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'CELEBRATING STUDEN

This is simply an outstanding
textbook. It combines an interesting,
engaging, and highly readable writing

ave you experienced those moments in your

course when students became fully engaged?

When the “Aha!” revelations are bursting
like fireworks? David Spiceland, Wayne Thomas, and
Don Herrmann have developed a unique textbook
based on over 50 collective years of experience in the

style with excellent, comprehensive, up-to-
date, and conceptually rich discussions.—

Marianne James, California State University—Los Angeles

classroom. They've brought together best practices
like highlighting Common Mistakes, offering frequent
Let’s Review exercises, integrating the course with

| read the book in two
weekends and was so delighted

in the quality of content and the

SreseETen Sle—S e Ak, (e a running Continuing Problem, demonstrating the

State University relevance of the course to nonmajors with a Career
Corner, and communicating it all in a student-
friendly conversational writing style. After the proven

success of the first edition of Financial Accounting,

You have created a text that is likely to we're confident that the new and improved second
become the gold standard of Intro edition will not only motivate, engage, and challenge
texts.—Christian Wurst, Temple University students—it will illuminate the financial accounting

course like never before.

This is an excellent book
and | love the writing style.

| would describe the text as well-
written with excellent examples

that truly describes how accounting
information is used to make better
business decisions.—Mark Judd,
University of San Diego J

If you like Spiceland’s
intermediate text, you
will be thrilled with the
financial accounting
principles text. It is written
in the same conversational

SPICELAND
THOMAS

style, addresses topics directly
and clearly, and the illustrations
are terrific too.—Nancy L. Snow,
University of Toledo




y Key to Financial Accounting’s remarkable’
-, first edition success are the five core precepts '
"\ 7 ~areund which the textbook is built
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The authors successfully employ
humor and a conversational
writing style in developing scenarios,

examples and explanations which

special care to write a textbook that fosters a
friendly dialogue between the text and each in-
dividual student. The tone of the presentation is
intentionally conversational—creating the im-
pression of speaking with the student, as op-
posed to teaching to the student.

1 Conversational Writing Style The authors took

remain in the reader’s mind and make
these oftentimes complicated subjects
understandable.—Dennis L. Kovach,
Community College of Allegheny County

It offers a very readable
presentation, with easy to
follow pedagogy. The writing
is clear and crisp—it is not
bOl‘iI‘Ig.—AI Hartgraves, Emory University

cally embraced the innovative pedagogy used
throughout the book, including Common Mis-
take boxes that help students avoid common
pitfalls of beginning students and Flip Side
problems and scenarios that show students the
two sides of various accounting transactions.

2 Innovative Pedagogy Reviewers enthusiasti-

when they see how concepts are applied
in the real world. For that reason, real-
world examples from companies, such as
Dell and Apple, are used extensively and
routinely to enhance the presentation.
The real-world focus adds realism to dis-
cussions and serves as the foundation for
exercises, problems, and cases.

3 Real-World Focus Students learn best

This text has a
logical layout and
incorporates tools

to keep the student’s
attention. It makes the

includes one or more distinctive Decision Maker’s student think about

1 Decision Maker’s Perspective Each chapter
Perspective sections, which offer insights into how

0

the information discussed in the chapters affects
decisions made by investors, creditors, managers, and
others. Each chapter also contains Decision Points
highlighting specific decisions in the chapter that can
be made using financial accounting information.

A Strong Supplements Package The authors
write all of the major supplements for Financial
Accounting, including the Testbank, Solutions
Manual, and the Instructor’s Manual. With iPod

the impact on the
financials based upon
the different principles
and estimates selected.
—Victor Stanton, University of

California-Berkeley

/

v

material, narrated PowerPoints, online quizzing, Excel templates, and QuickBooks

templates integrated into the end-of-chapter material, Spiceland’s Financial Accounting

provides the cutting-edge technology demanded by today’s accounting instructors and

students.




A LOGICAL ORGANIZATION

The sequence of topics is inspired, and
| wonder why it hasn't been done before.—Laurel
Bond Mitchell, University of Redlands

Spiceland’s Chapter 1 has beautifully set the stage for
the finest presentation of financial accounting

pedagogy | have read to date in a textbook format.—
Sherry Gordon, Palomar College

| like the overall layout of the chapter.
Specifically, | like how the authors first cover how a
transaction affects the accounting equation, and then
cover the details of journal entries.——Martha Lou Fowler,

Missouri Western State University

STH goes beyond the “textbook” mode and discusses/
presents in pictures, diagrams, etc., and | think it makes the whole

adjusting process much easier to understand.—Peter Theuri, Northern
Kentucky University

The authors provide an excellent chapter on Receivables and
Sales. They provide a comprehensive discussion, along
with effective illustrations. | prefer the STH sequence of
topics.—Al Nagy, John Carroll University

The inventory chapter in Spiceland is the best
I've ever seen!—James Aitken, Central Michigan

University

Good, comprehensive but readable walk through the
many types of property transactions. Chapter 7 does an
especially good job in talking about intangible
assets.—Laura llcisin, University of Nebraska—Omaha

The Spiceland chapter is excellent; it provides
comprehensive, yet easy to understand
discussions, and effective development of concepts
and coverage of the topics related to current

liabilities.—Marianne James, California State University—
viii

Los Angeles

Accounting
Information and
Decision Making

The Accounting
Information System

The Financial
Reporting Process

Cash and Internal
Controls

Receivables
and Sales

Inventory and Cost
of Goods Sold

Long-Term Assets

Current Liabilities




Long-Term
Liabilities

Stockholders’
Equity

Statement of
Cash Flows

Financial Statement

Analysis

Wow! | was really impressed with this chapter! The conservative and aggressive accounting example
was really a great way to teach students about quality of earnings. The rest of the chapter was
also put together very well. Great ratio illustration with Under Armour and Nike, two companies that
students are interested in.—Christa Morgan, Georgia Perimeter College

Appendix A Annual
Report of American Eagle
Outfitters, Inc.

Appendix B Annual

Report of The Buckle, Inc.

Appendix C
Time Value of Money

Appendix D
Investments

Appendix E
International Financial
Reporting Standards

3R

Overall, the chapter covers a complex topic in a
clear way and in the right amount of detail.—Frank Hodge,
University of Washington

| REALLY enjoyed this chapter. Spiceland has presented this chapter in
a very interesting manner. | like the simplicity of the presentation. | especially like
the “Decision Maker's Perspectives” throughout the chapter. Not only is this chapter

well-written, it is interesting!—Steve Teeter, Utah Valley State College

STH does a great job of summarizing and
illustrating the steps in preparing both the indirect and
direct methods. In addition, STH is more current than other
texts in its references to IFRS.—Nancy Lynch, West Virginia University

The text contains realistic examples,
excellent explanations, and
illustrated example problems
within the text. The EOC material is

also well done. It is definitely worth
looking at for adoption.—

Kreag Danvers, Clarion University of Pennsylvania

| generally like to cover selected topics in this area,
so | would definitely use [this appendix].
| think this would be very beneficial.—Stephen Benner,

Eastern Illinois University



We received an incredible amount of
feedback from over 330 reviews and
focus group participants. The follow-
ing list of changes and improvements
is a testament to the many hours that
reviewers spent analyzing our first
edition, helping us to make Financial
Accounting the best book of its kind.
We made the following changes
throughout the second edition:

e Added a concise chart of accounts
in Chapter 2 and on the inside back
cover of the book, and revised the
account titles used in text and home-
work materials to match.

e Changed two different in-chapter
reviews (“Stop and Go” and “Quick
Quizzes”) to “Let’s Review” exercises.
Added notation about related sug-
gested homework next to the Let’s
Review exercises.

¢ Added marginal accounting-equation
analyses wherever we do not show
the mini-financial statement displays.
Thus, students will have one or the
other to accompany journal entries in
the text of the chapter. The marginal
accounting-equation analyses clearly
demonstrate the equality of the
accounting equation, as well as the
effects of transactions on stockhold-
ers’ equity accounts.

¢ Created a separate analysis section
at the end of each chapter, beginning
in Chapter 4 and continuing through
Chapter 11. Each analysis section
includes a comparison of financial
information for two well-known
publicly traded companies. Chapter
12 provides a comprehensive finan-
cial analysis of Under Armour and
Nike based on the ratios developed
throughout the book.

¢ Updated amounts for real-company
data used in each chapter.

e Included an Earnings Management
Case in Chapters 5 through 12.

CHAPTER 1

e In Chapter 1’s simple financial
statements, omitted depreciation
expense—included amounts as “Other
expenses,” for simplicity’s sake.

Also, showed single-column income
statement in this chapter. (Chapter 3
expands to multicolumn format.)

e In the statement of cash flows sec-
tion, added sentences to explain the

idea of cash inflows and outflows
shown in the SCF, use of parenthe-
ses to indicate outflows, and ad hoc
definition of net cash flows.

¢ Revised and expanded the ethics
discussion in the chapter. (Added
new ethics subhead.)

e In appendix, replaced the qualita-
tive characteristics framework (Illus.
1-17) with a revised version, and
revised the text discussion to reflect
the new framework.

¢ Revised end-of-chapter (EOC) materi-
als that called for prepayments (e.g.,
prepaid rent, insurance) and accumu-
lated depreciation.

CHAPTER 2

e Improved the learning experience by
having the three Let’s Review exer-
cises involve the same transactions in
an incremental way.

e Changed the format for transactions
analyses to show the related account
title next to (rather than below) the
transaction amount.

e Separated discussions of transactions
(6) and (7), with a separate drawing
for each, so that the chapter discuss-
es separately, and more clearly, the
effects of services provided for cash
and on account (accounts receivable).

e Added a preliminary chart of ac-
counts for the accounts used in the
chapter for Eagle Golf Academy.

e In the summary illustration showing
the posting of external transactions
to the general ledger accounts:

(1) added an A = L + SE heading
and lined up the relevant T-accounts
below each component of the equa-
tion; (2) added transaction numbers
to each entry in the T-accounts;

(3) added “Bal.” to each T-account.

CHAPTER 3

¢ Added a new Career Corner about the
employment value of those who com-
bine strong IT skills with accounting
knowledge.

e In the summary Illus. 3-9, which
shows the posting of adjusting entries
to the general ledger accounts:

(1) added an A = L + SE heading
and lined up the relevant T-accounts
below each component of the equa-
tion; (2) added transaction numbers
to each entry in the T-accounts;

(3) added “Bal.” to each T-account.

e In the summary Illus. 3-17, which
shows the posting of closing entries
to the general ledger accounts:

(1) added an A = L + SE heading
and lined up the relevant T-accounts
below each component of the equa-
tion; (2) added transaction numbers
to each entry in the T-accounts;

(3) added “Bal.” to each T-account.

CHAPTER 4

e Expanded early discussion of fraud
and the need for internal controls,
including data from ACFE.

e Added new discussion of Section 404
of SOX.

e Replaced components of internal
control illustration with new pyramid
showing five components of internal
control.

e Added discussion of preventive and
detective internal controls.

¢ Revised (and shortened) the “Compo-
nents of Internal Control” discussion
(p. 170) and related movie theatre
example.

¢ In “Cash and Cash Equivalents” sec-
tion, added text and a journal entry
for cash sale.

¢ Added new discussion of use of debit
cards (in a section separate from
discussion of use of credit cards) as a
form of cash controls.

e Revised discussion of petty cash to
separately account for the expendi-
tures from the fund and the replen-
ishment of the fund.

e Beginning in Chapter 4, added mar-
ginal accounting-equation analyses
next to journal entries wherever mini-
financial statements do not appear.

CHAPTER 5

¢ Added new “Net Revenues” heading
and brief discussion, including net
revenues as a key term.

¢ Expanded discussion of allowance
method, to provide fuller conceptual
foundation for why companies use
it and its effects on the financial
statements.

e Revised Illus. 5-5 covering the
percentage-of-receivables method
(the balance sheet approach) to focus
on the balance sheet.

e Added text example to show transac-
tion for services provided in exchange
for a note receivable.




CHAPTER 6

L]

Heavily revised Part B, “Recording
Inventory Transactions,” to focus
only on the perpetual system. (In the
body of the chapter, entries for peri-
odic no longer appear side-by-side
with those for perpetual.) Entries for
perpetual now show the effects on
the components of the balance sheet
and income statement.

In the section on recording inventory
transactions for perpetual, joined
discussions of inventory purchases
and inventory sales.

Added new section about simple
adjustment from FIFO to LIFO to
reflect inventory accounting used in
actual practice.

Revised discussion of freight-out to
reflect actual practice that these ship-
ping charges are included by some
companies in cost of goods sold.
Provided a real-world example from
Amazon.com.

In Part B, moved purchase discounts
to precede purchase returns.
Expanded coverage of multiple-step
income statement and added multiple-
step income statement as a key term.
Added new Appendix A, “Recording
Inventory Transactions Using a Periodic
Inventory System.” In the new appen-
dix, journal entries for periodic and
perpetual appear side-by-side, as they
did in the body of the chapter in le.

CHAPTER 7

Added new section on basket pur-
chases, including illustration showing
allocation of cost in a basket purchase.
Added a new Common Mistake
warning related to the calculation of
depreciation.

Added a new Career Corner about the
importance of accounting for those
interested in law as a career.

Added general “word formulas” for
depreciation methods before show-
ing the formula used for a specific
example.

Added an Ethical Dilemma box rela-
ting to depreciation.

In the appendix, per reviewers’ sug-
gestions, moved the illustration about
the relationship among future cash
flows, fair value, and book value
before the illustration that shows the
two-step impairment process.

CHAPTER 8

e Added discussion of deferred taxes
under “Other Current Liabilities.”

e Expanded discussion of unearned
revenues with gift cards.

¢ Changed “Loss Contingencies and Anal-
ysis” heading to two headings: “Contin-
gencies” and “Liquidity Analysis.”

e Revised discussion of contingencies,
including contingent liabilities, war-
ranty liabilities, and contingent gains.

¢ Added new IFRS box on treatment of
contingent liabilities.

e Added working capital as a liquidity
measure.

¢ Expanded the discussion of liquidity
analysis.

CHAPTER 9

e Added illustrations to show how to
determine bond prices using Excel.

e Added IFRS box on discount or pre-
mium as part of the carrying value of
bonds payable (net method).

¢ Added new illustration showing
convergence of bond carrying value
for discount and premium as a bond
approaches maturity.

¢ Changed discussion of “Long-Term
Notes Payable” to “Installment Notes.’

¢ Increased the coverage of leases.

e Moved appendix on bond invest-
ments to a separate end-of-book
Appendix D.

e Added EOC exercises involving
annual interest payments.

CHAPTER 10

¢ Added discussion of issuance of
shares of stock in exchange for non-
cash goods or services.

¢ Added example of payment of cumu-
lative preferred stock, with dividends
in arrears.

e Changed treatment of accounting
for dividends by using separate ac-
counts for cash dividends and stock
dividends. This change will make
the presentation of cash dividends in
Chapters 2 and 10 consistent.

e Shortened the discussion on stock
dividends and stock splits.

e Expanded general discussion of EPS,
including a numeric example.

¢ For the measures in the “Equity
Analysis” section, added more discus-
sion of what the measures mean and
how to use them to interpret com-
pany results.

)

e Moved appendix on equity invest-
ments to a new, separate end-of-book
Appendix D.

CHAPTER 11

e Under “Adjustments for Noncash
Components of Net Income” (indirect
method), explained amortization
expense as treated similar to deprecia-
tion expense.

¢ Added a new Career Corner.

e Revised Illus. 11-17 and 11-18 to
focus solely on investing activities
and financing activities, respectively.

e Added a new Illus. 11-19 that pro-
vides the complete statement of
cash flows.

CHAPTER 12

e Added a new Decision Maker’s
Perspective, “How Warren Buffett
Interprets Financial Statements,”
in the section on profitability
analysis.

e Updated risk and profitability analysis
for Under Armour in the main text
and Nike in the Let’s Review exercises.

¢ Included two new Ethical Dilemmas
in the chapter.

APPENDIXES A, B, C, and E

¢ In Appendixes A and B, updated the
annual reports for American Eagle
and The Buckle for their fiscal
2010 years.

¢ In Appendix C, the Quick Quiz from
le was separated into two expanded
Let’s Review exercises—one for time
value of a single amount and the
second for time value of annuities.

¢ In Appendix E, marginal notes were
added to better highlight the topical
differences between GAAP and IFRS
discussed alongside in the text.

APPENDIX D

This entirely new end-of-book appendix:

¢ Discusses why companies invest in
other companies.

e Addresses equity investments with
insignificant influence including
available-for-sale and trading
securities.

e Contrasts the fair value method,
equity method, and consolidation
method for equity investments.

e Explains debt investments including
held-to-maturity, available-for-sale,
and trading securities.




UNIQUE PEDAGOGICAL ELEME

Common Mistakes made by financial accounting students are

highlighted throughout each of the chapters. With greater aware-
ness of the pitfalls the average student will find in a first account-
ing class, students can avoid making the same mistakes and gain

a deeper understanding of the chapter material.

Easy to read, love the Key Points and Common Mistakes—these sound
like me talking to my students and are exactly the points | make in
class! Really!—Christa Morgan, Georgia Perimeter College

Most of the Common Mistakes are warnings that | have in my

|ectures.—Lisa N. Bostick, The University of Tampa

Accounting is not a number-crunching desk job.
Many business professionals call accounting the
“language of business;” a solid understanding of
accounting can lead to a wide variety of job op-
portunities. The Career Corner boxes highlight the
exciting career opportunities in accounting and the
important role that accountants play. These also
discuss how nonaccountants use accounting infor-
mation in their business functions.

Because of the widespread adoption of interna-
tional financial reporting standards issued by the
International Accounting Standards Board (IASB),
differences between international standards and
U.S. GAAP are highlighted throughout the text in
International Financial Reporting Standards boxes.

Most importantly, it offers
opportunities for students to
have insights into accounting
careers via Career Corners.—
Chuo-Hsuan Lee, SUNY-Plattsburgh

International accounting
standards are very
relevant today. Students
need to be aware of them
since we will all probably be
using them soon. | enjoyed
reading the discussion.—Richard
Moellenberndt, Washburn University

The Key Points provide quick synopses of the critical pieces of information

presented throughout each chapter.

Very easy to read!!l | like the Key Points and Common Mistakes
segments in each chapter. These features would really help my
students as they read the textbook and study for exams. | also like the
simplicity of each chapter.—pavid Juriga, St. Louis Community College




HELP IGNITE THE LEARNING PROCESS

3

S

Similarly, students will be acquainted with ethical implications of topics under
discussion by the inclusion of short Ethical Dilemma boxes. The need to discuss
ethics in accounting has become evident in light of recent accounting scandals.

This is a good approach because it will give students an opportunity
to develop their critical thinking ability by comparing situations that
they have not experienced before.—Seleshi Sisaye, Duquesne University

A financial transaction always involves y /4
two parties—the Flip Side feature :@
demonstrates how various transactions

The “Flip Side” and “Common are viewed by each participant. Including

Mistakes” sections are outstanding the “flip side” of a transaction—in

and are likely to be among context—enhances the student’s

the favorite parts of the understanding of both the initial and the

related transaction. Selected homework
in the end-of-chapter materials also
includes the Flip Side transactions for
students to reinforce their understanding
of this concept.

book for students.—Christian Wurst,
Temple University

Each chapter contains one or more Let’s Review sections that test students’ Let’s Review
comprehension of key concepts. These short review exercises, with solutions, are

intended to reinforce the students’ understanding of specific chapter material

and allow them to apply concepts and procedures learned in the chapter prior to

attempting their homework assignment.

Let’s Review Bogey Incorporated has the following transactions during May:

May 1 Purchase a storage building by obtaining a loan of $5,000.
May 6 Provide services on account to customers, $1,800.

May 12 Pay $1,200 cash for advertising in May.

May 17 Repay $1,000 of the amount borrowed on May 1.

May 25 Purchase office supplies for $800 cash.

Required:
Indicate how each transaction affects the accounting equation.
Solution:
Assets = Liabilities + Stockholders’ Equity
May 1 +$5,000 +$5,000
May 6 +$1,800 +$1,800
May 12 —-$1,200 —$1,200
May 17 —$1,000 —$1,000
Suggested Homework: May 25 +$ 800
BE2-2, BE2-3; =$ 800
E2-2, E2-3, E2-4; +%$4,600 = +$4,000 St +$ 600

P2-1A&B, P2-2A&B

xiii




SELF-STUDY QUESTIONS

m LO1

1. Accounts receivable are best described as:
a. Liabilities of the company that represent the amount owed to suppliers.
b. Amounts that have previously been received from customers.
c. Assets of the company representing the amount owed by customers.
d. Amounts that have previously been paid to suppliers.

m LO2

N

. On March 17, Fox Lumber sells materials to Whitney Construction for $12,0(
terms 2/10, n/30. Whitney pays for the materials on March 23. What amount
would Fox record as revenue on March 17?

a. $12,400.
b. $11,760.
c. $12,000.
d. $12,240.

m LO2

w

. Refer to the information in the previous question. What is the amount of net
revenues (sales minus sales discounts) as of March 232
a. $0.

L 11760

Self-Study Questions consist of 10 multiple-
choice questions in each chapter. Answers
appear at the end of the respective chapters.
Students also are directed to the course
website, where these same questions are
available in the form of self-grading online
quizzes with a more detailed analysis of
correct and incorrect answers.

In making an adoption decision, recognizing the topical coverage is most critical,

| would not hesitate to adopt this text from the perspective of the assignments.

—Ron Burrows, University of Dayton

Review Questions are provided

for each of the major concepts REVIEW QUESTIONS

in each chapter, providing

students with an opportunity to ™"’
review key parts of the chapter o
and answer evocative questions . Loz
about what they have learned.
H LO2
H LO2
N LO3

Vy

1. When recording a credit sale, what account do we debit? Describe ¥
account is reported in the financial statements.

2. What is the difference between a trade receivable and a nontrade re

3. Explain the difference between a trade discount and a sales discour
sales discounts reported in the income statement?

4. Briefly explain the accounting treatment for sales returns and allow
are these accounts reported in the income statement?

5. Revenue can be earned at one point or over a period. Provide an exi

6. Explain the correct way companies should account for uncollectibl;

11 a1

Well-written book with excellent features throughout each chapter. Plenty of
material at the end of the chapter to give students extra practice.—Chris McNamara,

Finger Lakes Community College

B’ connect

|laccounTin

.

Brief Exercises address single concepts
from a single perspective. These exercises

BE5-1 The Giles Agency offers a 10% trade discount when providing advertising
services of $1,000 or more to its customers. Audrey’s Antiques decides to purchase
advertising services of $2,500 (not including the trade discount), while Michael’s
Motors purchases only $600 of advertising. Both services are provided on account.
Record both transactions for The Giles Agency, accounting for any trade discounts.

BES5-2 Kelly's Jewelry reported the following amounts at the end of the year: total
jewelry sales = $650,000; sales discounts = $15,000; sales returns = $40,000; sales
allowances = $20,000. Compute net sales.

BES5-3 At the end of the year, Mercy Cosmetics’ balance of Allowance for Uncollectible
Accounts is $500 (credit) before adjustment. The balance of Accounts Receivable

is $20,000. The company estimates that 15% of accounts will not be collected over

the next year. What adjustment would Mercy Cosmetics record for Allowance for
Uncollectible Accounts?

BE5-4 At the end of the year, Dahir Incorporated’s balance of Allowance for
Uncollectible Accounts is $2,000 (credit) before adjustment. The company estimates
future uncollectible accounts to be $10,000. What adjustment would Dahir record for
Allowance for Uncollectible Accounts?

BE5-5 Refar fo the information in BE5-4, but now.2ssume that the balance of

Record accounts
receivable and trade
discount (LO2)

Calculate net sales (LO2)

Record the adjustment
for uncollectible
accounts (LO3)

Record the adjustment
for uncollectible
accounts (LO3)

Record simmadiugtaaact

are ideal for quick demonstrations of
simple topics in class or short take-home
assignments.

Brief exercises are an important part of
student learning (particularly given the

learning style of today’s student).—Dawn Massey,

Fairfield University
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Exercises typically add one or more
additional dimensions to the same & connect
topics covered with Brief Exercises. I : N ,

L. . E8-1 Match (by letter) the correct reporting method for each of the items listed below.  Determine proper
An additional set of Exercises can be Reporting Method Tabiiin (01
found on the book’s website. € = Current liability

L = Long-term liability
D = Disclosure note only

[ACCOUNTING

This text is very complete, readable, with several exercise  T—
and problem possibilities. It has some new and fi portion of longterm debt

tax collected from customers.
payable due next year.

innovative features, including the “Key Point, Common payable due in two years.
Mistake, and Career Corner” boxes. This text also introduces é“em‘fpiier

the Cash Flow Statement fundamentals early in the text, to

enhance learing the difference between cash and accrual

basis.—Mary Hollars, Vincennes University f

.

Problems typically address
multiple concepts from the chapter

or multiple levels of analytical Lo

perspectlve w]thln the given P8-1A Listed below are several terms and phrases associated with current liabilities. Review current liability
. . Pair each item from List A (by letter) with the item from List B that is most terms and concepts (LO1)
scenarios. Where feasible, problems appropriately associated with it,
are built around real companies and ListA List B
. . . 1. AnIOU promising to repay the amount a. Recording of a

business situations. borrowed plus interest. contingent liability.

2. Payment amount is reasonably possible b. Unearned revenues.

and can be reasonably estimated. c. The riskiness of a

__ 3. Mixture of liabilities and equity a business business’s obligations.
Each chapter provides twin sets A d. Disclosure of a_

__ 4. Payment amount is probable and can be contingent liability.
Of problems tO Offer lnstructors reasonably estimated. e. Interest on debt.

__ 5. Aliability that requires the sacrifice of f. Payroll taxes.

flexibility in presentation and

assignment. The material in Problem __ WG

Set A is Similar in f()rmat to the Review current liability P8-1B Listed below are several terms and phrases associated with current liabilities.
. . terms and concepts (LO1)  Pair each item from List A (by letter) with the item from List B that is most
matel"lal 1mn Problem Set B, and each appropriately associated with it.
set reinforces the other. New to the ListA List B
..o __ 1. Interest expense is recorded in the period a. The riskiness
Second edltlon, Problem Set B interest is incurred rather than in the period of a business’s
. . . interest is paid. obligations.
WIII now appear m MCGI‘aW-Hlll ___ 2. Payment is reasonably possible and can be b. Current portion of
00 reasonably estimated. long-term debt.
COl‘lneCt. Al’l addltlonal Set Of 3. Cash, current investments, and accounts c. Recording a
) receivable all divided by current liabilities. contingent liability.
PrOblemS can be found on the bOOk S __ 4. Payment is probable and can be reasonably d. Disclosure of a
Q estimated. contingent liability.
webSIte 5. Gift certificates. e. Interest expense.
/ 6. Lano-term debtamatirineamithin onasaar . B3

This text is very well written and offers

a set of end-of-chapter problems that
progressively challenges students and
directs them to build problem-solving
Ski"S.—Gregg S. Woodruff, Western lllinois University

y



AN ADDITIONAL PERSPECTIVE
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The Additional Perspectives section of each chapter offers the most distinctive variety

of case material available in financial accounting textbooks. Cases and activities

are designed to allow students to apply the knowledge and skills they’'ve learned in
provocative, real, or realistic situations. Students are placed in the role of decision
maker, presented with a set of information, and asked to draw conclusions that test their
understanding of the issues discussed in the chapters. Each chapter offers an engaging
mix of activities and opportunities to perform real-world financial accounting analysis:

Great Adventures
(This is a continuation of the Great Adventures problem from earlier chapters.)

AP8-1 Great Adventures is a defendant in litigation involving a biking accident during
one of its adventure races. The front tire on one of the bikes came off during the race,
resulting in serious injury to the rider. However, Great Adventures can document that each
bike was carefully inspected prior to the race. It may have been that the rider loosened the
wheel during the race and then forgot to tighten the quick-release mechanism.

Required:

For each of the following scenarios, determine the appropriate way to report the

situation. Explain your reasoning and record any necessary entry.

. The likelihood of a payment occurring is probable, and the estimated amount is
$120,000.

. The likelihood of a payment occurring is probable, and the amount is estimated to
be in the range of $100,000 to $150,000.

. The likelihood of a payment occurring is reasonably possible, and the estimated
amount is $120,000.

N}

W

American Eagle Outfitters, Inc.

AP5-2 Financial information for American Eagle is presented in Appendix A at the
end of the book.

Required:

. Determine whether the trend in net sales has been increasing or decreasing for the
past three years.

)

. Where is accounts receivable reported? Explain why using net sales to calculate
the receivables turnover ratio might not be a good indicator of a company’s ability
to efficientlv manage receivables f~ a retail company 1¥'-e American Easl= which
typically

. Does An  The Buckle, Inc.

w

sheet? Il Ap5_3 Financial information for The Buckle is presented in Appendix B at the end
the book.

Required:

past three years.

@

Continuing
Problem

os

Financial Analysis

Financial Analysis

°f Buckle @

. Determine whether the trend in net sales has been increasing or decreasing for the

2. Where is accounts receivable reported? Explain why using net sales to calculate the

receivables turnover ratio might not be a good indicator of a company’s ability to

efficiently manage receivables for a retail company like The Buckle, which typically

sells clothing for cash.
. Does The Buckle report an allowance for uncollectible accounts in the balance
sheet? If so, how much is reported for the most recent year?

w

American Eagle Outfitters, Inc., vs. The Buckle, Inc.

Comparative

AP5-4 Financial information for American Eagle is presented in Appendix A at the ~ Analysis
end of the book, and financial information for The Buckle is presented in Appendix B 7
at the end of the book.
Required:
Try to estimate each company’s ratio of total current receivables to total current assets.
> pan Buckle G

Do you see problems with either company’s management of receivables?

Continuing Problem—The story of Great Adventures
progresses from chapter to chapter, encompassing
the accounting issues of each new chapter as the
story unfolds. This problem allows students to see
how each chapter’s topics can be integrated into the
operations of a single company; this problem is also
available in McGraw-Hill Connect.

The book is very detailed, but not overly
technical. The book is written at a level and in
a way that is highly user friendly.—Peter Woodlock,

Youngstown State University

Financial Analysis: American Eagle Outfitters,
Inc.—Students are asked to gather information from
the annual report of American Eagle, located in
Appendix A.

Financial Analysis: The Buckle, Inc.—
Students are asked to gather information
from the annual report of The Buckle,
located in Appendix B.

A new, promising text in financial
accounting is emerging.—Ahmed
Ebrahim, State University of New York-New Paltz

Comparative Analysis—In addition to separately
analyzing the financial information of American
Eagle and The Buckle, students are asked to
compare financial information between the two
companies.

Difficult topics are handled in a manner to facilitate the students’ learning. Overall the book is
very gOOd and worth COﬂSidering.—Tommy Moores, University of Nevada-Las Vegas
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WITH THESE UNIQUE
END-OF-CHAPTER CASES

NNz

Ethics  a
[/ X
. o 3 8 . AP4-5 Between his freshman and sophomore years of college, Jack takes a job as
Ethlcs—Encourage COl’lSlderathn Of ethlcal 1Ssues as ticket collector at a local movie theatre. Moviegoers purchase a ticket from a separate
o o o_o 0 . employee outside the theatre and then enter through a single set of doors. Jack takes
they pertain to accounting decisions 1nclud1ng the half their ticket, and they proceed to the movie of their choice.

Besides trying to earn enough money for college the next year, Jack loves to watch

outcome Of thOSC decisions on various stakeholders. movies. One of the perks of working for the movie theatre is that all employees are

Students are given opportunities for feedback of
their understanding of concepts and procedures
by taking quizzes and working review problems
at break points within the chapter. The text has
a large quantity and variety of quality end-

allowed to watch one free movie per day. However, in the employee handbook it states
that friends and family of employees are not allowed to watch free movies. In addition,
employees must pay full price for all concession items.

Soon after starting work at the theatre, Jack notices that most other employees
regularly bring their friends and family to the movie without purchasing a ticket.
‘When Jack stops them at the door to ask for their ticket, they say, “Jack, no one really
follows that policy. Just be cool and let us in. You can do the same.” Jack even notices
that upper management does not follow the policy of no family and friends watching
free movies. Furthermore, employees commonly bring their own cups to get free soft
drinks and their own containers to eat free popcorn.

Jack considers whether he should also start bringing friends and family and enjoying
the free popcorn and beverages. He reasons, “Why should I be the only one following

of-chapter assignment material.—tommy Moores,

University of Nevada-Las Vegas

Internet Research—Allow students to develop and Internet Research ’6

AP4-6 Financial accounting information can often be found at financial websites.

praCtiCC reSCaI'Ch SkiHS by I'equiril’lg thel’l’l tO locate These websites are useful for collecting information about a company’s stock price,

and extract relevant information from available

analysts’ forecasts, dividend history, historical financial accounting information, and
much more. One such site is Yahoo! Finance (finance.yahoo.com).

resource material such as financial reports or official =~ "o

standards on the Internet, perhaps identifying the
appropriate resources to support a decision.

With the wide range of EOC materials, the book
can be adapted to many different levels.—Joshua
Herbold, University of Montana

1. Visit Yahoo! Finance and get a stock quote for Google. To do this, type “GOOG” in
the “Get Quotes” box. Under “Financials” click on the “Cash Flow” link. Calculate
Google’s free cash flows for the three most recent years.

2. Calculate IBM free cash flows in the same way by typing “IBM” in the “Get
Quotes” box.

o

4
Written Communication—Provide the opportunity @ Written Communication
t t 1 1 1 . d o d t k-ll b t AP4-7 Consider the following independent situations:

O not on y app y ana ySIS an ]u gmen SKI111S u 1. John Smith is the pcl»ly»c.ash custodian. John approves all requests for payment o
also to express information or persuade by means ot Tobn bt a 1ot oLt areounts et it e b chenged and o choc

f 0,0 o is written to him for the total amount. John is the only person ever to tally the fun
or a writing assignment. 2. All of the company’s cash disbursements are made by check. Each check must be
Earnings Management—Provide challenging Earnings Management @
AP7-8 Edward L. Vincent is CFO of Energy Resources, Inc. The company specializes in

earnings management situations where stu-
dents analyze the implications of their
accounting decisions on a company’s earnings.

A

the exploration and development of natural gas. It’s near year-end, and Edward

is feeling terrific. Natural gas prices have risen throughout the year, and Energy

Resources is set to report record-breaking performance that will greatly exceed analysts’

expectations. However, during an executive meeting this morning, management agreed

to “tone down” profits due to concerns that reporting excess profits could encourage

additional government regulations in the industry, hindering future profitability.
Edward decides to adjust the estimated service life of development equipment from

This book has the largest quantity of exercises and problems of any text that I've
reviewed. | think it is very important for students to work incrementally on some of the more difficult

concepts. | usually don’t have such an impressive qua

Muscatine Community College

ntity from which to select.—Kathleen M. Metcalf,
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McGraw-Hill Connect Accounting is an online assignment and
assessment solution that connects students with the tools and
resources they'll need to achieve success.

McGraw-Hill Connect Accounting helps prepare students for
their future by enabling faster learning, more efficient study-
ing, and higher retention of knowledge.

MCGRAW-HILL CONNECT ACCOUNTING FEATURES

Connect Accounting offers a number of powerful tools and
features to make managing assignments easier, so faculty can
spend more time teaching. With Connect Accounting, students
can engage with their coursework anytime and anywhere,
making the learning process more accessible and efficient.
Connect Accounting offers you the features described below.

SIMPLE ASSIGNMENT MANAGEMENT

With Connect Accounting, creating assignments is easier than
ever, so you can spend more time teaching and less time man-
aging. The assignment management function enables you to:

¢ Create and deliver assignments easily with selectable end-
of-chapter questions and test bank items.

e Streamline lesson planning, student progress reporting,
and assignment grading to make classroom management
more efficient than ever.

¢ Assign algorithmic brief exercises, exercises, or problems
so each student has a different problem to work on.

SMART GRADING

When it comes to studying, time is precious. Connect
Accounting helps students learn more efficiently by providing
feedback and practice material when they need it, where they
need it. When it comes to teaching, your time also is precious.
The grading function enables you to:

e Have assignments scored automatically, giving students im-
mediate feedback on their work and side-by-side compari-
sons with correct answers.

e Access and review each response; manually change grades
or leave comments for students to review.

¢ Reinforce classroom concepts with practice tests and in-
stant quizzes.
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INSTRUCTOR LIBRARY
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STUDENT STUDY CENTER

The Connect Accounting Instructor Library is your = The Connect Accounting Student Study Center

repository for additional resources to improve stu- is the place for students to access additional

dent engagement in and out of class. You can select resources. The Student Study Center:

and use any asset that enhances your lecture. The ¢ Offers students quick access to lectures, practice
Connect Accounting Instructor Library includes: materials, eBooks, and more.

® eBook ¢ Provides instant practice material and study

e PowerPoint® slides
® Online quizzes

home library reports

reports

section performance
81.79%* overall section average for 3 assignment(s)
A\ 0 student(s) have an overall average between 0-59%

report types

assignment builder

Spiceland chapter 2

add questions arize sssignment (0 questons)
) s -
e Chapter 02 Exercises - Agorithmic

results: 8 questons

I[l
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questions, easily accessible on the go.

STUDENT PROGRESS TRACKING

Connect Accounting keeps instructors informed about how

each student, section, and class is performing, allowing for

more productive use of lecture and office hours. The

progress-tracking function enables you to:

e View scored work immediately and track individual or
group performance with assignment and grade reports.

e Access an instant view of student or class performance rela-
tive to learning objectives.

e Collect data and generate reports required by many accred-
itation organizations, such as AACSB and AICPA.

MCGRAW-HILL CONNECT PLUS

McGraw-Hill reinvents the textbook learning experience for
the modern student with Connect Plus. A seamless integration
of an eBook and Connect Accounting, Connect Plus provides all
of the Connect Accounting features plus the following:

¢ An integrated eBook, allowing for anytime, anywhere access
to the textbook.

¢ Dynamic links between the problems or questions you assign
to your students and the location in the eBook where that
problem or question is covered.

¢ A powerful search function to pinpoint and connect key con-
cepts in a snap.

In short, Connect Accounting offers you and your students
powerful tools and features that optimize your time and ener-
gies, enabling you to focus on course content, teaching, and
student learning. Connect Accounting also offers a wealth of
content resources for both instructors and students. This state-
of-the-art, thoroughly tested system supports you in preparing
students for the world that awaits.

For more information about Connect, go to connect.mcgraw-hill.com, or contact your local McGraw-Hill

sales representative.
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The textbook is well organized and noticeably
written by individuals who have an
excellent understanding of accounting,
the accounting profession, and the issues
confronting the accounting profession. A

large number of supplements for students and
instructors are available, including high-tech
supplements.—Richard A. Moellenberndt, Washburn

University

INSTRUCTOR'’S RESOURCE MANUAL

This manual provides for each chapter: (a) a chap-
ter overview; (b) a comprehensive lecture outline;
(c) a variety of suggested class activities (real world,
ethics, annual report, professional development ac-
tivities including research, analysis, communication
and judgment, and others); and (d) an assignment
chart indicating topic, learning objective, and esti-
mated completion time for every question, exercise,
problem, and case.

SOLUTIONS MANUAL

The Solutions Manual includes detailed solutions
for every question, exercise, problem, and case in
the text.

There’s a surprise (extra or expanded
coverage not often found in other texts)
in virtually every chapter. If you've been
teaching this course for years and long for
something new and fresh, you owe it to
yourself to take a look at this text.—

Lowell Mooney, Georgia Southern University

Excellent introductory textbook. It covers
the essential material in an interesting
and engaging manner. It fits well with
Spiceland et al.’s intermediate
text.—Rodney Smith, California State University—
Long Beach

INSTRUCTOR'’S CD-ROM

ISBN-13: 9780077328207
(ISBN-10: 0077328205)

This all-in-one resource contains
the Instructor’s Resource Man-
ual, Solutions Manual, Testbank
Word files, Computerized Test-
bank, and PowerPoint® slides.

Spiceland « Thomas * Herrmann

Financial Accounting

Instructor’s Resource CD-ROM

e (L3112 R e

TESTBANK

Written by the authors, this comprehensive Test-
bank contains over 1,800 problems and true/false,
matching, multiple-choice, problems, and essay
questions.

This is an excellent text for the beginning
accounting faculty instructor, intermediate or

advanced.—Linda Bressler, University of Houston
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AUDIO-NARRATED SLIDES

The Audio-Narrated Slides include an accompany-
ing audio lecture with notes and are available on
the Online Learning Center (OLC). Separate sets
of PowerPoints® are available for instructors and
students.

= cash s
evenue 1S e ed
When't receiV
earned

Revenue
Recognition \When cash 1
\With related paid
Recording revenues
expenses Nota part of

part of GAAP GAAP

GAAP

ALTERNATE EXERCISES AND PROBLEMS

This online manual includes additional exercises
and problems for each chapter in the text. Available
on the OLC.

WORKING PAPERS

ISBN-13: 9780077328252
(ISBN-10: 0077328252)

Working Papers provide students
with formatted templates to aid
them in doing homework assign-
ments.

Working Papers
for wewith

i, ONLINE LEARNING
S CENTER (OLC)

Our OLC requires no building or main-
tenance on your part, and is ready to go the moment
you and your students type in the URL. As your stu-
dents study, they can access the OLC website for such
benefits as:

‘Student Edition
Instructor Edition

e Self-grading quizzes

e Apple iPod® content, including
PowerPoints

e Student PowerPoint® Tutorials

e Alternate exercises and problems

e Check figures

¢ Excel templates

¢ QuickBooks templates

Additional Resources for Your Students

EXCEL TEMPLATES

LECTURE PRESENTATIONS

Lecture presentations are available for down-
load to your iPod, Zune, or MP3 device
(audio and visual depending on your device).

Selected end-of-chapter exercises and prob-
lems, marked in the text with an icon, can
be solved using these Microsoft Excel tem-
plates, located on the OLC.

QUICKBOOKS TEMPLATES
QuickBooks Templates are available for selected
@ problems in the end-of-chapter material for
Financial Accounting. As the premier account-
ing software in use today, students will get a head
start on learning how accounting is done in the real
world!

This is a wonderful and innovative book that covers the basics and really makes a serious

effort to bring accounting alive.—S. A. Marino, SUNY/Westchester Community College



ONLINE COURSE MANAGEMENT

No matter what online course management system you use (WebCT, BlackBoard, or
eCollege), we have a course content ePack available for Financial Accounting. Our new
ePacks are specifically designed to make it easy for students to navigate and access
content online. They are easier than ever to install on the latest version of the course
management system available today.

Don't forget that you can count on the highest level of service from McGraw-Hill. Our
online course management specialists are ready to assist you with your online course
needs. They provide training and will answer any questions you have throughout the
life of your adoption. So try our new ePack for Financial Accounting and make online
course content delivery easy and fun.

——©)

Bb eCollege

£ WebCT

www.blackboard.com

ALEKS" “= S

) | & Review | & pictianary | ] TR Acounting
Financial Accounting (Corporation)

Available online in partnership with McGraw- Ve ety Howi 1k

Hill/Trwin, ALEKS is a unique program T T;"ﬂtm

that uses artificial intelligence and adaptive PEShES RSy e

questioning to precisely assess a student’s _meu:m“:

knowledge in accounting, and provide per- - "\é\-)angmn:‘?“ﬂ: -

sonalized instruction on the exact topics Aezouning o UncotecieReceaes

the student is most ready to learn. ALEKS P atdion sad telonery Dinuntng. Petrg 21 ek o sses

targets gaps in student skills and enables —

students to master course content quickly

and easily within an environment tailored to each student’s level of preparedness. By providing
comprehensive explanations, practice, and feedback, ALEKS dramatically improves student per-
formance and retention.

The ALEKS Instructor Module offers powerful, assignment-driven features and extensive content
flexibility to simplify course management so instructors can spend less time with administrative
tasks and more time directing student learning. The complimentary Instructor Module provides a
course calendar, customizable gradebook, automatically-graded assignments, textbook integration,
and dynamic reports to monitor student and class progress.

To learn more about ALEKS, visit www.aleks.com/highered/business.

ALEKS is a registered trademark of ALEKS Corporation.




- AND LEARNING SOLUTIONS STUDENTS REQUIRE:

i

ASSURANCE OF LEARNING READY

Many educational institutions today are focused
on the notion of assurance of learning, an impor-
tant element of some accreditation standards.
Financial Accounting is designed specifically to
support your assurance of learning initiatives
with a simple, yet powerful solution.

Each Testbank question for Financial Accounting
maps to a specific chapter learning objective listed
in the text. You can use our Testbank software, EZ
Test and EZ Test Online, or Connect Accounting
to easily query for learning objectives that directly
relate to the learning objectives for your course.
You can then use the reporting features of EZ Test
to aggregate student results in similar fashion,
making the collection and presentation of assur-
ance of learning data simple and easy.

Try a New e-Book Option!

COURSESMART

CourseSmart

Tk
LEAlf] Tl

AACSB STATEMENT

The McGraw-Hill Companies is a proud corpo-
rate member of AACSB International. Under-
standing the importance and value of AACSB
accreditation, Financial Accounting recognizes
the curricula guidelines detailed in the AACSB
standards for business accreditation by con-
necting selected questions in the text and the
Testbank to the six general knowledge and skill
guidelines in the AACSB standards.

The statements contained in Financial Account-
ing are provided only as a guide for the users of
this textbook. The AACSB leaves content cover-
age and assessment within the purview of indi-
vidual schools, the mission of the school, and
the faculty. While Financial Accounting and the
teaching package make no claim of any specific
AACSB qualification or evaluation, we have
within Financial Accounting labeled selected
questions according to the six general knowl-
edge and skills areas.

