantity of notes to their financial statements. Many of those companies 

can be extremely difficult to evaluate because of the complexity of their operations. I prefer businesses 

where the analysis is a bit simpler and I am able to gain a genuine understanding of what is happening. 

  

Question: When you begin to study the financial data reported by a company that you are analyzing as an 

investment possibility, which do you look at first: revenues, expenses, assets, or liabilities? 

 

http://creativecommons.org/licenses/by-nc-sa/3.0/
http://www.saylor.org/books


Saylor URL: http://www.saylor.org/books  Saylor.org 
  55 

KB: For me, assets have always been the most important determination in the investments that I have 

chosen. However, that is because I have always been strictly a value investor. There are many different 

styles of investing. Value investors look at the value of a companyôs assets and then look for bargains 

based on current market prices. In comparison, growth investors look at earnings momentum and donôt 

care too much about asset values. They like to see a consistent rise in profitability each year. Over the 

years, being a value investor has worked well for my clients and me. 

 

[1] This is an opening chapter in an introductory financial accounting textbook. Definitions are 

somewhat simplified here so as to be more understandable to students who are just beginning 

their exploration of accounting. Many terms and definitions will be expanded in later chapters 

of this textbook or in upper-level accounting courses. 

 

[2] Leasehold improvements represent the remaining cost of any structural changes that were 

made by the company to improve property that it was only renting and did not own. In many 

cases, for financing purposes and tax reasons, companies prefer to rent spaceτfor example, in 

a shopping mallτrather than buy it. While renting, companies often spend significant amounts 

of money to adapt the facility to their own particular needs. This cost is reported as an asset 

because the changes will benefit the company in the future. In accounting, this asset is 

commonly known as a leasehold improvement. 

 

[3] To help fully comprehend the magnitude of the debt owed by General Electric, consider that 

684 billion one-dollar bills laid end-to-end would circle Earth at the equator approximately 

2,662 times, or about 66 million miles. 

 

[4] άbŜǘ ŀǎǎŜǘǎέ is a term that reflects a ŎƻƳǇŀƴȅΩǎ assets less its liabilities. Revenue can also be 

created by a decrease in a liability rather than an increase in an asset, but that rarely happens 

in the business world. 
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[5] An expense can cause a reduction in assets, especially if cash is paid. Frequently, though, an 

expense creates an increase in liabilities if the cost is incurred but payment has not yet been 

conveyed. In either caseτthe reduction of an asset or the creation of a liabilityτthe amount of 

net assets held by the organization decreases. 
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2.5 End-of-Chapter Exercises 
 

QUESTIONS 

1. Why is it acceptable for financial accounting to be imprecise? 

2. What is materiality? 

3. How is materiality determined? 

4. What is a misstatement? 

5. When is a misstatement considered fraud? 

6. Give three examples of uncertainties faced by businesses. 

7. 5ŜŦƛƴŜ ά¦Φ{Φ D!!tΦέ 

8. Why is GAAP so important to the capital market system in the United States? 

9. Who creates U.S. GAAP? 

10. 5ŜŦƛƴŜ άŀǎǎŜǘέ ŀƴŘ ƎƛǾŜ ŀƴ ŜȄŀƳǇƭŜ ƻŦ ƻƴŜΦ 

11. 5ŜŦƛƴŜ άƭƛŀōƛƭƛǘȅέ ŀƴŘ ƎƛǾŜ ŀƴ ŜȄŀƳǇƭŜ ƻŦ ƻƴŜΦ 

12. 5ŜŦƛƴŜ άǊŜǾŜƴǳŜΦέ 

13. 5ŜŦƛƴŜ άŜȄǇŜƴǎŜΦέ 

TRUE OR FALSE 

1. ____ Most countries require companies to follow U.S. GAAP in preparing their 

financial statements. 

2. ____ Companies face many uncertainties when preparing their financial statements. 

3. ____ A liability is defined as a future economic benefit that an organization owns or 

controls. 

4. ____ Creation of U.S. GAAP is primarily done by the U.S. government. 

5. ____ In order for investors to evaluate the financial information of a company, it is 

vital that the financial information be exact. 

6. ____ Materiality depends on the size of the organization. 

7. ____ Material misstatements made on financial statements are acceptable as long 

as there are only a few of them. 
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8. ____ An example of an uncertainty faced by companies in financial statements is a 

pending lawsuit. 

9. ____ Only accountants need to understand the terminology of accounting. 

10. ____ An employee is an example of an asset. 

11. ____ A sale is usually considered revenue even if cash is not collected. 

12. ____ The purchase of a building is recorded as an expense. 

13. ____ A deliberate misstatement is known as fraud. 

MULTIPLE CHOICE 

1. Which of the following is not an example of an uncertainty companies face in 

their financial reporting? 

a. Sales that have not yet been collected in cash 

b. Warranties 

c. A loan due to a bank 

d. A lawsuit that has been filed against the company 

1. Which of the following is true about U.S. GAAP? 

a. U.S. GAAP has been developed over the past ten years. 

b. U.S. GAAP allows financial statement users to compare the financial 

information of companies around the world. 

c. U.S. GAAP helps accountants achieve an exact presentation of a 

ŎƻƳǇŀƴȅΩǎ ŦƛƴŀƴŎƛŀƭ ǊŜǎǳƭǘǎΦ 

d. U.S. GAAP helps investors and creditors evaluate the financial health of a 

company. 

Questions 3, 4, and 5 are based on the following: 

MiƪŜ DƻƳŜȊ ƻǿƴǎ ŀ ƳǳǎƛŎ ǎǘƻǊŜ ŎŀƭƭŜŘ aƛƪŜΩǎ aǳǎƛŎ ŀƴŘ aƻǊŜΦ ¢ƘŜ ǎǘƻǊŜ Ƙŀǎ 

inventory that includes pianos, guitars, and other musical instruments. Mike rents 

the building in which his store is located, but owns the equipment and fixtures 

inside it. Last week, aƛƪŜΩǎ aǳǎƛŎ ƳŀŘŜ ǎŀƭŜǎ ƻŦ ϷоΣлллΦ {ƻƳŜ ƻŦ ǘƘŜ ǎŀƭŜǎ ǿŜǊŜ 

ƳŀŘŜ ƛƴ ŎŀǎƘΦ {ƻƳŜ ǿŜǊŜ ƳŀŘŜ ǘƻ ŎǳǎǘƻƳŜǊǎ ǿƘƻ ƘŀǾŜ ŀƴ ŀŎŎƻǳƴǘ ǿƛǘƘ aƛƪŜΩǎ 
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aǳǎƛŎ ŀƴŘ ŀǊŜ ōƛƭƭŜŘ ŀǘ ǘƘŜ ŜƴŘ ƻŦ ǘƘŜ ƳƻƴǘƘΦ [ŀǎǘ ƳƻƴǘƘΣ aƛƪŜΩǎ aǳǎƛŎ ōƻǊǊƻǿŜŘ 

$10,000 from a local bank to expand. 

1. Which ƻŦ ǘƘŜ ŦƻƭƭƻǿƛƴƎ ƛǎ ƴƻǘ ŀƴ ŀǎǎŜǘ ƻǿƴŜŘ ōȅ aƛƪŜΩǎ aǳǎƛŎΚ 

a. The inventory of musical instruments 

b. The building in which the store is located 

c. ¢ƘŜ ŀƳƻǳƴǘ ƻǿŜŘ ǘƻ aƛƪŜΩǎ aǳǎƛŎ ōȅ ƛǘǎ ŎǳǎǘƻƳŜǊǎ 

d. The equipment and fixtures in the store 

1. ²ƘƛŎƘ ƻŦ ǘƘŜ ŦƻƭƭƻǿƛƴƎ ƛǎ ŀ ƭƛŀōƛƭƛǘȅ ǘƻ aƛƪŜΩǎ aǳǎƛŎΚ 

a. The loan amount that must be repaid to the bank 

b. ¢ƘŜ ŀƳƻǳƴǘ ƻǿŜŘ ǘƻ aƛƪŜΩǎ aǳǎƛŎ ōȅ ƛǘǎ ŎǳǎǘƻƳŜǊǎ 

c. ¢ƘŜ ǎŀƭŜǎ aƛƪŜΩǎ aǳǎƛŎ ƳŀŘŜ ƭŀǎǘ ǿŜŜƪ 

d. The cash collected from customers on the sales made last week 

1. Which of the following is a true statement? 

a. aƛƪŜΩǎ aǳǎƛŎ ƛǎ ǘƻƻ ǎƳŀƭƭ ŦƻǊ ŀƴȅƻƴŜ ǘƻ ŎŀǊŜ ŀōƻǳǘ ƛǘǎ ŦƛƴŀƴŎƛŀƭ 

information. 

b. ¢ƘŜ ǎŀƭŜǎ aƛƪŜΩǎ aǳǎƛŎ ƳŀŘŜ ƭŀǎǘ ǿŜŜƪ ŀǊŜ ŎƻƴǎƛŘŜǊŜŘ ǊŜǾŜƴǳŜΦ 

c. ¢ƘŜ ƛƴǘŜƴǘ ƻŦ aƛƪŜΩǎ aǳǎƛŎ ǘƻ ŜȄǇŀƴŘ ƛǎ ŀƴ ŀǎǎŜǘΦ 

d. ¢ƘŜ ǎŀƭŜǎ aƛƪŜΩǎ aǳǎƛŎ ƳŀŘe on credit last week cannot be considered 

revenue. 

 

PROBLEM 

Mark each of the following with an (A) to indicate it is an asset, an (L) to indicate it is a 

liability, an (R) to indicate it is revenue, or an (E) to indicate it is an expense. 

a. ____ Cash 

b. ____ Building 

c. ____ Loan due to the bank 

d. ____ Inventory 

e. ____ Salary expense 

http://creativecommons.org/licenses/by-nc-sa/3.0/
http://www.saylor.org/books


Saylor URL: http://www.saylor.org/books  Saylor.org 
  60 

f. ____ Rent expense 

g. ____ Amounts owed to employees for work done 

h. ____ Equipment 

i. ____ Amounts owed to suppliers 

j. ____ Sales 

 

RESEARCH 

1. The chapter introduces the Financial Accounting Standards Board (FASB) as the 

body that has primary responsibility for determining U.S. GAAP. You can learn 

more about this organization at http://www.fasb.org. On the menu to the left, 

ŎƭƛŎƪ ƻƴ άCŀŎǘǎ ŀōƻǳǘ C!{.Φέ 

a. How long has FASB been in existence? 

b. From which organization does FASB get its power? 

c. Why do you think it is important that FASB be independent? 

d. What role does the Financial Accounting Foundation play? 

e. Name two current members of FASB. 

f. What is the EITF? 

 

1. Four fundamental accounting terms were introduced in : assets, liabilities, 

revenues, and expenses. We will explore these items further by examining the 

financial statements of Starbucks. You can access their financial statements by 

visiting http://www.starbucks.comΦ ¸ƻǳ ǿƛƭƭ ƴŜŜŘ ǘƻ ŎƭƛŎƪ άŀōƻǳǘ ǳǎέ ŀǘ ǘƘŜ ǘƻǇ 

ŀƴŘ ǘƘŜƴ άƛƴǾŜǎǘƻǊ ǊŜƭŀǘƛƻƴǎέ ƻƴ ǘƘŜ ƭŜŦǘΦ /ƭƛŎƪ ƻƴ άŀƴƴǳŀƭ ǊŜǇƻǊǘǎέ ƛƴ ǘƘŜ ƳŜƴǳ ƻƴ 

the left. Select the 2007 Annual ReportτFinancials. On the left side menu, select 

Item 8 (financial statements). 

 

a. The first page contains a statement showing the revenues and expenses 

for the year. What is this statement called? 

b. ²Ƙŀǘ ǿŀǎ {ǘŀǊōǳŎƪǎΩ ǘƻǘŀƭ ƴŜǘ ǊŜǾŜƴǳŜ ŦƻǊ ǘƘŜ ȅŜŀǊΚ 
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c. Based on your understanding of , can you say that this revenue number 

reported is the exact revenue earned by Starbucks in 2007? If not, what 

can you say about this revenue number? 

d. List two expenses reported by Starbucks. 

e. The statement on the ƴŜȄǘ ǇŀƎŜ ǊŜǇƻǊǘǎ {ǘŀǊōǳŎƪǎΩ ŀǎǎŜǘǎ ŀƴŘ ƭƛŀōƛƭƛǘƛŜǎΦ 

What is this statement called? 

f. Name two assets and two liabilities reported by Starbucks. 
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Chapter 3 
In What Form Is Financial Information Actually 

Delivered to Decision Makers Such as Investors and 
Creditors? 

 
3.1 The Construction of an Income Statement 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Understand that financial statements provide the structure for companies to report 

financial information to decision makers. 

2. Identify each of the four financial statements typically reported by a company. 

3. List the normal contents of an income statement. 

4. 5ŜŦƛƴŜ άƎŀƛƴǎέ ŀƴŘ άƭƻǎǎŜǎέ ŀƴŘ ŜȄǇƭŀƛƴ Ƙƻǿ ǘƘŜȅ ŘƛŦŦŜǊ ŦǊƻƳ άǊŜǾŜƴǳŜǎέ ŀƴŘ 

άŜȄǇŜƴǎŜǎέΦ 

5. Explain cost of goods sold. 

6. Compute gross profit and the gross profit percentage. 

7. Describe the location of income taxes within an income statement. 

 

Question: The revenues, expenses, assets, and liabilities  reported  by an organization  provide  data  that  

are essential for  decision making . The informational  value of these figures  enables a thorough  analysis  

of an organization  and its financial  health and future  prospects. How  do outsiders learn  of these 

amounts? How  are financial  data  actually  conveyed to interested parties?  For example, a company such 

as Marriott  International  Inc . (the hotel chain)  has possibly millions  of current  and potential  

shareholders, creditors , and employees. How  does such a company communicate  vital  financial  

information  to all  the groups and individuals  that  might  want  to make some type of considered 

evaluation?  
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Answer: Businesses and other organizations periodically produce financial statements that provide a 

formal structure for conveying financial information to decision makers. Smaller organizations distribute 

such statements each year, frequently as part of an annual report prepared by management. Larger 

companies, like Marriott International, issue yearly s tatements but also prepare interim statements, 

usually on a quarterly basis. 
[1]

 Regardless of the frequency of preparation, financial statements serve as 

the vehicle to report all the monetary balances and explanatory information required according to the 

rules and principles of U.S. generally accepted accounting principles (U.S. GAAP). Based on these 

standards, such statements are intended as a fairly presented portrait of the organizationðone that 

contains no material misstatements. In simple terms, a companyôs revenues, expenses, assets, and 

liabilities are reported to outsiders by means of its financial statements.  

 

Typically, a complete set of financial statements produced by a business includes four separate statements 

along with comprehensive notes. When studied with knowledge and understanding, a vast array of 

information becomes available to aid decision makers who want to predict future stock prices, cash 

dividend payments, and cash flows. 

