This text was adapted by The Saylor Foundation undé€raative
Commons AttributiorNonCommercialShareAlike 3.0 Licenseithout
FGOONROGdzOA2Y & NBIjdzSailSalicensee it KS 4 2

Saylor URLhttp://www.saylor.org/books Saylor.org

L



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

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 oneway conversation that often seems
to talk to the teacher more than to the student.
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 usig 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?

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.

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 dtical 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.

All college textbooks present challenging material. However, that is no excuse for allowing readers to
become lost. Educational materials should be designed to ehance 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.

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
consider this material from the perspective of a person already working in the business environment of
the twenty-first century.

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. Atthe 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.

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 makesa
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 thatwill promote your
learning and make the educational process more effective and more interesting:

1 Opening videos for the chapters

1 Socratic method
1 Embedded multiple -choice questions
1 Discussions with both an investment analyst and an international accounting expert
9 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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Chapterl
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. 58TFAYS aFAYyLFYOAlLf | O02dzy Ay 3odé

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 fiancial accounting and managerial accounting.

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

Question: This textbook professesto 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 govemment) so that individuals can assess its financial

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

Ainformation. o Whether it is gathering financial infor
informa tion into a structure designed to enhance communication, or working to understand the

information being conveyed, financial accounting is intertwined with information.

In todaydés world, information is Kking. ctikdforthemci al accou
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.

organizationreportsinformation basedon the principlesof financialaccountingh
individualassessefinancialhealth

Question:; Every semester, most college students are enrolled in several coursesas well as participate in
numerous outside activities . All of thesecompete for the hours in eachp e r s day.®W&y 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 WalMart 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 graduateoking 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,

AKnowl edge is power . I™formation is l iberating. o
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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 devéoped this talent

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

Question: Knowledge of financial accounting assistsindividuals in making informed decisions about
businessesand other organizations. What kinds of evaluations are typically made? For example,
assumethat a former studentd one who recently graduated from colleged has beenassigned 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:

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

Company C is a local business th&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 substantial 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 al/l busi nes smightdepemdentfieor mer st ud
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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1 The college graduate might hold a job as a credit analyst for a manufacturing companythat 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 butwait 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 expensivepurchases but then be
unable to make payment, creating significant losses for the manufacturer. Should credit be extended to
this company?

1 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 Company C is poised to become stronger and more
profitable, its ownership shares will likely rise in v
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 lifed especially in business frequently 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 multiplechoice question for practice
purposeshttp://www.quia.com/quiz/2092614.html

Question: A great number of possible decisions could be addressedin connection with an
organization . Is an understanding of financial accounting relevant to all businessdecisions?What
about the following?
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1 Should a businessbuy a building to serve asits new headquarters or rent a facility instead?
1 What price should a data processing company charge customers for its services?
1 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.

Thegeneralt er m fiaccountingo refers to the c¢commuapmakingti on of
purposes. Accounting is then further subdivided into (a) financial accounting and

(b) managerial accounting .  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 followingall fall

within the discussion of financial accounting:

1 Do we loan money to Company C?
1 Do we sell on credit to Company C?

1 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 thesetwo branches of accounting.

Financial accounting and managerial accounting have evolved independently over the decades to address
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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 beencreated to achieve different objectives.

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

EXERCISE

Link to multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092571.html

Question: Financial accounting refers to the conveyance of information about an organization asa
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 employeein 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
informationabout an organization. Individuals who attain a proper level of knowledge of
financial accounting can utilize this information to make decisions based on the
2NBFYATIFGA2y Qa LISNOSAGSR FAYLFYOAlLf KSIEOGK |y
assessing empyment 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 levd 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, empulyees are interested in financial accounting because it helps them

assess the future financial prospects of their employer.

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

[2] Taxaccountingservesasanotherdistinctbranchof accountinglt islessfocusedon decision
makingand more on providingthe information neededto complywith all governmentrules
andregulations Evenin tax accountingthough,decisionmakingisimportant ascompanies

seekto take all possibé legalactionsto minimizetax 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. 5STAYS GAYO2NLRNI GA2Y D¢

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 becauseof trad ing on one of the stock markets. Why doesa person or an organization acquire

ownership shares of a businesssuch as Capital Oneor Intel?

Answer: In the United States, as well as in many other countries, owners of a business oiother 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 asncorporation . Therefore, acorporation is an organization that
has been formally recognized bythe 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 Setof Financial Statements, What Information Is
Conveyedabout S h a r e h dEhuitye", sevieral 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 asstockho Iders 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 CocaCola Company. Thus,
possession of one share of The Coc&ola Company at that time gave a person approximately a

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

If traded on a stock exchange, shaes 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 owership. 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. ' 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 tomultiple-choice question for practice

purposeshttp://www.quia.com/quiz/2092597.htmi

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. Thosetwo individuals must learn to work together to manage the businesson a day-to-
day basis. Large corporations offer a significantly different challenge. How could millions of investors
possessingbillions of capital shares of a single corporation ever servein any reasonable capacity asthe
ownership of that organization?
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Answer: Obviously, a great many companies like The CocaCola Company hasze 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 bodyd called the board of directors ' is
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 1.1Company 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 sharesis an extremely popular investment strategy across a wide
range of the population. A buyer becomesone 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 stockissued

by a businessorganization?

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 agreedupon price can be negotiated. This bargaining process allows

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

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

and growt h. I f that happens, the negotiated price for
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 financialdat a hel ps i mprove the investords
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 gainsd if successfully generated are 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 igeferred to as along -

term capital gain or loss. Under certain circumstances, significant tax reductions are allowed in
connection with long -term capital gains. “ Congress created this tax incentive to encourage investment so

that businesses could moreeasily obtain money for growth purposes.

EXERCISE

Link to multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092598.html

Question: Investors acquire ownership shares of selectedcorporations hoping that the stock values will
rise over time. This investment strategy is especially tempting becausenet long-term capital gains are
taxed at a relatively low rate. Is the possibility for appreciation of stock prices the only reason that

investors chooseto acquire capital shares?

Answer: Many corporations & although certainly not all 8 also pay cashdividends 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. !

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 beinvested on January land then beworth $102 at the end of
the year becauseinterest 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 ofCompany 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 for 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). Theannual 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 mighthave 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 thaheive
holder an ownership right. If the organization is financially healthy and prospering,
these shares can increase in valugossibly by a significant amount. In addition, a
profitable organization may well share its good fortune with the ownership
throughthe 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] Soleproprietorshipsand partnershipsrarely sell capitalshares Without the legalauthority
of incorporation,a cleardistinctionbetweenowner and businesoften doesnot exist.For
exampledebtsincurredby the businessnayultimately haveto be satisfiedby the owner
personally.Thus,individualstend to avoidmakinginvestmentsin unincorporatedbusinesses
unlessthey canbe involveddirectly in the managementForthat reasm, activetrading of
partnershipand proprietorshipownershipinterestsis usuallylimited or nonexistent.Oneof the
greatadvantage®f incorporationisthe easeby which capitalstockcanusuallybe exchanged.
Investorsfrequentlybuy or sellsuchshares on stockexchangesn a matter of moments.
However partnershipsand soleproprietorshipsstill remainpopularbecausehey are easyto

createand offer possibleincometax benefitsaswill be discussedn a future chapter.

[2] Themost prevalentform of capitalstockis commonstocksothat thesetwo termshave
cometo be usedsomewhatinterchangeablyAswill be discussedn a later chapter,the capital
stockof somecorporationsis madeup of both commonstockand preferred stock.

[3] Astory producedby NationalPublicRadioon the rolesplayedby a board of directorscanbe

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

[4] Thissametax benefitis not availableto corporatetaxpayerspnly individuals.
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[5] Thereceiptof cashdividendsis additionallyappealingto stockholdersbecausejn most

casesthey aretaxedat the samereducedratesasare appliedto net longterm 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 obsessivelyinterested) in the financial
information that is produced by a company based on the rules and principles of financial accounting.
They want to usethis information to make wise investing decisions.What do investors actually hopeto

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. @e 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).

Ultimately, 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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corporationds st ock mountoflftash dividdnds that wilk be gpaid(oze) time. Despita
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 multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092616.html

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

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

Answer: The desire to analyze a cdtoipvestorgidthestocknanci al
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, asizeable 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 companybs debt

perceived ability to generate cash to meet those demands in a timely fashion. Ultimately, creditors
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attempt to anti ci pat dowstdhneeasare theariskithatalabi poncif@akandcirdesest f
payments might not be forthcoming when due. !
Therefore, millions of individuals use reported financial information to assess various business

organizations in order to make three predictions:

1 Future stock market prices for the capital shares issued by the company
1 Future cash dividend distributions

9 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: Theterm A f i n ainrcfi carl madmesoamfrequently in thesediscussions. 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.