CourseSmart is a new way to find and

buy eTextbooks. At CourseSmart you can
save up to 50 percent off the cost of a
printed textbook, reduce your impact on the

environment, and gain access to powerful Web tools for learning. CourseSmart has
the largest selection of eTextbooks available anywhere, offering thousands of the most
commonly adopted textbooks from a wide variety of higher education publishers.
CourseSmart eTextbooks are available in one standard online reader with full text
search, notes and highlighting, and e-mail tools for sharing notes between classmates.

MCGRAW-HILL/IRWIN CUSTOMER CARE CONTACT INFORMATION

At McGraw-Hill/Irwin, we understand that getting the most from new technology can be
challenging. That’s why our services don't stop after you purchase our product. You can e-mail
our Product Specialists 24 hours a day, get product training online, or search our knowledge
bank of Frequently Asked Questions on our support website. For all Customer Support call
(800) 331-5094, e-mail hmsupport@mcgraw-hill.com, or visit www.mhhe.com/support.
One of our Technical Support Analysts will be able to assist you in a timely fashion.
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The version of Financial Accounting you are
reading would not be the same book without
the valuable suggestions, keen insights, and
constructive criticisms of the list of reviewers
below. Each professor listed here contributed
in substantive ways to the organization of
chapters, coverage of topics, and selective

use of pedagogy. We are grateful to them for
taking the time to read each chapter and offer
their insights:

Dawn Addington, Central New Mexico
Community College

Peter Aghimien, Indiana University
-South Bend

James J. Aitken, Central Michigan University

Fouad Alnajjar, Baker College

Janice Ammons, Quinnipiac University

Craig Bain, Northern Arizona University

Kashi Balachandran, New York University

Patricia C. Bancroft, Bridgewater State College

Randall P. Bandura, Frostburg State University

Lisa Banks, Mott Community College

Joyce Barden, DeVry University

Cheryl Bartlett, Central New Mexico
Community College

Mohammad S. Bazaz, Oakland University

Stephen Benner, Eastern [llinois University

Amy Bentley, Tallahassee Community College

Larry Bergin, Winona State University

Brenda Bindschatel, Green River Community
College-Auburn

Cynthia Birk, University of Nevada—Reno

Eddy Birrer, Gonzaga University

Sandra Bitenc, University of Texas at Arlington

Claude Black, Seattle Central Community
College

David Bojarsky, California State University
~Long Beach

Charlie Bokemeier, Michigan State University

Jack Borke, University of Wisconsin
~Platteville

Lisa N. Bostick, The University of Tampa

Amy Bourne, Oregon State University

Benoit Boyer, Sacred Heart University

Jerold K. Braun, Daytona State College

Linnae Bryant, Chicago State University

R. Eugene Bryson, University of Alabama
—~Huntsville

Georgia Buckles, Manchester Community
College

Charles I. Bunn, Wake Tech Conumunity College

Sandra Byrd, Missouri State University

Scott Cairns, Shippensburg University of PA
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Dear Colleague,

As textbook authors, and more importantly, as instructors of financial ac-
counting, we recognize the great importance placed on accuracy—not only
in the book you are now holding, but in the supplements as well. With this in
mind, we have taken the following steps to ensure that Financial Accounting
is error-free:

1.

S IEN N

We received detailed feedback from over 330 instructor reviews, starting
with first draft manuscript through the final draft submitted to the pub-
lisher. Each review contributed in significant ways to the accuracy of the
content.

. We personally class-tested the manuscript with our students before it was

published.

Each of us wrote, reviewed, and carefully checked all of the end-of-chapter
material.

A developmental writer went through each sentence to ensure that our
language was as clear as possible.

. Multiple accuracy checkers reviewed each chapter and its accompany-

ing end-of-chapter material—once when the final manuscript was sub-
mitted to the publisher, and again when our final formatted pages were
completed.

. A copyeditor checked the grammar of the final manuscript.

A proofreader reviewed each page to ensure no errors remained.

. Our Solutions Manual and Testbank were created by the authors and

reviewed by multiple independent accuracy checkers.

Given the steps taken above, we have the utmost confidence that you and
your students will have a great experience using Financial Accounting.

Sincerely,

o D Uogre Hrmmas’  [Jon Frirmsae

David Spiceland Wayne Thomas Don Herrmann
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i CHAPTER ¢

Learning
Objectives

Accounting Information
and Decision Making

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO:

B LO1 Describe the two primary functions of financial accounting.

B LO2 |dentify the three fundamental business activities that financial accounting
measures.

B LO3 Discuss how financial accounting information is communicated through financial
statements.

B LO4 Describe the role that financial accounting plays in the efficient distribution of
society’s resources.

B LO5 Explain the term generally accepted accounting principles (GAAP) and describe
the role of GAAP in financial accounting.

B LO6 Identify career opportunities in accounting.

Appendix

B LO7 Explain the nature of the conceptual framework used to develop generally
accepted accounting principles.



DELL INCORPORATED: COMPUTING THE SUCCESS
OF AN ENTREPRENEUR

Michael was not your average college student. Since age 12, when he started his first business

venture selling stamps, he realized that if you have a good idea, work hard, and treat customers

with special care, you can make money—and sometimes, a lot of money. After a series of

small, successful business ventures through high school, at age 19 Michael came up with his

next business idea. In 1984, with an initial investment of only $1,000, he started a company

that custom-built personal computers for sale directly to customers. The company enjoyed

immediate success. In 1988, the company offered for sale to the public 3,500,000 shares of stock for $8.50 per
share and changed its name to Dell Incorporated.

By the age of 26, Michael Dell had become the youngest CEO of a company ever included on the prestigious
Fortune 500 list. Better yet, Dell’s stock enjoyed greater growth than any other stock during the 1990s. By
December 31, 1999, each share had increased in value nearly 60,000%. If you had invested just $1,000 in Dell at
its initial public offering in 1988, your investment would have increased to nearly $600,000 by the end of 1999!

What if instead of investing $1,000 in Dell in 1988, you had invested $1,000 in Polaroid Corporation, most
famous for its instant-film cameras? You would have watched your $1,000 shrink to $0 by 2001, when the
company declared bankruptcy.

How do investors decide where to invest their money? Thousands of stocks are available in the United States,
and thousands more on stock exchanges around the world. How do investors separate the successful companies
from the unsuccessful companies?

The key source of information investors use to identify successful and unsuccessful companies is financial
accounting—the subject of this book. As you read through the chapters, you’'ll begin to understand the
information that financial accounting provides to investors making business decisions. And as the contrast
between Dell and Polaroid demonstrates, the payoffs for understanding (or failing to understand) the financial
position of a company can be quite large.
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ACCOUNTING AS A MEASUREMENT/
COMMUNICATION PROCESS

Welcome to accounting. A common misconception about this course is that it is a
math class, much like college algebra, calculus, or business statistics. You will soon see
that this is not a math class. Don't say to yourself, “I'm not good at math so I probably
won't be good at accounting.” Though it’s true that we use numbers heavily through-
out each chapter, accounting is far more than adding, subtracting, and solving for
unknown variables. So, what exactly is accounting? We'll take a close look at this next.

Defining Accounting

Accounting is “the language of business.” More precisely, accounting is a system
of maintaining records of a company’s operations and communicating that informa-
tion to decision makers. Perhaps the earliest use of such systematic recordkeeping
dates back thousands of years to ancient Mesopotamia (present-day Iraq), where
records were kept of delivered agricultural products. Using accounting to maintain
a record of multiple transactions allowed for better exchange among individuals
and aided in the development of more complex societies.! In this class, you'll learn
how to read, interpret, and communicate using the language of business.

Today, many millions of people every day must make informed decisions about
companies. While investors and creditors (lenders) are the primary users of finan-
cial accounting information, there are many others. Illustration 1-1 identifies some
of those people and examples of decisions they make about the companies.

Make Decisions About
.

. Investors decide whether to invest in stock.

. Creditors decide whether to lend money.

. Customers decide whether to purchase products.

. Suppliers decide the ability to pay for supplies.

. Managers decide production and expansion.

. Employees decide employment opportunities.

. Competitors decide market share and profitability.
. Regulators decide on social welfare.

. Tax authorities decide on taxation policies.

. Local communities decide on environmental issues.

ONVoOONOUTEWN =

—

People and organizations need useful information in order to make good deci-
sions. This is where accounting plays a key role. As Illustration 1-2 shows, the
functions of accounting are to measure the activities of the company and com-
municate those measurements to people.

We classify accounting into two broad categories: managerial accounting and
financial accounting. Managerial accounting deals with the methods accountants
use to provide information to an organization’s internal users—that is, its own man-
agers. These are the subjects of another course.

IS. Basu and G. Waymire. 2006. Recordkeeping and Human Evolution. Accounting Horizons 20(3): 201-229.
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Make Decisions About

Communicate Activities
information to: measured by:

e

In this class, we focus on financial accounting. The two primary functions of
financial accounting are to measure business activities of a company and to com-
municate those measurements to external parties for decision-making purposes.
The two primary external users of financial accounting information (users outside
the firm) are investors and creditors. Investors make decisions related to buying
and selling the company’s stock (shares of ownership): Is the company profitable?
Will the company’s stock increase in value? Creditors make decisions related to
lending money to the company: Will the company be able to repay its debt when it
comes due? Will it be able to pay interest in the meantime?

@ KEY POINT

The functions of financial accounting are to measure business activities of a com-
pany and to communicate information about those activities to investors and
creditors and other outside users for decision-making purposes.

Business Activities to Measure

The first of financial accounting’s functions is to measure business activities. A busi-
ness engages in three fundamental activities—financing, investing, and operating.

e Financing activities are transactions involving external sources of funding.
There are two basic sources of this external funding—the owners of the company
who invest their own funds in the business, and creditors who lend money to the
company. With this financing, the company engages in investing activities.

e Investing activities include the purchase and sale of (1) long-term resources
such as land, buildings, equipment, and machinery and (2) any resources not
directly related to a company’s normal operations. Once these investments are
in place, the company has the resources needed to run the business and can per-
form operating activities.

¢ Operating activities include transactions that relate to the primary operations
of the company, such as providing products and services to customers and the
associated costs of doing so, like utilities, taxes, advertising, wages, rent, and
maintenance.

ILLUSTRATION 1-2

Functions of
Accounting

User’s Guide For
learning objectives
throughout the book,
you will see boxed
sections, like this one,
titled Key Point. These
boxed items will highlight
the central focus of the
learning objectives.
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Identify the three
fundamental business
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accounting measures.
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The first role of financial accounting is to measure (or keep a record of) a com-
pany’s financing, investing, and operating activities. Let’s look at an example.

EXAMPLE OF BUSINESS ACTIVITIES

Suppose you want to start a computer-repair business. You estimate that it will cost
approximately $10,000 to get the business up and going. However, you have only
$1,000 available, so you need to get funding of $9,000 elsewhere. You begin by bor-
rowing $2,000 from a local bank, which you agree to repay a year later. Thus, the
bank is your creditor.

To raise the remaining $7,000, you organize your business as a corporation. A
corporation is an entity that is legally separate from its owners. The corporation
raises external funding by selling shares of ownership (typically referred to as com-
mon stock) in the corporation. Each share of stock represents a unit of ownership.
Many of the corporations with which you are familiar, such as Coca-Cola, American
Eagle, Apple Inc., Ford Motor Co., Microsoft, and Starbucks have millions of
stockholders and therefore millions of owners.

For your computer-repair business, let’s say you issue 800 shares of common
stock for $10 each. With your original $1,000, you buy 100 shares of stock, giving
you one-eighth ownership in the corporation (your 100 shares + 800 shares total).
Other investors purchase the remaining 700 shares, giving them seven-eighths owner-
ship in the company.

In this example, the financing activities of the company are cash inflows of $2,000
from creditors and $8,000 from investors.

Creditors (local bank) $ 2,000 }F' .
Investors (you and others) 8,000 [ 'Mancing
$10,000

With this financing of $10,000, your company purchases a truck costing $6,000
and equipment costing $3,000. With these resources in place, you are ready to begin
operations. You start by purchasing advertising in the local newspaper for $200 and
paying for the first month’s office rent of $800.

You've now engaged in the second and third types of business activities: Your
investing activities include the purchase of the truck and equipment; they involve
the purchase of long-term resources. Advertising and office rent are examples of
operating activities; they are more directly related to normal operations.

Truck $ 6,000 } Investing

Equipment 3,000

Advertising 200 }O .

Office rent 800 perating
$10,000

HOW TO MEASURE BUSINESS ACTIVITIES

How should accountants measure these business activities? In other words, what
information would a company’s investors and creditors be interested in knowing
to make informed decisions about your computer-repair business? Ultimately,
investors and creditors want to know about the company’s resources and
their claims to those resources. Accounting uses some conventional categories to
describe such resources and claims.
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Assets, liabilities, and stockholders’ equity. We measure resources owned by a com-  User’s Guide Pay
pany as assets. Recall that with the start-up funds of $10,000, your computer- ~close attention to the
repair business bought a truck ($6,000) and equipment ($3,000). You will measure ;C:Zl:?itn'zgh:iegrﬁ:sez
the $9,000 as assets. Other assets typical of most businesses include such items 5y be new terms for
as cash, inventories, supplies, and buildings. Cash is a resource used to make you. We promise that
purchases; inventories represent resources used to make product sales to cus- Vvery soon they will be
tomers; supplies include resources used to perform basic business functions; and second nature to you.
buildings are resources used by employees as a location from which to operate
a company.

As discussed earlier, two parties claim the resources of the company—creditors
and investors. Amounts owed to creditors are liabilities. The computer-repair
business has a liability of $2,000 to a local bank. Other examples of liabilities are
amounts owed to suppliers, workers, utility companies, and governments (in the
form of taxes). Liabilities must be paid by a specified date.

Investors, or owners, claim any resources of the company not owed to creditors.
You can see this relationship in home ownership: Your house (an asset) is worth
$300,000. The bank that helped finance its purchase holds a $200,000 mortgage
(a liability). Your equity in the house is $100,000. For a corporation, we refer to
owners’ claims to resources as stockholders’ equity, since stockholders are the
owners of the corporation.

We express the relationship among the three measurement categories in what is
called the basic accounting equation, depicted in Hlustration 1-3. It shows that a
company’s resources equal creditors’ and owners’ claims to those resources.

Assets = L?abilities. + Stockholders’ .Equity ILLUSTRATION 1-3
\(credltors claims) (owners' claims) y The Basic Accounting
Y .
(resources) (claims to resources) Equation

Another way to think about this relationship is to replace the parenthetical
descriptions under each of the three parts of the equation:

Assets = Liabilities + Stockholders’ Equity
(company owns) (company owes) (difference)

Also, as with any equation, we can move the components (by following math-
ematical rules you learned in high school). For example, to isolate stockholders’
equity, we can subtract liabilities from both sides of the equal sign.

Assets — Liabilities =  Stockholders’ Equity
(company owns) (company owes) (difference)

Thus, the computer-repair business has assets of $9,000 but liabilities of $2,000.
How much equity do stockholders have? They have $9,000 — $2,000, or $7,000.

The accounting equation illustrates a fundamental model of business valu-
ation. The value of a company to its owners equals total resources of the company
minus amounts owed to creditors. Creditors expect to receive only resources equal
to the amount owed them. Stockholders, on the other hand, can claim all resources
in excess of the amount owed to creditors.
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Revenues, expenses, and dividends. Of course, all businesses intend to increase the
amount of their resources through their operations and eventually to own more
than they owe. We broadly define such increases as profits. (Later, we'll define
profits a bit more narrowly.) Because stockholders claim all resources in excess of
amounts owed to creditors, profits of the company, which add to total resources,
are claimed solely by stockholders, the owners of the company.

We calculate a company’s profits by comparing its revenues and expenses. Revenues
are the amounts earned from selling products or services to customers. For example,
when your computer-repair business provides services to a customer, it earns rev-
enues. When McDonald’s sells you a burger, fries, and drink, McDonald’s earns
revenue.

However, as you've probably heard, “It takes money to make money.” To operate
your computer-repair business, for example, you purchased advertising ($200) and
paid the first month’s rent ($800). We record these amounts as expenses. Expenses
are the costs of providing products and services. You'll record expenses of $1,000
for your computer-repair business.

When McDonald’s sells you a Big Mac, it incurs expenses for two all-beef
patties, special sauce, lettuce, cheese, pickles, onions, and a sesame-seed bun.
McDonald’s also pays the person who took your order, the cook behind the par-
tition, and the person who cleans up after you're gone. Then there’s the cost of
having and maintaining the building, TV ads, expenses of the corporate head-
quarters, utilities, equipment maintenance, income taxes, interest on debt, and
many, many more.

We measure the difference between revenues and expenses as net income. All
businesses want revenues to be greater than expenses, producing a positive net
income. However, if expenses exceed revenues, as happens from time to time, the
difference between them is a negative amount—a net loss. You'll notice the use of
the term net to describe a company’s profitability. In business, the term net is used
often to describe the difference between two amounts. Here, we measure revenues
net of (or minus) expenses to calculate the net income or net loss.

Illustration 1-4 reports McDonald’s revenues, expenses, and net income from its
operations around the world.

($ in millions) Revenues — Expenses = NetlIncome
United States $7,943.8 — $4,7121 = $3,231.7
Europe 9,273.8 — 6,685.7 = 2,588.1
Asia/Pacific, Middle East, Africa 4,337.0 -— 3,3475 = 989.5

Notice that McDonald’s generates only about one-third of its revenues in the
United States, but almost half its net income comes from the United States. This
means that McDonald’s is able to make more profit per dollar of revenue in the
United States than anywhere else in the world.

If the corporation has positive net income, it typically will distribute to its own-
ers, the stockholders, some of those profits. It does so by making cash payments
to its stockholders (usually every three months), in payments called dividends.
McDonald’s, for example, has paid a dividend to stockholders every three months
for over 30 years. In 2009, McDonald’s paid dividends of $2.05 per share. If you
owned 100 shares of McDonald’s stock, you would have received $205.00 from
McDonald’s in cash. Unlike creditors, who lend money to the company in expecta-
tion of being repaid, stockholders are not guaranteed regular cash payments from
the firm.



CHAPTER 1 Accounting Information and Decision Making

Match the term with the appropriate definition.

1. Assets A. Costs of selling products or services.
2. Liabilities B. Amounts earned from sales of
3. Stockholders’ equity products or services.
4. Dividends C. Amounts owed.
5.___ Revenues D. Distributions to stockholders.
6. Expenses E. Owners’ claims to resources.
F. Resources owned.
Solution:

1.F;2.C;3.E;4.D;5.B;6. A

Let's Review

User’s Guide Let’s
Review exercises break
each chapter into
manageable review
modules to enhance
your learning.

Suggested Homework:
BE1-4;

E1-2, E1-3;

P1-2A&B

In summary, the measurement role of accounting is to create a record of the
financing, investing, and operating activities of the company. To make this possible,
the firm must maintain an accurate record of its assets, liabilities, stockholders’
equity, revenues, expenses, and dividends. Be sure you understand the meaning of
these items. We will refer to them throughout this book. Illustration 1-5 summa-
rizes the business activities and the categories that measure them.

Activities Related to: Measurement Category

Financing Activities ® Borrowing e Liabilities
e Stockholders’ investment e Stockholders' equity
e Distributions to stockholders ¢ Dividends

Investing Activities ® Resources owned by the company ° Assets

Operating Activities ® Sales to customers ® Revenues
e Costs of selling to customers ® Expenses

@ KEY POINT

Financing activities include transactions with creditors and owners. Investing
activities generally include the purchase or disposal of productive assets. Operating
activities relate to earning revenues and incurring expenses.

As you learn to measure business activities, you will often find it helpful to con-
sider both sides of the transaction: When someone pays cash, someone else receives
cash; when someone borrows money, another lends money. Likewise, an expense
for one company can be a revenue for another company; one company’s asset can be
another company’s liability. Throughout this book, you will find discussions of the
“flip side” of certain transactions, indicated by the icon you see here in the margin.
In addition, certain homework problems, also marked by the icon, will ask you
specifically to address the “flip side” in your computations. (See page 39 for the first
such example.)

FORMS OF BUSINESS ORGANIZATION

The computer-repair business introduced earlier was organized as a corporation.
Other common business forms include sole proprietorships and partnerships.
A sole proprietorship is a business owned by one person, whereas a partner-
ship is a business owned by two or more persons. If you had decided to start the

ILLUSTRATION 1-5

Business Activities and
Their Measurement

z

N

Flip Side
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computer-repair business without outside investors, you could have formed a sole
proprietorship. Or, you and a friend could have formed a partnership.

To decide on a form of business organization, you need to understand their
advantages and disadvantages. The major advantage of the corporate form of busi-
ness is the limited liability of the corporation’s stockholders. Limited liability
means the stockholders are not held personally responsible for the financial obliga-
tions of the corporation. If the business fails, stockholders can lose no more than
the investment they already made by purchasing stock. In other words, stockhold-
ers are not obligated to pay the corporation’s remaining debts out of their own
pockets. In contrast, if a sole proprietorship or partnership is unable to pay its legal
obligations to creditors, the owner(s) may be forced to surrender personal assets,
such as homes, cars, computers, and furniture to satisfy those debts.

The disadvantage of the corporate form of business is the higher tax burden on
the owners. Generally, the corporate income tax rate is greater than the individ-
ual income tax rate. Moreover, a corporation’s income is taxed twice—first when
the company earns it and pays corporate income taxes on it, and then again when
stockholders pay personal income taxes on amounts the firm distributes to them as
dividends. This is called double taxation. Any income of a sole proprietorship or a
partnership is taxed only once, and at the personal income tax rate.

Because most of the largest companies in the United States are corporations, in
this book we will primarily focus on accounting from a corporation’s perspective.
Focusing on corporations also highlights the importance of financial accounting—
to measure and communicate activities of a company when owners (shareholders)
are typically separated from management of the company. (A more detailed dis-
cussion of the advantages and disadvantages of a corporation can be found in
Chapter 10.)

Communicating through Financial Statements

We've discussed that different business activities produce assets, liabilities, stock-
holders’ equity, dividends, revenues, and expenses, and that the first important role
of financial accounting is to record the relevant transactions of a company. Its sec-
ond vital role is to communicate these business activities to those outside the com-
pany. The primary means of communicating business activities is through financial
statements. Financial statements are periodic reports published by the company
for the purpose of providing information to external users. We have four primary
financial statements:

1. Income statement

2. Statement of stockholders’ equity
3. Balance sheet

4. Statement of cash flows

These financial statements give investors and creditors the key information they
need when making decisions about a company: Should I buy the company’s stock?
Should I lend money to the company? Is management efficiently operating the
company? Without these financial statements, it would be difficult for those out-
side the company to see what’s going on inside.

Let’s go through a simple set of financial statements to see what they look like.
We'll start with the income statement of a simple, fictitious company. Actual com-
panies’ financial statements often report items you haven’t yet encountered. How-
ever, because actual companies’ financial information will be useful in helping
you understand certain accounting topics, we'll sample them often throughout

the book.
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THE INCOME STATEMENT

The income statement is a financial statement that reports the company’s rev-
enues and expenses over an interval of time. It shows whether the company was
able to generate enough revenue to cover the expenses of running the business. If
revenues exceed expenses, then the company reports net income:

Revenues — Expenses = Net income

If expenses exceed revenues, then the company reports a net loss.

Now, let’s look at our fictitious company. On January 1 Eagle Golf Academy
begins operations by offering lessons to junior golfers. The lessons include a variety
of skills intended to develop players for a top university golf program and perhaps
even one day playing on the PGA Tour. For the first month of operations, Eagle Golf
Academy reports its income statement as shown in Illustration 1-6.

EAGLE GOLF ACADEMY

Income Statement
For the month ended January 31

Revenues:
Service revenue $6,360

Expenses:
Salaries expense 3,100
Rent expense 500
Supplies expense 800
Interest expense 100
Utilities expense 960
Other expenses 400
Total expenses 5,860
Net income $ 500

Notice the heading of the income statement: It includes the company’s name,
the title of the financial statement, and the time period covered by the financial
statement. The three major captions in the income statement include revenues and
expenses, discussed earlier, and the difference between them—net income.

We can determine from the income statement that for the month of January
Eagle Golf Academy earns revenues of $6,360. This means that Eagle provides
golf training and bills customers for a total of $6,360. Total expenses associ-
ated with generating those revenues, including salaries, rent, supplies, and other
items listed here, are $5,860. These are typical costs that we might expect of
any company. The income statement shows that revenues exceed expenses ($6,360
is greater than $5,860), and thus the academy is able to report net income
of $500.

The fact that Eagle reports a positive net income is, in some sense, a signal of
the company’s success. The company is able to charge its customers a price higher
than the costs of running the business. Do you assume most companies sell their
products and services for a profit? It’s not as easy as you might think. In recent
years, American Airlines, OfficeMax, Eastman Kodak, Ford Motor Co., Good-
year Tire and Rubber, ConocoPhillips, CBS, U.S. Cellular, Gateway, Sirius
Satellite Radio, Sprint PCS, Blockbuster, and hundreds of others have reported
net losses.

1"

Common Terms Other
common names for
the income statement
include statement

of operations and
statement of income.

ILLUSTRATION 1-6

Income Statement for
Eagle Golf Academy


Pelican House
Highlight
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7
@ KEY POINT

The income statement compares revenues and expenses for the current period to
assess the company’s ability to earn a profit from running its operations.

Accounting Information and Decision Making

Decision Point

User’s Guide Decision
Points in each chapter
highlight specific
decisions related to
chapter topics that can
be made using financial
accounting information.

Common Terms
Another common name
for retained earnings is
profits reinvested in
the business.

ILLUSTRATION 1-7

Components of
Stockholders’ Equity

You will notice that some
financial statements
have parentheses
around some amounts.
As you will learn as

you study this book,
accounting convention
uses parentheses to
highlight negative
amounts (such as the
subtraction of dividends
here) or to show cash
outflows (which we will
point out later).

Accounting
information

N5

Question Analysis

e

e

If revenues exceed
expenses, a company
has net income and is
profitable.

How can | tell if a company Income statement

is profitable?

THE STATEMENT OF STOCKHOLDERS' EQUITY

The statement of stockholders’ equity is a financial statement that summarizes
the changes in stockholders’ equity over an interval of time. The reporting period
coincides with the time period covered by the income statement.

Stockholders’ equity has two primary components—common stock and
retained earnings. Recall that common stock represents amounts invested by
stockholders (the owners of the corporation) when they purchase shares of stock.
Common stock is an external source of stockholders’ equity.

Retained earnings, on the other hand, is an internal source of stockholders’ equity.
Retained earnings represents the cumulative amount of net income, earned over
the life of the company, that has not been distributed to stockholders as dividends.
Since all profits of the company are owned by stockholders, any net income in
excess of dividends paid to stockholders represents stockholders’ equity retained in
the business. Thus, both common stock and retained earnings make up total stock-
holders’ equity. This concept is shown in Illustration 1-7.

Stockholders’ Equity

consists of

Retained
Earnings

Common +
Stock

Suppose Eagle obtains financing in January by issuing common stock for $25,000.
This transaction will distribute shares of common stock to investors in return for
the company’s receiving cash of $25,000. Let’s say that at the end of January, Eagle
pays dividends of $200 to stockholders. Illustration 1-8 (next page) shows the state-
ment of stockholders’ equity for Eagle Golf Academy.

When the company begins operations on January 1, the balances of common
stock and retained earnings are $0. Once the company issues common stock, its
balance increases to $25,000. The balance of retained earnings always increases
by the amount of net income less any dividends paid to stockholders—here,
$500 — $200 = $300. The name retained earnings is descriptive. The balance of
retained earnings represents the amount of “earnings retained” (not paid out
in the form of dividends) over the life of the company.


Pelican House
Highlight

Pelican House
Highlight
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ILLUSTRATION 1-8

Statement of
Stockholders’ Equity
for Eagle Golf

EAGLE GOLF ACADEMY

Statement of Stockholders’ Equity
For the month ended January 31

Total Academy
Common Retained Stockholders’
Stock Earnings Equity Retained earnings
Beginning balance (Jan. 1) $ -0- $ -0- $ -0- :;fllizcelizg.elt\l:tceotmh:tlf;z
Issuance of common stock 25,000 25,000 items shown here in blue
Add: Net income for January 500 500 come from the income
Less: Dividends _(200) (200) statement.
Ending balance (Jan. 31) $25,000 $300 $25,300
) s
v COMMON MISTAKE User’s Guide Through-

.. . . t each chapter,
Dividends represent the payment of cash but are not considered an expense in run- ~ °% ©2¢" €hapten you
will see sections titled

ning the business. Students sometimes mistakenly include the amount of dividends  ~,,,,mon Mistake. Infor-
as an expense in the income statement, rather than as a distribution of net income mation in these boxes

in the statement of stockholders’ equity. will help you avoid com-
mon mistakes on exams,
quizzes, and homework.

By adding common stock and the retained earnings of $300, we calculate the bal-
ance of total stockholders’ equity at January 31 to be $25,300. In accounting terms,
this amount represents the value of the firm to its owners, the stockholders. The
company creates value externally through investment by owners (common stock)
and internally by generating and retaining profits (retained earnings).

@ KEY POINT

The statement of stockholders’ equity reports information related to changes in
common stock and retained earnings each period. The change in retained earnings
equals net income less dividends for the period.

Question @ Accounting \ H} Analysis @ Decision Point

information
Was the change in company  Statement of When a company sells com-
value (stockholders’ equity) stockholders’ equity mon stock, company value
the result of external or increases due to external
internal sources? sources (stockholders). When

a company has profits during
the year in excess of divi-
dends paid, company value
increases due to internal
sources (company operations).

THE BALANCE SHEET

The balance sheet is a financial statement that presents the financial position of
the company on a particular date. The financial position of a company is summa-
rized by the basic accounting equation (see Illustration 1-3): Assets = Liabilities +
Stockholders’ Equity. As discussed earlier, this equation provides a fundamental
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The income statement
is like a video (shows
events over time),
whereas a balance sheet
is like a photograph
(shows events at a point
in time).

ILLUSTRATION 1-9

Balance Sheet for
Eagle Golf Academy

Total assets must equal
total liabilities and
stockholders’ equity.

We show the
stockholders’ equity
items in purple here,
to indicate they came
from the statement of
stockholders’ equity
(lllustration 1-8).

Common Terms
Another common name
for the balance sheet is
statement of financial
position.
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model of business valuation. Assets are the resources owned by the company, and
liabilities are amounts owed to creditors. Stockholders have equity in the company
to the extent that assets exceed liabilities. Creditors also need to understand the bal-
ance sheet; it’s the company’s assets that will be used to pay liabilities (the amounts
due creditors) as they become due.

Illustration 1-9 shows the balance sheet of Eagle Golf Academy. The first thing to
notice is the time period included in the heading. Recall that the income statement
and statement of stockholders’ equity both show activity over an interval of time.
The balance sheet, in contrast, reports assets, liabilities, and stockholders’ equity at
a point in time. For example, Eagle’s income statement shows revenue and expense
activity occurring from January 1 to January 31; its balance sheet shows assets,
liabilities, and stockholders’ equity of the company on January 31.

EAGLE GOLF ACADEMY

Balance Sheet

January 31
Assets Liabilities
Cash $ 6,200 Accounts payable $ 2,300
Accounts receivable 2,700 Salaries payable 300
Supplies 1,500 Interest payable 100
Equipment, net 23,600 Utilities payable 960
Other assets 5,500 Notes payable 10,000
Other liabilities 540
Total liabilities 14,200
Stockholders’ Equity
Common stock 25,000
Retained earnings 300
Total stockholders’ equity 25,300
Total liabilities and
Total assets $39,500 stockholders’ equity $39,500

For Eagle Golf Academy on January 31, total assets equal $39,500 and include
some of the typical resources owned by most businesses, such as cash, supplies, and
equipment. You'll learn about many other assets as you go through this book. Total
liabilities equal $14,200 and include amounts owed to regular vendors (accounts
payable), as well as amounts owed for other items such as employee salaries, inter-
est, and utilities. As you'll begin to learn, many liabilities are referred to as “payables”
to signify amounts that must be paid.

The difference between assets and liabilities of $25,300 represents stockhold-
ers’ equity. Total stockholders’ equity includes the amount of common stock plus
the amount of retained earnings from the statement of stockholders’ equity. Notice
that the amounts listed in the balance sheet show that the accounting equation
balances:

Assets = Liabilities + Stockholders’ Equity
(resources) (creditors’ claims) (owners' claims)
$39,500 = $14,200 + $25,300
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uf | KEY POINT

The balance sheet demonstrates that the company’s resources (assets) equal
creditors’ claims (liabilities) plus owners’ claims (stockholders’ equity) to those

resources.
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Question @ .Accountl.n 9 m:l) Analysis @
information

What are creditors’ claims Balance sheet The amount of total
and owners’ claims to the liabilities equals creditors’
company’s resources? claims to the company’s

resources. The extent to
which total assets exceed
total liabilities represents
owners' claims.

THE STATEMENT OF CASH FLOWS

The statement of cash flows is a financial statement that measures activities involv-
ing cash receipts and cash payments over an interval of time. We can classify all cash
transactions into three categories that correspond to the three fundamental business
activities—operating, investing, and financing—we discussed earlier in the chapter:

¢ Operating cash flows include cash receipts and cash payments for transactions
involving revenues and expenses.

¢ Investing cash flows generally include cash transactions for the purchase and sale
of investments and productive long-term assets. Long-term assets are resources
owned by a company that are thought to provide benefits for more than one year.

¢ Financing cash flows include cash transactions with lenders, such as borrowing
money and repaying debt, and with stockholders, such as issuing stock and pay-
ing dividends.

Decision Point

The statement of cash flows can be an important source of information to inves-
tors and creditors. For example, investors use the relationship between net income
(revenues minus expenses) and operating cash flows (cash flows from revenue and
expense activities) to forecast a company’s future profitability. Creditors compare
operating cash flows and investing cash flows to assess a company’s ability to repay
debt. Financing activities provide information to investors and creditors about the
mix of external financing of the company. ®

Ilustration 1-10 (next page) provides the statement of cash flows for Eagle
Golf Academy. Notice that the three sections in the statement of cash flows show
the types of inflows and outflows of cash during the period. Inflows are shown
as positive amounts; outflows are shown in parentheses to indicate negative cash
flows. The final line in each section shows, in the right-most column, the difference
between inflows and outflows as net cash flow for that type of activity.

@ KEY POINT

The statement of cash flows reports cash transactions from operating, investing,
and financing activities.

Decision Maker’s
Perspective

User’s Guide Decision
Maker’s Perspective
sections discuss the
usefulness of accounting
information to decision
makers such as inves-
tors, creditors, and
company managers.
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ILLUSTRATION 1-10

Statement of Cash
Flows for Eagle Golf
Academy

Remember, amounts in
parentheses indicate
outflows of cash,
consistent with
accounting convention.
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EAGLE GOLF ACADEMY

Statement of Cash Flows
For the month ended January 31

Cash Flows from Operating Activities

Cash inflows:

From customers $ 4,200
Cash outflows:
For salaries (2,800)
For rent (6,000)
Net cash flows from operating activities ($4,600)

Cash Flows from Investing Activities

Purchase equipment (24,000)
Net cash flows from investing activities (24,000)
Cash Flows from Financing Activities
Issue common stock 25,000
Borrow from bank 10,000
Pay dividends (200)
Net cash flows from financing activities 34,800
Net increase in cash 6,200
Cash at the beginning of the month -0-
Cash at the end of the month $6,200

The total of the net cash flows from operating, investing, and financing activi-
ties equals the net change in cash during the period. For Eagle, that net change in
cash for January was an increase of $6,200. To this change, we add the beginning
balance of cash. Because this is the first month of operations for Eagle, cash at
the beginning of the month is zero. Thus, the ending balance of cash is the same
as that reported in the balance sheet in Illustration 1-9. This reconciliation of the
beginning and ending cash balances emphasizes that the statement of cash flows
explains why the cash reported in the balance sheet changed.

THE LINKS AMONG FINANCIAL STATEMENTS

The four financial statements are linked, because events that are reported in one
financial statement often affect amounts reported in another. Many times, a single
business transaction, such as receiving cash from a customer when providing ser-
vices, will affect more than one of the financial statements. Providing services to a
customer, for example, results in revenues recorded in the income statement, which
are used to calculate net income. Net income, in turn, is reported in the calcula-
tion of retained earnings in the statement of stockholders’ equity. Then, the ending
balance of retained earnings is reported in the balance sheet. Thus, any transac-
tion that affects the income statement ultimately affects the balance sheet
through the balance of retained earnings. The cash received from customers will
be reported as part of the ending cash balance in the balance sheet and as part of
operating cash flows in the statement of cash flows.

Illustration 1-11 shows the links among the financial statements of Eagle Golf
Academy in Illustrations 1-6, 1-8, 1-9, and 1-10. Link (1) shows that net income
from the income statement is reported in the statement of stockholders’ equity as
part of the calculation of retained earnings. Link (2) shows that after we calculate the
balance of retained earnings, the amount of total stockholders’ equity can be reported
in the balance sheet. Finally, link (3) demonstrates that the balance of cash in the
balance sheet equals the amount of cash reported in the statement of cash flows.
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EAGLE GOLF ACADEMY 'LLU§TR§T|°N 1-1
Income Statement Relationship between
Financial Statements
Revenues $6,360

Expenses 5,860
Net income

[1] Notice that
the amount of net
income on the income

EAGLE GOLF ACADEMY statement reappears
. in the statement of
Statement of Stockholders’ Equity stockholders’ equity.

Total
Common Retained Stockholders’
Stock Earnings Equity

Beginning balance (Jan. 1)  $ =02 $ -0- $ -0-

Issuances 25,000 25,000

Add: Net income 500 500

Less: Dividends _(200)

Ending balance (Jan. 31) $25,000 [2] Notice that the ending

balance in the statement

of stockholders’ equity

EAGLE GOLF ACADEMY reappears in the balance
Balance Sheet sheet.

[3] Notice that the
amount of cash in the
balance sheet reappears
as the ending cash
balance in the statement
of cash flows.

Liabilities $14,200

Stockholders’ equity 25,300
Total liabilities and

Total assets $39,500 stockholders’ equity $39,500

Cash
Other assets 33,300

EAGLE GOLF ACADEMY

Statement of Cash Flows
Cash flows from operating activities $ (4,600)
Cash flows from investing activities (24,000)
Cash flows from financing activities 34,800
Net increase in cash 6,200
Cash at the beginning of the year -0-
Cash at the end of the year $ 6,200

@ KEY POINT

All transactions that affect revenues or expenses reported in the income statement
ultimately affect the balance sheet through the balance in retained earnings.

OTHER INFORMATION REPORTED TO OUTSIDERS

Financial statements provide a summary of the most important financial account-
ing information. Two other sources of information provide important detail:
(1) management’s discussion and analysis and (2) note disclosures to the financial
statements. Publicly traded firms are required to report both of these items in their
annual reports, along with the financial statements we’ve discussed.

The management discussion and analysis (MD&A) section typically includes
management’s views on significant events, trends, and uncertainties pertaining to
the company’s operations and resources. Note disclosures offer additional infor-
mation either to explain the information presented in the financial statements
or to provide information not included in the financial statements. For example,
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companies are required to report total revenues in the income statement, but they
also often report revenues itemized by geographic region in a note disclosure. We'll
discuss these items throughout the book.

Let’s Review Test your understanding of what you've read so far. The Computer Shop repairs
laptops, desktops, and mainframe computers. On December 31, 2012, the company
reports the following year-end amounts:

Assets: Cash $10,000 Revenues: Service $65,000
Supplies 8,000
Equipment, net 26,000
Expenses: Rent 6,000
Liabilities: Accounts payable 4,000 Supplies 14,000
Notes payable 10,000 Salaries 40,000

Additional information:

a. The balance of retained earnings at the beginning of the year is $7,000.

b. The company pays dividends of $1,000 on December 31, 2012.

¢. Common stock is $15,000 at the beginning of the year, and additional shares
are issued for $4,000 during 2012.

Suggested Homework:

Required:
BE1-5, BE1-6; . , .
E1-6, E1-7, E1-8; Prepare the (1) income statement, (2) statement of stockholders’ equity, and
P1-3A&B, P1-5A&B (3) balance sheet.
Solution:
1. Income statement: 2. Statement of stockholders’ equity:
THE COMPUTER SHOP THE COMPUTER SHOP
Income Statement Statement of Stockholders’ Equity
For the year ended Dec. 31, 2012 For the year ended Dec. 31, 2012
Revenues: Total
SerilEd EvEmRE $65 000 Common Retained Stockholders’
. Stock Earnings Equity
Expenses:
Rent expense 6,000 Beginning balance (Jan. 1)  $15,000 $ 7,000 $22,000
Supplies expense 14,000 Issuance of
Salaries expense 40,000 Zc(;rgm'\c:n s'tock 4,000 s 60 ;’888
: Net income 5 ;
Net i 5,000
ehincome Less: Dividends (1,000) (1,000)

Ending balance (Dec. 31) ( $19,000  $11,000 $30,000

3. Balance sheet:
THE COMPUTER SHOP

Balance Sheet
December 31, 2012

Assets Liabilities
Cash $10,000 Accounts payable $ 4,000
Supplies 8,000 Notes payable 10,000
Equipment 26,000 Stockholders’ Equity
Common stock 19,000 }>
Retained earnings 11,000

Total liabilities and
Total assets $44,000 stockholders' equity $44,000
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FINANCIAL ACCOUNTING INFORMATION

To this point, you've had a simple, first look at how companies measure and com-
municate financial information to external users. Subsequent chapters will provide
an even more detailed view of this measurement/communication process. However,
before proceeding, it’s important to first consider why we are studying financial
accounting. Does it matter? In other words, does the use of financial accounting
information result in better business decisions?

Is Financial Accounting Important?

One of the rewarding things about studying financial accounting is that it does matter!
The concepts in this course have an impact on everyday business decisions as well as
wide-ranging economic consequences. We'll see an example of this next and then more
examples throughout the rest of this book.

Most prospering economies in the world today are structured around free mar-
kets. In free markets, firms are allowed to compete and customers are free to choose
from a variety of products and services. From which company do you prefer to buy a
notebook computer—Dell, Hewlett-Packard, or Apple? Competition among these
companies helps determine the prices they charge customers and the amounts they
spend on computer components, salaries, manufacturing and distribution facilities,
warranties, research and development, and other business-related activities. Can
these companies offer you the notebook computer you want for a price above their
costs? If they can, theyll earn a profit and stay in business. If they cannot, they’ll
eventually go out of business. Because companies know they are directly competing
with each other, they work harder and more efficiently to please you, the customer.

Successful companies use their resources efficiently to sell products and services
for a profit. When a company is able to make a profit, investors and creditors are
willing to transfer their resources to it, and the company will expand its profitable
operations even further.

Unsuccessful companies either offer lower-quality products and services or do not
efficiently keep their costs low. In either case, they are not profitable. When a com-
pany is unprofitable, investors will neither invest in nor lend to the firm. Without
these sources of financing, eventually the company will fail. Clearly, you don’t want
to invest in an unsuccessful company and then watch your investment shrink as the
company loses your money. But how do investors and creditors know the success-
ful companies from the unsuccessful companies? Here’s where financial accounting
enters the picture. Investors and creditors rely heavily on financial accounting infor-
mation in making investment and lending decisions.

As TIllustration 1-12 demonstrates, investors and creditors have cash they are
willing to invest. How do they decide which investment option provides the better
opportunity? Most often, they analyze companies’ financial accounting information
in making their decision. In fact, financial accounting information is essential
to making good business decisions.

Financial
Investors and Accountin Investment
Creditors unti 9 Choices
Information
?

3 Option A

= ﬁ Option B
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Describe the role that
financial accounting
plays in the efficient
distribution of society’s
resources.

ILLUSTRATION 1-12

Use of Financial
Accounting Information
in Investing and
Lending Decisions
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ILLUSTRATION 1-13

Relationship between
Changes in Stock
Prices and Changes
in Net Income over

a 20-Year Period
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7
~ KEY POINT

Financial accounting serves an important role by providing information useful in
investment and lending decisions.

To demonstrate the importance of financial accounting information to invest-
ment decisions, we can look at the relationship between changes in stock prices
and changes in net income over 20 years. As an investor, you will make money from
an increase in the stock price of a company in which you invest (you can sell the
stock for more than you bought it). So as an investor, you are looking for compa-
nies whose stock price is likely to increase. Is there a way to find such companies?
Interestingly, there is: No other single piece of company information better
explains companies’ stock price performance than does financial accounting
net income, the bottom line in the income statement.

What if you were able to accurately predict the direction of companies’ changes
in net income over the next year—that is, whether it would increase or decrease—
and then you invested $1,000 in companies that were going to have an increase? In
contrast, what if instead you invested in companies that would have a decrease in
net income? Illustration 1-13 shows what would happen to your $1,000 investment
over 20 years for each scenario.