 

Financial Statements and Accompanying Notes 
[2]

 

¶ Income statement (also called a statement of operations or a statement or earnings) 
[3]

 

¶ Statement of retained earnings (or the more inclusive statement of stockholdersô equity) 

¶ Balance sheet (also called a statement of financial position)  

¶ Statement of cash flows 

 

The four financial statements prepared by Marriott International as of January 2, 2009, and the year then 

ended were presented in just four pages of its annual report (pages forty-three through forty -six) whereas 

the notes accompanying those statements made up the next twenty-seven pages. Although decision 

makers often focus on a few individual figures found in financial statements, the vast wealth of 

information provided by the notes shou ld never be ignored. 
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EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092635.html 

 

Question: Assume that  a financial  investor  is analyzing  the latest income statement prepared  by a 

company in  hopes of deciding  whether  to buy its capital  stock or , possibly, loan money to the 

company . Or , perhaps, a current  employee must decide whether  to stay with  the company or  take a job 

offer  from  another  organization . Both of these individuals  want  to assess the companyôs financial  health 

and future  prospects. Certainly , all  the available  financial  statements need to be studied 

but , initially , this person is looking  at the income statement. What  types of financial  data  will  be 

available  on a typical  income statement such as might  be produced by a business like IBM , Apple, Papa 

Johnôs, or Pizza Hut?  

  

Answer: The main content of an income statement is rather straightforward: a listing of all revenues 

earned and expenses incurred by the reporting organization during the period specified. As indicated 

previously in  , revenue figures disclose increases in net assets (assets minus liabilities) that were created 

by the sale of goods or services resulting from the primary operations of the organization. For IBM, 

revenues are derived from the sale and servicing of computers and the like (a total of nearly $104 billion 

in 2008) while, for Papa Johnôs International, the reported revenue figure (a bit over $1.1 billion) 

measures the sale of pizzas and related items. 

 

Conversely, expenses are decreases in net assets incurred by a reporting company in hopes of generating 

revenues. For example, salaries paid to sales people for the work they have done constitute an expense. 

The cost of facilities that have been rented is also an expense as is money paid for utilities, such as 

electricity, heat, and water. 

 

For example, IBM reported selling, general, and administrative expenses for 2008 of $23.4 billion. That 

was just one category of its expenses disclosed within the companyôs income statement. 
[4]

 During the 

same period, Papa Johnôs reported salaries and benefits as an expense for its domestic company-owned 
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restaurants of $158.3 million. Financial accounting focuses on providing information about an 

organization and both of these figures should help decision makers begin to glimpse a portrait of the 

underlying company. Accounting is often said t o provide transparencyðthe ability to see straight through 

the words and numbers to gain a vision of the company and its operations. 

  

Question: Is nothing  else presented on an income statement other than  revenues and expenses? 

  

Answer: An income statement also reports gains and losses for the same period of time. A gain is an 

increase in the net assets of an organization created by an occurrence outside its primary or central 

operations. A loss is a decrease in net assets from a similar type of incidental event. 

 

When Apple sells a computer to a customer, it reports revenue but if the company disposes of a piece of 

land adjacent to a warehouse, it reports a gain (if sold above cost) or a loss (if sold below cost). Selling 

computers falls within Appleôs primary operations whereas selling land does not. If Pizza Hut sells a 

pepperoni pizza, the transaction brings in assets. Revenue has been earned and should be reported. If this 

same company disposes of one of its old stoves, the result is reflected as either a gain or loss. Pizza Hut is 

not in the business of selling appliances. This classification split between revenues/expenses and 

gains/losses helps provide decision makers with a clearer portrait of what actually happened to the 

company during the reportin g period. 

 

An example of an income statement for a small convenience store is shown in . Note that the name of the 

company, the identity of the statement, and the period of time reflected are apparent. Although this is 

only an illustration, it is quite sim ilar to the income statements created by virtually all business 

organizations in the United States and many other countries. 
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Figure  3.1 Income Statement 

 
EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092602.html 

 

Question: A review  of this sample income statement raises a number  of questions. The meaning  of 

balances such as salary  expense, rent  expense, advertising  expense, and the like are relatively  

clear. These figures  measure specific outflows  or  decreases in  the companyôs net assets that  were 

http://creativecommons.org/licenses/by-nc-sa/3.0/
http://www.saylor.org/books
http://www.quia.com/quiz/2092602.html


Saylor URL: http://www.saylor.org/books  Saylor.org 
  67 

incurred  in  attempting  to generate revenue. However , the largest  expense reported  on this income 

statement is called cost of goods sold. What  does the $900,000  cost of goods sold figure  represent? 

  

Answer: This convenience store generated sales of $1.4 million in Year 2XX4. Customers came in during 

that period of time and purchased merchandise at its sales price. That is the first step in the sale and is 

reflected within the revenue balance. The customers then took these goods with them and left the store; 

this merchandise no longer belongs to Davidson Groceries. In this second step, a decrease occurred in the 

companyôs net assets. Thus, an expense has occurred. As the title implies, ñcost of goods soldò (sometimes 

referred to as ñcost of salesò) is an expense reflecting the cost of the merchandise that a companyôs 

customers purchased during the period. It is the amount that Davidson paid for inventory items, such as 

apples, bread, soap, tuna fish, and cheese, that were then sold. 

 

Note that the timing of expense recognition is not tied to the payment of cash but rather to the loss of the 

asset. As a simple illustration, assume Davidson Groceries pays $2 in cash for a box of cookies on Monday 

and then sells it to a customer for $3 on Friday. The income statement will show revenue of $3 (the 

increase in the net assets created by the sale) and cost of goods sold of $2 (the decrease in net assets 

resulting from the sale). Both the revenue and the related expense are recorded on Friday when the sale 

took place and the inventory was removed. 

 

The difference in revenue and cost of goods sold is often referred to as the 

companyôs gross  profit , gross  margin , or markup . It is one of the reported figures studied carefully 

by decision makers. For this year, Davidson Groceries earned a gross profit of $500,000 ($1.4 million in 

revenues less $900,000 cost of goods sold). Its gross profit was 35.7 percent of sales ($500,000/$1.4 

million).  

 

For the year ending January 30, 2009, Loweôs Companies Inc., the home improvement company, 

reported net sales revenues of $48.2 billion along with cost of sales of $31.7 billion. Thus, Loweôs earned a 

gross margin (the companyôs term) during that period of $16.5 billion. Sales of merchandise ($48.2 

billion) exceeded the cost of those same goods ($31.7 billion) by that amount. Its gross profit percentage 
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was 34.2 percent ($16.5 million/$48.2 million). Any potential investor or creditor will find such numbers 

highly informative especially when compared with the companyôs prior years or with competing 

enterprises. For example, for the year ending February 1, 2009, the Home Depot Inc., a major competitor 

of Loweôs Companies, reported net sales of $71.3 billion, cost of sales of $47.3 billion, and gross profit (the 

companyôs term) of $24.0 billion. Its gross profit percentage was 33.7 percent ($24.0 million/$71.3 

million). Such information allows decision makers to compare these two companies and their operations.  

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092636.html 

 

Question: In  , revenues and expenses are listed first  to arrive  at an operating  income figure . That  is 

followed  by gains and losses. This sequencing is appropriate  since revenues and expenses relate to the 

primary  or  central  operations  of the business and gains and losses are created by more incidental  

events. Why then is income tax expense listed last, by itself , on the income statement and not with  the 

other expenses? 

  

Answer: State and federal income taxes cost businesses in the United States considerable sums of money 

each year. Exxon Mobil Corporation reported income taxes of $36.5 billion at t he bottom of its 2008 

income statement. The income tax figure is segregated in this manner because it is not an expense in a 

traditional sense. As previously described, an expenseðlike cost of goods sold, advertising, or rentðis 

incurred in order to genera te revenues. Income taxes do not create revenues at all. Instead, they are 

caused by the companyôs revenues and related profitability. Although referring to income taxes as an 

expense is common, probably a more apt title is ñincome taxes assessed by government.ò The financial 

impact is the same as an expense (an outflow or decrease in net assets); thus, ñincome tax expenseò is 

often used for labeling purposes. However, because the nature of this ñexpenseò is different, the reported 

income tax figure is frequently isolated at the bottom of the income statement, separate from true 

expenses. 
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KEY TAKEAWAY 

Financial information can be gathered about an organization but the resulting figures 

must then be structured in some usable fashion to be conveyed to interested decision 

makers. Financial statements serve this purpose. A typical set of financial statements is 

made up of an income statement, statement of retained earnings, balance sheet, 

statement of cash flows, and explanatory notes. The income statement reports revenues 

from sales of goods and services as well as expenses such as rent expense and cost of 

goods sold. Gains and losses that arise from incidental activities of a company are also 

included on the income statement but separately so that the income generated from 

primary operations is apparent. Income tax expense is reported at the bottom of the 

income statement because it is actually a government assessment rather than a true 

expense. 

 

[1] Financial statements for many of the businesses that have their capital stock traded publicly 

on stock exchanges are readily available on corporate Web sites. For example, the statements 

released by Marriott International can be located through the following path. The financial 

statements issued by most large companies will be found by using similar ǎǘŜǇǎΦω Go to 

http://www.marriott.comΦω Click on ά!ōƻǳǘ aŀǊǊƛƻǘǘέ (probably at the bottom of the 

ƘƻƳŜǇŀƎŜύΦω Click on άLƴǾŜǎǘƻǊ wŜƭŀǘƛƻƴǎΦέω Click on άCƛƴŀƴŎƛŀƭ LƴŦƻǊƳŀǘƛƻƴΦέω Click on 

άCƛƴŀƴŎƛŀƭ Reports & ǇǊƻȄȅΦέω Click on ά!ƴƴǳŀƭ wŜǇƻǊǘέ (for the year desired). 

 

[2] Because the final figures derived on the income statement and the statement of retained 

earnings are necessary to produce other statements, the preparation of financial statements is 

carried out in the sequential order shown here. 

 

[3] As will be discussed in a later chapter of this textbook, a statement of comprehensive 

income is also sometimes required to be attached to or presented with an income statement. 
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[4] Financial information reported by large publicly traded companies tends to be highly 

aggregated. Thus, the expense figure shown by IBM is a summation of many somewhat related 

expenses. Those individual balances would be available within the company for internal 

decision making. 
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3.2 Reported Profitability and the Principle of 
Conservatism 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Describe the method used to differentiate assets from expenses. 

2. Discuss the rationale for the principle of conservatism and its effect on financial 

reporting. 

3. Explain the reason dividend distributions are not reported within net income. 

4. Discuss the need to study an entire set of financial statements rather than focus in 

obsessively on one or two numbers such as net income. 

 

Question: Previously , the term  ñassetò was defined as a future  economic benefit owned or  controlled  by 

a reporting  company . On an income statement, items such as rent  and advertising  are listed as 

expenses. Why are such costs not grouped with  the assets on the balance sheet? For example, the rent  

paid  for  a building  could provide  a probable  future  economic benefit for  the reporting  organization  but 

it  is included in  as an expense. The same is true  for  adverti sing. How  does a company determine  

whether  a cost represents an asset or  an expense? 

  

Answer: Drawing a distinction that allows a cost to be classified as either an asset or an expense is not 

always easy for an accountant. If a company makes a $1,000 rent payment, an expense might have been 

incurred because an outflow of an asset has taken place. However, the cost of this rent could also be 

shown on the balance sheet as an asset if it provides future economic benefits. 

 

A cost is identified as an asset if the benefit clearly has value in generating future  revenues for the 

company whereas an expense is a cost that has already helped earn revenues in the past. 
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With an asset, the utility will be consumed in the year. With an expense, the utility has already been 

consumed. To illustrate, assume that on December 31, Year One, a company pays $1,000 for rent on a 

building used during the previous month. The benefit gained from occupying that space has already 

occurred. Use of the building helped the company generate revenue during December. The outflow of this 

money is reflected on the income statement as a rent expense. The benefit is now in the past. 

 

If on that same day, another $1,000 is paid to rent this building again during the upcoming month of 

January Year Two, the acquired benefit relates directly to the future. Until consumed, this second cost 

should be shown on the balance sheet as a $1,000 asset (referred to as prepaid rent). 

¶ Expense. Cost that helped generate revenues in the past. 

¶ Asset. Cost expected to help generate revenues in the future. 

 

When a cost is incurred, the accountant must investigate to determine when the related benefit is 

expected. This timingðwhich is guided by U.S. GAAPðindicates whether an asset should be recognized 

(shown on the balance sheet) or an expense (reported on the income statement). 

 

EXERCISE 

Link to multiple-choice question for practice 

purposes:http://www.quia.com/quiz/2092637.html 

 

Question: A business or  other organization  can face many  complicated  situations . At times, the decision 

as to whether  a specific cost will  generate revenue in  the future  (and is reported  as an asset) or  has 

already  helped create revenue in  the past (an expense) is difficult . When an accountant  encounters a 

case that  is ñtoo close to call,ò what  reporting  is appropriate?  For example, assume that  a company has 

agreed to pay $24,000  but officials  cannot ascertain  the amount  of the related benefit that  has already  

occurred versus the amount  that  will  take place in  the future . When delineation  between an asset and an 

expense appears to be impossible, what  is reported?  
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Answer: Being an accountant is a relatively easy job when financial events are distinct and clearly 

understood. Unfortunately, in real life, situations often arise where two or more outcomes seem equally 

likely. The distinction raised in this question between an asset and an expense is simply one of numerous 

possibilities  where multiple portraits could be envisioned. At such times, financial accounting has a long 

history of following the  principle  of  conservatism . 

 

The conservative nature of accounting influences many elements of U.S. GAAP and must be understood in 

order to appreciate the meaning of the financial information that is conveyed about an organization. 

Simply put, conservatism holds that whenever an accountant faces two or more equally  

likely  possibilities, the one that makes the company look worse should be selected. In other words, 

financial accounting attempts to ensure that a reporting organization never looks significantly better than 

it actually is.  

 

If a cost has been incurred that might have either a future value (an asset) or a past value (an expense), 

the accountant always reports the most likely possibility. That is the only appropriate way to paint a 

portrait of an organization that is the fairest representation. However, if neither scenario appears more 

likely to occur, the cost is classified as an expense rather than an asset because of the principle of 

conservatism. Reporting a past benefit rather than a future benefit has a detrimental impact on the 

companyôs appearance to an outside party. This handling reduces the reported net income as well as the 

amount shown as the total of the assets. 

 

The principle of conservatism can be seen throughout financial accounting. When the chance of two 

possibilities is the same, accounting prefers that the more optimistic approach be avoided. 

  

Question: Why does conservatism  exist in  financial  accounting? Companies must prefer  to look as 

successful as possible. Why does a bias exist for  reporting  outcomes in  a negative way?  

  

Answer: Accountants are well aware that the financial statements they produce are relied on by decision 

makers around the world to determine future actions that will place monetary resources at risk. For 
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example, if a company appears to be prosperous, an investor might decide to allocate scarce cash 

resources to obtain shares of its capital stock. Similarly, a creditor is more willing to make a loan to a 

company that seems to be doing well economically. 

 

Such decision makers face potential losses that can be significant. Accountants take their role in this 

process quite seriously. As a result, financial accounting has traditionally held that the users of financial 

statements are best protected if the reporting process is never overly optimistic in picturing an 

organizationôs financial health and future prospects. Money is less likely to be lost if the accountant paints 

a portrait that is no more rosy than necessary. The practice of conservatism is simply an attempt by 

financial accounting to help safeguard the public. 