Li kewise, a meno6s cl ot ihitsfirgncial informationdhatét Solds tentthousand | u d e
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 seemssomewhat restricted if it only includes dollar amounts. Is

financial information limited solely to figures that can be stated in monetary 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 laaoney 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 @lisutions, 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@rides 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

i nformation. Hi $ittpfiMmwwmlEBslprivdtevbealtsnnahagemiens.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 enorrmausly helpful in my investment management business. Anyone
majoring in any aspect of business needs that knowledge. | also liked being able to know | had the right

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

Question: Why do you prefer to invest in the capital

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, commaodities, and the like.
My personal preference is to invest only in very liquid assets; thosed such as stock$ that can be turned
into cash quickly. I like to know, even if | am investing for the long term, that | can sell my investments

five minutes after | buy them should | change my mind. | 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 | 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] CasHlows alsoinfluencestockpricesand dividendpaymentsand would, thus, be
information usefulfor potential investorsin the capitalstockof a companyaswell asits
creditors.
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1.4 Endof-Chapter Exercises

QUESTIONS

What is financial accounting?

How does financial accounting differ from managerial accounting?

List the potential users of the information provided by financial accounting.
What is a corporation?

How does a business become a corporation?

Why would a busings want to become a corporation?

What is the board of directors of a corporation?

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

© 0 N o g b w NP

How does an investor differ from a creditor?

10. What is financial information?

TRUE OR FAIE

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. _ he 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 finaaotalunting.
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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 wdRéimon
most likely consider when making this decision?
a. Medlock had positive cash flows last year.
b. Medlock paid dividends last year.
aSRf201Qa a4G4201 LINROS AYyONBlFaSR fF

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

o

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 areturn on their investment

d. To participate in the dayo-day operaions 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 rejectedeguest 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 hagesay 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 sharesstdck at a price of $45 per share. On October 15,

Year One, Springfield distributed dividends of $1.50 per share. On December 31,
CSENI hyST {LINAY3IFASERQa aia201 Aa asSttAay3
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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.
b.
c. Potential employee of Nguyen Company
d.

eF

f.

Bank loan officer considering loaning money to Nguyen Company

Current employee of Nguyen Company

Current investor in Nguyen Company
Potential investor in Nguyen Company
A credit analyst of company wanting to sell inventory to Nguyen

Company

1. Mark each of the following with an (F) 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 sharesf@apital 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 ancbntrast 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 feach form of business: ease of organization and
maintenance of form, number of people involved, government involvement,
liability to owners, ease of exit, taxation, dayday management, and funding

sources.

2. Corporations usually provide a good amounfin&ncial information on their
Web sites. Visitttp://www.starbucks.comto access information about Starbucks.
left.
a. Forwhat amount is Starbucks stock currently selling?
b. Give the year for the most current annual report listed.

c. bFrYS GKNBS YSYOSNR 2F {GINpdzO1aQ o62F NR
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Write it here and smmarize 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.

In general, what functions do accountants perform?

o P

Briefly list the different types of accountants and what they do.
What education is required?
What is a CPA?

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

o o

f. What other certifications are available foc@untants?

g. What is the current job outlook for the accounting profession?
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Chapter2
What Should Decisiomakers Know So That Good
Decisions Can Be Made about an Organization?

2.1 Creating a Portrait of an Organization That CanlBsed 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 financeélcounting information does not need to be

exact.
5STAYS GKS GSNXY aGYFGSNAIEé¢ YR RSAONAO
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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 portraitd as might have been painted by Rembrandt, van Gogh, or even

Picass®@i s t o capture a |ikeness of the artistés model .

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 asrepresentational  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 terriblypre ci se. The shape of th
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 excl ai ms, il know that person! o

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

were precise, | believe that | would still take the sa

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 multiplechoice question for practice

purposeshttp://www.quia.com/quiz/209239.html
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Question: This is a surprising , possibly shocking, revelation . Financial accounting information has
universally beenbranded as exhibiting rigid exactness In fact, accountants are often referred to as

fi b e @ountersobecauseof 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 ofano r g a n i zfamdnciab headlth and prospects. How

correct or exactis the financial information that is reported by a businessor other organization?

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

information. This concept requires that data presented by 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 statementsd such as those

prepared by Sarbucks or Intel 8 to contain no material misstatements. Because of their central role in this
reporting process, understanding the terms fimisstateme

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 | and. Consequently, the buildingds cost mi
$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, themisstatement 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 nelulous. 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

itisameasure oftheeffed on an external partyés judgment. Other th
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 misstatemi

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

as its future prospects.
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EXERCISE

Link to multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092618.htm|

KEY TAKEAWAY

Financial accounting does not attempt to provide exact numbers because such accuracy
is often impossible to achieve and not reallguéed by decision makers. Instead,

reported accounting information is intended to provide a likeness of an organization and
its operationg a type of portrait. To achieve this goal, the balances and other data
cannot contain any material misstatements. Asstatement 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 thabmfation. 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 sectiorstudents 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 necessaryin order to estimate future stock prices, cash dividend
payments, and cash flows. Thus,the concept of materiality asa standard guideline in reporting
information is obviously quite important . However, financial accounting figures can still be exact. If a
cashregister is bought for $830.00 , the costis 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 & a 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 goald or often not even a possbility & in 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 msconception. Financial accounting attempts to paint a

fairly presented portrait of a companyds overall operaf
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.

1 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 companyds products. Such | e
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?
1 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?
1 An employee is promised a cash bonus next year that will be calculated based on any rise in the
mar ket price of the companyés capital stock. Until tt
determined, the amount of this bonus remains a mystery. What should the company report now?
1 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 wheter 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 quantityand 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 sometimesreferred to asthe i | a n g of bugiess Bowever, the goal of
financial accounting has already beenidentified asthe painting of a fairly presented portrait of an
organization . Given the referencesthroughout 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 facesthe 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 bet:
drive a red caro is spoken, communication occurs but o]
adequate understanding of the English language. Based solely on these five words, information can be

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

relies on relatively standardized terminology. Words ||
that the speaker and the listener can each comprehend with a degree of certainty. In addition, gmammar

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 fALI FOO0O and fAaccumul ated
addition, a comprehensive set of rules and principles has beenestablished 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 thecollection 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. Thugillihave set terminology and structural

rules much like that of any language.
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2.3The 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 Acttng 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: Rulesand principles exist within financial accounting that must be followed . They provide the
standard guidance necessary for achieving effective communication . For example, assumethat a
reporting organization encounters an uncertainty (such asa lawsuit ) and is now preparing financial
information to portray the reality of that event. When faced with complexity , how doesthe financial
accountant know what reporting guidelines to follow? How doesa decision maker looking at reported

information know what reporting guidelines have beenfollowed?

Answer: A significant body of generally accepted accounting principles (frequently referred to
asU.S. GAAP) has been created in the United States over many decades to pnade 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.

Based on coverage here, students who seek to becoenaccountants 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 dedsions 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 newd often 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 &usiness in Seattle, Washington, and a business in Atlanta,
Georgia, will account for information in much the same manner. ' Because of this standardization, any
decision maker with an adequate knowledge of financial accountingd whether located in Phoenix,
Arizona, or in Portland, Maine & should 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 multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092600.htm]

Question: An article in the Wall Street Journal contained the following comment about U.S. GAAP:
i Wh ehe intellectual achievements of the 20th century are tallied , GAAP should beone ver y dope 6 s
10list. The idea of GAAPS so simple yet soradical d is that there should be a standard way of accounting

for profit and lossin public businesses allowing investors to seehow a public company manages its
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money. This transparency is what allows investors to compare businessesas different as

Mc Do n alBM amsl Tupperware , and it makes U.S. markets the envy of the world . §

Could U.S. GAAP be sovery 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 doesnot seeman

obvious choiceto bein the top ten. How can it be soimportant?

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, US. 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.[‘” 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 busineses that have become a central part

of todayods society would be Iimited or impossible simpl

By any standard, the explosive development of the U.S. economy during the twentieth century (especially
following Worl d War Il) has been spectacular, close to unbelievable. This growth has been fueled by
massive amounts of money flowing from inside and outsi

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 |l oans to
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 s sovery important , who createsit? If U.S.GAAP s constantly evolving, how

doesthat 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). BIEASB 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 geated, 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 amendrants 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 seveamember board. It released approximately 170 official statements
during its first thirty -six years of existence. The impact that those ruling® and other types of FASB
pronouncementsd has had on U.S. GAAP and the financial reporting process is almost impossible to
overemphasize. In 2009, FASB combined all authoritative accounting literature into a single source for
U.S. GAAP, which is known as theAccounting 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 bea 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 languagean 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 eveichanging business world. The main authority for the development

of U.S. BAP 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 anindependent Auditor about International
Financial Reporting Standards

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

PricewaterhouseCoopers (PWC).[G]From 2006 until 2008, he served asaconsultingpar t ner i n PWCO6s
nati onal professional services group in Pari s, France.
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.

Saylor URLhttp://www.saylor.org/books Saylor.org
QLoEk) 4



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

Question: Over the pad 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 awayrom 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 shouldreport 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 ruleshased set of standards that
has evolved to address the everchanging business world, creating a maze of sandards 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 moreinvolved 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 reporting 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 appropriatin 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 thatcalled 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, | 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 prepers 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 countriesother than the United Stateshavedevelopedtheir ownindividualsystems
of generallyacceptedaccountingprinciples.Thesealternativesare utilizedin specificareasof
the world. In addition,internationalaccountingstandardgcreatedby the Londorrbased
InternationalAccountingStandard€Board)knownformally asInternationalFinanciaReporting
Standardsor IFRSalsoexistand are now usedin numerouscountries.U.S.GAAHRs by far the
most sophisticatedsystemin the world becausea significantportion of the capitalmarkets
existhere.Unlessnoted otherwise,U.S.GAAHRs beingdescribedn thistextbook.However,in
recentyears,a strongpushtoward universalacceptanceof IFR$astakenplace.Therefore,
their potentialimpactwill be analyzedhroughoutthis bookin specialdiscussion®f relevant

topics.

