Financial Accounting and
Its Environment

LEARNING OBJECTIVES

1. Define accounting and identify its objectives.

2. Distinguish among the three maijor types of accounting.

3. List the three primary financial statements and briefly summarize the information
contained in each.

4. Identify financial statement users and the decisions they make.

5. Define generally accepted accounting principles and explain how they are
determined.

6. Describe the role of auditing.

7. List the economic consequences of accounting principle choice.

8. Assess the importance of ethics in accounting.

INTRODUCTION

Jane Johnson is considering selling T-shirts in the parking lot during her university’s
football games. Jane, of course, will do this only if she expects to make a profit. To es-
timate her profits, Jane needs certain pieces of information, such as the cost of a shirt,
the university’s charge for the right to conduct business on its property, the expected
selling price, and the expected sales volume. Suppose Jane has developed the follow-
ing estimates:

Sales price per shirt $ 12
Cost per shirt $ 7
Number of shirts sold per game day 50
University fee per game day $100

Although developing estimates is tricky, let’s take these estimates as given. Based

on the estimates, Jane would earn a profit of $150 per game day.

Sales ($12 x 50) $600
Less expenses:
Cost ofmerchandise ($7 x 50) $350
University fee 100
Total expenses 450
Net income $150
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Since this looks like a reasonable profit, Jane puts her plan into action. After her
first game day, Jane needs to assess her success (or failure). Based on her actual results,
Jane prepares the following information:

Sales ($12 x 40) $480
Less expenses:
Cost of merchandise ($7 x 40) $280
University fee 100
Total expenses 380
Net income $100

Jane’s business was profitable, but not as profitable as she planned. This is because
Jane sold fewer shirts than she hoped, but Jane is confident that she can sell any re-
maining shirts on the next game day.

The preceding illustration shows two ways in which accounting can be used.
First, Jane used accounting to help plan her business. That is, she used accounting to
project her expected profit. Second, after Jane operated her business for a day, she
used accounting to determine if, in fact, she had made a profit. In general, accounting
is used during all phases of planning and operating a business.

ACCOUNTING

Accounting is the systematic process of measuring the economic activity of a busi-
ness to provide useful information to those who make economic decisions. Account-
ing information is used in many different situations. The illustration in the introduc-
tory section shows how a business owner (Jane) can use accounting information.
Bankers use accounting information when deciding whether or not to make a loan.
Stockbrokers and other financial advisers base investment recommendations on ac-
counting information, while government regulators use accounting information to de-
termine if firms are complying with various laws and regulations.

TYPES OF ACCOUNTING

The examples mentioned in the last section explained how accounting information
can be helpful in a number of situations. In fact, the field of accounting consists of sev-
eral specialty areas that are based on the nature of the decision. The following sections
describe the three major types of accounting, which are summarized in Exhibit 1-1.

Financial Accounting

Financial accounting provides information to decision makers who are external
to the business. To understand the role of financial accounting, consider a large cor-
poration such as IBM. The owners of corporations are called shareholders, and IBM
has more than 600,000 shareholders. Obviously, each shareholder cannot partici-
pate directly in the running of IBM, and because IBM needs to maintain various trade
secrets, its many thousands of shareholders are not permitted access to much of the
firm’s information. Because of this, shareholders delegate most of their decision-
making power to the corporation’s board of directors and officers. Exhibit 1-2 con-
tains an organizational chart for a typical corporation. Shareholders, however, need
information to evaluate (1) the performance of the business and (2) the advisability
of retaining their investment in the business. Financial accounting provides some of
the information for this purpose; such information is also used by potential share-
holders who are considering an investment in the business.
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EXHIBIT 1-1  The Three Major Types of Accounting

Accounting Specialty Decision Maker

Financial accounting Shareholders
Creditors

Managerial accounting Managers

Tax Managers

Examples of Decisions

Buy shares
Hold shares

Sell shares

Lend money
Determine interest rates

Set product prices
Buy or lease equipment

Comply with tax laws

Minimize tax payments

Assess the tax effects of
future transactions

EXHIBIT 1-2  Organizational Chart of a Typical Corporation

Shareholders

Y

Board of Directors

Vice President
of Finance

Vice President
of Operations

Vice President
of Marketing

Creditors and potential creditors are also served by financial accounting. Firms of-
ten seek loans from banks, insurance companies, and other lenders. Although credi-
tors are not internal parties of those firms, they need information about them so that
funds are loaned only to credit-worthy organizations. Financial accounting will usually
provide at least some of the information needed by these decision makers.

Managerial Accounting

Managers make numerous decisions. These include (1) whether to build a new plant,
(2) how much to spend for advertising, research, and development, (3) whether to
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lease or buy equipment and facilities, (4) whether to manufacture or buy component
parts for inventory production, or (5) whether to sell a certain product. Managerial ac-
counting provides information for these decisions. This information is usually more de-
tailed and more tailor-made to decision making than financial accounting information.
It is also proprietary; that is, the information is not disclosed to parties outside the firm.

Sterling Collision Centers, Inc. provides a good illustration of managerial ac-
counting at work. Although Sterling only has 18 shops, it hopes to put a major dent in
the automotive body shop business through aggressive expansion and the introduc-
tion of innovative management techniques. One of its strategies is to use computers
to better track repair times, which will provide both standards for different types of
repair jobs as well as measures of how individual workers perform relative to the stan-
dards. By tying pay to performance, Sterling hopes to improve worker productivity.
Knowledge of repair times will also help Sterling to determine estimated bids for its
repair jobs. Managerial accountants play a major role in all these activities.

Although distinguishing between financial and managerial accounting is convenient,
the distinction is somewhat blurred. For example, financial accounting provides informa-
tion about the performance of a firm to outsiders. Because this information is essentially
a performance report on management, managers are appropriately interested in and in-
fluenced by financial accounting information. Accordingly, the distinction between finan-
cial and managerial accounting depends on who is the primary user of the information.

Tax Accounting

Tax accounting encompasses two related functions: tax compliance and tax plan-
ning. Tax compliance refers to the calculation of a firm’s tax liability. This process en-
tails the completion of sometimes lengthy and complex tax forms. Tax compliance
takes place after a year’s transactions have been completed.

In contrast, tax planning takes place before the fact. A business transaction can be
structured in a variety of ways; a car can be purchased by securing a loan, for exam-
ple, or it can be leased from the dealer. The structure of a transaction determines its
tax consequences. A major responsibility of tax accountants is to provide advice about
the tax effects of a transaction’s various forms. Although this activity may seem to be
an element of managerial accounting, it is separately classified due to the necessary
specialized tax knowledge.

Other Types of Accounting
A few additional types of accounting exist. Accounting information systems are the
processes and procedures required to generate accounting information. These include

identifying the information desired by the ultimate user,

developing the documents (such as sales invoices) to record the necessary data,
assigning responsibilities to specific positions in the firm, and

applying computer technology to summarize the recorded data.

BN =

Another type of accounting deals with nonbusiness organizations. These or-
ganizations do not attempt to earn a profit and have no owners. They exist to fulfill the
needs of certain groups of individuals. Nonbusiness organizations include

1. hospitals,
2. colleges and universities,
3. churches,
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4. the federal, state, and local governments,
5. many other organizations such as museums, volunteer fire departments, and dis-
aster relief agencies.

Nonbusiness organizations have a need for all the types of accounting we have
just reviewed. For example, a volunteer fire department might need to borrow money
to purchase a new fire truck. Its banker would then require financial accounting in-
formation to make the lending decision.

Nonbusiness organizations are fundamentally different from profit-oriented firms:
They have no owners and they do not attempt to earn a profit. Because of this, the
analysis of the financial performance of business and nonbusiness organizations is
considerably different. This text addresses only business organizations. Most colleges
and universities offer an entire course devoted to the accounting requirements of non-
business organizations.

A CLOSER LOOK AT FINANCIAL ACCOUNTING

This text is primarily concerned with financial accounting, which summarizes the past
performance and current condition of a firm. An overview of financial accounting is pre-
sented in Exhibit 1-3. Each element of the exhibit is discussed in the following sections.

Past Transactions and Other Economic Events

Past transactions and events are the raw materials for the financial accounting process.
Transactions typically involve an exchange of resources between the firm and other
parties. For example, purchasing equipment with cash is a transaction that would be
incorporated in the firm’s financial accounting records. Purchasing equipment on
credit is also a transaction; equipment is obtained in exchange for a promise to pay for
it in the future.

Financial accounting also incorporates significant economic events that do not in-
volve exchanges with other parties. For example, assume that a firm owns an unin-
sured automobile that is completely destroyed in an accident. Financial accounting
would reflect the effect of this event.

Keep in mind that financial accounting deals with past transactions and events. It
provides information about the past performance and current financial standing of a
firm. Financial accounting itself does not usually make predictions about the future. Al-
though financial statement users need to assess a firm’s future prospects, financial ac-
counting does not make these predictions, but it does provide information about the
past and present that is useful in making predictions about the future.

EXHIBIT 1-3  Overview of Financial Accounting

Past
Transactions Financial
and Other Accounting
Economic Process
Events

Financial Decision
Statements Makers
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The Financial Accounting Process
The financial accounting process consists of

1. categorizing past transactions and events,
measuring selected attributes of those transactions and events, and
3. recording and summarizing those measurements.

The first step places transactions and events into categories that reflect their type
or nature. Some of the categories used in financial accounting include (1) purchases
of inventory (merchandise acquired for resale), (2) sales of inventory, and (3) wage
payments to workers.

The next step assigns values to the transactions and events. The attribute mea-
sured is the fair value of the transaction on the exchange date. This is usually indicated
by the amount of cash that changes hands. If equipment is purchased for a $1,000
cash payment, for example, the equipment is valued at $1,000. The initial valuation is
not subsequently changed. (Some exceptions are discussed in later chapters.) This
original measurement is called historical cost.

The final step in the process is to record and meaningfully summarize these mea-
surements. Summarizing is necessary because, otherwise, decision makers would be
overwhelmed with an extremely large array of information. Imagine, for example, that
an analyst is interested in Ford Motor Company’s sales for 1998. Providing a list of every
sales transaction and its amount would yield unduly detailed information. Instead, the
financial accounting process summarizes the dollar value of all sales during a given time
period and this single sales revenue number is included in the financial statements.

Financial Statements

Financial statements are the end result of the financial accounting process. Firms pre-
pare three major financial statements: the balance sheet, the income statement, and
the statement of cash flows. The following sections briefly describe these statements.

The Balance Sheet The balance sheet shows a firm’s assets, liabilities, and own-
ers’ equity. Assets are valuable resources that a firm owns or controls. The simplified
balance sheet shown in Exhibit 1-4 includes four assets. Cash obviously has value. Ac-
counts receivable are amounts owed to Newton Company by its customers; these

EXHIBIT 1-4 A Balance Sheet

The Newton Company
Balance Sheet

December 31, 2000

Assets Liabilities and Owners’ Equity
Cash $ 5,000 Liabilities
Accounts receivable 7,000 Accounts payable $ 8,000
Inventory 10,000 Notes r)a able 2,000
Equipment 7,000 Total iagﬂiﬁes 10,000

Owners’ equity 19,000
Total assets $29,000 Total liabilities

and owners’ equity $29,000
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have value because they represent future cash inflows. Inventory is merchandise ac-
quired that is to be sold to customers. Newton expects its inventory to be converted
into accounts receivable and ultimately into cash. Finally, equipment (perhaps deliv-
ery vehicles or showroom furniture) enables Newton to operate its business.

Liabilities are obligations of the business to convey something of value in the fu-
ture. Newton’s balance sheet shows two liabilities. Accounts payable are unwritten
promises that arise in the ordinary course of business. An example of this would be
Newton purchasing inventory on credit, promising to make payment within a short
period of time. Notes payable are more formal, written obligations. Notes payable of-
ten arise from borrowing money.

The final item on the balance sheet is owners’ equity, which refers to the own-
ers’ interest in the business. It is a residual amount that equals assets minus liabilities.
The owners have a positive financial interest in the business only if the firm’s assets
exceed its obligations.

The Income Statement Just as each of us is concerned about our income, in-
vestors and creditors are interested in the ability of an organization to produce income
(sometimes called earnings or profits). The income statement summarizes the earn-
ings generated by a firm during a specified period of time. Exhibit 1-5 contains New-
ton Company’s income statement for 2000.

Income statements contain at least two major sections: revenues and expenses.
Revenues are inflows of assets from providing goods and services to customers. New-
ton’s income statement contains one type of revenue: sales to customers. This in-
cludes sales made for cash and sales made on credit.

Expenses are the costs incurred to generate revenues. Newton’s income state-
ment includes three types of expenses. Cost of goods sold is the cost to Newton of the
merchandise that was sold to its customers. General and administrative expenses in-
clude salaries, rent, and other items. Tax expense reflects the payments that Newton
must make to the Internal Revenue Service and other taxing authorities. The differ-
ence between revenues and expenses is net income (or net loss if expenses are
greater than revenues).

The Statement of Cash Flows From a financial accounting perspective, income
is not the same as cash. For example, suppose that a sale is made on credit. Will this
sale be recorded on the income statement? Yes. It meets the definition of a revenue

EXHIBIT 1-5 An Income Statement

The Newton Company
Income Statement
For the Year Ended December 31, 2000

Revenues
Sales $63,000
Expenses
Cost of goods sold $35,000
General and administrative 20,000
Tax 3,000
Total expenses 58,000

Net Income $ 5,000
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transaction: an inflow of assets (the right to receive cash in the future) in exchange for
goods or services. Moreover, including this transaction in the income statement pro-
vides financial statement readers with useful information about the firm’s accom-
plishments. However, no cash has been received. Thus, the income statement does
not provide information about cash flows.