 

The problem that can occur when a company appears excessively profitable can be seen in the downfall of 

WorldCom where investors and creditors lost billions of dollars. A major cause of this accounting scandal, 

one of the biggest in history, was the fraudulent decision by members of the companyôs management to 

record a cost of nearly $4 billion as an asset rather than as an expense. Although any future benefit 

resulting from these expenditures was highly doubtful, the cost was reported to outsiders as an asset. 

Conservatism was clearly not followed.  

 

Consequently, in its financial statements, WorldCom appeared to have more assets and be much more 

profitable than was actually the case. Investors and creditors risked their money based on the incorrect 

information they had received. Later, in 2002, when the truth  was  discovered, the stock price plummeted 

and the company went bankrupt. Even if the decision had been close as to whether these costs 

represented assets or expenses, the practice of conservatism would have dictated the need to record them 

as expenses to prevent an overly optimistic picture of the company and its financial health.  

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092638.html 
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Question: Previously , the term  ñdividendsò was introduced  and discussed. Dividend  distributions  reduce 

the net assets of a company .In  , a number  of expenses are listed but no divi dends are mentioned .Why 

are dividend  payments not included as expenses on an income statement? 

  

Answer: Dividends are not expenses and, therefore, must be omitted in creating an income statement. 

Such payments obviously reduce the amount of net assets owned or controlled by a reporting company. 

However, they are not related in any way to generating revenues. A dividend is a reward distributed by a 

company (through the decision of its board of directors) to the owners of its capital stock. Thus, a 

dividend is a sharing of profits and not a cost incurred to create revenues. 

In  , Davidson Groceries reports net income for the year of $230,000. The board of directors might look at 

that figure and opt to make a cash dividend distribution to company owners. That i s one of the most 

important decisions for any board. Such payments usually please the owners but reduce the size of the 

company andðpossiblyðits future profitability.  

An income statement reports revenues, expenses, gains, and losses. Dividend distributions do not qualify 

and must be reported elsewhere in the companyôs financial statements. 

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092622.html 

Question: The final  figure  presented on the income statement is net income. This balance reflects the 

growth  in  a companyôs net assets during  the period  resulting  from  all  revenues, expenses, gains, and 

losses. In  evaluating  the operations  of any company , that  figure  seems to be incredibly  significant . It  

reflects the profitability  for  the period . Is net income the most important  number  to be found in  a set of 

financial  statements? 

  

Answer: The net income figure reported for any business organization is an eagerly anticipated and 

carefully analyzed piece of financial information. It is the most discussed number disclosed by virtually 

any company. However, financial statements present a vast array of data and the importance of one 

balance should never be overemphasized. A portrait painted by an artist is not judged solely by the small 
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section displaying the modelôs ear but rather by the representation made of the entire person. Likewise, 

only the analysis of all information conveyed by a complete set of financial statements enables an 

interested party to arrive at the most appropriate decisions about an organization.  

 

Some creditors and investors seek shortcuts when making business decisions rather than doing the 

detailed analysis that is appropriate. Those individuals often spend an exorbitant amount of time focusing 

on reported net income. Such a narrow view shows a fundamental misunderstanding of financial 

reporting and the depth and breadth of the information being conveyed. In judging a companyôs financial 

health and future prospects, an evaluation should be carried out on the entity as a whole. Predicting stock 

prices, dividends, and cash flows requires a complete investigation. That is only possible by developing 

the capacity to work with all the data presented in a set of financial statements. If a single figure could be 

used reliably to evaluate a business organization, creditors and investors would never incur losses. 

 

KEY TAKEAWAY 

Conservatism is an often misunderstood term in financial reporting. Despite a reputation 

to the contrary, financial accounting is not radically conservative. However, when two 

reporting options are equally likely, the one that makes the company look best is 

avoided. In that way, the portrait created of a company is less likely to be overly 

optimistic so that decision makers are protected. Losses are less likely to occur. For 

example, expenses refer to costs that had value in the past while assets reflect future 

economic benefits. If this distinction cannot be drawn for a particular cost, it should be 

reported as an expense. That assignment reduces both reported income and assets. The 

resulting net income figure is useful in evaluating the financial health and prospects of a 

company but no single figure should be the sole source of information for a decision 

maker. 
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3.3 Increasing the Net Assets of a Company 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Define άǊŜǘŀƛƴŜŘ ŜŀǊƴƛƴƎǎέ ŀƴŘ ŜȄǇƭŀƛƴ ƛǘǎ ŎƻƳǇƻǎƛǘƛƻƴΦ 

2. 5ŜŦƛƴŜ άŎŀǇƛǘŀƭ ǎǘƻŎƪέ ŀƴŘ ŜȄǇƭŀƛƴ ǘƘŜ ƳŜŀƴƛƴƎ ƻŦ ƛǘǎ ǊŜǇƻǊǘŜŘ ŀŎŎƻǳƴǘ ōŀƭŀƴŎŜΦ 

3. Understand the lack of financial impact that the exchange of ownership shares 

between investors has on a company. 

 

Question: The second financial  statement is known  as the statement of retained  earnings . 
[1]

The 

term  retained  earnings  has not yet been introduced . What  information  does a retained  earnings  balance 

communicate  to an outside decision maker? For example, on January  31, 2009 , Barnes & Noble 

reported  retained  earnings  of nearly  $721 million , one of the larger  amounts found in  the companyôs 

financial  statements. What  does that  figure  tell  decision makers about this bookstore chain? 

  

Answer: Retained earnings is one of the most misunderstood accounts in all of financial reporting. In 

simplest terms, this balance is merely the total amount of net income reported by a company since it first 

began operations, less all dividends paid to stockholders during that same period. Thus, the figure 

provides a measure of the profits left in a business throughout its history to create growth. 

Figure  3.2 

 

When a company earns income, it becomes larger because net assets have increased. Even if a portion of 

the profits is later distributed to shareholders as a dividend, the company has grown in size as a result of 

its own operations. The retained earnings figure informs decision makers of the amount of that internally 
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generated expansion. The reported balance answers the question: How much of the companyôs net assets 

have been derived from operations during its life? 

 

If a company reports net income of $10,000 each year and then pays a $2,000 dividend to its owners, it is 

growing in size at the rate of $8,000 per year. After four years, for example, $32,000 ($8,000 × four 

years) of its net assets were generated by its own operating activities. That information is communicated 

through the retained earnings balance. 

 

As of January 31, 2009, Barnes & Noble reported total assets of $3.0 billion and liabilities of $2.1 billion. 

Thus, the company had net assets of $900 million. It held that many more assets than liabilities. Those 

additional assets did not appear by magic. They had to come from some source. One of the primary ways 

to increase the net assets of a company is through profitable operations. The balance for retained earnings 

shown by Barnes & Noble at this time lets decision makers know that approximately $721 million of its 

net assets were generated by the net income earned since the companyôs inception, after all dividend 

distributions to shareholders were subtracted.  

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092623.html 

Question: In  , Davidson  Groceries calculated its net income for  2XX4 as $230,000 . Assume that  this 

company began operations  on January  1, 2XX1, and reported  the following  balances over the years: 

Figure  3.3 
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How  is this information  reported?  What  is the structure  of the statement of retained  earnings  as it  

appears within  a companyôs financial  statements? 

  

Answer: In its three prior years of existence, Davidson Groceriesô net assets increased by a total of 

$320,000 as a result of its operating  activities. As can be seen here, the company generated total profit 

during this period of $530,000 while distributing dividends to shareholders amounting to $210,000, an 

increase of $320,000. Net assets rose further during the current year (2XX4) as Davidson Groceries made 

an additional profit (see also ) of $230,000 but distributed $100,000 in dividends.  

shows the format by which this information is conveyed to the decision makers who are evaluating 

Davidson Groceries. 

 

Figure  3.4 Statement of Retained Earnings  

 
EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092624.html 

 

Question: In  the information  given about Barnes & Noble, the company reported  holding  net assets of 

$900  million  but only  about $721 million  of that  amount  was generated through  operations  as shown by 

its retained  earnings  balance. Clearly , additional  sources must have helped the company attain  its 
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growth  in  size. Increases in  net assets of a company are not the result  of magic  or  miracles . Other than  

through  operations , how else does a company derive its net assets? 

  

Answer: Beyond operations (as reflected by the retained earnings balance), a company accumulates net 

assets by receiving contributions from its owners in exchange for capital stock. 
[2]

 This is the other major 

method by which Barnes & Noble was able to gather its $900 million in net assets. On a balance sheet, the 

measure of this inflow is usually labeled something like capital  stock , common  stock , or 

contributed  capital . The reported amount indicates the portion of the net assets that came into the 

business directly from stockholders. 

 

The amount of a companyôs net assets is the excess of its assets over its liabilities. Two reported balances 

indicate the primary source of those net assets: 

 

¶ Capital  stock (or  contributed  capital) . The amount invested in the business by individuals and groups 

in order to become owners. For example, as of December 31, 2008, Motorola Inc. reported having 

received a total of approximately $7.8 billion from its shareholders since its inception. 

¶ Retained  earnings . All the net income earned by the organization over its life less amounts 

distributed as dividends to owners. On December 31, 2008, Google Inc. reported a retained earnings 

balance of $13.6 billion (up over $4 billion in just one year).  

 

Companies that seek to grow must be able to generate resources from owners, operations, or both. 

  

Question: A corporation  issues (sells) ownership  shares to investors. The source of the resulting  inflow  

of assets into  the business is reflected on its balance sheet by the reporting  of a capital  stock (or  

contributed  capital)  balance. Thus, over its life,  Motorola  has received assets of $7.8 billion  from  

stockholders in  exchange for  capital  stock. Does the company receive money in  this way  when shares 

are sold each day on the New York Stock Exchange, NASDAQ (National  Association of Securities 

Dealers Automated  Quotation  Service), or  other stock exchanges? 
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Answer: No, purchases and sales on stock markets normally occur between investors and not with the 

company. Only the initial issuance of the ownership shares to a stockholder creates the inflow of assets 

reported by the companyôs capital stock or contributed capital account. 

 

To illustr ate, assume that Investor A buys capital stock shares directly from Business B for $179,000 in 

cash. This transaction increases the net assets of Business B by that amount. The source of the increase is 

communicated to decision makers by adding $179,000 to the capital stock balance reported by the 

company. Subsequently, these shares may be exchanged between investors numerous times without any 

additional financial impact on Business B. For example, assume Investor A later sells the shares to 

Investor Z for $200,000 using a stock market such as the New York Stock Exchange. Investor A earns a 

$21,000 gain ($200,000 received less $179,000 cost) and Investor Z has replaced Investor A as an owner 

of Business B. However, the financial condition of the company has not been affected by this new 

exchange. Thus, the capital stock balance only measures the initial investment contributed directly to the 

business. 

 

KEY TAKEAWAY 

¢ƘŜ ǎƻǳǊŎŜ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ƴŜǘ ŀǎǎŜǘǎ όŀǎǎŜǘǎ Ƴƛƴǳǎ ƭƛŀōƛƭƛǘƛŜǎύ ƛǎ ƻŦ ƛƴǘŜǊŜǎǘ ǘƻ ƻǳǘǎƛŘŜ 

decision makers. The reported retained earnings figure indicates the amount of these 

net assets that came from the operations of the company. This growth in size was 

internally generated. Retained earnings is all the net income earned since operations 

began less all dividend distributions. Net assets can also be derived from contributions to 

the company made by parties seeking to become owners. The capital stock (or 

contributed capital) balance measures this source of net assets. To impact the company, 

the assets must come directly from the owners. Hence, exchanges between investors on 

ŀ ǎǘƻŎƪ ŜȄŎƘŀƴƎŜ Řƻ ƴƻǘ ŀŦŦŜŎǘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ƴŜǘ ŀǎǎŜǘǎ ƻǊ ƛǘǎ ŦƛƴŀƴŎƛŀƭ ǊŜǇƻǊǘƛƴƎΦ 

 

[1] As indicated earlier, many companies actually report a broader statement of changes in 

ǎǘƻŎƪƘƻƭŘŜǊǎΩ equity to present details on all the accounts appearing in the ǎǘƻŎƪƘƻƭŘŜǊǎΩ equity 
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section of the balance sheet. At this initial point in the coverage, focusing solely on retained 

earnings makes the learning process easier. 

 

[2] As with many aspects of the coverage at this introductory stage, other events can also 

impact the reported total of a ŎƻƳǇŀƴȅΩǎ net assets and will be discussed in later chapters. The 

two sources hereτcapital stock and retained earningsτare shown by all corporations and are 

normally significantly large amounts. 
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3.4 Reporting a Balance Sheet and a Statement of Cash Flows 

 
LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. List the types of accounts presented on a balance sheet. 

2. Explain the difference between current assets and liabilities and noncurrent assets 

and liabilities. 

3. Calculate working capital and the current ratio. 

4. Provide the reason for a balance sheet to always balance. 

5. Identify the three sections of a statement of cash flows and explain the types of 

events included in each. 

 

Question: The third  financial  statement is the balance sheet. If  a decision maker  studies a companyôs 

balance sheet (on its Web site, for  example), what  information  can be discovered? 

  

Answer: The primary purpose of a balance sheet is to report an organizationôs assets and liabilities at a 

particular point in time. The format is quite simple. All assets are listed firstðusually in order of 

liquidity  
[1]
ðfollowed by the liabilities. A picture is provided of each future economic benefit owned or 

controlled by the company (its assets) as well as its debts (liabilities). 

 

A typical balance sheet is reported in for Davidson Groceries. Note that the assets are divided between 

current (those expected to be used or consumed within the next year) and noncurrent (those expected to 

remain within the company for longer than a yea r). Likewise, liabilities are split between current (to be 

paid during the next year) and noncurrent (not to be paid until after the next year). This labeling aids 

financial analysis because Davidson Groceriesô current liabilities ($57,000) can be subtracted from its 

current assets ($161,000) to arrive at a figure often studied by interested parties known as working capital 

($104,000 in this example). The current assets can also be divided by current liabilities 

($161,000/$57,000) to determine the companyôs current ratio (2.82 to 1.00), another figure calculated by 

many decision makers as a useful measure of short-term operating strength.  
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The balance sheet shows the companyôs financial condition on one specific date. All the other financial 

statements report events occurring over a period of time (often a year or a quarter). The balance sheet 

discloses assets and liabilities as of the one specified date. 

 

Figure  3.5 Balance Sheet 
[2]
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EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092603.html 

 

Question: Considerable information  is included on the balance sheet presented in  . Assets such as 

cash, inventory , and land  provide  future  economic benefits for  a company . Liabilities  for  

salaries, insurance , and the like reflect  debts that  are owed at the end of year . The $179,000 capital  

stock figure  indicates the amount  of assets that  the original  owners contributed  to the business. The 

retained  earnings  balance of $450,000  was computed earlier  in  and identifies  the portion  of the net 

assets generated by the companyôs own operations  over the years. For convenience, a general  term  such 

as ñstockholdersô equityò or  ñshareholdersô equityò encompasses the capital  stock and the retained  

earnings  balances. 

 

Why does the balance sheet balance? This agreement cannot be an accident. The asset total  of 

$1,206,000  is exactly the same as the liabilities  ($577,000)  plus the two  stockholdersô equity  accounts 

($629,000 ðthe total  of capital  stock and retained  earnings) . Thus,assets equal liabilities  plus 

stockholdersô equity . What  creates that  equilibrium?  