[2] Aswill be discussedater in this textbook, keypoints existwithin financialaccountingwhere
more than one approachcanbe usedfor reporting purposesRigidstandardizatiorisfoundin

manyareasof financialreportingbut not in all.

[3] ClayShirky& | 2PficelineBecameaReal. dza A yWalkSiréetlourna) Augustl3,2001,
A-12.
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[4] Therecentwide-scalefinancialmeltdownin the world economyhasput a seriousstrainon
the traditional capitalistmodel. TheU.S.and other governmentshavehadto spendbillionsof
dollarsto bailout (and,in somecasestake over) major enterprises WhetherU.S.GAARould

havedoneabetter job to help avoidthis calamitywill probablynot be fully knownfor years.

[5] Considerablenformation canbe found aboutthe FinancialAccountingSiandardsBoardby

touring http://www.fasb.org. Thetab & ! 6 £ diz{ is especiallyinformative.

[6] Therole playedin the U.S.economyby publicaccountingfirms will be describedn . Someof
theseorganizationdravegrownto enormoussize.Accordingo its Web site asof July9, 2009

(http://www.pwc.com), PricewaterhouseCoopermploysl155,000individualsworkingin over

150countries.During2008,the firm receivedin excesf $28billion from customergor the

servicedt renderedto them.
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2.4 Four Basic Terms Found in Financial Accounting

LEARNING OBJECTIVES

At the end of this sectiorstudents should be able to meet the following objectives:

1. 58FAYyS alaasSié FyR LINRPOGARS SEFYLX S& Ay FAy
58FAYS afAlLoAfAl@éd YR LINPOARS SEI YL Sa Ay

2
3.58FAYS aNB@SydzSé IyR LINPGARS SEF YLX Sa
4. 58FAYS aSELISyasSé yR LINRPGARS SEF YLX S&

Question: Attaining a thorough understanding of financial accounting and U.S. GAAP is a worthwhile
endeavor especially if a person hopesto becomesuccessfulin analyzing businessesor 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 | 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 retalil
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 generatedrevenues of $44.1 billion and incurred expenses of $43.1 billion.

1 Assets

9 Liabilities
1 Revenues
l

Expenses
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There are thousands of words and cortepts 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: Thefirst term presented hereis fi a s.skean asseta complicated accounting concept? What

general information is conveyedto a decision maker by theterm i a s % t

Answer: Simply put, an asset is a future economic benefit that an organization either owns or

controls. ™ At the end of 2008, Safeway reported holding over $17.5 billion of these economic benefits. If

a customer walks into one of that companyds retail st o
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 bay 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 assetsbecausethose balances reflect the economic resources held at the
present time. This is valuable information . To provide additio nal clarification , what are the largest

assetsreported 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 | $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 multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092633.html

Question: Safeway also reported owing nearly $11billion in liabilities at the end of 2008. Doesthis
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 companybds stores, (2)
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. WalMart, 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. B 7o
ensure that a fairly presented portrait is being produced, companies such asSafeway 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 multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092634.htmi

Question: In financial accounting, a company reports its assetswhich 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 theseterms seemrelatively straightforward .Thethird basic term to be discussed
at this time d revenuesd is one that initially appears to be a bit lessclear. Safeway reported that its
stores generated revenues of over $44 billion in 2008 alone. What information is conveyed by a

c 0 mp a reyefug balance?

Answer: The term fArevenueo iaconacompeanaysasulting fronfiaparticelarf i nanci
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 isiot an asset; it is a

measure of the increase [4]thanresulﬂsfeomsabemqjia\neryoﬁysandBEE\/icesaAs sets

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 CocaCola Company, revenues are derived from the sale of

soft drinks. Sales resulting fr om nperhapsthddisgosalopaar t s of 1

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 totd 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 multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092619.htmi
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EXERCISE

Link to multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092620.htm|

Question: That leavesii e x p @as thedast of the four basic accounting terms being introduced at this
point. Safeway reported $43.1 billion in total expensesduring 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'

that was incurred by an organization in
hopes of generating revenues. D illustrate, assume thatd at the end of a weel® a 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 incurredbecause 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 multige-choice question for practice

purposeshttp://www.quia.com/quiz/2092601.htmi

Question: To reiterate , four terms are basic to an understanding of financial accounting. Almost any
coverage of accounting starts with thesefour. What is the meaning of asset, liability , revenue, and

expense?

Saylor URLhttp://www.saylor.org/books Saylor.org
GLoee) 52



http://creativecommons.org/licenses/by-nc-sa/3.0/
http://www.saylor.org/books
http://www.quia.com/quiz/2092620.html
http://www.quia.com/quiz/2092601.html

Answer:

1 Asset A future economic benefit owned or controlled by the reporting company, such as inventory,

land, or equipment.

9 Liabil ity . A probable future economic sacrifice or, in simple terms, a debt.

1 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.

T Expense A measure of the outflow or reduction in

generate revenues and includes costs, such as rent gense, 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 arounslhich 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,ctuas salary payable, rent payable, and

y2iSa LI eloftSd® wS@SydzS FAIdz2NBa

AYRAOI 4GS

minus its liabilities) that is created by a sale of goods or services. Revenues are the

lifeblood of any organization. Withaothe inflow of cash or receivables that comes from

net

l.:.l

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 gamfrom 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 emphasison 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 thelate 1990s3 such as Enron and WorldComa financial
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, | 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 oftheworl d6s st andar ds.

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 | bothered by the lack of precision? No, not particularly. | will say, though, that | tend to avoid
companies that have an excessive quantity of notes taheir financial statements. Many of those companies
can be extremely difficult to evaluate because of the complexity of their operations. | prefer businesses

where the analysis is a bit simpler and | am able to gain a genuine understanding of what is hapgening.

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?
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KB: For me, assets have always been the mosniportant determination in the investments that | have

chosen. However, that is because | have always been strictly a value investor. There are many different

styles of investing. Value investors | ook gansthe value
based on current market prices. |In comparison, growth |
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 welfor my clients and me.

[1] Thisisan openingchapterin anintroductory financialaccountingiextbook. Definitionsare
somewhatsimplifiedhere soasto be more understandablgo studentswho are just beginning
their explorationof accountingManytermsanddefinitionswill be expandedn later chapters

of this textbookor in upperlevelaccountingcourses.

[2] Leaseholdmprovementsrepresentthe remainingcostof anystructuralchangeghat were
madeby the companyto improve property that it wasonly rentinganddid not own. In many
casesfor financingpurposesandtax reasonscompaniegreferto rent spaca for examplejn
ashoppingmallt ratherthan buyit. While renting, companiesften spendsignificantamounts
of moneyto adaptthe facility to their own particularneeds.Thiscostis reported asan asset
becausehe changeswill benefitthe companyin the future. In accountingthis assetis

commonlyknownasaleaseholdmprovement.

[3] Tohelp fully comprehendthe magnitudeof the debt owed by GeneralElectric,considerthat
684 billion one-dollarbillslaid end-to-end would circle Earthat the equatorapproximately

2,662times, or about 66 million miles.

[4]a b § & a &atand that reflectsaO 2 Y LI agsetQessits liabilities. Revenuecanalsobe
createdby a decreasdn aliability rather than anincreasein an asset,but that rarelyhappens

in the businesavorld.
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[5] Anexpensecancausea reductionin assetsgspeciallyif cashis paid. Frequently though,an
expensecreatesanincreasen liabilitiesif the costis incurredbut paymenthasnot yet been
conveyedln either casa the reductionof anassetor the creationof a liabilityt the amountof

net assetsheld by the organizationdecreases.
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2.5Endof-Chapter Exercises

Why is it acceptable for financial accounting to be imprecise?

What is materiality?

How is materiality determined?

What is a misstatement?

When is a misstatement considered fraud?

Give three examples aincertainties faced by businesses.

5STAYS G! ®{ d® D! !t d¢

Why is GAAP so important to the capital market system in the United States?

Who creates U.S. GAAP?

1058FAYyS alaasSié yR 3IABS |y SEFYLXS 2F 2ySo
11.58FAYyS atAloAtAdGeéd yR IAGS |y SEFYLXES 27
125STAY FdBEME B S

13.58FAYyS G4SELISyaSos

TRUE OR FALSE

1. Most countries require companies to follow U.S. GAAP in preparing their

© © N o g bk~ 0w NP

financial statements.

2. __ Companies face many uncertainties when preparing their financial statements.

3. ___ Aliability islefined 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. Inorder for investors to evaluate the financial information of a company, it is

vital that the financialnformation 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 fiabstatements is a

pending lawsuit.

9. __ Only accountants need to understand the terminology of accounting.
10.__ An employee is an example of an asset.