Growth in Initial Investment of $1,000*

—— Companies with increase in net income |

$25,000
g $20,000 .
— p
©
: N\ /
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o
>
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Growth in Initial Investment of $1,000*
—am— Companies with decrease in net income
$1,200
° $1,000
=]
S $800
-
g $600
E
] $400
>
(=
- 8200 \'\-—'—"'—k-\-_’
$0 I I I I I I I I I I I I I I I I I I I |
o < o~ < o~
[ee] o~ o~ o o
o~ o~ o~ o o
- - - I5Y I3V
Year

*Amounts in this chart represent the investment growth based on the median stock return of each group each year. Com-
panies included in this analysis are all U.S. companies with listed stocks, which averages about 6,000 companies per year.
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You can see that if you had invested $1,000 in companies with an increase in net
income, your investment would have increased to $18,225 over the 20-year period.
(The amount would have been much higher without the extraordinary events sur-
rounding the financial crisis in 2008.) If instead you had invested $1,000 in compa-
nies with a decrease in net income, your $1,000 investment would have shrunk to
$49 over this same period. This dramatic difference in the value of the investment
demonstrates the importance of financial accounting information to investors. This
book will provide you a thorough understanding of how net income is calculated
and presented in financial statements. As you can see from the charts above, if you
are able to predict the change in financial accounting’s measure of profitability—
net income—then you can predict the change in stock prices as well.

Investors and creditors also use information reported in the balance sheet.
Consider a company’s total liabilities, often referred to as total debt. Expanding
debt levels limit management’s ability to respond quickly and effectively to busi-
ness situations. The “overhanging” debt, which involves legal obligation of repay-
ment, restricts management’s ability to engage in new profit-generating activities.
Increased debt levels also increase interest payment burdens on the company. Fail-
ure to pay interest or to repay debt can result in creditors forcing the company to
declare bankruptcy and go out of business. Understandably, then, investors and
creditors keep a close eye on the company’s debt level and its ability to repay.

7
~ KEY POINT

No single piece of company information better explains companies’ stock price per-
formance than does financial accounting net income. A company’s debt level is an
important indicator of management’s ability to respond to business situations and
the possibility of bankruptcy.

Rules of Financial Accounting

Recall that accounting serves two main functions in our society: It (1) measures
business activities and (2) communicates those measurements to investors and
creditors. Although this process might seem straightforward, it’s not always. How
do we measure assets? When do we record revenues? What do we classify as an
expense? How should we present financial statements? These are all important
issues, and the answers are not always simple.

Because financial accounting information is so vital to investors and creditors,
formal reporting standards have been established. All companies that sell their
stock to the public must follow these rules and must publish financial statements in
accordance with those rules. The rules of financial accounting are called generally
accepted accounting principles, often abbreviated as GAAP (pronounced gap).
The fact that all companies use these same rules is critical to financial statement
users. It allows them to accurately compare financial information among compa-
nies when they are making decisions about where to lend or invest their resources.

CURRENT STANDARD SETTING

Today, financial accounting and reporting standards in the United States are estab-
lished primarily by the Financial Accounting Standards Board (FASB) (pro-
nounced either by the letters themselves or as faz-be). The FASB is an independent,
private-sector body with full-time voting members and a very large support staff.
Members include representatives from the accounting profession, large corpora-
tions, financial analysts, accounting educators, and government agencies.

Not all countries follow the same accounting and reporting standards. For exam-
ple, accounting practices in the United Kingdom differ from those in the United
States, and those in the United States differ from those in Japan. In recent years,
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Explain the term
generally accepted
accounting principles
(GAAP) and describe
the role of GAAP in
financial accounting.

For information about
the activities of the
Financial Accounting
Standards Board, see its
website, www.fasb.org.
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User’s Guide Boxed
sections on International
Financial Reporting
Standards (IFRS) are
included throughout the
text to emphasize the
growing importance of
international accounting
standards throughout
the world. They discuss
specific instances in
which U.S. GAAP and
international standards
differ. Appendix E at
the back of the book
provides more detail
about differences
between IFRS and U.S.
GAAP.

For information about
the activities of the
International Accounting
Standards Board, see its
website, www.iasb.org.
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the accounting profession has undertaken a project whose goal is to eliminate dif-
ferences in accounting standards around the world. The standard-setting body
responsible for this convergence effort is the International Accounting Standards
Board (IASB), as detailed in the following box.

~
The global counterpart to the FASB is the International Accounting Standards
Board (IASB). In many ways, this organization functions like the FASB. The
TIASB’s objectives are (1) to develop a single set of high-quality, understand-
able global accounting standards, (2) to promote the use of those standards,
and (3) to bring about the convergence of national accounting standards and
international accounting standards around the world. In 2002, the FASB and
TASB signed the Norwalk Agreement, formalizing their commitment to con-
vergence of U.S. and international accounting standards. The standards being
developed and promoted by the IASB are called International Financial
Reporting Standards (IFRS) (pronounced either by the letters or as eye-furs).

For more discussion, see Appendix E.

More than 100 countries have chosen to forgo their own country-specific stan-
dards and either require or allow International Financial Reporting Standards as
their national standards. That movement, coupled with the convergence of U.S.
GAAP and IFRS, has caused many to predict that soon both sets of rules, or perhaps
only IFRS, will be acceptable for financial reporting in the United States.

2™
W% KEY POINT

The rules of financial accounting are called generally accepted accounting princi-
ples (GAAP). The Financial Accounting Standards Board (FASB) is an independent,
private body that has primary responsibility for the establishment of GAAP in the
United States.

HISTORICAL PERSPECTIVE ON STANDARD SETTING

Pressures on the accounting profession to establish uniform accounting standards
began to surface after the stock market crash of 1929. The Dow Jones Industrial
Average, a major stock market index in the United States, fell 40% over the period
September 3 to October 29 that year. The Dow bottomed out in July 1932, after
losing 89% of its value.

Many blamed financial accounting for the stock market crash and the ensuing
Great Depression of the 1930s. At the time of the crash, accounting practices and
reporting procedures were not well established, providing the opportunity for com-
panies to engage in inaccurate financial reporting to enhance their reported per-
formance. This led to many stocks being valued too highly. As investors began to
recognize this, their confidence in the stock market fell. They panicked and sold
stocks in a frenzy. The Dow did not reach precrash levels again until 1954.

The 1933 Securities Act and the 1934 Securities Exchange Act were designed to restore
investor confidence in financial accounting. The 1933 act sets forth accounting and
disclosure requirements for initial offerings of securities (stocks and bonds). The 1934
act created a government agency, the Securities and Exchange Commission (SEC).
The 1934 act gives the SEC the power to require companies that publicly trade their
stock to prepare periodic financial statements for distribution to investors and creditors.
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While Congress has given the SEC both the power and the responsibility for set-
ting accounting and reporting standards for publicly traded companies, the SEC
has delegated the primary responsibility for setting accounting standards to the
private sector, currently the FASB. Note that the SEC delegated only the responsi-
bility, not the authority, to set these standards. The power still lies with the SEC. If
the SEC does not agree with a particular standard issued by the FASB, it can force
a change in the standard. In fact, it has done so in the past.

THE ROLE OF THE AUDITOR

It is the responsibility of management to apply GAAP when communicating with
investors and creditors through financial statements. Unfortunately, however,
sometimes those in charge of preparing financial statements do not always follow
the rules. Instead, some purposely provide misleading financial accounting infor-
mation, commonly referred to as “cooking the books.” The phrase implies that the
accounting records (“books”) have been presented in an altered form (“cooked”).
Managers may cook the books for several reasons, such as to hide the poor operat-
ing performance of the company or to increase their personal wealth at stockhold-
ers’ expense.

To help ensure that management has in fact appropriately applied GAAP, the
SEC requires independent outside verification of the financial statements of pub-
licly traded companies. Such independent examination is done by auditors, who
are hired by a company as an independent party to express a professional opinion
of the accuracy of that company’s financial statements. They are not employees of
the company they are auditing. Auditors provide an independent opinion of the
extent to which financial statements are prepared in compliance with GAAP. If they
find mistakes or fraudulent reporting behavior, auditors require the company to
correct all significant information before issuing financial statements.

Illustration 1-14 presents an excerpt from the report of the independent auditors
for Dell’s financial statements. The auditor’s report indicates that Dell’s financial
statements for the period mentioned have been prepared in conformity with GAAP.

DELL INCORPORATED
Report of Independent Registered Public Accounting Firm

To the Board of Directors and
Shareholders of Dell Inc.:

In our opinion, the consolidated financial statements listed in the accompanying index
present fairly, in all material respects, the financial position of Dell Inc. and its subsidiaries
at January 29, 2010, and January 30, 2009, and the results of their operations and their cash
flows for each of the three years in the period ended January 29, 2010, in conformity with
accounting principles generally accepted in the United States of America.

Our audits of financial statements included examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and
evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

Auditors play a major role in investors’ and creditors’ decisions by adding cred-
ibility to a company’s financial statements.

OBJECTIVES OF FINANCIAL ACCOUNTING

After measuring business activities and communicating those measurements to
investors and creditors, what do financial accountants hope to have achieved? What
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Excerpts from the
2009 Independent
Auditor's Report of
Dell Incorporated
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ILLUSTRATION 1-15

Objectives of Financial
Accounting
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benefit will their services have brought to users of financial statements? The FASB
has explicitly stated the specific objectives of financial accounting. These objectives
are presented in Illustration 1-15.

Financial accounting should provide information that:
1. Is useful to investors and creditors in making decisions.
2. Helps to predict cash flows.

3. Tells about economic resources, claims to resources, and changes in resources
and claims.

The first objective is specific to investors and creditors. In addition to those
users, though, financial accounting information is likely to have general usefulness
to other groups of external users, who are interested in essentially the same finan-
cial aspects of a business as are investors and creditors. Some of these other groups
were discussed in Ilustration 1-1.

The second objective refers to the specific cash flow information needs of inves-
tors and creditors. The third objective emphasizes the need for information about
economic resources (assets) and claims to those resources (liabilities and stock-
holders’ equity) and their changes over time.

2
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The primary objective of financial accounting is to provide useful information to
investors and creditors in making decisions.

Underlying these three key objectives is a conceptual framework that is the foun-
dation upon which financial accounting is built. We discuss the FASB’s conceptual
framework in detail in the appendix to this chapter.

An Ethical Foundation

Like all structures, accounting requires a strong foundation. For accounting, part
of that foundation is the ethical behavior of those who practice its rules. You have
probably encountered the topic of ethics in other business courses. Ethics refers
to a code or moral system that provides criteria for evaluating right and wrong
behavior. Investors, creditors, government, and the general public rely on general
ethical behavior among those who record and report the financial activities of busi-
nesses. A lack of public trust in financial reporting can undermine business and
the economy. Indeed, the dramatic collapse of Enron in 2001 and the dismantling
of the international public accounting firm of Arthur Andersen in 2002 severely
shook investors’ confidence in the stock market. Some questioned the credibility of
corporate America as well as the accounting profession itself.

Public outrage over accounting scandals at high-profile companies increased the
pressure on lawmakers to pass measures that would restore credibility and inves-
tor confidence in the financial reporting process. These pressures resulted in the
issuance of the Public Company Accounting Reform and Investor Protection Act
of 2002, commonly referred to as the Sarbanes-Oxley Act (SOX), named for the
two congressmen who sponsored the bill. The Sarbanes-Oxley Act provides for the
regulation of auditors and the types of services they furnish to clients, increases
accountability of corporate executives, addresses conflicts of interest for securi-
ties analysts, and provides for stiff criminal penalties for violators. These increased
requirements have dramatically increased the need for good accounting and, at the
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same time, highlighted the value of accounting information to investors and credi-
tors. We discuss the specific provisions of SOX in more detail in Chapter 4.

Important as such legislation is in supporting the ethical foundation of account-
ing, it is equally important that accountants themselves have their own personal
standards for ethical conduct. You cannot, though, just go out and suddenly obtain
ethics when you need them. (“T'd like a pound of ethics, please.”) Rather, accoun-
tants need to develop their ability to identify ethical situations and know the differ-
ence between right and wrong in the context of the accounting topics you will learn
in this course. One of the keys to ethical decision making is having an appreciation
for how your actions affect others.

When you face ethical dilemmas in your professional life (and indeed in your
personal life), you can apply the following simple framework as you think through
what to do:

1. Identify the ethical situation and the people who will be affected (the stakeholders).
2. Specify the options for alternative courses of action.

3. Understand the impact of each option on the stakeholders.

4. Make a decision.

Throughout the book, we will discuss some ethical decisions relating to account-
ing and will make clear their financial impact. These discussions will give you
opportunities to practice some ethical decision making in a classroom setting.

You have been the manager of a local restau-

rant for the past five years. Because of increased
competition, you notice you're getting fewer cus-
tomers. Despite all your attempts to attract new
customers and cut costs, the restaurant’s profit-
ability continues to decline. The restaurant owner
tells you that if this year’s profit is lower than last
year’s, you'll lose your job.

When preparing financial statements at the
end of the year, you notice that this year’s profit is
lower. You know that by purposely understating
certain expenses, you can falsely report higher
profits to the owner for this year. That will allow
you to keep your job for at least one more year and look for a new job in the
meantime.

What should you do? What if you really believe the lower profitability is
caused by factors outside your control? Would this make the false reporting
acceptable?

|
a8 senay
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CAREERS IN ACCOUNTING

At this point in your college career, you may be uncertain of your major. Here are
three important questions to consider when you make your choice: (1) Will you enjoy
your major as a career? (2) Will you be good at your chosen field? (3) Will you be
well paid?

After completing the first course in accounting, you will have some idea of the
answers to the first two questions. You will find out whether you might enjoy
accounting. You will also find out through exams, quizzes, and homework whether
you have the aptitude to be good at it. Realize, however, that besides being good at
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Over 20,000 employees join public accounting firms in entry-level jobs

each year, and thousands more go into other areas of accounting. While
financial accountants learn how to measure business transactions and pre-
pare financial reports, they also learn a great deal about the business itself.
Because of this widespread business knowledge, accountants often play a
key role on the management team. In fact, it should come as no surprise
to learn that most chief financial officers (CFOs) started their careers as
accountants.

Accounting, because of its dynamic and professional nature, offers an
attractive career option. You can learn more about a career in account-
ing by visiting the website of the American Institute of Certified Public
Accountants (www.aicpa.org). There, you can look under the Career
Development and Workplace Issues link to find current information
about job opportunities, salaries, work life

for women, how to write a resume, how

the technical side of accounting, you will
need interpersonal skills such as working
well in teams, making presentations to
clients, and leading co-workers in com-
plex projects. As for the third question,
someone definitely will pay you to be an
accountant, as we discuss in the following
section.

Demand for Accounting

One of the greatest benefits of an account-
ing degree is the wide variety of job oppor-
tunities it opens to you. With an accounting
degree you can apply for almost any posi-
tion available to finance majors. However,
it doesnt work the other way: Finance

to interview, and other general career
advice. For salary and other job-related
information, consult the website of the
U.S. Bureau of Labor Statistics (www.
bls.gov/oco/ocos001.htm) or go
to careers-in-accounting.com.

In 2009, entry-level jobs ranged
between $50,000 and $70,000, with
$55,000 as the norm for Big-4 firms.

Is an accounting degree right

for you?

User’s Guide
Throughout the book,
you will see sections
titled Career Corner.
These sections highlight
a link between a
particular topic and a
career.
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Identify career
opportunities in
accounting.
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majors often lack the accounting back-
ground necessary to apply for accounting
positions.

For the past several years, accounting
has ranked as one of the top majors on
university campuses. Accounting firms
are anticipating a 20% increase in new
hires over the next several years. Because
of their importance in our society, accoun-
tants are in high demand. And because of
this high demand, accounting salaries are
on therise. Starting salaries are among the
highest of all majors across the university.

Career Options in Accounting

The first big decision a student makes as an accounting graduate is the choice
between a career in public accounting and a career in private accounting.

PUBLIC ACCOUNTING

Public accounting firms are professional service firms that traditionally have
focused on three areas: auditing, tax preparation/planning, and business consult-
ing. We already have discussed the role of auditors in attesting to the accuracy of
companies’ financial statements. Tax preparation/planning is an increasingly impor-
tant activity in the United States, as the complexity of tax laws related to personal
and corporate taxes continues to increase. Business consulting is perhaps the most
lucrative activity of accountants. Managers who want to better understand their
companies’ financial strengths and weaknesses often turn to public accountants
for guidance. Who knows the business activities better than the one measuring and
communicating them?

If you choose a career in public accounting, the next big decision is whether to
work for one of the “Big 4” public accounting firms (Deloitte, Ernst & Young,
PricewaterhouseCoopers, and KPMG) or one of the thousands of medium or
smaller-sized firms. The Big 4 firms are huge, each having annual revenues in the
billions. They audit almost all the Fortune 500 companies in the United States
and most of the largest companies around the world, and they hire thousands of
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accounting majors each year. The thousands of smaller international, regional,
and local accounting firms also hire thousands of accounting majors right out of
college.

Most public accountants become Certified Public Accountants (CPAs). You
become a CPA by passing the four parts of the CPA exam and meeting minimum
work experience requirements (in some states). Most states require that you have
150 semester hours (225 quarter hours) of college credit to take the exam. Becom-
ing a CPA can provide a big boost in salary and long-term job opportunities.

PRIVATE ACCOUNTING

A career in private accounting means providing accounting services to the com-
pany that employs you. Every major company in the world hires accountants. Just
think of all the accounting issues at Dell, for example. Dell, and all other large
companies, need accountants with training and experience in financial accounting,
management accounting, taxation, internal auditing, and accounting information
systems. Whereas working as a public accountant provides the advantage of expe-
rience working with a number of different clients, private accountants sometimes
earn higher starting salaries. In fact, many accounting students begin their careers
in public accounting, gaining experience across a wide array of companies and
industries, and then eventually switch over to one of their favorite clients as private
accountants. Other students take positions directly in private accounting right out
of college.

Because of their special training and valuable knowledge base, both public and
private accountants are expanding their roles to include the following: financial plan-
ning, information technology development, financial analysis, forensic accounting,
information risk management, investment banking, environmental accounting, tax
law, FBI work, management consulting, and much, much more. Illustration 1-16
outlines just a few of the many career options in accounting.

Public Accounting

(Big 4 and Non-Big 4) Private Accounting
Clients Corporations Your particular employer
Governments
Nonprofit organizations
Individuals
Traditional roles Auditors Financial accountants
Tax preparers/planners Managerial accountants
Business consultants Budget analysts

Internal auditors
Tax preparers
Payroll managers

Expanding roles Financial planners Information managers
Information technology developers Management advisors
Financial analysts Tax planners
Forensic accountants Acquisition specialists
Information risk managers FBIl agents
Investment bankers Sports agents

Environmental accountants
Financial advisors
Tax lawyers

Other career options Governmental accounting, sole proprietorships, and education.
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Options in Accounting



28

CHAPTER 1 Accounting Information and Decision Making

A recent survey by BusinessWeek on ideal employers for undergraduate business
majors listed the Big 4 public accounting firms in the top 12 of all companies in the
United States. Three of the Big 4 were in the top five. All of the firms in the list hire
accountants. This is a great time to be an accounting major.

7R
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Because of the high demand for accounting graduates, wide range of job opportu-
nities, and increasing salaries, this is a great time to obtain a degree in accounting.

N30 ) @ CONCEPTUAL FRAMEWORK

m LO7

Explain the nature
of the conceptual
framework used to
develop generally
accepted accounting
principles.

The FASB establishes financial accounting standards based on a conceptual
framework, which you can think of as the “theory” of accounting. In much the
same way that our nation’s Constitution provides the underlying principles that
guide the “correctness” of all laws, the FASB’s conceptual framework prescribes
the correctness of financial accounting rules. Having a conceptual framework
provides standard setters with a benchmark for creating a consistent set of
financial reporting rules now and in the future. It also provides others with a
written framework so that everyone understands the underlying concepts that
accountants are to consider in preparing and interpreting financial accounting
information.

7
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The conceptual framework provides an underlying foundation for the development
of accounting standards and interpretation of accounting information.

In the chapter, we discussed the three objectives of financial accounting as
outlined in the FASB’s conceptual framework. To satisfy these stated objectives,
accounting information should possess certain characteristics. What are the desired
characteristics? Illustration 1-17 provides a graphical depiction of the qualitative
characteristics of accounting information.

ILLUSTRATION 1-17 Qualitative Characteristics of Accounting Information

Confirmatory
value
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Notice that at the top of the figure is decision usefulness—the ability of the
information to be useful in decision making. Accounting information should help
investors, lenders, and other creditors make important decisions about providing
funds to a company.

PRIMARY QUALITATIVE CHARACTERISTICS

The two primary decision-specific qualitative characteristics that make accounting
information useful are relevance and faithful representation. Both are critical. No
matter how representative, if information is not relevant to the decision at hand, it
is useless. Conversely, relevant information is of little value if it does not accurately
represent the underlying activity.

Relevance. To have relevance, accounting information should possess confirma-
tory value and/or predictive value. Generally, useful information will possess both of
these components. For example, the ability of Dell to report a positive net income
confirms that its management is effectively and efficiently using the company’s
resources to sell quality products. In this case, net income has confirmatory value.
At the same time, reporting a positive and growing net income for several consecu-
tive years should provide information that has predictive value for the company’s
future cash-generating ability.

Faithful representation. To be a faithful representation of business activities,
accounting information should be complete, neutral, and free from material
error. Completeness means including all information necessary for faithful repre-
sentation of the business activity the firm is reporting. For example, when Dell
reports inventory in its balance sheet, investors understand it to represent all
items (and only those items) that are intended for sale to customers in the ordi-
nary course of business. If the amount reported for inventory includes only some
of the items to be sold, then it lacks completeness. Adequate note disclosure is
another important component of completeness. Dell must disclose in the notes
to the financial statements the method it used to calculate inventory reported on
its balance sheet. (We discuss alternative inventory methods in Chapter 6.)

Neutrality means to be unbiased, and this characteristic is highly related to the
establishment of accounting standards. Sometimes a new accounting standard
may favor one group of companies over others. In such cases, the FASB must con-
vince the financial community that this was a consequence of the standard, and
not an objective used to set the standard. For example, the FASB requires that all
research and development (R&D) costs be reported as an expense in the income
statement, reducing the current year’s net income. The FASB'’s objective in adopt-
ing this approach was not to weaken the financial appearance of those companies
in R&D-intensive industries, such as telecommunications, pharmaceuticals, and
software, even though that may have been the effect.

Freedom from material error indicates that reported amounts reflect the best
available information. As you'll come to find out in this course, some amounts
reported in the financial statements are based on estimates, and the accuracy of
those estimates is subject to uncertainty. Because of this, financial statements are
not expected to be completely free of error, but they are expected to reflect manage-
ment’s unbiased judgments.

7z
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To be useful for decision making, accounting information should have relevance
and faithful representation.

29
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ENHANCING QUALITATIVE CHARACTERISTICS

Four enhancing qualitative characteristics are comparability, verifiability, timeli-
ness, and understandability. Comparability refers to the ability of users to see simi-
larities and differences between two different business activities. For example, how
does Dell’s net income compare with net income for other computer manufacturers
such as Hewlett-Packard or Gateway? Comparability also refers to the ability of
users to see similarities and differences in the same company over time. How does
Dell’s net income this year compare to last year’s? Closely related to the notion of
comparability is consistency. Consistency refers to the use of similar accounting
procedures either over time for the same company, or across companies at the same
point in time. Comparability of financial information is the overriding goal, while
consistency of accounting procedures is a means of achieving that goal.

Verifiability implies a consensus among different measurers. For instance, dif-
ferent graders will arrive at the same exam score for multiple-choice tests, but they
are more likely to differ in scoring essay exams. Multiple-choice tests are highly ver-
ifiable. The same idea holds in the business world. For example, the price Dell paid
to purchase a patent from another company is usually highly verifiable because
there is an exchange at a certain point in time. In contrast, the fair value of a patent
for a product Dell developed internally over an extended period is more subjective
and less verifiable.

Firms must also disclose information related to net income that is timely. Time-
liness refers to information being available to users early enough to allow them
to use it in the decision process. Large companies like Dell are required to report
information related to net income within 40 days after the end of the quarter and
within 60 days after the end of the year.

Understandability means that users must be able to understand the informa-
tion within the context of the decision they are making. This is a user-specific qual-
ity because users will differ in their ability to comprehend any set of information.

PRACTICAL CONSTRAINTS ON ACHIEVING DESIRED
QUALITATIVE CHARACTERISTICS

Sometimes, certain information involves more time and effort than the information
is worth. For example, if a friend asks what you did today, she probably wants to
know the general outline of your day, but does not want to hear a recital of every
move you made. Similarly, there may be practical constraints (limits) on each of the
qualitative characteristics of accounting information.

One such constraint is cost effectiveness, which suggests that financial account-
ing information is provided only when the benefits of doing so exceed the costs.
For example, knowing the profit margin earned by Dell in each country provides
decision-useful information to investors and creditors. However, this information
is also helpful to the company’s current and potential competitors such as Hewlett-
Packard and Apple as they make their own expansion plans. The competitive costs
of providing this information may outweigh the benefits.

A related constraint on the type of information we provide is the concept of
materiality. Materiality reflects the impact of financial accounting information on
investors’ and creditors’ decisions. Unless an item is material in amount or nature—
that is, sufficient in amount or nature to affect a decision—it need not be reported
in accordance with GAAP. Based on the concept of materiality, Dell probably does
not record all its assets as assets. Most companies record assets such as wastebas-
kets and staplers as expenses, even though these items will benefit the company for
a long period. Recording a $6 wastebasket as a current expense instead of a long-
term asset for a multi-billion dollar company like Dell has no impact on investors’
decisions.
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UNDERLYING ASSUMPTIONS

Four basic assumptions underlie GAAP. As pictured in Illustration 1-18, they are
(1) the economic entity assumption, (2) the monetary unit assumption, (3) the peri-
odicity assumption, and (4) the going concern assumption.

ILLUSTRATION 1-18
Assumptions That

UNDERLYING ASSUMPTIONS Underlie GAAP
Economic Monetary | Periodicity | Going
Entity Unit Concern

Economic Entity Assumption. The economic entity assumption states that we can
identify all economic events with a particular economic entity. In other words, only
business transactions involving Dell should be reported as part of Dell’s financial
accounting information. Another key aspect of this assumption is the distinction
between the economic activities of owners and those of the company. For example,
Michael Dell’s personal residence is not an asset of Dell Incorporated.

Monetary Unit Assumption. Information would be difficult to use if, for example, we
listed assets as “three machines, two trucks, and a building.” According to the mon-
etary unit assumption, in order to measure financial statement elements, we need
a unit or scale of measurement. The dollar in the United States is the most appro-
priate common denominator to express information about financial statement ele-
ments and changes in those elements. In Europe, the common denominator is the
euro. Dell has operations throughout the world, so it must translate all its financial
information to U.S. dollars under the monetary unit assumption.

Periodicity Assumption. The periodicity assumption relates to the qualitative char-
acteristic of timeliness. External users need periodic information to make decisions.
The periodicity assumption divides the economic life of an enterprise (presumed
to be indefinite) into artificial time periods for periodic financial reporting. Corpo-
rations, like Dell, whose securities are publicly traded are required to provide finan-
cial information to the SEC on a quarterly and an annual basis.

Going Concern Assumption. The going concern assumption states that in the absence
of information to the contrary, a business entity will continue to operate indefinitely.
This assumption is critical to many broad and specific accounting principles. It pro-
vides justification for measuring many assets based on their original costs (a practice
known as the historical cost principle). If we knew an enterprise was going to cease
operations in the near future, we would measure assets and liabilities not at their
original costs but at their current liquidation values.

In addition to the four basic assumptions that underlie GAAP are four principles
(historical cost, full disclosure, realization, and matching) that guide the application
of GAAP. We will explain each of these in an appropriate context in later chapters.
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CHAPTER 1

Describe the two primary functions of financial
accounting.

The functions of financial accounting are to
measure business activities of a company and to
communicate information about those activities
to investors and creditors and other outside
users for decision-making purposes.

Identify the three fundamental business activities
that financial accounting measures.

Financing activities include transactions with
lenders and owners. Investing activities generally
include the purchase or disposal of productive
assets. Operating activities relate to earning
revenues and incurring expenses.

Discuss how financial accounting information is
communicated through financial statements.

The income statement compares revenues and
expenses for the current period to assess the
company’s ability to earn a profit from running
its operations.

The statement of stockholders’ equity reports
information related to changes in common stock
and retained earnings each period. The change
in retained earnings equals net income less
dividends for the period.

The balance sheet demonstrates that the
company’s resources (assets) equal creditors’
claims (liabilities) plus owners’ claims
(stockholders’ equity) to those resources.

The statement of cash flows reports cash
transactions from operating, investing, and
financing activities.

All transactions that affect revenues or
expenses reported in the income statement
ultimately affect the balance sheet through the
balance in retained earnings.

Describe the role that financial accounting
plays in the efficient distribution of society’s
resources.

LO5

LO6

LO7

Accounting Information and Decision Making

Financial accounting serves an important role by
providing information useful in investment and
lending decisions.

No single piece of company information
better explains companies’ stock price
performance than does financial accounting net
income. A company’s debt level is an important
indicator of management’s ability to respond
to business situations and the possibility of
bankruptcy.

Explain the term generally accepted accounting
principles (GAAP) and describe the role of GAAP
in financial accounting.

The rules of financial accounting are called
generally accepted accounting principles
(GAAP). The Financial Accounting Standards
Board (FASB) is an independent, private
body that has primary responsibility for the
establishment of GAAP in the United States.
The primary objective of financial accounting
is to provide useful information to investors and
creditors in making decisions.

Identify career opportunities in accounting.

Because of the high demand for accounting
graduates, the wide range of job opportunities,
and increasing salaries, this is a great time to
obtain a degree in accounting.

Appendix

Explain the nature of the conceptual framework
used to develop generally accepted accounting
principles.
The conceptual framework provides an
underlying foundation for the development
of accounting standards and interpretation of
accounting information.

To be useful for decision making, accounting
information should have relevance and faithful
representation.

Accounting: A system of maintaining records of a
company’s operations and communicating that infor-
mation to decision makers. p. 4

Auditors: Trained individuals hired by a company as an
independent party to express a professional opinion of the
accuracy of that company’s financial statements. p. 23
Accounting equation: Equation that shows a com-
pany’s resources (assets) equal creditors’ and owners’
claims to those resources (liabilities and stockholders’
equity). p. 7

Assets: Resources owned by a company. p. 7

Balance sheet: A financial statement that presents
the financial position of the company on a particular
date. p. 13

Comparability: The ability of users to see similarities and
differences between two different business activities. p. 30
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Consistency: The use of similar accounting pro-
cedures either over time for the same company, or
across companies at the same point in time. p. 30

Corporation: An entity that is legally separate from
its owners. p. 6

Cost effectiveness: Financial accounting information
is provided only when the benefits of doing so exceed
the costs. p. 30

Decision usefulness: The ability of the information
to be useful in decision making. p. 29

Dividends: Cash payments to stockholders. p. 8

Economic entity assumption: All economic events with
a particular economic entity can be identified. p. 31

Ethics: A code or moral system that provides criteria
for evaluating right and wrong behavior. p. 24

Expenses: Costs of providing products and
services. p. 8

Faithful representation: Accounting information
that is complete, neutral, and free from material
error. p. 29

Financial accounting: Measurement of business
activities of a company and communication of those
measurements to external parties for decision-making
purposes. p. 5

Financial Accounting Standards Board (FASB):
An independent, private body that has primary
responsibility for the establishment of GAAP in the
United States. p. 21

Financial statements: Periodic reports published by
the company for the purpose of providing information
to external users. p. 10

Financing activities: Transactions involving external
sources of funding. p. 5

Generally accepted accounting principles
(GAAP): The rules of financial accounting. p. 21

Going concern assumption: In the absence of infor-
mation to the contrary, a business entity will continue
to operate indefinitely. p. 31

Income statement: A financial statement that reports
the company’s revenues and expenses over an interval
of time. p. 11

International Accounting Standards Board
(IASB): An international accounting standard-setting
body responsible for the convergence of accounting
standards worldwide. p. 22

International Financial Reporting Standards
(IFRS): The standards being developed and pro-
moted by the International Accounting Standards
Board. p. 22

Investing activities: Transactions involving the pur-
chase and sale of (1) long-term resources such as land,
buildings, equipment, and machinery and (2) any
resources not directly related to a company’s normal
operations. p. 5
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Liabilities: Amounts owed to creditors. p. 7

Materiality: The impact of financial accounting infor-
mation on investors’ and creditors’ decisions. p. 30

Monetary unit assumption: A unit or scale of mea-
surement can be used to measure financial statement
elements. p. 31

Net income: Difference between revenues and
expenses. p. 8

Operating activities: Transactions involving the pri-
mary operations of the company, such as providing
products and services to customers and the associ-
ated costs of doing so, like utilities, taxes, advertising,
wages, rent, and maintenance. p. 5

Partnership: Business owned by two or more
persons. p. 9

Periodicity assumption: The economic life of
an enterprise (presumed to be indefinite) can be
divided into artificial time periods for financial
reporting. p. 31

Relevance: Accounting information that possesses
confirmatory value and/or predictive value. p. 29

Retained earnings: Cumulative amount of net
income earned over the life of the company that
has not been distributed to stockholders as divi-
dends. p. 12

Revenues: Amounts earned from selling products
or services to customers. p. 8

Sarbanes-Oxley Act (SOX): Formally titled the
Public Company Accounting Reform and Investor
Protection Act of 2002, this act provides regulation
of auditors and the types of services they furnish to
clients, increases accountability of corporate execu-
tives, addresses conflicts of interest for securities
analysts, and provides for stiff criminal penalties
for violators. p. 24

Sole proprietorship: A business owned by one
person. p. 9

Statement of cash flows: A financial statement that
measures activities involving cash receipts and cash
payments over an interval of time. p. 15

Statement of stockholders’ equity: A financial
statement that summarizes the changes in stock-
holders’ equity over an interval of time. p. 12

Stockholder’s equity: Stockholders’, or owners’,
claims to resources, which equal the difference
between total assets and total liabilities. p. 7

Timeliness: Information being available to users
early enough to allow them to use it in the decision
process. p. 30

Understandability: Users must understand the
information within the context of the decision they
are making. p. 30

Verifiability: A consensus among different
measurers. p. 30
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SELF-STUDY QUESTIONS

N LO1 1. Based on the introductory section of this chapter, which course is most like
financial accounting?
a. College algebra.
b. Foreign language.
¢. Molecular biology.
d. Physical education.

H LO2 2. Financial accounting serves which primary function(s)?
a. Measures business activities.
b. Communicates business activities to interested parties.
c. Makes business decisions on behalf of interested parties.
d. Both a. and b. are functions of financial accounting.

H LO2 3. Financing activities of a company include which of the following?
a. Selling products or services to customers.
b. Using cash to purchase long-term assets such as machinery.
c. Borrowing money from the bank.
d. Paying salaries to employees.

N LO2 4. Investing activities of a company include which of the following?
a. Paying salaries to workers.
b. Using cash to purchase long-term assets such as equipment.
¢. Issuing common stock to investors.
d. Borrowing money from the bank.

N LO3 5. Which financial statement conveys a company’s ability to generate profits in the
current period?
a. Income statement.
b. Statement of cash flows.
c. Balance sheet.
d. Statement of stockholders’ equity.

H LO3 6. Which financial statement shows that a company’s resources equal claims to those
resources?
a. Income statement.
b. Statement of stockholders’ equity.
c. Balance sheet.
d. Statement of cash flows.

H LO4 7. Why does financial accounting have a positive impact on our society?
a. It entails a detailed transaction record necessary for filing taxes with the Internal
Revenue Service (IRS).

b. It allows investors and creditors to redirect their resources to successful
companies and away from unsuccessful companies.

c. It prevents competitors from being able to steal the company’s customers.
d. It provides a system of useful internal reports for management decision
making.

B LO5 8. The body of rules and procedures that guide the measurement and communication
of financial accounting information is known as:
a. Standards of Professional Compliance (SPC).
b. Code of Ethical Decisions (COED).
c¢. Rules of Financial Reporting (RFP).
d. Generally Accepted Accounting Principles (GAAP).
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9. What is a benefit to a career in accounting? H LO6
a. High salaries.
b. Wide range of job opportunities.
c. High demand for accounting graduates.
d. All of the above.

10. What are the two primary qualitative characteristics identified by the Financial H LO7 i
Accounting Standards Board’s (FASB) conceptual framework?
a. Relevance and faithful representation.
b. Materiality and efficiency. Check out
c. Comparability and consistency. www.mhhe.com/succeed

for more multiple-choice
questions.

d. Costs and benefits.

Note: For answers, see the last page of the chapter.

REVIEW QUESTIONS

. Explain what it means to say that an accounting class is not the same as a math class. m® LO1

. Identify some of the people interested in making decisions about a company. B LO1

1
2
3. What is the basic difference between financial accounting and managerial accounting? B LO1
4. What are the two primary functions of financial accounting? H LO1
5

. What are the three basic business activities that financial accounting seeks to H LO2
measure and communicate to external parties? Define each.

6. What are a few of the typical financing activities for a company like United Parcel m LO2
Service, Inc. (UPS), the world’s largest package delivery company and a leading
global provider of specialized transportation and logistics services?

7. What are a few of the typical investing activities for a company like Trump H LO2
Entertainment Resorts, Inc., a leading gaming company that owns and operates
casinos, resorts, and hotels?

8. What are a few of the typical operating activities for a company like Oracle H LO2
Corporation, one of the world’s leading suppliers of software for information
management?

9. What are the three major legal forms of business organizations? Which one is N LO2

chosen by most of the largest companies in the United States?

10. Provide the basic definition for each of the account types: assets, liabilities, m LO2
stockholders’ equity, dividends, revenues, and expenses.

11. What are the major advantages and disadvantages of each of the legal forms of H LO2
business organizations?

12. What are the four primary financial statements? What basic information is shown B LO3
on each?

13. What does it mean to say that the income statement, statement of stockholders’ H LO3
equity, and statement of cash flows measure activity over an interval of time, but
the balance sheet measures activity at a point in time?

14. Give some examples of the basic revenues and expenses for a company like N LO3
The Walt Disney Company.

15. What is the accounting equation? Which financial statement reports the accounting ® LO3
equation?
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H LO3 16. Give some examples of the basic assets and liabilities of a company like Walmart
Stores, Inc.

H LO3 17. “The retained earnings account is a link between the income statement and the
balance sheet.” Explain what this means.

H LO3 18. What are the three types of cash flows reported in the statement of cash flows?
Give an example of each type of activity for a company like Oakley, Inc., a
designer, manufacturer, and distributor of high-performance eyewear, footwear,
watches, and athletic equipment.

H LO3 19. In addition to financial statements, what are some other ways to disclose financial
information to external users?

H LO4 20. How does financial accounting have an impact on society?

B LO5 21. What is meant by GAAP? Why should companies follow GAAP in reporting to
external users?

B LO5 22. Which body is primarily responsible for the establishment of GAAP in the United
States? What body serves this function on an international basis?

H LOS 23. In general terms, explain the terms U.S. GAAP and IFRS.

B LO5 24. What was the primary reason for the establishment of the 1933 Securities Act and

the 1934 Securities Exchange Act? What power does the Securities and Exchange
Commission (SEC) have?

B LO5 25. What is the role of the auditor in the financial reporting process?
B LO5 26. What are the three primary objectives of financial reporting?
H LO6 27. What are some of the benefits to obtaining a degree in accounting? What is the

difference between a career in public accounting and private accounting? What
are some of the traditional careers of accounting graduates? What new areas are
accountants expanding into?

H LO7 28. Discuss the terms relevance and faithful representation as they relate to financial
accounting information.

H LO7 29. What are the two components of relevance? What are the three components of
faithful representation?

H LO7 30. What is meant by the terms cost effectiveness and materiality in financial reporting?

m LO7 31. Define the four basic assumptions underlying GAAP.

BRIEF EXERCISES & comnect
|ACCOUNTING

Define accounting (LO1) BE1-1 Indicate whether the definition provided is true or false.

(True/False) Accounting can be defined as:

1. The language of business.
2. A measurement/communication process.
3. A mathematics course.
Identify the different BE1-2 Match each business activity with its description.
types of business . s ..
activities (LO2) Business Activities Descriptions
1. Financing a. Transactions related to revenues and expenses.
2. Investing b. Transactions with lenders and owners.
3. Operating c. Transactions involving the purchase and sale

of productive assets.




CHAPTER 1 Accounting Information and Decision Making

BE1-3 Match each form of business organization with its description.

Business Organizations

1. Sole proprietorship
2. Partnership
3. Corporation

Descriptions

a. Business owned by two or more persons.
b. Entity legally separate from its owners.
c. Business owned by a single person.

BE1-4 Match each account type with its description.

Account Classifications

Descriptions

1. Assets

2. Liabilities

3. Stockholders’ equity
4. Dividends

5. Revenues

6. Expenses

- 0o .0 o

. Amounts earned from sales of products

or services.

. Owners’ claims to resources.

. Distributions to stockholders.

. Costs of selling products or services.
. Resources owned.

. Amounts owed.

BE1-5 Match each financial statement with its description.

Financial Statements

Descriptions

1. Income statement

2. Statement of
stockholders’ equity

3. Balance sheet

4. Statement of cash

flows

¢}

. Change in owners’ claims to resources.
b. Profitability of the company.
. Change in cash as a result of operating,

investing, and financing activities.

. Resources equal creditors’ and owners’

claims to those resources.

BE1-6 Determine on which financial statement you find the following items.

Financial Statements

Items

1. Income statement

2. Statement of
stockholders’ equity

3. Balance sheet

4. Statement of cash

flows

. The change in retained earnings due to

net income and dividends.

. Amount of cash received from borrowing

money from a local bank.

. Revenue earned from sales to customers

during the year.

. Total amounts owed to workers at the

end of the year.

BE1-7 Each of these parties plays a role in the quality of financial reporting. Match

each group with its function.

Groups Functions

1. Financial Accounting . Group that has been given power by
Standards Board Congress to enforce the proper application

2. International of financial reporting rules for companies
Accounting Standards whose securities are publicly traded.
Board . Independent, private-sector group that is

3. Securities and primarily responsible for setting financial
Exchange Commission reporting standards in the United States.

4. Auditors . Independent intermediaries that help to

ensure that management appropriately
applies financial reporting rules in preparing
the company’s financial statements.

. Body that is attempting to develop a single

set of high-quality, understandable global
accounting standards.
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BE1-8 Indicate which of the following are objectives of financial accounting.
(Yes/No) Objectives

Provide information that is useful to investors and creditors.
Guarantee that businesses will not go bankrupt.

Provide information about resources and claims to resources.
Prevent competitors from offering lower-priced products.
Provide information to help users in predicting future cash flows.
Maximize tax revenue to the federal government.

SN hE W=

BE1-9 Below are possible career opportunities for those earning a degree in
accounting. Indicate whether the statement related to each career is true or false.

(True/False) Someone earning a degree in accounting could pursue the following career:
1. Auditor

2. Tax preparer
3. Business consultant
4. Financial planner
5. Forensic investigator
6. Tax planner
7. Financial analyst
8. Information technology developer
9. Investment banker
10, Taxlawyer
1m. FBI agent
12.__ Information risk manager

BE1-10 Match each of the components of relevance with its definition.

Relevance Definitions

1. Confirmatory a. Information is useful in helping to forecast future
value outcomes.

2. Predictive value b. Information provides feedback on past activities.

BE1-11 Match each of the components of faithful representation with its definition.

Faithful Representation Definition

1. Freedom from a. All information necessary to describe an item is
material error reported.

2. Neutrality b. Information that does not bias the decision maker.

3. Completeness ¢. Reported amounts reflect the best available information.

EXERCISES & connect
|ACCOUNTING

E1-1 The following provides a list of transactions and a list of business activities.

Transactions Business Activities
1. Borrow from the bank. a. Financing

2. Provide services to customers. b. Investing

3. Issue common stock to investors. c. Operating

4. Purchase land.

5. Pay rent for the current period.

6. Pay dividends to stockholders.

7. Purchase building.

Required:

Match the transaction with the business activity by indicating the letter that corresponds
to the appropriate business activity.
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E1-2 Falcon Incorporated has the following transactions with Wildcat Corporation.

Transactions Falcon’s Related Account
1. Falcon purchases common stock of Wildcat. Investment
2. Falcon borrows from Wildcat by signing a note. Notes payable

3. Wildcat pays dividends to Falcon. Dividend revenue
4. Falcon provides services to Wildcat.

5. Falcon pays interest to Wildcat on borrowing.

Service revenue
Interest expense

Required:

1. For each transaction, indicate whether Falcon would classify the related account
as an (a) asset, (b) liability, or (c) stockholders’ equity to be reported in the
balance sheet; a (d) revenue or (e) expense to be reported in the income statement;
or an (f) dividend to be reported in the statement of stockholders’ equity.

2. Classify the type of activity as financing, investing, or operating.

E1-3 The transactions in this problem are identical to those in E1-2, but now with a
focus on Wildcat.

Transactions Wildcat’s Related Account

1. Falcon purchases common stock of Wildcat. Common stock
2. Falcon borrows from Wildcat by signing a note.
3. Wildcat pays dividends to Falcon.

4. Falcon provides services to Wildcat.

5. Falcon pays interest to Wildcat on borrowing.

Notes receivable
Dividend

Service fee expense
Interest revenue

Required:

1. For each transaction, indicate whether Wildcat would classify the related account
as an (a) asset, (b) liability, or (c) stockholders’ equity to be reported in the
balance sheet; a (d) revenue or (e) expense to be reported in the income statement;
or an (f) dividend to be reported in the statement of stockholders’ equity.

2. Classify the type of activity as financing, investing, or operating.

E1-4 Eagle Corp. operates Magnetic Resonance Imaging (MRI) clinics throughout
the Northeast. At the end of the current period, the company reports the following
amounts: Assets = $40,000; Liabilities = $22,000; Dividends = $2,000;

Revenues = $12,000; Expenses = $8,000.