  

Answer: The balance sheet will always balance unless a mistake is made. This is known as 

the accounting  equation : 

 

assets = liabilities + ǎǘƻŎƪƘƻƭŘŜǊǎΩ equity. 
 

Or if the stockholdersô equity account is broken down into its component parts , 

 

assets = liabilities + capital stock + retained earnings. 
 

This equation stays in balance for one simple reason: assets must have a source. If a business or other 

organization has an increase in its total assets, that change can only be caused by (a) an increase in 

liabilities such as money being borrowed, (b) an increase in capital stock such as additional money being 
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contributed by stockholders, or (c) an increase created by operations such as a sale that generates a rise in 

net income. There are no other ways to increase assets. 

One way to understand the accounting equation is that the left side (the assets) presents a picture of the 

future economic benefits that the reporting compan y holds. The right side provides information to show 

how those assets were derived (from liabilities, from investors, or from operations). Because no assets are 

held by a company without a source, the equation (and, hence, the balance sheet) must balance. 

 

assets = the total source of those assets 

  

Question: The final  financial  statement is the statement of cash flows.  Cash is so important  to an 

organization  and its financial  health that  a complete statement is devoted to presenting  the changes that  

took place in  that  asset. As can be determined  from  the title,  this statement provides a picture  of the 

various  ways in  which  the company generated cash during  the year  and the uses that  were made of 

it . How  is the statement of cash flows  structured?  

  

Answer: Outside decision makers place considerable emphasis on a companyôs ability to create significant 

cash inflows and then wisely apply that money. presents an example of that information in a statement of 

cash flows for Davidson Groceries for the year ended December 31, 2XX4. Note that all the cash changes 

are divided into three specific sections: operating  activities , investing  activities , 

and  financing  activities . 
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Figure  3.6 Statement of Cash Flows 
[3]

 

 

  

Question: In  studying  the statement of cash flows , a companyôs individual  cash flows  relating  to selling 

inventory , advertising , selling land , buying  a building , paying  dividends , and the like can be readily  

identified . For example, when the statement indicates that  $120,000  was the ñcash received from  bank 

on a loan,ò a decision maker  should have a clear picture  of what  happened. There is no mystery . 

 

All  the cash flows  are divided  into  one of the three categories: 

 

1. Operating  activities  

2. Investing  activities  

3. Financing  activities  
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How  are these distinctions  drawn?  On a statement of cash flows,  what  is the difference in  an operating  

activity,  an investing  activity,  and a financing  activity?  

  

Answer: Cash flows listed as operating activities relate to receipts and disbursements that arose in 

connection with the central activity of the organization. For Davidson Groceries, these cash changes 

resulted from the daily operations carried out by the convenience store and include selling goods to 

customers, buying merchandise, paying salaries to employees, and the like. This section of the statement 

shows how much cash the primary function of the business was able to generate during this period of 

time, a figure that is watched closely by many financial analysts. Eventually, a company is only worth the 

cash that it can create from its operations. 

 

Investing activities report cash flows from events that (1) are separate from the central or daily operations 

of the business and (2) involve an asset. Thus, the amount of cash collected when either equipment or 

land is sold is reported within this section. A convenience store does not participate in such transactions 

as a regular part of operations and both deal with an asset. Cash paid to buy a building or machinery will 

also be disclosed in this same category. Such purchases do not happen on a daily operating basis and an 

asset is involved. 

 

Like investing activities, the third section of this statement ðcash flows from financing activities ðis 

unrelated to daily business operations but, here, the transactions relate to either a liability or a 

stockholdersô equity balance. Borrowing money from a bank meets these criteria as does distributing a 

dividend to shareholders. Issuing stock to new owners for cash is another financing activity as is payment 

of a noncurrent liability.  

 

Any decision maker can review the cash flows of a business within these three separate sections to receive 

a picture of how company officials managed to generate cash during the period and what use was made of 

it.  
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EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092604.html 

 

KEY TAKEAWAY 

The balance sheet is the only financial statement created for a specific point in time. It 

ǊŜǇƻǊǘǎ ŀ ŎƻƳǇŀƴȅΩǎ ŀǎǎŜǘǎ ŀǎ ǿŜƭƭ ŀǎ ǘƘŜ ǎƻǳǊŎŜ ƻŦ ǘƘƻǎŜ ŀǎǎŜǘǎΥ ƭƛŀōƛƭƛǘƛŜǎΣ ŎŀǇƛǘŀƭ ǎǘƻŎƪΣ 

and retained earnings. Assets and liabilities are divided between current and noncurrent 

ŀƳƻǳƴǘǎΣ ǿƘƛŎƘ ǇŜǊƳƛǘǎ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ǿƻǊƪƛƴƎ ŎŀǇƛǘŀƭ ŀƴŘ ŎǳǊǊŜƴǘ Ǌŀǘƛƻ ǘƻ ōŜ 

computed for analysis purposes. The statement of cash flows explains how the 

ŎƻƳǇŀƴȅΩǎ ŎŀǎƘ ōŀƭŀƴŎŜ ŎƘŀƴƎŜŘ ŘǳǊƛƴƎ ǘƘŜ ȅŜŀǊΦ !ƭƭ ŎŀǎƘ ǘǊŀƴǎŀŎǘƛƻƴǎ ŀre classified as 

falling within operating activities (daily activities), investing activities (nonoperating 

activities that affect an asset), or financing activities (nonoperating activities that affect 

ŜƛǘƘŜǊ ŀ ƭƛŀōƛƭƛǘȅ ƻǊ ŀ ǎǘƻŎƪƘƻƭŘŜǊǎΩ Ŝǉǳƛǘȅ ŀŎŎƻǳƴǘύ. 

 
Talking with a Real Investing Pro (Continued) 

Following is a continuation of our interview with Kevin G. Burns.  

  

Question: Warren Buffett is one of the most celebrated investors in history and ranks high on any list of 

the richest people in the world. When asked how he became so successful at investing, Buffett answered 

quite simply: ñWe read hundreds and hundreds of annual reports every year.ò 
[4]

 

Annual reports, as you well know, are the documents that companies produce each year containing their 

latest financial statements. You are an investor yourself, one who provides expert investment analysis for 

your clients. What is your opinion of Mr. Buffettôs advice? 

 

Kevin Burns : Warren Buffetðwho is much richer and smarter than I amðis correct about the importance 

of annual reports. Once you get past the artwork and the slick photographs and into the ñmeatò of these 

reports, the financial statements are a treasure trove of information. Are sales going up or down? Are 

expenses as a percentage of sales increasing or decreasing? Is the company making money? How are the 
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officers compensated? Do they own stock in the company? Are there many pages of notes explaining the 

financial statements? 

 

I actually worry when there are too many pages of notes. I prefer companies that donôt need so many 

pages to explain what is happening. I like companies that are able to keep their operations simple. 

Certainly, a great amount of important information can be gleaned from a careful study of the financial 

statements in any companyôs annual report. 

 
 

[1] Liquidity refers to the ease with which assets can be converted into cash. Thus, cash is 

normally reported first followed by investments in stock that are expected to be sold soon, 

accounts receivable, inventory, and so on. 

 

[2] As will be discussed in detail later in this textbook, noncurrent assets such as buildings and 

equipment are initially recorded at cost. This figure is then systematically reduced as the 

amount is moved gradually each period into an expense account over the life of the asset. Thus, 

balance sheet figures for these accounts are reported as άƴŜǘέ to show that only a portion of 

the original cost still remains recorded as an asset. This shift of the cost from asset to expense is 

known as depreciation and mirrors the using up of the utility of the property. On this 

ŎƻƳǇŀƴȅΩǎ income statementττassume that depreciation for the period made up a portion of 

the άƻǘƘŜǊέ expense category. 

 

[3] The cash flows resulting from operating activities are being shown here using the direct 

method, an approach recommended by the Financial Accounting Standards Board (FASB). This 

format shows the actual amount of cash flows created by individual operating activities such as 

sales to customers and purchases of inventory. In the business world, an alternative known as 

the indirect method is more commonly encountered. This indirect method will be 

demonstrated in detail in. 

[4] See http://www.minterest.com/warren-buffet-quotes-quotations-on-investing/. 

http://creativecommons.org/licenses/by-nc-sa/3.0/
http://www.saylor.org/books
http://www.minterest.com/warren-buffet-quotes-quotations-on-investing/


Saylor URL: http://www.saylor.org/books  Saylor.org 
  91 

3.5 End-of-Chapter Exercises 
 

QUESTIONS 

1. Why do businesses produce financial statements? 

2. What are the four financial statements typically produced by a company? 

3. On which financial statement would one find revenues and expenses? 

4. What is a gain? 

5. How does a gain differ from a revenue? 

6. What is a loss? 

7. How does a loss differ from an expense? 

8. Why are revenues and expenses reported separately from gains and losses? 

9. What three items are typically listed at the top of a financial statement? 

10. 5ŜŦƛƴŜ άŎƻǎǘ ƻŦ ƎƻƻŘǎ ǎƻƭŘΦέ 

11. 5ŜŦƛƴŜ άƎǊƻǎǎ ǇǊƻŦƛǘΦέ 

12. How do companies determine if a cost is an expense or an asset? 

13. 5ŜŦƛƴŜ άŎƻƴǎŜǊǾŀǘƛǎƳΦέ 

14. Explain why dividends are not reported on the income statement. 

15. What are retained earnings? 

16. 5ŜŦƛƴŜ άŎŀǇƛǘŀƭ ǎǘƻŎƪΦέ 

17. On which statement would assets and liabilities be reported? 

18. What differentiates a current asset from a noncurrent asset? 

19. Give the accounting equation and explain why it is true. 

20. What are the three categories of cash flows on the cash flow statement? 

21. How do operating, investing and financing cash flows differ from one another? 

 

TRUE OR FALSE 

1. ψψψψ ¢ƘŜ ƛƴŎƻƳŜ ǎǘŀǘŜƳŜƴǘ ƎƛǾŜǎ ŎƻƳǇŀƴȅΩǎ ǊŜǾŜƴǳŜǎ ŀƴŘ ŜȄǇŜƴǎŜǎ ŦƻǊ ƻƴŜ 

particular day of the year. 
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2. ____ An increase in net assets of a business due to the sale of its inventory is a gain. 

3. ____ Retained earnings represents amounts contributed to the business by its 

owners. 

4. ____ Assets and liabilities can be broken down into the categories of current and 

noncurrent. 

5. ____ Income tax expense is typically reported separately from other expenses. 

6. ____ Conservatism helps companies look better to potential investors. 

7. ____ Dividends paid are reported on the balance sheet. 

8. ____ Companies receive money each time their stock is sold on a stock exchange. 

9. ____ A balance sheet should always balance. 

10. ____ The statement of cash flows is broken up into operating, investing, and 

financing activities. 

11. ____ Notes are considered part of a complete set of financial statements. 

12. ____ Sales revenue less cost of goods sold is referred to as net income. 

13. ____ A gain is the amount of net income earned by a company over its life less any 

dividends it has paid. 

14. ____ The purpose of the balance sheet is to report the assets and liabilities of a 

company on a specific date. 

 

MULTIPLE CHOICE 

1. You are the CEO of Fisher Corporation. You are very concerned with presenting 

the best financial picture possible to the owners of your company. Unfortunately, 

Fisher has a lawsuit pending at the end of the year, which could result in the 

company having to pay a large sum of money. On the bright side, Fisher also has 

business deal that might go through, which could result in the company making a 

large gain. The principle of conservatism would say that which of the following is 

true? 

a. Fisher should not report the potential loss related to the lawsuit. 

b. Fisher should report the possible gain from the business deal. 
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c. Fisher should report the potential liability it has related to the lawsuit. 

d. Fisher should report the potential cash inflow it could receive from the 

business deal. 

1. Henderson Inc. reports the following: assets of $500,000, liabilities of $350,000 

and capital stock of $100,000. What is the balance in retained earnings? 

a. $450,000 

b. $50,000 

c. $250,000 

d. $750,000 

1. Giles Corporation borrowed money from Midwest Bank during the year. Where 

would this event be rŜǇƻǊǘŜŘ ƻƴ DƛƭŜǎΩǎ ǎǘŀǘŜƳŜƴǘ ƻŦ ŎŀǎƘ ŦƭƻǿǎΚ 

a. Operating activities 

b. Investing activities 

c. Financing activities 

d. It would not be reported on the statement of cash flows. 

1. You are considering investing in the stock of Mogul Corporation. On which of the 

following statements would you find information about what a company has to 

help it generate revenue in the future and what the company owes to others? 

a. Income statement 

b. Statement of retained earnings 

c. Balance sheet 

d. Statement of cash flows 

1. Which of the following is not a correct representation of the accounting 

equation? 

a. Assets = Liabilities + Capital Stock + Retained Earnings 

b. Assets ς [ƛŀōƛƭƛǘƛŜǎ Ґ hǿƴŜǊǎΩ 9ǉǳƛǘȅ 

c. !ǎǎŜǘǎ Ґ [ƛŀōƛƭƛǘƛŜǎ Ҍ hǿƴŜǊǎΩ 9ǉǳƛǘȅ 

d. !ǎǎŜǘǎ Ҍ [ƛŀōƛƭƛǘƛŜǎ Ґ hǿƴŜǊǎΩ 9ǉǳƛǘȅ 
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PROBLEMS 

1. Use the following abbreviations to indicate on which statement you would find 

each item below. Some items may appear on more than one statement. Include 

all abbreviations that would apply. 

¶ IS: Income statement 

¶ SRE: Statement of retained earnings 

¶ BS: Balance sheet 

a. ____ Sales 

b. ____ Cash 

c. ____ Gain on sale of building 

d. ____ Retained earnings 

e. ____ Salary expense 

f. ____ Capital stock 

g. ____ Dividends paid 

h. ____ Loss on sale of investment 

i. ____ Income tax expense 

j. ____ Net income 

1. The following relate to Farr Corporation for the month of April: 

Sales Revenue $140,000 

Gain on the Sale of Land $20,000 

Cost of Goods Sold $75,000 

Tax Expense $14,000 

Advertising Expense $10,000 

Dividends Paid $7,000 

Loss on Lawsuit $24,000 

a. 5ŜǘŜǊƳƛƴŜ CŀǊǊΩǎ ƎǊƻǎǎ ǇǊƻŦƛǘ ŦƻǊ ǘƘŜ ƳƻƴǘƘ ƻŦ !ǇǊƛƭΦ 

b. 5ŜǘŜǊƳƛƴŜ CŀǊǊΩǎ ƴŜǘ ƛƴŎƻƳŜ ŦƻǊ ǘƘŜ ƳƻƴǘƘ ƻŦ !ǇǊƛƭΦ 

c. If retained earnings at the beginning of April were $1,500,000, what 

would retained earnings be at the end of April? 
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1. Maverick Company has the following account balances at the end of December. 

{Ƙƻǿ ǘƘŀǘ aŀǾŜǊƛŎƪΩǎ ōŀƭŀƴŎŜ ǎƘŜŜǘ ǿƻǳƭŘ ōŀƭŀƴŎŜ ǳǎƛƴƎ ǘƘŜ ŀŎŎƻǳƴǘƛƴƎ 

equation. 