Financial statement users, though, are also interested in a firm’s ability to gener-
ate cash. After all, cash is necessary to buy inventory, pay workers, purchase equip-
ment, and so on. The statement of cash flows summarizes a firm’s inflows and out-
flows of cash. Exhibit 1-6 illustrates Newton Company’s statement of cash flows,
which has three sections. One section deals with cash flows from operating activi-
ties, such as the buying and selling of inventory. The second section contains infor-
mation about investing activities, such as the acquisition and disposal of equipment.
The final section reflects cash flows from financing activities. These activities in-
clude obtaining and repaying loans, as well as obtaining financing from owners.

Notes to Financial Statements A full set of financial statements includes a num-
ber of notes that clarify and expand the material presented in the body of the finan-
cial statements. The notes indicate the accounting principles (rules) that were used to
prepare the statements, provide detailed information about some of the items in the
financial statements, and, in some cases, provide alternative measures of the firm’s as-
sets and liabilities.

Notes to financial statements are not illustrated in this chapter because they are
highly technical and apply to specific accounting topics covered in subsequent chap-
ters. Notes are, however, emphasized throughout much of this book.

Annual Reports  All large firms, and many smaller ones, issue their financial state-
ments as part of a larger document referred to as an annual report. In addition to the
financial statements and their accompanying notes, the annual report includes de-
scriptions of significant events that occurred during the year, commentary on future
plans and strategies, and a discussion and analysis by management of the year’s results.
Appendixes C and D of this text contain substantial portions of two annual reports.

EXHIBIT 1-6 A Statement of Cash Flows

The Newton Company
Statement of Cash Flows
For the Year Ended December 31, 2000

Cash flows from operating activities:

Cash received from customers $61,000

Cash paid to suppliers (37,000)

Cash paid for general and administrative functions (19,900)

Taxes paid (3,000)

Net cash provided by operating activities 1,100
Cash flows E:om investing activities:

Purchase of equipment (2,000)
Cash flows from financing activities:

Net borrowings 1,000
Net increase in cash 100
Cash at beginning of year 4,900
Cash at eng of year $ 5,000
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Decision Makers

Recall that the primary goal of financial accounting is to provide decision makers with
useful information. This section identifies the major users of financial statements and
describes the decisions they make.

Owners Present and potential owners (investors) are prime users of financial
statements. They continually assess and compare the prospects of alternative invest-
ments. The assessment of each investment is often based on two variables: expected
return and risk.

Expected return refers to the increase in the investor’s wealth that is expected
over the investment’s time horizon. This wealth increase is comprised of two parts: (1)
increases in the market value of the investment and (2) dividends (periodic cash dis-
tributions from the firm to its owners). Both of these sources of wealth depend on the
firm’s ability to generate cash. Accordingly, financial statements can improve decision
making by providing information that helps current and potential investors estimate
a firm’s future cash flows.

Risk refers to the uncertainty surrounding estimates of expected return. The term
expected implies that the return is not guaranteed. For most investments, numerous
alternative future returns are possible. For example, an investor may project that a
firm’s most likely return for the upcoming year is $100,000. However, the investor rec-
ognizes that this is not the only possibility. There is some chance that the firm might
generate returns of $90,000 or $110,000. Still other possibilities might be $80,000 and
$120,000. The greater the difference among these estimates, the greater the risk. Fi-
nancial statements help investors assess risk by providing information about the his-
torical pattern of past income and cash flows.

Investment selection involves a trade-off between expected return and risk. In-
vestments with high expected returns generally have a high risk. Each investor must
assess whether investments with greater risk offer sufficiently higher expected re-
turns.

To illustrate the trade-off between risk and expected return, assume that an in-
vestor has two choices: Investment A and Investment B. Each investment costs $100.
The return provided by the investments during the next year depends on whether the
economy experiences an expansion or recession. The following chart summarizes the
possibilities:

Expected Return

Investment A Investment B
Expansion $10 $4
Recession $0 $2

Assuming that expansion and recession are equally as likely, the expected return
of the two investments can be calculated as follows:

Investment A ($10 x .5) + ($0 x .5) = $5
Investment B ($4 X .5) + ($2 x .5) = $3

Although Investment A has the higher expected return, it also has the higher risk.
Its return next year can vary by $10, while Investment B’s return can vary by only $2.
Investors must decide for themselves whether Investment A’s higher expected return
is worthwhile, given its greater risk.
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Creditors  The lending decision involves two issues: whether or not credit should
be extended, and the specification of a loan’s terms. For example, consider a bank
loan officer evaluating a loan application. The officer must make decisions about the
amount of the loan (if any), interest rate, payment schedule, and collateral. Because
repayment of the loan and interest will rest on the applicant’s ability to generate cash,
lenders need to estimate a firm’s future cash flows and the uncertainty surrounding
those flows. Although investors generally take a long-term view of a firm’s cash gen-
erating ability, creditors are concerned about this ability only during the loan period.

Lenders are not the only creditors who find financial statements useful. Suppliers
often sell on credit, and they must decide which customers will or will not honor
their obligations.

Other Users A variety of other decision makers find financial statements helpful.
Some of these decision makers and their decisions include the following:

1. Financial analysts and advisors. Many investors and creditors seek expert ad-
vice when making their investment and lending decisions. These experts use fi-
nancial statements as a basis for their recommendations.

2. Customers. The customers of a business are interested in a stable source of sup-
ply. They can use financial statements to identify suppliers that are financially
sound.

3. Employees and labor unions. These groups have an interest in the viability and
profitability of firms that employ them or their members. As described in Reality
Check 1-1, unions in the airline industry have recently made several important de-
cisions based, in part, on financial statements.

4. Regulatory authorities. Federal and state governments regulate a large array of
business activities. The Securities and Exchange Commission (SEC) is a prominent
example. Its responsibility is to ensure that capital markets, such as the New York
Stock Exchange, operate smoothly. To help achieve this, corporations are required
to make full and fair financial disclosures. The SEC regularly reviews firms’ finan-
cial statements to evaluate the adequacy of their disclosures. Reality Check 1-2 de-
scribes another regulatory use of accounting information.

The accounting profession views financial statements as being general purpose.
They are intended to meet the common information needs of a wide variety of users,
such as those in the preceding list.

REALITY CHECK 1-1

United Airlines: Employees of United Airlines gained controlling ownership of United’s parent, UAL Corporation, by
agreeing to billions of dollars in wage and benefit concessions. The employees needed to estimate the value of UAL so
that they could determine the extent of the wages and benefits to sacrifice. Financial statements are frequently used in
valuing businesses.

Northwest Airlines: In 1993, Northwest asked its pilots to forgo $886 million in wages and benefits over three years.
Northwest's reported 1993 loss of $115 million played a role in securing the pilots’ agreement. However, in 1997,
Northwest reported a profit of $597 million. As you might imagine, the pilots became much more assertive in their bar-
gaining, asking for wage increases, profit sharing, and bonuses.




Financial Accounting and Its Environment

California has perhaps the country’s toughest standards for vehicle emissions. One aspect of its
jor automakers to generate 10% of their California sales from electric vehicles by 2003. Comp
will be assessed from financial accounting information.

f)rogrqm requires the ma-
iance with this regulation

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

Decision makers often wish to compare the financial statements of several firms. To
permit valid comparisons, the firms’ statements need to be based on the same set of
accounting principles, which are the rules and procedures used to produce the fi-
nancial statements.

To illustrate how one event might be accounted for in more than one way, con-
sider a movie production company that has just produced a new film costing
$25,000,000. Assume that a balance sheet is to be prepared before the film is mar-
keted. Does the firm have a $25,000,000 asset? The real value of the film rests on its
capability to generate future revenues. A successful film will generate revenue that is
many times greater than its cost; an unsuccessful film may not even cover its cost. At
the balance sheet date, the future revenue is unknown.

As a potential investor or creditor, how would you prefer that this film be re-
flected on the balance sheet? Two obvious alternatives are $25,000,000 and $0. The
latter is clearly more conservative; it results in a lower asset value. Some financial state-
ment readers would prefer this conservative approach. Others would maintain that
management expects to reap at least $25,000,000 in revenue; otherwise, they would
not have undertaken the project. Thus, they feel that $25,000,000 is the most reason-
able figure. There is no obvious answer to this issue. However, to permit valid com-
parisons of various firms’ balance sheets, the same accounting principle should be
used. Current accounting practice, in general, is to record assets at historical cost; in
this case, the movie would be recorded at $25,000,000.

The Financial Accounting Standards Board

The most widely used set of accounting principles is referred to as generally accepted
accounting principles (GAAP). GAAP is currently set by the Financial Accounting Stan-
dards Board (FASB). The FASB is a private organization located in Norwalk, Connecti-
cut. The board is comprised of seven voting members who are supported by a large
staff. As of June 1, 1998, the FASB issued 132 Statements of Financial Accounting Stan-
dards (SFASs). These standards are the primary source of GAAP.

The FASB’s predecessor was the Accounting Principles Board (APB). The APB
issued 31 Opinions, which are still part of GAAP, unless they have been superseded
by an SFAS.

The FASB faces a difficult task in setting GAAP. Financial accounting is not a natural
science; no fundamental accounting laws have been proven to be correct. Accounting
exists to provide information useful for decision making. The FASB’s responsibility is to
specify the accounting principles that will result in highly useful information. How-
ever, given that financial statement users are rather diverse, this is not a simple task.

The FASB employs an elaborate due process procedure prior to the issuance of an
SFAS. Exhibit 1-7 summarizes the FASB’s procedures. This process is designed to en-
sure that all those who wish to participate in the setting of accounting standards have
an opportunity to do so.

1
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EXHIBIT 1-7 FASB’s Due Process Procedures

| Placement on Agenda |

Y

Issuance of an Invitation
to Comment or a Discussion
Memorandum

| Public Hearings

Y

| Issuance of an Exposure Draft |

\

| Public Hearings |

Issuance of a Statement
of Financial Accounting
Standard

The FASB publishes several preliminary documents during its deliberations on each
SFAS. The documents include an Invitation to Comment or a Discussion Memoran-
dum that identify the fundamental accounting issues to be addressed. An Exposure
Draft is the FASB’s initial attempt at resolving such issues. These documents are widely
disseminated, and interested parties are invited to communicate with the board, both
in writing and by making presentations at public hearings. An affirmative vote of five
of the seven FASB members is needed to issue a new SFAS.

An interesting aspect of GAAP is that more than one accounting method (or prin-
ciple) is acceptable for some transactions. For example, there are several acceptable
inventory accounting methods. This provides managers with considerable discretion
in preparing their financial statements.

Several accountants, judges, and legislators have criticized this situation. They believe
that only a single method should be allowed for a given transaction. In general, the FASB
is attempting to narrow the availability of multiple acceptable accounting procedures.

The Securities and Exchange Commission
The Securities and Exchange Commission (SEC) was created by the Securities Ex-
change Act of 1934. The act empowered the SEC to set accounting principles and fi-
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nancial disclosure requirements for the corporations that it regulates. These corpora-
tions are quite large and have ownership interests that are widely dispersed among
the public. Such corporations are referred to as publicly beld. Thus, for at least pub-
licly held corporations, the SEC has legislative authority to set GAAP. This raises a ques-
tion about the relationship between the SEC and the FASB.

The FASB is a private (nongovernment) organization whose authority to set GAAP
derives from two sources. First, the business community and the accounting profes-
sion, by accepting FASB rulings, provide one source of support. In the United States,
accounting principles have traditionally been set in the private sector, and the FASB’s
standards have received a reasonable amount of support. At the same time, not every-
one is entirely happy with the FASB’s pronouncements. Some people criticize the
FASB for issuing standards that are too complex and too costly to implement. Part of
the FASB’s responsibility is to balance financial statement users’ demands for better in-
formation with the costs incurred by those who provide that information.

The second source of the FASB’s standard-setting authority is the SEC. Although
the SEC has legislative authority to set GAAP for publicly held corporations, it prefers
to rely on the accounting profession’s private rule-making bodies to do this. In fact,
the SEC has formally indicated that it will recognize GAAP as prescribed by the FASB.
The SEC does, however, retain the right to overrule FASB pronouncements, and it oc-
casionally exercises this right. Exhibit 1-8 shows the relationships among the different
organizations involved in setting accounting standards.

THE ROLE OF AUDITING

A firm’s management is primarily responsible for preparing its financial statements. Yet
the financial statements can be viewed as a report on the performance of manage-
ment. The conflict of interest in this situation is apparent. As a result, the financial
statements of all corporations reporting to the SEC must be audited. Audits are re-
quired because they enhance the credibility of the financial statements. The financial
statements of many privately held businesses are also subject to an audit. Banks, for

EXHIBIT 1-8  Groups Involved in Setting Accounting Standards

President/Congress
Y
SEC
Y
FASB < > Business Community
Y

13
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example, require many loan applicants to submit audited financial statements so that
lending decisions can be based on credible financial information.

One of the most important auditing relationships, which are depicted in Exhibit
1-9, is the role of the independent certified public accountant (CPA) who conducts the
audit. CPAs are licensed by the individual states by meeting specified educational and
experience requirements and passing the uniform CPA exam, which takes two days to
complete. CPAs are also required to attend continuing professional education classes
and participate in a peer review process, whereby one CPA firm reviews and critiques
the work of another firm.!

Exhibit 1-10 contains an auditor’s report. The wording has been carefully chosen
by the accounting profession to communicate precisely what an audit does and does
not do. The first paragraph identifies the company, the specific financial statements
that were audited, and the years of the audit. Management’s responsibility for the fi-
nancial statements is also acknowledged.