Required:
1. Calculate net income.
2. Calculate stockholders’ equity at the end of the period.

E1-5 Cougar’s Accounting Services provides low-cost tax advice and preparation to
those with financial need. At the end of the current period, the company reports the
following amounts: Assets = $17,000; Liabilities = $14,000; Revenues = $26,000;
Expenses = $32,000.

Required:
1. Calculate net loss.
2. Calculate stockholders’ equity at the end of the period.

E1-6 Below are the account balances for Cowboy Law Firm at the end of December.

Accounts Balances
Cash $ 4,400
Salaries expense 1,700
Accounts payable 2,400
Retained earnings 4,300
Utilities expense 1,100
Supplies 12,800
Service revenue 8,300

Common stock 5,000
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Required:
Use only the appropriate accounts to prepare an income statement.

E1-7 At the beginning of the year (January 1), Buffalo Drilling has $10,000 of common
stock outstanding and retained earnings of $7,200. During the year, Buffalo reports net
income of $7,500 and pays dividends of $2,200. In addition, Buffalo issues additional
common stock for $7,000.

Required:
Prepare the statement of stockholders’ equity at the end of the year (December 31).

E1-8 Wolfpack Construction has the following account balances at the end of the

year.
Accounts Balances
Equipment $21,000
Accounts payable 2,000
Salaries expense 28,000
Common stock 10,000
Land 13,000
Notes payable 15,000
Service revenue 34,000
Cash 5,000
Retained earnings ?

Required:

Use only the appropriate accounts to prepare a balance sheet.

E1-9 Tiger Trade has the following cash transactions for the period.

Accounts Amounts
Cash received from sale of products to customers $ 35,000
Cash received from the bank for long-term loan 40,000
Cash paid to purchase factory equipment (45,000)
Cash paid to merchandise suppliers (11,000)
Cash received from the sale of an unused warehouse 12,000
Cash paid to workers (23,000)
Cash paid for advertisement (3,000)
Cash received for sale of services to customers 25,000
Cash paid for dividends to stockholders (5,000)

Required:

1. Calculate the ending balance of cash, assuming the balance of cash at the beginning
of the period is $4,000.

2. Prepare a statement of cash flows.

E1-10 Each of the following independent situations represents amounts shown on the
four basic financial statements.

1. Revenues = $25,000; Expenses = $17,000; Net income =
2. Increase in stockholders’ equity = $16,000; Issuance of common
stock = $10,000; Net income = $11,000; Dividends = .
. Assets = $23,000; Stockholders’ equity = $17,000; Liabilities =
4. Total change in cash = $24,000; Net operating cash flows = $32,000; Net 1nvest1ng
cash flows = ($15,000); Net financing cash flows =

|98}

Required:
Fill in the missing blanks using your knowledge of amounts that appear on the
financial statements.
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E1-11 During its first five years of operations, Red Raider Consulting reports net Calculate the balance of
income and pays dividends as follows. retained earnings (LO3)
Net Retained
Year Income Dividends Earnings
1 $1,200 $ 500
2 1,700 500
3 2,100 1,000
4 3,200 1,000
5 4,400 1,000
Required:

Calculate the balance of retained earnings at the end of each year. Note that retained
earnings will always equal $0 at the beginning of year 1.

E1-12 Below is information related to retained earnings for five companies. Calculate amounts related
to the balance of retained

1. Coca-Cola reports an increase in retained earnings of $2.2 billion and net income "
earnings (LO3)

of $4.9 billion. What is the amount of dividends?

2. Pepsico reports an increase in retained earnings of $2.4 billion and dividends of
$1.6 billion. What is the amount of net income?

3. Google reports an increase in retained earnings of $1.5 billion and net income of
$1.5 billion. What is the amount of dividends?

4. Sirius Satellite Radio reports beginning retained earnings of —$1.8 billion, net loss
of $0.9 billion, and $0 dividends. What is the amount of ending retained earnings?

5. Abercrombie & Fitch reports ending retained earnings of $1.36 billion, net income
of $0.33 billion, and dividends of $0.05 billion. What is the amount of beginning
retained earnings?

Required:

Calculate the answer to each.

E1-13 Below is balance sheet information for five companies. Use the accounting
1. ExxonMobil reports total assets of $208 billion and total liabilities of $97 billion. equation to calculate

amounts related to the

. ) o
What is the amount of stockholders’ equity? balance sheet (LO3)

2. Citigroup reports total liabilities of $1,400 billion and stockholders’ equity of $100
billion. What is the amount of total assets?

3. Amazon.com reports total assets of $3.7 billion and total stockholders’ equity of
$0.2 billion. What is the amount of total liabilities?

4. Nike reports an increase in assets of $1.1 billion and an increase in liabilities of
$0.4 billion. What is the amount of the change in stockholders’ equity?

5. Kellogg reports a decrease in liabilities of $0.24 billion and an increase in stockholders’
equity of $0.03 billion. What is the amount of the change in total assets?

Required:
Calculate the answer to each.

E1-14 Below is cash flow information for five companies. Calculate missing amounts
related to the statement

1. Kraft Foods reports operating cash flows of $3.5 billion, investing cash flows of of cash flows (LO3)

$0.5 billion, and financing cash flows of —$4.0 billion. What is the amount of the
change in total cash?

2. Sara Lee reports operating cash flows of $1.3 billion, investing cash flows of
—$0.2 billion, and financing cash flows of —$1.2 billion. If the beginning cash
amount is $0.6 billion, what is the ending cash amount?

3. Performance Food Group reports operating cash flows of $0.08 billion, investing
cash flows of $0.53 billion, and a change in total cash of $0.05 billion. What is the
amount of cash flows from financing activities?

4. Smithfield Foods reports operating cash flows of $0.50 billion, financing cash
flows of $0.32 billion, and a change in total cash of $0.01 billion. What is the
amount of cash flows from investing activities?




42

Identify the purpose
of qualitative
characteristics (LO7)

Identify business
assumptions underlying
GAAP (LO7)

CHAPTER 1 Accounting Information and Decision Making

5. Tyson Foods reports investing cash flows of =$1.22 billion, financing cash flows of
$0.93 billion, and a change in total cash of $0.01 billion. What is the amount of cash
flows from operating activities?

Required:
Calculate the answer to each.

E1-15 The qualitative characteristics outlined in the FASB'’s conceptual framework include:

Primary Characteristics Enhancing Characteristics
Relevance Faithful Representation f. Comparability
a. Confirmatory value c. Completeness g- Verifiability
b. Predictive value d. Neutrality h. Timeliness
e. Freedom from material error ~ i- Understandability

Consider the following independent situations.

1. In deciding whether to invest in Southwest Airlines or American Airlines,
investors evaluate the companies’ income statements.

2. To provide the most reliable information about future sales, Walmart’s management
provides unbiased estimates of the decline in inventory value each year.

3. In deciding whether to loan money, Wells Fargo uses balance sheet information to
forecast the probability of bankruptcy.

4. IBM is required to issue public financial statements within 60 days of its
year-end.

5. Employees of Starbucks can use the company’s financial statements to understand
the efficiency with which management has conducted operations over the past
year.

6. When first requiring firms to prepare a statement of cash flows, the FASB’s intent
was not to discourage or promote investment in the automobile industry.

7. When Harley-Davidson reports revenue for the year, the amount includes sales
not only in the United States but also those outside the United States.

8. The amount of total assets reported by General Mills can be substantiated by its
auditors.

9. The Cheesecake Factory prepares its balance sheet in a clear format using basic
accounting terminology to allow users to easily comprehend the company’s assets,
liabilities, and stockholders’ equity.

Required:
Determine which qualitative characteristic best applies to each situation. Note: Each of
the nine characteristics is used once and only once.

E1-16 Below are the four underlying assumptions of generally accepted accounting
principles.

Assumptions Descriptions

1. Economic entity a. A common denominator is needed to measure all

2 Going concern business activities.

3. Periodicity b. Economic events can be identified with a particular
4 Monetary unit economic body.

c. In the absence of information to the contrary, it is
anticipated that a business entity will continue to
operate indefinitely.

d. The economic life of a company can be divided into
artificial time intervals for financial reporting.

Required:
Match each business assumption with its description.

For additional exercises, visit www.mhhe.com/succeed for Exercises: Set B.
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PROBLEMS: SET A

P1-1A Below are typical transactions for Hewlett-Packard.

Type of

Business Activity Transactions

1. Pay amount owed to the bank for previous borrowing.
2. Pay utility costs.
3. Purchase equipment to be used in operations.
4. Provide services to customers.
5. Purchase office supplies.
6. Purchase a building.
7. Pay workers’ salaries.
8. Pay for research and development costs.
9. Pay taxes to the IRS.
10. Sell common stock to investors.
Required:

Indicate whether each transaction is classified as a financing, investing, or operating
activity.

P1-2A Account classifications include assets, liabilities, stockholders’ equity, dividends,
revenues, and expenses.

Account
Classifications Accounts Related Transactions
1. Common stock Sale of common stock to investors.
2. Equipment Equipment used for operations.
3. Salaries payable Amounts owed to employees.
4. Service revenue Sales of services to customers.
5. Utilities expense Cost of utilities.
6. Supplies Purchase of office supplies.
7. Research and Cost of research and development.
development expense  Property used for operations.
8. Land Amounts owed to the IRS for federal
9. Income tax payable  income taxes.
10. Interest payable Amount of interest owed on borrowing.
Required:

For each transaction, indicate whether the related account would be classified as an
(a) asset, (b) liability, or (c) stockholders’ equity to be reported in the balance sheet;

a (d) revenue or (e) expense to be reported in the income statement; or an (f) dividend
to be reported in the statement of stockholders’ equity.

P1-3A Longhorn Corporation provides low-cost food delivery services to senior
citizens. At the end of the year, the company reports the following amounts:

Cash $ 1,300 Service revenue $ 62,700

Equipment 24,000 Cost of goods sold 52,400

Accounts payable 3,400 (food expense)

Delivery expense 1,600 Buildings 30,000

Salaries expense 4,500 Supplies 2,400
Salaries payable 900

In addition, the company had common stock of $30,000 at the beginning of the year
and issued an additional $3,000 during the year. The company also had retained
earnings of $16,200 at the beginning of the year.
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Required:
Prepare the income statement, statement of stockholders’ equity, and balance sheet for
Longhorn Corporation.

P1-4A Below are incomplete financial statements for Bulldog, Inc.

BULLDOG, INC. BULLDOG, INC.
Income Statement Statement of Stockholders’ Equity

Common Retained Total
Revenues $34,000 Stock Earnings  S. Equity
Expenses: Beginning balance $ 9,000 $6,000 $15,000
Salaries (a) Issuances 1,000 1,000
Advertising 5,000 Add: Net income (c) (c)
Utilities 3,000 Less: Dividends (2,000) (2,000)
Net income (b) Ending balance $10,000 $9,000 $19,000
BULLDOG, INC.
Balance Sheet
Assets Liabilities
Cash $ 3,000 Accounts payable (d)
Accounts receivable 2,000 Stockholders’ Equity
SUPP“eS 8,000 Common stock (e)
Equipment __9.000 Retained earnings ()
Total liabilities and
Total assets $22,000 stockholders’ equity (9)

Required:
Calculate the missing amounts.

P1-5A Cornhusker Company provides the following information at the end of 2012.

Cash remaining $ 3,800
Rent expense for the year 6,000
Land that has been purchased 20,000
Retained earnings ?
Utility expense for the year 3,900
Accounts receivable from customers 6,200
Service revenue earned during the year 32,000
Salary expense for the year 12,300
Accounts payable to suppliers 1,700
Dividends paid to shareholders during the year 2,200
Common stock that has been issued prior to 2012 15,000
Salaries owed at the end of the year 1,900
Insurance expense for the year 2,500

Required:

Prepare the income statement, statement of stockholders’ equity, and balance sheet for
Cornhusker Company on December 31, 2012. No common stock is issued during 2012,
and the balance of retained earnings at the beginning of 2012 equals $6,300.

P1-6A The four underlying assumptions of generally accepted accounting principles
are economic entity, monetary unit, periodicity, and going concern. Consider the four
independent situations below.

1. McAdam’s is a local restaurant. Due to a bad shipment of potatoes, several of the
company’s customers become ill, and the company receives considerable bad
publicity. Revenues are way down, several of its bills are past due, and the company
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is making plans to close the restaurant at the end of the month. The company
continues to report its assets in the balance sheet at historical (original) cost.

2. Uncle Sam’s Tax Services is owned and operated by Sam Martin. The company has
the usual business assets: land, building, cash, equipment, and supplies. In addition,
Sam decides to buy a boat for him and his family to enjoy on the weekends. Sam
includes the boat as an asset on the balance sheet of Uncle Sam’s Tax Services.

3. Tison International, a U.S.-based company, has operations in the United States
and in Europe. For the current year, the company purchased two trucks in the
United States for $10,000 and three trucks in Europe for €20,000 (euros). Because
of the differences in currencies, the company reported “Five Trucks” with no
corresponding amount in the balance sheet.

4. Trumpets Etc. sells specialty music equipment ranging from African bongo drums
to grand pianos. Because of the fluctuating nature of the business, management
decides to publish financial statements only when a substantial amount of activity
has taken place. Its last set of financial statements covered a period of 14 months,
and the set of financial statements before that covered a period of 18 months.

Required:
For each situation, indicate which of the underlying assumptions of GAAP is violated.
P1-7A Listed below are nine terms and definitions associated with the FASB’s Understand the
conceptual framework. components of the
FASB's conceptual
Terms Definitions framework (LO7)
1. Completeness a. Requires the consideration of the costs and
value of information.
2. Comparability b. Ability to make comparisons between firms.
3. Neutrality c. Comprehending the meaning of accounting
information.
4, Understandability d. Including all information necessary to report
the business activity.
5. Cost effectiveness e. The business will last indefinitely unless there
is evidence otherwise.
6. Verifiability f. Recording transactions only for the company.
7. Decision usefulness g. Implies consensus among different measures.
8. Economic entity assumption h. Accounting should be useful in making decisions.
9. Going concern assumption i. Accounting information should not favor a

particular group.

Required:
Pair each term with its related definition.

PROBLEMS: SET B & connect
|ACCOUNTING

P1-1B Below are typical transactions for Caterpillar Inc. Classify accounts (LO2)
Type of
Business Activity Transactions
1. Pay for advertising.
2. Pay dividends to stockholders.
3. Collect cash from customer for previous sale.
4, Purchase a building to be used for operations.
5. Purchase equipment.
6. Sell land.
7. Receive a loan from the bank by signing a note.
8. Pay suppliers for purchase of supplies.
9. Provide services to customers.
10. Invest in securities of another company.
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Assign business
transactions to account
classifications (LO2)

Prepare financial
statements (LO3)

Understand the format
of financial statements
and the link among
them (LO3)
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Required:

Indicate whether each transaction is classified as a financing, investing, or operating

activity.

P1-2B Account classifications include assets, liabilities, stockholders’ equity, dividends,

revenues, and expenses.

Account
Classifications Accounts Related Transactions
1. Cash Receive cash from customers.
2. Service revenue Provide services to customers.
3. Supplies Purchase supplies.
4. Buildings Purchase factory for
5. Advertising expense ~ operations.
6. Equipment Pay for cost of advertising.
7. Interest expense Purchase equipment for
8. Accounts payable operations.
9. Dividends Pay for cost of interest.
10. Notes payable Purchase supplies on credit.
Distribute cash to stockholders.
Borrow from the bank.
Required:

For each transaction, indicate whether the related account would be classified as an
(a) asset, (b) liability, or (c) stockholders’ equity to be reported in the balance sheet;

a (d) revenue or (e) expense to be reported in the income statement; or an (f) dividend
to be reported in the statement of stockholders’ equity.

P1-3B Gator Investments provides financial services related to investment selections,
retirement planning, and general insurance needs. For the current year, the company

reports the following amounts:

Advertising expense $ 32,500
Buildings 140,000
Salaries expense 64,100
Accounts payable 5,400
Cash 4,500

Service revenue $122,600
Interest expense 2,500
Utilities expense 14,500
Equipment 22,000
Notes payable 25,000

In addition, the company had common stock of $100,000 at the beginning of the year
and issued an additional $10,000 during the year. The company also had retained
earnings of $21,300 at the beginning of the year and paid dividends of $4,200.

Required:

Prepare the income statement, statement of stockholders’ equity, and balance sheet for

Gator Investments.

P1-4B Below are incomplete financial statements for Cyclone, Inc.

CYCLONE, INC. CYCLONE, INC.
Income Statement Statement of Stockholders’ Equity

Common Retained Total
Revenues (a) Stock Earnings S. Equity
Expenses: Beginning balance $13,000 $6,000 $19,000
Salaries $12,000 Issuances of stock (c) (c)
Rent 6,000 Add: Net income 4,000 4,000
Advertising 4,000 Less: Dividends (d) (d)
Net income (b) Ending balance $15,000 $7,000 $22,000
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CYCLONE, INC.
Balance Sheet

Assets Liabilities
Cash $ 1,000 Accounts payable $3,000
Supplies (e) Stockholders’ Equity
Lar.1d. 5,000 Common stock (9)
Building _15,000 Retained earnings
Total liabilities and
Total assets (f) stockholders’ equity (i)
Required:

Calculate the missing amounts.

P1-5B Tar Heel Corporation provides the following information at the end of 2012.

Salaries payable to workers at the end of the year $ 2,300
Advertising expense for the year 9,400
Building that has been purchased 70,000
Supplies at the end of the year 3,600
Retained earnings 36,000
Utility expense for the year 5,000
Note payable to the bank 20,000
Service revenue earned during the year 64,400
Salary expense for the year 25,700
Accounts payable to suppliers 6,700
Dividends paid to shareholders during the year (?)
Common stock that has been issued, including $5,000

that was issued this year 25,000
Cash remaining 4,200
Interest expense for the year 1,600
Accounts receivable from customers 12,200

Required:

Prepare the income statement, statement of stockholders’ equity, and balance sheet for
Tar Heel Corporation on December 31, 2012. The balance of retained earnings at the
beginning of the year equals $23,300.

P1-6B The four underlying assumptions of generally accepted accounting principles
are economic entity, monetary unit, periodicity, and going concern. Consider the
following four independent situations.

1. Fine Groceries has over 1,000 grocery stores throughout the Northwest. Approximately
200,000 customers visit its stores each day. Because of the continual nature of grocery
sales, the company does not publish an income statement. The company feels that it
has an indefinite life and a periodic report would mislead investors.

2. Pacific Shipping provides delivery of packages between the United States and
Japan. During the current year, the company delivered 3,000 packages for its U.S.
customers totaling $25,000 in revenue. For its Japanese customers, the company
delivered 1,000 packages totaling ¥1,000,000 (yen). The company’s income
statement indicates that total revenue equals 4,000 packages delivered with no
corresponding amount in the income statement.

3. Schuster Typewriter has provided some of the finest typewriters in town for the
past 50 years. Because of the advance of electronic word processors and computers,
customer demand has dwindled over the years to almost nothing in the current year
and the company can no longer pay its debts. For the most recent year, the company
reports its assets in the balance sheet at historical (original) cost.

Prepare financial
statements (LO3)

Identify underlying
assumptions of
GAAP (LO7)
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FASB's conceptual
framework (LO7)
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4. John Brewer Carpet specializes in the installation of carpet and wood flooring. The
company has the usual business expenses: salaries, supplies, utilities, advertising,
and taxes. John took his wife and two daughters to Disney World. John reported the
airfare and hotel expenses in the income statement of John Brewer Carpet.

Required:
For each situation, indicate which of the underlying assumptions of GAAP is violated.

P1-7B Listed below are several terms and definitions associated with the FASB’s
conceptual framework.

Terms Definitions
1. Predictive value a. Decreases in equity resulting from
2. Relevance transfers to owners.
3 Timeliness b. Business transactions are measured
4. Dividends using a common denominator.
. c. The indefinite life of a company can
5. Confirmatory value . .. .
. ) be broken into definite periods.
6. Falthf.ul .representatlon d. Tnformation helps in
7. — Materiality understanding prior activities.
8. Monetary unit assumption e. Agreement between a measure and
9. Periodicity assumption the phenomenon it represents.
f. Information arrives prior to the

decision.

g. Information is related to the
decision at hand.

h. Information is useful in predicting
the future.

i. Concerns the relative size of an
item and its effect on decisions.

Required:
Pair each term with its related definition.

For additional problems, visit www.mhhe.com/succeed for Problems: Set C.

Great Adventures
(The Great Adventures problem continues in each chapter.)

AP1-1 Tony Matheson plans to graduate from college in May 2012 after spending four
years earning a degree in sports and recreation management. Since beginning T-ball
at age five, he’s been actively involved in sports and enjoys the outdoors. Each summer
growing up, he and his father would spend two weeks at a father/son outdoor camp.
These fond memories are part of the reason he chose his major. He wants to remain
involved in these outdoor activities and provide others with the same adventures he
was able to share with his dad. He decides to start an outdoor adventure company.
However, he’s not sure he has the business background necessary to do this.

This is where Suzie Ramos can help. Suzie also plans to graduate in May 2012 with
a major in business. Suzie and Tony first met their sophomore year and have been
friends ever since as they share a strong interest in sports and outdoor activities.

They decide to name their company Great Adventures. They will provide clinics
for a variety of outdoor activities such as kayaking, mountain biking, rock climbing,
wilderness survival techniques, orienteering, backpacking, and other adventure sports.

Required:

1. What are the three primary forms of business organizations Tony and Suzie might
choose for Great Adventures? Explain the advantages and disadvantages of each.
Which form do you recommend for Great Adventures?
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2. Discuss some of the typical financing, investing, and operating activities that a
company like Great Adventures is likely to have.

3. What specific account names for assets, liabilities, stockholders’ equity, revenues,
and expenses would the company likely use to record its business transactions?

4. To report company performance, Suzie plans to prepare the four primary financial
statements. Explain the type of information provided by each statement.

American Eagle Outfitters, Inc.

AP1-2 Financial information for American Eagle is presented in Appendix A at the
end of the book.

Required:

1. Determine the amounts American Eagle reports for total assets, total liabilities, and
total stockholders’ equity in the balance sheet for the most recent year. Verify that
the basic accounting equation balances.

2. American Eagle refers to its income statement using another name. What is it?

3. Determine the amounts American Eagle reports for net sales and net income in its
income statement for the most recent year.

4. For investing activities, what are the largest inflows and largest outflows for the
most recent year reported in the statement of cash flows? For financing activities,
what are the largest inflows and largest outflows?

5. Who is the company’s auditor? (See the Report of Independent Registered Public
Accounting Firm.) What does the report indicate about the amounts reported in the
company’s financial statements?

The Buckle, Inc.

AP1-3 Financial information for The Buckle is presented in Appendix B at the end of
the book.

Required:

1. Determine the amounts The Buckle reports for total assets, total liabilities, and total
stockholders’ equity in the balance sheet for the most recent year. Verify that the
basic accounting equation balances.

2. The Buckle refers to its income statement using another name. What is it?

3. Determine the amounts The Buckle reports for net sales and net income in its
income statement for the most recent year.

4. For investing activities, what are the largest inflows and largest outflows for the
most recent year reported in the statement of cash flows? For financing activities,
what are the largest inflows and largest outflows?

5. Who is the company’s auditor? (See the Report of Independent Registered Public
Accounting Firm.) What does the report indicate about the amounts reported in the
company’s financial statements?

American Eagle Outfitters, Inc. vs. The Buckle, Inc.

AP1-4 Financial information for American Eagle is presented in Appendix A at the
end of the book, and financial information for The Buckle is presented in Appendix B
at the end of the book.

Required:

1. Which company reports higher total assets?

2. Which company reports higher total liabilities? Does this always mean this
company has a higher chance of not being able to repay its debt and declare
bankruptcy? Explain.

3. What relevant information do total assets and total liabilities provide to creditors
deciding whether to lend money to American Eagle versus The Buckle?
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4. Which company reports higher net income? Does this always mean this company’s
operations are more profitable? Explain.

5. What relevant information does net income provide to investors who are deciding
whether to invest in American Eagle versus The Buckle?

Ethics

AP1-5 Management has the responsibility of accurately preparing financial statements
when communicating with investors and creditors. Another group, auditors, serves
an independent role by helping to ensure that management has in fact appropriately
applied GAAP in preparing the company’s financial statements. Auditors examine
(audit) financial statements to express a professional, independent opinion. The
opinion reflects the auditors’ assessment of the statements’ fairness, which is
determined by the extent to which they are prepared in compliance with GAAP.

Suppose an auditor is being paid $1,000,000 by the company to perform the audit.
In addition, the company plans to pay the auditor $500,000 over the next year for
business consulting advice and another $200,000 for preparing its tax returns. The
auditor and management of the company have always shared a friendly relationship,
which partly explains the company’s willingness to give the auditor additional work
for $700,000.

Required:
How might an auditor’s ethics be challenged while performing an audit?

Internet Research

AP1-6 The purpose of this research case is to introduce you to the Internet home
pages of the Securities and Exchange Commission (SEC) and the Financial Accounting
Standards Board (FASB).

Required:

1. Access the SEC home page on the Internet (www.sec.gov). Under “About the
SEC,” choose “What We Do.” What is the mission of the SEC? Why was the SEC
created? What are the two objectives of the 1933 Securities Act? The 1934 Securities
Exchange Act established the SEC. What does the 1934 Act empower the SEC to
require?

2. Access www.sec.gov/investor/pubs/begfinstmtguide.htm. What are the four
main financial statements discussed by the SEC? What does each report? What
information is disclosed in the notes and management discussion and analysis
(MD&A)?

3. Access the FASB home page on the Internet (www.fasb.org). Select “Facts About
FASB.” Describe the mission of the FASB. What is the relation between the SEC and
the FASB?

4. Obtain a copy of the annual report of ConocoPhillips for the most recent year. You
can find the annual report at the company’s website (www.conocophillips.com)
in the investor information section or at the SEC’s website (www.sec.gov) using
EDGAR (Electronic Data Gathering, Analysis, and Retrieval). The SEC requires
that Form 10-K, which includes the annual report, be filed on EDGAR. Answer the
following questions:

(a) Did ConocoPhillips prepare the four financial statements discussed by the SEC?

(b) In the MD&A section, how does the company describe its business
environment?

(¢) Find the note disclosures to the financial statements. What does the disclosure
on segment information discuss?
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Written Communication

AP1-7 Maria comes to you for investment advice. She asks, “Which company’s stock
should I buy? There are so many companies to choose from and I don’t know anything
about any of them.”

Required:

Respond to Maria by explaining the two functions of financial accounting. Specifically
address the four financial statements reported by companies and the information
contained in each. Also explain the role of the auditor in the preparation of financial
statements. What advice can you give her about finding a company’s stock to buy?

Answers to the Self-Study Questions
1.b 2.d 3.¢ 4b 5a 6.c 7.b 8d 9.d 10.a
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Learning AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO:

Objectives B LO1 Identify the basic steps in measuring external transactions.
B LO2 Analyze the impact of external transactions on the accounting equation.

B LO3 Assess whether the impact of external transactions results in a debit or credit to
an account balance.

B LO4 Record transactions using debits and credits.
B LO5 Post transactions to T-accounts in the general ledger.
B LO6 Prepare a trial balance.
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WALMART: SHELVES OF BUSINESS TRANSACTIONS

Walmart opened its first store in Rogers, Arkansas, in 1962. By 1967, the company had increased
to 24 stores totaling $12,600,000 in sales, and the following year it expanded operations to
Missouri and Oklahoma. Today, Wal-Mart Stores, Inc. (the parent company) is the world’s
largest retailer with over $400,000,000,000 in sales. (That’s $400 billion!) With nearly 2 million
employees worldwide, it’s the largest private employer in the United States and Mexico and one
of the largest in Canada. Each year Walmart purchases from over 60,000 vendors merchandise
totaling $300 billion. More than 175 million customers visit Walmart stores each week.

With its huge numbers of financial transactions and relationships with customers, suppliers, employees, and
government agencies, Walmart poses a challenge to potential investors and lenders who need to understand
its financial position today. Obviously, its past performance represents a success story. Sam Walton, Walmart’s
founder, started his career at J. C. Penney in 1940, earning just $75 per month. In 2009, the Walton family’s net
worth totaled nearly $90 billion (www.forbes.comn). If you had invested $1,000 in Walmart in 1970 when it first
issued stock, your investment would have grown to more than $1 million by the end of 2009.

But is Walmart still a good investment? Would you want to invest $1,000 today? While the past provides
useful information, what is the current financial position of Walmart? What is its potential for the future? For
investors to fully understand the financial position and profitability of any company, a system must be in place
that can summarize and communicate thousands (or even billions) of economic events.

As you may realize by now, summarizing and communicating economic events is the role of financial
accounting. In this chapter, we review the process accountants use to identify, analyze, record, and summarize
economic events affecting a company’s financial position. Having a firm grasp of this process is key to your
understanding of financial accounting.
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H LO1

Identify the basic steps
in measuring external
transactions.
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MEASURING BUSINESS ACTIVITIES

In this chapter, we examine the accounting information process using a manual
accounting system. Most business enterprises use a computerized accounting sys-
tem due to the sheer volume of data they must process. Computerized data process-
ing is fast, accurate, and affordable. Our focus on a manual accounting information
system, though, will provide you an essential understanding of the basic model that
underlies the computerized programs.

This chapter provides a foundation for the remaining chapters. We'll consider
the measurement role of financial accounting and examine the process firms use
to identify, analyze, record, and summarize the external economic events affecting
their financial position.

Measurement of External Transactions

Recall from Chapter 1 that the two roles of financial accounting are to (1) measure
business activities of the company and (2) communicate those measurements to
external parties for decision-making purposes. The business activities, or transac-
tions, we want to measure and communicate are classified as either external or
internal. External transactions are transactions the firm conducts with a separate
economic entity. Examples are selling products to a customer, purchasing supplies
from a vendor, paying salaries to an employee, and borrowing money from a bank.
Internal transactions are events that affect the financial position of the company
but do not include an exchange with a separate economic entity. Examples are using
supplies on hand and earning revenues after having received cash in advance from
a customer. In this chapter, we focus on the measurement of external transactions.
We save internal transactions for Chapter 3.

7
L KEY POINT

External transactions are transactions between the company and separate eco-
nomic entities. Internal transactions do not include an exchange with a separate
economic entity.

Measuring external transactions is a six-step process, as outlined in Illustration
2-1. These steps are the foundation for the remaining chapters in this book. Make
sure you understand them before you proceed.

The first step in the measurement process involves gathering information about
a transaction. Source documents such as sales invoices, bills from suppliers, and
signed contracts provide information related to external transactions. These source
documents usually identify the date and nature of each transaction, the participat-
ing parties, and the monetary terms. For example, a sales invoice might identify the
date of sale, the customer, the specific items sold, the dollar amount of the sale, and
the payment terms.

Companies record the effects of transactions in accounts. An account provides a
summary of the effects of all transactions related to a particular item over a period
of time. For instance, asset accounts include Cash, Supplies, and Equipment. All
transactions affecting cash are summarized in the Cash account; all transactions
affecting supplies are summarized in the Supplies account; and so on. Examples of
liability accounts include Accounts Payable, Salaries Payable, Utilities Payable, and
Taxes Payable. Stockholders’ equity accounts include Common Stock and Retained
Earnings. A list of all account names used to record transactions of a company is
referred to as the chart of accounts. (Later in the chapter, we'll see a preliminary
chart of accounts. A comprehensive chart of accounts provided at the back of the
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ILLUSTRATION 2-1

Debit Six Steps in Measuring
A - L+ SE or External Transactions
= Credit?
— —
STEP 1 STEP 2 STEP 3
Use source documents Analyze the impact of Assess whether the
to identify accounts the transaction on the transaction results in a
affected by an accounting equation debit or a credit to
external transaction the account balance
Account
Debits Credits
Debits Credits
Ending Balance
STEP 6 . SIHEESS e "STEP 4
Prepare a Post the transaction Record the

to the T-account in transaction

the general ledger

trial balance

book includes all accounts used in the book. Keep this handy for reference through-
out the course.)

In this chapter and throughout the remainder of the book, you'll learn how to
compute the balance of each account and eventually use these account balances
to prepare the financial statements introduced in Chapter 1. But first, let’s work
through steps 2-6 of the measurement process to see how external business trans-
actions are summarized in account balances.

y 77
@ KEY POINT

= The six-step measurement process (Illustration 2-1) is the foundation of financial
accounting.

Effects of Transactions on the
Basic Accounting Equation

The activities we want to record are those that affect the financial position of the m LO2

company. That means they affect the accounting equation you learned about in Analyze the impact of
Chapter 1. Remember, the basic accounting equation shows that resources of the external transactions
company (asset accounts) are equal to claims to those resources by creditors (liabil- ©°" the accounting

ity accounts) and owners (stockholders’ equity accounts). equation.

Assets = Liabilities + Stockholders’ Equity
| — N ~ J

(resources) (claims to resources)

The basic accounting
equation

When Walmart borrows cash from a bank, its financial position is affected
because assets (cash) increase and liabilities (the loan payable to the bank) increase.
So, Walmart records that event in its accounting records. On the other hand, when
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Walmart hires Ralph as a front-door greeter, that action doesn’t change the compa-
ny’s assets, liabilities, or stockholders’ equity; Walmart’s financial position is unaf-
fected the day Ralph is hired, and until he begins work. Yes, Walmart hopes that
hiring Ralph will favorably affect its financial position in the future, but the hiring
itself does not.

Recall that the basic accounting equation must always remain in balance: The
left side (assets) equals the right side (liabilities plus stockholders’ equity). Each
transaction will have a dual effect. If an economic event increases one side of the
equation, then it also increases the other side of the equation by the same amount.
That’s what happens, for example, when Walmart borrows cash.

Sometimes, though, a transaction will not affect the rotal of either side. Let’s
say Wendy’s buys new cash registers for its stores, paying cash. One asset (equip-
ment) goes up; another asset (cash) goes down by the same amount. There’s no
change to assets as a whole. The accounting equation remains in balance. You can
tell whether a transaction affects the accounting equation by considering its impact
on the company’s total resources—its total assets.

As the balance in an account changes, we record the increase or decrease in that
specific account. Let’s say we have $50,000 in cash. That’s the balance in the Cash
account. Now say a transaction causes cash to increase by $1,000. The balance in
the Cash account is now $51,000.

To see the effect of each transaction, ask yourself these questions:

1. “What is one account in the accounting equation affected by the
transaction? Does that account increase or decrease?”

2. “What is a second account in the accounting equation affected by the
transaction? Does that account increase or decrease?”

After noting the effects of the transaction on the accounting equation, ask your-
self this:

3. “Do assets equal liabilities plus stockholders’ equity?”

The answer to the third question must be “yes.” At least two accounts will
be affected by every transaction or economic event. While some economic
events will affect more than two accounts, most events we record affect only two
accounts.

The best way to understand the impact of a transaction on the accounting equa-
tion is to see it demonstrated by a few examples. Let’s return to the Eagle Golf
Academy from Chapter 1. Illustration 2-2 (next page) summarizes the external
transactions for Eagle in January, the first month of operations. (You may also want
to refer back to the financial statements in Illustrations 1-6, 1-8, and 1-9 to remind
yourself how the transactions will eventually be reported.) Note that business activ-
ities usually occur in this same order for a new company—obtain external financ-
ing, use those funds to invest in long-term productive assets, and then begin normal
operations. We discussed these business activities in Chapter 1.

On the following pages, we discuss the impact of these 10 transactions on the
accounting equation.

TRANSACTION (1): ISSUE COMMON STOCK

To begin operations, Eagle Golf Academy needs cash. To generate cash from exter-
nal sources, Eagle sells shares of common stock for $25,000. Let’s reflect on this for a
moment. Imagine being the sole owner of Eagle Golf Academy. To get your business
going, you take $25,000 from your personal funds and invest it in your business.
Although your personal cash decreased, the cash of your company increased, and so
did your equity or ownership interest in the company’s assets. Now, imagine instead
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Transaction Date External Transactions in January Type of Activity

(1) Jan. 1 Sell shares of common stock for $25,000 Financing
to obtain the funds necessary to start the
business.

(2) Jan. 1 Borrow $10,000 from the local bank and sign Financing
a note promising to repay the full amount of
the debt in three years.

(3) Jan. 1 Purchase equipment necessary for giving golf Investing
training, $24,000 cash.

(4) Jan. 1 Pay one year of rent in advance, $6,000 ($500 Operating
per month).

(5) Jan. 6 Purchase supplies on account, $2,300. Operating

(6) Jan. 12 Provide golf training to customers for cash, Operating
$3,600.

(7) Jan. 17 Provide golf training to customers on account, Operating
$2,500.

(8) Jan. 23 Receive cash in advance for 10 golf training Operating
sessions to be given in the future, $600.

9) Jan. 28 Pay salaries to employees, $2,800. Operating

(10) Jan.30  Pay cash dividends of $200 to shareholders. Financing

that the company is organized as a corporation and that by investing $25,000 in it

you are becoming one of its many stockholders or owners.

Eagle Golf Academy

Stock Certificate

It’s time to ask the three questions we asked earlier:

1. “What is one account in the accounting equation affected by the
transaction? Does that account increase or decrease?”

Answer: Cash. Cash is a resource owned by the company, which makes it an
asset. The company receives cash from you, so cash and total assets increase
by $25,000.

2. “What is a second account in the accounting equation affected by the
transaction? Does that account increase or decrease?”

Answer: Common Stock. Common Stock is a stockholders’ equity account.
Issuing common stock to you in exchange for your $25,000 increases the
amount of common stock owned by stockholders, so common stock and total
stockholders’ equity both increase.

Issuing common stock for cash increases both sides of the accounting equation:

Assets

= Liabilities + Stockholders’ Equity

Cash f +$25,000

Common Stock? +$25,000
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ILLUSTRATION 2-2

External Transactions
of Eagle Golf Academy

(1) Issue common stock

TRANSACTION (1)

Initial investment of
$25,000 by stockholders
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(2) Borrow from bank

TRANSACTION (2)

Borrow $10,000 from
the bank and sign a
long-term note

CHAPTER 2 The Accounting Information System

3. “Do assets equal liabilities plus stockholders’ equity?”

Answer: Yes.

Note that the accounting equation balances. If one side of the equation increases,
so does the other side. We can use this same series of questions to understand the
effect of any business transaction. Let’s try another one.

-7 | COMMON MISTAKE

It's sometimes tempting to decrease cash as a way of recording an investor’s initial
investment. However, we account for transactions from the company’s perspective,
and the company received cash from the stockholder—an increase in cash.

TRANSACTION (2): BORROW FROM THE BANK

Seeking cash from another external source, Eagle Academy borrows $10,000 from
the bank and signs a note promising to repay it in the future.

D

Bank

0

oo

<

Eagle Golf Academy

1. “What is one account in the accounting equation affected by the
transaction? Does that account increase or decrease?”

Answer: Cash. Cash is a resource owned by the company, which makes it an
asset. The company receives cash, so cash and total assets increase.

2. “What is a second account in the accounting equation affected by the
transaction? Does that account increase or decrease?”

Answer: Notes Payable. Notes payable represent amounts owed to creditors
(the bank in this case), which makes them a liability. The company incurs debt
when signing the note, so notes payable and total liabilities increase.

Borrowing by signing a note causes both assets and liabilities to increase:

Assets = Liabilities + Stockholders’ Equity

Cashf +$10,000 = NotesPayabIef +$10,000

3. “Do assets equal liabilities plus stockholders’ equity?”

Answer: Yes.

After these two transactions, the accounting equation remains in balance. The
total resources of the company equal $35,000. Creditors’ claims to those resources
total $10,000, and the remaining resources of $25,000 were provided by stockhold-
ers. Illustration 2-3 summarizes the effects of the two financing activities we've
analyzed so far.
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Assets = Liabilities + Stockholders’ Equity

Financing Activities:

(1) Cash f +$ 25,000 Common Stock f +$ 25,000
(2) Cash * +$ 10,000 Notes Payable* +$ 10,000

Total $35,000 = $10,000 + $25,000

Regardless of the number of transactions occurring during the period, the
accounting equation always must remain in balance. For brevity, we do not address
the three-question process for Eagle’s remaining eight transactions, but you should
ask yourself those questions until you feel comfortable with the process.

7z
N KEY POINT

After each transaction, the accounting equation must always remain in balance. In
other words, assets must always equal liabilities plus stockholders’ equity.

TRANSACTION (3): PURCHASE EQUIPMENT

Once Eagle obtains financing by issuing common stock and borrowing from the
bank, the company can invest in long-term assets necessary to operate the business.

Tew' )

—

Eagle Golf Academy

Supplier

Buying equipment from a supplier causes one asset to increase and another asset
to decrease:

Assets = Liabilities + Stockholders’ Equity

Equipment* +$24,000
Cash+ —$24,000

Notice that purchasing one asset (equipment) with another asset (cash) has no
effect on the category totals in the accounting equation. One asset increases, while
another asset decreases. Once we add transaction (3) to the accounting equation, we
see in Illustration 2-4 (next page) that the accounting equation remains in balance.

TRANSACTIONS (4) AND (5): INCUR COSTS FOR RENT AND SUPPLIES

Eagle Academy now engages in some operating transactions: It pays one year of rent
in advance, $6,000, and purchases supplies on account, $2,300. Because the rent paid
is for occupying space in the future, we don’t want to record it as an expense imme-
diately. Instead, we record it as an asset representing the right to occupy the space in
the future. We call the asset prepaid rent and, as we discuss later in the course, we'll
report this amount as expense over the next 12 months, as the time we've prepaid
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ILLUSTRATION 2-3

Summary of Initial
Financing Transactions
of Eagle Golf Academy

(3) Purchase equipment

TRANSACTION (3)

Purchase equipment
with cash, $24,000
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ILLUSTRATION 2-4 Assets = Liabilities + Stockholders’ Equity
Summary of Initial Financing Activities:
Financing and Common
Investing Transactions (1) Cash f +$25,000 Stock % +$ 25,000
of Eagle Golf Academy Notes

(2) Cash f +$ 10,000 Payable f +$ 10,000

Subtotal $35,000 = $10,000 + $25,000

Investing Activities:

(3) Equipment f +$24,000

Cash ‘ —$24,000
Total $35,000 = $10,000 + $25,000

expires. Other common examples of prepaid assets include prepaid insurance and
prepaid advertising. These items often are purchased prior to their use.

Rental Space

ee——
]

(4) Incur costs for rent

Eagle Golf Academy 4
= Landlord

Purchasing rent in advance causes one asset to increase and one asset to decrease:

TRANSACTION (4) Assets = Liabilities + Stockholders’ Equity

Pay one year of rent in Prepaid Rent f +$6 000
advance, $6,000 repaic Ten 6.

Cash + —$6,000

Next, Eagle purchases supplies with the promise to pay cash in the future. This
promise creates a liability. We refer to a liability of this type, in which we purchase
something on account, as an account payable.

(5) Incur costs for

supplies
Eagle Golf Academy
Purchasing supplies with the promise to pay cash in the future causes an asset
(supplies) to increase and also causes a liability (accounts payable) to increase:
TRANSACTION (5) Assets = Liabilities + Stockholders’ Equity
Purchase supplies on Supplies $ +%$2,300 = Accounts Payable* +%$2,300

account, $2,300
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Effects of Transactions on the
Expanded Accounting Equation

To better understand how revenues increase stockholders’ equity, let’s expand the
accounting equation. As discussed in Chapter 1, we can divide stockholders’ equity
into its two components—common stock and retained earnings. Common stock
represents investments by stockholders. Retained earnings represents net income
earned over the life of the company that has not been distributed to stockholders as
dividends. Both of these amounts represent stockholders’ claims to the company’s
resources. Next, we can split retained earnings into its three components—revenues,
expenses, and dividends. Illustration 2-5 presents the expanded accounting equa-
tion, which shows these components.

ILLUSTRATION 2-5

Basic
Assets = Liabilities + Stockholders’ Equity Accounting Expan'ded Accounting
Equation Equation
Common + Retained
Stock Earnings

;/T\« Expanded

Revenues—Expenses —Dividends

N J
Y

Net Income

Be sure to notice the effects of revenues, expenses, and dividends on retained
earnings (and therefore on total stockholders’ equity) in the expanded accounting
equation:

1. We add revenues to calculate retained earnings. That’s because revenues
increase net income, and net income increases stockholders’ claims to
resources. Therefore, an increase in revenues has the effect of increasing
stockholders’ equity in the basic accounting equation.

2. We subtract expenses and dividends to calculate retained earnings. Expenses
reduce net income, and dividends represent a distribution of net income to
stockholders. Both expenses and dividends reduce stockholders’ claims to
the company’s resources. Therefore, an increase in expenses or dividends
has the effect of decreasing stockholders’ equity in the basic accounting
equation.

7R
VLY KEY POINT

The expanded accounting equation demonstrates that revenues increase retained
earnings while expenses and dividends decrease retained earnings. Retained earn-
ings is a component of stockholders’ equity.

TRANSACTIONS (6) AND (7): PROVIDE SERVICES TO CUSTOMERS

To see an example of how revenue affects the expanded accounting equation, let’s
look at the two revenue transactions for Eagle Golf Academy. In transaction (6),
Eagle provides golf training to customers who pay cash at the time of the service,
$3,600.
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(6) Provide golf training
for cash

TRANSACTION (6)

Provide golf training
to customers for cash,
$3,600

(7) Provide golf training
on account

CHAPTER 2 The Accounting Information System

Training

Eagle Golf Academy

Customers

Providing training to customers for cash causes both assets and stockholders’
equity to increase:

Assets = Liabilities + Stockholders’ Equity
Common Retained
Stock Earnings

Cash f +$3,600 +$3,600 -

Revenues — Expenses — Dividends

Service
Revenuef

Notice that an increase in Service Revenue (f) increases stockholders’ equity by
increasing the Retained Earnings account (+$3,600). Therefore, the basic account-
ing equation remains in balance (Assets = Liabilities + Stockholders’ Equity).