Cash $8,000 

Capital Stock $120,000 

Inventory $16,000 

Note Payable $45,000 

Retained Earnings $29,000 

Building $150,000 

Equipment $20,000 

2. Ramond Company has hired you to prepare financial statements for the year 

ending 12/31. On your first day of work, your assistant comes to you with several 

items that could be classified as expenses or could be classified as assets. Based 

on your knowledge of accounting so far, determine whether the following items 

should be recorded as an expense or an asset. 

a. On 12/31, Ramond paid $14,000 to rent office space for the next twelve 

months. 

b. On 10/1, Ramond paid ϷплΣллл ŦƻǊ ƛƴǎǳǊŀƴŎŜ ǘƘŀǘ ŎƻǾŜǊŜŘ ǘƘŜ ŎƻƳǇŀƴȅΩǎ 

property for the last quarter of the year. 

c. On 6/1, Ramond purchased $27,000 in supplies, all of which were used 

by 12/31. 

d. On 12/31, Ramond purchased $5,000 worth of supplies for the coming 

month. 
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1. For each of the following, determine the missing balance. 

a. 

Net Income $82,900 

Cost of Goods Sold $459,030 

Advertising Expense $56,000 

Gain on Sale of Equipment $5,000 

Income Tax Expense $50,000 

Sales Revenue ? 

b. 

Net Income $6,500 

Retained Earnings, 12/31 $16,200 

Dividends $2,900 

Retained Earnings, 1/1 ? 

c. 

Cash $460,000 

Accounts Receivable $540,200 

Current Assets $1,670,000 

Inventory ? 

d. 

Total Assets $54,000 

Total Liabilities $32,000 

Capital Stock $15,000 

Retained Earnings ? 

 

1. Rescue Records needs rescuing. The downloading of songs and other media are 

killing its business. The owners of Rescue want to know if they made a net income 

or a net loss for the year ended December 31. Given the following account 

balances, prepare an income statement for Rescue similar to. 
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Advertising Expense $4,600 

Salary Expense $25,470 

Cost of Goods Sold $109,000 

Sales Revenue $197,000 

Income Tax Expense $3,800 

Loss on Sale of Stock $12,090 

Rent Expense $35,000 

 

2. Your lawn care business, A Cut Above, has grown beyond your wildest dreamsτ

to the point where you would like to buy some new equipment and hire some 

ǇŜƻǇƭŜ ǘƻ ƘŜƭǇ ȅƻǳΦ ¦ƴŦƻǊǘǳƴŀǘŜƭȅΣ ȅƻǳ ŘƻƴΩǘ ƘŀǾŜ ǘƘŀǘ ƪƛƴŘ ƻŦ ƳƻƴŜȅ ǎƛǘǘƛƴƎ 

around, so you are applying for a loan. The bank has requested financial 

statements, including, of course, a balance sheet. The following are the balances 

you have on 5/31. Prepare a classified balance sheet to submit to the bank. 

Cash $2,400 

Prepaid Insurance $1,400 

Note Payable Due Two Years from Now (Loan from Mom) $5,000 

Capital Stock (Money You Invested to Start Business) $2,000 

Accounts Receivable $500 

Supplies Inventory $300 

Equipment, Net $3,000 

Accounts Payable $300 

Retained Earnings $300 

3. Maria Sanchez, an accountant by trade, moonlights as a personal trainer. Maria is 

curious about her cash inflows and outflows from her personal work for the 

month of February. Using the following information, prepare a statement of cash 

flows for Maria. 
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Cash for Supplies Inventory $500 

Cash for Advertising $400 

Cash Paid for Equipment $900 

Cash Received from Bank Loan $1,000 

Cash Paid for Insurance $700 

Cash Received from Customers $2,200 

Cash Paid for Taxes $400 

Cash Balance, 2/1 $500 

 

RESEARCH 

1. The U.S. Securities and Exchange Commission (SEC) is a governmental 

organization whose mission is to protect investors and oversee capital markets. 

The SEC requires companies whose stock is traded on U.S. public exchanges to 

submit financial statements like those introduced in this chapter on a quarterly 

ŀƴŘ ŀƴƴǳŀƭ ōŀǎƛǎΦ !ƴȅƻƴŜ Ŏŀƴ ŀŎŎŜǎǎ ǘƘŜǎŜ ǎǘŀǘŜƳŜƴǘǎ ǳǎƛƴƎ ǘƘŜ {9/Ωǎ 95D!w 

(Electronic Data Gathering and Retrieval) database system. This exercise will allow 

you to learn more about the SEC and use its datŀōŀǎŜ ǘƻ ŀŎŎŜǎǎ ŀ ŎƻƳǇŀƴȅΩǎ 

financial statements. You can access the SEC on the Internet at 

http://www.sec.gov. 

 

a. When and why was the SEC created? 

b. Name the main divisions of the SEC and briefly explain their function. 

c. CǊƻƳ ǘƘŜ ƘƻƳŜ ǇŀƎŜΣ ǎŜƭŜŎǘ άCƻǊƳǎ ŀƴŘ CƛƭƛƴƎǎ ό95D!wύΦέ {ŜƭŜŎǘ άǎŜŀǊŎƘ 

ŦƻǊ ŎƻƳǇŀƴȅ ŦƛƭƛƴƎǎΦέ {ŜƭŜŎǘ άŎƻƳǇŀƴƛŜǎ ŀƴŘ ƻǘƘŜǊ ŦƛƭŜǊǎΦέ Lƴ ǘƘŜ ōƻȄ 

ōŜǎƛŘŜ άŎƻƳǇŀƴȅ ƴŀƳŜΣέ ŜƴǘŜǊ ǘƘŜ ƴŀƳŜ ƻǊ ǇŀǊǘ ƻŦ ǘƘŜ ƴŀƳŜ of a 

company about which you are interested in learning more. You should 

see a long list of strange letters and numbers like 8-K and 10-K. These 

designate the type of filing the company has made. Scroll down until you 
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come to a 10-K filing. This is the annual report of the company. Select 

html and then select the document next to 10-K. Scroll down to the table 

ƻŦ ŎƻƴǘŜƴǘǎ ŀƴŘ ǎŜƭŜŎǘ ƛǘŜƳ уΦ ¢ƘŜǎŜ ŀǊŜ ǘƘŜ ŎƻƳǇŀƴȅΩǎ ŦƛƴŀƴŎƛŀƭ 

statements. Which financial statements do you see? 
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Chapter 4 
How Does an Organization Accumulate and Organize 

the Information Necessary to Prepare Financial 
Statements? 

 

4.1 The Essential Role of Transaction Analysis 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. 5ŜŦƛƴŜ άǘǊŀƴǎŀŎǘƛƻƴέ ŀƴŘ ǇǊƻǾƛŘŜ ŎƻƳƳƻƴ ŜȄŀƳǇƭŜǎΦ 

2. 5ŜŦƛƴŜ άǘǊŀƴǎŀŎǘƛƻƴ ŀƴŀƭȅǎƛǎέ ŀƴŘ ŜȄǇƭŀƛƴ ƛǘǎ ƛƳǇƻǊǘŀƴŎŜ ǘƻ ǘƘŜ ŀŎŎƻǳƴǘƛƴƎ ǇǊƻŎŜǎǎΦ 

3. Identify the account changes created by the purchase of inventory, the payment of a 

salary, and the borrowing of money. 

4. Understand that accounting systems can be programmed to automatically record 

expenses such as salary as it accrues. 

 

Question: Information  provided  by a set of financial  statements is essential to any individual  analyzing  

a business or  other organization . The availability  of a fair  representation  of a companyôs financial  

position , operations , and cash flows  is invaluable  for  a wide array  of decision makers. However , the 

sheer volume of data  that  a company such as General Mills , McDonaldôs, or PepsiCo must gather  in  

order  to prepare  these statements has to be astronomical . Even a small  enterpriseða local convenience 

store, for  exampleðgenerates a significant  quantity  of information  virtually  every day . How  does an 

accountant  begin the process of accumulating  all  the necessary data  so that  financial  statements can 

eventually  be produced? 

  

Answer: The accounting process starts by analyzing the effect of transactio nsðany event that has a 

financial impact on a company. Large organizations participate in literally millions of transactions each 

year that must be gathered, sorted, classified, and turned into a set of financial statements that cover a 
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mere four or five pages. Over the decades, accountants have had to become very efficient to fulfill this 

seemingly impossible assignment. Despite the volume of transactions, the goal remains the same: to 

prepare financial statements that are presented fairly because they contain no material misstatements 

according to U.S. generally accepted accounting principles (U.S. GAAP). 

 

For example, all the occurrences listed in are typical transactions that any company might encounter. 

Each causes some measurable effect on a companyôs assets, liabilities, revenues, expenses, gains, losses, 

capital stock, or dividends paid. The accounting process begins with an analysis of each transaction to 

determine the financial changes that took place. Was revenue earned? Did a liability increase? Has an 

asset been acquired? 

 

Figure  4.1 Transactions Frequently Encountered  

 

In any language, successful communication is only possible if the information to be conveyed is properly 

understood. Likewise, in accounting, transactions must be analyzed so their impact is understood. A vast 

majority of transactions are relatively straightforward so that, with experience, the accountant can 

ascertain the financial impact almost automatically. For transactions with greater complexity, the 

necessary analysis becomes more challenging. However, the importance of this initial step in the 

production of financial statements cannot be overstressed. The well-known computer aphorism capture s 

the essence quite succinctly: ñgarbage in, garbage out.ò There is little hope that financial statements can 
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be fairly presented unless the entering data are based on an appropriate identification of the changes 

created by each transaction. 

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092626.html 

 

Transaction Analysis 

  

Question: Transaction  1ðA company buys inventory  on credit  for  $2,000 . How  does transaction  

analysis  work  here? What  accounts are affected by this purchase? 

  

Answer: Inventory, which is an asset, increases by $2,000. The organization has more inventory than it 

did prior to the purchase. Because no money has yet been paid for these goods, a liability for the same 

amount has been created. The term accounts  payable  is often used in financial accounting to represent 

debts resulting from the acquisition of inventory and supplies.  

 

inventory (asset) increases by $2,000accounts payable (liability) increases by $2,000 
 

Note that the accounting equation described in the previous chapter remains in balance. Assets have gone 

up by $2,000 while the liability side of the equation has also increased by the same amount to reflect the 

source of this increase in the companyôs assets. 

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092605.html 
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Question: Transaction  2ðA company pays a salary  of $300  to one of its employees for  work  performed  

during  the past week. No amount  had previously  been recorded by the accounting  system for  this 

amount . What  accounts are affected by this salary  payment?  

  

Answer: Cash (an asset) is decreased here by $300. Whenever cash is involved in a transaction, 

determining that change is a good place to start the analysis. Increases and decreases in cash are often 

obvious. 

 

The cash balance declined here because salary was paid to an employee. Assets were reduced as a result of 

the payment. That is a cost to the company. Thus, a salary expense of $300 is reported. Recognizing an 

expense is appropriate rather than an asset because the employeeôs work reflects a past benefit. The effort 

has already been carried out, generating revenues for the company in the previous week rather than in the 

future.  

 

salary expense (expense) increases by $300 
 
cash (asset) decreased by $300 
 

The continued equilibrium of the accounting equation does exist here although it is less obvious. Assets 

are decreased. At the same time, an expense is recognized. This expense reduces reported net income. On 

the statement of retained earnings, current net income becomes a component of retained earnings. The 

reduction in income here serves to decrease retained earnings. Because both assets and retained earnings 

go down by the same amount, the accounting equation continues to balance. 

  

Question: In  Transaction  2, the company paid  a salary  of $300  that  it  owed to a worker . Why does a 

payment  to an employee not reduce a salary  payable balance? 

  

Answer: Costs such as salary, rent, or interest increase gradually over time and are often referred to 

as accrued  expenses  because the term ñaccrueò means ñto grow.ò An accounting system can be 
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mechanically structured to record such costs in either of two ways. The results are the same but the steps 

in the process differ. 

¶ Some companies simply ignore accrued expenses until paid. At that time, the expense is recognized 

and cash is reduced. No liability is entered into the accounting system or removed. Because the 

information provided above indicates that nothing has been recorded to date, this approach is used 

here. 

¶ Other companies choose to program their computer systems so that both the expense and the related 

liability are recognized automatically as the amount grows. For salary, as an example, this increase 

could literally be recorded each day or week based on the amount earned by employees. At the time 

payment is finally conveyed, the expense has already been recorded. Thus, the liability is removed 

because that debt is being settled. Below, in Transaction 5, this second possible approach to recording 

accrued expenses is illustrated. 

 

A company can recognize an accrued expense (such as a salary) as incurred or wait until payment. This 

decision depends on the preference of company officials. The end result (an expense is reported and cash 

decreased) is the same, but the recording procedures differ. As will be discussed, if no entry has been 

made for such costs prior to the production of financial statements (the first alternative), both the expense 

and the payable do have to be recognized at that time so that all balances are properly stated for reporting 

purposes. 

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092606.html 

 

Question: Transaction  3ðA company borrows  $9,000  from  a bank . What  is the impact  of signing  a loan 

agreement with  a bank or  other lending  institution?  
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Answer: Cash is increased by the amount of money received from the lender. The company is obligated to 

repay this balance and, thus, has incurred a new liability. As with many transactions, the financial impact 

is reasonably easy to ascertain. 

 
cash (asset) increases by $9,000 
 
note payable (liability) increases by $9,000 
 

KEY TAKEAWAY 

Most organizations must gather an enormous quantity of information as a prerequisite 

for preparing financial statements periodically. This process begins with an analysis of 

the impact of each transaction (financial event). After the effect on all account balances 

is ascertained, the recording of a transaction is relatively straightforward. The changes 

caused by most transactionsτthe purchase of inventory or the signing of a note, for 

exampleτcan be determined quickly. For accrued expenses, such as salary or rent that 

grow over time, the accounting system can record the amounts gradually as incurred or 

only at the point of payment. However, the figures to be reported are not impacted by 

the specific mechanical steps that are taken. 
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4.2 The Effects Caused by Common Transactions 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Explain the reason that a minimum of two accounts are impacted by every 

transaction. 

2. Identify the account changes that are created by the payment of insurance and rent, 

the sale of merchandise, the acquisition of a long-lived asset, a capital contribution, 

the collection of a receivable, and the payment of a liability. 

3. Separate the two events that occur when inventory is sold and determine the effect 

of each. 

 

Question: Transaction  4ðThe inventory  items that  were bought in  Transaction  1 for  $2,000  are now 

sold for  $5,000  on account. What  balances are impacted  by the sale of merchandise in  this manner?  

  

Answer: Two things actually happen in the sale of inventory. First, revenue of $5,000 is generated by the 

sale. Because the money will not be collected until a later date, accounts receivable (an asset) is initially 

increased. The reporting of receivable balance indicates that this amount is due from a customer and 

should be collected at some subsequent point in time. 

 

accounts receivable (asset) increases by $5,000 
 
sales (revenue) increases by $5,000 
 

Second, the inventory is removed. Companies have an option in the method by which inventory balances 

are monitored. Here, a perpetual  inventory  system  will be utilized. That approach has become 

extremely common due to the prevalence of computer systems in the business world. It maintains an 

ongoing record of the inventory held and the amount that has been sold to date. All changes in inventory 

are recorded immediately. However, in a later chapter, an alternative approachðstill used by some 

companiesðknown as a periodic  inventory  system  will also be demonstrated. 
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Since a perpetual system is being used here, the reduction in inventory is recorded simultaneously with 

the sale. An expense is incurred as inventory costing $2,000 is taken away by the customer. The 

companyôs assets are reduced by this amount. Cost of goods sold (an expense) is recognized to reflect this 

decrease in the amount of merchandise on hand. 