11.  Asaleis usually considered revenue even if cash is not collected.
12.  The purchase of a buildirsgrecorded 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. Aloan 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 ofcompanies around the world.
c. U.S. GAAP helps accountants achieve an exact presentation of a
O2YLIl yeQa FTAYFIYOAIf NBadzZ Gdao
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:
MilS D2YST 2¢6ya I YdzaiO ai2NB OlFftfSR ailsSQa
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. Lastweela A | SQ& adzaA O YIRS alrtSa 2F boXnnnod
YIRS Ay OlFakKe® {2YS 6SNB YIRS (G2 Odzai2YSNE ¢
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adzaAO YR IINB 0AfftSR G GKS SyR 2F (GKS Y2yl

$10,000 from a local bank to expand.

1. Which2 ¥ GKS F2ftft2¢6Ay3 Aa y204 Iy FaaSid 26y SR
a. The inventory of musical instruments
b. The building in which the store is located

¢CKS |Y2dzyGd 26SR (2 aA1SQa adzarl o6& Ad

o

d. The equipment and fixtures in the store

1. 2 KAOK 2F (GKS F2ftt2¢6Ay3 Aa | tfAFLOoAfTAOE (2
a. The loan amount that must be repaid to the bank
b. ¢KS |Y2dzyd 2¢SR (2 aA{1SQa adzaA0 o0& Ada
c. tKS alfSa aA1SQa adzaralO YIRS flad ¢SS
d. The cash collected from customers on the sales made last week

1. Whiac of the following is a true statement?
a aA1SQa adzaAl0 Aa (22 avltf FT2NIlIyez2ysS

information.

b. ¢ KS a & aA1SQa adzaralO YIRS flad ¢SS
c. tKS AyiSyid 2F aA1S5Q& adzaA 0 G2 SELI YR Aa
d ¢KS al f Sa a % brcfedit laat deek dcAnnof beRonsidered

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
Saylor URLhttp://www.saylor.org/books Saylor.org
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f. __ Rentexpense

g. ___ Amounts owed to employees for work done
h. _ Equipment

i. ___ Amounts owed to suppliers

J- Sales

RESEARCH

1. The chapter introduces the Financial Accounting8&ads Board (FASB) as the
body that has primary responsibility for determining U.S. GAAP. You can learn
more about this organization étttp://www.fasb.org. On the menu to the left,

Of AOl 2y aG{Claxia | 62dzi C!
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. Whatis the EITF?

1. Four fundamental accounting terms were introduced 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
visting http://www.starbucks.con® , 2dz gAff ySSR G2 Of A0l Gl o0z
FYR GKSY aAy@Said2NI NBflFGA2yaég 2y GKS tSTio
the left. Select the 2007 Annual RepofEnancials. 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.2 KFcGd ¢Fa {GFNbdzO1aQ dG2d4Fft ySi NBGSydzS 7
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c. Based on your uretstanding of, can you say that this revenue number
reported is the exact revenue earned by Starbucks in 20077 If not, what
can you say about this revenue number?

d. List two expenses reported by Starbucks.

e. The statementonthg’ SEG LI 3S NBLIZ2NILa {dGF NbdzO1&aQ
What is this statement called?

f.  Name two assets and two liabilities reported by Starbucks.
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Chapter3
In What Form Is Financi&hformation 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 thafinancial statements provide the structure for companies to report
financial information to decision makers.

2. ldentify each of the four financial statements typically reported by a company.

3. List the normal contents of an income statement.

4. 58FAYyS adt A¥yasad yYIRYR SELX AY K2¢ GKSe@
SELISyasSaé o

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 thesefigures enablesa thorough analysis
of an organization and its financial health and future prospects. How do outsiders learn of these
amounts? How are financial data actually conveyedto 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 doessucha company communicate vital financial
information to all the groups and individuals that might want to make sometype 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. 5 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 organizaion & one that

contains no materi al mi sstatement s. I n simple terms, a

liabilities are reported to outsiders by means of its financial statements.

Typically, a complete set of financial statements produced by a bushess 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 Notés

1 Income statement (also called a statement of operations or a statement or earnings)m

i Statementof retained earnings( or t he more inclusive statement of st
1 Balancesheet(also called a statement of financial position)

1 Statement of cashflows

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 fortythree through forty -six) whereas

the notes accompanying those statements made up the next twentyseven 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 Id never be ignored.
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EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092635.html

Question: Assumethat a financial investor is analyzing the latest income statement prepared by a
company in hopesof 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 theseindividuals want to assessthec o mp a finantial health
and future prospects. Certainly , all the available financial statements needto 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 businesslike IBM, Apple, Papa

J o h ) pBRAzza 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 rtddochemd sigurt (@bitoven® .4 bilmmal , t he r ep

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 foriie 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 d[f]Budrigmesed within
same period, Papa Johnds reported sal arcompay-avned benef it
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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 to provide transparencyd the ability to see straight through

the words and numbers to gain a vision of the company and its operations.

Question: Is nothing elsepresented on an income statement other than revenuesand 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 incidentakvent.

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 f al | s mawiopehations whgrepd sellidiglang doés 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 eitheat 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 3.1income Statement

EXERCISE

Link to multiplechoice question for practice

purposeshttp://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. Thesefigures measure specific outflows or decreasesin thec o mp a ney assetsthat were
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incurred in attempting to generate revenue. However, the largest expensereported on this income

statement is called cost of goods sold. What doesthe $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
companyb6s net assets. Thus, an expense has ot¢tmesrred. A:
referred to as fAcost of salesodo) is an expense reflecti
customers purchased during the period. It is the amount that Davidson paid for inventory items, such as

apples, bread, soap, tuna fish, and cheesethat 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 arerecorded 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
c o mp a gres® profit , gross margin , or markup . Itis 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, Lowe 6 s Companies I nc., the home i mpr o\
reported net sales revenues of $48.2 billion along wit|

gross margin (the companyb6s term) during t482t period of

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 whencompar ed wi th the companyds prior years
enterprises. For example, for the year ending February 1, 2009, the Home Depot Inc., a major competitor

of Loweds Companies, reported net sales ofsspft@the3d bill i
companydés term) of $24.0 billion. I'ts gross profit per.

million). Such information allows decision makers to compare these two companies and their operations.

EXERCISE

Link to multiplechoice queson for practice purposes:

http://www.quia.com/quiz/2092636.html

Question: In , revenuesand expensesare listed first to arrive at an operating income figure . That is
followed by gains and losses This sequencingis appropriate since revenuesand expensesrelate to the
primary or central operations of the businessand gains and lossesare created by more incidental
events. Why then is income tax expenselisted 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 expens® like cost of goods sold, advertising, or rentd is
incurred in order to generate revenues. Income taxes do not create revenues at all. Instead, they are

caused by the companyds revenues and related profitabil

expense is common, probably a more amenti ol dhiesf iinaaacm:
i mpact is the same as an expense (an outflow or decrea:
often used for | abeling purposes. However, because the

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 irttentedecision
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 statementtep®renues
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 incomeegeted 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] Financiaktatementsfor manyof the businesseshat havetheir capitalstocktraded publicly
on stockexchangesirereadilyavailableon corporateWeb sites.Forexample the statements
releasedby Marriott Internationalcanbe locatedthroughthe following path. Thefinancial
statementsissuedby mostlargecompanieswill be found by usingsimilard G S Gited w
http://www.marriott.com® @lickon & | 6 & dzINNXpsblablyat the bottom of the
K2YSLIGA&andwy Ot 8 i B SIICRKOEAG Ay IL W G R INJY [ClickoR ¥y © ¢ w
G CA Y IRgpOrisd LINR E@ickdénd ! V' ywds LOXfNEhé yeardesired).

[2] Becausehe final figuresderivedon the incomestatementandthe statementof retained
earningsare necessaryo produceother statements the preparationof financialstatementsis

carriedout in the sequentid order shownhere.

[3] Aswill be discussedn alater chapterof this textbook, a statementof comprehensive

incomeis alsosometimesrequiredto be attachedto or presentedwith anincomestatement.
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[4] Financiainformationreported by largepubliclytraded companiedendsto be highly
aggregatedThusthe expensefigure shownby IBMis a summationof manysomewhatrelated
expensesThosendividualbalancesvould be availablewithin the companyfor internal

decisionmaking.
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3.2Reported 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 rational®r the principle of conservatism and its effect on financial
reporting.
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 onerdawo numbers such as net income.

Question: Previously, the term i a sdwvastdefined as a future economic benefit owned or controlled by
areporting company. On an income statement, items such as rent and advertising are listed as
expenses Why are such costsnot grouped with the assetson the balance sheet?For example, the rent
paid for a building could provide a probable future economic benefit for the reporting organization but
it isincluded in as an expense The sameis true for adverti sing. How doesa company determine

whether a costrepresents an assetor 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 renpayment, 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 ifthe benefit clearly has value in generating future revenues for the

company whereas an expense is a cost that has already helped earn revenues in thgast.
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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 generae 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).

1 Expense Cost that helped generate revenues in the past.

1 Asset Cost expectedto help generate revenues in the future.

When a cost is incurred, the accountant must investigate to determine when the related benefit is
expected. This timingd which is guided by U.S. GAAR indicates whether an asset should be recognized

(shown on the balance sheet) or an expense (reported on the income statement).