The second paragraph states that the audit has been conducted in accordance
with generally accepted auditing standards (GAAS). These standards have been
developed by the accounting profession to provide guidance in the performance of an
audit, which consists of an examination of evidence supporting the financial state-
ments. Because audits are costly, auditors cannot retrace the accounting for every
transaction. Accordingly, only a sample of a corporation’s many transactions are re-
viewed. Based on the results of these tests, the auditor draws an inference about the
fairness of the financial statements.

The second paragraph also notes that audits provide reasonable (not absolute) as-
surance that financial statements are free of material error. The lesser standard of rea-
sonable assurance is employed for two reasons. First, auditors do not examine every
transaction and thus they are unable to state conclusions in too strong a fashion. Sec-

EXHIBIT 1-9  Auditing Relationships

Shareholders/

Board of Directors

A

Y

Company Management

> GAAP

Y

Financial Statements

Y

Audit Opinion

"More detailed descriptions of the accounting profession are provided in Appendix B.
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EXHIBIT 1-10  An Auditor’s Report

To the Stockholders and
Board of Directors of Merck & Co., Inc.:

We have audited the accompanying consolidated balance sheet of Merck & Co., Inc. (a
New Jersey corporation) and sugsi iaries as of December 31, 1997 and 1996, and the
related conso|icr<):lted statements of income, retained earnings, and cashflows for each of
the three years in the period ended December 31, 1997. These financial statements are the
responsibility of the company’s management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards.
Those standards require that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement. An audit in-
cludes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as weﬁ as evaluating tEe overall financial
statement presentation. We believe t?mt our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of Merck & Co., Inc. and subsidiaries as of December 31,
1997 and 1996, and the results of their operations and cash flows for each of the three
years in the period ended December 31, 1997, in conformity with generally accepted ac-
counting principles.

New York, New York ARTHUR ANDERSEN LLP
January 27, 1998

ond, even if auditors were to examine every transaction, collusion between two par-
ties could make the detection of an error virtually impossible.

The third paragraph contains the auditor’s opinion. The opinion reflects the au-
ditor’s professional judgment regarding whether the financial statements are fairly pre-
sented in accordance with GAAP. Some readers mistakenly assume that auditors “cer-
tify” the financial statements. Auditors do not provide financial statement readers with
that level of assurance. Auditors do not guarantee the correctness of the financial state-
ments. Auditors merely express an educated professional judgment based on audit
tests conducted according to acceptable professional standards.

An analogy can be drawn to a medical doctor diagnosing a patient. Based on a se-
ries of appropriate tests, the doctor develops a diagnosis. In many cases, the doctor
cannot be absolutely certain of the diagnosis. This is why, for example, exploratory
surgery is sometimes necessary. Doctors do not issue guarantees, and neither do
auditors.

The report that appears in Exhibit 1-10 is an unqualified opinion, indicating that
Arthur Andersen has no reservations about the reasonableness of Merck’s financial
statements. However, a variety of concerns may arise that would cause the auditor to
qualify the opinion or to include additional explanatory material. We know, for ex-
ample, that there are several acceptable methods of accounting for inventory. If a
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company were to change its inventory method from one year to the next, the com-
parability of the financial statements for those years would be impaired, and financial
statement readers would certainly want to be aware of such a situation. Because of
this, changes in accounting methods are noted in the auditor’s report.

ECONOMIC CONSEQUENCES AND MANAGERIAL PREFERENCES
FOR ACCOUNTING PRINCIPLES

The selection of accounting principles occurs at two levels. First, the FASB determines
which principles constitute GAAP. In a number of instances, however, the FASB allows
the use of more than one method. Thus, corporate managers also make accounting
policy decisions. Which criteria are used by the FASB and corporate managers to select
accounting principles?

The FASB’s primary objective is to select accounting principles that provide use-
ful information to financial statement readers. However, businesses incur costs to gen-
erate the information required by the FASB. Thus, the FASB attempts to balance the
costs and benefits of its rulings.

Some members of the financial community suggest that corporate managers act
in the same way. For example, in choosing an inventory method, managers balance
the costs of implementing each method with the quality of the information that each
method yields. A more sophisticated view recognizes that accounting principles have
economic consequences to managers and their firms, and that these consequences
are considered by managers when choosing accounting principles. Beyond imple-
mentation costs, accounting principles can affect the wealth of managers and firms
via (1) compensation plans, (2) debt contracts, and (3) political costs.

Compensation Plans

Many corporations pay their top managers a fixed salary plus an annual bonus, which
is often a percentage of reported net income. A number of bonus agreements include
a floor and a ceiling on the bonus. The floor requires that net income must exceed a
predetermined amount before the bonus is activated. The ceiling places a limit on the
size of the bonus; once the annual bonus reaches the ceiling, additional increases in
net income no longer increase the bonus.

Bonus plans are intended to align the interests of managers and shareholders.
Managers frequently face alternative courses of action, where one course is in their
best interest, and another course is in the shareholders’ best interest. For example, a
manager’s career might be aided by expanding the business (empire building), even
when such expansion is not particularly profitable and is not in the shareholders’ best
interest. Expansion may result in more prestige and visibility for the firm and its man-
agers, thus enhancing a manager’s employment opportunities. Because (1) bonus
plans motivate managers to make decisions that increase net income and (2) in-
creased net income is usually in the shareholders’ best interest, the goals of these two
groups come more in line when a manager’s compensation depends on reported net
income.

Given that managers’ compensation is tied to reported accounting earnings, how
would we expect managers to select accounting principles? Most managers probably
consider the effect that different accounting principles have on net income, and con-
sequently on their compensation. In particular, bonuses often motivate managers to
select accounting methods that increase reported net income.
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Debt Contracts

Lenders are concerned about limiting their risk and maximizing the probability that
principal and interest will be paid. Debt contracts between borrowers and lenders
can help accomplish this. Many of these contracts impose constraints on the behav-
ior of borrowers. For example, some contracts limit the total amount of debt a bor-
rower can incur. In such cases, measurement of the borrower’s debt is based on the
liabilities reported in the balance sheet. As another example, some contracts limit the
cash dividends a borrower can distribute. This limitation is defined in terms of re-
tained earnings, a component of owners’ equity that appears on the balance sheet.
Penalties exist for violating debt contracts. These include

an interest rate increase,

an increase in collateral (assets pledged to secure the debt),
a one-time renegotiation fee, and

an acceleration in the maturity date.

BN =

Because these contracts are defined in terms of financial statement numbers, the
use of accounting principles that increase reported net income can reduce the
chances of contract violation. Accordingly, the likelihood of violating debt contracts
is another influence on managers’ accounting policy choices.

Political Costs

Federal and state governments have the power to regulate many operations of a busi-
ness. Pollutant emissions and employment practices are just two illustrations. Gov-
ernments also have the power to tax corporations. Because regulation and taxation
are costly to firms, managers can be expected to take actions that minimize these
costs. Because these costs are imposed via the political process, they are referred to
as political costs.

Some accountants suggest that highly profitable firms are more exposed to polit-
ical costs than less profitable ones. Relatively profitable firms are more likely to be the
target of antitrust investigations or special tax assessments. For example, in the mid-
1970s, firms in the oil industry earned unusually high profits due to a steep rise in oil
prices. As a result, Congress enacted the Windfall Profits Tax, which subjected these
companies to an additional tax on their earnings. More recently, Microsoft, Inc. has
been the target of intense scrutiny by federal regulators because of its dominance in
the computer operating system market and its resultant profitability.

Some accountants also argue that larger firms are more susceptible to regulation
and taxation because their size attracts more attention. Accordingly, the managers of
larger firms are particularly motivated to undertake actions that minimize political
costs. One of these actions is the selection of accounting principles that reduce re-
ported net income. Note that compensation plans and debt contracts motivate man-
agers to select accounting principles that increase reported income, whereas political
costs have the opposite effect.

The Two Roles of Financial Accounting

At the beginning of this chapter, the informational role of financial accounting was
emphasized. From this perspective, both the FASB and corporate managers select ac-
counting principles that yield the most useful information. However, as shown above,
accounting principles also have economic consequences. These consequences arise
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in several ways. First, accounting serves as a basis for contracting. That is, some con-
tracts (compensation plans and debt contracts) are based on accounting numbers. Be-
cause different accounting principles result in different accounting numbers, the
choice of accounting principles can modify the terms of these contracts. Second, ac-
counting principles may affect a firm’s exposure to political costs, such as taxes and
regulation. Finally, the costs to implement different accounting principles vary. Some
accounting principles are quite complex and costly, whereas others are rather simple.

For all these reasons, accounting principles can affect the wealth of a firm and its
managers. The managers have an obvious incentive to select the principles that in-
crease their wealth. Such an incentive may conflict with the notion that managers se-
lect accounting principles to provide useful information. This implies that financial
statement readers must carefully evaluate the accounting principles used by a firm.
The selection may not result in the most useful financial statement information. In
subsequent chapters, managers’ selections of accounting principles will be examined
from both informational and economic incentive perspectives.

The Political Nature of Accounting Standard Setting
Economic incentives associated with accounting principles might motivate an addi-
tional element of managerial behavior. As mentioned in an earlier section, the FASB
conducts an elaborate due process procedure prior to issuing an accounting standard.
This process provides corporate managers an opportunity to lobby the FASB. What
underlies their comments to the board? Again, two possibilities exist. The comments
may reflect managers’ assessments of which principles generate the most useful fi-
nancial statement information. Alternatively, their comments may also reflect, perhaps
in a disguised way, how the various accounting principles will affect their wealth.
Some observers believe that the FASB has been overly responsive to the latter
arguments. Of course, others believe that the FASB is not sufficiently sensitive to the
effects its pronouncements have on individual managers or firms. Thus, accounting
standards setting is now widely recognized as a political process in which various par-
ties argue for the selection of the accounting principles that further their own self-
interest. Some accountants believe that self-interest arguments have had a negative
effect on the usefulness of the information required by some FASB rulings.

ETHICS AND ACCOUNTING

Accountants have a significant responsibility to the public. This responsibility exists
because outside shareholders, creditors, employees, and others rely on financial state-
ments in making various business decisions. Business organizations employ internal
accountants to prepare financial statements. These statements are then audited by a
firm of independent CPAs. Both the internal accountants and the external auditors
have a responsibility to perform their tasks with integrity and due care.

Various accounting organizations promote high standards of ethical behavior. One
example is the American Institute of Certified Public Accountants (AICPA), which is a
professional organization that serves CPAs who work for public accounting firms or
other organizations (such as corporations). Its Code of Professional Conduct empha-
sizes the obligation of CPAs to serve the public interest, and their responsibility to act
with integrity, objectivity, independence, and due professional care.

In a given situation, formalized codes of ethics can often help in deciding the
proper course of action. However, some situations are sufficiently complex that the
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codes do not provide clear guid- WHAT WOULD YOU DO?
ance. Fortunately, ethicists have :

developed frameworks for exam- Lifetime Products, Inc., sold part of its business to its chief executive and to the
ining ambiguous ethical situa- wife of its board of directors’ chairman. Some of Lifetime’s shareholders sub-
tions. Two of these frameworks sequenﬂy filed a lawsuit seeking to rescind the sale.

' Why might Lifetime’s share?\olders be upset?2 Would you have authorized

utilitarianism and deontology,
are briefly described next.

Utilitarianism judges the
moral correctness of an act based solely on its consequences. According to this per-
spective, the act that should be taken is the one that maximizes overall favorable con-
sequences (net of unfavorable ones). Consequences not only to the actor but to all
parties should be considered.

The proponents of deontology assert that the consequences of an act do not ex-
clusively dictate moral correctness. They believe that the underlying nature of the act
itself influences its correctness. However, within deontology are two different per-
spectives. Some deontologists feel that the nature of an act is the only thing to be con-
sidered in assessing its moral correctness. For example, they believe that killing and
lying are morally wrong under any circumstances. Other deontologists assert that the
nature of the act and its consequences in a particular situation should both be con-
sidered.

To illustrate these approaches, imagine you are in the process of filling out an ex-
pense report after having just completed a business trip. Your employer does not re-
imburse child-care costs while away from home, yet most of your colleagues (includ-
ing your immediate supervisor) feel that child care is a legitimate expense. They
recoup this expenditure by overstating the cost of meals (most restaurants provide
you with a blank receipt). Is it ethically correct for you to overstate your meal cost?

Many deontologists would assert that the act of lying is ethically wrong, and that
falsifying an expense report is the equivalent of lying. Utilitarians, on the other hand,
would examine the consequences of the action, and it is not clear that their analysis
would reach the same conclusion. An assessment would need to be made of how you
versus the shareholders would be affected by the falsification.

To develop a strong personal code of ethics, each of us must understand how we
think about ethical situations. We suggest that you consider how utilitarianism and de-
ontology can be used to analyze ethical situations, and that you assess which of those
approaches, if either, is consistent with your own moral framework.

the sale?
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SUMMARY OF LEARNING OBJECTIVES

Define accounting and identify its objectives.

Accounting is the systematic process of measuring the economic activity of an en-
tity. The primary objective of accounting is to provide useful information to those
who make business and economic decisions. Users of accounting information in-
clude present and potential investors and creditors, investment advisers, corpo-
rate managers, employees, unions, and government regulators. A secondary ob-
jective of accounting is to help develop and enforce contracts. That is, in certain
instances, people and organizations find the use of accounting numbers in con-
tracts to be quite helpful.

Distinguish among the three major types of accounting.