 

cost of goods sold (expense) increases by $2,000 
 
inventory (asset) decreases by $2,000 
 

The $3,000 difference between the sales revenue of $5,000 and the related cost of goods sold of $2,000 is 

known as the gross profit (or gross margin or mark up) on the sale. 

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092607.html 

 

Question: In  each event that  has been studied so far , two  accounts have been affected. Are two  accounts 

impacted  by every possible transaction?  

  

Answer: In every transaction, a cause and effect relationship is always present. For example, accounts 

receivable increases because of a sale. Cash decreases as a result of paying salary expense. No account can 

possibly change without some identifiable cause. Thus, every transaction must touch a minimum of two 

accounts. Many transactions actually affect more than two accounts but at least two are impacted by each 

of these financial events. 

  

Question: Transaction  5ðThe reporting  company pays $700 for  insura nce coverage relating  to the past 

few months. The amount  was previously  recorded in  the companyôs accounting  system as the cost was 

incurred . Apparently , computers were programmed  to accrue this expense periodically . What  is the 

financial  impact  of paying  for  an expense if  the balance has already  been recognized over time as the 

liability  grew  larger?  
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Answer: Several pieces of information should be noted here as part of the analysis. 

¶ Cash declined by $700 as a result of the payment. 

¶ This cost relates to a past benefit; thus, an expense has to be recorded. No future economic benefit is 

created by the insurance payment in this example. Cash was paid for coverage over the previous 

months. 

¶ The companyôs accounting system has already recorded an accrual of this amount. Thus, insurance 

expense and the related liability were recognized as incurred. This is clearly a different mechanical 

procedure than that demonstrated in Transaction 2 above for the salary payment. 

 

The expense cannot be recorded again or it will be double-counted. Instead, cash is reduced along with 

the liability established through the accrual process. The expense was recorded already so no additional 

change in that balance is needed. Instead, the liability is removed and cash decreased. 

 

insurance payable (liability) decreases by $700 
 
cash (asset) decreases by $700 
 

Note that accounting recognition is often dependent on the recording that has taken place. The final 

results should be the same (here an expense is recognized and cash decreased), but the steps in the 

process can vary. 

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092608.html 

 

Question: Transaction  6ðA truck  is acquired  for  $40,000  but only  $10,000  in  cash is paid  by the 

company . The other $30,000  is covered by signing  a note payable . This transaction  seems to be a bit  

more complicated  because more than  two  figures  are involved . What  is the financial  impact  of buying  

an asset when only  a portion  of the cash is paid  on that  date? 
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Answer: In this transaction, for the first time, three accounts are impacted. A truck is bought for $40,000, 

so the recorded balance for this asset is increased by that cost. Cash decreases $10,000 while the notes 

payable balance rises by $30,000. These events each happened. To achieve a fair presentation, the 

accounting process seeks to reflect the actual occurrences that took place. As long as the analysis is 

performed properly, recording a transaction is no more complicated when more than two accounts are 

affected. 

 
truck (asset) increases by $40,000 
 
cash (asset) decreases by $10,000 
 
notes payable (liability) increases by $30,000 

  

Question: Transaction  7ðAssume that  several individuals  approach  the company and 

offer  to contribute  $19,000 in  cash to the business in  exchange for  capital  stock so that  

they can join  the ownership . The offer  is accepted. What  accounts are impacted  by the 

issuance of capital  stock to the owners of a business? 

  

Answer: When cash is contributed to a company for a portion of the ownership, cash obviously goes up by 

the amount received. This money was not generated by revenues or by liabilities but rather represents 

assets given freely so that new ownership shares could be issued. This inflow is reflected in the financial 

statements as increases in the cash and capital stock accounts. Outside decision makers can see that this 

amount of the companyôs net assets came from investments made by owners. 

 

cash (asset) increases by $19,000 
 
capital stock όǎǘƻŎƪƘƻƭŘŜǊǎΩ equity) increases by $19,000 
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EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092640.html 

 

Question: Transaction  8ðA sale of merchandise was made previously  in  Transaction  4 for  $5,000 . No 

cash was received at that  time but is collected now . What  accounts are affected by the receipt of money 

from  an earlier  sale? 

  

Answer: The revenue from this transaction was properly recorded previously in Transaction 4 when the 

sale originally took place and the account receivable balance was established. Revenue should not be 

recorded again or it will be double-counted causing reported net income to be overstated. Instead, the 

accountant indicates that this increase in cash is caused by the decrease in the accounts receivable 

balance. 

 

cash (asset) increases by $5,000 
 
accounts receivable (asset) decreases by $5,000 

  

Question: Transaction  9ðInventory  was bought in  Transaction  1 for  $2,000  and later  sold in  

Transaction  4. Now , however , the company is ready  to make payment  on the amount  owed for  this 

merchandise. When cash is delivered to settle a previous purchase of inventory , what  is the financial  

effect of the transaction?  

  

Answer: As a result of the payment, cash is decreased by $2,000. The inventory was recorded previously 

when acquired. Therefore, this new transaction does not replicate that effect. Instead, the liability 

established in number 1 is removed from the books. The company is not buying the inventory again but 

simply paying the debt established for these goods. 

 

accounts payable (liability) decreases by $2,000 
cash (asset) decreases by $2,000 
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EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092627.html 

 

Question: Transaction  10ðThe company  wants  to rent  a building  to use for  the next four  months and 

pays the propertyôs owner  $4,000  to cover this cost. When a rent  or  other payment  provides the 

company with  a future  benefit, what  recording  is appropriate?  

  

Answer: In acquiring the use of this property, the companyôs cash decreases by $4,000. The money was 

paid in order to utilize the building for four months in the future. The anticipated economic benefit is an 

asset and should be reported to decision makers by establishing a prepaid rent balance. The reporting 

company has paid to use the property at a designated time in the future to help generate revenues. 

 

prepaid rent (asset) increases $4,000 
 
cash (asset) decreases by $4,000 
 

KEY TAKEAWAY 

Accountants cannot record transactions without understanding the impact that has 

occurred. Whether inventory is sold or an account receivable is collected, at least two 

accounts are always affected because all such events have both a cause and a financial 

effect. Individual balances rise or fall depending on the nature of each transaction. The 

payment of insurance, the collection of a receivable, a capital contribution, and the like 

all cause very specific changes in account balances. One of the most common is the sale 

of inventory where both an increase in revenue and the removal of the merchandise 

takes place. Increases and decreases in inventory are often monitored by a perpetual 

system that reflects all such changes immediately. In a perpetual system, cost of goods 

soldτǘƘŜ ŜȄǇŜƴǎŜ ǘƘŀǘ ƳŜŀǎǳǊŜǎ ǘƘŜ Ŏƻǎǘ ƻŦ ƛƴǾŜƴǘƻǊȅ ŀŎǉǳƛǊŜŘ ōȅ ŀ ŎƻƳǇŀƴȅΩǎ 

customersτis recorded at the time of sale. 
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4.3 An Introduction to Double-Entry Bookkeeping 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Explain the history of double-entry bookkeeping. 

2. List the four steps followed in the accounting process. 

3. Indicate the purpose of a T-account. 

4. List the rules for using debits and credits. 

5. Understand the reason that debits and credits are always equal. 

 

Question: Transaction  analysis  determines the changes in  account balances as the events of each day 

take place. Financial  statements provide  a formal  structure  to communicate  the resulting  balances 

periodically  to an array  of interested parties . Revenues, expenses ,gains, and losses are presented on an 

income statement where they are combined to arrive  at reported  net income for  the period . Total  income 

earned and dividends  paid  by the company over its entire  life  are netted to compute the current  retained  

earnings  balance. Assets, liabilities , capital  stock, and retained  earnings  are all  displayed  on a balance 

sheet. Changes in  cash are separated into  operating  activities , investin g activities , and financing  

activities  and disclosed on a statement of cash flows . Notes offer  pages of additional  explanatory  

information . The amount  of financial  data  that  is readily  available  is impressive. 

 

The accountant  for  a business of any significant  size faces a daunting  challenge in  creating  financial  

statements: gathering , measuring , and reporting  the impact  of the many  varied  events that  occur 

virtually  every day . As an example, for  2008 , Xerox Corporation  disclosed revenues of over $17.6 billion  

and operating  expenses and other costs of $17.4 billion . At the end of 2008 , the Kellogg Company 

reported  holding  $897 million  in  inventory ðwhich  is a lot  of cerealðand indicated  that  its operating  

activities  that  year  generated a net cash inflow  of nearly  $1.3 billion . How  can any organization  

possibly amass and maintain  such an enormous volume of data  so that  financial  statements can be 

produced with  no material  misstatements? 
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Answer: Over five hundred years ago, Venetian merchants in Italy developed a system that continues to 

serve in the twenty-first century as the basis for accumulating financial data throughout much of the 

world. Today, when every aspect of modern society seems to be in a constant state of flux, a process that 

has remained in use for over five centuries is almost impossible to comprehend. However, the double -

entry  bookkeeping  procedures that were first documented in 1494 by Fra Luca Bartolomeo de Pacioli 

(a friend of Leonardo da Vinci) r emain virtually unchanged by time. Organizations, both small and large, 

use the fundamentals of double -entry bookkeeping  to collect the information needed to produce 

financial statements that are fairly presented according to the rules of U.S. GAAP. 

  

Question : This assertion sounds like science fiction . It  hardly  seems believable that  Xerox keeps up with  

over $17.6 billion  in  revenue (approximately  $48 million  per day)  using the same methods that  Venetian 

merchants  applied  to their  transactions  during  the Renaissance. How  can a five-hundred -year -old 

bookkeeping system possibly be usable by todayôs modern  businesses? 

  

Answer: State-of-the-art computers and other electronic devices are designed to refine and accelerate the 

financial accounting process but the same basic organizing procedures have been utilized now for 

hundreds of years. In simplest terms, accounting systems are all created to follow four sequential steps: 

 

¶ Analyze 

¶ Record 

¶ Adjust  

¶ Report 

 

As explained previously, financial accounting starts by analyzing each transactionðevery event that has a 

monetary impact on the organizationðto ascertain the changes created in accounts such as rent expense, 

cash, inventory, and dividends paid. Fortunately, a vast majority of any companyôs transactions are 

repetitive so that many of the effects can be easily anticipated. A sale on credit always increases both 

accounts receivable and revenues. Regardless of the time or place, a cash purchase of equipment increases 

the balance reported for equipment while decreasing cash. Computer systems can be programmed to 
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record the impact of these events automatically allowing the accountant to focus on analyzing more 

complex transactions. 

  

Question: The second step in  the accounting  system is listed above as ñrecord.ò At the beginning  of this 

chapter , a number  of transactions  were presented and their  impact  on individual  accounts determined . 

Following  this analysis , some method has to be devised to capture  the information  in  an orderly  

fashion . Officials  could just list  the effect of each transaction  on a sheet of paper : increase inventory  

$2,000  and increase accounts payable $2,000;  increase salary  expense $300  and decrease cash 

$300 . However , this process is slow and poorly  organized . A more efficient  process is required . What is 

the key to recording  transactions  after  all  account changes are identified?  

  

Answer: An essential step in understanding the accounting process is to realize that financial information 

is accumulated by accounts . Every balance to be reported in a companyôs financial statements is 

maintained in a separate account. Thus, for assets, an individual account is established to monitor cash, 

accounts receivable, inventory, and so on. To keep track of expenses, a number of additional accounts are 

needed, such as cost of goods sold, rent expense, salary expense, and repair expense. The same is true for 

revenues, liabilities, and other categories. A small organization might utilize only a few dozen accounts for 

its entire recordkeeping system. A large company could have thousands. 

 

Based on the original Venetian model, the balance for each account is monitored in a form known as a T-

account  as displayed in . This structure provides room for recording on both the left side (known as 

the debit  side) and the right side (the credit  side). 

 

Figure  4.2 Common T-Accounts 
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One side of each T-account records increases; the other side indicates decreases. For over five hundred 

years, the following rules have applied. 

 

The following are accounts where debits reflect an increase and credits a decrease: 

¶ Expenses and losses 

¶ Assets 

¶ Dividends paid  
[1]

 

 

The following are accounts where credits reflect an increase and debits a decrease: 

¶ Liabilities  

¶ Capital stock 

¶ Revenues and gains 

¶ Retained earnings 
[2]

 

 

The debit and credit rules for these seven general types of accounts provide a short-hand method for 

recording the financial impact that a transaction has on any account. They were constructed in this 

manner so that the following  would be true:  

 

debits must always equal credits for every transaction. 
 

At first, the debit and credit rules might seem completely arbitrary. However, they are structured to 

mirror the cause and effect relationship found in every transaction. This is the basis of what the Venetian 

merchants came to understand so long ago: every effect must have a cause. 

 

To illustrate:  

 

¶ Assume an asset (such as cash) increases. As shown above, that is recorded on the debit side of the 

specific  assetôs T-account. What could cause an asset to become larger? A reason must exist. A 

liability ðpossibly a bank loanðcould have been incurred (recorded as a credit); capital stock could 

have been issued to an owner (a credit); revenue could have been earned from a sale (a credit); 
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another asset could have been sold (a credit). The list of possible reasons is relatively short. In each 

case, the debit (increase) to the asset is caused by an equal and offsetting credit. 

 

¶ Assume an asset (such as cash) decreases. This change is recorded on the credit side of the assetôs T-

account. What might cause this reduction? An expense could have been paid (recorded as a debit); a 

dividend could have been distributed to shareholders (a debit) ; a liability could have been 

extinguished (a debit); another asset could have been acquired (a debit). Once again, the cause and 

effect relationship is reflected; the debits equal the credits. Each effect is set equal and opposite to 

every potential cause. 
 

 

There are only seven types of accounts. Therefore, a mastery of debit and credit rules can be achieved with 

a moderate amount of practice. Because of the fundamental position of debits and credits within every 

accounting system, this knowledge is well worth the effort required.  

 

EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092609.html 

 

KEY TAKEAWAY 

Most companies participate in numerous transactions each day that must be examined 

and organized so that financial statements can be prepared. This process requires four 

steps: analyze, record, adjust, and report. Over five hundred years ago, double-entry 

bookkeeping was created as a mechanical process to facilitate this gathering and 

reporting of financial information. A T-account is maintained for each of the accounts 

(such as cash, accounts payable, and rent expense) to be reported by a company. The 

left side of the T-account is the debit side, and the right side is the credit. Expenses and 

losses, assets, and dividends paid increase with debits. Liabilities, revenues and gains, 
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capital stock, and retained earnings increase with credits. Debits always equal credits 

because every transaction must have both an effect and a cause for that effect. 

 

[1] One method to keep track of these accounts initially is to remember them as the ά59!5έ 

accounts: debits increase, expenses and losses, assets, and dividends paid. Quickly, though, 

through practice, such mnemonic devices will not be needed. 

