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Preface

Roadmap for Success

Warren’s Accounting 28e makes it easy for you to give students a solid foundation in accounting without over-
whelming students. Warren covers the fundamentals AND motivates students to learn by showing how accounting
is important to a business.

The Warren presentation style provides content in a way that this generation reads and assimilates information.

* Short, concise paragraphs and bullets
* Stepwise progression
* Meaningful illustrations and graphs

Hallmarks

Schemas provide a roadmap of accounting that emphasizes the big picture. Each chapter begins with a graphic
Schema, or Roadmap of Accounting, that shows readers how the chapter material fits within the larger context of
the overall book. With this approach, students view chapter concepts as part of a larger whole rather than as mere
independent pieces of knowledge, for a truly functional understanding of accounting.

Financial and managerial sections use separate schemas. A four-part schema (Chs. 1-4) demonstrates how chapter
content integrates within the accounting cycle. The financial accounting chapters’ schema (Chs. 5-17) highlights
chapter content within a set of integrated financial statements. A separate managerial accounting schema (Chs. 18-26)
shows how chapter content integrates within the managerial accounting functions.

CHAPTER CHAPTER
Concepts and Principles
Chapter 18 ion to i
STATEMENT OF
OWNER'S EQUITY
For the Year Ended December 31, 206 STATEMENTIORCASH FLOWS
IR Decemier 31 Developing Information
Owner’s capital, Jan. 1, 20Y6 SXXX ping
Net income $ XXX Sesion o Lsed fon COST SYSTEMS COST BEHAVIOR
Withdrawals. (XXX) operating activities SXXX
Increase in equity ~u XXX Cash flows from (used for) Chapter 19 Job Order Costing Chapter 21 Cost-Volume-Profit Analysis
Owner’s capital, Dec. 31, 20Y6 SXXX investing activities XXX Chapter 20  Process Cost Systems.
! } == Cash flows from (used for)
financing activities XXX
Net increase (decrease) in cash SXXX
INCOME STATEMENT < 5
For the Year Ended December 31, 20Y6 Cash balance, January 1, 20Y6 XXX
Sales SXXC ol BALANCE SHEET Decision Making
g‘::;:fp:?;:ha"d'se sald S);% ek S 21 2006 ! EVALUATING PERFORMANCE COMPARING ALTERNATIVES
Operating expenses: Current assets: Chapter22  Budgeting Chapter 24  Decentralized Operations
Adbvertising expense SXXX Cash X $SXXX Chapter 23  Variances from Standard Costs Chapter 25  Differential Analysis,
Depreciation expense XXX Accounts receivable XXX Product Pricing, and
Amortization expense XXX Merchandise inventory XXX Activity-Based Costing
Depletion expense XXX Total current assets $XXX Chapter 26 Capital Investment Analysis
XXX Property, plant, and equipment  $XXX
XXX Intangible assets XXX
Total operating expenses XXX Total long-term assets XXX
Income from operations SXXX Total assets LS
Other revenue and expenses XXX Liabilities:
Net income SXXX Current liabilities SXXX
T Long-term liabilities XXX
Total liabilities SXXX
Owner’s equity XXX
Total liabilities and owner’s equity SXXX
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Preface v

Revised and refreshed real company chapter openers engage readers from the start. Chapter openers intro-
duce and briefly describe a real company and how its challenges relate to the chapter content. Links to this opening
company appear throughout the chapter to reinforce the importance of what readers are learning.

CHAPTER

Link to Best Buy

Best Buy values its
inventory at lower of
cost or market based
upon cost and the

amount it expects to
realize from the sale.

ssume that in September, you purchased a Sony
HDTV from Best Buy. At the same time, you pur-
chased a Denon surfound sound system for $599.99.You
iked your surround sound so wellthat in Novenber, you
purchased an identical Denon system on sale for $549.99
for your bedroom TV Over the holidays, you moved to a
new apartment and in the process of unpacking discov-
ered that one of the Denon surround sound systems was
missing. Luckily, your renters or homeowners insurance
policy will cover the theft, but the insurance company
needs to know the cost of the systen that was stolen
The Denon systems were identical. However, to
respond to the insurance company, you will need to den-
tify which system was stolen. Was i thefirstsystem, which
cost §599.99, or was it the second system, which cost

Merchandising businesses such as Best Buy make
similar assumptions when identical merchandise is pur-
chased at diferent costs. For example, Best Buy may have
purchased thousands of Denon surround sound systems
Over the past yearat different costs. At the end of a period,
some of the Denon systems will il be in inventory, and
some will have been sold. But which costs relate to the
sold systems, and which costs relate to the systems stillin
inventory? Best Buy's assumption about inventory costs
can involve large dollar amounts and, thus, can have a
significant impact on the financial statements. For exam-
ple, Best Buy reported 55,409 million of inventory and net
income of $1,464 million for a recent year.

This chapter discusses such issues as how to deter-
mine the cost of merchandise in inventory and the cost

§549.99? Whichever system you choose will determine  of merchandise sold. However it begins by discussing the
the amount that you receive from the insurance company.  importance of control over inventory.

Link to Best Buy. Pages 349, 350, 362, 364

Revised end-of-chapter assignments (homework) provide important hands-on practice. Refined, meaningful
review and applications at the end of each chapter include Discussion Questions, Practice Exercises (A and B
versions), Exercises, Problems (Series A and B), and Cases & Projects that emphasize ethics, teamwork, and

communication skills.

«.2 CENGAGE | CNOW*

EXCEL
ONLINE

CengageNOWv2

CengageNOWV2 is a powerful course management and online homework resource that
provides control and customization to optimize the student learning experience. Included
are many proven resources, such as algorithmic activities, a test bank, course management
tools, reporting and assessment options, and much more.

Cengage Mobile App

The Cengage Mobile App lets students study wherever and whenever the mood strikes.
Now available with CengageNOWv2, it features a full interactive eBook—readable online
or off—with 24/7 course access and study tools to power on-the-go learning. Plus, the app
allows you to engage your students with instant in-class polling and take attendance with
a tap. Find details at www.cengage.com/mobile-app/.

Excel Online

Cengage and Microsoft have partnered in CengageNOWYvV2 to provide students with a uniform,
authentic Excel experience. It provides instant feedback, built-in video tips, and easily acces-
sible spreadsheet work. These features allow you to spend more time teaching accounting
applications and less time troubleshooting Excel.

These new algorithmic activities offer pre-populated data directly in Microsoft Excel Online.
Each student receives his or her own version of the problem to perform the necessary data cal-
culations in Excel Online. Their work is constantly saved in Cengage cloud storage as a part of
homework assignments in CengageNOWYV2. It’s easily retrievable so students can review their
answers without cumbersome file management and numerous downloads/uploads.
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Preface

MindTap eReader

The MindTap eReader for Warren’s Accounting is the most robust digital reading experi-
ence available. Hallmark features include:

e Fully optimized for the iPad.

* Note taking, highlighting, and more.

* Embedded digital media.

* The MindTap eReader also features ReadSpeaker®, an online text-to-speech application
that vocalizes, or “speech-enables,” online educational content. This feature is ideally
suited for both instructors and learners who would like to listen to content instead of

(or in addition to) reading it.

Cengage Unlimited

Cengage Unlimited is a first of-its-kind digital subscription designed specifically to lower costs.
Students get total access to everything Cengage has to offer on demand—in one place. That’s
over 20,000 eBooks, 2,300 digital learning products, and dozens of study tools across 70 disci-
plines and over 675 courses. Currently available in select markets. Find details at www.cengage.

com/unlimited.

New to This Edition

Updated dates and real company information for
currency.

Refreshed end-of-chapter assignments with different
numerical values and updated information.

A new “Time Period Concept” discussion has been
added to the “Generally Accepted Accounting Prin-
ciples” section of Chapter 1. This discussion defines
and illustrates the natural business year and fiscal
year accounting periods.

The fiscal year discussion was moved from the prior
edition’s Chapter 4. In addition, the notation of 20Y1,
20Y2, ... is introduced for indicating years through-
out the text.

In Chapter 2, the discussion on “Errors Not Affecting
the Trial Balance” has been revised to better aid stu-
dent understanding and to simplify the preparation
of correcting journal entries.

In Chapter 4, the Accounting Cycle illustration in
Exhibit 8 has been revised to facilitate student review.
In Chapter 4, the “Fiscal Year” discussion has been
moved to Chapter 1.

* In Chapter 4, the “Reversing Entry” appendix has

been moved to an online appendix.

A new “Why Is the Accrual Basis of Accounting
Required by GAAP?” discussion has been added as
Appendix 2 to Chapter 4. The understanding of why
accrual accounting is required by GAAP is important
for students’ ability to analyze and evaluate financial
statements. Why accrual accounting is required is
illustrated by comparing NetSolutions’ financial state-
ments under the accrual basis (Chapters 1-4) with
related cash basis financial statements.

To simplify and give the instructor more flexibility
in Chapter 6, the discussion of the accounting for
customer merchandise refunds, including the related
adjusting entries, has been moved to Appendix 2 at
the end of the chapter.

For those instructors who prefer to cover sales dis-
counts using the gross method, Appendix 1, “Gross
Method of Recording Sales Discounts,” has been
added to the end of Chapter 6.
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and Business
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Assets = Liabilities + Owner’s Equity
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Rules of Debit and Credit
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Twitter

hen two teams pair up for a game of football, there

is often a lot of noise. The band plays, the fans
cheer, and fireworks light up the scoreboard. Obviously,
the fans are committed and care about the outcome of
the game. Just like fans at a football game, the owners of
a business want their business to “win”against their com-
petitors in the marketplace. While having your football
team win can be a source of pride, winning in the mar-
ketplace goes beyond pride and has many tangible ben-
efits. Companies that are winners are better able to serve
customers, provide good jobs for employees, and make
money for their owners.

Link to Twitter

Twitter, Inc. is one of the most visible companies
on the Internet. It provides a real-time information net-
work where members can post messages, called tweets,
for free. Millions post tweets every day throughout the
world.

Do you think Twitter is a successful company? Does it
make money? How would you know? Accounting helps
to answer these questions.

This textbook introduces you to accounting, the lan-
guage of business. Chapter 1 begins by discussing what a
business is, how it operates, and the role that accounting

plays.

Pages 6, 12, 14, 20, 24




LEARNING OBJECTIVES

After studying this chapter, you should be able to: Example Exercises (EE) are shown in red.

OBJ. 1 FDescribe the nature of business and the role of OBJ. 5 FDescribe the financial statements of a
accounting and ethics in business. proprietorship and explain how they

3 A interrelate.

Nature of Business and Accounting

Types of Businesses Financial Statements

Role of Accounting in Business Income Statement EE1-4

Role of Ethics in Accounting and Business Statement of Owner’s Equity EE1-5

Opportunities for Accountants Balance Sheet EE 1-6
Statement of Cash Flows EE1-7

OBJ. 2 PSummarize the development of accounting L?;i:i::fgg::;g;ﬁ?ong

principles and relate them to practice.

Ger?erally AFcepted GEEITRIE LT D 08_,. 6 ?Describe and illustrate the use of the ratio of

Business Entity Concept

liabilities to owner’s equity in evaluating a

Time Period Concept company’s financial condition.

Cost Concept EE 1-1
Financial Analysis and Interpretation:
- - - Ratio of Liabilities to Owner’s Equity
08_,. 3 >State the accounting equation and define each Computing and Interpreting Ratio

element of the equation. of Liabilities to Owner’s Equity EE 1-8

The Accounting Equation
Solving the Accounting Equation EE 1-2

08B].4 }Describe and illustrate how business
transactions can be recorded in terms of
the resulting change in the elements of the
accounting equation.