The three major types of accounting are based on the identity of the user of the
information. Financial accounting provides information to outsiders who do not
have access to the firm’s confidential records. This includes shareholders, credi-
tors, employees, unions, and government regulators. Managerial accounting pro-
vides information to corporate managers to help them with their decisions. Tax
accounting has two elements: (1) Tax compliance involves the periodic prepara-
tion of tax forms as required by various taxing authorities. The purpose of this is
to calculate a firm’s tax liability. It takes place after transactions have been com-
pleted. (2) Tax planning takes place before transactions have been undertaken. Its
purpose is to structure transactions so as to minimize their tax effect.

List the three primary financial statements and briefly summarize the in-
formation contained in each.

The balance sheet, income statement, and statement of cash flows are the three pri-
mary financial statements. The balance sheet shows a firm’s assets, liabilities, and
owners’ equity at a point in time. The income statement summarizes a firm’s revenues
and expenses for a period of time. The difference between revenues and expenses is
net income (or loss). The statement of cash flows shows a firm’s inflows and out-
flows of cash for a period of time. The three categories of this statement are cash
flows from (1) operating activities, (2) investing activities, and (3) financing activities.
Identify financial statement users and the decisions they make.

The main users of financial statements are shareholders, creditors, management,
and government regulators. Shareholders decide whether to buy, hold, or sell
shares in the firm. Creditors must determine whether to extend credit and on
what terms. Because financial statements are a performance report on corporate
management, managers are concerned about the effect of their decisions on the
financial statements. Government regulators use financial statements to deter-
mine if firms are complying with various laws and regulations.

Define generally accepted accounting principles and explain how they
are determined.

Generally accepted accounting principles (GAAP) are the most widely used set of
accounting rules. Currently, the FASB sets GAAP. The FASB’s authority rests on (1)
the acceptance of its rulings by the financial community and (2) the delegation by
the SEC of its legislative authority to determine GAAP for large, publicly held cor-
porations. Prior to issuing a new ruling, the FASB conducts an elaborate process
that permits participation by all interested parties.

Describe the role of auditing.

A firm’s management is responsible for preparing financial statements. Yet
those same statements are a performance report on management. Because of
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this conflict of interest, the financial statements of many organizations are au-
dited by a firm of independent CPAs. Auditors examine a sample of an organi-
zation’s transactions to provide a reasonable basis for expressing an opinion on
the fairness of the financial statements. CPAs do not certify financial statements;
they merely express a professional opinion regarding their fairness in confor-
mity with GAAP.

7. List the economic consequences of accounting principles.
Accounting principles not only affect the quality of the information contained in
financial statements, but they also affect the wealth of various parties. Accounting
principles have economic consequences because of implementation costs, com-
pensation plans, debt contracts, and political costs. Managers therefore have cer-
tain preferences for accounting principles that are not necessarily related to the
inherent quality of the resulting information. Accordingly, care must be taken in
interpreting both financial statements and managers’ recommendations about ac-
counting standards.
8. Assess the importance of ethics in accounting.
Accountants have an important responsibility to the public that arises because fi-
nancial statements are used by large numbers of people for a variety of purposes.
It is essential that accountants adhere to the highest levels of ethical conduct.
QUESTIONS
1-1 The chapter discussed two general functions of financial accounting. Briefly de-
scribe them.
1-2  List the three types (specialty areas) of accounting. Who are the users of each
type of accounting? How do the needs of these users differ?
1-3 Compare the cash flows of a business to its profits. How do cash flows differ
from income or profits?
1-4 Describe the financial accounting process. Discuss its relationship to decision
makers.
1-5 List the three major financial statements. What information do they contain?
How are they different?
1-6  Write a short essay describing four different users of accounting reports and in-
dicate their particular interests.
1-7  What decisions do present and future owners of a business need to make? How
are financial statements helpful?
1-8 What information do present and potential creditors need to make decisions?
How are financial statements helpful?
1-9  The selection of accounting principles can affect a firm’s manager’s wealth. De-
scribe these effects.
1-10 An old joke goes as follows:
e Questioner: What is 2 + 2?
e Accountant: Whatever you want it to be.
What do you think this joke is designed to communicate?
1-11 Accounting principle selection has economic effects. How might this affect
managers’ behavior?
1-12 Is accounting standard setting an art or a science? Why?
1-13 What considerations are used by the FASB in setting GAAP?
1-14 What is the relationship between the FASB and the SEC? What role does Congress

play in setting accounting standards?
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Critical Thinking

Critical Thinking

Critical Thinking

1-15 Why do many businesses that are not regulated by the SEC elect to have their fi-
nancial statements audited?

1-16 A number of situations exists where more than one accounting principle is ac-
ceptable. Why is this advisable?

EXERCISES

Conceptual Distinctions: Maps Versus Financial Statements

1-17 Some accountants draw an analogy between developing financial statements
and cartography (map making). They maintain that just as maps reflect the geo-
graphical reality of the area under study, so should financial statements reflect
the economic reality of the organization. Critique this position by discussing the
differences between a map and a financial statement.

Essay: Measurement Criteria
1-18 Write a short essay identifying three measurement criteria that should be fol-
lowed by accountants. Indicate why each criterion is important.

Identification of Accounting Transactions
1-19 Which of the following transactions or events should be recorded in the firm’s
accounting records? Explain your answer.

a. Cash is received from a sale previously made on credit.

b. A year after obtaining a bank loan, a business owes the bank interest charges.
These charges remain unpaid at the end of the year.

c. A professional baseball player, hitting .425, expects a bonus under his in-
centive contract for leading the league in hitting for the season. The bonus
was “pegged”at $1,000 for every point that he exceeded the batting target of
.375. How much should the baseball player record in his checkbook at the
end of the season?

d. An employer and a labor union sign a new collective bargaining agreement.

€. An item of factory equipment is removed from service. The item has a book
value of $10,000. It is determined that the equipment is worthless.

PROBLEMS

Conceptual Discussion: Audits and Loan Applications
1-20 Refer to the Tshirt business described at the beginning of this chapter. The
owner has decided to expand her business by trying to secure a bank loan. Af-
ter meeting with the bank loan officer, she asked for your help in answering sev-
eral questions before proceeding with the loan application.
a. Required: What is an audit, and why would a bank require an audit before
granting a loan?
b. Are audits expensive? Are they time-consuming? Will an audit delay her ap-
plication? Why?
c. Identify several alternative types of loans that the owner might consider.
d. The owner is considering whether to purchase and install a computer-based
accounting system to replace the checkbook that she has been using. What
information should the owner gather?
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Review of Auditor’s Opinion
1-21 Following is the auditor’s opinion expressed on the financial statements of
Kleen-ware, Inc.:

AN AUDITOR'’S REPORT
The Board of Directors
Kleen-ware, Incorporated and Subsidiaries (the Company)

‘We have audited the accompanying consolidated balance sheets of Kleen-ware,
Inc. and subsidiaries (the company) as of December 31, 1997 and 1998, and the
related consolidated statements of income, changes in shareholders’ equity, and
cash flows for years then ended. These financial statements are the responsibil-
ity of the company’s management. Our responsibility is to express an opinion on
these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing stan-
dards. Those standards require that we plan and perform the audit to obtain rea-
sonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by man-
agement, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the 1997 and 1998 financial statements referred to above present
fairly, in all material respects, the consolidated financial position of the Company
at December 31, 1997 and 1998, and the consolidated results of its operations
and its cash flows for the years then ended in conformity with generally ac-
cepted accounting principles.

Max Ernst & Company
Milwaukee, Wisconsin
February 14, 1999

Required

Review the following auditor’s opinion. Identify the specific sentence indicating
the auditor’s opinion. What other useful informatijon is shown in this opinion?
Why is it useful?

Company Perquisites and Cash Transactions

1-22 Assume that you are employed by a law firm as a staff accountant. The firm has
purchased four season tickets for the Colorado Rockies (a baseball franchise).
Your boss, one of the partners in the firm, has offered individual tickets to you,
but also asked you to pay $10 for each ticket. Since they are $14 tickets, you are
happy to get a bargain. You are even happier to get a chance to go to the game
because tickets are in short supply.

Next month, while reviewing the financial statements for your department,
you are unable to find the $40 of cash receipts for these tickets. Since you know
that the firm has purchased these tickets, you wonder what happened to your $40
payment. After discussing this matter with several other junior staff members who
had also paid the partner for tickets to Rockies’ games, you guess that the partner
has pocketed the money and not reported the revenue to the other partners.
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&
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Required

a. What should or would you do? Why?

b. Would it make any difference if the firm were a single proprietorship and not
a partnership? Why?

c. Would it make any difference if all the partners followed the same procedure
and pocketed the ticket money? Why?

d. Is this an issue that should be reported to any other parties such as the In-
ternal Revenue Service, the State Auditor, or the Attorney General? Why?

Conceptual Discussion: Choosing Accounting Principles
1-23 The Homestead Furniture Store has just begun selling a new line of inventory.
Management must now decide on an inventory method to use. Method A results
in higher net income and higher assets than Method B. Method A is more costly
to implement. What advice would you give to the chief executive officer?

Essay: Users of Accounting Information
1-24 Write a short essay describing how information requirements might differ be-
tween internal and external users of accounting.

Conceptual Discussion: Historical Information Versus Forecasts

1-25 Some members of the financial community believe that annual reports should
not only contain historical financial statements but should also contain forecasts
by management of future results. Evaluate this proposal.

Reporting Errors in Wages

1-26 At the end of every year, all employers send W-2 forms to their employees. These
forms report the employees’ wages and the amount of tax withheld by the em-
ployer. These forms are the government’s only record of earned wages. Assume
that an employee receives a W-2 form that understates the wages but correctly
states the withholding amount. Ethically, how should the employee handle this
situation?

Essay (or Discussion): Identifying Useful Information
1-27 The auditor’s report, shown in Exhibit 1-10, contains much useful information.
‘Write a short essay, or form small groups in your class, discussing the kinds of in-
formation you think auditors should provide. You may identify specific kinds of
information that you think would be helpful to an investor or creditor. Indicate
why you think such information would be helpful.

Personal Experience: Uses of Accounting Information
1-28 Describe two ways that you have already used accounting information in your
personal decisions.

Essay: Expectations and Uses of Accounting Information
1-29 Write a short essay indicating how you might use accounting in a professional
or business capacity.
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Essay: Changes in Accounting Disclosure Requirements

1-30 The accounting profession considered increasing its required disclosures and
P the type of information that is required from public companies. The following
Wrifing paragraphs appeared in The Wall Street Journal (August 26, 1993, p. A4):

A key accounting group calls for a sharp increase in the amount of informa-
tion companies must disclose in their annual reports. The prospect alarms cor-
porate financial officers.

If adopted, the recommendations could force companies to change the way
they figure profits. It could make them disclose more data about the competitive
pressures they face. They could transform the auditor’s report from the current
boilerplate message to a longer and much more revealing statement about the
company’s health. Information about changes in the firm’s product prices in re-
sponse to competitive price shifts would be required.

The new requirements would favor more segmenting of data so that sales and
profits for each company unit would be shown. More meaningful breakdowns
of company data would be required. Much more data would be required from
larger companies than from small companies.

Required

Write a short memo to the key accounting group noted in the article from the
perspective of a company president, responding to the proposed changes in ac-
counting disclosures.

Essay: Changing How Profits Are Measured

1-31 An accounting group has adopted new definitions of earnings or profits. These

/ changes include the following:

Writing ¢ Reporting comprehensive earnings, along with net income, for the company.
This could result in several new profit numbers for most companies.

e Comprehensive earnings include external market effects of changes in the
value of foreign currency and changes in the prices of investments (shares) in
other companies.

Required
Write a short essay supporting or criticizing these changes in the definitions of
income or profit.

Internet Internet Search: CPA Firms
1-32 Bowling Green State University maintains the following two Web sites contain-
ing a “Directory of CPA Firms”:
www.cpafirms.com
(www.eyi.com)
Access one of these sites and locate the Web page for Ernst & Young, a large
(“Big Five”) accounting firm.

Required

a. List six countries (other than the United States, Canada, and the United King-
dom) where Ernst and Young (E&Y) has a presence.

b. On a worldwide basis, list the services that E&Y member firms can provide
to their clients and list the industries on which E&Y focuses.

c. In the United States, list the services that E&Y member firms can provide to
their clients and list the industries on which E&Y focuses.

continued
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d. Within the United States, identify the career paths available at E&Y.
e. The E&Y office nearest to your university is located in which city?

Internet Internet Search: SEC
1-33 Go to the home page of the United States Securities and Exchange Commission
(SEC) located at:

WWW.Sec.gov/

Required

a. Briefly describe the role of the SEC. Which laws does it enforce?

b. How many commissioners sit on the board of the SEC? Who is the current
chairperson of the SEC? Who has the authority to appoint the chairperson?

c. List three cities where regional or district offices of the SEC are located.
(Hint: Washington, D.C., is not a regional or district office.)

d. Identify the principal divisions of the SEC.

Internet

Internet Search: Accounting Careers

1-34 Find out more about a career in accounting by going to Ohio State University’s
home page containing information on “Careers in Finance, Accounting, and Con-
sulting,” located at:

www.cob.ohio-state.edu/dept/acctmis/students/careers.html

Required

a. List the key job functions in accounting.

b. List the key job skills required for a career in accounting.
c. List the key job contexts in accounting.

Internet

Internet Search: CPA, CIA, CMA

1-35 Certifications in accounting include the Certificate of Public Accounting (CPA),
Certificate of Internal Auditing (CIA), and Certificate of Management Accounting
(CMA). Certification examinations must be passed before gaining these profes-
sional qualifications. Go to the following Web sites and identify the subject areas
covered in each exam.