 

[2] Changes in the balance reported for retained earnings normally do not come as a direct 

result of a transaction. As discussed previously, this account reflects all the net income earned 

to date reduced by all dividend payments. Income is made up of revenues, expenses, gains, and 

losses. Accounting recognition of revenues and gains (which increase with credits) lead to a 

larger retained earnings balance. Expenses, losses, and dividends paid (which all increase with 

debits) reduce retained earnings. Consequently, credits cause an increase in retained earnings 

whereas debits produce a decrease. 
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4.4 Preparing Journal Entries 
 

LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Describe the purpose and structure of a journal entry. 

2. Identify the purpose of a journal. 

3. 5ŜŦƛƴŜ άǘǊƛŀƭ ōŀƭŀƴŎŜέ ŀƴŘ ƛƴŘƛŎŀǘŜ ǘƘŜ ǎƻǳǊŎŜ ƻŦ ƛǘǎ ƳƻƴŜǘŀǊȅ ōŀƭŀƴŎŜǎΦ 

4. Prepare journal entries to record the effect of acquiring inventory, paying salary, 

borrowing money, and selling merchandise. 

5. 5ŜŦƛƴŜ άŀŎŎǊǳŀƭ ŀŎŎƻǳƴǘƛƴƎέ ŀƴŘ ƭƛǎǘ ƛǘǎ ǘǿƻ ŎƻƳǇƻƴŜƴǘǎΦ 

6. Explain the purpose of the revenue realization principle. 

7. Explain the purpose of the matching principle. 

 

Question: In  an accounting  system, the impact  of each transaction  is analyzed and must then be 

recorded. Debits and credits are used for  this purpose. How  does the actual  recording  of a transaction  

take place? 

  

Answer: The effects produced on the various accounts by a transaction should be entered into the 

accounting system as quickly as possible so that information is not lost and mistakes have less time to 

occur. After analyzing each event, the financial changes caused by a transaction are initially recorded as 

a journal  entry . 
[1]

 A list  of all recorded journal entries is maintained in a  journal  (also referred to as a 

general  journal ), which is one of the most important components within any accounting system. The 

journal is the diary of the company: the history of the impact of the finan cial events as they took place. 

 

A journal entry is no more than an indication of the accounts and balances that were changed by a 

transaction.  

  

Question: Debit and credit  rules are best learned through  practice . In  order  to grasp  the use of debits 

and credits, how should the needed practice  begin? 
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Answer: When faced with debits and credits, everyone has to practice at first. That is normal and to be 

expected. These rules can be learned quickly but only by investing a bit of effort. Earlier in this chapter, a 

number of transactions were analyzed to determine their impact on account balances. Assume now that 

these same transactions are to be recorded as journal entries. To provide a bit more information for this 

illustration, the reporting company will be a small farm supply store known as the Lawndale Company 

that is located in a rural area. For convenience, assume that the company incurs these transactions during 

the final few days of Year One, just prior to preparing financial statements.  

 

Assume further that this company already has the account balances presented in in its T-accounts before 

making this last group of journal entries. Note that the total of all the debit and credit balances do agree 

($54,300) and that every account shows a positive balance. In other words, the figure being reported is 

either a debit or credit based on what makes that particular type of account increase. Few T-accounts 

contain negative balances. 

 

This current listing of accounts is commonly referred to as a trial  balance . Since T-accounts are kept 

together in a ledger (or general ledger), a trial balance reports the individual balances for each T-account 

maintained in the companyôs ledger. 
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Figure  4.3 Balances Taken From T-accounts in Ledger 

 

  

Question: Assume that  after  the above balances were determined ,several additional  transactions  took 

place. The first  transaction  analyzed at the start  of this chapter  was the purchase of inventory  on credit  

for  $2,000 . This acquisition  increases the record  of the amount  of inventory  being held while  also 

raising  one of the companyôs liabilities , accounts payable . How  is the acquisition  of inventory  on credit  

recorded in  the form  of a journal  entry?  

  

Answer: Following the transactional analysis, a journal entry is prepared to record the impact that the 

event has on the Lawndale Company. Inventory is an asset that always uses a debit to note an increase. 

Accounts payable is a liability so that a credit indicates that an increase has occurred. Thus, the following 

journal entry is appropriate.
[2]

 

 

Figure  4.4 Journal Entry 1: Inventory Acquired on Credit  
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Notice that the word ñinventoryò is physically on the left of the journal entry and the words ñaccounts 

payableò are indented to the right. This positioning clearly shows which account is debited and which is 

credited. In the same way, the $2,000 numerical amount added to the inventory total appears on the left 

(debit) side whereas the $2,000 change in accounts payable is clearly on the right (credit) side. 

 

Preparing journal entries is obviously a mechanical process but one that is fundamental to the gathering 

of information for financial reporting purposes. Any person familiar with accounting procedures could 

easily ñreadò the above entry: based on the debit and credit, both inventory and accounts payable have 

gone up so a purchase of merchandise for $2,000 on credit is indicated. Interestingly, with translation of 

the words, a Venetian merchant from the later part of the fifteenth century would be capable of 

understanding the information captured by this journ al entry even if prepared by a modern company as 

large as Xerox or Kellogg. 

  

Question: As a second example, the Lawndale  Company pays its employees their  regular  salary  of $300  

for  work  performed  during  the past week. If  no entry  has been recorded previou sly, what  journal  entry  

is appropriate  when a salary  payment  is made? 

  

Answer: Because no entry has yet been made, neither the $300 salary expense nor the related salary 

payable already exists in the accounting records. Apparently, the $1,000 salary expense appearing in the 

above trial balance reflects earlier payments made during the period by the company to its employees. 

 

Payment is made here for past work so this cost represents an expense rather than an asset. Thus, the 

balance recorded as salary expense goes up by this amount while cash decreases. Increasing an expense is 

always shown by means of a debit; decreasing an asset is reflected through a credit. 

 

Figure  4.5 Journal Entry 2: Salary Paid to Employees  
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In practice, the date of each transaction could also be included here. For illustration purposes, this extra 

information is not necessary. 

  

Question: Assume $9,000  is borrowed  from  a local bank when officials  sign a new note payable that  

will  have to be repaid  in  several years. What  journal  entry  is prepared  by a companyôs accountant  to 

reflect  the inflow  of cash received from  a loan? 

  

Answer: As always, recording begins with an analysis of the transaction. Here, cash increases as the result 

of the incurred debt (notes payable). Cashðan assetðincreases $9,000, which is shown as a debit. The 

companyôs notes payable balance also goes up by the same amount. As a liability, the increase is recorded 

through a credit. By using debits and credits in this way, the financial effects are entered into the 

accounting records. 

 

Figure  4.6 Journal Entry 3: Money Borrowed from Bank  

 

 
EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092610.html 

 

Question: In  Transaction  1, inventory  was bought for  $2,000 . That  entry  is recorded above. Assume 

now that  these goods are sold for  $5,000  to a customer on credit . How  is the sale of merchandise on 

account recorded in  journal  entry  form?  

  

Answer: As discussed previously, two events really happen when inventory is sold. First, the sale is made 

and, second, the customer takes possession of the merchandise from the company. Assuming again that a 

perpetual inventory system is in use, both the sale and the related expense are recorded immediately. In 
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the initial part of the transaction, the accounts receivable balance goes up $5,000 because the money 

from the customer will not be collected until a later date. The increase in this asset is shown by means of a 

debit. The new receivable resulted from a sale. Revenue is also recorded (by a credit) to indicate the cause 

of that effect. 

 

Figure  4.7 Journal Entry 4A: Sale Made on Account  

 

At the same time, inventory costing $2,000 is surrendered by the company. The reduction of any asset is 

recorded through a credit. The expense resulting from the asset outflow has been identified previously as 

ñcost of goods sold.ò Like any expense, it is entered into the accounting system through a debit. 

 

Figure  4.8 Journal Entry 4B: Merchandise Acquired by Customers  

 

Question: In  the above transaction , the Lawndale  Company made a sale but the cash will  not be 

collected until  some later  date. Why is revenue reported  at the time of sale rather  than  when the cash is 

eventually  collected? Accounting  is conservative . Thus, delaying  recognition  of sales revenue (and the 

resulting  increase in  net income) until  the $5,000  is physically  received might  have been expected. 

  

Answer: This question reflects a common misconception about the information conveyed through 

financial statements. As shown above in Journal Entry 4A, recognition of revenue is not tied directly to 

the receipt of cash. One of the most important elements comprising the structure of U.S. GAAP 

is accrual  accounting , which serves as the basis for timing the reporting of revenues and expenses. 

Because of the direct impact on net income, such recognition issues are among the most complicated and 

controversial in accounting. The accountant must always determine the appropriate point in time for 
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reporting each revenue and expense. Accrual accounting provides standard guidance (in the United States 

and throughout much of the world).  

 

Accrual accounting is really made up of two distinct components. The 

revenue  realization  principle  provides authoritative direction as to the proper t iming for the 

recognition of revenue. The matching  principle  establishes guidelines for the reporting of expenses. 

These two principles have been utilized for decades in the application of U.S. GAAP. Their importance 

within financial accounting can hardly be overstated. 

 

Revenue realization  principle . Revenue is properly recognized at the point that (1) the earning process 

needed to generate the revenue is substantially complete and (2) the amount eventually to be received can 

be reasonably estimated. As the study of financial accounting progresses into more complex situations, 

both of these criteria will require careful analysis and understanding.  

 

Matching  principle . Expenses are recognized in the same time period as the revenue they help create. 

Thus, if specific revenue is to be recognized in the year 2019, any associated costs should be reported as 

expenses in that same time period. Expenses are matched with revenues. However, when a cost cannot be 

tied directly to identifiable revenue, matching is not p ossible. In those cases, the expense is recognized in 

the most logical time period, in some systematic fashion, or as incurredðdepending on the situation.  

 

For the revenue reported in Journal Entry 4A, assuming that the Lawndale Company has substantially 

completed the work required of this sale and $5,000 is a reasonable estimate of the amount that will be 

collected, recognition at the time of sale is appropriate. Because the revenue is recognized at that moment, 

the related expense (cost of goods sold) should also be recorded as can be seen in Journal Entry 4B. 

Accrual accounting provides an excellent example of how U.S. GAAP guides the reporting process in order 

to produce fairly presented financial statements that can be understood by all decision makers around the 

world.  

EXERCISE 
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Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092642.html 

 

KEY TAKEAWAY 

After the financial effects are analyzed, the impact of each transaction is recorded within 

ŀ ŎƻƳǇŀƴȅΩǎ ŀŎŎƻǳƴǘƛƴƎ ǎȅǎǘŜƳ ǘƘǊƻǳƎƘ ŀ ƧƻǳǊƴŀƭ ŜƴǘǊȅΦ ¢ƘŜ ǇǳǊŎƘŀǎŜ ƻŦ ƛƴǾŜƴǘƻǊȅΣ 

payment of a salary, and borrowing of money are all typical transactions that are 

recorded by means of debits and credits. All journal entries are maintained within the 

ŎƻƳǇŀƴȅΩǎ ƧƻǳǊƴŀƭΦ ¢ƘŜ ǘƛƳƛƴƎ ƻŦ ǘƘƛǎ ǊŜŎƻƎƴƛǘƛƻƴ ƛǎ ŜǎǇŜŎƛŀƭƭȅ ƛƳǇƻǊǘŀƴǘ ƛƴ ŎƻƴƴŜŎǘƛƻƴ 

with revenues and expenses. Accrual accounting provides formal guidance within U.S. 

GAAP. Revenues are recognized when the earning process is substantially complete and 

the amount to be collected can be reasonably estimated. Expenses are recognized based 

on the matching principle, which holds that they should be reported in the same period 

as the revenue they help generate. 

 

[1] In larger organizations, similar transactions are often grouped, summed, and recorded 

together for efficiency. For example, all cash sales at one store might be totaled automatically 

and recorded at one time at the end of each day. To help focus on the mechanics of the 

accounting process, the journal entries recorded for the transactions in this textbook will be 

prepared individually. 

 

[2] The parenthetical information is included here only for clarification purposes and does not 

appear in a true journal entry. 
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4.5 The Connection of the Journal and the Ledger 

 
LEARNING OBJECTIVES 

At the end of this section, students should be able to meet the following objectives: 

1. Prepare journal entries for basic transactions such as the payment of insurance, the 

acquisition of a long-lived asset, the contribution of capital, the payment of a 

dividend, and the like. 

2. Explain the recording of a gain or loss rather than revenue and cost of goods sold. 

3. Describe the recording of an unearned revenue. 

4. Understand the purpose of both the journal and the ledger. 

5. Discuss the posting of journal entries to the ledger T-accounts and describe the 

purpose of that process. 

 

Question: The Lawndale  Company pays $700 for  insurance coverage received over the past few 

months. In  this case, though , the amount  has already  been recognized by the company . Both the 

insurance expense and an insurance payable were recorded as incurred . Thus, the amounts can be seen 

on the trial  balance in . Apparently,  Lawndaleôs accounting  system was designed to recognize this 

particular  expense as it  grew  over time . When an expense has already  been recorded, what  journal  

entry  is appropriate  at the time actual  payment  is made? 

  

Answer: Because of the previous recognition, the expense should not now be recorded a second time. 

Instead, this payment reduces the liability that was established by the accounting system. Cashðan 

assetðis decreased, which is shown by means of a credit. At the same time, the previously recorded 

payable is removed. Any reduction of a liability is communicated by a debit. To reiterate, no expense is 

included in this entry because that amount has already been recognized. 

Figure  4.9 Journal Entry 5: Liability for Insurance Is Paid  
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Note that Journal Entries 2 and 5 differ although the events are similar. As discussed previously, specific 

recording techniques can be influenced by the manner in which the accounting system has handled earlier 

events. In Journal Entry 2, neither the expense nor the payable had yet been recorded. Thus, the expense 

was recognized at the time of payment. For Journal Entry 5, both the expense and payable had already 

been entered into the records as the amount gradually grew over time. Hence, when paid, the liability is 

settled but no further expense is recognized. The proper amount is already present in the insurance 

expense T-account. 

  

Question: Assume that  a new truck  is acquired  by the Lawndale  Company for  $40,000 . Cash of $10,000  

is paid  now but a note payableðdue in  several yearsðis signed for  the remaining  $30,000 .This 

transaction  impacts  three accounts rather  than  just two . How  is a journal  entry  constructed when more 

than  two  accounts have been affected? 

  

Answer: As has been discussed, every transaction changes at least two accounts because of the cause and 

effect relationship underlying all financial events. However, beyond that limit, any number of accounts 

can be impacted. Complex transactions often touch numerous accounts. Here, the truck account (an 

asset) is increased and must be debited. Part of the acquisition was funded by paying cash (an asset) with 

the decrease recorded as a credit. The remainder of the cost was covered by signing a note payable (a 

liability). A liability increase is recorded by means of a credit. Note that the debits do equal the credits 

even when more than two accounts are affected by a transaction. 

 

Figure  4.10 Journal Entry 6: Truck Acquired for Cash and by Signing a Note  

 

  

Question: Lawndale  Company needs additional  financing  so officials  go to current  or  potential  

shareholders and convince them to contribute  cash of $19,000 in  exchange for  new shares of the 

companyôs capital  stock. These individuals  invest this money in  order  to join  the ownership  or  increase 
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the number  of shares they already  hold. What  journal  entry  does a business record  when capital  stock is 

issued? 

  

Answer: The asset cash is increased in this transaction, a change that is always shown as a debit. Capital 

stock also goes up because new shares are issued to company owners. As indicated in the debit and credit 

rules, the capital stock account increases by means of a credit. 