EXERCISE

Link to multiplechoice question for practice

purposeshttp://www.quia.com/quiz/2092637.html

Question: A businessor other organization can face many complicated situations . At times, the decision
as to whether a specific costwill 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
casethat isfi t olaseto call, what reporting is appropriate? For example, assumethat 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 assetand an

expenseappears to be impossible, what is reported?
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Answer: Being an accountant is a relatively easy job when financialevents 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 moreequally

likely possibilities, the one that makes the company look worse should be setcted. 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 eyense 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

companyod6s appearance to an outside party. This handl i n

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 doesconservatism exist in financial accounting? Companies must prefer to look as

successfulas possible. Why doesa bias exist for reporting outcomesin a negative way?

Answer: Accountants are well aware that the financial statements they produce are relied an 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 stack. 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 theirrole 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
organi zati ono6s ffuturegprogspéect./Moreeisldss likely éorbellost 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 membersoft he companyds manageme:!
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 cleaty 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, th@ractice 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 multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092638.html
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Question: Previously, theterm i d i v i @wasirdreduced and discussed Dividend distributions reduce
the net assetsof a company.In , a number of expensesare listed but no divi dends are mentioned .Why

are dividend payments not included as expenseson 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 owrd 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 andd possiblyd its future profitability.

An income statement reports revenues, expenses, gains, and losses. Dividend distributionsdo not qualify

and must be reported el sewhere in the companyés financi

EXERCISE

Link to multiplechoice question for practice purposes:
http://www.quia.com/quiz/2092622.html
Question: Thefinal figure presented on the income statement is net income. This balance reflects the
growth inac o mp a nef assetsduring the period resulting from all revenues, expenses gains, and
losses In evaluating the operations of any company, that figure seemsto be incredibly significant . It
reflects the profitability for the period. Is net income the most important number to be found in a setof

financial statements?

Answer: The net income figure reported for any business organization is aneagerly 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 oveemphasized. A portrait painted by an artist is not judged solely by the small
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section displaying the model 6s ear but rather by the r
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
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 pre sented 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

Conservatisnis 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. Inthat 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
economicbenefits. 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 prosgeats o
company but no single figure should be the sole source of information for a decision

maker.

Saylor URLhttp://www.saylor.org/books Saylor.org
76



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

3.3Increasing the Net Assets of a Company

LEARNING OBJECTIVES

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

1. Definea NBGFAYSR SIENYyAy3aé FyR SELX LAY Al
2.58FAYS 4Ol LMAGEE &aG201¢ |yR SELXIAY (G(KS
3. Understand the lack of financial impact that the exchange of ownership shares

between investors has on a company.

Question: The secondfinancial statement is known as the statement of retained earnings. "'The

term retained earnings has not yet beenintroduced . What information doesa retained earnings balance
communicate to an outside decision maker? For example, on January 31, 2009, Barnes & Noble

reported retained earnings of nearly $721million , one of the larger amounts found inthec o mpany 6 s

financial statements. What doesthat 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

Total net income since organization began operations
Less: total of all dividends paid to owners

Retained earnings balance

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 ¢

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 x four
years) of its net assets were generated by its own ograting 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 earmgs

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 sin

distributions to shareholders were subtracted.

EXERCISE

Link to multiplechoice question for practice purposes:
http://www.quia.com/quiz/2092623.html
Question: In , Davidson Groceries calculated its net income for 2XX4 as $230,000 . Assumethat 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 asit

appears within ac o mp a finantial statements?

Answer: In its three prior years of existence, Davidso
$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 multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092624.html

Question: In the information given about Barnes & Noble, the company reported holding net assetsof
$900 million but only about $721 million of that amount was generated through operations as shown by

its retained earnings balance. Clearly, additional sourcesmust have helped the company attain its
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growth in size Increasesin net assetsof a company are not the result of magic or miracles. Other than

through operations, how elsedoesa 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.

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 companyb6s net assets is the excess of

indicate the primary source of those net assets:

9 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.

1 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 retainedearnings

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 sharesto investors. The source of the resulting inflow
of assetsinto the businessis reflected on its balance sheetby the reporting of a capital stock (or
contributed capital) balance. Thus, over its life, Motorola has received assetsof $7.8 billion from
stockholders in exchangefor capital stock. Doesthe company receive money in this way when shares
are sold eachday 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 saleson 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 companyds capital stock or contributed

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 hasnot been affected by this new

exchange. Thus, the capital stock balance only measures the initial investment contributed directly to the

business.
KEY TAKEAWAY
¢CKS a2dz2NOS 2F I O2YLI yeQa ySi aasSda o6l aaSiaa

decison 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 les 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 asses must come directly from the owners. Hence, exchanges between investors on

I aG201 SEOKIy3IS R2 y2i I FFSO0G (KS O2YLIl yeéeQa

[1] Asindicatedearlier,manycompaniesactuallyreport a broaderstatementof changesn

a i 2 01 KeditrdpheBeftdetailson all the accountsappearingnthea (i 2 O Kegydit)R S N& Q
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sectionof the balancesheet.At this initial point in the coveragefocusingsolelyon retained

earningsmakesthe learningprocesseasier.

[2] Aswith manyaspectf the coverageat this introductory stage,other eventscanalso
impactthe reportedtotal of aO 2 Y LJI ngt&a@etsand will be discussedn later chapters.The
two sourcesheret capitalstockandretainedearnings are shownby all corporationsandare

normallysignificantlylargeamounts.

Saylor URLhttp://www.saylor.org/books Saylor.org

oioce 82


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

3.4 Reporting a Balance Sheet and a Statement of Cash Flows

LEARNING OBJECTIVES

At the end of this sectiorstudents 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.
Calculate working capital and the curteatio.

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: Thethird financial statement is the balance sheet If a decision maker studiesac o mpany 6 s

balance sheet(on its Web site, for example), what information can be discovered?

Answer : The primary purpose of a balance sheet is to r
particular point in time. The format is quite simple. All assets are listed firstd usually in order of
liquidity & followed 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 infor 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 year). 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

financi al analysis because Davidson Gr ocedfomisd current
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) t o cuganteation(2.82 ¢ 1.00), anotbeo figyreacalgulatsd by

many decision makers as a useful measure of shorterm operating strength.
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The balance sheet shows the companydés financial condit]
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?
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EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092603.html

Question: Considerable information is included on the balance sheetpresented in . Assetssuch 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 assetsthat 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
assds generated by thec 0 mp a nwnaserations over the years. For convenience, a general term such
asfi st o c k Bequityberfis h a r e eylitgoencempassesthe capital stock and the retained

earnings balances.

Why doesthe balance sheetbalance? This agreement cannot be an accident. The assettotal of
$1,206,000 is exactly the same as the liabilities ($577,000) plus the two stockholdersdequity accounts
($629,000 0 the total of capital stock and retained earnings) . Thus,assetsequal liabilities plus

stockholdersdequity . What creates that equilibrium?

Answer: The balance sheet will always balance unless a mistake is made. This is known as

the accounting equation :

assets=liabilites+a (1 2 O KegyditR S N& Q

Or i f the st ockhol ldokendadvn ietaits compgoneatpart®,unt i s
assets=liabilities+ capitalstock+ retainedearnings.

This equation stays in balance for one simple reason: assets must have a source. If a business or other
organization has anincrease 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 sourceof thoseassets

Question: Thefinal financial statement is the statement of cash flows. Cashis soimportant to an
organization and its financial health that a complete statement is devoted to presenting the changesthat
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 usesthat were made of

it. How is the statement of cash flows structured?

Answer : OQut side decision makers place considerabl e empl
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 yearended 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 ™

Question: In studying the statement of cashflows,ac o mp a mdividsal cashflows 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 i ¢ arsckived from bank

on a loan, adecision 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 thesedistinctions 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 d cashflows from financing activities 0 is

unrelated to daily business operations but, here, the transactions relate to either a liability or a

stockhol dersé equity bal ance. Borrowing money from a b
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.

Saylor URLhttp://www.saylor.org/books Saylor.org
88



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

EXERCISE

Link to multiplechoice 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

NELZ2NIa | O2YLlyeQa aaSda a ¢Sttt |a GKS

and retained earnings. Assets and liabilities are divigetsdveen current and noncurrent

az
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computed for analysis purposes. The statement of cash flows explains how the
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falling within operating activities (daily activities), investing activities (nonoperating

activities that affect an asset), or financing activities (nonoperating activities that affect
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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: fAWe read hundreds and’ hundreds of a
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. Buf fett

Kevin Burns: Warren Buffetd who is much richer and smarter than | am @ is correct about the importance
of annual reports. Once you get past the artwork
reports, the financial statements are a treasure trove of information. Are sales going up or down? Are

expenses as a percentage of sales increamy 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?

| actually worry when there are too many pages of notes. | prefercompan es t hat donét need so
pages to explain what is happening. | 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 inany company 6 s annu al report.

[1] Liquidityrefersto the easewith whichassetscanbe convertedinto cash.Thus,cashis
normallyreportedfirst followed by investmentsin stockthat are expectedto be soldsoon,

accountsreceivablejnventory,andsoon.

[2] Aswill be discussedn detail later in this textbook, noncurrentassetssuchasbuildingsand
equipmert areinitially recordedat cost. Thisfigure isthen systematicallyeducedasthe
amountis movedgraduallyeachperiodinto an expenseaccountoverthe life of the asset.Thus,
balancesheetfiguresfor theseaccountsarereportedasd Yy Saisbowthat only a portion of
the originalcoststill remainsrecordedasan asset.Thisshift of the costfrom assetto expenses
knownasdepreciationand mirrorsthe usingup of the utility of the property. Onthis

O 2 Y LJl ift@nstatementt T assumethat depreciaton for the period madeup a portion of
thed 2 O expétiBecategory.