Exam Site
CPA Www.ais-cpa.com
CIA www.theiia.org

CMA www.rutgers.edu/Accounting/raw/ima/ima.htm



Basic Concepts of
Financial Accounting

LEARNING OBJECTIVES

Define the terms assets, liabilities, and owners’ equity.

Explain why the balance sheet must balance.

Describe revenues and expenses.

Use the basic accounting equation to analyze transactions.

Prepare simple balance sheets and income statements.

Describe the relationship between the balance sheet and the income statement.
Distinguish between the accrual basis and the cash basis of accounting.
Explain the differences between the balance sheets of sole proprietorships and
those of corporations.

ONoORWON

INTRODUCTION

This chapter describes the financial accounting process. It shows how information
about transactions and events is accumulated to produce the balance sheet and the in-
come statement. This early presentation is quite basic; subsequent chapters will pre-
sent more complex issues. Also, although the cash flow effects of various transactions
are addressed in this chapter, the statement of cash flows is actually covered in detail
in Chapter 5, “Statement of Cash Flows.”

THE BASIC ACCOUNTING EQUATION

A balance sheet, illustrated in Exhibit 2-1, contains three sections: assets, liabilities,
and owners’ equity. The total of the left side (assets) equals the total of the right side
(liabilities and owners’ equity).

Financial accounting is based on one simple, three-element equation, referred to
as the basic accounting equation:

ASSETS = LIABILITIES + OWNERS’ EQUITY

The basic accounting equation is simply an algebraic form of the balance sheet.
The following sections elaborate on the definitions of the equation’s elements.
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EXHIBIT 2-1 A Balance Sheet

Newton Company
Balance Sheet

December 31, 2000
Assets Liabilities and Owners’ Equity
Cash $ 5,000 Liabilities
Accounts receivable 7,000 Accounts payable $ 8,000
Inventory 10,000 Notes Foyob|e 2,000
Equipment 7,000 Total liabilities 10,000
Owners’ equity 19,000

Total assets $29,000 Total liabilities

- and owners’ equity $29,000

Assets

Assets are valuable resources that are owned or controlled by a firm. They represent
probable future economic benefits and arise as the result of past transactions or
events. Examples of assets include cash, accounts receivable (the right to receive cash
in the future), inventory (merchandise manufactured or acquired for resale to cus-
tomers), equipment, land, and investments.

Two aspects of the definition deserve emphasis. First, the term probable suggests
that in some situations accountants are not certain that future economic benefits exist.
Many business owners, for example, feel that a loyal customer base and a highly skilled
workforce enhance a firm’s competitive advantage. Although few would argue with
this, the link in any particular situation between customer loyalty or workforce skill and
future benefits is sufficiently uncertain that these factors are not recognized as assets.

Second, assets must be owned or controlled by the firm. This component of the
definition is designed to exclude public goods from balance sheets. Although many
firms benefit from roadways, sewers, national defense, and the public education sys-
tem, for example, these items are not owned by individual firms. Because of this, they
do not appear on balance sheets of individual firms.

Liabilities
Liabilities are present obligations of the firm. They are probable future sacrifices of eco-
nomic benefits (usually cash) that arise as the result of past transactions or events. Com-
mon examples of liabilities are notes payable (written obligations), accounts payable
(obligations to suppliers arising in the normal course of business), and taxes payable.
Two aspects of the definition of liabilities need elaboration. First, as with assets, the
term probable is used. This is an important part of the definition. Although in some in-
stances, the existence of a liability is virtually certain (as when one arises from obtaining
a bank loan), other situations are less clear. For example, consider a firm that has been
sued. At the inception of the suit, the outcome may be highly uncertain, but as the liti-
gation proceeds, it may seem more likely (but not certain) that the firm will be forced to
pay some amount. Accountants need to exercise judgment in determining the existence
of a liability. They do so by assessing whether a potential future sacrifice is probable.
Second, the definition requires that liabilities arise from past transactions or
events. Consider a definition that did not include this criterion. Most firms expect to
be in existence for a considerable period of time. They anticipate employing workers,
buying inventory, and so on. These planned activities may well result in probable fu-
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ture sacrifices of economic benefits, yet the organization is not obliged to make those
payments until a transaction has occurred.

Because of the “past transaction” criterion, financial accounting does not reflect
executory contracts, which are contracts that initially involve merely an exchange
of promises. For example, David Letterman’s three-year contract to host a late night
show for CBS stipulated that Letterman’s compensation for each year was to be $14
million. At the time of contract signing, a substantive exchange had not taken place.
Neither side had actually done anything. Letterman had not yet hosted the shows, and
CBS had not provided payment. This type of contract is not incorporated in the fi-
nancial accounting process. Subsequently, when one or both parties have performed,
a substantive exchange has occurred, and then it is appropriate to reflect the transac-
tion in the financial statements.

Owners’ Equity
Owners’ equity represents the owners’ interest in the assets of the business. Owners
can obtain an interest in their business either by making direct investments or by op-
erating the business at a profit and retaining the profits in the firm.

Owners’ equity is also referred to as the residual interest, a term that implies the
owners’ interest is what remains after creditors’ claims have been honored. This can
most easily be seen by rearranging the basic accounting equation:

OWNERS’ EQUITY = ASSETS — LABILITIES

This version of the equation shows that at a given point in time, if assets exceed
liabilities, the excess (residual) amount is attributed to the owners. Other terms used
to refer to assets minus liabilities are net assets and net worth.

The balance sheet and the original form of the basic accounting equation can be
interpreted as providing two views of the business. The left side details the composi-
tion of the firm'’s assets: cash, inventory, and the like. It shows “what the firm has.” The
right side indicates the amount of financing supplied by the creditors and the amount
supplied by the owners. It shows how assets were acquired. It also shows the extent
to which the creditors and the owners have a claim against the assets. This will be-
come clearer after you study the next section on transaction analysis.

TRANSACTION ANALYSIS

Transaction analysis is the central component of the financial accounting process.
During this phase, the accountant identifies transactions (exchanges with other orga-
nizations), assigns monetary values (usually an exchange amount), and records the ef-
fects of the transactions on the three elements of the basic accounting equation. The
remainder of this section analyzes a number of transactions.

Owners’ Original Investment

Harry Jacobs has decided to open a golf and tennis store. The business is organized as
a sole proprietorship. Sole proprietorships are businesses owned and operated by one
individual. Keep in mind that we are concerned about the records of Harry’s business;
we are not interested in Harry’s personal affairs. The entity assumption indicates that
accounting records are kept for business units (entities) distinct from their owners.
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Harry opens a bank account in the name of the business, Jacobs Golf and Tennis
(JG&T), and deposits $50,000 of his own money. From the firm’s perspective, the
$50,000 deposit is a transaction (an exchange between the business and its owner),
and it would be analyzed by increasing cash and owners’ equity by $50,000 each. In-
creasing owners’ equity indicates that the owner has invested $50,000 and that he has
an interest in or claim against the assets to the extent of $50,000. The word capital is
conventional terminology in sole proprietorships. It simply denotes the owners’ in-
terest in (or claim on) the assets of the business.

ASSETS = LIABILITIES + OWNERS' EQUITY
Cash H. Jacobs, capital
(1) +$50,000 +$50,000

Notice that the equation balances for this transaction, as it does for all transactions.
Exhibit 2-2, shown later, contains a summary of all the transactions to be reviewed
in this section. For simplicity, assume that all transactions occur on January 1, 2000.

Bank Loan

Harry realizes that his new business needs more cash than the $50,000 he invested.
The firm applies for and is granted a $20,000 bank loan. The loan carries an interest
rate of 8%, and both principal and interest are due on January 1, 2001.

This transaction increases cash and liabilities by $20,000. Liabilities increase be-
cause JG&T is obligated to repay the loan in the future; this constitutes a virtually cer-
tain sacrifice of future economic benefits. Additionally, the obligation has arisen as the
result of a past transaction (having obtained the cash on January 1, 2000). The liabil-
ity item that increases is notes payable. Banks usually require borrowers to sign writ-
ten promises to repay loans, and the word notes indicates that JG&T has a written
obligation to repay the loan.

ASSETS = LIABILITIES + OWNERS' EQUITY
Cash Notes payable
(2) +$20,000 +$20,000

The equation balances for this transaction, too. Because the equality holds for all
transactions, it holds for the sum of all transactions. After the first two transactions,
JG&T has cash of $70,000, which equals liabilities of $20,000 plus owners’ equity of
$50,000.

You might be wondering about the interest on the loan. Interest is a charge for
borrowing money during a specified period of time. Because this time period has just
begun, no interest is immediately recorded. As you will see, interest is recorded peri-
odically throughout the life of the loan.
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Rent

JG&T enters into an agreement to lease retail space from another company. The lease
is for one year, and the entire $12,000 rent is paid on January 1, 2000, the date the
lease is signed. Cash obviously declines by $12,000. However, what other equation
item is affected? JG&T has acquired another asset: the right to occupy the retail space
for a year. This enables JG&T to carry on its normal business operations. The asset is
referred to as prepaid rent and is assigned a value equal to its historical cost (ex-
change price on the date of acquisition). Assets are usually recorded at their bis-
torical cost.

ASSETS = LIABILITIES + OWNERS’ EQUITY

Cash Prepaid rent
(3) —$12,000 +$12,000

Inventory
Inventory is merchandise acquired for resale to customers. It is an asset because
firms expect to receive cash from selling it to customers.

JG&T is in the business of buying and selling sporting goods. Assume JG&T pur-
chases goods for $30,000, on account (on credit). This transaction increases inven-
tory, and because payment is not made immediately, liabilities increase. Because notes
are not used for ongoing purchases from suppliers, another liability item, accounts
payable, is increased. Accounts payable are unwritten obligations that arise in the
normal course of business.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Inventory Accounts payable
(4) +$30,000 +$30,000
Equipment

Because the retail space that JG&T leased contains no equipment (cash registers, dis-
play cases, and so on), equipment must be purchased. JG&T makes a purchase for
$25,000. Cash decreases, equipment increases, and total assets are unchanged.

ASSETS = LIABILITIES + OWNERS’ EQUITY

Cash Equipment
(5) —$25,000 +$25,000
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Preparation of the Balance Sheet

The last two lines in Exhibit 2-2 reflect the cumulative effect of JG&T’s transactions.
This summary is equivalent to the balance sheet. To prepare a balance sheet, simply
summarize the various equation elements into the appropriate balance sheet format.
The balance sheet for JG&T as of January 1, 2000, is shown in Exhibit 2-3 and is based
directly on the last two lines of Exhibit 2-2.

Evaluation of Historical Cost
An asset’s historical cost is a very good indication of its economic value to the firm at
the time of acquisition. As times goes on, however, the historical cost becomes out-
dated. That is, it no longer reflects the asset’s economic value.

Instead of valuing assets at historical cost, accountants could use other measures.
For example, current replacement cost could be used. Current replacement cost is the
cost of replacing the asset on the balance sheet date. Many analysts feel that this
amount better reflects the value of an asset to the firm. They feel that current re-
placement cost is more relevant to financial statement readers.

EXHIBIT 2-2  Transaction Analysis
ASSETS LIABILITIES OWNERS’ EQUITY
Cash Prepaid Inventory Equipment Accounts Notes H. Jacobs,
Rent Payable Payable Capital
(1) +50,000 +50,000
(2) +20,000 + 20,000
(3) —12,000 +12,000
(4) +30,000 +30,000
(5) —25,000 +25,000
Totals 33,000 12,000 30,000 25,000 30,000 20,000 50,000
~— _ - _
100,000 100,000

EXHIBIT 2-3 JG&T Balance Sheet

Assets

Cash
Prepaid rent
Inventory
Equipment
Total assets

Jacobs Golf and Tennis
Balance Sheet

January 1, 2000

Liabilities and Owners’ Equity

$ 33,000 Liabilities
12,000 Accounts payable $ 30,000
30,000 Notes payable 20,000
25,000 Total liabilities 50,000
$100,000 H. Jacobs, capital 50,000
B Total liabilities and
owners’ equity $100,000
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Why then does financial accounting use historical cost? Primarily because it is re-
liable. Historical cost is the result of an actual bargained transaction between two in-
dependent parties. Moreover, supporting documents, such as canceled checks, con-
tracts, or invoices, exist to verify the amount. In contrast, current replacement cost is
based on appraisals and estimates, which accountants view as “soft” numbers. In gen-
eral, the accounting profession believes that the use of historical cost provides the
best trade-off between relevance and reliability.

REVENUES AND EXPENSES

The transactions examined thus far are related to start-up activities. Businesses are or-
ganized to earn a profit, and this section discusses revenue and expense transactions.
All transactions reviewed in this section are summarized in Exhibit 2-4.

Revenues

Revenues are inflows of assets (or reductions in liabilities) in exchange for providing
goods and services to customers. Suppose that during January JG&T provides services
(golf lessons) to customers and charges them $600. The customers pay $200 immedi-
ately and agree to pay the remaining $400 in February. This transaction meets both as-
pects of the preceding definition. First, JG&T has received assets of $600. The receipt
of the $200 is obviously an asset inflow. The $400 to be received next month is also
an asset and is called an account receivable. Second, the services were provided by
the end of January. That is, they have been earned; JG&T has done everything it has
promised to do. Accordingly, revenue of $600 is recorded in January.