Business Transactions and the At a Glaﬂfe 1 Page 28
Accounting Equation

Recording Transactions EE1-3

Nature of Business and Accounting 0B]. 1 possre e

nature of business

and the role of accounting
A business' is an organization in which basic resources (inputs), such as materials and ethics in business.
and labor, are assembled and processed to provide goods or services (outputs) to cus-
tomers. Businesses come in all sizes, from a local coffee house to Starbucks, which
sells over $24 billion of coffee and related products each year.

The objective of most businesses is to earn a profit. Profit is the difference
between the amounts received from customers for goods or services and the amounts
paid for the inputs used to provide the goods or services. This text focuses on busi-
nesses operating to earn a profit. However, many of the same concepts and principles
also apply to not-for-profit organizations such as hospitals, churches, and government
agencies.

Types of Businesses

Three types of businesses operating for profit include service, merchandising, and
manufacturing businesses. Some examples of each type of business follow:

* Service businesses provide services rather than products to customers.
Delta Air Lines (transportation services)
The Walt Disney Company (entertainment services)

1 A complete glossary of terms appears at the end of the text.
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Twitter is a service
company that
provides a platform
for individuals to
send text messages
called tweets.

Note

Accounting is an
information system that
provides reports to users
about the economic
activities and condition of
a business.

One of the ways
Twitter provides
information to its
investors is by
publishing an annual
report, which includes
general-purpose
financial statements.

ETHICS

Introduction to Accounting and Business

* Merchandising businesses sell products they purchase from other businesses to
customers.
Wal-Mart Stores, Inc. (general merchandise)
Amazon.com (general merchandise)
* Manufacturing businesses convert basic inputs into products that are sold to customers.
Ford Motor Co. (cars, trucks, vans)
Dell Inc. (personal computers)

Role of Accounting in Business

The role of accounting in business is to provide information for managers to use in
operating the business. In addition, accounting provides information to other users in
assessing the economic performance and condition of the business.

Thus, accounting can be defined as an information system that provides reports
to users about the economic activities and condition of a business. You could think of
accounting as the “language of business.” This is because accounting is the means by
which businesses’ financial information is communicated to users.

The process by which accounting provides information to users is as follows:

1. Identify users.

2. Assess users’ information needs.

3. Design the accounting information system to meet users’ needs.
4. Record economic data about business activities and events.

5. Prepare accounting reports for users.

As illustrated in Exhibit 1, users of accounting information can be divided into two
groups: internal users and external users.

Managerial Accounting Internal users of accounting information include man-
agers and employees. These users are directly involved in managing and operating
the business. The area of accounting that provides internal users with information is
called managerial accounting or management accounting.

The objective of managerial accounting is to provide relevant and timely information
for managers’ and employees’ decision-making needs. Oftentimes, such information is
sensitive and is not distributed outside the business. Examples of sensitive information
might include information about customers, prices, and plans to expand the business.
Managerial accountants employed by a business are employed in private accounting.

Financial Accounting External users of accounting information include investors,
creditors, customers, and the government. These users are not directly involved in
managing and operating the business. The area of accounting that provides external
users with information is called financial accounting.

The objective of financial accounting is to provide relevant and timely information
for the decision-making needs of users outside the business. For example, financial
reports on the operations and condition of the business are useful for banks and
other creditors in deciding whether to lend money to the business. General-purpose
financial statements are one type of financial accounting report that is distributed to
external users. The term general-purpose refers to the wide range of decision-making
needs that these reports are designed to serve. Later in this chapter, general-purpose
financial statements are described and illustrated.

Role of Ethics in Accounting and Business

The objective of accounting is to provide relevant, timely information for user decision
making. Accountants must behave in an ethical manner so that the information they
provide users will be trustworthy and, thus, useful for decision making. Managers
and employees must also behave in an ethical manner in managing and operating a
business. Otherwise, no one will be willing to invest in or loan money to the business.
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Accounting as an Information System |m
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Ethics are moral principles that guide the conduct of individuals. Unfortunately,
business managers and accountants sometimes behave in an unethical manner. Many
of the managers of the companies listed in Exhibit 2 engaged in accounting or busi-
ness fraud. These ethical violations led to fines, firings, and lawsuits. In some cases,
managers were criminally prosecuted, convicted, and sent to prison.
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Accounting and Business Frauds

Nature of Accounting
Company or Business Fraud Result

Computer Associates Fraudulently reported its financial results. CEO and senior executives indicted.

International, Inc. Five executives pled guilty. $225 million
fine.

Enron Fraudulently reported its financial results. Bankrupcty. Senior executives criminally
convicted. More than $60 billion in stock
market losses.

HealthSouth Overstated performance by $4 billion in false Senior executives criminally convicted.

entries.

Qwest Communications Improperly reported $3 billion in false receipts. CEO and six other executives criminally

International, Inc. convicted of “massive financial fraud.”
$250 million SEC fine.

Xerox Corporation Recognized $3 billion in revenue prior to when $10 million fine to SEC. Six executives

it should have been recorded. forced to pay $22 million.

What went wrong for the managers and companies listed in Exhibit 2? The answer
normally involved one or both of the following factors:

* Failure of Individual Character. Ethical managers and accountants are honest and
fair. However, managers and accountants often face pressures from supervisors to meet
company and investor expectations. In many of the cases in Exhibit 2, managers and
accountants justified small ethical violations to avoid such pressures. However, these
small violations became big violations as the company’s financial problems became
worse.

* Culture of Greed and Etbhical Indifference. By their behavior and attitude, senior
managers set the company culture. In most of the companies listed in Exhibit 2, the
senior managers created a culture of greed and indifference to the truth.

As a result of the accounting and business frauds shown in Exhibit 2, Congress
passed laws to monitor the behavior of accounting and business. For example, the
Sarbanes-Oxley Act (SOX) was enacted. SOX established a new oversight body for
the accounting profession called the Public Company Accounting Oversight Board
(PCAOB). In addition, SOX established standards for independence, corporate respon-
sibility, and disclosure.

How does one behave ethically when faced with financial or other types of pres-
sure? Guidelines for behaving ethically follow:?

1. Identify an ethical decision by using your personal ethical standards of honesty and
fairness.
2. Identify the consequences of the decision and its effect on others.

3. Consider your obligations and responsibilities to those who will be affected by your
decision.

4. Make a decision that is ethical and fair to those affected by it.

2 Many companies have ethical standards of conduct for managers and employees. In addition, the Institute of Management
Accountants and the American Institute of Certified Public Accountants have professional codes of conduct, which can be obtained
from their websites at www.imanet.org and www.aicpa.org, respectively.
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Integrity, Objectivity, and Ethics in Business

BERNIE MADOFF

In June 2009, Bernard L. “Bernie” Madoff was sen-
tenced to 150 years in prison for defrauding thousands
of investors in one of the biggest frauds in American
history. Madoff’s fraud started several decades ear-
lier when he began a Ponzi scheme in his investment
management firm, Bernard L. Madoff Investment
Securities LLC.

In a Ponzi scheme, the investment manager uses
funds received from new investors to pay a return to

existing investors, rather than basing investment returns
on the fund'’s actual performance. As long as the invest-
ment manager is able to attract new investors, he or
she will have new funds to pay existing investors and
continue the fraud. While most Ponzi schemes collapse
quickly when the investment manager runs out of new
investors, Madoff's reputation, popularity, and personal
contacts provided a steady stream of investors, which
allowed the fraud to survive for decades.

Opportunities for Accountants

Numerous career opportunities are available for students majoring in accounting. Cur-
rently, the demand for accountants exceeds the number of new graduates entering the
job market. This is partly due to the increased regulation of business caused by the
accounting and business frauds shown in Exhibit 2. Also, more and more businesses
have come to recognize the importance and value of accounting information.

As indicated earlier, accountants who work for a business are employed in pri-
vate accounting. Private accountants have a variety of possible career options within
a company. Some of these career options are shown in Exhibit 3 along with their
starting salaries. Accountants who provide audit services, called auditors, attest to the
accuracy of financial records, accounts, and systems. As shown in Exhibit 3, several
private accounting careers have certification options.

Accounting Career Paths and Salaries

Accounting Annual Starting
Career Track Description Career Options Salaries* Certification
Private Accounting | Accountants employed by | Bookkeeper $43,000
companies, government, Payroll clerk $39,000 Certified Payroll Professional (CPP)
and not-for-profit entities. | General accountant $47,000
Budget analyst $51,000
Cost accountant $49,000 Certified Management Accountant (CMA)
Internal auditor $46,000 Certified Internal Auditor (CIA)
Information technology $51,000 Certified Information Systems Auditor (CISA)
auditor
Public Accounting | Accountants employed $47,000 Certified Public Accountant (CPA)
individually or within a
public accounting firm in
audit, tax, or management
advisory services.

*Average salaries rounded to the nearest thousand. Salaries may vary by size of company and region.
Source: Robert Half 20719 U.S. Salary Guide (Finance and Accounting), Robert Half International, Inc. (www.roberthalf.com/workplace-research/salary-guides).
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Accountants who provide services on a fee basis are said to be employed in public
accounting. In public accounting, an accountant may practice as an individual or as
a member of a public accounting firm. Public accountants who have met a state’s
education, experience, and examination requirements may become Certified Public
Accountants (CPAs).

Because all functions within a business use accounting information, experience
in private or public accounting provides a solid foundation for a career. Many high-
level positions in industry and in government agencies are held by individuals with
accounting backgrounds.

Business Connection

PATHWAYS COMMISSION

The Pathways Commission issued its study titled Chart-
ing a National Strategy for the Next Generation of Accoun-
tants. The Commission was made up of diverse members
and was jointly sponsored by the American Institute of
Certified Public Accountants (AICPA) and the American
Accounting Association (AAA). The Commission empha-

also emphasized that accountants must be critical think-

ers who are comfortable addressing the shades of gray
required by accounting judgments.
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Source: Charting a National Strategy for the Next Generation of
Accountants, The Pathways Commission, July 2012.

Summarize the
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development of
accounting principles and
relate them to practice.

Generally Accepted Accounting Principles

If companies did not follow the same rules when reporting financial information,
comparisons among companies would be difficult, if not impossible. Thus, financial
accountants follow generally accepted accounting principles (GAAP) in preparing
reports. These reports allow investors and other users to compare one company to
another.

Accounting principles and concepts develop from research, accepted account-
ing practices, and pronouncements of regulators. Within the United States, the

Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-208

Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Chapter 1 Introduction to Accounting and Business

Financial Accounting Standards Board (FASB) has the primary responsibility for
developing accounting principles. The FASB maintains an electronic database, called
the Accounting Standards Codification, that contains all the accounting standards
that make up GAAP. Changes in the FASB Codification are made using Accounting
Standards Updates.

The Securities and Exchange Commission (SEC), an agency of the U.S. govern-
ment, has authority over the accounting and financial disclosures for companies
whose shares of ownership (stock) are traded and sold to the public. The SEC nor-
mally accepts the accounting principles set forth by the FASB. However, the SEC
may issue Staff Accounting Bulletins on accounting matters that may not have been
addressed by the FASB.

Many countries outside the United States use accounting principles adopted by
the International Accounting Standards Board (IASB). The IASB issues International
Financial Reporting Standards (IFRS). Differences currently exist between FASB and
IASB accounting principles. Investors and other stakeholders should be aware of
these differences in analyzing financial reports of international companies. Through-
out this text, International Connection boxes, such as the one at the bottom of this
page, highlight many of these differences. In addition, Appendix B at the end of this
text summarizes differences between U.S. GAAP and IFRS.