As shown in Hlustration 2-5, revenues are a component of retained earnings.
When a company earns revenue, the amount of retained earnings (or net income)
in the business increases. We can increase retained earnings by increasing its reve-
nue component. Stated another way, an increase in revenues increases net income,
which increases retained earnings, which increases total stockholders’ equity:

Net Retained Stockholders’
Revenues Income Eamings Equity

A T T ¥
In transaction (7), other customers receive golf training but promise to pay
$2,500 cash at some time in the future. The fact that some customers do not pay
cash at the time of the service doesn'’t prevent Eagle from recording revenue. Eagle
has earned the revenue by providing services. In addition, the right to receive cash
from a customer is something of value the company owns, and therefore is an asset.

When a customer does not immediately pay for services with cash, we traditionally
say the services are performed “on account,” and we record an account receivable.

Training

Eagle Golf Academy

Customers

’

Providing services to customers on account causes both assets and stockholders
equity to increase:
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Assets = Liabilities + Stockholders’ Equity
Common Retained
Stock Earnings
Accounts +$2,500 = +%$2,500 -
Receivable *

Revenues — Expenses — Dividends

Service
Revenue %

TRANSACTION (8): RECEIVE CASH IN ADVANCE FROM CUSTOMERS

Companies sometimes receive cash in advance from customers. Let’s assume that
Eagle receives $600 from customers for golf training to be provided later. In this
case, Eagle cannot now report revenue from training because it has yet to provide
the training to earn those revenues. Instead, the advance payment from customers
creates an obligation for the company to perform services in the future. This future
obligation is a liability (or debt), most commonly referred to as unearned revenue.

1(( F“

I

Eagle Golf Academy

0

oo

<

Customers

Training

Receiving cash in advance causes both assets and liabilities to increase:

Assets = Liabilities + Stockholders’ Equity
Common Retained
Stock Earnings

Unearned
Cash* +%$600 = Revenue * +$600

Revenues — Expenses — Dividends

)
¥§,J COMMON MISTAKE

Don'’t let the account name fool you. Even though the term revenue appears in the
account title for unearned revenue, this is not a revenue account. Unearned indi-
cates that the company has yet to earn this revenue and therefore is still obligated
to provide the service in the future. This current obligation creates a liability.

TRANSACTION (9): INCUR COSTS FOR SALARIES

Companies incur a variety of expenses in generating revenues. Eagle Academy
incurs salaries expense of $2,800.

Eagle Golf Academy
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TRANSACTION (7)

Provide golf training to
customers on account,

$2,500

(8) Receive cash in
advance

TRANSACTION (8)

Receive cash in
advance from
customers, $600

(9) Incur salary costs
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TRANSACTION (9)

Pay salaries to workers,
$2,800

(10) Pay dividends

TRANSACTION (10)

Pay dividends to
stockholders, $200

CHAPTER 2 The Accounting Information System

Paying salaries for the current period causes assets and stockholders’ equity to
decrease:

Assets = Liabilities + Stockholders’ Equity

Common n Retained
Stock Earnings

Cash‘ —$2,800 = —$2,800 -

Revenues — Expenses — Dividends

Salaries
Expense f

Notice that an increase in Salaries Expense (f) results in a decrease in Retained
Earnings (—$2,800). As a result, the accounting equation remains in balance, with
both sides decreasing by $2,800. The concept of expenses flowing into retained
earnings is the same concept that we see in transactions (6) and (7) where revenues
also flow into retained earnings, but in the opposite direction. Expenses reduce net
income and therefore reduce the amount of retained earnings, a stockholders’
equity account. Stated another way, an increase in expenses decreases net income,
which decreases retained earnings, which decreases total stockholders’ equity:

Net Retained Stockholders’
Expenses Income Eamings Equity

S R D

Beyond salaries expense, companies have a number of other expenses. Most
expense accounts are labeled with the expense title. For instance, common expense
accounts include Supplies Expense, Utilities Expense, Rent Expense, Advertising
Expense, Interest Expense, and Insurance Expense.

TRANSACTION (10): PAY DIVIDENDS

The final financing transaction of Eagle Golf Academy for the month is the pay-
ment of a $200 cash dividend to stockholders. Recall from the previous chapter that
a dividend represents a payment of cash to the owners (stockholders) of the com-
pany. Normally a company wouldn’t pay dividends after only a month in business,
but we make this assumption here for purposes of illustration.

Reduced Claims to
Company’s Resources

Investors

Eagle Golf Academy

Paying dividends causes assets and stockholders’ equity to decrease:

Assets = Liabilities + Stockholders’ Equity
Common Retained
Stock Earnings

Cash+ -$200 = —$200

Revenues — Expenses — Dividends

Dividendsf
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Like expenses, dividends reduce retained earnings, but dividends are not
expenses. Instead, dividends are distributions of part of the company’s net income
to the owners, reducing the amount of earnings that have been retained in the busi-
ness. Therefore, an increase in Dividends (f) results in adecrease in Retained Earnings
(—$200). The accounting equation remains in balance, with both sides decreasing
by $200. Because retained earnings is a stockholders’ equity account, when retained
earnings decreases, so does stockholders’ equity.

Retained Stockholders’
Dividends Eamings Equity

S |

=
¥ COMMON MISTAKE

Students often believe a payment of dividends to owners increases stockholders’
equity. Remember, you are accounting for the resources of the company. While
stockholders have more personal cash after dividends have been paid, the company
in which they own stock has fewer resources (less cash).

Illustration 2-6 summarizes all 10 of the month’s transactions we just analyzed
for Eagle Golf Academy.

Assets = Liabilities + Stockholders’ Equity ILLUSTRATION 2-6
Financing Activities: Summary of All 10
1 Cash f $ 25000 gomlinon f $ 25000 External Transactions
(1) Cas t$29, Not pos +$25, of Eagle Golf Academy
otes

(2) Cash f +$ 10,000 Payablef +$ 10,000
Subtotal $35,000 = $10,000 + $25,000
Investing Activities:
(3) Equipmentf +$ 24,000

Cash + -$ 24,000
Subtotal $35,000 = $10,000 + $25,000
Operating Activities:
(4) Prepaid

Rent $ +$ 6,000

Cash$ —-$ 6,000

Accounts
(5) Supplies* +$ 2,300 Payable * +$ 2,300
Service

(6) Cash $ +$ 3,600 Revenue $ +$ 3,600
(7) Accounts Service

Receivableﬁ +$ 2,500 Revenuef +$ 2,500

Unearned
(8) Cash f +$ 600 Revenue f +$ 600
Salaries

(9) Cash $ —-$ 2,800 Expense f —-$ 2,800
Subtotal $41,200 = $12,900 + $28,300
Financing Activity:
(10) Cash + -$ 200 Dividends f -$ 200

Total $41,000 = $12,900 + $28,100
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Let's Review

Suggested Homework:
BE2-2, BE2-3;

E2-2, E2-3, E2-4;
P2-1A&B, P2-2A&B

Bogey Incorporated has the following transactions during May:

May 1 Purchase a storage building by obtaining a loan of $5,000.
May 6 Provide services on account to customers, $1,800.

May 12 Pay $1,200 cash for advertising in May.

May 17 Repay $1,000 of the amount borrowed on May 1.

May 25 Purchase office supplies for $800 cash.

Required:
Indicate how each transaction affects the accounting equation.
Solution:
Assets = Liabilities + Stockholders’ Equity
May 1 +$5,000 +$5,000
May 6 +$1,800 +$1,800
May 12 —$1,200 —$1,200
May 17 —$1,000 —$1,000
May 25 +$ 800
-$ 800
+$4,600 = +$4,000 + +$ 600

PART B

N LO3

Assess whether the
impact of external
transactions results in
a debit or credit to an
account balance.

ILLUSTRATION 2-7
T-Account Format

DEBITS AND CREDITS

As we saw in the previous section, external transactions have the effect of increas-
ing or decreasing account balances. While the terms increase and decrease are
well understood, accountants more often use the terms debit and credit to indicate
whether an account balance has increased or decreased. Here, we introduce those
terms, discuss their effect on account balances, and show how we record transac-
tions using debits and credits.

Effects on Account Balances in the
Basic Accounting Equation

You will need to learn how to increase and decrease account balances using the
terms debit and credit because that’s the language of accounting. Although debit
and credit are derived from Latin terms, today debit simply means “left” and credit
means “right.” Their use dates back to 1494 and a Franciscan monk by the name of
Luca Pacioli. It is easy to visualize the use of these directional signals by means of
an accounting convention called a “T-account.”

A T-account is a simplified presentation of an account, in the shape of the letter T.
Across the top, we show the account title. On the two sides created by the vertical rule,
we record debits and credits, as Ilustration 2—7 shows. The left side of the T-account
is the debit column. The right side is the credit column.

Account Title
Debit Credit
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The effect that debits and credits have on various accounts depends on the nature
of the specific account. Illustration 2-8 summarizes the effects that debits and cred-
its have on the accounts in the basic accounting equation.

Assets = Liabilities + Stockholders’ Equity
Debit | Credit Debit | Credit Debit | Credit

LN A BN S AW

We refer to increases in accounts on the left side of the accounting equation—
assets—as debits. Just the opposite is true for accounts on the right-hand side of
the accounting equation: We refer to increases in liabilities and stockholders’
equity as credits.

The rules reverse for decreases in accounts: Assets decrease with a credit. Liabili-
ties and stockholders’ equity decrease with a debit.

-7  COMMON MISTAKE
Students sometimes hear the phrase “assets are the debit accounts” and believe it
indicates that assets can only be debited. This is incorrect! Assets, or any account,
can be either debited or credited. Rather, this phrase indicates that debiting the
asset account will increase the balance, and that an asset account normally will
have a debit balance. Similarly, the phrase “liabilities and stockholders’ equity are
the credit accounts” does not mean that these accounts cannot be debited. They
will be debited when their balances decrease. Rather, the phrase means that credit-
ing the liabilities and stockholders’ equity accounts increases their balances, and
they normally will have a credit balance.

7R
WK% KEY POINT

For the basic accounting equation (Assets = Liabilities + Stockholders’ Equity),
accounts on the left side are increased with debits. Accounts on the right side are
increased with credits. The opposite is true to decrease any of these accounts.

Now, let’s look again at the transactions of Eagle Golf Academy, but this time
using debits and credits rather than increases and decreases to record the account
changes. As we do, ask yourself these three questions for each transaction:

1. “Is there an increase or decrease in the first account involved in the
transaction? Should I record that increase or decrease with a debit or a
credit?”

2. “Is there an increase or decrease in the second account involved in the
transaction? Should I record that increase or decrease with a debit or a
credit?”

3. “Do total debits equal total credits?”

The answer to this last question must be “yes.”

Recall our first example: Eagle issues common stock for cash of $25,000 in
transaction (1).

67

ILLUSTRATION 2-8
Debit and Credit
Effects on Accounts in
the Basic Accounting
Equation
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TRANSACTION (1)

Initial investment
of $25,000 by
stockholders

TRANSACTION (2)

Borrow $10,000 from
the bank and sign a
long-term note

CHAPTER 2 The Accounting Information System

Assets = Liabilities + Stockholders’ Equity
Cash f +$25,000 = Common Stock% +$25,000
Cash Common Stock
Debit Credit Debit Credit
25,000 25,000

1. “Is there an increase or decrease in the first account involved in the
transaction? Should I record that increase or decrease with a debit or
a credit?”

Answer: Cash increases. Cash is an asset, and assets have a debit balance.
We record an increase in cash with a debit to the Cash account.
2. “Is there an increase or decrease in the second account involved in the

transaction? Is that increase or decrease recorded with a debit or a credit?”

Answer: Common Stock increases. Common Stock is a stockholders’ equity
account, and stockholders’ equity has a credit balance. We record an increase
in common stock with a credit to the Common Stock account.

3. Do total debits equal total credits?

Answer: Yes.
The bank borrowing of $10,000 in transaction (2) has the following effects:

Assets = Liabilities + Stockholders’ Equity
Cash % +$10,000 = Notes Payable % +$10,000
Cash Notes Payable
Debit Credit Debit Credit
10,000 10,000

1. “Is there an increase or decrease in the first account involved in the
transaction? Should I record that increase or decrease with a debit or a
credit?”

Answer: Cash increases. Cash is an asset, and assets have a debit balance. We
record an increase in cash with a debit to the Cash account.

2. “Is there an increase or decrease in the second account involved in the
transaction? Should I record that increase or decrease with a debit or a
credit?”

Answer: Notes Payable increases. Notes payable are liabilities, and liabilities
have a credit balance. We record an increase to notes payable with a credit to
the Notes Payable account.

3. Do total debits equal total credits?

Answer: Yes.

To record a decrease in an account, see transaction (3), in which Eagle pays cash
to purchase equipment. Recall that this transaction results in an increase in equip-
ment and a decrease in cash, both asset accounts.
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Assets = Liabilities + Stockholders’ Equity

Equipment f +$24,000
Cash % —$24,000
Equipment

Debit Credit
24,000

Cash
Debit Credit
24,000

1. “Is there an increase or decrease in the first account involved in the
transaction? Should I record that increase or decrease with a debit or
a credit?”

Answer: Equipment increases. Equipment is an asset, and assets have a debit
balance. We record an increase in equipment with a debit to the Equipment
account.

2. “Is there an increase or decrease in the second account involved in the
transaction? Should I record that increase or decrease with a debit or
a credit?”

Answer: Cash decreases. Cash is an asset, and assets have a debit balance.
We record a decrease in cash with a credit to the Cash account.

3. Do total debits equal total credits?

Answer: Yes.

Effects on Account Balances in the
Expanded Accounting Equation

Remember that accounts on the left side of the accounting equation (assets) increase
with debits or the left side of an account. Accounts on the right side of the account-
ing equation (liabilities and stockholders’ equity) increase with credits or the right
side of an account. This was demonstrated in Illustration 2-8.

As we discussed previously in Illustration 2-5, we can expand the basic account-
ing equation to include the components of stockholders’ equity (common stock and
retained earnings) and the components of retained earnings (revenues, expenses,
and dividends). Because common stock and retained earnings are part of stock-
holders’ equity, it follows directly that we increase both with a credit. We saw this
demonstrated for transaction (1) in the section above: Common stock increased, so
we credited that account.

Revenues increase retained earnings (“there’s more to keep”). Retained Earn-
ings is a credit account, so we increase revenues with a credit. Expenses, on the
other hand, decrease retained earnings (“there’s less to keep”). Thus, we do the
opposite of what we do with revenues: We increase expenses with a debit. A debit
to an expense is essentially a debit to Retained Earnings, decreasing the
account. Similarly, dividends decrease retained earnings, so we also record an
increase in dividends with a debit. In Illustration 2-9 (next page) we show the
effects of debits and credits on the components of stockholders’ equity in the
expanded accounting equation.

TRANSACTION (3)

Purchase equipment
with cash, $24,000
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ILLUSTRATION 2-9 Debit and Credit Effects on Accounts in the Expanded Accounting Equation

Assets = Liabilities + Stockholders’ Equity
Debit | Credit Debit | Credit Debit | Credit

by Y

Common Stock + Retained Earnings

Debit | Credit Debit | Credit

Ve Vi
g

Revenues - Expenses  — Dividends

\ -

Debit | Credit Debit | Credit Debit | Credit

AEIEIAAE A

>
Net Income

7
Y& KEY POINT

The Retained Earnings account is a stockholders’ equity account that normally has
a credit balance. The Retained Earnings account has three components—revenues,

expenses, and dividends. Revenues increase the balance of retained earnings.

Expenses and dividends decrease the balance of retained earnings. Therefore, we
increase revenues with a credit (similar to retained earnings) and increase expenses

and dividends with a debit (opposite of retained earnings).

To see an example of the revenue, expense, and dividend components of retained
earnings, let’s refer back to transactions (6), (9), and (10) for Eagle Golf Academy:
When providing services to customers for cash, in transaction (6), the company
earns revenue. The impact of this revenue transaction on the related accounts is

shown below.

TRANSACTION (6) Assets = Liabilities + Stockholders’ Equity

Provide training to Common Retained

-+

customers for cash, Stock Earnings
$3,600 Cash? +83,600 = +$3,600
Revenues — Expenses — Dividends
Service
Revenue *
Cash Service Revenue

3,600 3,600
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Paying workers’ salaries for the current period in transaction (9) represents an
expense and looks like this:

Assets = Liabilities + Stockholders’ Equity TRANSACTION (9)

Common Retained Pay salaries to workers,
Stock Earnings $2,800

Cash * —$2,800 = —$2,800

Revenues — Expenses — Dividends

Salaries
Expensef

Cash Salaries Expense
Debit Credit Debit | Credit
2,800 2,800

Eagle will record the payment of dividends in transaction (10) as:

Assets = Liabilities + Stockholders’ Equity TRANSACTION (10)
Commlc(:n :etal.ned Pay dividends to
Stoc arnings stockholders, $200
Cash * —$200 = —-$200

Revenues — Expenses — Dividends

Dividends f

Cash Dividends
Debit Credit Debit | Credit
200 200

In the last two transactions, both expenses and dividends are increasing. These
accounts have debit balances, so we increase their account balances with debits.
However, retained earnings (a component of stockholders’ equity) has a credit bal-
ance. A debit to an expense or a debit to Dividends is the same as a debit to Retained
Earnings, reducing the balance of stockholders’ equity.

S @ Accounting B s @ Decision Point
information

How much profit has a Retained earnings The balance of retained
company earned over its earnings provides a record
lifetime for its owners and of all revenues and expenses
retained for use in the (which combine to make net
business? income) less dividends over

the life of the company.

Illustration 2-10 (next page) provides a simple memory aid that can help you
remember debits and credits. Remember the acronym DEALOR and you'll be able
to recall the effect that debits and credits have on account balances.
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ILLUSTRATION 2-10

Effects of Debit
and Credit on Each
Account Type

Common Terms Another
common name for
stockholders’ equity is
owners’ equity, since
stockholders are the
owners of a corporation.
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DEALOR
Dividends | Liabilities
Expenses | Owners’ equity
Assets Revenues
Debit and Credit Rules:  Debit f Debit*
Credit+ Creditf

The three accounts on the left, or debit, side of DEALOR—Dividends, Expenses,
and Assets—increase with a debit. The three accounts on the right, or credit,
side—Liabilities, Owners’ (stockholders’) equity, and Revenues—increase with a
credit.

Let’s Review

Bogey Incorporated has the following transactions during May:

May 1 Purchase a storage building by obtaining a loan of $5,000.
May 6 Provide services on account to customers, $1,800.

May 12 Pay $1,200 cash for advertising in May.

May 17 Repay $1,000 of the amount borrowed on May 1.

May 25 Purchase office supplies for $800 cash.

Required:

For each transaction, (1) identify the two accounts involved, (2) the type of account,
(3) whether the transaction increases or decreases the account balance, and
(4) whether the increase or decrease would be recorded with a debit or credit.

Solution:
(3)
(1) (2) Increase or (4)
Date Accounts Involved Account Type Decrease Debit or Credit
May 1 Buildings Asset Increase Debit
Notes Payable Liability Increase Credit
May 6 Accounts Receivable Asset Increase Debit
Service Revenue Revenue Increase Credit
May 12 Advertising Expense Expense Increase Debit
Cash Asset Decrease Credit
May 17 Notes Payable Liability Decrease Debit
Suggested Homework: Cash Asset Decrease Credit
2526'5i523|572'6i May 25 Supplies Asset Increase Debit
P2-3AE Cash Asset Decrease Credit
Recording Transactions
H LO4 We have just seen how to assess whether the impact of an external transaction

Record transactions
using debits and
credits.

results in a debit or credit to an account balance. Next, we'll learn how to formally
record transactions using those same debits and credits in a journal. A journal
provides a chronological record of all transactions affecting a firm. Prior to the
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widespread use of computers, companies recorded their transactions in paper-
based journals. Thus, the term journal entry was used to describe the format for
recording a transaction. Today, nearly all companies have easy access to computers,
and paper-based journals have become obsolete, but the term journal entry contin-
ues to be commonly used. Illustration 2-11 shows the format we’ll use throughout
the book to record a company’s transactions.

Date Debit Credit
Account NamMe .....ooooiiiiiiiiii e Amount
Account Name
(Description of transaction)

Amount

The entry that records a transaction has a place for the date of the transaction,
the relevant account names, debit amounts, credit amounts, and a description of the
transaction. We first list the account to be debited; below that, and indented to the
right, we list the account to be credited. The entry has two amount columns—one
for debits, one for credits. Because the amounts always represent dollar amounts
(not number of units, for example), the dollar sign ($) is not used. As you might
expect, the left-hand column is for debits, the right-hand column is for credits. The
amount of the debit must always equal the amount of the credit. It is accept-
able to include a description of the transaction at the bottom. (For learning pur-
poses, we include descriptions.)

Y
. COMMON MISTAKE

Many students forget to indent the credit account names. For the account credited,
be sure to indent both the account name and the amount.

Think of recording a transaction as if you're writing a sentence form of the
“accounting language.” For example, “On January 1, Eagle Golf Academy issues
shares of common stock for cash of $25,000.” Here is this same sentence about
transaction (1) written in the language of accounting:

January 1 Debit Credit
CaSh (FA) ettt nen 25,000
Common StOCK (F-SE) ..ooooiiiiiiiieeeeiieee e 25,000

(Issue common stock for cash)

Just as every English sentence uses at least one noun and one verb, every account-
ing sentence includes at least one debit and one credit. While not a formal part of
recording transactions, we’'ll use a notation in parentheses beside the account name
in the first few chapters of this book to help you get more familiar with the effect
of debits and credits on the account balance. Thus, the entry shows that transac-
tion (1) causes total assets to increase (+A) and total stockholders’ equity to increase
(+SE). You will need to learn to read and write in the language of accounting as this
is the language used throughout the business world.
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ILLUSTRATION 2-11

Format for a Recorded
Transaction, or Journal
Entry

TRANSACTION (1)

Initial investment
of $25,000 by
stockholders

Accounting is the
language of business.
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TRANSACTION (2)

Borrow $10,000 from
the bank and sign a
long-term note

TRANSACTION (3)

Purchase equipment
with cash, $24,000

Let’s Review

CHAPTER 2 The Accounting Information System

Let’s try a few more transactions. In transaction (2), Eagle Academy borrows
$10,000 from the bank. Eagle records the transaction as:

January 1 Debit Credit
Cash (FA) e 10,000
Notes Payable (+L) .....ccooooiiiiiiiiiiiiiiccee 10,000

(Borrow by signing long-term note)

Both total assets and total liabilities increase by $10,000.
In transaction (3), Eagle Academy purchases equipment for $24,000 cash. Eagle
records the transaction as:

January 1 Debit Credit
Equipment (+A) ..o 24,000
Cash (—A) e 24,000

(Purchase equipment for cash)

Here, one asset increases, while another asset decreases. We record the remaining
transactions of Eagle Academy later in the chapter.

7~
WY KEY POINT

For each transaction, total debits must equal total credits.

Bogey Incorporated has the following transactions during May:
May 1 Purchase a storage building by obtaining a loan of $5,000.
May 6 Provide services on account to customers, $1,800.
May 12 Pay $1,200 cash for advertising in May.
May 17 Repay $1,000 of the amount borrowed on May 1.
May 25 Purchase office supplies for $800 cash.

Required:
Record each transaction.

Solution:

May 1 Debit Credit

BUildings (A) c..veoiieiiiiiieeeee e 5,000
Notes Payable (+L) .....cccooiiiiiiniiiiiinieiiceiiceeeeee e 5,000
(Purchase building with note payable)

May 6 Debit Credit
Accounts Receivable (+A) ......ooooviiiiiiiiieeceeeeee e, 1,800
Service Revenue (4R, +SE) ...ccccooiiiiiiiiiiiiiiiieeeeeeeeeeee e, 1,800

(Provide services on account)
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May 12 Debit Credit
Advertising Expense (+E, =SE) ......c.cccocceviiniiniiiniiiiiinieiieieice 1,200
CaSh (A ) e 1,200
(Pay advertising)
May 17 Debit Credit
Notes Payable (=L) ......ccocoeviiiiiiiiiiiiiiieciecicceeee e 1,000
CaSh (FA ) s 1,000

(Repay portion of note)

May 25 Debit Credit
SUPPHIES (FA) o 800
CaSh (FA ) e 800

(Purchase supplies for cash)

Posting

The journal provides in a single location a chronological listing of every transaction
affecting a company. As such, it serves as a handy way to review specific transac-
tions and to locate any accounting errors at their original source. But it’s not a
convenient format for calculating account balances to use in preparing financial
statements. You don’t need to stretch your imagination too far to see that even for
a very small company with few transactions, calculating account balances from a
journal would very soon become unmanageable. Just imagine how lengthy the jour-
nal would be for Walmart. If each sales transaction with a customer took about one
inch of space, the journal would be over 150,000 miles long by the end of the year.

To make the process more efficient, we transfer information about transactions
recorded in the journal to the specific accounts in the general ledger. The general
ledger includes all accounts used to record the company’s transactions. The names
of these accounts are listed in the chart of accounts. Illustration 2-12 provides the
chart of accounts for Eagle Golf Academy based on the 10 transactions we've cov-
ered to this point. Later, we'll introduce other transactions and accounts for Eagle.
In addition, at the back of the book, you'll see a comprehensive chart of accounts
that includes all accounts used throughout the book.

EAGLE GOLF ACADEMY
Chart of Accounts (preliminary)

Assets Liabilities Stockholders’ Equity
Cash Accounts Payable Common Stock
Accounts Receivable  Unearned Revenue .

Supplies Notes Payable valldendS:

Prepaid Rent Dividends
Equipment Revenues:

Service Revenue

Expenses:
Salaries Expense

75

Suggested Homework:
BE2-7, BE2-8;

E2-8, E2-10, E2-11;
P2-5A&B, P2-6A&B

A/

H LO5

Post transactions
to T-accounts in the
general ledger.

ILLUSTRATION 2-12

Preliminary Chart of
Accounts for Eagle
Golf Academy




76

ILLUSTRATION 2-13

Cash T-Account for
Transactions of Eagle
Golf Academy

CHAPTER 2 The Accounting Information System

The process of transferring the debit and credit information from the journal to
individual accounts in the general ledger is called posting. Since we post all trans-
actions to the general ledger, each account provides in one location a collection
of all transactions that affect that account. Computerized systems automatically
and instantly post information from the journal to the general ledger accounts.

A formal general ledger account includes an account title, account number, date,
and columns for increases, decreases, and the cumulative balance. As described
earlier, accounts are easier to visualize if we use the T-account format. With the
additional information learned since we first discussed T-accounts, we can now
more formally define a T-account as a simplified form of a general ledger account
with space at the top for the account title and two sides for recording debits and
credits. Consistent with our previous discussion of debits and credits, the left side
of the T-account is the debit column. The right side is the credit column.

Let’s see how debits and credits are posted to a T-account by looking at
Ilustration 2-13, where we have posted the cash transactions of Eagle Golf Acad-
emy. (The corresponding transaction numbers are included in parentheses, simply
for teaching purposes.) For each transaction that involves cash, we post the debit in
the journal as a debit to the T-account. Similarly, we post every credit in the journal
as a credit to the T-account. Note that we do not have to put “+” signs or “—” signs
beside the numbers in the T-account. With all transactions collected in one place,
we can now easily calculate the ending balance of cash. We calculate the ending bal-
ance of $6,200 by totaling all debits and subtracting the total of all credits.

Cash
Debits Credits
(1) 25,000
Total (2) 10,000
Debits 3) 24,000 Total
e e | @ 6000 | Jotel
$39,200 (8) ’600 (Decrjases)
) 2,800 | §33,000
Ending (10) 200
Balance @ — Bal. 6,200

To review:

e For assets (such as cash), an amount in the debit or left column always means an
increase in the balance. An amount in the credit or right column always means a
decrease in the balance.

¢ Just the opposite is true for liabilities and stockholders’ equity: A debit to a liabil-
ity or stockholders’ equity T-account always means a decrease, and a credit always
means an increase.

Also, notice that transactions (5) and (7) are not posted to Eagle’s Cash T-account.
These transactions did not include the receipt or payment of cash, and therefore
they do not affect the balance of cash. Only transactions that involve cash affect the
balance of cash and are posted to the Cash T-account.

7
. COMMON MISTAKE

Some students think the term “debit” always means increase and “credit” always means
decrease. While this is true for assets, it is ot true for liabilities and stockholders’ equity.
Liabilities and stockholders’ equity are increased by credits and decreased by debits.
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Posting is the process of transferring the debit and credit information from trans-
actions recorded in the journal to the T-accounts in the general ledger.

Summary of the Measurement Process

To better understand the measurement of external transactions, let’s apply the first
five steps outlined in Illustration 2-1 to each of the 10 transactions of Eagle Golf
Academy. These steps are detailed in Illustrations 2-14 through 2-23.

Step 1:
Use source documents to

analyze accounts affected.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents to
analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Cash (asset) and common stock (stockholders’ equity) both
increase by $25,000.

Assets = Liabilities T Stockholders’ Equity
+$25,000 = +$25,000
(Cash f) (Common Stock f)

1. Assets increase with a debit, so debit Cash, $25,000.
2. Stockholders’ equity increases with a credit, so credit
Common Stock, $25,000.

January 1 Debit  Credit
Cash 25,000
Common Stock 25,000
Cash Common Stock
(1) 25,000 (1) 25,000
Bal. 25,000 Bal. 25,000

Cash (asset) and notes payable (liability) increase by $10,000.

Assets = Liabilities + Stockholders’ Equity
+$10,000 = +$10,000
(Cash *) (Notes Payable *)

1. Assets increase with a debit, so debit Cash for $10,000.
2. Liabilities increase with a credit, so credit Notes Payable
for $10,000.

January 1 Debit  Credit
Cash 10,000
Notes Payable 10,000
Cash Notes Payable
(1) 25,000 (2) 10,000
(2) 10,000
Bal. 35,000 Bal. 10,000
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ILLUSTRATION 2-14

Transaction (1): Issue
Shares of Common
Stock for $25,000

ILLUSTRATION 2-15
Transaction (2): Borrow
$10,000 from the Bank
and Sign a Long-Term

Note
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ILLUSTRATION 2-16

Transaction (3):
Purchase Equipment
with Cash, $24,000

ILLUSTRATION 2-17

Transaction (4): Pay
One Year of Rent in
Advance, $6,000

ILLUSTRATION 2-18

Transaction (5):
Purchase Supplies
on Account, $2,300

CHAPTER 2 The Accounting Information System

Step 1:
Use source documents to
analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Equipment (asset) increases and cash (asset) decreases
by $24,000.

Assets Liabilities 4+ Stockholders’ Equity

+$24,000 -$24,000 =
(Equipment f) (Cash ‘)

1. Assets increase with a debit, so debit Equipment, $24,000.
2. Assets decrease with a credit, so credit Cash, $24,000.

January 1 Debit  Credit
Equipment 24,000
Cash 24,000
Equipment Cash
(3) 24,000 (1) 25,000 |(3) 24,000
(2) 10,000
Bal. 24,000 Bal. 11,000

Prepaid rent (asset) increases and cash (asset) decreases by
$6,000.

Assets — Liabilities
+$6,000 -$6,000
(Prepaid Rent f) (Cash ‘)

1. Assets increase with a debit, so debit Prepaid Rent for $6,000.
2. Assets decrease with a credit, so credit Cash for $6,000.

+ Stockholders’ Equity

January 1 Debit  Credit
Prepaid Rent 6,000
Cash 6,000
Prepaid Rent Cash
(4) 6,000 (1) 25,000 | (3) 24,000
(2) 10,000 | (4) 6,000
Bal. 6,000 Bal. 5,000

Supplies (asset) increases and accounts payable (liability)
increases by $2,300.

Assets = Liabilities + Stockholders’ Equity
+%$2,300 = +%$2,300
(Supplies *) (Accounts Payable *)

1. Assets increase with a debit, so debit Supplies for $2,300.
2. Liabilities increase with a credit, so credit Accounts Payable
for $2,300.

(continued)



Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

CHAPTER 2 The Accounting Information System

January 6 Debit Credit
Supplies 2,300
Accounts Payable 2,300

Supplies Accounts Payable
(5) 2,300 (5) 2,300
Bal. 2,300 Bal. 2,300

Cash (asset) and service revenue (revenue) increase by
$3,600.

Assets — Liabilities 4+ Stockholders’ Equity
+$3,600 = +$3,600
(Cash ﬁ) (Service Revenue *)

1. Assets increase with a debit, so debit Cash for $3,600.

2. Revenues increase with a credit, so credit Service Revenue
for $3,600. The increase in revenues increases stockholders’
equity.

January 12 Debit  Credit
Cash 3,600
Service Revenue 3,600
Cash Service Revenue
(1) 25,000 | (3) 24,000 (6) 3,600
(2) 10,000 | (4) 6,000
(6) 3,600
Bal. 8,600 Bal. 3,600

Accounts receivable (asset) and service revenue (revenue)
increase by $2,500.

Assets Liabilities
+%$2,500 =

(Accounts Receivable f)

+ Stockholders’ Equity
+%$2,500

(Service Revenue f)

1. Assets increase with a debit, so debit Accounts Receivable for
$2,500.

2. Revenues increase with a credit, so credit Service Revenue for
$2,500. The increase in revenues increases stockholders’ equity.

January 17 Debit Credit
Accounts Receivable 2,500
Service Revenue 2,500

Accounts Receivable Service Revenue

(7) 2,500 (6) 3,600
(7) 2,500
Bal. 2,500 Bal. 6,100
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ILLUSTRATION 2-18
(concluded)

ILLUSTRATION 2-19

Transaction (6): Provide
Golf Training to
Customers for Cash,
$3,600

ILLUSTRATION 2-20

Transaction (7): Provide
Golf Training to
Customers on Account,
$2,500
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ILLUSTRATION 2-21

Transaction (8): Receive
Cash in Advance for
Golf Training to Be
Given Next Month,
$600

ILLUSTRATION 2-22

Transaction (9): Pay
Salaries to Employees
for Work during the
Month, $2,800

ILLUSTRATION 2-23

Transaction (10): Pay
Cash Dividends of
$200 to Shareholders
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Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Step 4:
Record transaction.

Step 5:
Post to T-accounts.

Step 1:
Use source documents
to analyze accounts.

Step 2:
Determine impact on
accounting equation.

Step 3:
Determine debits and
credits for accounts.

Cash (asset) and unearned revenue (liability) increase by

$600.
Assets = Liabilities + Stockholders’ Equity
+$600 = +$600
(Cash f) (Unearned Revenue f)

1. Assets increase with a debit, so debit Cash for $600.
2. Liabilities increase with a credit, so credit Unearned
Revenue for $600.

January 23

Cash

Debit

Credit

600

Unearned Revenue

Cash

(1) 25,000
(2) 10,000
(6) 3,600
(8) 600

(3) 24,000
(4) 6,000

Bal. 9,200

600

Unearned Revenue

(8) 600

Bal. 600

Cash (asset) decreases and salaries expense (expense)
increases by $2,800.

Assets =

Liabilities +

Stockholders’ Equity

— $2,800
v)

(Cash

— $2,800
(Salaries Expense f)

1. Assets decrease with a credit, so credit Cash for $2,800.
2. Expenses increase with a debit, so debit Salaries Expense for
$2,800. The increase in expenses decreases stockholders' equity.

January 28
Salaries Expense

Cash

Cash

(1) 25,000
(2) 10,000
(6) 3,600
(8) 600

(3) 24,000
(4) 6,000
(9) 2,800

Bal. 6,400

Debit

Credit

2,800

2,800

Salaries Expense

©)

2,800

Bal.

2,800

Cash (asset) decreases and dividends (dividends) increase by

$200.
Assets — Liabilities 4+ Stockholders’ Equity
—$200 = —$200
(Cash ‘) (Dividends f)

1. Assets decrease with a credit, so credit Cash for $200.
2. Dividends increase with a debit, so debit Dividends for $200.
The increase in dividends decreases stockholders’ equity.

(continued)
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Step 4: January 30
Record transaction. Dividends
Cash
Step 5: Dividends
Post to T-accounts. (10) 200
Bal. 200

A summary of the external transactions recorded for Eagle Golf Academy is pro-

vided in Illustration 2-24.

January 1

The Accounting Information System

200
200
Cash
(1) 25,000 | (3) 24,000
(2) 10,000 | (4) 6,000
(6) 3,600 (9 2,800
(8) 600 | (10) 200
Bal. 6,200

CaSH () et a e e aaaeeas
Common StOck (FSE) oo

(Issue common stock for cash)
January 1

CaSH () et a e aaaa s
Notes Payable (L) ....ccooeriiiniiiiiiiieeiieiiceiieeecsiee e

(Borrow by signing long-term note)
January 1

Equipment (+A) ..o
(01 T ) R

(Purchase equipment for cash)
January 1

Prepaid ReNt (F-A) ...cccvieiiieiieiieeieeeie et eeeesiee e eeeeesveesaae e
Cash (—A) s

(Prepay rent with cash)
January 6

SUPPLIES (FA) oottt st e e e
Accounts Payable (+L) .....cocoooeiiiiiiiiniiiiic

(Purchase supplies on account)
January 12

CaSH () et a e e aaaaeas
Service Revenue (4R, +SE) ..oouuieieeiiiiiiieeieeeeeeeeeeeeea,

(Provide training to customers for cash)
January 17

Accounts Receivable (+A) .......ccooeiiiiiiiii e,
Service Revenue (+R, +SE) .ccccoooiiiiiiiiiiiiiiieeeeeeeeeeeeeeeeeene,

(Provide training to customers on account)
January 23

CASH () ettt aaaaeas
Unearned ReVENUE (L) ..uuuueeeeeeeeieieeeeeeeeeeeeeeeeeeeeeeeeeeeeenes

(Receive cash in advance from customers)
January 28

Salaries EXpense (+E, —SE) ...cccovevieeiiieniieiieiieeniieeieesie e
CaSh (T A) oo

(Pay workers’ salaries)
January 30

Dividends (D, —SE) ...cooooiiieoeeeeeeeeeeeee e
CaSh (T A) e

(Pay cash dividends)

Debit Credit

25,000
25,000

10,000
10,000

24,000
24,000

6,000
6,000

2,300
2,300

3,600
3,600

2,500
2,500

600
600

2,800
2,800

200
200
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ILLUSTRATION 2-23
(concluded)

ILLUSTRATION 2-24

Summary of External
Transactions Recorded
for Eagle Golf
Academy
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Illustration 2-25 provides the general ledger accounts after posting the external
transactions summarized in Illustration 2-24. Account balances are in bold, and
transaction numbers are shown in parentheses.

ILLUSTRATION 2-25 Posting of External Transactions of Eagle Golf Academy to General Ledger Accounts

Assets = Liabilities + Stockholders’ Equity
Accounts Accounts : Common Retained
Cash Receivable Payable : Stock Earnings
(1) 25,000 | (3) 24,000 (7) 2,500 (5 2300 : (1) 25,000 0
(2) 10,000 | (4) 6,000
(6) 3,600 (9) 2,800 Bal. 2,500 Bal. 2,300 b 290 0
(8) 600 (10) 200 3
Bal. 6,200
Prepaid Unearned Service Salaries
Supplies Rent Revenue ; Revenue Expense
(5) 2,300 (4) 6,000 (8) 600 : (6) 3,600 (9 2,800
Bal. 2,300 Bal. 6,000 Bal. 600 : () 2500 5175 800
= = —_— Bal. 6,100 =
Notes
Equipment Payable : Dividends
(3) 24,000 (2) 10,000 : (10) 200
Bal. 24,000 Bal. 10,000 : Bal. 200

Transaction numbers are
shown in parentheses.
Account balances are in

bold.
H LO6

Prepare a trial balance.

Trial Balance

After we've posted transactions to the general ledger accounts, the sum of the
accounts with debit balances should equal the sum of the accounts with credit
balances. This is expected because debits were equal to credits for every transac-
tion posted to those ledger accounts. To prove this to be the case and to check for
completeness, we prepare a trial balance. A trial balance is a list of all accounts
and their balances at a particular date, showing that total debits equal total credits.
Another purpose of the trial balance is to assist us in preparing adjusting entries
(for internal transactions). We discuss adjusting entries in Chapter 3.

Using the account balances calculated in Illustration 2-25, we can now prepare
the trial balance of Eagle Golf Academy. The trial balance appears in Tllustra-
tion 2-26 (next page). Notice that accounts are listed with the debit balances in
one column and the credit balances in another column. Asset, expense, and divi-
dend accounts normally have debit balances. Liability, stockholders’ equity, and
revenue accounts normally have credit balances.

7
Y COMMON MISTAKE

Be careful. Just because the debits and credits are equal in a trial balance does not nec-
essarily mean that all balances are correct. A trial balance could contain offsetting
errors. For example, if we overstate cash and revenue each by $1,000, both accounts will
be in error, but the trial balance will still balance, since the overstatement to cash
increases debits by $1,000 and the overstatement to revenue increases credits by $1,000.
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ILLUSTRATION 2-26

EAGLE GOLF ACADEMY

Trial Balance Trial Balance of Eagle
January 31 Golf Academy

Accounts Debit Credit

Cash $ 6,200

Accounts Receivable 2,500

Supplies 2,300

Prepaid Rent 6,000

Equipment 24,000

Accounts Payable $ 2,300

Unearned Revenue 600

Notes Payable 10,000

Common Stock 25,000

Retained Earnings 0

Dividends 200

Service Revenue 6,100

Salaries Expense 2,800 )

Totals —$44,000 —$44,000 Total debits equal total

credits.

It may seem unusual that the Retained Earnings account has a balance of $0.
As we explained earlier, retained earnings is a composite of three other types of
accounts—revenues, expenses, and dividends. Those three accounts have balances
at this point, but those balances haven'’t yet been transferred to retained earnings.
This transfer is known as the closing process, and we will discuss it in Chapter 3.
Since this is the first period of the company’s operations, retained earnings will
start at $0. As time goes by, the retained earnings balance will be the accumulated
net amount of revenues minus expenses and dividends.

Question @ Accounting B s @ Decision Point

information
How does the accounting Account balances The effects of external
system capture the effects transactions are summarized
of a company'’s external by recording increases
transactions? and decreases to account

balances during the year.

ORDER OF ACCOUNTS

The trial balance is used for internal purposes only and provides a check on the
equality of the debits and credits. Since the trial balance is not a published finan-
cial statement to be used by external parties, there is no required order for listing
accounts in the trial balance. However, most companies list accounts in the follow-
ing order: assets, liabilities, stockholders’ equity, dividends, revenues, and expenses.
As we'll see in Chapter 3, the trial balance simplifies preparation of the published
financial statements. Asset, liability, and stockholders’ equity accounts are reported
in the balance sheet. Dividends are reported in the statement of stockholders’



@CAREER CORNER

The accuracy of account balances is essential for providing useful informa-

tion to decision makers, such as investors and creditors. That's why the

Securities and Exchange Commission (SEC) requires all companies with

publicly traded stock to have their reported account balances verified by

an independent auditor. Independent auditors use
their understanding of accounting principles and
business practices to provide reasonable assur-
ance that account balances are free from material
misstatements resulting from errors and fraud.
Tens of thousands of audits are conducted each year.
Because of the huge demand for auditors, many
accounting majors choose auditing, also referred

to as public accounting, as their first career.

For an auditor to legally certify a company’s

account balances, the auditor must

be designated as a Certified Public

Accountant (CPA).

LO1

LO2

LO3
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@ KEY POINT

equity. Revenue and expense accounts
are reported in the income statement.
Having the accounts listed in order of
those classifications in the trial balance
makes it easier to prepare the financial
statements.

A trial balance is a list of all accounts and their balances at a particular date. Debits must
equal credits, but that doesn’t necessarily mean that all account balances are correct.

@ KEY POINTS BY LEARNING OBJECTIVE

Identify the basic steps in measuring external
transactions.

External transactions are transactions between
the company and separate economic entities.
Internal transactions do not include an exchange
with a separate economic entity.

The six-step measurement process (Illustration
2-1) is the foundation of financial accounting.

Analyze the impact of external transactions on
the accounting equation.

After each transaction, the accounting equation must
always remain in balance. In other words, assets
always must equal liabilities plus stockholders’ equity.
The expanded accounting equation demonstrates
that revenues increase retained earnings while expenses
and dividends decrease retained earnings. Retained
earnings is a component of stockholders’ equity.

Assess whether the impact of external transactions
results in a debit or credit to an account balance.

For the basic accounting equation (Assets =
Liabilities + Stockholders’ Equity), accounts on
the left side are increased with debits. Accounts
on the right side are increased with credits. The
opposite is true to decrease any of these accounts.

LO4

LOS

LO6

The Retained Earnings account is a stockholders’
equity account that normally has a credit
balance. The Retained Earnings account has three
components—revenues, expenses, and dividends.
Revenues increase the balance of Retained
Earnings, while expenses and dividends decrease
the balance of Retained Earnings. Therefore, we
increase revenues with a credit (similar to retained
earnings) and increase expenses and dividends
with a debit (opposite of retained earnings).

Record transactions using debits and credits.

For each transaction, total debits must equal
total credits.

Post transactions to T-accounts in the general
ledger.