This transaction increases cash by $200, accounts receivable by $400, and own-
ers’ equity by $600. Why has owners’ equity increased by $600? The assets of the busi-
ness have expanded, and it must be decided who has a claim against (or an interest in)
those assets. Because this transaction has not increased the creditors’ claims, the own-
ers’ interests must have increased. This conclusion makes sense. Owners are the pri-
mary risk-takers, and they do so with the hope of expanding their wealth. If the firm
enters into a profitable transaction, the owners’ wealth (their interest in the business)
should expand.

ASSETS = LIABILITIES +  OWNERS EQUITY
Cash  Accounts receivable H. Jacobs, capital
(6) +$200 +$400 +$600 (service revenue)

Of course, we cannot be absolutely certain that the customers will eventually pay
the additional $400. This concern will be addressed in a subsequent chapter. For now,
assume we are quite confident about this future receipt.

This transaction holds an important lesson. Although revenue equals $600, only
$200 of cash has been received. Thus, from an accounting perspective, revenue does
not necessarily equal cash inflow. Although revenue is recorded when assets are re-
ceived in exchange for goods and services, the asset received need not be cash. This
underscores the need for both an income statement to summarize earnings and a
statement of cash flows to identify the sources and uses of cash.
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As another illustration, assume that on January 10 a customer pays $100, in ad-
vance, for golf lessons. The lessons are to be rendered during the last week in January
and the first week in February. Has a revenue transaction occurred on January 10? No.
A requirement for revenue recognition is that the services must be rendered. As of Jan-
uary 10, this has not yet occurred. The transaction increases cash, but the owners’
claim on assets has not increased. Instead, the customer now has a claim on the assets.
If JG&T does not provide the lessons, the customer has the right to expect a refund;
JG&T has a liability. It is obligated to either provide the lessons, which have a $100
value, or return the $100 payment. In either case, a $100 liability exists on January 10.
Unearned revenue is the liability that has increased. Another appropriate name is
advances from customers.

Reality Check 2-1 illustrates a revenue situation in the franchising industry.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash Unearned revenue
(7) +$100 +$100

Expenses
Expenses occur when resources are consumed in order to generate revenue. For ex-
ample, during January, JG&T employed salespersons and golf instructors. Assume
these employees earned total wages of $700, which were paid in cash by JG&T. Be-
cause JG&T used the employees’ services during January, this is an expense transac-
tion for that month.

The transaction decreases cash and owners’ equity by $700. The decrease in cash
is obvious. Why does owners’ equity decrease? An analogy can be drawn to revenue.

REALITY CHECK 2-1

Franchisors are firms that sell the right to market their products. McDonald's Corporation, for example, sells the right to
operate its restaurants to other businesses and individuals. These franchisees usually pay a fee at the time of signing the
contract, plus ongoing fees based on the amount of their sales.

In exchange for the initial fee at the time of contract signing, a franchisor is required to help the franchisee select an
appropriate site, supervise construction, train employees, and install the franchisee’s accounting system.

Required

When should the franchisor recognize the revenue associated with the initial fee2

Solution

Many franchisors prefer to recognize the revenue when the cash is received at the time of contract signing. This en-
ables them to show improved performance. However, are the revenue recognition rules met at that point in time? In par-
ticular, has the franchisor erl‘}c)»rmed the promised services2 No, it has not. Because of this, the FASB has ruled that rev-
enue from the initial Froncﬁise fee cannot be recognized as revenue until all the initial services have been performed. In
general, this occurs when the franchisee opens for business.
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When assets increase because of profitable operations, the owners’ interest in the
firm’s assets expands. With expenses, when assets decrease in order to generate rev-
enue, the owners’ interest in the firm’s assets declines.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash H. Jacobs, capital
(8) —$700 —$700 (salary expense)

Exhibit 2-5 graphically depicts this analysis. The first rectangle reflects JG&T’s as-
sets, liabilities, and owners’ equity before the salary expense transaction. The second
rectangle reflects the situation after the expense transaction. Assets and the owners’
claim have both decreased.

EXHIBIT 2-5 Expense Transation Analysis

Before After

ASSETS ASSETS
$100,700 $100,000
LIABILITIES LIABILITIES
$50,100 $50,100
OWNERS' EQUITY OWNERS' EQUITY
$50,600 $49,900

Consider another example. Assume that JG&T receives its utility bill on January 31
for electricity used during January. The bill is for $120. JG&T elects not to pay imme-
diately. Even though cash has not been paid, an expense transaction has occurred in
January. JG&T has consumed resources (electricity) in order to generate revenue.

Because JG&T is now obligated to the utility company, liabilities increase by $120,
and owners’ equity decreases by $120. Owners’ equity decreases because assets have
not changed, yet the creditors’ claims have increased by $120. There is no alternative
but to recognize that owners’ equity has decreased by $120.

ASSETS = LIABILITIES + OWNERS’ EQUITY

Utilities payable H. Jacobs, capital
(9) +$120 —$120 (utility expense)
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Exhibit 2-6 displays the analysis graphically. It shows the assets remaining fixed
while (1) the creditors’ claims increase and (2) the owners’ claims decrease. Also note
that expenses do not necessarily equal cash outflows. Goods and services can be con-
sumed to generate revenue without a cash outflow.

EXHIBIT 2-6  Expense Transaction Analysis

Before After

ASSETS ASSETS

$100,000 $100,000

LIABILITIES LIABILITIES

$50,100 $50,220

ownezs cauny e
! $49,780

Sales of Inventory

Sales of inventory contain both revenue and expense components. Assume that JG&T
makes sales on account (credit) during the month totaling $4,000. The cost of the in-
ventory to JG&T was $2,200.

A revenue transaction exists because an asset (accounts receivable) has been ob-
tained, and the goods have been provided to customers. An expense transaction exists
because the asset inventory has been consumed to generate the revenue. That is, JG&T
has fewer assets because the inventory has been transferred to its customers. This ex-
pense is called cost of goods sold (CGS). The net increase in assets and owners’ eq-
uity is $1,800.

ASSETS = UABILTIES + OWNERS’ EQUITY
Accounts Inventory H. Jacobs, capital
receivable
(10) +$4,000 +$4,000 (sales revenue)
—$2,200 —$2,200 (cost of goods sold)
ADJUSTMENTS

At the end of January, Harry Jacobs wishes to prepare a balance sheet and an income
statement. Before doing so, several adjustments must be made to the accounting
records. These adjustments are necessary because certain events do not have normally
occurring source documents, such as sales tickets or checks, to trigger their account-
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ing recognition. At the end of each period (usually each month or year), the accoun-
tant undertakes a deliberate search to identify and record these items. All adjustments
reviewed in this section are summarized in Exhibit 2-7.

Interest

As previously mentioned, on January 1, 2000, JG&T borrowed $20,000 at 8% interest
(on an annual basis). Although the interest payment is not required until January 1,
2001, JG&T has incurred interest expense during January 2000. During that month,
JG&T has consumed a resource: the use of the money. The utilization of that resource
has enabled JG&T to operate and to generate revenues. Accordingly, an expense has
been incurred, and it must be reflected in the accounting records before the financial
statements are prepared. The interest charge for January is calculated as

Interest expense = Principal X Rate X Time

= $20,000 x .08 x 1/12
$133 (rounded)

The principal is the amount borrowed, in this case, $20,000. The annual interest rate
is 8%. Stated in decimal form, it is .08. Because the interest rate is stated on an annual
basis, the time period must be expressed similarly. Given that one month has elapsed,
the time period is /12 of a year.

The general form of the analysis is similar to the earlier utility bill situation. Be-
cause the bank’s services (use of the bank’s money) have been consumed, JG&T has
an additional obligation (interest payable) in the amount of $133. Further, because as-
sets have remained constant and liabilities have increased, owners’ equity must de-
crease.

ASSETS = LIABILITIES + OWNERS' EQUITY
Interest payable H. Jacobs, capital
(11) +$133 — $133 (inferest expense)

Rent

On January 1, JG&T paid a year’s rent in advance. The amount was $12,000, and an as-
set (prepaid rent) was appropriately recorded. By January 31, one month of the pay-
ment had been consumed; thus, an expense should be reflected in the accounting
records. The analysis is

ASSETS = LIABILITIES + OWNERS’ EQUITY

Prepaid rent H. Jacobs, capital
(12) —$1,000 —$1,000 (rent expense)
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Depreciation

On January 1, JG&T purchased equipment for $25,000. As you recall, this transaction
increased the asset equipment. Assume that the estimated life of the equipment is 10
years, at which time it will be worthless. Because the service potential of the equip-
ment will be consumed over the course of its 10-year life, the cost of the equipment
should be charged as an expense over that period. This expense is referred to as de-
preciation. Monthly depreciation expense is calculated as:

Historical cost (less anficipated salvage value)

Depreciation expense = . ;
precian P Number of months in the useful life

$25,000
120
$208 (rounded)

Because the service potential of the equipment has declined, the asset’s
recorded value is decreased, and because an expense has been incurred, owners’ eq-
uity declines.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Equipment H. Jacobs, capital
(13) —$208 —$208 (depreciation expense)

Unearned Revenue

On January 10, JG&T received a $100 advance payment from a customer for golf
lessons to be delivered during the last week of January and the first week in February.
At that time, cash increased, as did a liability, unearned revenue. Assume that half of
the lessons were given in January. An adjustment to the accounting records is now re-
quired because (1) JG&T’s obligation to its customer has declined by $50, and (2) $50
of revenue has been earned. Revenue is now recognized because assets have already
increased and the services have now been provided. Because $50 of revenue has been
earned, owners’ equity increases.

ASSETS = LIABILITIES + OWNERS' EQUITY
Unearned revenue H. Jacobs, capital
(14) - $50 + $50 (service revenue)
WITHDRAWAL BY OWNER

Assume that Harry withdraws $100 from JG&T’s bank account on January 31 so that he
can pay some personal living expenses. Because Harry worked in the shop during the
month, the withdrawal could be viewed as an expense to the business (Harry’s salary).



Because the owner of a sole pro-
prietorship cannot really estab-
lish an independent relationship
with the business, however, the
“salary” amount does not have a
great deal of reliability. For exam-
ple, Harry could simply with-
draw amounts based on his per-
sonal needs, rather than on the
value of the services he con-
tributed to the business. Because
of this, owner withdrawals are
not viewed as salary expenses.
Instead, they are considered to
be capital transactions, which in-
volve investments or disinvest-
ments by the owner. Thus, the
analysis is exactly the opposite of
a contribution by the owner.
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WHAT WOULD YOU DO?

In the 1990s, Woolworth Corporation experienced some accounting irregu-
larities. Although its yearly results were accurate, Woolworth initially reported
quarterly figures that subsequently needed to be restated. An investigation
info this matter determined that senior management created an environment
that prompted the inaccurate reporting. Senior management placed great
emphasis on never reporting a quarterly loss.

One way in which reporting a quarterly loss might be avoided is by de-
laying expense recognition. At the end of any quarter, a corporation will have
consumed resources (say, utilities or interest) for which it has not made pay-
ment. By overlooking these expenses during the adjustment process, reported
quarterr net income can be increased. Of course, when these payments are
made, the next quarter’s net income will be decreased.

Imagine that you work for a large corporation whose senior managers
are (1:,”6 intent on never reporting a quarterly loss. Assume that KOU super-
vise the quarterly adjustment process. What would you do if the chief execu-
tive officer and the cLieF financial officer instructed you to delay recognizing
some expenses for the most recent quarter?

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash H. Jacobs, capital
(15) —$100 —$100 (withdrawal)

TRANSACTIONS THAT AFFECT OWNERS’ EQUITY

Note that four types of transactions affect owners’ equity:

1. owner contributions,

2. owner withdrawals,

3. revenues, and

4. expenses.

FINANCIAL STATEMENTS

All transactions and events for JG&T have now been properly recorded. The account-
ing records are correct and up to date, so they can be used to prepare the financial

statements.

The Balance Sheet

The cumulative effect of all transactions and events on the various equation items is
shown in the last two lines of Exhibit 2-7. The balance sheet is prepared by simply
rearranging the numbers so that they appear in the proper format. The balance sheet
as of January 31 appears in Exhibit 2-8. Each item on the balance sheet is often re-

ferred to as an account.

Note the date on the balance sheet: January 31, 2000. All balance sheets summa-
rize a firm’s assets, liabilities, and owners’ equity at a discrete point in time.
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The Income Statement

The income statement summarizes a firm’s revenues and expenses for a period of
time. Net income is computed by subtracting expenses from revenues. JG&T’s income

statement for the month of January appears in Exhibit 2-9.

The income statement is prepared by compiling information from the owners’ eq-
uity account. Recall that all revenue transactions increase owners’ equity and that all
expense transactions reduce owners’ equity. This makes owners’ equity a convenient
place to look for information about revenues and expenses. To help you see that
JG&T’s income statement summarizes its revenue and expense transactions for the
month of January, Exhibit 2-10 summarizes all of JG&T’s transactions for that month.

EXHIBIT 2-8 JG&T Balance Sheet

Jacobs Golf and Tennis
Balance Sheet

30,000
50

120
133
20,000

50,303
50,189

January 31, 2000
Assets Liabilities and Owners’ Equity
Cash $ 32,500 Liabilities
Accounts receivable 4,400 Accounts payable $
Prepaid rent 11,000 Unearned revenue
Inventory 27,800 Utilities payable
Equipment 24,792 Interest payable
Total assets $100,492 Notes payable
- Total liabilities
H. Jacobs, capital
Total liabilities
and owners’ equity $1

EXHIBIT 2-9 JG&T Income Statement

Jacobs Golf and Tennis
Income Statement
For the Month Ended January 31, 2000

Revenue
Sales $4,000
Service 650

Total revenue

Expenses
Cost of goods sold 2,200
Rent 1,000
Salary 700
Depreciation 208
Interest 133
Utilities 120

Total expenses

Net income

$4,650

4,361
289

Rad

00,492
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An alternative method that can be used to prepare the income statement is to ex-
amine asset and liability accounts. However, such an approach would be much more
cumbersome. For example, some revenue transactions affect cash, other revenue
transactions affect accounts receivable, and still others affect unearned revenue. Thus,
the information about revenue transactions appears in a variety of asset and liability
accounts. Moreover, many nonrevenue transactions affect assets and liabilities, com-
plicating the identification of revenue transactions. An easier approach is simply to ex-
amine owners’ equity. A similar argument can be made for expenses.