In this chapter and text, accounting principles and concepts are emphasized. It is
through this emphasis on the “why” as well as the “how” that you will gain an under-
standing of accounting.

Business Entity Concept

The business entity concept limits the economic data in an accounting system to data
related directly to the activities of the business. In other words, the business is viewed
as an entity separate from its owners, creditors, or other businesses. For example, the
accountant for a business with one owner would record the activities of the business
only and would not record the personal activities, property, or debts of the owner.

A business entity may take the form of a proprietorship, partnership, corporation,
or limited liability company (LLC). Each of these forms and their major characteristics
are listed in Exhibit 4.

Note

businesses.

The three types of businesses discussed earlier—service, merchandising, and
manufacturing—may be organized as proprietorships, partnerships, corporations, or
limited liability companies. Because of the large amount of resources required to
operate a manufacturing business, most manufacturers such as Ford Motor Company
are corporations. Most large retailers such as Wal-Mart and The Home Depot are also
corporations.

International Connection

11

Under the business entity
concept, the activities of
a business are recorded
separately from the
activities of its owners,
creditors, or other

—\
— 7/
IFRS

IFRS are considered to be more “principles-based” than
U.S. GAAP, which is considered to be more “rules-based.”
For example, U.S. GAAP consists of approximately
17,000 pages, which include numerous industry-specific

INTERNATIONAL FINANCIAL REPORTING STANDARDS (IFRS)

accounting rules. In contrast, IFRS allow more judgment share many common principles.

in deciding how business transactions are recorded.
Many believe that the strong regulatory and litigation
environment in the United States is the cause for the more
rules-based GAAP approach. Regardless, IFRS and GAAP
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Forms of Business Entities

Form of Business Entity Characteristics Examples
9 Proprietorship is owned by | « 70% of business entities in the United States. + A &B Painting
one individual. - Easy and inexpensive to organize.

- Resources are limited to those of the owner.
« Used by small businesses.

®_Partnership is owned by + 10% of business organizations in the United States - Jones & Smith, Architects
two or more individuals. (combined with limited liability companies).
+ Combines the skills and resources of more than one
person.
Corporation is organized - Generates 90% of business revenues. - Alphabet (Google)
under state or federal + 20% of the business organizations in the United States. - Apple
— statutes as a separate legal | + Ownership is divided into shares called stock. - Ford Motor Company
taxable entity. - Can obtain large amounts of resources by issuing stock. . Twitter

Used by large businesses.

Limited liability company | - 10% of business organizations in the United States + Mosel & Farmer, CPAs, LLC
. (LLC) combines the (combined with partnerships).
attributes of a partnership - Often used as an alternative to a partnership.
and a corporation. + Has tax and legal liability advantages for owners.
Time Period Concept
The time period concept requires a company to report its economic activities on
a regular basis for a specific period. In doing so, financial condition and operat-
ing results of the company are reported periodically on a consistent basis. Financial
accounting reports are often prepared monthly, quarterly, and yearly.
The annual accounting period adopted by a company is called its fiscal year. The
fiscal year most commonly used is the calendar year beginning January 1 and ending
December 31. However, other periods are not unusual, especially for companies orga-
nized as corporations.
Corporations often use a fiscal year that ends when business activities have
. . reached the lowest point in their annual operating cycle, which allows more time to
I-mk 0 TWIHE[ prepare financial reports. Such a fiscal year is called the natural business year. For
Twitter uses an example, the natural business year for most retail businesses is January 31, which is
annual accounting after the busy holiday season and end-of-year sales. To illustrate, Wal-Mart Stores,
period ending Inc. recently reported its annual financial results for the year ending January 31.
December 31. Throughout this text, we use the notation 20Y1, 20Y2, 20Y3, etc., to indicate years.?

For example, a company’s fiscal year could begin August 1, 20Y7, and end on July 31,
20Y8, as follows:

20Y7 20Y8
Aug. 1 Sept. Oct. Nov. Dec. Jan. Feb. Mar. Apr. May June July 31
| Fiscal Year J
[ August 1, 20Y7 to July 31, 20Y8 |

3 We use this notation to reduce the number of changes necessary when revising this and future editions of the text. This, in turn,
reduces the cost of each revision, which helps reduce the need to increase the retail price of the text.
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Cost Concept

Under the cost concept, amounts are initially recorded in the accounting records at
their cost or purchase price. To illustrate, assume that Aaron Publishers purchased a
building on February 20, 20Y2, for $150,000. The following additional information
applies to the building:

Price listed by seller on January 1, 20Y2 $160,000
Aaron Publishers'initial offer to buy on January 31, 20Y2 140,000
Purchase price on February 20, 20Y2 150,000
Estimated selling price on December 31, 20Y7 220,000
Assessed value for property taxes, December 31, 20Y7 190,000

Under the cost concept, Aaron Publishers records the purchase of the building on
February 20, 20Y2, at the purchase price of $150,000. The other amounts listed have
no effect on the accounting records.

The fact that the building has an estimated selling price of $220,000 on Decem-
ber 31, 20Y7, indicates that the building has increased in value. However, to use the
$220,000 in the accounting records would be to record a profit before selling the
building. If Aaron Publishers sells the building on January 9, 20Y9, for $240,000, a
profit of $90,000 ($240,000 — $150,000) is then realized and recorded. The new owner
would record $240,000 as its cost of the building.

The cost concept also involves the objectivity and unit of measure concepts. The
objectivity concept requires that the amounts recorded in the accounting records be
based on unbiased evidence. In exchanges between a buyer and a seller, both try
to get the best price. Only the final agreed-upon amount is objective enough to be
recorded in the accounting records. If amounts in the accounting records were con-
stantly being revised upward or downward based on offers, appraisals, and opinions,
accounting reports could become unstable and unreliable.

The unit of measure concept requires that economic data be recorded in dollars.
Money is a common unit of measurement for reporting financial data and reports.

EXAMPLE EXERCISE I-1 Cost Concept 08).2 |

On August 25, Gallatin Repair Service extended an offer of $400,000 for land that had been priced for sale at $500,000. On
September 3, Gallatin Repair Service accepted the seller’s counteroffer of $460,000. On October 20, the land was assessed at
a value of $300,000 for property tax purposes. On December 4, a national retail chain offered Gallatin Repair Service $525,000
for the land. At what value should the land be recorded in Gallatin Repair Service's records?

Follow My Example 1-1

$460,000. Under the cost concept, the land should be recorded at the cost to Gallatin Repair Service.

Practice Exercises: PE 1-1A, PE 1-1B

13

The Accounting Equation 0,35 Seethe

accounting
equation and define each
element of the equation.

The resources owned by a business are its assets. Examples of assets include cash,
land, buildings, and equipment. The rights or claims to the assets are divided into two
types: (1) the rights of creditors and (2) the rights of owners. The rights of creditors
are the debts of the business and are called liabilities. The rights of the owners of
a proprietorship, partnership, or limited liability company are called owner’s equity.
Since stockholders own a corporation, the rights of owners of a corporation are called
stockholders’ equity.
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The following equation shows the relationship among assets, liabilities, and own-

Link to Twitter er's equity:

Twitter’s accounting Assets = Liabilities + Owner’s Equity

equation for a recent This equation is called the accounting equation. Liabilities usually are shown before
year: Assets (510,163 owner’s equity in the accounting equation because creditors have first rights to the assets.
million) = Liabilities Given any two amounts, the accounting equation may be solved for the third unknown
($3,357 million) + amount. To illustrate, if the assets owned by a business amount to $100,000 and the lia-
Stockholders’ Equity bilities amount to $30,000, the owner’s equity is equal to $70,000, computed as follows:
(Eleiatiiien) Assets — Liabilities = Owner’s Equity

$100,000 —  $30,000 = $70,000

Business Connection

THE ACCOUNTING EQUATION business, such as the local convenience store, to the largest
business, such as The Coca-Cola Company, companies

The accounting equation serves as the basic foundation for use the accounting equation. Some examples taken from

the accounting systems of all companies. From the smallest recent financial reports of well-known corporations follow:

Company Assets* = Liabilities + Stockholders’ Equity
Alphabet (Google) $232,792 = $55,164 + $177,628
The Coca-Cola Company  $83216 =  $66235 4 $16,981
DowDuPont $188,030 =  $93459 4+ $94,571
eBay $22819 = $16538 4 $6,281
Target $37431 = $26478 4 $10,953
Microsoft Corporation $258848 = $176,130 4 $82,718
Southwest Airlines Co. $26243 = $16390 4 $9,853
Wal-Mart Stores, Inc. $204,522 = $123,700 4+ $80,822

*Amounts are shown in millions of dollars.

|
EXAMPLE EXERCISE 1-2 Accounting Equation 08J.3

John Joos is the owner and operator of You're A Star, a motivational consulting business. At the end of its accounting period,
December 31, 20Y8, You're A Star has assets of $800,000 and liabilities of $350,000. Using the accounting equation, determine
the following amounts:

a. Owner’s equity as of December 31, 20Y8.

b. Owner’s equity as of December 31, 20Y9, assuming that assets increased by $130,000 and liabilities decreased by $25,000
during 20Y9.

Follow My Example 1-2

a. Assets = Liabilities + Owner’s Equity
$800,000 = $350,000 + Owner’s Equity
Owner’s Equity = $450,000
b. First, determine the change in owner’s equity during 20Y9 as follows:
Assets = Liabilities + Owner’s Equity
$130,000 = —$25,000 + Owner’s Equity
Owner’s Equity = $155,000
Next, add the change in owner’s equity during 20Y9 to the owner’s equity on December 31, 20Y8, to arrive at owner’s
equity on December 31, 20Y9, as follows:

Owner’s Equity on December 31, 20Y9 = $450,000 (Owner’s Equity on December 31, 20Y8) + $155,000 (change in
Owner’s Equity) = $605,000

Practice Exercises: PE 1-2A, PE 1-2B
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Business Transactions and the Accounting
Equation

Paying a monthly bill, such as a telephone bill of $168, affects a business’s financial
condition because it now has less cash on hand. Such an economic event or condition
that directly changes an entity’s financial condition or its results of operations is a
business transaction. For example, purchasing land for $50,000 is a business transac-
tion. In contrast, a change in a business’s credit rating does not directly affect cash or
any other asset, liability, or owner’s equity amount.

All business transactions can be stated in terms of changes in the elements of the
accounting equation. How business transactions affect the accounting equation can
be illustrated by using some typical transactions. As a basis for illustration, a business
organized by Chris Clark is used.

Assume that on November 1, 20Y3, Chris Clark begins a business that will be
known as NetSolutions. The first phase of Chris’s business plan is to operate NetSo-
lutions as a service business assisting individuals and small businesses in developing
web pages and installing computer software. Chris expects this initial phase of the
business to last one to two years. During this period, Chris plans on gathering infor-
mation on the software and hardware needs of customers. During the second phase
of the business plan, Chris plans to expand NetSolutions into a personalized retailer
of software and hardware for individuals and small businesses.

Each transaction during NetSolutions’ first month of operations is described in the
following paragraphs. The effect of each transaction on the accounting equation is
then shown.

0BI. U Describe and

j' : illustrate how
business transactions can
be recorded in terms of
the resulting change in the

elements of the
accounting equation.

Note

All business transactions
can be stated in terms of
changes in the elements of
the accounting equation.

Nov. 1, 20Y3 Cbhris Clark deposited $25,000 in a bank account in the name of
NetSolutions.