[3] Thecashflows resultingfrom operatingactivitiesare beingshownhere usingthe direct
method,an approachrecommendedoy the FinancialAccountingStandardBoard(FASB)T his
format showsthe actualamountof cashflows createdby individualoperatingactivitiessuchas
salesto customersand purchase®f inventory.In the businessvorld, an alternativeknown as
the indirect methodis more commonlyencountered.Thisindirect method will be
demonstratedin detail in.

[4] Seehttp://www.minterest.com/warren-buffet-quotesquotationson-investing/.
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3.5Endof-Chapter Exercises

Why do businesses produce financial statements?

What are the four financial statements typically produced by a company?
On which financial statement would one find revenues and expenses?
What is a gain?

How does a gain differ from a revenue?

What is a los3

How does a loss differ from an expense?

Why are revenues and expenses reported separately from gains and losses?

© © N o g bk~ 0w NP

What three items are typically listed at the top of a financial statement?
105STAYS aO02aid 2F 3J22Ra az2ft Roé
11.5SFAYS GaaINRa& LINRPTFAGDE

12.How do companies determine if a cost is an expense or an asset?
13.5SFAYS aO02yaSNIIFGAaYdE

14.Explain why dividends are not reported on the income statement.
15.What are retained earnings?

165STAYS aOFLAGEE &aG201 d¢

17.0n which statement would assets and liabilities bparted?

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 dfffam one another?

TRUE OR FALSE

1. gpygy ¢KS AyO2YS aGraSYSyid 3IAgsSa O02YLI yeQa

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 repressr@mounts 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 helgempanies 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 flevis 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 incomareed 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 conceitieprasenting
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 fowing: 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 thiseventbe$ L2 NIISR 2y DAt SaQa adaldSySya 2F% OfF
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 satements 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. Assetg[ Al 0AfAGASA T hgySNRQ 9ljdzi G &

c.laasSda I [AFLOATAGASE b hgySNRQ 9ljdzA e
d 'aasSia b [AFOATAGASAE T hgySNRQ 9ljdz i@
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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.
1 IS: Income statement
1 SRE: Statement of retained earnings

1 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 Cavmation for the month of April:

Sales Revenue $140,000
Gain on the Sale of Lar| $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

aa 5SUGSN¥YAYS CI NNDa
b. 5SGSNYAYS CI NNRa

ANER a

y S

& LINRPFALG F2NJ GKS Y
AyoO2YS F2NJ 0KS Y2y

c. If retained earnings at the beginning of April were $1,500,000, what

would retained earnings be at the end of April?

Saylor URLhttp://www.saylor.

org/books

oioce

Saylor.org
94


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

1. Maverick Company has the follovgmccount balances at the end of December.
{K2g GKI G

equation.
Cash $8,000
Capital Stock $120,000
Inventory $16,000
Note Payable $45,000
Retained Earning $29,000
Building $150,000
Equipment $20,000

al SNA O] Q&

ol tyOS &aKSSiG ¢2dA R

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 lssiflad 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, Ramondpaildn nZ n nn

property for the last quarter of the year.

F2NJ Ayadz2Nl yOS GKlI

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/ $16,200
Dividends $2,900
Retained Earnings, 1/1 ?
©.
Cash $460,000
Accounts Receivabl $540,200
Current Assets $1,670,00d
Inventory ?
d.
Total Assets $54,000
Total Liabilities | $32,000
Capital Stock $15,000
Retained Earning ?

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 endddkecember 31. Given the following account

balances, prepare an income statement for Rescue similar to.
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Advertising Expensg  $4,600

Salary Expense $25,470
Cost of Goods Sold | $109,00d
Sales Revenue $197,000

Income Tax Expens{ $3,800
Loss on Sale of Stoq $12,090
Rent Expense $35,000

2. Your lawn care business, A Cut Above, has grown beyond your wildest dreams
to the point where you would like to buy sonmew equipment and hire some
LIS2LJX S (2 KSfL) @2dzd ! yF2NIldzyl §1Sftex @2dz R2Yy ¢
around, so you are applying for a loan. The bank has requested financial
statements, including, of course, a balance sheet. The following are thedeslan

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 M( $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 tradeonlights 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 Lo{ $1,000

Cash Paid for Insurance $700

Cash Received from Customg $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 kkthose introduced in this chapter on a quarterly
FYR FyydzZ f o6Flairad !ye22yS Oy | 00Sadaa (GKSAaS a
(Electronic Data Gathering and Retrieval) database system. This exercise will allow
you to learn more aboutthe SEC anduseit¢datt a S G2 | 00Saa | O2 VYL
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 mairdivisions of the SEC and briefly explain their function.

c. CNBRY GKS K2YS LI 3IS> aStSO0 ac2N¥xa IyR C
F2N) O2YLIl yé TFAfAyIacdéeé {StSO0 aO02YLI yASa
0SAARS aO02YLI ye ylYS>Zeé SydfaN 6KS yl YS 2

company about which you are interested in learning more. You should
see a long list of strange letters and numbers like &d 16K. These

designate the type of filing the company has made. Scroll down until you
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come to a 1&K filing. This is the amal report of the company. Select
html and then select the document next to K0 Scroll down to the table
2F O2yuSyita FyR aStSO0 AUSY yo ¢KSa&as

statements. Which financial statements do you see?
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Chapterd
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 ofthis section, students should be able to meet the following objectives:
1. 58FAYS GiNIyalOiAz2yé YR LINPGARS O2YY2y SE
2.58FAYS aGiNIryalOiAazy Fylrtearaéd yR SELX I AY
3. ldentify the accounthanges 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 setof financial statements is essential to any individual analyzing
a businessor other organization . The availability of a fair representation ofac o mp a finarial
position, operations, and cash flows is invaluable for a wide array of decision makers. However, the
sheervolume of data that a company such as General Mills,Mc D o n a ¢r @epsiComust gather in
order to prepare thesestatements has to be astronomical . Even a small enterprise d a local convenience
store, for exampled generates a significant quantity of information virtually every day. How doesan
accountant begin the processof accumulating all the necessary data sothat financial statements can

eventually be produced?

Answer: The accounting process starts by analyzing the effect ofransactio nsd any 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 inare typical transactions that any company might encounter.

Each causes some measurable effecto a companydés assets, I|liabilities, re\v
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 liabilty 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 welkknown computer aphorism capture s

the essence quite succinctly: fAgarbage in, garbage out .
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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

Linkto multiple-choice question for practice purposes:

http://www.quia.com/quiz/2092626.html

Transaction Analysis

Question: Transaction 10 A company buys inventory on credit for $2,000 . How doestransaction

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 fothese goods, a liability for the same
amount has been created. The termaccounts payable is often used in financial accounting to represent

debts resulting from the acquisition of inventory and supplies.

inventory(asset)increasesdy $2,000accountpayable (liability)increasesy $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 companyé6s assets.

EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092605.html
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Question: Transaction 28 A company pays a salary of $300 to one of its employeesfor work performed
during the past week. No amount had previously beenrecorded by the accounting system for this

amount. What accounts are affected by this salary payment?

Answer: Cash (an asset) is decresed 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. Assetem 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 i s appropriate rather than an asset because t hi
has already been arried out, generating revenues for the company in the previous week rather than in the

future.

salaryexpensgexpensejncreasesdy $300

cash(assetdecreasedy $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 doesa

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

asaccrued expenses because the term fAaccrued means fAto grow. o A
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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.

1 Some companies simply ignore accrued expenses until pail. 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.

9 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 eared 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 illistrated.

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 mperly stated for reporting

purposes.

EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092606.html

Question: Transaction 38 A 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 incurreda new liability. As with many transactions, the financial impact

is reasonably easy to ascertain.

cash(asset)ncreasedy $9,000

note payable(liability)increasesy $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 tedan

is ascertained, the recording of a transaction is relatively straightforward. The changes
caused by most transactionghe purchase of inventory or the signing of a note, for
exampla can be determined quickly. For accrued expenses, such as salaryt tratn
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. ldentify the accountlcanges that are created by the payment of insurance and rent,
the sale of merchandise, the acquisition of a ldivgd asset, a capital contribution,
the collection of a receivable, and the payment of a liability.

3. Separate the two eventhat occur when inventory is sold and determine the effect

of each.

Question: Transaction 40 Theinventory items that were bought in Transaction 1for $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 initiajl
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.

accountgeceivablgasset)increasesdy $5,000

saleg(revenue)increasesy $5,000

Second, theinventory 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 businessvorld. 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 approachd still used by some

companiesd known as aperiodic 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
c o mp a nsyets are reduced by this amount. Cost of goods sold (an expense) is recognized to reflect this

decrease in the amount of merchandise on hand.

costof goodssold (expense)ncreasedy $2,000

inventory (asset)decreasedy $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 multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092607.html

Question: In eacheventthat has beenstudied sofar, two accounts have beenaffected. 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 50 Thereporting company pays $700 for insura nce coverage relating to the past
few months. The amount was previously recorded in thec 0 mp a acgolurging system as the costwas
incurred . Apparently , computers were programmed to accrue this expenseperiodically . What is the
financial impact of paying for an expenseif the balance has already beenrecognized over time asthe
liability grew larger?
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Answer: Several pieces of information should be noted here as part of the analysis.