Care must be taken, however, not to include in the income statement all transac-
tions that affect owners’ equity. Direct contributions by owners increase owners’ eq-
uity, but they do not constitute revenue. Similarly, withdrawals by owners reduce
owners’ equity, but they are not viewed as expenses.

The income statement provides financial statement readers with information
about the profitability of the organization for a past period of time. It indicates how
successful the organization was in generating revenues and controlling costs. During
January, JG&T earned a net income of $289. Although this amount might not seem
very impressive in light of total revenues of $4,650 and an investment of $50,000 by
Harry, January was JG&T’s first month of operation. Simply operating above break-
even (a zero profit or loss) is an accomplishment.

Within the context of a large corporation, an income statement can also be
thought of as a report on management’s performance. One of management’s major re-
sponsibilities is to enhance shareholder wealth. Managers serve as agents of the share-
holders, and they must be held accountable for their performance. Because profitable
operations are essential to adding value to the firm, the income statement can be used
to assess how well managers have performed.

Reported net income is an extremely useful figure to investors and plays a major
role in their decisions. To illustrate, when Nordstrom Inc. reported healthy second-
quarter earnings, the value of the company’s stock surged $4.34 per share (14%). On
the other hand, Adobe Systems’ stock fell $3.44 per share (11%) on the day it warned
of a possible small loss for its third quarter.

Note that income statements are prepared for periods of time, usually a month,
quarter, or year. Income must be related to a specific period of time to be inter-
pretable. For example, assume that you apply for a job and are told the job pays
$5,000. An evaluation of the job’s desirability would be impossible without knowing
if you would earn $5,000 per week, month, year, or some other time period. For this
reason, the income statement in Exhibit 2-9 contains the caption “For the Month
Ended January 31, 2000”

Many firms prepare income statements for calendar years, that is, for the period
January 1 through December 31. Other firms use 12-month periods that do not end on
December 31. These firms usually select an ending date that corresponds to a low
point in their activity. For example, many clothing stores, such as the Gap, have fis-
cal years that run from February 1 through January 31. January 31 is selected as the
end of the fiscal year because it shortly follows the busy holiday period and provides
time for refunds and exchanges to take place.

Statement of Owners’ Equity

In addition to the balance sheet and the income statement, firms also prepare a state-
ment of owners’ equity. This statement summarizes the changes that took place in
owners’ equity during the period under review. Because investments and withdrawals
by the owners affect owners’ equity, they appear on this statement. Revenue and ex-
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pense transactions also affect owners’ equity. Instead of listing each revenue and ex-
pense transaction separately, their difference (net income) is included in the state-
ment of owners’ equity.

Exhibit 2-11 contains JG&T’s statement of owners’ equity for the month of Janu-
ary. Now refer back to Exhibit 2-10. As you can see, the statement of owners’ equity
reflects all of JG&T’s transactions that affected owners’ equity.

Relationship Between the Balance Sheet and the

Income Statement

As you know, the balance sheet reports assets, liabilities, and owners’ equity at a mo-
ment in time. The income statement summarizes revenue and expense transactions
that occur during a period of time. Since revenue and expense transactions affect
owners’ equity, net income explains most of the change that takes place in owners’ eq-
uity during a period. Contributions and withdrawals by owners also affect owners’ eq-
uity. Thus, the change in owners’ equity is explained by net income, owner contribu-
tions, and owner withdrawals. Because owners’ equity must equal assets minus
liabilities (net assets), the changes in one side of the equation must equal the changes
in the other side. Therefore, changes in net income, owner contributions, and owner
withdrawals also explain changes in net assets.

THE ACCRUAL BASIS OF ACCOUNTING

An important aspect of a financial accounting system is the decision about when to
record revenue and expense transactions. Recording a transaction in the accounting
records is referred to as recognition. Consider JG&T’s first revenue transaction in Jan-
uary. Customers were given golf lessons and charged $600. The customers paid $200
in January and promised to pay the remainder in February. (Keep in mind our as-
sumption that the customers will honor this pledge.) There is little argument that at
least $200 of revenue should be recorded in January. But when should the other $400
be recorded? In January when the services were provided, or in February when the
cash is ultimately collected?

The accrual basis of accounting records revenues when goods or services have
been delivered or provided, regardless of when cash is received. At the time of ren-
dering the service, JG&T has earned the revenue; the entire $600 is recognized as rev-
enue at that time under the accrual basis. All of JG&T’s previous transactions have used
the accrual basis.

EXHIBIT 2-11 Statement of Owners’ Equity

Jacobs Golf and Tennis
Statement of Owners’ Equity
For the Month Ended January 31, 2000

Balance, January 1 $ 0
Investment by owner 50,000
Net income 289
Withdrawal by owner 100)

Balance, January 31 $50,189
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The cash basis of accounting records revenue when cash is received. Under
that approach, JG&T recognizes $200 of revenue in January and $400 of revenue in
February.

Let’s evaluate these two approaches. Which provides the most useful information
to financial statement readers? If the income statement is viewed as providing infor-
mation about increases in a firm’s wealth, the accrual basis seems to be the preferable
approach. In January, JG&T received not only $200 in cash, but also the right to re-
ceive $400 in the future. Recording $600 of revenue in January is appropriate.

Income statements can also be viewed as reports on a firm’s performance. Which
number, $600 or $200, is a better indicator of JG&T’s accomplishments in January? Be-
cause $600 of golf lessons were provided in January, $600 seems a better measure of
accomplishment (or performance).

Now consider one of JG&T’s expense transactions. During January, $120 of utility
services were consumed. This amount will be paid in February. Should a $120 expense
be recorded in January or February? The accrual basis records expenses when re-
sources are consumed (regardless of when payment is made), while the cash basis
records expenses when the cash is actually paid. The utility’s services were used in
January, and the accrual basis would record the $120 as an expense in that month. The
cash basis would defer recognition until JG&T pays the utility company in the follow-
ing month.

Again, let’s evaluate the usefulness of the information produced by the two ap-
proaches. Consumption of the utility services took place in January. At that time, the
firm’s liabilities increased, and its net worth decreased. This reduction in the firm’s
value should be reflected in January’s income statement; the accrual basis would do
this. Moreover, in measuring a firm’s performance, all resources consumed in generat-
ing revenue should be shown on the same income statement as that revenue. Ac-
countants refer to this as the matching principle. The utility services were consumed
in January to help generate the revenue reported on January’s income statement. Ac-
cordingly, the accrual basis provides a better portrayal of a firm’s performance.

GAAP requires the use of the accrual basis, yet as previously discussed, cash flow
information is also important to financial statement readers. Accordingly, GAAP also re-
quires the statement of cash flows, which is discussed in Chapter 5, “Statement of
Cash Flows.” Also note that some small businesses, which do not need audited finan-
cial statements, use the cash basis.

FORMS OF BUSINESS ORGANIZATION

Financial accounting is used by a wide variety of organizations, including businesses
organized to earn a profit, nonprofit organizations, and governmental entities. This
book focuses on profit-oriented enterprises, which can be organized in one of the four
ways described next.

Sole Proprietorships

Sole proprietorships are businesses that are owned by one individual and usually
operated by that individual. They are not separate legal entities apart from the owner,
and no special legal steps are required to launch or operate this form of business.
Jane’s T-shirt business, discussed in Chapter 1, “Financial Accounting and Its Environ-
ment,” would probably be organized as a sole proprietorship. As another example, if
you decided to earn money by mowing lawns during the summer, your business
would probably be organized as a sole proprietorship.
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Because no legal procedures are needed to begin operating sole proprietorships,
their primary advantage is ease of formation. The major disadvantage is unlimited le-
gal liability. Because owners are not legally distinct from their businesses, any claims
against sole proprietorships are also claims against the owners’ personal assets.

Although sole proprietorships are not separate legal entities, they are separate ac-
counting (or economic) entities. The entity assumption indicates that the actions of
the owner, serving as an agent of the business, can be (and should be) separated from
the personal affairs of the owner. Based on this distinction, information about the
transactions of the business can be accumulated via the financial accounting process.
This enables the owner to assess the status and performance of the business on a
stand-alone basis.

Partnerships

Partnerships are very similar to sole proprietorships, except that partnerships have
more than one owner. Partnerships are not separate legal entities apart from their
owners, but they are separate accounting entities. They are almost as easy to form as
sole proprietorships, yet because of multiple owners, care must be taken to specify
the rights and responsibilities of each owner. This is usually done in a partnership
agreement, which is a legal contract among the partners.

Corporations

Corporations differ substantially from sole proprietorships and partnerships because
they are separate legal entities. They are granted their right to exist by the individual
states. A corporation must develop bylaws governing its operation, issue stock to its
owners (shareholders) to represent their ownership interests, elect a board of direc-
tors who are responsible for the management of the corporation, pay taxes, and ad-
here to a variety of laws and regulations. Most large and many smaller businesses are
organized as corporations.

As might be expected, forming a corporation is a relatively cumbersome and ex-
pensive process. Costs include filing fees paid to the state of incorporation, legal fees,
and amounts paid for corporate records, such as stock certificates, bylaws, and so on.
Corporations, unlike sole proprietorships and partnerships, must pay income taxes.
Moreover, shareholders are also taxed on any dividends paid to them. Thus, corpora-
tions are subject to double taxation. Because sole proprietorships and partnerships
are not separate legal entities, they do not pay income taxes; sole proprietors and part-
ners include the income of their businesses on their individual income tax returns.

The corporate form of organization has certain advantages that can outweigh
the costs. Perhaps the primary benefit is the limited liability offered to shareholders.
Because the corporation is a legal entity, the corporation itself is responsible for its
actions. Although shareholders risk losing their investment, their personal assets are
protected from claims against the corporation. Such is not the case for sole propri-
etorships and partnerships.

Hybrid Forms of Organization

Many states are now offering forms of organization that combine certain characteris-
tics of partnerships and corporations. These forms include professional corporations,
limited liability companies, and limited liability partnerships. Although an evaluation
of the advantages and disadvantages of these forms of organization is beyond our
scope, keep in mind that careful consideration must be given to this issue when start-
ing a new business.
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Accounting Implications

The accounting differences among these three organizational forms lie mainly in the
owners’ equity section of the balance sheet. The accounting for partnerships is very
similar to that for sole proprietorships. Because each partner is an owner, each part-
ner has a capital account where his or her interest in the firm is shown. The account-
ing for corporations is slightly more complex and is described in the following section.

ACCOUNTING FOR CORPORATIONS

Two differences exist in the accounting for owners’ equity in corporations. First, be-
cause shareholders are the owners of the corporation, this section is called share-
holders’ equity. Second, the shareholders’ equity section is divided into two subcate-
gories. One category is invested capital. It reflects the shareholders’ interest in the
firm that arises from direct contributions by the shareholders. If Harry Jacobs had
formed a corporation when he started his golf and tennis shop, for example, his ini-
tial investment would be recorded by increasing both cash and the invested capital
part of shareholders’ equity.

ASSETS = LIABILITIES + OWNERS’ EQUITY
Cash Invested capital
+$50,000 +$50,000

The other category of shareholders’ equity is retained earnings. This section
contains the effect of revenue and expense transactions on shareholders’ equity. That
is, it reflects the increase (or decrease) in the shareholders’ interest in the firm that
arose from operations since the firm'’s inception.

Consider again transaction (10) from earlier in this chapter. Inventory that was
previously purchased for $2,200 was sold, on account, for $4,000. The only change in
the analysis for a corporation is that the retained earnings component of shareholders’
equity reflects the effect of this transaction on the shareholders’ interest in the firm.

ASSETS = LIABILITIES + SHAREHOLDER’S EQUITY
Accounts  Inventory Retained earnings
receivable
+$4,000 +$4,000 (revenue)

—$2,200 —$2,200 (cost of goods sold)
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SUMMARY OF LEARNING OBJECTIVES

1.

Define the terms assets, liabilities, and owners’ equity.

Assets are valuable resources owned by a firm. They represent probable future
economic benefits. Liabilities are present obligations of a firm. They represent
probable future sacrifices of economic benefits. Owners’ equity reflects the own-
ers’ interest in the firm.

Explain why the balance sheet must balance.

The balance sheet shows two views of the same thing: the resources of the firm.
The left side of the balance sheet shows the composition of a firm’s resources
(cash, inventory, and so on). The right side shows the amount of resources sup-
plied by creditors and the amount supplied by owners. Because resources must
be supplied by either creditors or owners, the total of the left side of the balance
sheet must equal the total of the right side.

Describe revenues and expenses.

Revenues are inflows of assets (or reductions in liabilities) in exchange for pro-
viding goods and services to customers. Expenses occur when resources are con-
sumed in order to generate revenue.

Use the basic accounting equation to analyze transactions.

The basic accounting equation is

ASSETS = LIABILITIES + OWNER'S EQUITY

The financial accounting process consists of analyzing a transaction’s effect on the
elements of this equation. The equation balances for each transaction and for the
summation of all transactions.