This transaction increases the asset cash (on the left side of the equation) by $25,000.
To balance the equation, the owner’s equity (on the right side of the equation)
increases by the same amount. The equity of the owner is identified using the owner’s
name and “Capital,” such as “Chris Clark, Capital.”

The effect of this transaction on NetSolutions’ accounting equation is as follows:

Assets = Owner’s Equity
Cash Chris Clark, Capital
a.25,000 = 25,000

Since Chris Clark is the sole owner, NetSolutions is a proprietorship. Also, the pre-
ceding accounting equation is only for the business, NetSolutions. Under the business
entity assumption, Chris’s personal assets, such as his home, personal bank account,
and personal liabilities are excluded from the equation.

Transaction A

Nov. 5, 20Y3 NetSolutions paid $20,000 for the purchase of land as a future
building site.

The land is located in a business park with access to transportation facilities. Chris
Clark plans to rent office space and equipment during the first phase of the busi-
ness plan. During the second phase, Chris plans to build an office and a warehouse
on the land.

The purchase of the land changes the makeup of the assets, but it does not change
the total assets. The items in the equation prior to this transaction and the effect of
the transaction follow. The new amounts are called balances.

Transaction B
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Assets = Owner’s Equity
Cash + Land = Chris Clark, Capital
Bal. 25,000 25,000
b. —20,000 +20,000
Bal. 5,000 20,000 25,000
L& ~ J C v J
25,000 = 25,000

Transaction C

Nov. 10, 20Y3 NetSolutions purchased supplies for $1,350 and agreed to pay the
supplier in the near future.

You have probably used a credit card to buy clothing or other merchandise. In this
type of transaction, you received clothing for a promise to pay your credit card bill
in the future. That is, you received an asset and incurred a liability to pay a future
bill. NetSolutions entered into a similar transaction by purchasing supplies for $1,350
and agreeing to pay the supplier in the near future. This type of transaction is called
a purchase on account and is often described as follows: Purchased supplies on
account, $1,350.

The liability created by a purchase on account is called an account payable. Items
such as supplies that will be used in the business in the future are called prepaid
expenses, which are assets. Thus, the effect of this transaction is to increase assets
(Supplies) and liabilities (Accounts Payable) by $1,350, as follows:

Assets = Liabilities + Owner’s Equity
Accounts Chris Clark,
Cash + Supplies + Land = Payable + Capital
Bal. 5,000 20,000 25,000
C. +1,350 +1,350
Bal. 5,000 1,350 20,000 1,350 25,000
~ - Y 2 b — Y J
26,350 = 26,350

Transaction D

Nov. 18, 20Y3  NetSolutions received cash of $7,500 for providing services to customers.

You may have earned money by painting houses or mowing lawns. If so, you received
money for rendering services to a customer. Likewise, a business earns money by sell-
ing goods or services to its customers. This amount is called revenue.

During its first month of operations, NetSolutions received cash of $7,500 for pro-
viding services to customers. The receipt of cash increases NetSolutions’ assets and also
increases Chris Clark’s equity in the business. The revenues of $7,500 are recorded in a
Fees Earned column to the right of Chris Clark, Capital. The effect of this transaction is to
increase Cash and Fees Earned by $7,500, as follows:

Assets = Liabilities + Owner’s Equity
Accounts Chris Clark, Fees
Cash + Supplies + Land = Payable + Capital + Earned
Bal. 5,000 1,350 20,000 1,350 25,000
d. +7,500 +7,500
Bal. 12,500 1,350 20,000 1,350 25,000 7,500
C J C J
33,850 = 33,850

Different terms are used for the various types of revenues. As illustrated for NetSolu-
tions, revenue from providing services is recorded as fees earned. Revenue from the sale
of merchandise is recorded as sales. Other examples of revenue include rent, which is
recorded as rent revenue, and interest, which is recorded as interest revenue.

Instead of receiving cash at the time services are provided or goods are sold, a
business may accept payment at a later date. Such revenues are described as fees
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earned on account or sales on account. For example, if NetSolutions had provided
services on account instead of for cash, transaction (d) would have been described as
follows: Fees earned on account, $7,500.

In such cases, the firm has an asset, called an account receivable, which is a claim
against the customer. Fees earned on account are recorded as increases in Accounts
Receivable and Fees Earned. When customers pay their accounts, Cash increases, and
Accounts Receivable decreases.

Nov. 30, 20Y3  NetSolutions paid the following expenses during the month: wages, Transaction E
$2,125; rent, $800; utilities, $450; and miscellaneous, $275.

During the month, NetSolutions spent cash or used up other assets in earning revenue.
Assets used in this process of earning revenue are called expenses. Expenses include sup-
plies used and payments for employee wages, utilities, and other services.

NetSolutions paid the following expenses during the month: wages, $2,125;
rent, $800; utilities, $450; and miscellaneous, $275. Miscellaneous expenses include
small amounts paid for such items as postage, coffee, and newspapers. The effect
of expenses is the opposite of revenues in that expenses reduce assets and own-
er’s equity. Like fees earned, the expenses are recorded in columns to the right of
Chris Clark, Capital. However, since expenses reduce owner’s equity, the expenses are
entered as negative amounts. The effect of this transaction is as follows:

Assets Liabilities + Owner’s Equity

Accounts  Chris Clark, Fees Wages  Rent  Utilities  Misc.
Payable + Capital + Earned — Exp. — Exp. — Exp. — Exp.

Cash + Supplies + Land

Bal. 12,500 1,350 20,000 1,350 25,000 7,500
e. —3,650 -2,125  -800 -450 -275
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 -2,125 —-800 —450 —275
k ) « _»
Y ~
30,200 = 30,200

Businesses usually record each revenue and expense transaction as it occurs. How-
ever, to simplify, NetSolutions’ revenues and expenses are summarized for the month
in transactions (d) and (e).

Nov. 30, 20Y3 NetSolutions paid creditors on account, $950. Transaction F

When you pay your monthly credit card bill, you decrease the cash and decrease the
amount you owe to the credit card company. Likewise, when NetSolutions pays $950
to creditors during the month, it reduces assets and liabilities, as follows:

Assets = Liabilities + Owner’s Equity
Accounts  Chris Clark, Fees Wages Rent  Utilities  Misc.
Cash + Supplies + Land = Payable + Capital + Earned — Exp. — Exp. — Exp. — Exp.
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 -2,125 -800 -450 =275
f. -950 -950
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 800 -450 =275
| J | - -
Y ~r
29,250 = 29,250

Paying an amount on account is different from paying an expense. The paying of
an expense reduces owner’s equity, as illustrated in transaction (e). Paying an amount
on account reduces the amount owed on a liability.

Nov. 30, 20Y3 Cbhris Clark determined that the cost of supplies on hand at the end Transaction G
of the month was $550.

The cost of the supplies on hand (not yet used) at the end of the month is $550.
Thus, $800 ($1,350 — $550) of supplies must have been used during the month. This
decrease in supplies is recorded as an expense, as follows:
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Assets = Liabilities + Owner’s Equity
Accounts  Chris Clark, Fees Wages Rent  Supplies  Utilities  Misc.
Cash + Supplies + Land = Payable + Capital + Earned — Exp. — Exp. — Exp. - Exp. - Exp.
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 -800 -450 -275
g. -800 L -800
Bal. 7,900 550 20,000 400 25,000 7,500 -2,125 —-800 -800 —450 —275
C J « _»
Y Il
28,450 = 28,450

Bal.

h.

Bal.

Transaction H Nov. 30, 20Y3 Chris Clark withdrew $2,000 from NetSolutions for personal use.

At the end of the month, Chris Clark withdrew $2,000 in cash from the business for
personal use. This transaction is the opposite of an investment in the business by
the owner. Withdrawals by the owner should not be confused with expenses. With-
drawals do not represent assets or services used in the process of earning revenues.
Instead, withdrawals are a distribution of capital to the owner. Owner withdrawals are
identified by the owner’s name and Drawing. For example, Chris’s withdrawal is iden-
tified as Chris Clark, Drawing. Like expenses, withdrawals are recorded in a column to

the right of Chris Clark, Capital. The effect of the $2,000 withdrawal is as follows:
Assets = Liabilities + Owner’s Equity
Accounts  Chris Clark, Chris Clark, Fees Wages Rent  Supplies Utilities Misc.
Cash + Supp. + Land = Payable + Capital - Drawing + Earned — Exp. - Exp. — Exp. - Exp. — Exp.
7,900 550 20,000 400 25,000 7,500 -2,125 -800 -800 —450 -275
-2,000 o -2,000
5,900 550 20,000 400 25,000 —2,000 7,500 -2,125 -800 -800 —450 —275
(& J «__ P
Y . ol
26,450 = 26,450
Summary

The transactions of NetSolutions are summarized in Exhibit 5. Each transaction is
identified by letter, and the balance of each accounting equation element is shown
after every transaction.

m| Summary of Transactions for NetSolutions

Bal.

Bal.

Bal.

Bal.

Bal.

Bal.

Bal.

Assets = Liabilities + Owner’s Equity
Accounts Chris Clark,  Chris Clark, Fees Wages Rent  Supplies  Utilities  Misc.
Cash  +Supp. + Land = Payable + Capital - Drawing + Earned - Exp. - Exp. - Exp. - Exp. - Exp.
+25,000 +25,000
—20,000 +20,000
5,000 20,000 25,000
+1,350 +1,350
5,000 +1,350 20,000 +1,350 25,000
+7,500 +7,500
12,500 1,350 20,000 1,350 25,000 7,500
-3,650 -2,125  —800 -450 =275
8,850 1,350 20,000 1,350 25,000 7,500 -2,125 800 —450 275
-950 —950 . _ o
7,900 1,350 20,000 400 25,000 7,500 -2,125 -800 —450 =275
-800 -800
7,900 550 20,000 400 25,000 7,500 -2,125 -800 -800 —450 —275
-2,000 -2,000 N _ .
5,900 550 20,000 400 25,000 —2,000 7,500 —-2,125 800 —800 —450 —275
\ ~ D )
26,450 = 26,450
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You should note the following:

* The effect of every transaction is an increase or a decrease in one or more of the
accounting equation elements.

* The two sides of the accounting equation are always equal.

* The owner’s equity is increased by amounts invested by the owner and is decreased by
withdrawals by the owner. In addition, the owner’s equity is increased by revenues and
is decreased by expenses.

The four types of transactions affecting owner’s equity are illustrated in Exhibit 6.

Owner’s Equity m

Types of
Types of D _— :D’ . Transactions
Transactions G _OI:‘;"H'S | RévenuesBEN T es Affecting Owner’s
Investments Withdrawals Y Eqmty
Y

Net Income (Net Loss)

EXAMPLE EXERCISE 1-3 Transactions 08BJ.4

Salvo Delivery Service is owned and operated by Joel Salvo. The following selected transactions were completed by Salvo
Delivery Service during February:

1. Received cash from owner as additional investment, $35,000.
2. Paid creditors on account, $1,800.

3. Billed customers for delivery services on account, $11,250.

4. Received cash from customers on account, $6,740.

5. Paid cash to owner for personal use, $1,000.

Indicate the effect of each transaction on the accounting equation elements (Assets, Liabilities, Owner’s Equity, Drawing, Rev-
enue, and Expense). Also indicate the specific item within the accounting equation element that is affected. To illustrate, the
answer to (1) follows:

(1) Asset (Cash) increases by $35,000; Owner’s Equity (Joel Salvo, Capital) increases by $35,000.

Follow My Example 1-3

(2) Asset (Cash) decreases by $1,800; Liability (Accounts Payable) decreases by $1,800.