1 Cash declined by $700 as a result of the payment.

1 This cost relates to apast 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.

T The companyds accounting system hameuntaThus,énaudagcer ec or de d
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 willbe 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.

insurarce payable(liability) decreasedy $700
cash(assetdecreasedy $700
Note that accounting recognition is often dependent on the recording that has taken place. The final

results should be the same (herean expense is recognized and cash decreased), but the steps in the

process can vary.

EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092608.html

Question: Transaction 60 A truck is acquired for $40,000 but only $10,000 in cashis paid by the
company. The other $30,000 is covered by signing a note payable. This transaction seemsto be a bit
more complicated becausemore than two figures are involved . What is the financial impact of buying
an assetwhen only a portion of the cashis 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 isncreased 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 andis is
performed properly, recording a transaction is no more complicated when more than two accounts are

affected.

truck (asset)ncreasesy $40,000
cash(assetdecreasedy $10,000

notespayable(liability) increasesy $30,000

Question: Transaction 78 Assumethat several individuals approach the company and
offer to contribute $19,000 in cashto the businessin exchangefor capital stock sothat
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 «c¢ompaomibwstnmests madedbgovhess. c a me fr

cash(asset)ncreasedy $19,000

capitalstocko & U 2 O &gRity) RSddFedy $19,000
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EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092640.html

Question: Transaction 88 A sale of merchandise was made previously in Transaction 4 for $5,000. No
cashwas 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. Bvenue 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)ncreassby $5,000

accountgeceivablgasset)decreasedy $5,000

Question: Transaction 90 Inventory was bought in Transaction 1for $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 cashis 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.

accountspayable(liahility) decreasedy $2,000
cash(asset}decreasedy $2,000
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EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092627.html

Question: Transaction 108 The company wants to rent a building to usefor the next four months and
paysthep r o p e owner 4s000 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 companyd
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 estalishing a prepaid rent balance. The reporting

company has paid to use the property at a designated time in the future to help generate revenues.

prepaidrent (asset)increasess4,000

cash(assetdecreasedy $4,000

KEY TAKEAWAY

Accountantscannot 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. Indvidual 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
soldt 1 KS SELISyasS (GKFG YSFadNBa GKS 02ai 2F Ayd

customers is recorded at the time of sale.
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4.3 An Introduction to DoubleEntry Bookkeeping

LEARNING OBJECTIVES

At the end ofthis section, students should be able to meet the following objectives:
1. Explain the history of doublentry bookkeeping.

List the four steps followed in the accounting process.

Indicate the purpose of a-dccount.

List the rules for using debits and credit

o & WD

Understand the reason that debits and credits are always equal.

Question: Transaction analysis determines the changesin 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 lossesare 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 Changesin 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 businessof any significant sizefacesa daunting challenge in creating financial
statements: gathering , measuring , and reporting the impact of the many varied eventsthat occur
virtually every day. As an example, for 2008, Xerox Corporation disclosed revenues of over $17.6 billion
and operating expensesand other costsof $17.4billion . At the end of 2008, the Kellogg Company
reported holding $897 million in inventory & which is a lot of cereald and indicated that its operating
activities that year generated a net cashinflow of nearly $1.3billion . How can any organization
possibly amass and maintain such an enormous volume of data sothat 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 statef flux, a process that
has remained in use for over five centuries is almost impossible to comprehend. However, thedouble -
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 ofdouble -entry bookkeeping  to collect the information needed to produce

financial statements that are fairly presented according to the rules of U.S. GAAP.

Quedion: This assertion sounds like sciencefiction . It hardly seemsbelievable that Xerox keepsup with
over $17.6billion 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 byt o d amodem 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

= = =4 =4

Report

As explained previously, financial accounting starts by analyzing each transactiond every event that has a
monetary impact on the organization d to ascertain the changes created in accounts such as rent expense,
cash, inventory, and dividends paid. Fortunately,
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 secondstep in the accounting system is listed above asfi r e ¢ @t tlie beginning of this
chapter, a number of transactions were presented and their impact on individual accounts determined.
Following this analysis, somemethod has to be devised to capture the information in an orderly
fashion. Officials could just list the effect of eachtransaction on a sheetof paper: increase inventory
$2,000 and increase accounts payable $2,000; increase salary expense$300 and decreasecash

$300. However, this processis slow and poorly organized. A more efficient processis required . What is

the key to recording transactions after all account changesare identified?

Answer: An essential step in understanding the accounting process is to realize that financial information

is accumulated by accounts . Every balance to be reportedinaconpany és fi nancial statemei
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, suchas 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 coud have thousands.
Based on the original Venetian model, the balance for each account is monitored in a form known as aT -
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

Cash Salary Payable Revenue Rent Expense

Debit | Credit Debit | Credit Debit | Credit Debit | Credit
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One side of each Taccount 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:
1 Expenses and losses
1 Assets

1 Dividends paid “

The following are accounts where credits reflect an increase and debits a decrease:
1 Liabilities

1 Capital stock

1 Revenues and gins

l

Retained earnings ?

The debit and credit rules for these seven general types of accounts provide a shorhand 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:

debitsmustalwaysequalcreditsfor everytransaction.

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:

1 Assume an asset (such as cash) increases. As shown above, that is recorded tire debit side of the
speci f i c-accoans. Bleat cOwdd cause an asset to become larger? A reason must exist. A
liability 0 possibly a bank loand could have been incurred (recorded as a credit); capital stock could

have been issued to an owner (a credi}; 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.

1 Assumean asset (such as cash) decreases. This ehange 1is
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 wellworth the effort required.

EXERCISE

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092609.html

KEY TAKEAWAY

Most companiegparticipate 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, eentpje
bookkeeping wasreated as a mechanical process to facilitate this gathering and
reporting of financial information. A-dccount 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 Taccount 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] Onemethodto keeptrack of theseaccountsdnitially isto rememberthemasthea 5 9! 5 ¢
accountsdebitsincrease expensesandlossesassets anddividendspaid. Quickly though,

through practice,suchmnemonicdeviceswill not be needed.

[2] Changesn the balancereportedfor retainedearningsnormallydo not comeasadirect
resultof atransaction.Asdiscussegreviously this accountreflectsall the net incomeearned
to datereducedby all dividendpayments.Incomeis madeup of revenuesgxpensesgains,and
losses Accountingecognitionof revenuesand gains(whichincreasewith credits)leadto a
largerretainedearningsbalance Expensedpssesanddividendspaid (whichall increasewith
debits)reduceretainedearnings.Consequentlycreditscauseanincreasen retainedearnings

whereasdebitsproducea 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 purposand structure of a journal entry.

2. ldentify the purpose of a journal.

3. 5SFAYS GlONRIFE oFflyOSé YR AYRAOIFIGS GKS a2

4. Prepare journal entries to record the effect of acquiring inventory, paying salary,
borrowingmoney, and selling merchandise.

5. 5STAYS al OONHz £ | O0O2dzyiGAy3Ie |yR tAalG Ada o

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 eachtransaction is analyzed and must then be
recorded. Debits and credits are usedfor this purpose. How doesthe actual recording of a transaction

take place?

Answer: The effects produced on the various accounts by a transaction should beentered 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
ajournal entry . ™ 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 bestlearned through practice. In order to grasp the use of debits

and credits, how should the neededpractice 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 inn 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 Faccounts

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

mai ntained in the companyds | edger.
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Figure 4.3 Balances Taken From T-accounts in Ledger

Question: Assumethat after the above balances were determined ,several additional transactions took
place. Thefirst transaction analyzed at the start of this chapter was the purchase of inventory on credit
for $2,000 . This acquisition increasesthe record of the amount of inventory being held while also
raising one of the c o mp a hapildies , 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 notan increase.
Accounts payable is a liability so that a credit indicates that an increase has occurred. Thus, the following

journal entry is appropriate.

Figure 4.4 Journal Entry 1: Inventory Acquired on Credit
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Notice that the word Ainventoryo is physically on the |
payableo are indented to the right. This positioning cl
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 Areadod the above entry: based on the debit and ¢
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 secondexample, the Lawndale Company pays its employeestheir regular salary of $300
for work performed during the past week. If no entry has beenrecorded 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 experse 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 expase 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 berepaid in several years. What journal entry is prepared by ac o mp a acgolrgant to

reflect the inflow of cashreceived from a loan?

Answer: As always, recording begins with an andysis of the transaction. Here, cash increases as the result

of the incurred debt (notes payable). Cashd an asseb increases $9,000, which is shown as a debit. The
companyb6s notes payable balance also goes iargecorde¢ t he s al
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 multiplechoice 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 thesegoods 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 sld. 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 alsoecorded (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

Afcost of goods sold. o Like any expense, it is entered |

Figure 4.8 Journal Entry 4B: Merchandise Acquired by Customers

Question: In the above transaction , the Lawndale Company made a sale but the cashwill not be
collected until somelater date. Why is revenue reported at the time of sale rather than when the cashis
eventually collected?Accounting is conservative. Thus, delaying recognition of salesrevenue (and the

resulting increase in net income) until the $5,000 is physically received might have beenexpected

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.