Posting is the process of transferring the debit and
credit information from transactions recorded in the
journal to the T-accounts in the general ledger.

Prepare a trial balance.

A trial balance is a list of all accounts and their
balances at a particular date. Debits must equal
credits, but that doesn’t necessarily mean that all
account balances are correct.
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Account: A summary of the effects of all transactions
related to a particular item over a period of time. p. 54
Chart of accounts: A list of all account names used to
record transactions of a company. p. 54

External transactions: Transactions the firm
conducts with a separate economic entity. p. 54
General ledger: All accounts used to record the
company’s transactions. p. 75

Internal transactions: Events that affect the
financial position of the company but do not include
an exchange with a separate economic entity. p. 54

Journal: A chronological record of all transactions
affecting a firm. p. 72

Posting: The process of transferring the debit and
credit information from the journal to individual
accounts in the general ledger. p. 76

T-account: A simplified form of a general ledger account
with space at the top for the account title and two sides
for recording debits and credits. pp. 66 and 76

Trial balance: A list of all accounts and their balances
at a particular date, showing that total debits equal
total credits. p. 82

SELF-STUDY QUESTIONS

1. Which of the following represents an external transaction?

a. Lapse of insurance due to passage of time.
b. Use of office supplies by workers over time.
c. Payment of utility bill.

d. Depreciation of equipment.

2. Which of the following is 1ot a step in the process of measuring external

transactions?

H LO1

H LO1

a. Analyze the impact of the transaction on the accounting equation.

b. Record the transaction using debits and credits.

c. Post the transaction to the T-account in the general ledger.
d. All of the above are steps in the measurement process of external

transactions.

3. Which of the following transactions causes an increase in total assets?

a. Pay workers’ salaries for the current month.

H LO2

b. Receive cash payment from a customer billed in the previous period.

c. Issue common stock in exchange for cash.
d. Purchase office equipment for cash.

4. Which of the following transactions causes an increase in stockholders’ equity?

a. Pay dividends to stockholders.

b. Obtain cash by borrowing from a local bank.
c¢. Provide services to customers on account.

d. Purchase advertising on a local radio station.

5. Which of the following causes the accounting equation not to balance?

a. Increase assets; increase liabilities.
b. Decrease assets; increase expenses.
c. Increase assets; increase dividends.
d. Decrease liabilities; increase revenues.

6. A debit is used to increase which of the following accounts?

a. Utilities Expense.
b. Accounts Payable.
c. Service Revenue.
d. Common Stock.

H LO2

H LO2

N LO3
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H LO3 7. A credit is used to increase which of the following accounts?
a. Dividends. c. Cash.
b. Insurance Expense. d. Service Revenue.
H LO4 8. Providing services to customers on account for $100 is recorded as:
100
100
100
100
c. Service Revenue .........ccccooveiiiiiiiiiiiiiieneenn. 100
Accounts Receivable.........ccccoccecenenne 100
d. Service EXPense .....c.cccoccverenienenenienienns 100
Accounts Payable........ccccoveiiiiniinnnnne. 100

W LO5 9. Posting is the process of:
a. Analyzing the impact of the transaction on the accounting equation.
b. Obtaining information about external transactions from source documents.
c¢. Transferring the debit and credit information from the journal to individual
accounts in the general ledger.
d. Listing all accounts and their balances at a particular date and showing the
equality of total debits and total credits.

H LO6 10. A trial balance can best be explained as a list of:
a. The income statement accounts used to calculate net income.
i b. Revenue, expense, and dividend accounts used to show the balances of the
components of retained earnings.
¢. The balance sheet accounts used to show the equality of the accounting equation.

Check out d. All accounts and their balances at a particular date.
www.mhhe.com/succeed

for more multiple-choice
questions. Note: For answers, see the last page of the chapter.

REVIEW QUESTIONS

H LO1 1. Explain the difference between external transactions and internal transactions.
If a company purchases supplies from a local vendor, would this be classified
as an external or internal transaction?

H LO1 2. List the steps we use to measure external transactions.

H LO2 3. Each external transaction will have a dual effect on the company’s financial
position. Explain what this means.

H LO2 4. Describe the impact of each of these external transactions on the accounting equation.
a. Receive a loan from the bank.
b. Pay employee salaries for the current period.
c. Receive cash from customers for services provided in the current period.
d. Purchase equipment by paying cash.

m LO2 5. Jerry believes that “dual effect” indicates that, for all transactions, one account
will increase and one account will decrease. Is Jerry correct? Explain.

m LO3 6. What is the normal balance (debit or credit) of assets, liabilities, stockholders’
equity, revenues, and expenses?

H LO3 7. Jenny has learned that assets have debit balances, while liabilities have credit
balances. Based on this, she believes that asset accounts can only be debited and
liabilities can only be credited. Is Jenny correct? When would we credit an asset
and when would we debit a liability?
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8. For each of the following accounts, indicate whether we use a debit or a credit to H LO3
increase the balance of the account.
a. Cash. c. Utilities Expense.
b. Salaries Payable. d. Service Revenue.

9. For each of the following accounts, indicate whether we use a debit or a credit m LO3

to decrease the balance of the account. (Compare your answers to those for
Question 8.)

a. Cash. c. Utilities Expense.
b. Salaries Payable. d. Service Revenue.
10. Suzanne knows that an increase to an expense reduces retained earnings N LO3

(a stockholders’ equity account). However, she also knows that expense
accounts have a debit balance, while retained earnings normally has a credit
balance. Are these two pieces of information consistent? Explain.

11. What is a journal? What is a journal entry? N LO4
12. Provide the proper format for recording a transaction. H LO4
13. Explain the phrase “debits equal credits.” H LO4
14. Record each of the following external transactions using debits and credits. N LO4

a. Receive cash of $1,200 for providing services to a customer.
b. Pay rent of $500 for the current month.
c. Purchase a building for $10,000 by signing a note with the bank.

15. Describe the events that correspond to the following transactions. H LO4
Debit  Credit
a. SUPPlES .eovieiieiiiiiiie 20,000
Cash oeeeeiie e 20,000
b. Accounts Receivable ........cccooovuviiviiviiiinnenn. 30,000
Service Revenue.......ceveeveveveiiiiiiiiiiiiiieenn, 30,000
c. Accounts Payable .........cccciiiiiiiiniiinn, 10,000
Cash e 10,000
16. What does a T-account represent? What is the left side of the T-account called? B LO5

What is the right side called?

17. Describe what we mean by posting. Post the transactions in Question 15 to H LO5
appropriate T-accounts.

18. What is a general ledger? How does it relate to the chart of accounts? B LO6
19. What is a trial balance? To what does the term “balance” refer? H LO6
20. If total debits equal total credits in the trial balance, does this indicate that all W LO6

transactions have been properly accounted for? Explain.

BRIEF EXERCISES 2 |Acc0UNTl:IG

BE2-1 Below are the steps in the measurement process of external transactions. List steps in the
Arrange them from first (1) to last (6). measurement
process (LO1)

a. Post the transaction to the T-accounts in the general ledger.

_ b. Assess whether the impact of the transaction results in a debit or credit
to the account balance.
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_ ¢ Usesource documents to identify accounts affected by external
transactions.

__d. Analyze the impact of the transaction on the accounting equation.
___ e. Prepare a trial balance.

__ f. Record transactions using debits and credits.

Balance the accounting BE2-2 Using the notion that the accounting equation (Assets = Liabilities
equation (LO2) + Stockholders’ Equity) must remain in balance, indicate whether each of
the following transactions is possible.
a. Cash increases; Accounts Payable decreases.
b. Service Revenue increases; Salaries Payable increases.
c. Advertising Expense increases; Cash decreases.

Balance the accounting BE2-3 Suppose a local company has the following balance sheet accounts:

equation (LO2)
Accounts Balances
Land $ 8,000
Equipment ?
Salaries Payable 3,300
Notes Payable ?
Supplies 1,600
Cash 6,200
Stockholders’ Equity 12,500
Accounts Payable 1,200
Prepaid Rent 2,200

Calculate the missing amounts assuming the business has total assets of $30,000.

Analyze the impact BE2-4 The following transactions occur for Badger Biking Company during the month
of transactions on of June:
the accounting

. a. Provide services to customers on account for $40,000.
equation (LO2)

b. Receive cash of $32,000 from customers in (a) above.
c. Purchase bike equipment by signing a note with the bank for $25,000.
d. Pay utilities of $4,000 for the current month.

Analyze each transaction and indicate the amount of increases and decreases in the
accounting equation.

Assets = Liabilities + Stockholders’ Equity
(a)
(b)
(c)
(d)
Understand the effect BE2-5 For each of the following accounts, indicate whether a debit or credit is used to
of debits and credits on increase (+) or decrease (—) the balance of the account. The solution for the first one

accounts (LO3) is provided as an example.

Account Debit Credit
Asset + =
Liability

Common Stock
Retained Earnings
Dividend

Revenue

Expense




CHAPTER 2 The Accounting Information System

BE2-6 Fill in the blanks below with the word “debit” or “credit.”
a. The balance of an asset account increases with a
b. The balance of a liability account increases with a
c. The balance of a stockholders’ equity account increases with a

with a
d. The balance of a revenue account increases with a
e. The balance of an expense account increases with a

and decreases with a

and decreases with a
and decreases

and decreases with a
and decreases with a

BE2-7 The following transactions occur for the Panther Detective Agency during the
month of July:

a. Purchase a truck and sign a note payable, $14,000.

b. Purchase office supplies for cash, $500.

c. Pay $700 in rent for the current month.

Record the transactions. The company uses the following accounts: Cash, Supplies,
Equipment (for the truck), Notes Payable, and Rent Expense.

BE2-8 The following transactions occur for Cardinal Music Academy during the

month of October:

a. Provide music lessons to students for $12,000 cash.

b. Purchase prepaid insurance to protect musical equipment over the next year for
$3,600 cash.

c¢. Purchase musical equipment for $15,000 cash.

d. Obtain a loan from a bank by signing a note for $20,000.

Record the transactions. The company uses the following accounts: Cash, Prepaid

Insurance, Equipment, Notes Payable, and Service Revenue.

BE2-9 Consider the following T-account for cash.

Cash
12,000 7,200
3,400 1,400
2,500 4,500

1. Compute the balance of the Cash account.

2. Give some examples of transactions that would have resulted in the $3,400 posting
to the account.

3. Give some examples of transactions that would have resulted in the $1,400 posting
to the account.

BE2-10 The following transactions occur for the Wolfpack Shoe Company during the
month of June:

a. Provide services to customers for $25,000 and receive cash.

b. Purchase office supplies on account for $15,000.

c. Pay $6,000 in salaries to employees for work performed during the month.

1

. Analyze each transaction. For each transaction, indicate by how much each
category in the accounting equation increases or decreases.

Assets = Liabilities  + Stockholders’ Equity

(a)
(b)
(c

-

2. Record the transactions. The company uses the following accounts: Cash, Supplies,
Accounts Payable, Salaries Expense, and Service Revenue.

3. Post the transactions to T-accounts. Assume the opening balance in each of the
accounts is zero.
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Understand the effect
of debits and credits on
accounts (LO3)

Record transactions (LO4)

Record transactions (LO4)

Analyze T-accounts (LO5)

Analyze the impact of
transactions on the
accounting equation,
record transactions, and
post (LO2, 3, 4, 5)
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Prepare a trial
balance (LO6)

Correct a trial
balance (LO6)
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BE2-11 Using the following information, prepare a trial balance. Assume all asset,
dividend, and expense accounts have debit balances and all liability, stockholders’
equity, and revenue accounts have credit balances. List the accounts in the following
order: assets, liabilities, stockholders’ equity, dividends, revenues, and expenses.

Cash $5,600 Dividends $ 400
Salaries Payable 600 Rent Expense 1,500
Prepaid Rent 800 Accounts Receivable 3,400
Accounts Payable 1,500 Common Stock 5,200
Retained Earnings 1,300 Service Revenue 6,100
Salaries Expense 2,000 Advertising Expense 1,000

BE2-12 Your study partner is having trouble getting total debits to equal total credits
in the trial balance. Prepare a corrected trial balance by placing each account balance
in the correct debit or credit column.

Trial Balance

Accounts Debit Credit

Cash $ 6,300

Accounts Receivable $ 1,600

Equipment 9,400

Accounts Payable 2,900

Unearned Revenue 1,200

Common Stock 10,000

Retained Earnings 3,200

Dividends 700

Service Revenue 3,500

Salaries Expense 2,200

Utilities Expense 600
Total $31,500 $10,100

EXERCISES ®mconhect
|ACCOUNTING

Identify terms associated
with the measurement
process (LO1)

Analyze the impact
of transactions on
the accounting
equation (LO2)

E2-1 Listed below are several terms and phrases associated with the measurement
process for external transactions.

List A List B
1. Account a. Record of all transactions affecting a firm.
2. Analyze transactions b. Determine the dual effect of economic events on
3. Journal the accounting equation.
4. Post c. List of accounts and their balances.

5. Trial balance

d. Summary of the effects of all transactions related
to a particular item over a period of time.
e. Transfer balances from the journal to the ledger.

Required:

Pair each item from List A with the item from List B to which it is most appropriately
associated.

E2-2 Below are the external transactions for Shockers Incorporated.
1. Issue common stock in exchange for cash.

2. Purchase equipment by signing a note payable.

3. Provide services to customers on account.
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4. Pay rent for the current month.
5. Pay insurance for the current month.
6. Collect cash from customers on account.

ﬂ = % + Stockholders’ Equity
1 Increase = No effect + Increase
2
3.
4.
5
6
Required:

Analyze each transaction. Under each category in the accounting equation, indicate
whether the transaction increases, decreases, or has no effect. The first item is
provided as an example.

E2-3 Green Wave Company plans to own and operate a storage rental facility. For the
first month of operations, the company had the following transactions.

. Issue 10,000 shares of common stock in exchange for $32,000 in cash.

. Purchase land for $19,000. A note payable is signed for the full amount.

. Purchase storage container equipment for $8,000.

. Hire three employees for $2,000 per month.

. Receive cash of $12,000 in rental fees for the current month.

. Purchase office supplies for $2,000 on account.

. Pay employees $6,000 for the first month’s salaries.

N oYU B W N =

Required:
For each transaction, describe the dual effect on the accounting equation. For example,
in the first transaction, (1) assets increase and (2) stockholders’ equity increases.

E2-4 Boilermaker House Painting Company incurs the following transactions for

September.

. Paint houses in the current month for $15,000 on account.

. Purchase painting equipment for $16,000 cash.

. Purchase office supplies on account for $2,500.

. Pay workers’ salaries of $3,200 for the current month.

. Purchase advertising to appear in the current month, $1,200.

. Pay office rent of $4,400 for the current month.

. Receive $10,000 from customers in (1) above.

. Receive cash of $5,000 in advance from a customer who plans to have his house
painted in the following month.

0NN ONUT B W

Required:

For each transaction, describe the dual effect on the accounting equation. For
example, for the first transaction, (1) assets increase and (2) stockholders’ equity
increases.

E2-5 At the beginning of April, Owl Corporation has a balance of $12,000 in the
Retained Earnings account. During the month of April, Owl had the following
external transactions.

. Issue common stock for cash, $10,000.

. Provide services to customers on account, $7,500.

. Provide services to customers in exchange for cash, $2,200.

. Purchase equipment and pay cash, $6,600.

. Pay rent for April, $1,200.

. Pay workers’ salaries for April, $2,500.

. Pay dividends to stockholders, $1,500.

N oYU AW =
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Analyze the impact
of transactions on
the accounting
equation (LO2)

Analyze the impact
of transactions on
the accounting
equation (LO2)

Understand the
components of retained
earnings (LO2)
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Indicate the debit
or credit balance of
accounts (LO3)

Associate debits and
credits with external
transactions (LO3)

Record transactions (LO4)
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Required:
Using the external transactions above, compute the balance of Retained Earnings at
April 30.

E2-6 Below is a list of common accounts.

Accounts Debit or Credit

Cash

Service Revenue
Salaries Expense
Accounts Payable
Equipment
Retained Earnings
Utilities Expense
Accounts Receivable
Dividends

Common Stock

OV NORWN =

=N

Required:
Indicate whether the normal balance of each account is a debit or a credit.

E2-7 Below are several external transactions for Hokies Company.

Account Account
Debited Credited
Example: Purchase equipment in exchange for cash. Equipment Cash
1. Pay a cash dividend.
2. Pay rent in advance for the next three months.
3. Provide services to customers on account.
4. Purchase office supplies on account.
5. Pay salaries for the current month.
6. Issue common stock in exchange for cash.
7. Collect cash from customers for services provided
in (3) above.
8. Borrow cash from the bank and sign a note.
9. Pay for the current month’s utilities.
10. Pay for office supplies purchased in (4) above.
Hokies uses the following accounts:
Accounts Payable Equipment Accounts Receivable
Cash Supplies Utilities Expense
Prepaid Rent Rent Expense Service Revenue
Common Stock Notes Payable Retained Earnings
Salaries Payable Salaries Expense Dividends

Required:
Indicate which accounts should be debited and which should be credited.

E2-8 Terapin Company engages in the following external transactions for November.

1. Purchase equipment in exchange for cash of $22,400.

2. Provide services to customers and receive cash of $5,800.
3. Pay the current month’s rent of $1,100.

4. Purchase office supplies on account for $900.

5. Pay employees’ salaries of $1,600 for the current month.

Required:
Record the transactions. Terapin uses the following accounts: Cash, Supplies,
Equipment, Accounts Payable, Service Revenue, Rent Expense, and Salaries Expense.
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E2-9 Below are recorded transactions of Yellow Jacket Corporation for August.

Debit Credit

1. EqQuipment ....coooceeiiiiiiiniiiiiiiicciceee, 8,800

Cash coooooeieiieeeee e 8,800
2. Accounts Receivable ..........oovveeeeeeeniii... 3,200

Service Revenue.......cccccccccoevvvvenennn. 3,200
3. Salaries EXpense ........cccoeveerienienieenenns 1,900

Cash cooooeeieeeeeee e 1,900
O - =] T 1,500

Unearned Revenue .........ccccveeeennnn. 1,500
5.Dividends ...ccoveeeeiiiiiiieeeeeeeeee 900

Cash ..ooovuieieeeeeecee e 900

Required:
Provide an explanation for each transaction.

E2-10 Sun Devil Hair Design has the following transactions during the month of February.

February 2 Pay $600 for radio advertising for February.
February 7 Purchase beauty supplies of $1,200 on account.

February 14 Provide beauty services of $2,400 to customers and receive cash.
February 15 Pay workers’ salaries for the current month of $800.
February 25 Provide beauty services of $900 to customers on account.

February 28 Pay utility bill for the current month of $200.

Required:

Record each transaction. Sun Devil uses the following accounts: Cash, Accounts
Receivable, Supplies, Accounts Payable, Service Revenue, Advertising Expense,
Salaries Expense, and Utilities Expense.

E2-11 Bearcat Construction begins operations in March and has the following
transactions.

March 1 Issue common stock for $16,000.

March 5 Obtain $8,000 loan from the bank by signing a note.

March 10 Purchase construction equipment for $20,000 cash.

March 15 Purchase advertising for the current month for $1,000 cash.
March 22 Provide construction services for $17,000 on account.
March 27 Receive $12,000 cash on account from March 22 services.
March 28 Pay salaries for the current month of $5,000.

Required:

Record each transaction. Bearcat uses the following accounts: Cash, Accounts Receivable,
Notes Payable, Common Stock, Service Revenue, Advertising Expense, and Salaries Expense.

E2-12 Consider the recorded transactions below.

Debit Credit

1. Accounts Receivable .........cccocvvvvvininnn. 7,400

Service Revenue .......ccooooovvvvvivvnnnnnnn.. 7,400
2. SUPPES e 1,800

Accounts Payable .........c..ccoccooenenne. 1,800
3.Cash cooeeieeeeeee e 9,200

Accounts Receivable......................... 9,200
4. Advertising Expense .......c.ccccceceeeueeue. 1,200

Cash v 1,200
5. Accounts Payable ........ccccocooiniininiin. 2,700

Cash coooooeieiieeeeee e 2,700
6. Cash oo 1,000

Unearned Revenue ........ccccoovvvvvuvennnn 1,000
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Prepare a trial
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Prepare a trial
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Record transactions,
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Required:

Post each transaction to T-accounts and compute the ending balance of each account.
The beginning balance of each account before the transactions is: Cash, $2,400; Accounts
Receivable, $3,200; Supplies, $300; Accounts Payable, $2,500; Unearned Revenue, $200.
Service Revenue and Advertising Expense each have a beginning balance of zero.

E2-13 Below is the complete list of accounts of Sooner Company and the related
balance at the end of April. All accounts have their normal debit or credit balance.
Cash, $2,900; Prepaid Rent, $6,400; Accounts Payable $3,300; Common Stock, $30,000;
Service Revenue, $24,400; Salaries Expense, $7,200; Accounts Receivable, $5,100;
Land, $50,000; Unearned Revenue, $1,800; Retained Earnings, $20,500; Supplies
Expense, $8,400.

Required:
Prepare a trial balance with the list of accounts in the following order: assets, liabilities,
stockholders’ equity, revenues, and expenses.

E2-14 Below is the complete list of accounts of Fightin’ Blue Hens Incorporated and
the related balance at the end of March. All accounts have their normal debit or credit
balance. Supplies, $1,200; Buildings, $45,000; Salaries Payable, $400; Common Stock,
$25,000; Accounts Payable, $1,700; Utilities Expense, $2,700; Prepaid Insurance,
$1,300; Service Revenue, $18,500; Accounts Receivable, $3,200; Cash, $2,500;

Salaries Expense, $5,400; Retained Earnings, $15,700.

Required:
Prepare a trial balance with the list of accounts in the following order: assets,
liabilities, stockholders’ equity, revenues, and expenses.

E2-15 Green Wave Company plans to own and operate a storage rental facility. For the
first month of operations, the company has the following transactions.

. Issue 10,000 shares of common stock in exchange for $32,000 in cash.

. Purchase land for $19,000. A note payable is signed for the full amount.
. Purchase storage container equipment for $8,000 cash.

. Hire three employees for $2,000 per month.

. Receive cash of $12,000 in rental fees for the current month.

. Purchase office supplies for $2,000 on account.

. Pay employees $6,000 for the first month’s salaries.

N OB W N

Required:

1. Record each transaction. Green Wave uses the following accounts: Cash, Supplies,
Land, Equipment, Common Stock, Accounts Payable, Notes Payable, Service
Revenue, and Salaries Expense.

2. Post each transaction to T-accounts and compute the ending balance of each
account. Since this is the first month of operations, all T-accounts have a beginning
balance of zero.

3. After calculating the ending balance of each account, prepare a trial balance.

E2-16 Boilermaker House Painting Company incurs the following transactions
for September.

. Paint houses in the current month for $15,000 on account.

. Purchase painting equipment for $16,000 cash.

. Purchase office supplies on account for $2,500.

. Pay workers’ salaries of $3,200 for the current month.

. Purchase advertising to appear in the current month for $1,200 cash.

. Pay office rent of $4,400 for the current month.

. Receive $10,000 from customers in (1) above.

. Receive cash of $5,000 in advance from a customer who plans to have his house
painted in the following month.

0NN ONUT B W
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Required:

1. Record each transaction. Boilermaker uses the following accounts: Cash, Accounts
Receivable, Supplies, Equipment, Accounts Payable, Unearned Revenue, Common
Stock, Retained Earnings, Service Revenue, Salaries Expense, Advertising Expense,
and Rent Expense.

2. Post each transaction to T-accounts and compute the ending balance of each
account. At the beginning of September, the company had the following account
balances: Cash, $21,100; Accounts Receivable, $1,200; Supplies, $400; Equipment,
$6,400; Accounts Payable, $1,100; Common Stock, $20,000; Retained Earnings,
$8,000. All other accounts had a beginning balance of zero.

3. After calculating the ending balance of each account, prepare a trial balance.

For additional exercises, visit www.mhhe.com/succeed for Exercises: Set B.

PROBLEMS: SET A & connect
|ACCOUNTING

P2-1A Below is a list of activities for Jayhawk Corporation. Analyze the impact
of transactions on
Stockholders’  the accounting
Transaction Assets = Liabilities + Equity equation (LO2)

1. Issue common stock in
exchange for cash. Increase = No effect + Increase

2. Purchase business
supplies on account.

3. Pay for legal services for
the current month.

4. Provide services to
customers on account.

5. Pay employee salaries for
the current month.

6. Provide services to
customers for cash.

7. Pay for advertising for the
current month.

8. Repay loan from the bank.

9. Pay dividends to
stockholders.

10. Receive cash from
customers in (4) above.
11. Pay for supplies purchased

in (2) above.

Required:
For each activity, indicate whether the transaction increases, decreases, or has no
effect on assets, liabilities, and stockholders’ equity.

P2-2A Below is a list of activities for Purple Cow Incorporated. Analyze the impact
of transactions on
Stockholders’ the accounting
Transaction Assets = Liabilities + Equity equation (LO2)

1. Provide services to customers
on account, $1,600. +$1,600 = $0 + +$1,600
2. Pay $400 for current month’s rent.

3. Hire a new employee, who will
be paid $500 at the end of each
month.

(continued)
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(concluded)

Identify the type

of account and its
normal debit or credit
balance (LO3)

Correct recorded
transactions (LO4)
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Stockholders’

Transaction Assets = Liabilities + Equity
4. Pay $100 for advertising aired in
the current period.
5. Purchase office supplies for $400
cash.
6. Receive cash of $1,000 from
customers in (1) above.
7. Obtain a loan from the bank for
$7,000.
8. Receive a bill of $200 for utility
costs in the current period.
9. Issue common stock for $10,000
cash.
10. Pay $500 to employee in (3)
above.
Totals = +
Required:

For each activity, indicate the impact on the accounting equation. After doing so for
all transactions, ensure that the accounting equation remains in balance.

P2-3A Below is a list of typical accounts.

Normal Balance

Accounts Type of Account (Debit or Credit)

. Salaries Payable
. Common Stock
. Prepaid Rent

. Buildings

. Utilities Expense
. Equipment

. Rent Expense

. Notes Payable

. Salaries Expense

ONOT A WN -

O

= =8 =
N - O

. Insurance Expense
. Cash
. Service Revenue

Required:

For each account, indicate (1) the type of account and (2) whether the normal account
balance is a debit or credit. For the type of account, choose from asset, liability,
stockholders’ equity, dividend, revenue, or expense.

P2-4A Below are several transactions for Scarlet Knight Corporation. A junior accountant,
recently employed by the company, proposes to record the following transactions.

External Transaction Accounts Debit Credit

1. Owners invest $10,000 in the Common Stock 10,000
company and receive common stock. Cash 10,000

2. Receive cash of $3,000 for services Cash 3,000
provided in the current period. Service Revenue 3,000

3. Purchase office supplies on account, Supplies 200
$200. Cash 200

4. Pay $500 for next month'’s rent. Rent Expense 500
Cash 500

5. Purchase office equipment with cash Cash 1,700

of $1,700.

Equipment 1,700
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Required:
Assess whether the junior accountant correctly proposes how to record each
transaction. If incorrect, provide the correction.

P2-5A Jake owns a lawn maintenance company, and Luke owns a machine repair
shop. For the month of July, the following transactions occurred.

July 3 Jake provides lawn services to Luke’s repair shop on account, $400.

July 6 One of Jake’s mowers malfunctions. Luke provides repair services to
Jake on account, $350.

July 9 Luke pays $400 to Jake for lawn services provided on July 3.

July 14 Luke borrows $500 from Jake by signing a note.

July 18 Jake purchases advertising in a local newspaper for the remainder of July
and pays cash, $100.

July 20 Jake pays $350 to Luke for services provided on July 6.

July 27 Luke performs repair services for other customers for cash, $700.

July 30 Luke pays employees’ salaries for the month, $200.

July 31 Luke pays $500 to Jake for money borrowed on July 14.

Required:

Record the transactions for Jake’s Lawn Maintenance Company.

P2-6A Refer to the transactions described in P2-5A.

Jake’s Lawn Maintenance Company
Stockholders’
Equity

+$400 $0

Luke’s Repair Shop
Stockholders’
Equity

-$400

Liabilities +
+$400 +

Liabilities + Assets =

$0 +

Assets

July 3 +$400

6

9
14
18
20
27
30
31

Required:

1. Record each transaction for Luke’s Repair Shop.
2. Using the format shown above, indicate the impact of each transaction on the
accounting equation for each company.

P2-7A Below are the account balances of Bruins Company at the end of November.

Accounts Balances Accounts Balances
Cash $30,000 Common Stock $40,000
Accounts Receivable 40,000 Retained Earnings 25,000
Supplies 1,000 Dividends 1,000
Prepaid Rent 2,000 Service Revenue 55,000
Equipment ? Salaries Expense 20,000
Accounts Payable 16,000 Rent Expense 11,000
Salaries Payable 4,000 Interest Expense 2,000
Interest Payable 2,000 Supplies Expense 6,000
Unearned Revenue 8,000 Utilities Expense 5,000
Notes Payable 20,000
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Record transactions (LO4)

Flip Side of P2-6A

O

Analyze the impact
of transactions on
the accounting
equation and record
transactions (LO2, 4)

Flip Side of P2-5A

O

Prepare a trial
balance (LO6)
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Required:
Prepare a trial balance by placing amounts in the appropriate debit or credit column
and determining the balance of the Equipment account.

Complete the steps inthe ~ P2-8A Below are the transactions for Ute Sewing Shop for March, the first month of
measurement of external operations.
transactions (LO4, 5, 6)

March 1 Issue common stock in exchange for cash of $2,000.
7 March 3 Purchase sewing equipment by signing a note with the local bank, $1,700.
March 5 Pay rent of $500 for March.
March 7 Martha, a customer, places an order for alterations to several dresses.

Ute estimates that the alterations will cost Martha $700. Martha is not
required to pay for the alterations until the work is complete.

March 12 Purchase sewing supplies for $120 on account. This material will be
used to provide services to customers.

March 15  Martha receives altered dresses and pays $700 to Ute.

March 19  Bob needs 100 pairs of overalls expanded as he purchased too many
small and medium sizes. He pays $600 to Ute for services and expects
the overalls to be completed by March 25.

March 25  Bob receives his completed overalls.

March 30  Pay utilities of $85 for the current period.

March 31  Pay dividends of $100 to stockholders.

Required:

1. Record each transaction.

2. Post each transaction to the appropriate T-accounts.
3. Calculate the balance of each account at March 31.
4. Prepare a trial balance as of March 31.

Ute uses the following accounts: Cash, Supplies, Equipment, Accounts Payable,
Unearned Revenue, Notes Payable, Common Stock, Dividends, Service Revenue,
Rent Expense, and Utilities Expense.

Complete the steps inthe ~ P2-9A Pirates Incorporated had the following balances at the beginning of September.
measurement of external

transactions (LO4, 5, 6)
PIRATES INCORPORATED
Trial Balance

o
Accounts Debits Credits

N
Cash $ 5,500
Accounts Receivable 1,500
Supplies 6,600
Land 10,200
Accounts Payable $6,500
Notes Payable 2,000
Common Stock 8,000
Retained Earnings 7,300

The following transactions occur in September.

September 1 Provide services to customers for cash, $3,700.

September 2 Purchase land with a long-term note for $5,400 from Crimson
Company.

September 4 Receive an invoice for $400 from the local newspaper for an
advertisement that appeared on September 2.

September 8 Provide services to customers on account for $5,000.

September 10 Purchase supplies on account for $1,000.

September 13 Pay $3,000 to Crimson Company for a long-term note.
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September 18 Receive $4,000 from customers on account.

September 20  Pay $800 for September’s rent.

September 30 Pay September’s utility bill of $1,500.

September 30 Pay employees $3,000 for salaries for the month of September.
September 30 Pay a cash dividend of $1,000 to shareholders.

Required:

1. Record each transaction.

2. Post each transaction to the appropriate T-accounts.

3. Calculate the balance of each account at September 30. (Hint: Be sure to
include the balance at the beginning of September in each T-account.)

4. Prepare a trial balance as of September 30.

PROBLEMS: SET B ®mconnect
|ACCOUNTING

P2-1B Below is a list of activities for Tigers Corporation. Analyze the impact
of transactions on

Stockholders’  the accounting
Transaction Assets = Liabilities + Equity equation (LO2)

1. Obtain a loan at the bank. Increase = Increase + No effect

2. Purchase a machine to use
in operations for cash.

3. Provide services to
customers for cash.

4. Pay workers' salaries for
the current month.

5. Repay loan from the bank
in (1) above.

6. Customers pay cash in
advance of services.

7. Pay for maintenance costs
in the current month.

8. Pay for advertising in the
current month.

9. Purchase office supplies
on account.

10. Provide services to
customers on account.
11. Pay dividends to

stockholders.

Required:
For each activity, indicate whether the transaction increases, decreases, or has no
effect on assets, liabilities, and stockholders’ equity.

P2-2B Below is a list of activities for Vikings Incorporated. Analyze the impact
of transactions on
Stockholders’ the accounting
Transaction Assets = Liabilities + Equity equation (LO2)
1. Issue common stock in exchange
for cash, $15,000. + $15,000 = $0 + +$15,000
2. Obtain a loan from the bank for
$9,000.

3. Receive cash of $1,200 in
advance from customers.
4. Purchase supplies on account,
$2,400.
(continued)
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Liabilities

Stockholders’

+

Equity

For each activity, indicate the impact on the accounting equation. After doing all the

(concluded)
Transaction Assets =
5. Pay one year of rent in advance,
$12,000.
6. Provide services to customers on
account, $3,000.
7. Repay $4,000 of the loan in
(2) above.
8. Pay the full amount for supplies
purchased in (4) above.
9. Provide services to customers in
(3) above.
10. Pay cash dividends of $1,000 to
stockholders.
Totals
Required:
transactions, ensure that the accounting equation remains in balance.
Identify the type P2-3B Below is a list of typical accounts.

of account and its
normal debit or credit

balance (LO3) Accounts

Type of Account

Normal Balance

(Debit or Credit)

1. Supplies

2. Advertising Expense

3. Prepaid Insurance

4. Supplies Expense

5. Accounts Payable

6. Equipment

7. Dividends

8. Accounts Receivable
9. Retained Earnings

10. Unearned Revenue

11. Service Revenue

12. Utilities Payable

Required:

For each account, indicate (1) the type of account and (2) whether the normal
account balance is a debit or credit. For type of account, choose from asset,
liability, stockholders’ equity, dividend, revenue, or expense.

P2-4B Below are several transactions for Crimson Tide Corporation. A junior
accountant, recently employed by the company, proposes to record the following

Correct recorded
transactions (LO4)

transactions.

External Transaction Accounts Debit Credit
1. Pay cash dividends of $700 to Cash 700

stockholders. Dividends 700
2. Provide services on account for Cash 2,400

customers, $2,400. Service Revenue 2,400
3. Pay a $400 utilities bill for the Utilities Expense 400

current period. Cash 400
4. Receive cash of $300 from previously Cash 300

billed customers. Service Revenue 300
5. Pay for supplies previously Supplies Expense 1,100

purchased on account, $1,100. Cash 1,100



CHAPTER 2 The Accounting Information System

Required:
Assess whether the junior accountant correctly proposes how to record each
transaction. If incorrect, provide the correction.

P2-5B Eli owns an insurance office, while Olivia operates a maintenance service that
provides basic custodial duties. For the month of May, the following transactions
occurred.

May 2 Olivia decides that she will need insurance for a one-day special event
at the end of the month and pays Eli $200 in advance.

May 5 Olivia provides maintenance services to Eli’s insurance offices on
account, $375.

May 7 Eli borrows $400 from Olivia by signing a note.

May 14 Olivia purchases maintenance supplies from Spot Corporation, paying
cash of $150.

May 19 Eli pays $375 to Olivia for maintenance services provided on May 5.

May 25 Eli pays the utility bill for the month of May, $125.

May 28 Olivia receives insurance services from Eli equaling the amount paid on
May 2.

May 31 Eli pays $400 to Olivia for money borrowed on May 7.

Required:

Record each transaction for Eli’s Insurance Services.

P2-6B Refer to the transactions described in P2-5B.

Eli's Insurance Services Olivia's Maintenance Services
Stockholders’ Stockholders’
Liabilities + Equity Assets = Liabilities + Equity

+$200 + $0 +$200 $0 + $0
—$200

Assets

May 2 +$200

5

7
14
19
25
28
31

Required:

Record transactions for Olivia’s Maintenance Services. Then, using the format
shown, indicate the impact of each transaction on the accounting equation for
each company.

P2-7B Below are account balances of Ducks Company at the end of September.

Accounts Balances Accounts Balances
Cash $20,000 Retained Earnings $12,000
Accounts Receivable 13,000 Dividends 3,000
Supplies 6,000 Service Revenue ?
Prepaid Insurance 4,000 Salaries Expense 8,000
Equipment 23,000 Insurance Expense 7,000
Accounts Payable 6,000 Advertising Expense 1,000
Salaries Payable 3,000 Supplies Expense 9,000
Utilities Payable 1,000 Entertainment Expense 5,000
Unearned Revenue 8,000 Utilities Expense 1,000

Common Stock 24,000

101

Record transactions (LO4)

Flip Side of P2-6B

O

Analyze the impact
of transactions on
the accounting
equation and record
transactions (LO2, 4)

Flip Side of P2-5B

O

Prepare a trial
balance (LO6)
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Complete the steps in the
measurement of external
transactions (LO4, 5, 6)

Complete the steps in the
measurement of external
transactions (LO4, 5, 6)

os
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Required:
Prepare a trial balance by placing amounts in the appropriate debit or credit column
and determining the balance of the Service Revenue account.

P2-8B Below are the transactions for Salukis Car Cleaning for June, the first month
of operations.

June 1 Obtain a loan of $60,000 from the bank by signing a note.

June 2 Issue common stock in exchange for cash of $30,000.
June 7 Purchase car wash equipment for $65,000 cash.
June 10 Purchase cleaning supplies of $7,000 on account.

June 12 Wash 400 cars for $10 each. All customers pay cash.
June 16 Pay employees $800 for work performed.

June 19 Pay for advertising in a local newspaper, costing $400.
June 23 Wash 500 cars for $10 each on account.

June 29 Pay employees $850 for work performed.

June 30 A utility bill of $1,300 for the current month is paid.
June 30 Pay dividends of $500 to stockholders.

Required:

1. Record each transaction.

2. Post each transaction to the appropriate T-accounts.
3. Calculate the balance of each account.

4. Prepare a trial balance for June.

Salukis uses the following accounts: Cash, Accounts Receivable, Supplies, Equipment,
Accounts Payable, Notes Payable, Common Stock, Dividends, Service Revenue,
Salaries Expense, Advertising Expense, and Utilities Expense.

P2-9B Buckeye Incorporated had the following trial balance at the beginning of
November.

BUCKEYE INCORPORATED
Trial Balance

Accounts Debits Credits
Cash $2,200
Accounts Receivable 500
Supplies 600
Equipment 8,400
Accounts Payable $1,500
Notes Payable 3,000
Common Stock 6,000
Retained Earnings 1,200

The following transactions occur in November.

November 1 Issue common stock in exchange for $12,000 cash.

November 2 Purchase equipment with a long-term note for $2,500 from Spartan
Corporation.

November 4 Purchase supplies for $1,200 on account.

November 10 Provide services to customers on account for $8,000.

November 15 Pay creditors on account, $1,000.

November 20 Pay employees $2,000 for the first half of the month.

November 22 Provide services to customers for $10,000 cash.

November 24 Pay $1,000 on the note from Spartan Corporation.

November 26 Collect $6,000 on account from customers.

November 28 Pay $1,000 to the local utility company for November gas and electricity.

November 30 Pay $4,000 rent for November.
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Required:

1. Record each transaction.

2. Post each transaction to the appropriate T-accounts.

3. Calculate the balance of each account at November 30. (Hint: Be sure to include
the balance at the beginning of November in each T-account.)

4. Prepare a trial balance as of November 30.

For additional problems, visit www.mhhe.com/succeed for Problems: Set C.

Great Adventures
(This is a continuation of the Great Adventures problem from Chapter 1.)

AP2-1 Tony and Suzie graduate from college in May 2012 and begin developing
their new business. They begin by offering clinics for basic outdoor activities such
as mountain biking or kayaking. Upon developing a customer base, they’ll hold
their first adventure races. These races will involve four-person teams that race
from one checkpoint to the next using a combination of kayaking, mountain biking,
orienteering, and trail running. In the long run, they plan to sell outdoor gear and
develop a ropes course for outdoor enthusiasts.

On July 1, 2012, Tony and Suzie organize their new company as a corporation,
Great Adventures Inc. The articles of incorporation state that the corporation will sell
20,000 shares of common stock for $1 each. Each share of stock represents a unit of
ownership. Tony and Suzie will act as co-presidents of the company. The following
business activities occur during July.

July 1 Suzie purchases $10,000 of Great Adventures’ common stock using cash
she saved during college.

1 Tony purchases $10,000 of Great Adventures’ common stock by borrowing
from a local bank using his personal vehicle as collateral.

1 Suzie purchases a one-year insurance policy for $4,800 ($400 per month)
to cover injuries to participants during outdoor clinics.

2 The company pays legal fees of $1,500 associated with incorporation.

4 Suzie purchases office supplies of $1,800 on account.

7 Suzie pays advertising of $300 to a local newspaper for an upcoming
mountain biking clinic to be held on July 15. Attendees will be charged
$50 the day of the clinic.

8 Tony purchases 10 mountain bikes, paying $12,000 cash.

15 On the day of the clinic, Great Adventures receives cash of $2,000 from
40 bikers. Tony conducts the mountain biking clinic.

22 Because of the success of the first mountain biking clinic, Tony holds
another mountain biking clinic and the company receives $2,300.

24 Suzie pays advertising of $700 to a local radio station for a kayaking clinic

to be held on August 10. Attendees can pay $100 in advance or $150 on
the day of the clinic.

30 Great Adventures receives cash of $4,000 in advance from 40 kayakers for
the upcoming kayak clinic.

Required:

1. Record each transaction in July.

2. Post each transaction to T-accounts.
3. Prepare a trial balance.

American Eagle Outfitters, Inc.

AP2-2 Financial information for American Eagle is presented in Appendix A at the
end of the book.
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Required:

1. Is American Eagle’s company size increasing? To answer, calculate the percentage
change in total assets and percentage change in net sales for the most recent year.

2. Is American Eagle’s total profitability increasing? Determine your answer by

calculating the percentage change in net income for the most recent year.

. Did American Eagle issue any common stock in the most recent year?

4. Do you see the term debit or credit listed in the balance sheet? Which account types
in the balance sheet increase with a debit and which ones increase with a credit?

5. Do you see the term debit or credit listed in the income statement? Which account types
in the income statement increase with a debit? Which increase with a credit?

|98}

The Buckle, Inc.

AP2-3 Financial information for The Buckle is presented in Appendix B at the end of
the book.

Required:

1. Is The Buckle’s company size increasing? Determine your answer by calculating the
percentage change in total assets and percentage change in net sales for the most
recent year.

2. Is The Buckle’s total profitability increasing? Determine your answer by calculating

the percentage change in net income for the most recent year.

. Did The Buckle issue any common stock in the most recent year?

4. Do you see the term debit or credit listed in the balance sheet? Which account types
in the balance sheet increase with a debit and which ones increase with a credit?

5. Do you see the term debit or credit listed in the income statement? Which account types
in the income statement increase with a debit? Which increase with a credit?

|98}

American Eagle Outfitters, Inc., vs. The Buckle, Inc.

AP2-4 Financial information for American Eagle is presented in Appendix A at the
end of the book, and financial information for The Buckle is presented in Appendix B
at the end of the book.

Required:
Determine which company’s growth rate in total assets, net sales, and net income is
greater. Why do you think this might be the case?

Ethics

AP2-5 Larry has been the chief financial officer (CFO) of Maxima Auto Service for
the past 10 years. The company has reported profits each year it’s been in business.
However, this year has been a tough one. Increased competition and the rising costs of
labor have reduced the company’s profits. On December 30, Larry informs Robert, the
company’s president and Larry’s closest friend for the past 10 years, that it looks like
the company will report a net loss (total expenses will be greater than total revenues)
of about $50,000 this year.

The next day, December 31, while Larry is preparing the year-end reports, Robert
stops by Larry’s office to tell him that an additional $75,000 of revenues needs to
be reported and that the company can now report a profit. When Larry asks about
the source of the $75,000, Robert tells him, “Earlier in the month some customers
paid for auto services with cash, and with this cash I bought additional assets for
the company. That’s why the $75,000 never showed up in the bank statement. I just
forgot to tell you about this earlier.” When Larry asks for more specifics about these
transactions, Robert mumbles, “I can’t recall where I placed the customer sales
invoices or the purchase receipts for the assets, but don’t worry; I know they’re here.
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We've been friends for a lot of years and you can trust me. Now, let’s hurry and finish
those reports and I'll treat you to dinner tonight at the restaurant of your choice.”

Required:
Discuss the ethical dilemma Larry faces.

Internet Research

AP2-6 Obtain a copy of the annual report of Apple Inc. for the most recent year. You
can find the annual report at the company’s website (www.apple.com) in the investor
information section or at the Securities and Exchange Commission’s website (www.sec
.gov) using EDGAR (Electronic Data Gathering, Analysis, and Retrieval). Form 10-K,
which includes the annual report, is required to be filed on EDGAR. Search or scroll
within the annual report to find the financial statements.