(3) Asset (Accounts Receivable) increases by $11,250; Revenue (Delivery Service Fees) increases by $11,250.
(4) Asset (Cash) increases by $6,740; Asset (Accounts Receivable) decreases by $6,740.

(5) Asset (Cash) decreases by $1,000; Drawing (Joel Salvo, Drawing) increases by $1,000.

Practice Exercises: PE 1-3A, PE 1-3B

financial
statements of a
After transactions have been recorded and summarized, reports are prepared for users.  proprietorship and explain

The accounting reports providing this information are called financial statements. how they interrelate.
The primary financial statements of a proprietorship are the income statement, the
statement of owner’s equity, the balance sheet, and the statement of cash flows. The
order in which the financial statements are prepared and the nature of each statement
are described in Exhibit 7.
The four financial statements and their interrelationships are illustrated later in this
chapter. The data for the statements are taken from the summary of NetSolutions’
transactions in Exhibit 5.
All financial statements are identified by the name of the business, the title of the
statement, and the date or period of time. The data presented in the income statement,

Financial Statements 08550 e
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IGIIIER | ...
Financial Prepared Financial Statement Description of Statement

Statements

1. Income statement A summary of the revenue and expenses for a specific period of
time, such as a month or a year.
2. Statement of owner’s A summary of the changes in the owner’s equity that have
equity occurred during a specific period of time, such as a month or a year.
3. Balance sheet A list of the assets, liabilities, and owner’s equity as of a specific
date, usually at the close of the last day of a month or a year.
4. Statement of cash flows A summary of the cash receipts and cash payments for a

specific period of time, such as a month or a year.

the statement of owner’s equity, and the statement of cash flows are for a period of
time. The data presented in the balance sheet are for a specific date.

Note Income Statement
When revenues exceed The income statement reports the revenues and expenses for a period of time, based

e"pe't‘fesf itis ’ef:-"e?r on the matching concept. This concept is applied by matching the expenses incurred
as net licome, net profr, or during a period with the revenue that those expenses generated. The excess of the rev-

earnings. When expenses . . . .
exceed revenues, it is enue over the expenses is called net income, net profit, or earnings. If the expenses

referred to as net loss. exceed the revenue, the excess is a net loss.
The revenue and expenses for NetSolutions were shown in the accounting equation
: : as separate increases and decreases. Net income for a period increases the owner’s equity
I-Ink 0 Twmer (capital) for the period. A net loss decreases the owner’s equity (capital) for the period.
For a recent year, The revenue, the expenses, and the net income of $3,050 for NetSolutions are
Twitter reported reported in the income statement in Exhibit 8. The order in which the expenses are
net income of listed in the income statement varies among businesses. Most businesses list expenses
$1.2 billion. in order of size, beginning with the larger items. Miscellaneous expense is usually

shown as the last item, regardless of the amount.

EXAMPLE EXERCISE I-4 Income Statement 0BJ.5

The revenues and expenses of Chickadee Travel Service for the year ended December 31, 20Y9, follow:

Fees earned $263,200
Miscellaneous expense 12,950
Office expense 63,000
Wages expense 131,700

Prepare an income statement for the year ended December 31, 20Y9.

Follow My Example 1-4

Chickadee Travel Service
Income Statement
For the Year Ended December 31, 20Y9
Feesearned.............coviinnnnn... $263,200
Expenses:
Wages eXpense . .......oveevnnenn. $131,700
Office expense. .......coovvviiinnn.. 63,000
Miscellaneous expense .............. 12,950
Total expenses. .........ccoovuun.. 207,650
Netincome ............ccovivrieneen... $ 55,550

Practice Exercises: PE 1-4A, PE 1-4B
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Statement of Owner’s Equity

The statement of owner’s equity reports the changes in the owner’s equity for a period
of time. It is prepared after the income statement because the net income or net loss
for the period must be reported in this statement. Similarly, it is prepared before the
balance sheet because the amount of owner’s equity at the end of the period must be
reported on the balance sheet. As a result, the statement of owner’s equity is often
viewed as the connecting link between the income statement and balance sheet.
Three types of transactions affected owner’s equity of NetSolutions during November:

* the original investment of $25,000,

* the revenue of $7,500 and expenses of $4,450 that resulted in net income of $3,050 for
the month, and

e a withdrawal of $2,000 by the owner.

The preceding information is summarized in the statement of owner’s equity in Exhibit 8.

EXAMPLE EXERCISE 1-5 Statement of Owner’s Equity 08J.5

Using the income statement for Chickadee Travel Service shown in Example Exercise 1-4, prepare a statement of owner’s
equity for the year ended December 31, 20Y9. Adam Cellini, the owner, invested an additional $50,000 in the business and
withdrew cash of $30,000 for personal use during the year. The capital of Adam Cellini was $80,000 on January 1, 20Y9.

Follow My Example 1-5

Chickadee Travel Service
Statement of Owner’s Equity
For the Year Ended December 31, 20Y9

Adam Cellini, capital, January 1, 20Y9..........ovieieeiiiiiiaeeeennnnn. $ 80,000
Additional investment by owner duringyear..................c.ooiea. $ 50,000
Net income for the year ........ ..ot 55,550
Withdrawals. ... (30,000)
INCrease in OWNEI'S @QUILY . ..o .vuvn ettt ie e ieeaeneens 75,550
Adam Cellini, capital, December 31,20Y9.......ovviiiiiiinininenanann. $155,550

Practice Exercises: PE 1-5A, PE 1-5B

» . Bankloan
Balance Sheet REAL ' officers use
The balance sheet in Exhibit 8 reports the amounts of NetSolutions’ assets, liabil- - abusiness's
financial

ities, and owner’s equity as of November 30, 20Y3. The asset and liability amounts ) e
are taken from the last line of the summary of transactions in Exhibit 5. Chris Clark, :Eteetrl?:rntt ;nr: netcﬂ:fn -
Capital as of November 30, 20Y3, is taken from the statement of owner’s equity. The the pusiness. Once the loan
form of balance sheet shown in Exhibit 8 is called the account form. This is because is granted, the borrower
it resembles the basic format of the accounting equation, with assets on the left side may be required to maintain
and the liabilities and owner’s equity sections on the right side. a certain level of assets

The Assets section of the balance sheet presents assets in the order that they will T ercess th,a bilties.

The business's financial

be converted into cash or used in operations. Cash is presented first, followed by statements are used to
receivables, supplies, prepaid insurance, and other assets. The assets of a more per-  monitor this level.
manent nature are shown next, such as land, buildings, and equipment.

In the Liabilities section of the balance sheet in Exhibit 8, accounts payable is the
only liability. When there are two or more liabilities, each should be listed and the
total amount of liabilities presented as follows:

Liabilities
Accounts payable $12,900
Wages payable 2,570
Total liabilities $15,470
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NetSolutions
Income Statement
For the Month Ended November 30, 20Y3

FEES @AMNEM. ..\ttt $7,500
Expenses:

WagESs EXPENSE. ¢ uuetetnttt ettt e e et et $2125

RENT EXPENSE. ettt ettt e eees 800

SUPPIIES EXPENSE. . ettt ettt ettt ettt eaan 800

UtilitieS EXPENSE. ..ttt ettt 450

Miiseal BMEEUS @IBEMSE 000000050000000000600000000500900000005005000004 _ 275

Total @XPENSES. .ttt 4,450
[N L= AT Yele 1 1= $3,050
NetSolutions
Statement of Owner’s Equity
For the Month Ended November 30, 20Y3
Chris Clark, capital, November 1, 20Y3.....ccooiuiiiiiiiiiiiiiiiinnnne S 0
Investment on November 1, 20Y3. ..o iiiiiiiiiiiieiieciecieeieeans $25,000
Net income for November. ......oviuiiiiiiii i 3,050«
Withdrawals. . ... e e e et (2,000)
INCrease in OWNEr's @QUILY. ... ..uuuueeeee ettt ettt 26,050
Chris Clark, capital, November 30, 20Y3.......ccoiiiiiiiiiiiiaiiiaennns . $26,050
NetSolutions
Balance Sheet
November 30, 20Y3
| Liabilities
$ 5,900 Accounts payable............oeieiiiinn... . $ 400
550 Owner’s Equity
20,000 Chris Clark, capital. ..........ccoevvieninnnn. . 26,050 <&
$26,450 Total liabilities and owner’s equity.......... $26,450
NetSolutions
Statement of Cash Flows
For the Month Ended November 30, 20Y3
Cash flows from (used for) operating activities:

Cash received from CUStOMErS. . .viveiiie i iie e iieenns $ 7,500

Cash paid for expenses and to creditors. .........oeeeeieieeeennnnn.. . (4,600)

Net cash flows from operating activities...............c..oooeeee. . S 2,900
Cash flows from (used for) for investing activities:

Cash paid for acquisition of land................coooiiiiiiiiiiiaa.. (20,000)
Cash flows from (used for) financing activities:

Cash received from owner’s investment. ........cooeveiieiineennenn. . $ 25,000

Cash withdrawal by owner (2,000)

Net cash flows from financing activities.......................o... . 23,000
Nt INCrEaSE IN CASNL .« v v vttt eeeaeeee $ 5,900
Cash balance, November 1, 20Y3..... 0
Cash balance, November 30, 20Y3 $ 5,900 <gmm—
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The form of balance sheet shown in Exhibit 9 is called the report form. It lists the
assets, liabilities, and owner’s equity in a downward sequence. The report form is the
most common form of reporting the balance sheet and for that reason is used in the

remainder of this text.

NetSolutions
Balance Sheet
November 30, 20Y3
Assets
S
SUPP IS, v ettt e et
7T Vo
TOtal @SSEES. . e ettt ettt e
Liabilities
AccouNnts Payable ... ...
Owner’s Equity
Chris Clark, CaPItal. . . ..o v ettt e
Total liabilities and OWNEr's @qUItY . ......oouu ittt

EXAMPLE EXERCISE 1-6 Balance Sheet 0BJ.5 |

Using the following data for Chickadee Travel Service as well as the statement of owner’s equity shown in Example

Exercise 1-5, prepare a balance sheet as of December 31, 20Y9.

Accounts payable $12,200
Accounts receivable 31,350
Cash 53,050
Land 80,000
Supplies 3,350

Follow My Example 1-6

Chickadee Travel Service

Report Form of
Balance Sheet

Balance Sheet
December 31, 20Y9
Assets
AN e e $ 53,050
ACCOUNTS reCEIVADIE . . ot 31,350
SUPPIIES. . ottt e e, 3,350
52 0 80,000
TOTAl @SSOES. . . v ettt ettt e e $167,750
Liabilities
ACCOUNTS PAYADIE .« ..ottt ettt e $ 12,200
Owner’s Equity
Adam Cellini, capital. . ........ooiui e 155,550
Total liabilities and owner's equity ..........ovuiiiin i eeennns $167,750

Practice Exercises: PE 1-6A, PE 1-6B
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For a recent year,
Twitter reported
$1,340 million of cash
inflows from operat-
ing activities, $2,056
million of cash used
for investing activi-
ties, $978 million of
cash from financing
activities, and net
increase in cash of
$262 million.

Statement of Cash Flows

The statement of cash flows consists of the following three sections, as shown in
Exhibit 8:

1. operating activities
2. investing activities
3. financing activities

Each of these sections is briefly described in this section.