Revenuerealization 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 tle 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 incurredd depending 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) shald 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

Saylor URLhttp://www.saylor.org/books Saylor.org
)OS0 124



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

Link to multiplechoice question for practice purposes:

http://www.quia.com/quiz/2092642.html

KEY TAKEAWAY

After thefinancial effects are analyzed, the impact of each transaction is recorded within
I O02YLI yeQa I 002dzyiAy3a aeaisSYy GKNRBdAZAK |
payment of a salary, and borrowing of money are all typical transactions that are

recorded ly means of debits and credits. All journal entries are maintained within the

O2YLI yeQa 22dNyIlfod ¢KS GAYAYy3a 2F GKA&a NBO23Y

with revenues and expenses. Accrual accounting provides formal guidance within U.S.
GAAP. Bvenues 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] Inlargerorganizationssimilartransactionsare often grouped,summed,andrecorded
togetherfor efficiency.Forexample all cashsalesat one store might be totaled automatically
andrecordedat onetime at the end of eachday.Tohelp focuson the mechanicof the
accountingprocessthe journal entriesrecordedfor the transactiondn this textbookwill be

preparedindividually.

[2] Theparentheticalinformationisincludedhere onlyfor clarificationpurposesand doesnot

appearin atrue journalentry.
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4.5The 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 lng-lived asset, the contribution of capital, the payment of a
dividend, and the like.

Explain the recording of a gain or loss rather than revenue and cost of goods sold.
Describe the recording of an unearned revenue.

Understand the purpose of both the joual and the ledger.

v e B

Discuss the posting of journal entries to the ledgexctounts 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 beenrecognized by the company. Both the
insurance expenseand an insurance payable were recorded asincurred . Thus, the amounts can be seen
on the trial balance in. Apparently, L a wn d aatceudtisig system was designed to recognize this
particular expenseasit grew over time. When an expensehas already beenrecorded, 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 secondrtie.
Instead, this payment reduces the liability that was established by the accounting system. Casl® an
asse® is 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

Insurance Payable
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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 lability is
settled but no further expense is recognized. The proper amount is already present in the insurance

expense Taccount.

Question: Assumethat a new truck is acquired by the Lawndale Company for $40,000 . Cashof $10,000
is paid now but a note payabled due in several yearsad is 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 beenaffected?

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 toudh 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 payabla (
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 needsadditional financing so officials go to current or potential
shareholders and convince them to contribute cash of $19,000 in exchangefor new shares of the

c 0 mp a napitalsstock. Theseindividuals invest this money in order to join the ownership or increase
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the number of sharesthey already hold. What journal entry doesa businessrecord when capital stock is

issued?
Answer: The asset cash is increasedh 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 4.11Journal Entry 7: Capital Stock Issued for Cash

EXERCISE

Link to multiplechoice 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 . Assumethat the customer now pays this amount to the Lawndale Company.How does

the collection of an amount from an earlier salestransaction 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 (by a debit) while the other is reduced (by a credit).

Figure 4.12Journal 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 showninac o mp a joyrr@al®

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 4.13Journal Entry 9: Money Paid on Account

Question: Company officials like the building that is being usedfor operations and decideto 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
expenseis not yet appropriate . What is recorded when rent or other costssuch asinsurance 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 assetd normally called

prepaid rentd is recorded through a debit.
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Figure 4.14Journal 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 , thesefourteen provid e an excellent cross-section of basic events encountered by most
businessesand the journal entries created to capture that information . Coming to understand the

recording of thesetransactions is of paramount importance in mastering the debit and credit rules.

Question: Officials of the Lawndale Company decideto buy a small tract of land by paying $8,000 in
cash. Perhaps they think the spacemight 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 4.15Journal Entry 11: Land Acquired for Cash

Question: Now, assumethat d at a later timed this 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 beresold
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? Theseaccounts
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are usedin journalizing the sale of inventory . Doesthe samereporting apply to the sale of other items

suchasland or equipment?

Answer: Because the sale of | and is not viewed as a
revenue nor cost of goods sold is reported as inthe 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 thesales

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 fromr evenues and expenses on the
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 4.16Journal Entry 12: Land Sold for Cash in Excess of Cost

Gain on Sale of Land

EXERCISE

Link to multiplechoice 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 processis substantially complete. Assumea customer gives
the Lawndale Company $3,000 in cashfor sometype 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 processis 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 th$3,000

to the customer. Recording this liability mirrors the

Figure 4.17Journal Entry 13: Money Received for Work to Be Done Later

Here is one final transaction to provide a full range of basic examples at this preliminary stage of
coverage. Many additional transactions and their journal entries will beintroduced throughout this

textbook,but thesefourteen form a strong core of typical eventsencountered by most businesses

Question: Assumethat the Lawndale Company has been profitable .As a result, the board of directors
votes to distribute a cashdividend to all owners, areward 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 col
The cause of the decrease was payment of a dividend. Hence, a dividends paid account is edilished.
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, thesejournal entries do not provide the current balance of any account. They record the
effect of eachtransaction but not the updated account totals, figures that could change many times each
day. How doesan 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 Faccount being altered, a process
known as fiposting. o A debit to cash i naceunfAurnal en
credit made to notes payable is recorded as a credit within the notes payable Taccount. 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 -accountswas 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 Faccounts
shown in . Each account includes the previous balance (PB) found in the trial balance shown inat 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 1 awndale Company Ledger
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KEY TAKEAWAY

Initial coverage of the recording of basic transactions is concluded here through analysis
of the payment oinsurance, 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
recordthese changes. These journal entries are then posted to the approprate T
accounts used to monitor evaahanging account balances. All thadcounts 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 studentmajoring 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 | never planned to be an accountant when | was in college, | 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, | am more interested in asset values and other balance sheet information than the accounting
process necessary to gather this information. However, | also happen to own a restaurant and | always
find it interes ting when | dig through the specific expense accounts looking for ways to be more efficient.
For instance, recently when | saw that we had spent a lot of money last year on building maintenance, |
could not imagine how that was possible. | 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 |
study the various debits within our expenses, | am able to spot areas where the restaurant can save

money.

4.6 Endof-Chapter Exercises

QUESTIONS

1. What is a transaction?
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Where was the accounting system developed that is still used by businesses today?
What is this system called?

What are the four steps followed by accounting systems?

By what is financial information accumulated?

5STAYOO&dzy il d¢

Which accounts are increased with a debit?

Which accounts are increased with a credit?

© © N o g bk~ w0 N

What is a journal in the accounting sense?

10.What is a trial balance?

11. Accrual accounting is composed dfish two principles? Define each.
125SFAYS dadzySINYSR NBGSydzSoe

TRUE OR FALSE

Debits and credits must equal for every transaction.
: A list of all recorded journal entries is maintained in the ledger.
Revenue may not be recorded until cash iected.

: A transaction is any event that has a financial impact on a company.

1

2

3

4

5. _ Anexpense 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. Unearnedevenue is a type of revenue account.

11. MULTIPLE CHOICE

1. Which of the following isot true about doubleentry bookkeeping?
a. It originated in Italy.

b. Debits and credits must equal.
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c. Itis still used today.

d. An entry can have no more than one credit and one tebi

1. Which of the following entries could Yeats Company not make when they
perform a service for a client?

a. Figure4.20

=

Figure4.21

®

Figure4.22

=

Figure4.23

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 tivaitl 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
O2adG 9tSy2NJ bpuc SIOK® 2KIFG Aa 9fSy2NRa 3INR3
a. $16,000
b. $10,400
c. $5,600
d. $9,600

1. Which of thefollowing 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 foirioll

to make when the $500 is received?

a. Figure4.24

b. Figure4.25

c. Figure4.26
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d. Figure4.27

Accounts Receivable

Revenue

500

PROBLEMS

1. Record the following journal entries for Taylor Company for the month of March:

=

-~ o o o

> @

J-

Borrowed $4,500 from Local Bank and Trust

Investors contributed $10,000 in cash for shares of stock

Bought inventory costing $2,000 on credit

Sold inventory that originally cost $400 for $600 on credit

Purchased a new piece of equipment for $500 cash

Collected $600 in cash from sale of inventory in (d) above

Paid for inventory purchased in (c) above

Paid $1,200 in cash for an insurance policy that covers the next year
Employees earned $3,000 during the month but have not yet been paid

Paid employees $2,9G0r 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.

Customers paid Raymond $1,500 for work Raymond will parfo June.

b. Customers purchased $6,000 of inventory for which they have not yet

paid.
Raymond performed work for customers and was paid $3,400 in cash.

Customers paid Raymond $2,300 for inventory purchased in April.

1. Record the journal entries forumber 2 above.

2. Determine the missing account balance in the following trial balance:

Figure4.28Trial Balance Ester Company
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3. State which balance, debit, or credit is normally heldh®y/following accounts:

a.

=

o o

g. Accounts receivable

Cash

Dividends

Notes payable
Unearned revenue
Cost of goods sold

Prepaid rent

h. Capital stock

1. Near the end of her freshman year at college, Heather Miller is faced with the

decision of whether to get 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

G{So [/ 22f o¢

During June, the first month of Biness, the following occur:
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