Required:

Determine the following from the company’s financial statements:

1. What amount does the company report for accounts receivable? What does this
amount represent?

2. What amount does the company report for accounts payable? What does this
amount represent?

3. The company reports a single amount for accrued expenses in the liability section
of the balance sheet. What are some possible liabilities included in this amount?

4. What amount does the company report for common stock? What does this amount
represent?

5. Determine whether the company’s total assets equal total liabilities plus total
stockholders’ (or shareholders’) equity.

6. Apple refers to its income statement as the statement of operations. What amount
does the company report for net sales? This amount represents sales of the
company’s products over what period of time?

7. What are some of the expenses listed in the income statement?

8. Do the company’s total revenues exceed total expenses? By how much?

Written Communication

AP2-7 Barth Interior provides decorating advice to its clients. Three recent
transactions of the company include:

a. Providing decorating services of $500 on account to one of its clients.

b. Paying $1,200 for an employee’s salary in the current period.

¢. Purchasing office equipment for $2,700.

Required:
Write a memo to your instructor describing each step of the six-step measurement
process presented in Illustration 2-1 for each of the three transactions.

Answers to the Self-Study Questions
l.c 2.d 3.¢ 4.c 5c¢c 6.a 7.d 8.a 9.¢ 10.d
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Learning AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO:
Objectives B LO1 Record revenues using the revenue recognition principle and
expenses using the matching principle.
B LO2 Distinguish between accrual-basis and cash-basis accounting.
B LO3 Demonstrate the purposes and recording of adjusting entries.
B LO4 Post adjusting entries and prepare an adjusted trial balance.
B LO5 Prepare financial statements using the adjusted trial balance.
B LO6 Demonstrate the purposes and recording of closing entries.
B LO7 Post closing entries and prepare a post-closing trial balance.



FEDERAL EXPRESS: DELIVERING PROFITS TO INVESTORS

Wouldn't it be great to put $1,000 into the stock market and watch your investment really grow?
As a student, you may not have a lot of extra money right now, but someday you will. Which
stock should you buy? Where should you buy it?

The largest stock exchange in the world in terms of value traded each day is the New York Stock Exchange
(NYSE), nicknamed the “Big Board.” The value of shares traded on the NYSE was approximately $20 trillion in
2009. Another popular place to find stocks is the NASDAQ (an acronym for National Association of Securities
Dealers Automated Quotations system). This is an electronic stock exchange in the United States that lists more
companies and, on average, trades more shares per day than any other securities market in the world. Together,
the NYSE and NASDAQ offer investors thousands of stocks from which to choose. Thousands more are listed
on other stock exchanges throughout the world.

With so many choices, how do you tell the winning stocks from the losing stocks? The single piece of
information that best distinguishes them is net income. Recall that net income equals revenues minus expenses
for each reporting period. It measures how profitable the business is. Since stockholders are the owners of the
business, any profits of the company belong solely to them (and not to creditors). Therefore, as net income
increases, so does the value of the company to its stockholders.

To see the power of net income in explaining movements in stock prices, consider the following information
for Federal Express (FedEx). Over the 20-year period from 1990-2009, FedEx’s net income increased in 14 of
20 years. For the other six years, net income decreased. What happened to FedEx’s stock price in each of these
years? In the years that net income increased, FedEx’s stock price rose an average of 21.0%. In contrast, in the
years that net income decreased, FedEx’s stock price fell an average of 9.6%. The goal is clear: Predict the direction
of the change in net income and you'll predict the change in stock prices.
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PART A

H LO1

Record revenues

using the revenue
recognition principle
and expenses using
the matching principle.

Recognize revenue when
it is earned.

CHAPTER 3  The Financial Reporting Process

ACCRUAL-BASIS ACCOUNTING

Net income, while certainly not the only consideration, is an essential aspect of
good investment decisions. Investors know that any information they gather to
help in predicting net income will lead to more profitable investments. Given the
importance of net income to investors, standard setters have devoted consider-
able attention to the proper measurement of the two primary components of net
income—revenues and expenses. In this section, we look at important principles
behind reporting of revenues and expenses and at their effect on accounting.

Revenue and Expense Reporting

If accounting information is to be useful in making decisions, accountants must
measure and report revenues and expenses in a way that clearly reflects the ability
of the company to create value for its owners, the stockholders. To do this, we use
accrual-basis accounting, in which we record revenues when we earn them (the
revenue recognition principle) and we record expenses with related revenues (the
matching principle). We discuss these two principles next.

REVENUE RECOGNITION PRINCIPLE

A company records revenues when it sells its product or provides its service to a cus-
tomer. For example, revenues are recorded when Federal Express delivers a pack-
age, Reebok sells a pair of shoes, AMC Theatres sells a movie ticket, American
Eagle sells a shirt, or GEICO provides insurance coverage. The overriding concept in
understanding how to properly record revenue is the revenue recognition principle.
The revenue recognition principle states that we record revenue in the period in
which we earn it. If a company sells products or provides services to a customer in
2012, the firm should report the revenue in its 2012 income statement. If the com-
pany sells products or provides services to a customer in 2013, it should report the
revenue in the 2013 income statement, and so on.

To illustrate, suppose Calvin wants to surprise his wife Ruby with a 12-day,
Hawaiian cruise to celebrate their 35th wedding anniversary. He books the cruise
with Carnival Cruise Lines. He makes reservations and pays for the cruise in
November 2012, but the cruise is not scheduled to sail until April 2013. When does
Carnival report revenue from the ticket sale? Although the company receives Calvin’s
cash from the ticket sale in November 2012, it does not report revenue at this time
because it has not substantially fulfilled its obligation to Calvin. It has not yet pro-
vided the services. Carnival will recognize the revenue in April 2013 when the cruise
occurs.

It works the other way, too. Suppose that, anticipating the cruise, Calvin buys a
Jimmy Buffett CD from Best Buy. Rather than paying cash, Calvin uses his Best
Buy card to buy the CD on account. Even though Best Buy doesn’t receive cash
immediately from Calvin, it still records the revenue at the time it sells the CD.

7
~ KEY POINT

The revenue recognition principle states that we should recognize revenue in the
period in which we earn it, not necessarily in the period in which we receive cash.

MATCHING PRINCIPLE

You've heard it said, “It takes money to make money.” That’s true for all businesses.
To make money from the sale of goods and services, companies must spend money
on such essentials as advertising, workers’ salaries, utilities, office rent, equipment,
and business supplies. We've discussed how use of the revenue recognition principle
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affects when we record revenues. Now let’s discuss when we record expenses, the
costs associated with producing these revenues.

The matching principle states that we recognize expenses in the same period as
the revenues they help to generate. Implied in this principle is a cause-and-effect rela-
tionship between revenue and expense recognition. In a given period, we report rev-
enue as it is earned, according to the revenue recognition principle. It’s logical, then,
that in the same period we should also record all expenses incurred to generate that
revenue. The result is a measure—net income—that matches current period accom-
plishments (revenues) and sacrifices (expenses). That’s the matching principle.

To see how the matching principle is applied, let’s look back at Calvin and Ruby’s
Hawaiian cruise. What costs does Carnival Cruise Lines incur in order to generate
the revenue from providing a cruise in April 2013? Some of the costs necessary to
operate a cruise ship include:

1. The purchase of supplies the month before the cruise to prepare for sailing.
2. The purchase of fuel in the month of the cruise.

3. The payment of the captain’s and other crew members’ salaries in the month
after the cruise.

Regardless of when Carnival actually pays the cash for these costs, the com-
pany should “expense the costs”—report the costs as expenses—in April. By doing
this, Carnival reports the expenses in the same period as the revenue the expenses
helped to generate. Illustration 3—1 shows how these costs would be expensed using
the matching principle.

March April May
Cash outflow for Cash outflow for Cash outflow for
purchase of supplies purchase of fuel payment of salaries
[ J
B \ L
Expenses
recognized
March April May
Revenue

recognized in the
month of cruise

Matching Principle — The cost of generating revenue in April (ship supplies, the
fuel used, and crew members’ salaries) should be expensed in April even though
the cash flows occur in March, April, and May.

It’s easy to see how these costs helped to generate the ticket revenue in April. Pur-
chasing ship supplies is necessary for providing a cruise. Likewise, fuel is necessary
for the ship to sail. Salaries are necessary to pay workers to operate the ship and
serve the guests. All three costs are necessary to generate the ticket revenue in April,
so we record them as expenses in April.
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Expenses are reported
with the revenues they
help to generate.

ILLUSTRATION 3-1
Matching Principle
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Of course, these are but a few of the costs of a cruise. Some costs are only indi-
rectly related to producing revenue. For example, salaries paid in April 2013 to
an office worker at Carnival’s executive offices in Miami, Florida, are not directly
related to the ticket revenue. But even such indirect costs contribute to overall oper-
ations, including cruise revenue, and so are expensed in April.

Sometimes it’s impossible to determine in which period or periods, if any, rev-
enues will occur. For example, consider the cost of advertising. Calvin may have
booked the April 2013 cruise because of an advertisement (television, radio, print,
Internet, cell phone) by Carnival back in November 2012. In theory, it would be
ideal for Carnival to record the cost of this advertisement as an expense in April at
the same time it records the revenue the advertisement helped to generate. How-
ever, it’s difficult to determine when, how much, or even whether additional rev-
enues occur as a result of a particular series of ads. Because of this obstacle, firms
generally recognize advertising expenditures as expenses in the period the ads are
provided, with no attempt made to match them with related revenues.

7
L KEY POINT

The matching principle states that we recognize expenses in the same period as
the revenues they help to generate. Expenses include those directly and indirectly
related to producing revenues.

Decision Point

H LO2

Distinguish between
accrual-basis and cash-
basis accounting.

Cash-basis accounting
is not part of generally
accepted accounting
principles (GAAP).

Question @ {\ccountl.n 9 --—1} Analysis @
information

Can the company earn Revenues and expenses Revenues measure the
revenues that exceed reported in the income amount earned during the
the cost of doing so? statement year. Expenses measure

the cost of earning those
revenues. Together, these
two combine to measure
net income, or profitability.

Accrual-Basis Compared with Cash-Basis Accounting
In the preceding section, we discovered the following about accrual-basis accounting:

1. We record revenues when we earn them (the revenue recognition principle)
and not necessarily when we receive cash.

2. We record expenses with related revenues (the matching principle) and not
necessarily when we pay cash.

Under accrual-basis accounting, we record revenue and expense transactions at the
time the earnings-related activities occur.

Cash-basis accounting provides an alternative way of recording revenues and
expenses. Under cash-basis accounting, we record revenues at the time we receive
cash and expenses at the time we pay cash. For example, recall in our Carnival exam-
ple that Calvin purchased tickets in November 2012, for a Hawaiian cruise in April
2013. Under cash-basis accounting, the cruise line would report revenue in November
2012, at the time Calvin pays cash for the cruise, and it would record expenses
as it pays cash for them over several months (rather than recording revenue in April
2013 in accord with the revenue recognition principle and related expenses in
April 2013 in accord with the matching principle).
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Cash-basis accounting may seem appealing because it is essentially how we
think about the inflow and outflow of cash from our bank accounts. However,
because cash-basis accounting violates both the revenue recognition prin-
ciple and the matching principle, it is generally not accepted in preparing
financial statements. We briefly study cash-basis accounting, though, to help
provide a better understanding of the advantages and disadvantages of accrual-
basis accounting.

Illustrations 3-2 and 3-3 demonstrate the timing difference between accrual-
basis and cash-basis accounting by referring back to our example in Illustration 3-1
involving Ruby and Calvin’s Hawaiian cruise.

Recognize Revenue?

Accrual-Basis Cash-Basis

November 2012 Company receives cash from No Yes
Ruby and Calvin for Hawaiian
cruise next April.

April 2013 Company provides cruise Yes No
services to Ruby and Calvin.

Recognize Expense?

Accrual-Basis Cash-Basis
March 2013 Company pays cash for supplies to No Yes
be used next month.
April 2013 Company uses supplies purchased Yes No
last month.
Company pays cash for fuel used Yes Yes
during the cruise this month.
Employees earn salaries but will Yes No
not be paid until next month.
May 2013 Company pays cash to employees No Yes

for salaries earned last month.

Under both accrual-basis and cash-basis accounting, all revenues and expenses
are eventually recorded for the same amount. In fact, over the life of the company,
accrual-basis net income equals cash-basis net income. The difference between
the two methods is in the timing of when we record those revenues and
expenses. Under accrual-basis accounting, we record revenues when earned and
expenses when we incur them. Under cash-basis accounting, we record revenues
and expenses at the time we receive or pay cash.

7
N KEY POINT

The difference between accrual-basis accounting and cash-basis accounting is
timing. Under accrual-basis accounting, we record revenues when we earn them
(revenue recognition principle) and record expenses with the revenue they help to
generate (matching principle). Under cash-basis accounting, we record revenues
when we receive cash and expenses when we pay cash. Cash-basis accounting is
not allowed for financial reporting purposes.
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ILLUSTRATION 3-2

Accrual-Basis Revenue
versus Cash-Basis
Revenue

ILLUSTRATION 3-3

Accrual-Basis Expense
versus Cash-Basis
Expense
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Let's Review

Suggested Homework:
BE3-4, BE3-5;

E3-3, E3-4;

P3-1A&B; P3-2A&B

Cavalier Company experienced the following set of events:

May: Receives cash from customers for services to be provided in June.
June: Provides services to customers who prepaid in May.
May: Pays cash for supplies but does not use them.
June: Uses the supplies purchased in May.
Required:
1. Indicate in which month Cavalier records revenues under:
a. Accrual-basis accounting
b. Cash-basis accounting
2. Indicate in which month Cavalier records expenses under:
a. Accrual-basis accounting
b. Cash-basis accounting

Solution:
la. June 1b. May 2a. June 2b. May

PART B

ILLUSTRATION 3-4

Steps in the
Accounting Cycle

H LO3
Demonstrate the
purposes and
recording of
adjusting entries.

THE MEASUREMENT PROCESS

In Chapter 2, we discussed the initial part of the accounting cycle process, mea-
surement of external transactions. In this chapter, we will complete the accounting
cycle process summarized in Illustration 3-4. First we continue the measurement
process by recording adjusting entries (or internal transactions). Following adjust-
ing entries, we will prepare financial statements and then close the books at the end
of the period.

ACCOUNTING CYCLE

Measurement Process

Closing Process Reporting Process

Adjusting Entries

At the end of a reporting period, even if we've accurately recorded every external
transaction that occurred and accurately posted those transactions to appropri-
ate accounts, our account balances are not updated for preparing financial state-
ments. Before we can prepare the financial statements, we need to bring several of
the accounts up-to-date. That’s the purpose of adjusting entries. We use adjusting
entries to record events that have occurred but that we have not yet recorded.
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To envision the process, think of your auto insurance. Insurance companies
require you to pay for insurance in advance. On the day you purchased the insur-
ance, you actually bought an asset representing insurance coverage over a future
period. With each passing day, however, the length of your policy is lapsing, decreas-
ing your insurance asset. Tomorrow you will have one day less insurance coverage
than you do today.

The same holds true for a business and its insurance coverage. Although it’s true
that the company’s asset is declining daily, it is unnecessary (and in fact impractical)
to record the lapsing of the insurance coverage each day. Recording the expense is nec-
essary, though, when it’s time to prepare financial statements at the end of the report-
ing period. Thus, we use an end-of-period adjusting entry. In the case of the insurance
coverage, the business adjusts downward the balance of the asset (prepaid insurance)
and records insurance expense for the amount of the policy that has lapsed.

If we do not record the adjusting entry for the part of the insurance policy that
has lapsed, then total assets will be overstated and expenses will be understated,
causing net income to be overstated. This kind of misstatement can mislead users
of financial statements. Because adjusting entries allow for proper application of
the revenue recognition principle (revenues) or the matching principle (expenses),
they are a necessary part of accrual-basis accounting. They must be recorded at the
end of each period before the company prepares its financial statements.

7R
. KEY POINT

Adjusting entries are a necessary part of accrual-basis accounting. They help to
record revenues in the period earned and expenses in the period they are incurred
to generate those revenues. Another benefit is that, by properly recording revenues
and expenses, we correctly state assets and liabilities.

It is useful to group adjusting entries into two broad categories—prepayments
and accruals—that can be further divided into four subcategories: prepaid expenses,
unearned revenues, accrued expenses, and accrued revenues. These four occur as
follows.

Prepayments
Prepaid expenses—We paid cash (or had an obligation to pay cash) for the
purchase of an asset before we incurred the expense.
Unearned revenues—\We received cash and recorded a liability before we earned
the revenue.

Accruals
Accrued expenses—We paid cash after we incurred the expense and recorded
a liability.
Accrued revenues—We received cash after we earned the revenue and recorded
an asset.

Let’s consider each of these situations. The easiest way to understand adjust-
ing entries is to look at some examples. So, look back to the external transactions
of Eagle Golf Academy from Chapter 2. For easy reference, we've restated these
transactions in Illustration 3-5 (next page). We will prepare all adjusting entries
on January 31, to account for revenue and expense transactions that have not been
recorded by the end of the month.

PREPAID EXPENSES

Prepaid expenses are the costs of assets acquired in one period that will be
expensed in a future period (like the insurance coverage mentioned previously).
The cash outflow (or obligation to pay cash, in the case of assets bought on account)

113
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ILLUSTRATION 3-5 Transaction Date External Transactions in January Type of Activity
External Transactions ) Jan. 1  Sell shares of common stock for $25,000 Financing
of Eagle Golf Academy to obtain the funds necessary to start
the business.
2) Jan. 1 Borrow $10,000 from the local bank and Financing
sign a note promising to repay the full
amount of the debt in three years.
(3) Jan. 1 Purchase equipment necessary for Investing
giving golf training, $24,000 cash.
(4) Jan. 1 Pay one year of rent in advance, $6,000 Operating
($500 per month).
(5) Jan. 6  Purchase supplies on account, $2,300. Operating
(6) Jan. 12 Provide golf training to customers for Operating
cash, $3,600.
(7) Jan. 17 Provide golf training to customers on Operating
account, $2,500.
(8) Jan. 23 Receive cash in advance for 10 golf Operating
training sessions to be given in the
future, $600.
9) Jan. 28  Pay salaries to employees, $2,800. Operating
(10) Jan.30  Pay cash dividends of $200 to shareholders. Financing

from the purchase of an asset occurs before we record the expense. Examples are
the purchase of equipment or supplies and the payment of rent or insurance in
advance. These payments create future benefits, so we record them as assets at the
time of purchase. The benefits provided by these assets expire in future periods, so
we expense their cost in those future periods. The adjusting entry for a prepaid
expense always includes a debit to an expense account (increase an expense)

and a credit to an asset account (decrease an asset).

Eagle Golf Academy has three prepaid expenses during January: It purchases
rent, supplies, and equipment. Each of these items provides future benefits and was
recorded as an asset at the time of purchase. By the end of January, the company
has used a portion of each asset, and that portion no longer represents a future
benefit. The amount of the asset used represents an expense as well as a reduction

of the asset. We'll look at each prepaid expense in turn.

Prepaid rent. Let’s begin with transaction (4) in which Eagle Golf Academy pur-
chases one year of rent in advance for $6,000 ($500 per month). The benefits from
using the rented space occur evenly over time, with one month’s cost attributable
to January, one month to February, and so on. Therefore, we need to record one
month of the asset’s cost as an expense in January and include it in that month’s
income statement, along with the revenue it helped to produce. At the same time,
the asset account has one month’s less benefit with each passing month, requiring

us to reduce the balance of the asset.

$6,000 $5,500

Cash paid for Remaining
prepaid rent prepaid rent
Jan. 1 Jan. 31
7] >
~

Prepaid rent expires Adjusting

$500 entry
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The end-of-period adjusting entry for expiration of prepaid rent is below.

January 31 Debit Credit
Rent EXpense (+F, —SE) ...oooiiiiiiiiiiiiiiiiiieeeieeeee e 500
Prepaid ReNt (—A) ...ccciiiiieiieiiierieecie ettt sae e 500

(Reduce prepaid rent due to the passage of time)

User’s Guide At this
Balance Sheet Income Statement point in the book, below
each journal entry we

begin to include simple
accounting equation
Common Retained Net analyses, to show the
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income effects of the journal
- — _ _ entry on the balance
S =L <8l 5(|)0 sheet and income
statement.

Stockholders’ Equity

Notice that the adjusting entry includes a $500 expense (+E), which reduces net
income and stockholders’ equity (—SE). At the same time, the balance in the asset
account, Prepaid Rent, decreases (—A) by $500 and will now have a balance of
$5,500 (= $6,000 — $500). We adjust any other assets that expire over time (such as
prepaid insurance) in a similar manner.

Supplies. Intransaction (5), Eagle purchases supplies for $2,300 on account on January 6.
Even though cash will be paid later, the cost of supplies (or obligation to pay cash for
supplies) is incurred on January 6. Suppose that at the end of January a count of sup-
plies reveals that only $1,500 of supplies remains. What happened to the other $800 of
supplies? Apparently, this is the amount of supplies used during the month. Since it’s
not cost-efficient to record the consumption of supplies every day, we make a single
adjusting entry at the end of the month for the total amount used during the period.

$2,300 $1,500
Purchase of Remaining
supplies on account supplies
Jan. 6 Jan. 31
[ 7T
Y
Supplies used Adjusting
$800 entry

The end-of-period adjusting entry for supplies is below.

January 31 Debit Credit
Supplies EXpense (+E, —SE) ..ccccooiiriiriiiiiieniieiiienieeiee e 800
SUPPIIES (A) ettt 800

(Consume supplies during the current period)

Balance Sheet Income Statement

Stockholders’ Equity

Common  Retained Net
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
-800 = -800 +800 = -800
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This entry simultaneously records the $800 of supplies used as an expense and
reduces the balance of the Supplies account to the $1,500 amount that still remains.

Depreciable assets. In transaction (3), Eagle purchases equipment for $24,000 cash.
Let’s assume that, at the time of purchase, Eagle estimates the equipment will be
useful for the next five years (60 months). Because one month (January) has passed
since the purchase of this asset, Eagle has used one month of the asset’s estimated
60-month useful life. In addition, the company has used one month of the asset’s
cost to produce revenue in January. Therefore, we should match the cost (expense)
with the revenue it helps to produce. Although this creates a situation much like
that of prepaid rent or of supplies, we record the reduction in the cost of assets with
longer lives using a concept called depreciation.

Depreciation is the process of allocating the cost of an asset, such as equipment,
to expense. We discuss it in detail in Chapter 7; here we will cover only the basics.

$24,000 $23,600

Cash paid to Remaining

purchase equipment equipment
Jan. 1 Jan. 31

7] >
~

Equipment used Adjusting

$400 entry

The end-of-period adjusting entry to record one month of depreciation for
equipment is below.

January 31 Debit Credit
Depreciation Expense (+E, —SE) .........ccccooviiiiiiiiiiiiiiiiiiiie 400
Accumulated Depreciation (—A) .......cccoooieiiiiiiiiiiiiieeeeee 400

(Depreciate equipment = $24,000 - 60 months = $400 per month)

Balance Sheet Income Statement

Stockholders’ Equity

Common  Retained Net

Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
-400 = —420 +400 = -400
|

This entry reduces the Equipment account by $400. Notice, however, that we
didn’t reduce Equipment directly, by crediting the asset account itself. Instead, we
reduced the asset indirectly by crediting an account called Accumulated Deprecia-
tion. The Accumulated Depreciation account is called a contra account. A contra
account is an account with a balance that is opposite, or “contra,” to that of its
related accounts.

The normal balance in the Accumulated Depreciation contra asset account is a
credit, which is opposite to the normal debit balance in an asset account. The rea-
son we use a contra account is to keep the original balance of the asset intact while
reducing its current balance indirectly. In the balance sheet, we report equipment at
its current book value, which equals its original cost less accumulated depreciation.

Illustration 3-6 shows how American Airlines records accumulated deprecia-
tion for its property and equipment. The net amount of property and equipment
represents the book value, or amount of the assets’” original costs less accumulated
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depreciation. As you will see in Chapter 7, depreciation is an estimate based on
expected useful life and is an attempt to allocate the cost of the asset over the useful
life. Tt is a calculation internal to the company and does not necessarily represent
market value (what the asset could be sold for in the market).

ILLUSTRATION 3-6
Reporting Depreciation
of Property and
Equipment for

AMERICAN AIRLINES

Balance Sheet (partial)
($ in millions)

Assets American Airlines
Flight equipment, at cost $19,601
Less: Accumulated depreciation (7,147)
Book value of flight equipment $12,454
Other equipment and property, at cost 5,132
Less: Accumulated depreciation (2,762)
Book value of other equipment and property 2,370

You have recently been employed by a large
retail chain that sells sporting goods. One of your
tasks is to help prepare financial statements for
external distribution. The chain’s largest creditor,
National Savings & Loan, requires that financial
statements be prepared according to generally
accepted accounting principles (GAAP). During
the months of November and December 2012,
the company spent $1 million on a major TV
advertising campaign. The $1 million included
the costs of producing the commercials as well
as the broadcast time purchased to run them.
Because the advertising will be aired in 2012
only, you decide to charge all the costs to adver-
tising expense in 2012, in accordance with requirements of GAAP.

The company’s chief financial officer (CFO), who hired you, asks you for a
favor. Instead of charging the costs to advertising expense, he asks you to set
up an asset called prepaid advertising and to wait until 2013 to record any
expense. The CFO explains, “This ad campaign has produced significant sales
in 2012; but I think it will continue to bring in customers throughout 2013.
By recording the ad costs as an asset, we can match the cost of the advertis-
ing with the additional sales in 2013. Besides, if we expense the advertising
in 2012, we will show an operating loss in our income statement. The bank
requires that we continue to show profits in order to maintain our loan in
good standing. Failure to remain in good standing could mean we’d have to
fire some of our recent hires.” What should you do?

UNEARNED REVENUES

We record unearned revenues when a company receives cash in advance from a
customer for products or services to be provided in the future. When customers pay
cash in advance, we debit cash and credit a liability. This liability reflects the com-
pany’s obligation to provide goods or services to the customer in the future. Once
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ILLUSTRATION 3-7

Reporting Unearned
Revenues and Other
Current Liabilities for
Apple Inc.

Common Terms
Another common name
for unearned revenue is
deferred revenue.

CHAPTER 3  The Financial Reporting Process

it has provided these products or services, the company can record revenue earned
and reduce its obligation to the customer. The adjusting entry for an unearned
revenue always includes a debit to a liability account (decrease a liability) and
a credit to a revenue account (increase a revenue).

In transaction (8), Eagle receives $600 in advance from customers who will be
given 10 golf lessons ($60 per lesson) in the future. Later, as Eagle provides that
training to customers, it reduces the liability to customers and can record the ser-
vice revenue because it now has earned it. Assume that by the end of January Eagle
has provided one of the 10 training sessions paid for in advance.

$600 $540
Cash received in Unearned revenue
advance remains
Jan. 23 Jan. 31
Y
Services provided Adjusting
$60 entry

The end-of-period adjusting entry to account for the revenue earned is below.

January 31 Debit Credit
Unearned ReVENUE (—L) oooeoooeeeeeeeieieeeeeeeeeee e 60
Service Revenue (4R, +SE) ..o 60

(Provide services to customers who paid in advance)

Balance Sheet Income Statement

Stockholders’ Equity

Common Retained Net
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
= -60 +60 +60 = +60

Illustration 3-7 shows an example of unearned revenue for Apple Inc.

APPLE INC.

Balance Sheet (partial)
($ in thousands)

Current liabilities:

Accounts payable $ 5,601
Unearned revenue 10,305
Other current liabilities* 3,376

Total current liabilities $19,282

*Includes amounts owed for taxes, salaries, advertising, and other operating costs.

Most of Apple’s unearned revenue comes from sales of the popular iPhone. When
you purchase an iPhone, Apple does not immediately record revenue from the sale.
Instead, the company spreads this revenue over the next 24 months (the life of a
typical iPhone contract). In other words, if you purchase an iPhone today, Apple
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initially records the entire sale as unearned revenue and then begins to recognize
revenue (and decrease unearned revenue) as the company earns this revenue each
month for the next 24 months.

Now that we've discussed prepaid expenses and unearned revenues (prepay-
ments), let’s look at the two other categories of adjusting entries—accrued expenses
and accrued revenues. Accruals are the opposite of prepayments. Accruals occur
when the cash flow occurs after either the expense is incurred or the revenue
is earned. Walking through some examples using our Eagle Golf Academy illustra-
tion will demonstrate both types of accruals.

ACCRUED EXPENSES

When a company has incurred an expense but hasn't yet paid cash or recorded
an obligation to pay, it still should record the expense. This is referred to as an
accrued expense. The adjusting entry for an accrued expense always includes
a debit to an expense account (increase an expense) and a credit to a liability
account (increase a liability).

Accrued salaries. FEagle pays total salaries to its employees of $100 per day. For the
first four weeks (28 days), Eagle pays $2,800 cash to employees. For simplicity,
we combined each of these four weeks in transaction (9) in Illustration 3-5. For
the remaining three days in January, employees earn additional salaries of $300,
but Eagle doesn't plan to pay the employees until the end of the week, February 4.
However, Eagle must record the $300 salaries expense in the month employees
worked (January). Stated differently, the salaries expense accrues during January
even though the company won'’t pay the expense until February.

$300 $700
Salaries Cash paid

owed for salaries

Jan. 28 Jan. 31 Feb. 4

< A I 7] >
Y Y
Employees earn salaries Adjusting Employees earn additional [o]
$300 entry salaries

$400

The end-of-period adjusting entry for accrued salaries is below.

January 31 Debit Credit
Salaries EXpense (+F, —SE) ..cccooeiiiiieiieieieieieieee et 300
Salaries Payable (4-L) ......cccooieiiiiiiiiiieee e 300

(Owe for salaries earned by employees in the current period)

Balance Sheet Income Statement

Stockholders’ Equity

Common Retained Net
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
= +300 -300 +300 = -300

Accrued utility costs. At the end of January, Eagle receives a utility bill for $960
associated with operations in January. Eagle plans to pay the bill on February 6.
Even though it won't pay the cash until February, Eagle must record the utility costs
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for January as an expense in January. The firm records the corresponding obliga-

tion to the utility company at the same time.

$960 $960
Utilities Cash paid
owed for utilities
Jan. 1 Jan. 31 Feb. 6
| | .
| Y /| |
Utilities used Adjusting
$960 entry

The end-of-period adjusting entry is below.

January 31 Debit Credit
Utilities EXpense (+E, —SE) .ooceeviiiiiieiieiieeieeeieeieeeie e sve e 960
Utilities Payable (1) ..c..coooviiiiiiiiiiiiciiciccicscciceiceeeeee 960

(Owe for utilities costs in the current period)

Balance Sheet Income Statement

Stockholders’ Equity

Common Retained Net
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
= +960 -960 +960 = -960

Accrued interest. In transaction (2), Eagle borrows $10,000 from the bank to begin
operations. Assume the bank charges Eagle annual interest of 12% (or 1% per
month) on the borrowed amount. Interest is due by the end of the year, but repay-
ment of the $10,000 borrowed is not due for three years. By the end of the first
month, the loan has accrued interest of $100, calculated as follows:

Amount of Annual Fraction _  Interest
note payable X interestrate * of the year
$10,000 X 12% X 1/12 = $100

Notice that we multiplied by 1/12 to calculate the interest for one month (out of
12). If we had calculated interest for a two-month period, we would have multiplied
by 2/12; for three months we would have multiplied by 3/12; and so on.

Although Eagle won't pay the $100 until the end of the year, it is a cost of using
the borrowed funds during January and therefore is an expense for January.

$100 $1,200
Interest Cash paid
owed for interest
Jan. 1 Jan. 31 Dec. 31
< AN T >
Y
Interest incurred Adjusting Additional interest incurred

$100 entry
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The end-of-period adjusting entry for interest payable is below.

January 31 Debit Credit
Interest EXpense (+E, —SE) ...ccccooviiiiiiiiiiiiiieesiieeeiee et 100
Interest Payable (+L) .....ccccoooeeiiiiiniiiiiiicieciccceeeee 100

(Owe for interest charges in the current period)

Balance Sheet Income Statement

Stockholders’ Equity

Common  Retained Net
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
= +100 —1(+)O +100 = -100

|

y Y
. COMMON MISTAKE
When recording the interest payable on a borrowed amount, students sometimes
mistakenly credit the liability associated with the principal amount (Notes Payable).
We record interest payable in a separate account (Interest Payable), to keep the
balance owed for principal separate from the balance owed for interest.

ACCRUED REVENUES

When a company has earned revenue but hasn't yet received cash or recorded an
amount receivable, it still should record the revenue. This is referred to as an accrued
revenue. The adjusting entry for an accrued revenue always includes a debit to
an asset account (increase an asset) and a credit to a revenue account (increase
a revenue).

Interest receivable. We can see an example of accrued revenues if we review the flip
side of transaction (2), which we discussed in the previous section. The bank lends
Eagle Golf Academy $10,000 and charges Eagle annual interest of 12% (or 1% per
month) on the borrowed amount. By the end of the month, interest has been earned
each day, but the bank has not yet recorded the interest because it is impractical
to record interest on a daily basis. At the end of January, the bank records interest
revenue earned of $100 (= $10,000 X 12% X 1/12). The bank’s adjusting entry for
January will include a debit to Interest Receivable and a credit to Interest Revenue
for $100. Note that this is the same amount that Eagle Golf Academy, the borrower,
records as Interest Expense.

Accounts receivable. Revenue also accrues when a firm performs services but has
not yet collected cash or billed the customer. Suppose, for instance, that Eagle pro-
vides $200 of golf training to customers from January 28 to January 31. However,
it usually takes Eagle one week to mail bills to customers and another week for
customers to pay. Therefore, Eagle expects to receive cash from these customers
during February 8-14. Because Eagle earned the revenue in January (regardless of
when cash receipt takes place), Eagle should recognize in January the service rev-
enue and the amount receivable from those customers.

z

Flip Side
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$200 $200
Owed from Cash received
customers from customers
Jan. 28 Jan. 31 Feb. 8-14
| Y /| |
Revenues earned Adjusting
$200 entry

The end-of-period adjusting entry is below.

January 31 Debit Credit
Accounts Receivable (+A) ......ccccveiiiiiiiiiieeeeee e 200
Service Revenue (+R, +SE) ...oooooiiiiiiiiiiiiieieeeecccreereeeeeees 200

(Bill customers for services provided during the current period)

Balance Sheet Income Statement

Stockholders’ Equity

Common  Retained Net
Assets = Liabilities + Stock + Earnings Revenues — Expenses = Income
+200 = +200 +200 = +200

R
W% KEY POINT

Adjusting entries are needed when cash flows or obligations occur before the
earnings-related activity (prepayment) or when cash flows occur after the earnings-
related activity (accrual).

NO ADJUSTMENT NECESSARY

Notice that we did not make any adjusting entries associated with transaction (1)
or (10) for Eagle Golf Academy. Transaction (1) is the sale of common stock, and
transaction (10) is the payment of dividends to common stockholders. Neither of
these transactions involves the recognition of revenues or expenses and there-
fore will not require month-end adjusting entries.

Similarly, transactions in which we (1) receive cash at the same time we earn
revenue or (2) pay cash at the same time we incur an expense will not require
adjusting entries. For example, when Eagle provides golf training to customers for
cash [transaction (6)], the company records revenue at the same time it records the
cash received, and no corresponding month-end adjusting entry is needed.

2
W% KEY POINT

Adjusting entries are unnecessary in two cases: (1) for transactions that do not involve
revenue or expense activities and (2) for transactions that result in revenues or
expenses being recorded at the same time as the cash flow.
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Below are four scenarios for a local Midas Muffler shop for the month of September.

Scenario 1: On September 1, the balance of maintenance supplies totals $400.
On September 15, the shop purchases an additional $200 of maintenance supplies.
By the end of September, only $100 of maintenance supplies remains.

Scenario 2: On September 4, Midas receives $6,000 cash from a local moving com-
pany in an agreement to provide truck maintenance of $1,000 each month for the
next six months, beginning in September.

Scenario 3: Mechanics have worked the final four days in September, earning $600,
but have not yet been paid. Midas plans to pay its mechanics on October 2.

Scenario 4: Customers receiving $250 of maintenance services from Midas on
September 29 have not been billed as of the end of the month. These custom-
ers will be billed on October 3 and are expected to pay the full amount owed on
October 6.

Required:

For each of the scenarios:

1. Indicate the type of adjusting entry needed.

2. Record the transaction described and the month-end adjusting entry.

Solution:

Scenario 1: Adjusting entry type: Prepaid expense.

September 15 (external transaction) Debit Credit
SUPPIIES (FA) i 200
Cash (—A) e 200

(Purchase maintenance supplies for cash)

September 30 (month-end adjusting entry) Debit Credit
Supplies EXpense (+E, —SE) .ccccoooiiriiiiniiiiieieiieesieeiee e 500
SUPPIIES (A) ettt 500

(Consume supplies)
($400 + $200 — $100 = $500)

Scenario 2: Adjusting entry type: Unearned revenue.

September 4 (external transaction) Debit Credit
CASH () ettt e e e e e e e e e e e e aaaaas 6,000
Unearned RevenUe (L) ..cooooveieeeeeeeeeeeeeeeeeeeeeeeeeeee e 6,000

(Receive cash in advance from customers)

September 30 (month-end adjusting entry) Debit Credit
Unearned ReVENUE (—L) ..oooooeieeeeeieieeeeeeeeeeeeeee e 1,000
Service Revenue (4R, +SE) ..cooiiiiiiiiiiiieeeeeeeeeeeeeeeee e 1,000

(Provide first of six months of services)

123
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Scenario 3: Adjusting entry type: Accrued expense.

September 30 (month-end adjusting entry) Debit Credit
Salaries EXpense (+E, —SE) ..ccccoeiiiiiiiieiieiiieniieeiiienieeiee e 600
Salaries Payable (+L) ...c..cccooieiiiniiniiiiiniiiinccicecccecc 600
(Owe for salaries earned by employees in the current period)
October 2 (external transaction) Debit Credit
Salaries Payable (—L) ....ccccooviiiiiiiiiiiiiieiieeeecee e 600
CaSh (—A) e 600

(Pay salaries owed)

Scenario 4: Adjusting entry type: Accrued revenue.

September 30 (month-end adjusting entry) Debit Credit
Accounts Receivable (FA) ....oooviiiiiiiiiiiiieeeeeeeeeeeeeeeeeee e 250
Service Revenue (R, +SE) ..ooooooiiiiiiiiiiieieeeeeeeecccveeveeeeeeen 250

(Provide maintenance service on account)

October 6 (external transaction) Debit Credit
Suggested Homework: (011 T A IR 250
BE3-6, BE3-10; Accounts Receivable (—A) ......ccccoooiiiiiiiiiee e 250
E3-7, E3-8; (Collect cash from customers previously billed)

P3-3A&B, P3-4A&B

Post Adjusting Entries

H LO4 To complete the measurement process, we need to update balances of assets,
Post adjusting entries liabilities, revenues, and expenses for adjusting entries. In Illustration 3-8, we
and prepare an summarize the eight adjusting entries of Eagle Golf Academy recorded earlier. To

adjusted trial balance. update balances, we post the adjustments to the appropriate accounts in the gen-

eral ledger, as demonstrated in Illustration 3-9.

ILLUSTRATION 3-8 January 31 Debit Credit

Summary of Adjusting (@) Rent Expense (+E, —SE) ....cccccoooviiiiiiiiiiiiiiiiciccccicic 500
Entries for Eagle Golf Prepaid Rent (—A) ....ooiiiiiieieeieeeeeeeee e 500

Academy (Reduce prepaid rent due to the passage of time)

(b) Supplies Expense (+E, —SE) 800
SUPPIIES (T A) oottt ettt 800
(Consume supplies during the current period)

(c) Depreciation Expense (+E, —SE) ...ccccccevviiiiiieeeniiieenieeeen. 400
Accumulated Depreciation (—A)........cccoevveerierireeniennieennenn 400
(Depreciate equipment)

($24,000 + 60 months = $400 per month)

(d) Unearned Revenue (—L) ......c...cccoueeeeiuieeecieeeeieeeeceeeeeee e 60
Service Revenue (+R, +SE) ..cccooooiiiiiiiiiiiiieeeeeeeeeee e, 60
(Provide services to customers who paid in advance)

(e) Salaries EXpense (+E, —SE) ..ccccccceeviieiueenieeiiienieeieesieeieens 300
Salaries Payable (+L) .....ccccoooiiiiiniiiiiiiniiceccc 300

(Owe for salaries earned by employees in the current period)



ILLUSTRATIO

N 3-8

Summary of Adjusting Entries for Eagle Golf Academy (continued)

(f) Utilities Expense (+E, —SE)
Utilities Payable (+L)

(9) Interest Expense (+E, —SE)
Interest Payable (+L)

(h) Accounts Receivable (+A)

(Owe for utilities costs in the current period)

(Owe for interest charges in the current period)

Service Revenue (4R, +SE) . .uuueeeiiiiiiiiiiiiieeeeeeeeeeeennn
(Bill customers for services provided during the month)

960

960

100

100

200

200

ILLUSTRATION 3-9 Posting Adjusting Entries (in red) of Eagle Golf Academy to General Ledger Accounts

Assets Liabilities + Stockholders’ Equity
Cash Accounts Payable Common Stock Retained Earnings
(1) 25,000 | (3) 24,000 (5 2,300 (1) 25,000 0
(2) 10,000 | (4) 6,000
(6)  3,600|(9) 2800 Bal. 2,300 Bal. 25,000 Bal. 0
(8) 600 | (10) 200
Bal. 6,200
Accounts Receivable Unearned Revenue Dividends Service Revenue
(7) 2,500 (8) 600 (10) 200 (6) 3,600
(h) 200 (d) 60 (7) 2,500
Bal. 2,700 Bal. 540 : Bal. 200 (d) 60
(h) 200
Bal. 6,360
Supplies Salaries Payable Supplies Expense Rent Expense
(5) 2,300
(b) 800 (e) 300 (b) 800 (a) 500
Bal. 1,500 Bal. 300 Bal. 800 Bal. 500
Prepaid Rent Utilities Payable Depreciation Expense Salaries Expense
(4) 6,000 (9 2,800
(a) 500 (f) 960 () 400 (e) 300
Bal. 5,500 Bal. 960 Bal. 400 Bal. 3,100
Equipment Interest Payable Utilities Expense Interest Expense
(3) 24,000
(9) 100 (f) 960 (9) 100
Bal. 24,000 Bal. 100 Bal. 960 Bal. 100
- e Amounts in black represent external transactions in
Accumulated Depreciation Notes Payable January. Numbers in parentheses refer to transaction
(2) 10,000 numbers in lllustration 3-5.
(c) 400 e Amounts in red represent month-end adjusting entries.
Bal. 400 Bal. 10,000 Letters in parentheses refer to adjusting entries in

lllustration 3-8.
e Amounts in bold represent ending balances.
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)
“p.) COMMON MISTAKE

Students sometimes mistakenly include the Cash account in an adjusting entry. An
adjusting entry will never include the Cash account. Note that no adjusting entries
are posted to the Cash account in Illustration 3-9.

N KEY POINT

We post adjusting entries to the T-accounts in the general ledger to update the
account balances.

ADJUSTED TRIAL BALANCE

After we have posted the adjusting entries to the general ledger accounts, we're
ready to prepare an adjusted trial balance. An adjusted trial balance is a list of
all accounts and their balances after we have updated account balances for adjust-
ing entries. Tllustration 3-10 shows the relationship between an unadjusted trial

ILLUSTRATION 3-10

Unadjusted Trial
Balance and Adjusted

EAGLE GOLF ACADEMY

Unadjusted Trial Balance and Adjusted Trial Balance

Trial Balance for Eagle January 31

Golf Academy Unadjusted Adjusted Trial
Accounts Trial Balance Adjustments Balance

Debit Credit Debit Credit Debit Credit
Cash $ 6,200 $ 6,200
Accounts Receivable 2,500 (h) 200 2,700
Supplies 2,300 (b) 800 1,500
Prepaid Rent 6,000 (a) 500 5,500
Equipment 24,000 24,000
Accumulated
Depreciation (c) 400 $ 400

Accounts Payable $ 2,300 2,300
Unearned Revenue 600 (d) 60 540
Salaries Payable (e) 300 300
Utilities Payable (f) 960 960
Interest Payable (g) 100 100
Notes Payable 10,000 10,000
Common Stock 25,000 25,000
Retained Earnings 0 0
Dividends 200 200
Service Revenue 6,100 (d and h) 260 6,360
Supplies Expense (b) 800 800
Rent Expense (a) 500 500
Depreciation Expense (c) 400 400
Salaries Expense 2,800 (e) 300 3,100
Utilities Expense (f) 960 960
Interest Expense (g) 100 100

Total debits equal total Totals $44,000 $44,000 $45,960 $45,960

credits.
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balance (before adjustments) and an adjusted trial balance (after adjustments). The
unadjusted trial balance is the one shown in Chapter 2 in Illustration 2-26. The
adjusted trial balance includes the adjusted balances of all general ledger accounts
shown in Tllustration 3-9.

@ KEY POINT

An adjusted trial balance is a list of all accounts and their balances at a particular
date, after we have updated account balances for adjusting entries.

THE REPORTING PROCESS:

PART C
FINANCIAL STATEMENTS

Once the adjusted trial balance is complete, we prepare financial statements. M LO5

Ilustration 3-11 describes the relationship between the adjusted trial balance and Prepare financial

the financial statements. Notice the color coding of the accounts, to indicate their ~Statements using the
relationships to the financial statements. adjusted trial balance.