Cash Flows from (Used for) Operating Activities This section reports a sum-
mary of cash receipts and cash payments from operations. The net cash flows from
operating activities normally differs from the amount of net income for the period. In
Exhibit 8, NetSolutions reported net cash flows from operating activities of $2,900 and
net income of $3,050. This difference occurs because revenues and expenses may not
be recorded at the same time that cash is received from customers or paid to creditors.

Cash Flows from (Used for) Investing Activities This section reports the cash
transactions for the acquisition and sale of relatively permanent assets such as land,
buildings, and equipment. Exhibit 8 reports that NetSolutions paid $20,000 for the
purchase of land during November.

Cash Flows from (Used for) Financing Activities This section reports the cash
transactions related to cash investments by the owner, borrowings, and withdrawals
by the owner. Exhibit 8 shows that Chris Clark invested $25,000 in NetSolutions and
withdrew $2,000 during November.

Preparing NetSolutions’ Statement of Cash Flows Preparing the statement of
cash flows requires that each of the November cash transactions for NetSolutions
be classified as an operating, investing, or financing activity. Using the summary of
transactions shown in Exhibit 5, the November cash transactions for NetSolutions are
classified as follows:

Transaction Amount Cash Flow Activity
a. $25,000 Financing (Investment by Chris Clark)
b. —20,000 Investing (Purchase of land)
d. 7,500 Operating (Fees earned)
e. —-3,650 Operating (Payment of expenses)
f. —950 Operating (Payment of account payable)
h. —2,000 Financing (Withdrawal by Chris Clark)

Transactions (¢) and (g) are not listed since they did not involve a cash receipt or
payment. In addition, the payment of accounts payable in transaction (f) is classified
as an operating activity because the account payable arose from the purchase of sup-
plies, which are used in operations. Using the preceding classifications of November
cash transactions, the statement of cash flows is prepared as shown in Exhibit 8.4

The ending cash balance shown on the statement of cash flows is also reported on
the balance sheet as of the end of the period. To illustrate, the ending cash of $5,900
reported on the November statement of cash flows in Exhibit 8 is also reported as the
amount of cash on hand in the November 30, 20Y3, balance sheet.

Since November is NetSolutions’ first period of operations, the increase in cash for
November and the November 30, 20Y3, cash balance are the same amount, $5,900, as
shown in Exhibit 8. In later periods, NetSolutions will report in its statement of cash
flows a beginning cash balance, an increase or a decrease in cash for the period, and
an ending cash balance. For example, assume that for December NetSolutions has

4 This method of preparing the statement of cash flows is called the “direct method.” This method and the indirect method are dis-
cussed further in Chapter 16.
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a decrease in cash of $3,835. The last three lines of NetSolutions’ statement of cash
flows for December would be as follows:

Net decrease in cash $(3,835)
Cash balance, December 1, 20Y3 5,900
Cash balance, December 31, 20Y3 $2,065

EXAMPLE EXERCISE 1-7 Statement of Cash Flows 08B].5

A summary of cash flows for Chickadee Travel Service for the year ended December 31, 20Y9, follows:

Cash receipts:

Cash received from CUSTOMEIS. . ..ottt eieeaeaens $251,000

Cash received from additional investment of owner .................... 50,000
Cash payments:

Cash paid for EXPENSES. . ... vuii ittt 210,000

Cash paid for land. ..ot e 80,000

Cash paid to owner for personal Use............cooviiiiiiiiiininennenn.. 30,000

The cash balance as of January 1, 20Y9, was $72,050. Prepare a statement of cash flows for Chickadee Travel Service for the
year ended December 31, 20Y9.

Follow My Example 1-7

Chickadee Travel Service
Statement of Cash Flows
For the Year Ended December 31, 20Y9

Cash flows from (used for) operating activities:

Cash received from customers. ...........c.oooeeuneneenn.. $ 251,000

Cash paid for eXpenses. ........ovvriuiieiiieininennnennns (210,000)

Net cash flows from operating activities.................. $ 41,000
Cash flows from (used for) investing activities:

Cash payments for purchase of land...................... (80,000)
Cash flows from (used for) financing activities:

Cash received from owner as investment................. $ 50,000

Cash withdrawals by owner ...t (30,000)

Net cash flows from financing activities................... 20,000
Net decreaseincash ...........cooiiiiiiiiiiiiiniiinann... $(19,000)
Cash balance, January 1,20Y9........ooviiiiiiiiiniinenn 72,050
Cash balance, December 31,20Y9 ....oovviniiiiiinennnnn. $ 53,050

Practice Exercises: PE 1-7A, PE 1-7B

Interrelationships Among Financial Statements

Financial statements are prepared in the order of the income statement, statement
of owner’s equity, balance sheet, and statement of cash flows. This order is import-
ant because the financial statements are interrelated. These interrelationships for
NetSolutions are shown in Exhibit 8 and are described in Exhibit 10.

The preceding interrelationships are important in analyzing financial statements
and the impact of transactions on a business. In addition, these interrelationships
serve as a check on whether the financial statements are prepared correctly. For
example, if the ending cash on the statement of cash flows does not agree with the
balance sheet cash, then an error has occurred.

5 Depending on the method of preparing the Cash Flows from (Used for) Operating Activities section of the statement of cash
flows, net income (or net loss) may also appear on the statement of cash flows. This interrelationship or method of preparing the
statement of cash flows, called the “indirect method,"is described and illustrated in Chapter 16.
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0BI.6 Describe and

J- illustrate the use
of the ratio of liabilities to
owner’s equity in evaluating
a company’s financial
condition.

FAI

Introduction to Accounting and Business

Financial Statement Interrelationships

Financial
Statements

Interrelationship

NetSolutions Example
(Exhibit 8)

Income Statement and
Statement of Owner's
Equity

Net income or net loss reported on

the income statement is also reported
on the statement of owner’s equity as
either an addition (net income) to or
deduction (net loss) from the beginning
owner’s equity and any additional
investments by the owner during the
period.

NetSolutions’ net income of $3,050
for November is added to Chris
Clark’s investment of $25,000 on the
statement of owner’s equity.

Statement of Owner's
Equity and Balance
Sheet

Owner’'s capital at the end of the
period reported on the statement of
owner’s equity is also reported on the
balance sheet as owner’s capital.

Chris Clark, Capital of $26,050 as

of November 30, 20Y3, on the
statement of owner’s equity also
appears on the November 30, 20Y3,
balance sheet as Chris Clark, Capital.

Balance Sheet and
Statement of Cash

The cash reported on the balance
sheet is also reported as the end-of-

Cash of $5,900 reported on the
balance sheet as of November 30,

20Y3, is also reported on the
November statement of cash flows as
the end-of-period cash.

Flows period cash on the statement of

cash flows.

Financial Analysis and Interpretation:
Ratio of Liabilities to Owner’s Equity

The basic financial statements illustrated in this chapter are useful to bankers, credi-
tors, owners, and others in analyzing and interpreting the financial performance and
condition of a company. Throughout this text, various tools and techniques that are
often used to analyze and interpret a company’s financial performance and condition
are described and illustrated. The first such tool that is discussed is useful in analyz-
ing the ability of a company to pay its creditors.

The relationship between liabilities and owner’s equity, expressed as a ratio of
liabilities to owner’s equity, is computed as follows:

Total Liabilities

Ratio of Liabilities to Owner’s Equity =
Total Owner’s Equity (or Total Stockholders’ Equity)
NetSolutions’ ratio of liabilities to owner’s equity at the end of November is 0.015,
computed as follows:

Ratio of Liabilities to Owner’s Equity = = 0.015 (Rounded)

$26,050

Corporations refer to total owner’s equity as total stockholders’ equity. Thus, total
stockholders’ equity is substituted for total owner’s equity when computing this ratio.
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To illustrate, recent balance sheet data (in millions) for Alphabet (Google) Inc. and
Amazon.com, Inc. follow:

Recent Prior
Year Year
Alphabet Inc.
Total liabilities $ 55,164 $ 44,793
Total stockholders’equity 177,628 152,502
Amazon.com, Inc.
Total liabilities $119,099 $103,601
Total stockholders’ equity 43,549 27,709

The ratio of liabilities to stockholders’ equity for Alphabet and Amazon.com for a
recent year and the prior year is computed as follows:

Recent Prior
Year* Year*
Alphabet Inc.
Ratio of liabilities to stockholders’ equity 0.31 0.29

(555,164 + $177,628) (544,793 =+ $152,502)
Amazon.com, Inc.
Ratio of liabilities to stockholders’ equity 2.73 3.74
(119,099 =+ $43,549)  ($103,601 + $27,709)

*Rounded to two decimal places.

The rights of creditors to a business’s assets come before the rights of the owners or
stockholders. Thus, the lower the ratio of liabilities to owner’s equity, the better able the
company is to withstand poor business conditions and to pay its obligations to creditors.

Alphabet is unusual in that it has a very low amount of liabilities. Its ratio of liabil-
ities to stockholders’ equity of 0.31 in the recent year and 0.29 in the prior year is low.
In contrast, Amazon.com, Inc. has more liabilities; its ratio of liabilities to stockholders’
equity is 2.73 in the recent year and 3.74 in the prior year. Because Amazon.com, Inc.s
ratio of liabilities to stockholders’ equity decreased, its creditors are less at risk at the
end of the recent year. However, Amazon.com, Inc.s creditors are more at risk than are
Alphabet’s creditors.

EXAMPLE EXERCISE 1-8 Ratio of Liabilities to Owner’s Equity

The following data were taken from Hawthorne Company'’s balance sheet:

Dec. 31, Dec. 31,

20Y5 20Y4
Total liabilities $120,000  $105,000
Total owner’s equity 80,000 75,000

a. Compute the ratio of liabilities to owner’s equity.
b. Has the creditors'risk increased or decreased from December 31, 20Y4, to December 31, 20Y5?

Follow My Example 1-8

a. Dec. 31, Dec. 31,
20Y5 20Y4

Total liabilities $120,000 $105,000

Total owner’s equity 80,000 75,000

Ratio of liabilities to owner’s equity 1.50 1.40

($120,000 + $80,000) ($105,000 + $75,000)

b. Increased

Practice Exercises: PE 1-8A, PE 1-8B
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At a Glance 1

Describe the nature of business and the role of accounting and ethics in business.

Key Points A business provides goods or services (outputs) to customers with the objective of earning a profit.
Three types of businesses include service, merchandising, and manufacturing businesses.

Accounting is an information system that provides reports to users about the economic activities and
condition of a business.

Ethics are moral principles that guide the conduct of individuals. Good ethical conduct depends on
individual character and firm culture.

Accountants are engaged in private accounting or public accounting.

Learning Outcomes Example Exercises Practice Exercises

* Distinguish among service, merchandising, and
manufacturing businesses.

* Describe the role of accounting in business and explain why
accounting is called the “language of business.”

* Define ethics and list two factors affecting ethical conduct.

¢ Differentiate between private and public accounting.

Summarize the development of accounting principles and relate them to practice.

Key Points Generally accepted accounting principles (GAAP) are used in preparing financial statements. Account-
ing principles and assumptions develop from research, practice, and pronouncements of authoritative bodies.

The business entity assumption views the business as an entity separate from its owners, creditors, or
other businesses. Businesses may be organized as proprietorships, partnerships, corporations, and limited
liability companies. The time period concept requires businesses to report their financial condition and results
on a regular basis for a specific period of time. The cost concept requires that purchases by a business be
recorded in terms of actual cost. The objectivity concept requires that the accounting records and reports be
based on unbiased evidence. The unit of measure concept requires that economic data be recorded in dollars.

Learning Outcomes Example Exercises Practice Exercises

* Explain what is meant by generally accepted accounting
principles.

Describe how generally accepted accounting principles are
developed.