 

Figure  4.11 Journal Entry 7: Capital Stock Issued for Cash  

 
EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092643.html 

 

Question: In  Journal  Entry  4A, a sale was made on credit . An account receivable was established at that  

time for  $5,000 . Assume that  the customer now pays this amount  to the Lawndale  Company.How  does 

the collection of an amount  from  an earlier  sales transaction  affect the account balances? 

  

Answer: When a customer makes payment on a previous sale, cash increases and accounts receivable 

decrease. Both are assets; one balance goes up (by a debit) while the other is reduced (by a credit). 

 

Figure  4.12 Journal Entry 8: Money Collected on Account  

 

Note that cash is collected here but no additional revenue is recorded. Based on the requirements of 

accrual accounting, revenue of $5,000 was recognized previously in Journal Entry 4A. Apparently, the 

revenue realization principle was met at that time, the earning process was substantially complete and a 
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reasonable estimation could be made of the amount to be received. Recognizing the revenue again at the 

current date would incorrectly inflate reported net income. Instead, the previously created receivable 

balance is removed. 

  

Question: In  Journal  Entry  1, inventory  was purchased on credit  for  $2,000 . Assume, now , that  

Lawndale  makes payment  of the entire  amount  that  is due. How  is a cash outflow  to pay for  inventory  

previously  acquired  shown in  a companyôs journal?  

  

Answer: Inventory was bought at an earlier time and payment is now being made. The inventory was 

properly recorded when acquired and should not be entered again. The merchandise was only obtained 

that one time. Here, cash is reduced (a credit). The liability set up in Journal Entry 1 (accounts payable) is 

removed by means of a debit. 

 

Figure  4.13 Journal Entry 9: Money Paid on Account  

 

 Question: Company officials  like the building  that  is being used for  operations  and decide to rent  it  for  

four  additional  months at a rate  of $1,000 per month . An immediate  payment  of $4,000  is made. This 

cost provides a future  economic benefit for  the company rather  than  a past value. Recognition  of an 

expense is not yet appropriate . What  is recorded when rent  or  other costs such as insurance or  

advertising  are paid  in  advance? 

  

Answer: Cash is decreased by the payment made here to rent this building. As an asset, a reduction is 

reported in cash by means of a credit. However, this rent provides a future value for Lawndale Company. 

The cost is not for past usage of the building but rather for the upcoming four months. Therefore, the 

amount paid creates an asset. The probable economic benefit is the ability to make use of this facility 

during the future to generate new revenues. When the $4,000 is initially paid, an assetðnormally called  

prepaid rentðis recorded through a debit. 
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Figure  4.14 Journal Entry 10: Money Paid for Future Rent  

 

Note that this company does not record the building itself as the asset because it does not gain ownership 

or control (beyond these four months). The payment only provides the right to  make use of the building 

for the specified period in the future so that a prepaid rent balance is appropriate.  

Before this illustration  of typical  journal  entries is completed, four  additional  transactions  will  be 

examined. In  total , these fourteen provid e an excellent cross-section of basic events encountered by most 

businesses and the journal  entries created to capture  that  information . Coming to understand  the 

recording  of these transactions  is of paramount  importance  in  mastering  the debit and credit  rules. 

  

Question: Officials  of the Lawndale  Company decide to buy a small  tract  of land  by paying  $8,000  in  

cash. Perhaps they think  the space might  be used sometime in  the future  as a parking  lot . What  is 

recorded to reflect  the cash purchase of a plot  of land? 

  

Answer: The transaction here is straightforward. As an asset, land increases with a debit. Cash goes down 

because of the acquisition and is recorded using a credit. As stated previously, Venetian merchants would 

probably have made the same recording five hundred years ago (although not in U.S. dollars). 

 

Figure  4.15 Journal Entry 11: Land Acquired for Cash  

 

 Question: Now , assume thatðat a later  timeðthis same piece of land  is sold to an outside party  for  cash 

of $11,000. A sale occurs here but the land  is not inventory . It  was not bought specifically  to be resold 

within  the normal  course of business. Selling land  is not the primary  operation  of the Lawndale  

Company . Should revenue be recorded along with  cost of goods sold when land  is sold? These accounts 
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are used in  journalizing  the sale of inventory . Does the same reporting  apply  to the sale of other items 

such as land  or  equipment? 

  

Answer: Because the sale of land is not viewed as a central portion of this companyôs operations, neither 

revenue nor cost of goods sold is reported as in the sale of inventory. An $11,000 increase in cash is 

recorded along with the removal of the $8,000 cost of the land that was conveyed to the new buyer. 

However, to alert decision makers that a tangential or incidental event has taken place, a gain (if the sales 

price is more than the cost of the land) or a loss (if the sales price is less than cost) is recognized for the 

difference. The effect on net income is the same but the reporting has changed. 

 

Often, the resulting gain or loss is then separated from revenues and expenses on the companyôs income 

statement to more clearly communicate information as to the nature of the transaction. Consequently, 

neither revenue nor cost of goods sold is found in the entry below as was shown above in Journal Entries 

4A and 4B. 

 

Figure  4.16 Journal Entry 12: Land Sold for Cash in Excess of Cost 

 
EXERCISE 

Link to multiple-choice question for practice purposes: 

http://www.quia.com/quiz/2092628.html 

Question: Accrual accounting,  as specified in  the revenue realization  principle,  mandates that  revenues 

should not be recognized until  the earning  process is substantially  complete. Assume a customer gives 

the Lawndale  Company $3,000  in  cash for  some type of service to be performed  at a future  date. The 

work  has not yet begun. Thus, Lawndale  cannot report  revenue of $3,000 . How  is a cash inflow  

recorded if  it  is received for  work  before the earning  process is substantially  complete? 
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Answer: Although the company collected money, accrual accounting dictates that revenue cannot yet be 

recognized. The earning process here will not take place until sometime in the future. As an asset, the cash 

account is increased (debit) but no revenue can be recorded. Instead, an unearned revenue account is set 

up to recognize the $3,000 credit. This balance is reported by the Lawndale Company as a liability. 

Because the money has been accepted, the company is obliged to provide the service or return the $3,000 

to the customer. Recording this liability mirrors the companyôs future responsibility. 

 

Figure  4.17 Journal Entry 13: Money Received for Work to Be Done Later  

 

Here is one fina l transaction  to provide  a full  range of basic examples at this preliminary  stage of 

coverage. Many  additional  transactions  and their  journal  entries will  be introduced  throughout  this 

textbook,but these fourteen  form  a strong  core of typical  events encountered by most businesses. 

  

Question: Assume that  the Lawndale  Company has been profitable .As a result , the board  of directors  

votes to distribute  a cash dividend  to all  owners , a reward  that  totals  $600 . Payment is made 

immediately . What  recording  is appropriate  when a dividend  is paid? 

  

Answer: Cash is reduced by this distribution to the companyôs owners. As an asset, a credit is appropriate. 

The cause of the decrease was payment of a dividend. Hence, a dividends paid account is established. 

According to the debit and credit rules, dividends paid is listed as one of the accounts that increases 

through a debit. Thus, the recording of this last illustration is as follows.  

 

Figure  4.18 Journal Entry 14: Dividend Distributed to Owners  
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 Question: With  practice , obtaining  an understanding  of the rules for  debits and credits is a reasonable 

goal. However , these journal  entries do not provide  the current  balance of any account. They record  the 

effect of each transaction  but not the updated account totals , figures  that  could change many  times each 

day . How  does an accountant  determine  the current  balance of cash, inventory , rent  expense, or the 

like? 

  

Answer: In an accounting system, the recording process is composed of two distinct steps. 

1. After analyzing the financial impact of a transaction, a journal entry is created to reflect the 

impact on relevant accounts. 

2. Then, each individual debit and credit i s added to the specific T-account being altered, a process 

known as ñposting.ò A debit to cash in a journal entry is listed as a debit in the cash T-account. A 

credit made to notes payable is recorded as a credit within the notes payable T-account. After all 

entries are posted, the current balance for any account can be determined by adding the debit and 

the credit sides of the T-account and netting the two. 

 

Historically, posting the individual changes shown in each journal entry to the specific T -accounts was a 

tedious and slow process performed manually. Today, automated systems are designed so that the impact 

of each entry is simultaneously recorded in the proper T-accounts found in the ledger. 

For illustration purposes, the journal entries recorded abov e have been posted into ledger T-accounts 

shown in . Each account includes the previous balance (PB) found in the trial balance shown in at the start 

of the illustrated transactions. The additional debits and credits recorded for each of the fourteen sampl e 

transactions include the number of the corresponding journal entry for cross -referencing purposes. The 

debit and credit sides of each account can be summed and netted at any point to determine the current 

balance (CB). 

Figure  4.19 Lawndale Company Ledger  
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KEY TAKEAWAY 

Initial coverage of the recording of basic transactions is concluded here through analysis 

of the payment of insurance, the contribution of capital, the purchase and sale of land, 

the receipt of cash prior to work being performed, the payment of dividends to owners, 
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and the like. After the impact of each event is ascertained, debits and credits are used to 

record these changes. These journal entries are then posted to the appropriate T-

accounts used to monitor ever-changing account balances. All the T-accounts are 

collectively known as a ledger or general ledger. Journal entries document the effect of 

transactions. T-accounts and the ledger maintain the current balance of every account. 

 
Talking with a Real Investing Pro (Continued) 

Following is a continuation of our interview with Kevin G. Burns.  

  

Question: When you were a college student majoring in accounting, you learned all the debit and credit 

rules as well as about journal entries and the general ledger. In your years as an investment advisor, has 

this knowledge ever proven to be helpful to you and your career? 

 

Kevin Burns : Although I never planned to be an accountant when I was in college, I found the internal 

logic of the debit and credit rules quite fascinating. Thinking through transactions and figuring out the 

proper recording process was a great introduction to business operations. In all honesty, as an investment 

advisor, I am more interested in asset values and other balance sheet information than the accounting 

process necessary to gather this information. However, I also happen to own a restaurant and I always 

find it interes ting when I dig through the specific expense accounts looking for ways to be more efficient. 

For instance, recently when I saw that we had spent a lot of money last year on building maintenance, I 

could not imagine how that was possible. I dug through the T-account myself and found a recording error 

that needed to be fixed. My background allowed me to understand the entire process. Frequently, as I 

study the various debits within our expenses, I am able to spot areas where the restaurant can save 

money. 

 

4.6 End-of-Chapter Exercises 

 
QUESTIONS 

1. What is a transaction? 
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2. Where was the accounting system developed that is still used by businesses today? 

3. What is this system called? 

4. What are the four steps followed by accounting systems? 

5. By what is financial information accumulated? 

6. 5ŜŦƛƴŜ ά¢-ŀŎŎƻǳƴǘΦέ 

7. Which accounts are increased with a debit? 

8. Which accounts are increased with a credit? 

9. What is a journal in the accounting sense? 

10. What is a trial balance? 

11. Accrual accounting is composed of which two principles? Define each. 

12. 5ŜŦƛƴŜ άǳƴŜŀǊƴŜŘ ǊŜǾŜƴǳŜΦέ 

 

TRUE OR FALSE 

1. ____ Debits and credits must equal for every transaction. 

2. ____ A list of all recorded journal entries is maintained in the ledger. 

3. ____ Revenue may not be recorded until cash is collected. 

4. ____ A transaction is any event that has a financial impact on a company. 

5. ____ An expense account is increased with a credit. 

6. ____ Examples of accrued expenses include salary, rent, and interest. 

7. ____ Posting refers to process of recording journal entries. 

8. ____ A company must recognize an accrued expense as incurred. 

9. ____ The matching principle states that expenses should be recognized in the same 

period as the revenues they help generate. 

10. ____ Unearned revenue is a type of revenue account. 

 

11. MULTIPLE CHOICE 

1. Which of the following is not true about double-entry bookkeeping? 

a. It originated in Italy. 

b. Debits and credits must equal. 
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c. It is still used today. 

d. An entry can have no more than one credit and one debit. 

1. Which of the following entries could Yeats Company not make when they 

perform a service for a client? 

a. Figure 4.20 

 

b. Figure 4.21 

 

c. Figure 4.22 

 

d. Figure 4.23 

 

 

1. Which of the following is a transaction for Tyler Corporation? 

a. Tyler pays its employees $400 for work done. 

b. Tyler considers renting office space that will cost $1,500 per month. 

c. Tyler agrees to perform services for a client, which will cost $7,000. 

d. Tyler places an order for supplies that will be delivered in two weeks. The 

supplies cost $200. 
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1. Elenor Company sells 400 units of inventory for $40 each. The inventory originally 

Ŏƻǎǘ 9ƭŜƴƻǊ Ϸнс ŜŀŎƘΦ ²Ƙŀǘ ƛǎ 9ƭŜƴƻǊΩǎ ƎǊƻǎǎ ǇǊƻŦƛǘ ƻƴ ǘƘƛǎ ǘǊŀƴǎŀŎǘƛƻƴΚ 

a. $16,000 

b. $10,400 

c. $ 5,600 

d. $ 9,600 

1. Which of the following increases with a debit? 

a. Retained earnings 

b. Sales revenue 

c. Inventory 

d. Note payable 

1. In January, Rollins Company is paid $500 by a client for work that Rollins will not 

begin until February. Which of the following is the correct journal entry for Rollins 

to make when the $500 is received? 

 

 

a. Figure 4.24 

 

b. Figure 4.25 

 

c. Figure 4.26 
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d. Figure 4.27 

 
PROBLEMS 

1. Record the following journal entries for Taylor Company for the month of March: 

a. Borrowed $4,500 from Local Bank and Trust 

b. Investors contributed $10,000 in cash for shares of stock 

c. Bought inventory costing $2,000 on credit 

d. Sold inventory that originally cost $400 for $600 on credit 

e. Purchased a new piece of equipment for $500 cash 

f. Collected $600 in cash from sale of inventory in (d) above 

g. Paid for inventory purchased in (c) above 

h. Paid $1,200 in cash for an insurance policy that covers the next year 

i. Employees earned $3,000 during the month but have not yet been paid 

j. Paid employees $2,900 for wages earned and recorded during February 

1. For each of the following transactions, determine if Raymond Corporation has 

earned revenue during the month of May and, if so, how much it has earned. 

 

a. Customers paid Raymond $1,500 for work Raymond will perform in June. 

b. Customers purchased $6,000 of inventory for which they have not yet 

paid. 

c. Raymond performed work for customers and was paid $3,400 in cash. 

d. Customers paid Raymond $2,300 for inventory purchased in April. 

 

1. Record the journal entries for number 2 above. 

2. Determine the missing account balance in the following trial balance: 

Figure 4.28Trial BalanceτEster Company 
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3. State which balance, debit, or credit is normally held by the following accounts: 

a. Cash 

b. Dividends 

c. Notes payable 

d. Unearned revenue 

e. Cost of goods sold 

f. Prepaid rent 

g. Accounts receivable 

h. Capital stock 

1. Near the end of her freshman year at college, Heather Miller is faced with the 

decision of whether to get a summer job, go to summer school, or start a summer 

dress making business. Heather has had some experience designing and sewing 

and believes it might be the most lucrative of her summer alternatives. She starts 

ά{Ŝǿ /ƻƻƭΦέ 

During June, the first month of business, the following occur: 
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