ILLUSTRATION 3-11

Relationship between
Adjusted Trial

EAGLE GOLF ACADEMY

Adjusted Trial Balance

January 31 . .
Balance and Financial
Accounts Debit Credit Statements
Cash $ 6,200
Accounts Receivable 2,700
Supplies 1,500 BALANCE SHEET
Prepaid Rent 5,500
Equipment 24,000 Assets
Accumulated Depreciation $ 400 Liabﬁities
Accounts Payable 2,300 n
Unearned Revenue 540 Stockholders’
Salaries Payable 300 Equity
Interest Payable 100
Utilities Payable 960
Notes Payable 10,000
STATEMENT OF Common Stock 25,000
STOCKHOLDERS' Retained Earnings 0
EQUITY Dividends 200
Common Stock Service Revenue 6,360 INCOME
+ Supplies Expense 800 STATEMENT
Retained Earnings Rent Expense 500 Revenues
(= RE, Jan. 1 + NI — Divs) Depreciation Expense 400 -
= Salaries Expense 3,100 Expenses
Stockholders’ Equity Utilities Expense 960 =
Interest Expense 100 Net Income
Totals $45,960 $45,960

Revenue and expense accounts are reported in the income statement. The differ-
ence between total revenues and total expenses equals net income. All asset, liability,
and stockholders’ equity accounts are reported in the balance sheet. The balance
sheet confirms the equality of the basic accounting equation.
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ILLUSTRATION 3-12

Income Statement for
Eagle Golf Academy

Revenues minus
expenses equal
net income.

ILLUSTRATION 3-13

Statement of
Stockholders’ Equity
for Eagle Golf
Academy

Retained earnings
includes net income
from the income
statement.

CHAPTER 3  The Financial Reporting Process

Income Statement

Ilustration 3-12 shows the income statement of Eagle Golf Academy for the
month of January. Note that, unlike the income statements shown in Chapter 1,
this income statement has a multicolumn format: Amounts for individual items are
placed in the left column, and subtotals are placed in the right column. Presenting
the income statement in this manner makes it easier to see that net income equals
the difference between total revenues and total expenses.

The income statement demonstrates that Eagle Golf Academy earned a profit of
$500 in the month of January. The revenues earned from providing training to cus-
tomers exceed the costs of providing that training.

EAGLE GOLF ACADEMY

Income Statement
For the month ended January 31

Revenues:
Service revenue $6,360
Expenses:
Salaries expense $3,100
Rent expense 500
Supplies expense 800
Depreciation expense 400
Interest expense 100
Utilities expense 960
Total expenses 5,860
Net income $ 500

Statement of Stockholders’ Equity

The statement of stockholders’ equity summarizes the changes in each stockhold-
ers’ equity account as well as in total stockholders’ equity and the accounting value
of the company to stockholders (owners). Illustration 3-13 shows the statement of
stockholders’ equity for Eagle Golf Academy.

EAGLE GOLF ACADEMY

Statement of Stockholders’ Equity
For the month ended January 31

Total
Common Retained Stockholders’
Stock Earnings Equity
Balance at January 1 $ -O- $ -0- $ -0
Issuance of common stock 25,000 25,000

Add: Net income for January 500 500
Less: Dividends (200) (200)

Balance at January 31 $300 $25,300

$25,000
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Total stockholders’ equity increases from $0 at the beginning of January to
$25,300 by the end of January. The increase occurs as a result of a $25,000 invest-
ment by the owners (stockholders) when they bought common stock plus an
increase of $300 when the company earned a profit of $500 on behalf of its stock-
holders and distributed $200 of dividends.

You've seen that retained earnings has three components: revenues, expenses,
and dividends. In the adjusted trial balance, the balance of the Retained Earnings
account is its balance at the beginning of the accounting period—the balance before
all revenue, expense, and dividend transactions. For Eagle Golf Academy, the begin-
ning balance of Retained Earnings equals $0 since this is the first month of opera-
tions. Ending Retained Earnings equals its beginning balance of $0 plus the effects
of all revenue and expense transactions (net income of $500) less dividends of $200
paid to stockholders. Since dividends represent the payment of company resources
(cash), they will have a negative effect on the stockholders’ equity (retained earn-
ings) of the company.

Classified Balance Sheet

The balance sheet you saw in Chapter 1 contained the key asset, liability, and stock-
holders’ equity accounts, presented as a rather simple list. Here, we introduce a
slightly more complex form of the balance sheet, with many more accounts. To
put those accounts in an order that enables ease of understanding, we use a format
called the classified balance sheet.

A classified balance sheet groups a company’s assets, liabilities, and stock-
holders’ equity accounts into several standard categories: We can separate assets
into those that provide a benefit over the next year (current assets) and those that
provide a benefit for more than one year (long-term assets). More precisely, the
distinction between current and long-term assets is whether the asset will benefit
the firm for more than one year or an operating cycle, whichever is longer. The
operating cycle is the average time between purchasing or acquiring inventory
and receiving cash proceeds from its sale. For nearly all firms, the operating cycle
is shorter than one year. Similarly, we can divide liabilities into those due during
the next year (current liabilities) and those due in more than one year (long-term
liabilities).

Illustration 3-14 (next page) presents a classified balance sheet for Eagle Golf
Academy. As we discuss later in the book, long-term assets are further classified
into groups. Long-term asset categories include investments; property, plant, and
equipment; and intangible assets:

e Long-term investments involve a company paying cash to invest in another compa-
ny’s debt or stock. We discuss long-term investments in debt and equity securities
in Appendix D.

e Property, plant, and equipment items include long-term productive assets used in
the normal course of business, such as land, buildings, equipment, and machin-
ery. Eagle’s purchase of training equipment is an example of a purchase of
property, plant, and equipment. We discuss property, plant, and equipment in
Chapter 7.

o [Intangible assets are assets that lack physical substance but have long-term value
to a company, such as patents, copyrights, franchises, and trademarks. We dis-
cuss intangible assets in Chapter 7.
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Common Terms
Another common name
for current assets and
liabilities is short-term
assets and liabilities.
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ILLUSTRATION 3-14 EAGLE GOLF ACADEMY

Classified Balance Classified Balance Sheet
Sheet for Eagle Golf

Academy January 31
Assets Liabilities

Total assets equal current Current assets: Current liabilities:
plus long-term assets. Cash $ 6,200 Accounts payable $ 2,300

Accounts receivable 2,700 Unearned revenue 540
Total liabilities equal Supplies 1,500 Salaries payable 300
current plus long-term Prepaid rent 5,500 Utilities payable 960
liabilities. Total current assets 15,900 Interest payable 100

Total current liabilities 4,200
Long-term assets:

Equipment 24,000 Long-term liabilities:

Less: Accum. depr. (400) Notes payable 10,000
Total stockholders’ Total liabilities 14,200
equity includes Total long-term assets 23,600
common stock and Stockholders’ Equity
retained earnings
from the statement of Common stock 25,000
stockholders’ equity. Retained earnings 300

Total stockholders’

Total assets must equal equity _25,300
total liabilities plus Total liabilities and
stockholders’ equity. Total assets $39,500 stockholders’ equity $39,500

In Illustration 3-14, notice that total assets of $39,500 equal total liabilities and
stockholders’ equity of $39,500. We achieve this equality only by including the
correct balance of $300 for retained earnings from the statement of stockholders’
equity, not the balance of $0 from the adjusted trial balance.

@ KEY POINT

We prepare the income statement, statement of stockholders’ equity, and balance
sheet from the adjusted trial balance. The income statement provides a measure
of net income (profitability), calculated as revenues minus expenses. The balance
sheet demonstrates that assets equal liabilities plus stockholders’ equity (the basic
accounting equation).

Statement of Cash Flows

The final financial statement we need to prepare is the statement of cash flows. As
discussed in Chapter 1, the statement of cash flows measures activities involving
cash receipts and cash payments, reflecting a company’s operating, investing, and
financing activities. We'll take another brief look at the statement of cash flows in
the next chapter and then discuss it in detail in Chapter 11.
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THE CLOSING PROCESS

Recall that revenues, expenses, and dividends are components of retained
earnings. Notice that Eagle’s balance sheet reports retained earnings of $300,
as if all net income transactions (revenues and expenses) and dividend trans-
actions had been recorded directly in Retained Earnings. However, instead of
recording revenue, expense, and dividend transactions directly to the Retained
Earnings account during the period, we recorded them to the three compo-
nent accounts. This allows us to maintain individual measures of revenues,
expenses, and dividends for preparing financial statements at the end of the
period.

After we have reported revenues and expenses in the income statement and
dividends in the statement of stockholders’ equity, it’s time to transfer these
amounts to the Retained Earnings account itself. These three accounts—reve-
nues, expenses, and dividends—are termed temporary accounts: We keep them
for each period and then transfer the balances of revenues, expenses, and div-
idends to the Retained Earnings account. All accounts that appear in the bal-
ance sheet, including Retained Earnings, are permanent accounts, and we carry
forward their balances from period to period. We treat only revenues, expenses,
and dividends as temporary, so it will appear as if we had recorded all these types
of transactions directly in Retained Earnings during the year. We accomplish this
with closing entries.

Closing Entries

Closing entries transfer the balances of all temporary accounts (revenues,
expenses, and dividends) to the balance of the Retained Earnings account.
Here’s how:

e All revenue accounts have credit balances. To transfer these balances to the
Retained Earnings account, we debit each of these revenue accounts for its bal-
ance and credit Retained Earnings for the total.

e Similarly, all expense and dividend accounts have debit balances. So, we credit
each of these accounts for its balance and debit Retained Earnings for the
total.

By doing this, we accomplish two necessary tasks: First, we update the balance in
the Retained Earnings account to reflect transactions related to revenues, expenses,
and dividends in the current period. Second, we reduce the balances of all revenue,
expense, and dividend accounts to zero so we can start from scratch in measuring
those amounts in the next accounting period. After all, revenues, expenses, and
dividends are temporary accounts, which means their balances each period must
start at zero.

R
V%) KEY POINT

Closing entries serve two purposes: (1) to transfer the balances of temporary accounts
(revenues, expenses, and dividends) to the Retained Earnings account, and (2) to
reduce the balances of these temporary accounts to zero to prepare them for
measuring activity in the next period.
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PART D

W LO6
Demonstrate the
purposes and
recording of closing
entries.

Closing entries serve
two purposes.
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ILLUSTRATION 3-15

Closing Entries for
Eagle Golf Academy

CHAPTER 3  The Financial Reporting Process

For demonstration, refer back to Eagle Golf Academy. We can transfer the bal-
ances of all revenue, expense, and dividend accounts to the balance of the Retained
Earnings account with the closing entries shown in Illustration 3-15.

January 31 Debit Credit

(2) Service REVENUE .............uuvuiiieiiiiiiiiieeeee e 6,360
Retained Earnings..........cccccoceviiiiniiiinicincnicicicceee 6,360
(Close revenues to retained earnings)

(b) Retained Earnings.............cocuevueenieiiiienieeiee e 5,860
SUPPlies EXPENSE ........cceeuiiiriniiiiniiinicniesieeieseeeeeeneeene 800
Rent EXPENnSse.......ccccoviiiiiiiiiiiiiiiiiiciieceiicceec e 500
Depreciation EXpense..............cccoeeviiiiiiiiniiiiiiciiiiicee e 400
Salaries EXPENSE ........cccueeieeiiieeiieniieeieeeieeieeseeeieesveeaeens 3,100
Utilities EXPENSE .....cooviiiiiiiiiiiieiiieiieeieeeie e 960
Interest EXPEeNSe ..........ccccooviiiiaiiiiiiiiiiiniiceeiiee e 100
(Close expenses to retained earnings)

(c) Retained Earnings ..........ccccooevuiiiiniieieiieie et 200
Dividends..........cccoiiiiiiiiiiii e 200

(Close dividends to retained earnings)

Note that closing entries transfer the balances of the components of retained
earnings (revenues, expenses, and dividends) to the balance of Retained Earnings
itself. Retained Earnings is credited (increased) in the first entry and then debited
(decreased) in the second and third entries. Posting these amounts to the Retained
Earnings account will result in the following ending balance:

Retained Earnings

0 Beginning balance
6,360 Total revenues
Total expenses 5,860
Total dividends 200

300 Ending balance

The ending balance of Retained Earnings now includes all transactions affecting
the components of the account. The ending balance of $300 represents all revenues
and expenses over the life of the company (just the first month of operations in this
example) less dividends. Another way to think about the balance of Retained Earn-
ings is that it’s the amount of net income earned by the company for its owners but
that has not been paid to owners in the form of dividends.

The ending balance of Retained Earnings in January will be its beginning bal-
ance in February. Then we'll close February’s revenues, expenses, and dividends to
Retained Earnings, and this cycle will continue each period.

7D
¥ COMMON MISTAKE

Students sometimes believe that closing entries are meant to reduce the balance of
Retained Eearnings to zero. Retained Earnings is a permanent account, represent-
ing the accumulation of all revenues, expenses, and dividends over the life of the
company.



In summary, the key points about clos-
ing entries are as follows.

o We transfer the balance of all revenue,
expense, and dividend accounts to the
balance of Retained Earnings. Dollar-
for-dollar, every credit to revenues is
now a credit to Retained Earnings, and
every debit to expenses or dividends is
now a debit to Retained Earnings.

e Closing entries increase the Retained
Earnings account by the amount of
revenues and decrease Retained Earn-
ings by the amount of expenses and
dividends.

e The balance of each revenue, expense,
and dividend account equals zero after
closing entries. These accounts have
temporary balances and must be closed,
or “zeroed out,” to prepare them for
measuring activity in the next period.

@CAREER CORNER

In practice, accountants do not prepare closing entries. Virtually all com-

panies have accounting software packages that automatically update
the Retained Earnings account and close the temporary accounts

at the end of the year. Of course, accounting information systems
go far beyond automatic closing entries. In today's competitive
global environment, businesses demand information systems
that can eliminate redundant tasks and quickly gather, process,
and disseminate information to decision makers. Ordinary
business processes—such as selling goods to custom-
ers, purchasing supplies, managing employees, and
managing inventory—can be handled more efficiently
with customized information systems. Employers rec-
ognize that individuals with strong information tech-
nology skills mixed with accounting knowledge add
value to the company.

¢ Closing entries do not affect the balances of permanent accounts (assets, liabili-
ties, and permanent stockholders’ equity accounts) other than retained earn-
ings. Permanent accounts carry a cumulative balance throughout the life of the

company.

Ilustration 3-16 shows retained earnings, net income, and dividends for Coca-
Cola over a three-year period. Notice that the balance of retained earnings increases
each year by the amount of net income less dividends. Retained earnings is a perma-
nent account and represents the cumulative total of net income less dividends over

the life of the company.

ILLUSTRATION 3-16

THE COCA-COLA COMPANY

($ in millions)

Relation between
Retained Earnings, Net

Beginning Ending Income, and Dividends
Retained Net Retained for Coca-Cola

Year Earnings*  + Income** —  Dividends = Earnings

2005 = $31,299 -

2006 $31,299 4 $5,080 = $2,911 = 33,468

2007 33,468 A 5,981 = 3,149 = 36,300

2008 36,300 A 5,807 = 3,521 = 38,586

*Beginning retained earnings is the ending retained earnings from the previous year.

**Net income equals total revenues minus total expenses.

@ KEY POINT

Closing entries increase retained earnings by the amount of revenues for the period
and decrease retained earnings by the amount of expenses and dividends for the

period.
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Post Closing Entries

H LO7 After we have prepared closing entries, we post amounts to the accounts in the
Post closing entries general ledger. Tllustration 3-17 demonstrates the process of posting the closing
and prepare a post- entries. The current balance of each account reflects transactions during the period
closing trial balance. (in black), adjusting entries (in red), and closing entries (in blue).

ILLUSTRATION 3-17 Posting Closing Entries to Adjusted Balances of Ledger Accounts

Assets = Liabilities + Stockholders’ Equity
Cash Accounts Payable Common Stock Retained Earnings
(1) 25,000 | (3) 24,000 : (5) 2,300 : (1) 25,000 0
(2) 10,000 | (4) 6,000 : @ 6,360
(6) 3,600 | (9) 2,800 : Bal. 2,300 : Bal. 25,000 (P} 5,860
(8 600 | (10) 200 ‘: = = (@ 200
Bal. 6,200 Bal. 300
Accounts Receivable Unearned Revenue Dividends Service Revenue
(7) 2,500 : (8) 600 : (10) 200 (6) 3,600
(h) 200 (d) 60 (c) 200 (7) 2,500
Bal. 2,700 : Bal. 540 : Bal. 0 (d) 60
e : : (h) 200
(a) 6,360
Bal. 0
Supplies Salaries Payable Supplies Expense Rent Expense
(5) 2,300
(b) 800 (e) 300 (b) 800 (a) 500
Bal. 1,500 : Bal. 300 : (b) 800 (b) 500
: - i Bal 0 Bal. 0
Prepaid Rent Utilities Payable Depreciation Expense Salaries Expense
(4) 6,000 9 2,800
(a) 500 : (f) 960 : (c) 400 (e) 300
Bal. 5,500 Bal. 960 (b) 400 (b) 3,100
: © Bal. 0 Bal. 0
Equipment Interest Payable Utilities Expense Interest Expense
(3) 24,000 : :
: (@ 100 i (F) 960 (9 100
Bal. 24,000 Bal. 100 : (b) 960 (b) 100
: : Bal. 0 Bal. 0

: : |* Amounts in black represent external transactions during
Accumulated Depreciation Notes Payable January. Numbers in parentheses refer to transaction
: 2 10.000 : numbers in lllustration 3-5.
(2) ! e Amounts in red represent month-end adjusting entries.
() 400 : : Letters in parentheses refer to adjusting entries in
Bal. 400 Bal. 10,000 Illustration 3-8.
- = i |* Amountsin blue represent month-end closing entries.
Letters in parentheses refer to closing entries in
lllustration 3-15.
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After we post the closing entries, the $300 balance of Retained Earnings now
equals the amount shown in the balance sheet. In addition, the ending balances of
all revenue, expense, and dividend accounts are now zero and ready to begin the
next period.

After we post the closing entries to the ledger accounts, we can prepare a post- Amounts in bold
closing trial balance. The post-closing trial balance is a list of all accounts and represent ending
their balances at a particular date after we have updated account balances for closing balances.
entries. The post-closing trial balance helps to verify that we prepared and posted
closing entries correctly and that the accounts are now ready for the next period’s
transactions.

Tllustration 3-18 shows the post-closing trial balance for Eagle Golf Academy as
of January 31.

ILLUSTRATION 3-18

Post-Closing Trial
Balance for Eagle

EAGLE GOLF ACADEMY

Post-Closing Trial Balance
January 31

Golf Academy

Accounts Debit Credit
Cash $ 6,200
Accounts Receivable 2,700
Supplies 1,500
Prepaid Rent 5,500
Equipment 24,000
Accumulated Depreciation $ 400
Accounts Payable 2,300
Unearned Revenue 540
Salaries Payable 300
Interest Payable 100
Utilities Payable 960
Notes Payable 10,000
Common Stock 25,000
Retained Earnings 300

Totals $39,900 $39,900

Notice that the post-closing trial balance does not include any revenues, expenses,
or dividends, because these accounts all have zero balances after closing entries.
The balance of Retained Earnings has been updated from the adjusted trial balance
to include all revenues, expenses, and dividends for the period.

Question @ Accounting A :,} Analysis @ Decision Point

information
The amounts reported for Income statement Revenue and expense
revenues and expenses accounts measure activity
represent activity over what only for the current
period of time? reporting period (usually a

month, quarter, or year). At
the end of each period, they
are closed and begin the
next period at zero.
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Let’s Review Below is the adjusted trial balance of Beckham Soccer Academy for October 31.

BECKHAM SOCCER ACADEMY

Adjusted Trial Balance

October 31

Accounts Debit Credit
Cash $ 2,600
Supplies 3,900
Accounts Payable $ 1,000
Salaries Payable 300
Common Stock 3,000
Retained Earnings 1,700
Dividends 200
Service Revenue 4,300
Salaries Expense 2,400
Supplies Expense 700
Rent Expense 500

Totals $10,300 $10,300

Required:

1. Prepare closing entries.
2. Prepare a post-closing trial balance.

3. Compare the balances of Retained Earnings in the adjusted trial balance and the
post-closing trial balance.

Solution:

1. Closing entries.

October 31 Debit Credit

SErvice REVENUE .......ooovviiiiiiiiiiiieieeeeeeeeeeeeccreeer e 4,300
Retained Earnings ...........coceevieniiiiieniiieniesieesieeeieesire e 4,300
(Close revenues to retained earnings)

Retained Earnings .......c.cccooiiiiiiiiiiiiiiiiieieesie e 3,600
Salaries EXPENSE ........coouiiriiiiiiiiiienieeiee sttt ettt 2,400
SUPPlies EXPENSE .......oovuiiriiiiiiiiieie et 700
ReNt EXPENSE .....cooouiiiiiiiiiiiiiieiiec ettt 500
(Close expenses to retained earnings)

Retained Earnings .......c.cccooieiiiiiniiiiiiiiiiieieeeic e 200
Dividends ......c...ooeiiiiiiiiiiie e 200

(Close dividends to retained earnings)
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2. Post-closing trial balance.

BECKHAM SOCCER ACADEMY

Post-Closing Trial Balance

October 31

Accounts Debit
Cash $2,600
Supplies 3,900
Accounts Payable
Salaries Payable
Common Stock
Retained Earnings

Totals $6,500

3. The balance of Retained Earnings increases by $500 from the adjusted trial
balance to the post-closing trial balance. The balance increases by the amount
of net income ($700) and decreases by the amount of dividends ($200).
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Credit

$1,000
300
3,000
2,200
$6,500

Suggested Homework:
BE3-19, BE3-20;
E3-17, E3-18;
P3-7A&B; P3-8A&B

@ KEY POINT

After we post the closing entries to the T-accounts in the general ledger, the balance
of Retained Earnings equals the amount shown in the balance sheet. The balances
of all revenue, expense, and dividend accounts are zero at that point.

@ KEY POINTS BY LEARNING OBJECTIVE

LO1 Record revenues using the revenue recognition
principle and expenses using the matching
principle.

The revenue recognition principle states that we
should recognize revenue in the period in which
we earn it, not necessarily in the period in which
we receive cash.

The matching principle states that we
recognize expenses in the same period as
the revenues they help to generate. Expenses
include those directly and indirectly related to
producing revenues.

LO2 Distinguish between accrual-basis and cash-basis
accounting.

The difference between accrual-basis
accounting and cash-basis accounting is

timing. Under accrual-basis accounting, we
record revenues when we earn them (revenue
recognition principle) and record expenses with
the revenue they help to generate (matching

LO3

principle). Under cash-basis accounting,

we record revenues when we receive cash
and expenses when we pay cash. Cash-
basis accounting is not allowed for financial
reporting purposes.

Demonstrate the purposes and recording of
adjusting entries.

Adjusting entries are a necessary part of accrual-
basis accounting. They help to record revenues
in the period earned and expenses in the period
they are incurred to generate those revenues.
Another benefit is that, by properly recording
revenues and expenses, we correctly state assets
and liabilities.

Adjusting entries are needed when cash flows
or obligations occur before the earnings-related
activity (prepayment) or when cash flows occur
after the earnings-related activity (accrual).

Adjusting entries are unnecessary in
two cases: (1) for transactions that do not
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involve revenue or expense activities and (2)
for transactions that result in revenues or
expenses being recorded at the same time as
the cash flow.

LO4 Post adjusting entries and prepare an adjusted
trial balance.

We post adjusting entries to the T-accounts
in the general ledger to update the account
balances.

An adjusted trial balance is a list of all
accounts and their balances at a particular date
after we have updated account balances for
adjusting entries.

LO5 Prepare financial statements using the adjusted

trial balance.

We prepare the income statement, statement of
stockholders’ equity, and balance sheet from the
adjusted trial balance. The income statement
provides a measure of net income (profitability),
calculated as revenues minus expenses. The
balance sheet demonstrates that assets equal

Accrual-basis accounting: Record revenues when
earned (the revenue recognition principle) and
expenses with related revenues (the matching prin-
ciple). p. 108

Accrued expense: When a company has incurred an
expense but hasn't yet paid cash or recorded an obli-
gation to pay. p. 119

Accrued revenue: When a company has earned
revenue but hasn't yet received cash or recorded an
amount receivable. p. 121

Adjusted trial balance: A list of all accounts and
their balances after we have updated account bal-
ances for adjusting entries. p. 126

Adjusting entries: Entries used to record events
that occur during the period but that have not yet
been recorded by the end of the period. p. 112

Cash-basis accounting: Record revenues at the time
cash is received and expenses at the time cash is
paid. p. 110

Classified balance sheet: Balance sheet that groups
a company’s assets into current assets and long-term
assets and that separates liabilities into current liabili-
ties and long-term liabilities. p. 129

Closing entries: Entries that transfer the balances
of all temporary accounts (revenues, expenses, and
dividends) to the balance of the Retained Earnings
account. p. 131
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liabilities plus stockholders’ equity (the basic
accounting equation).

LO6 Demonstrate the purposes and recording of
closing entries.

Closing entries serve two purposes: (1) to transfer
the balances of temporary accounts (revenues,
expenses, and dividends) to the retained earnings
account and (2) to reduce the balances of these
temporary accounts to zero to prepare them for
measuring activity in the next period.

Closing entries increase the balance of
retained earnings by the amount of revenues for
the period and decrease retained earnings by the
amount of expenses and dividends for the period.

LO7 Post closing entries and prepare a post-closing
trial balance.

After we post the closing entries to the T-accounts
in the general ledger, the balance of Retained
Earnings equals the amount shown in the balance
sheet. The balances of all revenue, expense, and
dividend accounts are zero at that point.

Contra account: An account with a balance
that is opposite, or “contra,” to that of its related
accounts. p. 116

Matching principle: Recognize expenses in the same
period as the revenues they help to generate. p. 109

Operating cycle: The average time between
purchasing or acquiring inventory and receiving
cash proceeds from its sale. p. 129

Permanent accounts: All accounts that appear in the
balance sheet; account balances are carried forward
from period to period. p. 131

Post-closing trial balance: A list of all accounts
and their balances at a particular date after

we have updated account balances for closing
entries. p. 135

Prepaid expenses: The costs of assets acquired
in one period that will be expensed in a future
period. p. 113

Revenue recognition principle: Record revenue in
the period in which it’s earned. p. 108

Temporary accounts: All revenue, expense, and divi-
dend accounts; account balances are maintained for
a single period and then closed (or zeroed out) and
transferred to the balance of the Retained Earnings
account at the end of the period. p. 131

Unearned revenues: When a company receives cash
in advance from a customer for products or services
to be provided in the future. p. 117
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SELF-STUDY QUESTIONS

1. On May 5, Johnson Plumbing receives a phone call from a customer needing a new ® LO1
water heater and schedules a service visit for May 7. On May 7, Johnson installs
the new water heater. The customer pays for services on May 10. According to
the revenue recognition principle, on which date should Johnson record service
revenue?
a. May 5 (date of phone call).
b. May 7 (date of service).
¢. May 10 (date of cash receipt).
d. Evenly over the three dates.

2. On January 17, Papa’s Pizza signs a contract with Bug Zappers for exterminating H LO1
services related to a recent sighting of cockroaches in the restaurant. Papa’s pays
for the extermination service on January 29, and Bug Zappers sprays for bugs on
February 7. According to the matching principle, on which date should Papa’s Pizza
record the extermination expense?
a. January 17 (date of the contract).
b. January 29 (date of cash payment).
c. February 7 (date of extermination service).
d. Evenly over the three dates.

3. Refer to the information in self-study question 1. Using cash-basis accounting, on N LO2
which date should Johnson record service revenue?
a. May 5 (date of phone call).
b. May 7 (date of service).
¢. May 10 (date of cash receipt).
d. Evenly over the three dates.

4. Refer to the information in self-study question 2. Using cash-basis accounting, on N LO2
which date should Papa’s Pizza record the extermination expense?
a. January 17 (date of the contract).
b. January 29 (date of cash payment).
c. February 7 (date of extermination service).
d. Evenly over the three dates.

5. Which of the following is not a characteristic of adjusting entries? N LO3
a. Reduce the balances of revenue, expense, and dividend accounts to zero.
b. Allow for proper application of the revenue recognition principle (revenues)
or the matching principle (expenses).
c. Are part of accrual-basis accounting.
d. Are recorded at the end of the accounting period.

6. Ambassador Hotels purchases one year of fire insurance coverage on December 1 N LO3
for $24,000 ($2,000 per month), debiting prepaid insurance. On December 31,
Ambassador would record the following year-end adjusting entry:

Debit Credit

a. Insurance EXpense .......cccccocoiiiiiiiiiiiieiinniiees 24,000

Prepaid INSUrance .......ccccceeeveevveenveeniveeneennen. 24,000
b. Insurance EXpense..........ccccevieiienieieneeneencene. 2,000

Prepaid Insurance........cccceveeevieeneeinieeniennnee, 2,000
C. Insurance EXpense .......ccccovueeeviiiiiiiieeenieceen, 22,000

Prepaid Insurance.........ccocevoeeveiienceicneenens 22,000

d. No entry is required on December 31 because full cash payment was made on
December 1 and the insurance does not expire until the following November 30.
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H LO4 7. An adjusted trial balance:
a. Lists all accounts and their balances at a particular date after updating
account balances for adjusting entries.
b. Is used to prepare the financial statements.

c. Includes balances for revenues, expenses, and dividends.
d. All the above.

B LO5 8. Which of the following describes the information reported in the statement
of stockholders’ equity?
a. Net income for the period calculated as revenues minus expenses.
b. Equality of total assets with total liabilities plus stockholders’ equity.
c. Change in stockholders’ equity through changes in common stock and
retained earnings.
d. Net cash flows from operating, investing, and financing activities.

H LO6 9. Which of the following describes the purpose(s) of closing entries?

a. Adjust the balances of asset and liability accounts for unrecorded activity
during the period.

b. Transfer the balances of temporary accounts (revenues, expenses, and
dividends) to Retained Earnings.

c. Reduce the balances of the temporary accounts to zero to prepare them for
measuring activity in the next period.

d. Both b. and c.

H LO7 10. Which of the following accounts is not listed in a post-closing trial balance?
a. Prepaid Rent.
b. Accounts Payable.

i c. Salaries Expense.
d. Retained Earnings.

Check out Note: For answers, see the last page of the chapter.
www.mhhe.com/succeed
for more multiple-choice

questions.
REVIEW QUESTIONS

H LO1 1. Discuss the major principle that describes recording revenues.

H LO1 2. Discuss the major principle that describes recording expenses.

H LO1 3. Samantha is a first-year accounting student. She doesn’t think it matters that
expenses are reported in the same period’s income statement with the related
revenues (matching principle). She feels that “as long as revenues and expenses
are recorded in any period, that’s good enough.” Help her understand why the
matching principle is important.

H LO2 4. Describe when revenues and expenses are recognized using cash-basis accounting.
How does this differ from accrual-basis accounting?

H LO2 5. Executive Lawn provides $100 of landscape maintenance to Peterson Law on

Flip Side of Question 7 April 10. Consider three scenarios:

7 a. Peterson pays for the lawn service in advance on March 28.
% b. Peterson pays for the lawn service on April 10, the day of service.

c. Peterson pays for the lawn service the following month on May 2.

If Executive Lawn uses accrual-basis accounting, on which date would Executive
Lawn record the $100 revenue for each scenario?




11.

12.

13.

14.

15.

16.

17.

18.

19.
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. Consider the information in question 5. Using cash-basis accounting, on which

date would Executive Lawn record the $100 revenue for each scenario?

. Peterson Law asks Executive Lawn to provide $100 of landscape maintenance.

Executive Lawn provides the service on April 10. Consider three scenarios:
a. Peterson pays for the lawn service in advance on March 28.

b. Peterson pays for the lawn service on April 10, the day of service.

c. Peterson pays for the lawn service the following month on May 2.

If Peterson Law uses accrual-basis accounting, on which date would Peterson
Law record the $100 expense for each scenario?

. Consider the information in question 7. Using cash-basis accounting, on which

date would Peterson Law record the $100 expense for each scenario?

. Why are adjusting entries necessary under accrual-basis accounting?

10.

There are two basic types of adjusting entries—prepayments and accruals.
Describe each in terms of the timing of revenue and expense recognition versus
the flow of cash.

Provide an example of a prepaid expense. The adjusting entry associated with a
prepaid expense always includes a debit and credit to which account classifications?

Provide an example of an unearned revenue. The adjusting entry associated
with an unearned revenue always includes a debit and credit to which account
classifications?

Provide an example of an accrued expense. The adjusting entry associated
with an accrued expense always includes a debit and credit to which account
classifications?

Provide an example of an accrued revenue. The adjusting entry associated with an
accrued revenue always includes a debit and credit to which account classifications?

Sequoya Printing purchases office supplies for $75 on October 2. The staff uses
the office supplies continually on a daily basis throughout the month. By the end
of the month, office supplies of $25 remain. Record the month-end adjusting entry
for office supplies (assuming the balance of Office Supplies at the beginning of
October was $0).

Jackson Rental receives its September utility bill of $320 on September 30 but does
not pay the bill until October 10. Jackson’s accountant records the utility expense
of $320 on October 10 at the time of payment. Will this cause any of Jackson’s
accounts to be misstated at the end of September? If so, indicate which ones and
the direction of the misstatement.

Global Printing publishes several types of magazines. Customers are required to
pay for magazines in advance. On November 5, Global receives cash of $120,000
for prepaid subscriptions. By the end of November, Global has distributed $20,000
of magazines to customers. Record the month-end adjusting entry.

At the end of May, Robertson Corporation has provided services to customers, but
it has not yet billed these customers nor have any of them paid for those services.
If Robertson makes no adjusting entry associated with these unpaid services
provided, will any accounts be misstated? If so, indicate which ones and the
direction of the misstatement.

Fill in the blank associated with each adjusting entry:

a. Prepaid expense: Debit Supplies Expense; credit

b. Unearned revenue: Debit _____: credit Service Revenue.
c. Accrued expense: Debit ____; credit Salaries Payable.
d. Accrued revenue: Debit Accounts Receivable; credit
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H LO2
Flip Side of Question 8

O

H LO2
Flip Side of Question 5

O

H LO2
Flip Side of Question 6

@

H LO3
H LO3
H LO3

H LO3
H LO3

H LO3

H LO3
H LO3

H LO3

H LO3

H LO3
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H LO4

H LOS

H LO5

H LO6

W LO6

H LO6

H LO6

H LO6

H LO7
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20. What is the purpose of the adjusted trial balance? How do the adjusted trial
balance and the (unadjusted) trial balance differ?

21. Explain what is meant by the term classified when referring to a balance sheet.

22. At the end of the period, Sanders Company reports the following amounts:
Assets = $12,000; Liabilities = $8,000; Revenues = $5,000; Expenses = $3,000.
Calculate stockholders’ equity.

23. What are the two purposes of preparing closing entries?

24. What does it mean to close temporary accounts? Which of the following account
types are closed: assets, liabilities, dividends, revenues, and expenses?

25. Describe the debits and credits for the three closing entries required at the end of a
reporting period.

26. In its first four years of operations, Chance Communications reports net income of
$300, $900, $1,500, and $2,400, respectively, and pays dividends of $200 per year.
What would be the balance of Retained Earnings at the end of the fourth year?

27. Matt has been told by his instructor that dividends reduce retained earnings (and
therefore stockholders’ equity). However, since he knows that stockholders are
receiving the dividend, Matt doesn’t understand how paying a dividend would
decrease stockholders’ equity. Explain this to Matt.

28. How do the adjusted trial balance and the post-closing trial balance differ? Which
accounts are shown in the adjusted trial balance but not in the post-closing trial
balance? Which account is shown in both trial balances but with a different
balance on each?

BRIEF EXERCISES & connect
|ACCOUNTING

Determine revenues to
be recognized (LO1)

Determine expenses to be
recognized (LO1)

Calculate net
income (LO1)

Analyze the impact

of transactions on

the balance of cash,
cash-basis net income,
and accrual-basis net
income (LO1, 2)

BE3-1 Below are transactions for Lobos, Inc., during the month of December. Calculate

the amount of revenue to recognize in December. If the transaction does not require

the company to recognize a revenue, indicate how it would report the transaction.

a. Receive $1,200 cash from customers for services to be provided next month.

b. Perform $900 of services during the month and bill customers. Customers are
expected to pay next month.

c¢. Perform $2,300 of services during the month and receive full cash payment from
customers at the time of service.

BE3-2 Below are transactions for Bronco Corporation during the month of June.

Calculate the amount of expense to recognize in June. If the transaction does not

require an expense to be recognized, indicate how the transaction would be reported.

a. Pay $600 cash to employees for work performed during June.

b. Receive a $200 telephone bill for the month of June, but Bronco does not plan to
pay the bill until early next month.

c. Pay $500 on account for supplies purchased last month. All supplies were used
last month.

BE3-3 Hoya Corporation reports the following amounts: Assets = $12,000;
Liabilities = $2,000; Stockholders’ equity = $10,000; Dividends = $2,000;
Revenues = $15,000; and Expenses = $11,000. What amount is reported for net income?

BE3-4 Consider the following set of transactions occurring during the month of May
for Bison Consulting Company. For each transaction, indicate the impact on (1) the
balance of cash, (2) cash-basis net income, and (3) accrual-basis net income for May.
The first answer is provided as an example.



CHAPTER 3  The Financial Reporting Process

Cash Cash-Basis Accrual-Basis
Balance NetIncome NetIncome
(a) Receive $1,500 from customers who were +$1,500 +$1,500 $0

billed for services in April.

(b) Provide $3,200 of consulting services to
a local business. Payment is not expected
until June.

(c) Purchase office supplies for $400 on
account. All supplies are used by the
end of May.

(d) Pay $600 to workers. $400 is for work in
May and $200 is for work in April.

(e) Pay $200 to advertise in a local newspaper
in May.

Totals

BE3-5 Rebel Technology maintains its records using cash-basis accounting. During the
year, the company received cash from customers, $40,000, and paid cash for salaries,
$22,000. At the beginning of the year, customers owe Rebel $1,000. By the end of the
year, customers owe $6,000. At the beginning of the year, Rebel owes salaries of $5,000.
At the end of the year, Rebel owes salaries of $3,000. Determine cash-basis net income
and accrual-basis net income for the year.

BE3-6 At the beginning of May, Golden Gopher Company reports a balance in Supplies
of $400. On May 15, Golden Gopher purchases an additional $2,300 of supplies for
cash. By the end of May, only $200 of supplies remains. (1) Record the purchase

of supplies on May 15. (2) Record the adjusting entry on May 31. (3) Calculate the
balances after adjustment on May 31 of Supplies and Supplies Expense.

BE3-7 Suppose Hoosiers, a specialty clothing store, rents space at a local mall for one
year, paying $19,200 ($1,600/month) in advance on October 1. (1) Record the purchase
of rent in advance on October 1. (2) Record the adjusting entry on December 31.

(3) Calculate the year-end adjusted balances of prepaid rent and rent expense
(assuming the balance of Prepaid Rent at the beginning of the year is $0).

BE3-8 Mountaineer Excavation operates in a low-lying area that is subject to heavy
rains and flooding. Because of this, Mountaineer purchases one year of flood insurance
in advance on March 1, paying $30,000 ($2,500/month). (1) Record the purchase of
insurance in advance on March 1. (2) Record the adjusting entry on December 31.

(3) Calculate the year-end adjusted balances of Prepaid Insurance and Insurance
Expense (assuming the balance of Prepaid Insurance at the beginning of the year is $0).

BE3-9 Beaver Construction purchases new equipment for $36,000 cash on April 1, 2012.
At the time of purchase, the equipment is expected to be used in operations for six years
(72 months) and have no resale or scrap value at the end. Beaver depreciates equipment
evenly over the 72 months ($500/month). (1) Record the purchase of equipment on April 1.
(2) Record the adjusting entry for depreciation on December 31, 2012. (3) Calculate the
year-end adjusted balances of Accumulated Depreciation and Depreciation Expense
(assuming the balance of Accumulated Depreciation at the beginning of 2012 is $0).

BE3-10 Suppose a customer rents a vehicle for three months from Commodores Rental
on November 1, paying $4,500 ($1,500/month). (1) Record the rental for Commodores
on November 1. (2) Record the adjusting entry on December 31. (3) Calculate the
year-end adjusted balances of the Unearned Revenue and Service Revenue accounts
(assuming the balance of Unearned Revenue at the beginning of the year is $0).

BE3-11 Fighting Irish Incorporated pays its employees $4,200 every two weeks ($300/
day). The current two-week pay period ends on December 28, 2012, and employees
are paid $4,200. The next two-week pay period ends on January 11, 2013, and
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Determine accrual-basis
and cash-basis net
income (LO1, 2)

Record the adjusting entry
for supplies (LO3)

Record the adjusting entry
for prepaid rent (LO3)

Record the adjusting
entry for prepaid
insurance (LO3)

Record the adjusting entry
for depreciation (LO3)

Record the adjusting
entry for unearned
revenue (LO3)

Record the adjusting entry
for salaries payable (LO3)
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Record the adjusting entry
for interest payable (LO3)

Flip Side of BE3-13

O

Record the adjusting entry
for interest receivable (LO3)

Flip Side of BE3-12

O

Assign accounts to
financial statements (LO5)

Understand the
purpose of financial
statements (LO5)

Prepare an income
statement (LO5)

Prepare a statement of
stockholders’ equity (LOS5)

Prepare a classified
balance sheet (LOS)
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employees are paid $4,200. (1) Record the adjusting entry on December 31, 2012. (2)
Record the payment of salaries on January 11, 2013. (3) Calculate the 2012 year-end
adjusted balance of Salaries Payable (assuming the balance of Salaries Payable before
adjustment in 2012 is $0).

BE3-12 Midshipmen Company borrows $10,000 from Falcon Company on July 1, 2012.
Midshipmen repays the amount borrowed and pays interest of 12% (1%/month) on
June 30, 2013. (1) Record the borrowing for Midshipmen on July 1, 2012. (2) Record
the adjusting entry for Midshipmen on December 31, 2012. (3) Calculate the 2012 year-
end adjusted balances of Interest Payable and Interest Expense (assuming the balance
of Interest Payable at the beginning of the year is $0).

BE3-13 Refer to the information in BE3-12. (1) Record the lending for Falcon on July
1, 2012. (2) Record the adjusting entry for Falcon on December 31, 2012. (3) Calculate
the 2012 year-end adjusted balances of Interest Receivable and Interest Revenue
(assuming the balance of Interest Receivable at the beginning of the year is $0).

BE3-14 For each of the following accounts, indicate whether the account is shown in
the income statement or the balance sheet:

Accounts Financial Statement

. Accounts Receivable

. Unearned Revenue

. Supplies Expense

. Salaries Payable

. Depreciation Expense
. Service Revenue
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BE3-15 Below are the four primary financial statements. Match each financial
statement with its primary purpose to investors.

Financial Statements Purposes
1. Income statement a. Provides measures of resources and
2. Statement of stockholders’ claims to those resources at the end of
equity the year.
3. Balance sheet b. Provides an indication of the company’s
4. Statement of cash flows ability to make a profit during the

current year.

c¢. Provides a measure of net increases and
decreases in cash for the current year.

d. Shows changes in owners’ claims to
resources for the current year.

BE3-16 The following account balances appear in the 2012 adjusted trial balance
of Beavers Corporation: Service Revenue, $225,000; Salaries Expense, $100,000;
Supplies Expense, $15,000; Rent Expense, $21,000; Depreciation Expense, $34,000;
and Delivery Expense, $13,000. Prepare an income statement for the year ended
December 31, 2012.

BE3-17 The following account balances appear in the 2012 adjusted trial balance of
Bulldog Corporation: Common Stock, $20,000; Retained Earnings, $7,000; Dividends,
$1,000; Service Revenue, $25,000; Salaries Expense, $15,000; and Rent Expense,
$8,000. No common stock was issued during the year. Prepare the statement of
stockholders’ equity for the year ended December 31, 2012.

BE3-18 The following account balances appear in the 2012 adjusted trial balance of
Blue Devils Corporation: Cash, $4,000; Accounts Receivable, $8,000; Supplies, $18,000;
Equipment, $110,000; Accumulated Depreciation, $40,000; Accounts Payable, $25,000;
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Salaries Payable, $15,000; Common Stock, $50,000; and Retained Earnings,
Prepare the December 31, 2012, classified balance sheet including the correct balance
for retained earnings.

BE3-19 The year-end adjusted trial balance of Aggies Corporation included the Record closing
following account balances: Retained Earnings, $220,000; Service Revenue, $850,000; entries (LO6)
Salaries Expense, $380,000; Rent Expense, $140,000; Interest Expense, $75,000; and

Dividends, $50,000. Record the necessary closing entries.

BE3-20 The year-end adjusted trial balance of Hilltoppers Corporation included the Prepare a post-closing
following account balances: Cash, $4,000; Equipment, $16,000; Accounts Payable, trial balance (LO7)
$2,000; Common Stock, $10,000; Retained Earnings, $7,000; Dividends, $1,000;

Service Revenue, $15,000; Salaries Expense, $10,000; and Utilities Expense, $3,000.

Prepare the post-closing trial balance.

EXERCISES ®mconhect
|ACCOUNTING

E3-1 Consider the following situations: Determine the timing of

1. American Airlines collects cash on June 12 from the sale of a ticket to a customer. revenue recognition (LO1)

The flight occurs on August 16.

2. A customer purchases sunglasses from Eddie Bauer on January 27 on account.
Eddie Bauer receives payment from the customer on February 2.

3.