Describe and give an example of what is meant by the
business entity concept.

Describe the characteristics of a proprietorship, partnership,
corporation, and limited liability company.

e Describe and give an example of the time period concept.

e Describe and give an example of what is meant by the cost EE1-1 PE1-1A, 1-1B
concept.

* Describe and give an example of what is meant by the
objectivity concept.

e Describe and give an example of what is meant by the unit of
measure concept.

28
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Key Points The resources owned by a business and the rights or claims to these resources may be stated in
the form of an equation, as follows: Assets = Liabilities + Owner’s Equity

Learning Outcomes Example Exercises Practice Exercises
e State the accounting equation.
* Define assets, liabilities, and owner’s equity.

* Given two elements of the accounting equation, solve for the EE1-2 PE1-2A, 1-2B
third element.

m Describe and illustrate how business transactions can be recorded in terms of the resulting

change in the elements of the accounting equation.

Key Points All business transactions can be stated in terms of the change in one or more of the three
elements of the accounting equation.

Learning Outcomes Example Exercises Practice Exercises

e Define a business transaction.

* Using the accounting equation as a framework, record transactions. EE1-3 PE1-3A, 1-3B

Describe the financial statements of a proprietorship and explain how they interrelate.

Key Points The primary financial statements of a proprietorship are the income statement, the statement of
owner’s equity, the balance sheet, and the statement of cash flows. The income statement reports a period’s
net income or net loss, which is also reported on the statement of owner’s equity. The ending owner’s capital
reported on the statement of owner’s equity is also reported on the balance sheet. The ending cash balance is
reported on the balance sheet and the statement of cash flows.

Learning Outcomes Example Exercises Practice Exercises

e List and describe the financial statements of a proprietorship.

* Prepare an income statement. EE1-4 PE1-4A, 1-4B
* Prepare a statement of owner’s equity. EE1-5 PE1-5A, 1-5B
* Prepare a balance sheet. EE1-6 PE1-6A, 1-6B
e Prepare a statement of cash flows. EE1-7 PE1-7A, 1-7B

* Explain how the financial statements of a proprietorship
are interrelated.

(i]:]H3p Describe and illustrate the use of the ratio of liabilities to owner’s equity in evaluating a

company’s financial condition.

Key Points A ratio useful in analyzing the ability of a business to pay its creditors is the ratio of liabilities to
owner’s (stockholders”) equity. The lower the ratio of liabilities to owner’s equity, the better able the company is
to withstand poor business conditions and to pay its obligations to creditors.

Learning Outcomes Example Exercises Practice Exercises

e Describe the usefulness of the ratio of liabilities to
owner’s (stockholders’) equity.

» Compute the ratio of liabilities to owner’s (stockholders’) equity. EE1-8 PE1-8A, 1-SB

(1]:] @ State the accounting equation and define each element of the equation.
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Illustrative Problem

Cecil Jameson, Attorney-at-Law, is a proprietorship owned and operated by Cecil
Jameson. On July 1, 20Y5, the company has the following assets and liabilities: cash,
$1,000; accounts receivable, $3,200; supplies, $850; land, $10,000; accounts payable,
$1,530. Office space and office equipment are currently being rented, pending the
construction of an office complex on land purchased last year. Business transactions
during July are summarized as follows:

a. Received cash from clients for services, $3,928.

b. Paid creditors on account, $1,055.

c. Received cash from Cecil Jameson as an additional investment, $3,700.

d. Paid office rent for the month, $1,200.

e. Charged clients for legal services on account, $2,025.

f. Purchased supplies on account, $245.

g. Received cash from clients on account, $3,000.

h. Received invoice for paralegal services from Legal Aid Inc. for July (to be paid on

August 10), $1,635.

i. Paid the following: wages expense, $850; utilities expense, $325; answering service
expense, $250; and miscellaneous expense, $75.

j. Determined that the cost of supplies on hand was $980; therefore, the cost of supplies
used during the month was $115.

k. Jameson withdrew $1,000 in cash from the business for personal use.

Instructions

1. Determine the amount of owner’s equity (Cecil Jameson’s capital) as of July 1, 20Y5.

2. State the assets, liabilities, and owner’s equity as of July 1 in equation form simi-
lar to that shown in this chapter. In tabular form below the equation, indicate the
increases and decreases resulting from each transaction and the new balances after
each transaction.

3. Prepare an income statement for July, a statement of owner’s equity for July, and a
balance sheet as of July 31, 20Y5.

4. (Optional) Prepare a statement of cash flows for July.

Solution

1.
Assets — Liabilities = Owner’s Equity (Cecil Jameson, capital)
($1,000 + $3,200 + $850 + $10,000) — $1,530 = Owner’s Equity (Cecil Jameson, capital)
$15,050 — $1,530 = Owner’s Equity (Cecil Jameson, capital)
$13,520 = Owner’s Equity (Cecil Jameson, capital)
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2
Assets = Liabilities + Owner’s Equity
Cecil Cecil Answering
Accts. Accts. Jameson,  Jameson, Fees Paralegal Rent Wages Utilities Service Supp. Misc.
Cash + Rec. + Supp. + Land = Pay. + Capital — Drawing + Earned — Exp. - Exp.— Exp. — Exp. — Exp. - Exp. — Exp.
Bal. 1,000 3,200 850 10,000 1,530 13,520
a. 13,928 3,928
Bal. 4,928 3,200 850 10,000 1,530 13,520 3,928
b. 1,055 —-1,055
Bal. 3,873 3,200 850 10,000 475 13,520 3,928
c. 13,700 +3,700
Bal. 7,573 3,200 850 10,000 475 17,220 3,928
d. -1,200 —1,200
Bal. 6,373 3,200 850 10,000 475 17,220 3,928 —1,200
@ + 2,025 + 2,025
Bal. 6,373 5,225 850 10,000 475 17,220 5,953 —1,200
f. +245 +245
Bal. 6,373 5225 1,095 10,000 720 17,220 5,953 ~1,200
g. +3,000 -3,000
Bal. 9,373 2,225 1,095 10,000 720 17,220 5,953 -1,200
h. +1,635 -1,635
Bal. 9,373 2,225 1,095 10,000 2,355 17,220 5,953 -1,635 -1,200
i. —1,500 -850 -325 —250 —75
Bal. 7873 2225 1,095 10000 2355 17,220 5953  -1,635 -1200 -850  -325 -250 —75
j. -115 - . -115
Bal. 7,873 2,225 980 10,000 2,355 17,220 5,953 -1,635 —-1,200 -850 =325 —250 =115 =75
k. —1,000 -1,000
Bal. 6,873 2,225 980 10,000 2,355 17,220 —1,000 5,953 —-1,635 —1,200 -850 —325 —250 -115 75
3.
Cecil Jameson, Attorney-at-Law
Income Statement
For the Month Ended July 31, 20Y5
FEES @AMNEd. . .ottt et $5,953
Expenses:
Paralegal eXpense. . ... ...t $1,635
RENT EXPENSE . ..ttt e 1,200
Wages @XPENSE . ..ttt ettt e 850
Utilities @XPENSE .ottt 325
ANSWENING SEIVICE XPENSE .« ot vttt ettt et 250
SUPPHIES BXPENSE .. vttt et e 115
Miscellaneous eXPeNnse. . .....vuu ittt 75
TOtal EXPENSES vttt ittt et e 4,450
[N = AT o121 =3 $1,503
Cecil Jameson, Attorney-at-Law
Statement of Owner’s Equity
For the Month Ended July 31, 20Y5
Cecil Jameson, capital, July 1,20Y5 . .....ooutiii e $13,520
Additional investmentbyowner ......... ... $ 3,700
Netincomeforthemonth ......... ... . i 1,503
Withdrawals . ... (1,000)
Increase in OWNEr's @qUItY ........ouuiuiintintiiiiii e, 4,203
Cecil Jameson, capital, July 31, 20Y5. .. ..ot $17,723

(Continued)
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Cecil Jameson, Attorney-at-Law
Balance Sheet

July 31, 20Y5
Assets
CaSh o $ 6,873
Accounts receivable . . ..o 2,225
LT o o133 980
LaNd oo 10,000
o] €= 1= T3 $20,078
Liabilities

ACCOUNTS PAYADIE . . .t $ 2,355

Owner’s Equity
Cecil Jameson, Capital .. ..ottt e 17,723
Total liabilities and owner's @qUIty. ........c.uit it e $20,078

4. (Optional)
Cecil Jameson, Attorney-at-Law
Statement of Cash Flows
For the Month Ended July 31, 20Y5

Cash flows from (used for) operating activities:

Cash received from customers ... $ 6,928*
Cash paid for operating eXpenses . .........ouevuieiiieeieneennnn (3,755)**
Net cash flows from operating activities ............................ $ 3,173

Cash flows from (used for) investing activities .......................... —
Cash flows from (used for) financing activities:

Cash received from owner asinvestment ................coooiiinn.n. $ 3,700

Cash withdrawal by owner. ...t (1,000)

Net cash flows from financing activities. ............................ 2,700
Netincrease in Cash . ...t e $ 5,873
Cash balance, July 1, 20Y5 . ...t 1,000
Cash balance, July 31, 20Y5. ...ttt $ 6,873

*$6,928 = $3,928 + $3,000 (from Cash column in Part 2)
*#63,755 = $1,055 + $1,200 + $1,500 (from Cash column in Part 2)

Key Terms

account form (21) business transaction (15) fiscal year (12)

account payable (16) Certified Public Accountant (CPA) (10)  generally accepted accounting

account receivable (17) corporation (12) principles (GAAP) (10)

accounting (6) cost concept (13) general-purpose financial

accounting equation (14) earnings (20) statements (6)

Accounting Standards ethics (7) income statement (20)
Codification (11) expenses (17) interest revelnze (16)

Accounting Standards Updates (11)  fees earned (16) International Accounting

assets (13) financial accounting (6) . S'tz.lr'ldards EoarlUESEACHY

balance sheet (20) Financial Accounting lfab‘111t1es. (1.3,)

business (5) Standards Board (FASB) (11) limited liability

business entity concept (11) financial statements (19) sommigziy (L) (D)
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revenue (16)
sales (16)
Sarbanes-Oxley Act (SOX) (8)

Securities and Exchange
Commission (SEC) (11)

service business (5)

statement of cash flows (20)
statement of owner’s equity (20)
stockholders’ equity (13)

time period concept (12)

unit of measure concept (13)

iscussion Questions /

it. Should the monetary amount assigned to the
land in the business records now be increased?

management (or managerial)
accounting (6)

manufacturing business (6)
matching concept (20)
merchandising business (6)
natural business year (12)

net income (or net profit) (20)
net loss (20)

objectivity concept (13)
owner’s equity (13)
partnership (12)

prepaid expenses (16)
private accounting (6)
profit (5)
proprietorship (12)
public accounting (10)

Public Company Accounting
Oversight Board (PCAOB) (8)

ratio of liabilities to owner’s
(stockholders’) equity (26)

rent revenue (16)
report form (23)

1. Name some users of accounting information.

2. What is the role of accounting in business?

3. . Why are most large companies like Microsoft, b. Assuming that the land acquired in (a) was sold
@) PepsiCo, Caterpillar, and AutoZone orga- for $2,125,000, how would the various elements

nized as corporations? of the accounting equation be affected?

4. Josh Reilly is the owner of Dispatch Delivery 7. DesFribe the difference between an account
Service. Recently, Josh paid interest of $4,500 on a receivable and an account payable.
personal loan of $75,000 that he used to begin the 8. A business had revenues of $679,000 and operating
business. Should Dispatch Delivery Service record expenses of $588,000. Did the business (a) incur a
the interest payment? Explain. net loss or (b) realize net income?

5. On July 12, Reliable Repair Service extended an offer 9. A business had revenues of $640,000 and operating
of $150,000 for land that had been priced for sale at expenses of $715,000. Did the business (a) incur a
$185,000. On September 3, Reliable Repair Service net loss or (b) realize net income?
accepteq the seller’§ counFeroffer of $167,500. Describe 10. The financial statements are interrelated. (a) What
how Reliable Repair Service should record the land. item of financial or operating data appears on both

6. a. Land with an assessed value of $750,000 for the income statement and the statement of owner’s

property tax purposes is acquired by a busi-
ness for $900,000. Ten years later, the plot of
land has an assessed value of $1,200,000 and
the business receives an offer of $2,000,000 for

equity? (b) What item appears on both the balance
sheet and the statement of owner’s equity? (¢c) What
item appears on both the balance sheet and the
statement of cash flows?

Practice Exercises _

y

Example Exercises
e EE1-1 p.713 PE1-1A Cost concept 0BJ.2
SHOW On February 3, Boulder Repair Service extended an offer of $566,000 for land that had
ME HOW

been priced for sale at $629,000. On February 28, Boulder Repair Service accepted the
seller’s counteroffer of $597,000. On October 23, the land was assessed at a value of
$613,000 for property tax purposes. On January 15 of the next year, Boulder Repair Ser-
vice was offered $708,000 for the land by a national retail chain. At what value should the
land be recorded in Boulder Repair Service’s records?

PE1-1B Cost concept 0BJ.2

On March 31, Clementine Repair Service extended an offer of $350,500 for land that
had been priced for sale at $388,500. On April 15, Clementine Repair Service accepted
the seller’s counteroffer of $369,500. On September 9, the land was assessed at a value

e EE1-1 p. 13

SHOW
ME HOW

(Continued)
Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. WCN 02-200-208

Copyright 2021 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



34 Chapter 1 Introduction to Accounting and Business

of $316,700 for property tax purposes. On December 8, Clementine Repair Service was
offered $401,200 for the land by a national retail chain. At what value should the land be
recorded in Clementine Repair Service’s records?

e EE1-2 p.14 PE1-2A Accounting equation 0BJ.3
SHOW Patrick Miller is the owner and operator of Chicopee LLC, a motivational consulting busi-
ME HOW ness. At the end of its accounting period, December 31, 20Y8, Chicopee has assets of

$518,000 and liabilities of $165,000. Using the accounting equation, determine the follow-
ing amounts:

a. Owner’s equity as of December 31, 20Y8.

b. Owner’s equity as of December 31, 20Y9, assuming that assets increased by $86,200
and liabilities increased by $25,000 during 20Y9.

e EE1-2 p 74 PE1-2B Accounting equation 0BJ.3
SHOW Pauline Emm is the owner and operator of Power Thoughts, a motivational consulting
ME HOW business. At the end of its accounting period, December 31, 20Y8, Power Thoughts has

assets of $382,000 and liabilities of $94,000. Using the accounting equation, determine the
following amounts:

a. Owner’s equity as of December 31, 20Y8.

b. Owner’s equity as of December 31, 20Y9, assuming that assets decreased by $63,000
and liabilities increased by $35,000 during 20Y9.

e EE1-3 p.79 PE1-3A Transactions OBJ.4
SHOW Peachtree Delivery Service is owned and operated by Terry Young. The following selected
ME HOW transactions were completed by Peachtree Delivery Service during February:
1. Received cash from owner as additional investment, $65,200.
2. Billed customers for delivery services on account, $22,400.
3. Paid creditors on account, $4,100.
4. Received cash from customers on account, $14,700.
5. Paid cash to owner for personal use, $1,600.

Indicate the effect of each transaction on the accounting equation elements (Assets, Liabil-
ities, and Owner’s Equity). Also indicate the specific item within the accounting equation
element that is affected. To illustrate, the answer to (1) follows:

(1) Asset (Cash) increases by $65,200; Owner’s Equity (Terry Young, Capital) increases

by $65,200.
e EE1-3 p.79 PE1-3B Transactions 0BJ.4
SHOW Cross Country Delivery Service is owned and operated by Pedro Gonzalez. The following
ME HOW selected transactions were completed by Cross Country Delivery Service during May:

Received cash from owner as additional investment, $25,050.
Paid advertising expense, $6,750.
Purchased supplies on account, $2,920.

Billed customers for delivery services on account, $20,460.

I LS

Received cash from customers on account, $11,410.

Indicate the effect of each transaction on the accounting equation elements (Assets, Liabil-
ities, and Owner’s Equity). Also indicate the specific item within the accounting equation
element that is affected. To illustrate, the answer to (1) follows:

(1) Asset (Cash) increases by $25,050; Owner’s Equity (Pedro Gonzalez, Capital)
increases by $25,050.
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e EE1-6 p.03
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SHOW
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PE 1-4A Income statement OBJ.5

The revenues and expenses of Up-in-the-Air Travel Service for the year ended April 30,
20Y7, follow:

Fees earned $1,870,000
Office expense 343,000
Miscellaneous expense 21,000
Wages expense 1,115,000

Prepare an income statement for the year ended April 30, 20Y7.

PE 1-4B Income statement 0BJ.5

The revenues and expenses of Zenith Travel Service for the year ended August 31, 20Y4,
follow:

Fees earned $899,600
Office expense 353,800
Miscellaneous expense 14,400
Wages expense 539,800

Prepare an income statement for the year ended August 31, 20Y4.

PE 1-5A Statement of owner’s equity OBJ.5

Using the income statement for Up-in-the-Air Travel Service shown in Practice Exercise
1-4A, prepare a statement of owner’s equity for the year ended April 30, 20Y7. Jerome Foley,
the owner, invested an additional $52,000 in the business during the year and withdrew
cash of $34,000 for personal use. Jerome Foley, capital as of May 1, 20Y6, was $876,000.

PE 1-5B Statement of owner’s equity OBJ.5

Using the income statement for Zenith Travel Service shown in Practice Exercise 1-4B,
prepare a statement of owner’s equity for the year ended August 31, 20Y4. Megan Cox, the
owner, invested an additional $43,200 in the business during the year and withdrew cash
of $21,600 for personal use. Megan Cox, capital as of September 1, 20Y3, was $456,000.

PE 1-6A Balance sheet OBJ.5

Using the following data for Up-in-the-Air Travel Service as well as the statement of own-
er’s equity shown in Practice Exercise 1-5A, prepare a report form balance sheet as of
April 30, 20Y7:

Accounts payable $ 90,000
Accounts receivable 417,000
Cash 170,000
Land 772,000
Supplies 16,000

PE1-6B Balance sheet OBJ.5
Using the following data for Zenith Travel Service as well as the statement of owner’s

equity shown in Practice Exercise 1-5B, prepare a report form balance sheet as of August
31, 20Y4:

Accounts payable $ 53,500
Accounts receivable 90,600
Cash 54,500
Land 372,000
Supplies 5,600
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EE1-7 p25 PE1-7A Statement of cash flows

A summary of cash flows for Up-in-the-Air Travel Service for the year ended April 30,

20Y7, follows:

Cash receipts:

Cash received from customers $1,803,000

Cash received from additional investment of owner 52,000
Cash payments:

Cash paid for operating expenses 1,479,000

Cash paid for land 347,000

Cash paid to owner for personal use 34,000

The cash balance as of May 1, 20Y6, was $175,000.

Prepare a statement of cash flows for Up-in-the-Air Travel Service for the year ended

April 30, 20Y7.

EE1-7 p25 PE1-7B Statement of cash flows

A summary of cash flows for Zenith Travel Service for the year ended August 31, 20Y4,

follows:

Cash receipts:

Cash received from customers $881,000

Cash received from additional investment of owner 43,200
Cash payments:

Cash paid for operating expenses 895,000

Cash paid for land 60,000

Cash paid to owner for personal use 21,600

The cash balance as of September 1, 20Y3, was $106,900.

Prepare a statement of cash flows for Zenith Travel Service for the year ended August

31, 20Y4.

EE1-8 p27 PE1-8A Ratio of liabilities to owner’s equity
The following data were taken from Nakajima Company’s balance sheet:

Dec. 31, 20Y6 Dec. 31, 20Y5
Total liabilities $598,000 $569,900
Total owner’s equity 460,000 410,000

a. Compute the ratio of liabilities to owner’s equity.

b. Has the creditor’s risk increased or decreased from December 31, 20Y5, to December

31, 20Y6?

EE1-8 p.27 PE1-8B Ratio of liabilities to owner’s equity
The following data were taken from McClean Company’s balance sheet:

Dec. 31, 20Y6 Dec. 31, 20Y5
Total liabilities $4,042,000 $3,096,000
Total owner’s equity 4,300,000 3,600,000

a. Compute the ratio of liabilities to owner’s equity.

b. Has the creditor’s risk increased or decreased from December 31, 20Y5, to December

31, 20Y6?
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> N EX1-1 Types of businesses OBJ.1
V\?gﬁkp The following is a list of well-known companies:
1. AlcoaInc. 9. Ford Motor Company
2. Boeing 10. Gap Inc.
3. Caterpillar 11. H&R Block
4. Citigroup Inc. 12. Hilton Hospitality, Inc.
5. CVS 13. Procter & Gamble
6. Delta AirLines 14. SunTrust
7. eBayInc. 15. Wal-Mart Stores, Inc.
8. FedEx

®

Indicate whether each of these companies is primarily a service, merchandise, or manu-
facturing business. If you are unfamiliar with the company, use the Internet to locate the
company’s home page or use the finance website of Yahoo (finance.yahoo.com).

b. For which of the preceding companies is the accounting equation relevant?

EX1-2 Professional ethics OBJ.1
A fertilizer manufacturing company wants to relocate to Lakeside County. A report from
a fired researcher at the company indicates the company’s product is releasing toxic

ETHICS by-products. The company suppressed that report. A later report commissioned by the
company shows there is no problem with the fertilizer.

s Should the company’s chief executive officer reveal the content of the unfavor-
able report in discussions with Lakeside County representatives? Discuss.

EX 1-3 Business entity assumption 0BJ.2

Big Sky Sports sells hunting and fishing equipment and provides guided hunting and fishing
trips. Big Sky Sports is owned and operated by Joe Flannery, a well-known sports enthusiast
and hunter. Joe’s wife, Pam, owns and operates Glacier Boutique, a women’s clothing store.
Joe and Pam have established a trust fund to finance their children’s college education. The
trust fund is maintained by Kalispell State Bank in the name of the children, Trey and Brooke.

a. For each of the following transactions, identify which of the entities listed should
record the transaction in its records:

Entities

G Glacier Boutique

K Kalispell State Bank
B Big Sky Sports

X None of the above

1. Pam deposited a $2,000 personal check in the trust fund at Kalispell State Bank.

2. Pam purchased two dozen spring dresses from a Spokane designer for a special
spring sale.

3. Joe paid a breeder’s fee for an English Springer Spaniel to be used as a hunting
guide dog.

4. Pam authorized the trust fund to purchase mutual fund shares.

5. Joe paid a local doctor for his annual physical, which was required by the
workmen’s compensation insurance policy carried by Big Sky Sports.

6. Received a cash advance from customers for a guided hunting trip.
7. Pam paid her dues to the YWCA.

8. Pam donated several dresses from inventory for a local charity auction for the
benefit of a women’s abuse shelter.
(Continued)
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