Prepare simple balance sheets and income statements.

Balance sheets are prepared by cumulating the effect of all transactions on the el-
ements of the basic accounting equation. Income statements summarize all rev-
enue and expense transactions that took place during a period of time. The dif-
ference between revenues and expenses is net income.

Describe the relationship between the balance sheet and the income
statement.

Revenue and expense transactions affect owners’ equity. Therefore, the income
statement summarizes the impact these transactions have on the balance sheet
item owners’ equity.

Distinguish between the accrual basis and the cash basis of accounting.
The accrual basis recognizes revenues when they are earned, that is, when the
goods are delivered or the service is rendered. The cash basis recognizes revenues
when cash is received from the customer. The accrual basis recognizes expenses
when resources are consumed. The cash basis recognizes expenses when cash is
paid. The accrual basis provides a better measure of performance. GAAP requires
use of the accrual basis.

Explain the differences between the balance sheets of sole proprietor-
ships and those of corporations.

The primary difference involves owners’ equity. In sole proprietorships, only one
component of owners’ equity is used, it is referred to as capital, and it reflects the
owners’ interests that arise from both direct contributions and profitable opera-
tions. Corporations use two components: invested capital, which reflects owners’
direct contributions, and retained earnings, which show the owners’ interest that
arose from profits.
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QUESTIONS

2-1

2-2

2-6

Describe each part of the basic accounting equation. Identify one example of

each item or term in this equation and describe why it fits in that particular cat-

egory.

Using the definition of assets in this chapter, describe why each of the following

items should not be listed as an asset on the firm’s balance sheet:

Favorable location

Skilled employees

Reputation for honesty and fairness

Brand recognition in the market

Steady customers

Customers’ names, addresses, and product preferences

Executory contracts.

a. Discuss the concept of an executory contract. Why might a firm sign such a
contract?

b. How should such a contract be recorded in the firm’s financial statements?

Identify two forms of business organizations and list a major advantage and dis-

advantage of each.

Indicate whether each of the following statements concerning possible organi-

zation structures is true or false. If a statement is false, indicate why.

A sole proprietorship and its owner are legally the same entity.

The partners in a partnership are not liable for the debts of the partnership.

All partners in a partnership must agree on all decisions.

A sole proprietorship and its owner are the same entity for financial reporting.

A partnership is less risky (for the partners) than a sole proprietorship.

Two people can form a sole proprietorship.

Twenty people cannot form a partnership.

It is more expensive to form a partnership than a sole proprietorship.

Any group of people (less than five) canform a partnership by oral agree-

ment.

Indicate whether each of the following statements concerning possible organi-

zation structures is true or false. If a statement is false, indicate why it is false.

a. A corporation and its investors are legally the same entity.

b. The shareholders of a corporation are not liable for the debts of the corpo-
ration.

c. A publicly held corporation usually sends its financial statements to all of its
owners (investors).

d. A corporation is less risky (for its owners) than a partnership or sole propri-
etorship.

e. It is more expensive to form a corporation than a sole proprietorship.

f. Shareholders are taxed on the corporation’s net income.

Define accrual accounting. Contrast accrual accounting with cash basis ac-

counting.

Define an asset. Define a liability. How can one firm’s asset be another firm’s li-

ability?

Define owners’ equity. How does this differ from retained earnings? How can

one firm’s asset be another firm’s equity?

moan TR

mER e an s
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EXERCISES

2-10 Indicate the effects [(1) increase, (2) decrease, (0) no effect] on the accounting
equation from the following transactions:

Owner invested cash in the business.

Performed services for cash.

Purchased equipment by signing a note payable.

Customers paid in advance for services to be performed.

Purchased a two-year insurance policy.

Paid employees for the period’s work.

Purchased supplies on account.

Performed services referred to in part d.

Paid note from part c in full, plus interest.

Recorded depreciation adjustment.

—rE®R oo an T

Identifying Transactions: Cash Versus Accrual Method
2-11 Identify which of the following events should be reported on financial state-
ments under
1. the cash basis of accounting,
2. the accrual basis of accounting,
3. both methods, or
4. neither method.
Explain each choice.
a. Agreed (verbally) to purchase a used car from Slee-Z-Auto.
b. Paid $300 for a warranty on the used car.
c. Took the car on a test drive, found it faulty, and asked the salesperson for a
different car.
The sales manager helped choose another car.
The sales manager kindly transferred the warranty to the second vehicle.
Paid $6,500 for the vehicle.
Paid license and taxes of $275.
Bought new tires for $450 on account.
On a cold winter morning, the car failed to start.
Purchased a new battery for $65 on account.
Filed a warranty claim for the new battery.
Received $45 payment under the warranty.

mET TR M0 a

Analyzing Transactions: Cash and Accrual Bases
2-12 Use pluses and minuses (or NA for not applicable) to show how the following
events should be analyzed using the accounting equation under
1. the cash basis of accounting and
2. the accrual basis of accounting.
Signed a contract for the purchase of land.
Paid a deposit on the land purchase.
Received money in advance from a customer.
Listed land for sale with a local realtor.
Used equipment, such as a computer, in the business.
Had a computer repaired; the repair person just leaves a bill, but cannot
accept payment for the repair.
g. Paid the repair bill.

mo a0 os
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h. Provided services to customers who will not pay until next month.

i. Received compliments from customers about excellent customer ser-
vices.

j. Hired a well-trained accountant to prepare financial statements and pro-
vide financial advice. (Assume no payments have been made.)

k. Collected money from customers who have already been billed.

1. Employees worked this month, but the payroll (payment) was delayed
until the following month.

m. Failed to pay suppliers for three months because there is not enough
money in the bank.

n. Received supplies from a vendor, along with a bill.

0. Sold land under a contract for 10 future payments.

p. Collected one of the contract payments from the land sale.

Valuing Contract Terms

2-13 A professional baseball player signs a contract for next season to play for the Col-
orado Rockies. The contract includes payment terms of $7,000,000 over the
next two years. The player receives an extra “signing bonus” of $1,000,000. How
should each of these two amounts be recorded by the Rockies? Note that the
$7,000,000 is contingent on the player “making” the team.

Identifying Accounting Transactions

2-14 R & RTravel entered into the following transactions. Which of these transactions
or events should be recorded in R & R’s accounting process? Explain your an-
SWer.

a.
b.
C.

Obtained a bank loan.

Repaid a bank loan.

Signed a one-year agreement to rent office space. The first month’s rent is
paid at this time.

Signed a one-year agreement to rent office space. No cash is transferred at
this time.

Purchased office equipment on credit.

Agreed with the local newspaper to place advertising in next month’s special
travel section. No cash yet paid.

Transaction Analysis
2-15 The Western Fittings Corporation began business on July 1, 1999. The following
transactions occurred during its first six months:

1.
2.
3.

Three individuals each invested $30,000 in exchange for capital stock.

One year’s rent was paid for $12,000 on July 1.

On August 1, several pieces of property, plant, and equipment were pur-
chased for $75,000 on account.

. During the six months, clothing, boots, and accessories were purchased for

$60,000 cash.

The corporation had sales revenue of $85,000, of which $35,000 has not yet
been collected in cash.

The cost of the clothing, boots, and accessories sold in item 5 was $55,250.
Employees were paid $24,000 in wages.

The corporation paid utilities and telephone expenses of $5,000.
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Required

a. Analyze and record these transactions using the basic accounting equation.

b. Record the following adjustments for the six months ended December 31,
1999: rent expense and depreciation expense. Assume a 10-year life and zero
residual value.

c. What is the net income (loss) for the six months ended December 31, 1999?

Transaction Analysis
2-16 John Hasty opened his bakery on March 1, 1999, as a sole proprietor. The fol-
lowing transactions took place at the beginning of March:
1. Deposited $10,000 into a checking account in the name of the Hasty Bakery.
Rented a small kitchen and paid the first month’s rent of $500.
Purchased kitchen equipment for $3,000 cash.
Purchased baking ingredients for $6,000 on account.
Obtained a $2,000, 9%, one-year loan.
Obtained a one-year insurance policy on the kitchen equipment. Paid the en-
tire premium of $500.

OV MR NN

Required

a. Analyze the above transactions for March, using the basic accounting equa-
tion.

b. Record necessary adjustments: interest expense, insurance expense, and de-
preciation expense. (Assume a 60-month life and zero residual value.)

c. What additional information is needed to fully analyze Hasty Bakery results
for March?

Fill in the Blanks

2-17 Find the missing elements in the following (independent) cases:

ASSETS = LIABILITIES + SHAREHOLDERS' EQUITY
a. $100,000 $ 30,000 e

b. e $450,000 $200,000

c. $350,000 $450,000 e

d. $675,000 e $310,000

Fill in the Blanks

2-18 Ascertain the missing items (4, B, and C) in the following situation:

Assets, January 1 $10,000
Assets, December 31 $14,000
Liabilities, January 1 A
Liabilities, December 31 $ 7,000
Owners’ equity, January 1 $ 8,000
Owners’ equity, December 31 B
Owners’ contributions 0
Owners’ withdrawals

C
Net income $ 2,000
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Transaction Analysis

2-19 Record the following business transactions in the basic accounting equation.
Use column headings for Cash, Accounts Receivable, Land, Accounts Payable,
Unearned revenue, Notes Payable, Invested Capital, and Retained Earnings.

a.

b.
C.

mE® e e

Three individuals each invested $70,000 in a newly formed corporation in ex-
change for capital stock.

Paid $12,500 for land.

Performed services for customers, all on account; billed the customers
$24,300.

Received a utility bill for $850 and immediately paid it.

Received $11,200 for services not yet performed.

Received a telephone bill for $650, but did not pay it yet.

Borrowed $34,000 cash from a bank and signed the loan documents.
Received $10,000 from customers on account.

Performed the services described in part e.

PROBLEMS

Transaction Analysis: Income Statement and

Balance Sheet Effects
2-20 Identify the effects of the following events on the first year’s income statement
and balance sheet:

a.

b.

A company paid a $2,000 bill for a fire insurance policy that covers the cur-
rent year and the next year.

A company purchased a trash compactor for $200 that has an expected life
of five years. What are the balance sheet effects of treating the $200 as an ex-
pense this year versus the effects of depreciating the trash compactor over
five years? What are the effects on net income?

Two attorneys, working together under a corporate structure, decide that a
ski chalet at Vail is necessary to entertain current and prospective clients. At
the same time, they are considering the addition of a third attorney as an-
other owner of their company. This third attorney has a ski chalet that she
purchased five years ago for $120,000. Its current market value is $200,000.
How should the ski chalet be reflected on the corporation’s financial state-
ments, assuming that the new attorney is hired and the ski chalet is trans-
ferred to the corporation?

Transaction Analysis

2-21 Jane Goodrum established a sole proprietorship to sell and service personal
computers. Use the balance sheet equation to analyze the effects of the follow-
ing transactions:

a.
b.

Invested $50,000 in the business.

Purchased a four-wheel drive pickup truck for $22,000 (on account) that will
be used in the business.

The truck’s fuel and repair annual costs were $1,750 (paid in cash).

Shortly after buying the truck, it proved to be a “lemon” and Jane pushed it
over a cliff! Explain to Jane how the loss of this truck affects her balance
sheet. If Jane had not ever paid for the truck, who is responsible for the loss
of the truck?
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Transaction Analysis: Accrual Adjustments

2-22 The accounting firm Seaver & Co. prepares its own financial statements at the
end of each year. Based on the following information, prepare any adjustments
that are needed for the accounting records as of December 31, 1999 in terms of
the basic accounting equation.

a. As of December 31, Seaver & Co. has rendered $20,500 worth of services to
clients for which they have not yet billed the client and for which they have
not made any accounting entry.

b. Seaver & Co. owns equipment (computers and so on) having an original cost
of $12,000. The equipment has an expected life of six years.

c. On January 1, 1999, Seaver borrowed $15,000. Both principal and interest
are due on December 31, 2000. The interest rate is 11%.

d. On January 1, 1999, Seaver rented storage space for three years. The entire
three-year charge of $15,000 was paid at this time. Seaver (correctly) created
a prepaid rent account in the amount of $15,000.

e. As of December 31, workers have earned $10,200 in wages that are unpaid
and unrecorded.

Transaction Analysis: Preparing Financial Statements
2-23 The following account balances are shown on November 30, 1999, for the
Clever Bookstore:

Cash $ 8,000 Accounts payable  $ 4,000
Accounts receivable 9,000  Sdlaries payable 2,000
Inventory 60,000  Notes payable 35,000
Supplies 3,000 J. Clever, capital 39,000
Total $80,000 Total $80,000

The following transactions occurred during December.

1. Paid workers the $2,000 owed them on November 30.

2. Made sales totaling $40,000. Half of the sales were for cash. The other half
were on account. The cost of goods sold was $25,000.

Purchased inventory on account, $15,000.

Collected in cash $22,000 of receivables.

Used supplies totaling $800.

Paid accounts payable of $12,000.

Paid all December’s interest on the note payable in the amount of $300.

NV R W

Required

a. Analyze all transactions using the basic accounting equation. Begin your anal-
ysis by entering the November 30 account balances into a worksheet. Then
enter each of the transactions above into your worksheet.

b. Prepare a balance sheet as of December 31, 1999.

c. Prepare an income statement for the month ended December 31, 1999.

Transaction Analysis: Preparing Financial Statements
2-24 Susan’s Sweets, a candy shop, opened on January 1, 1999, with the following
transactions:
1.Susan deposited $100,000 in cash on January 1, 1999, and began business as
a sole proprietorship.
2.Susan transferred a rental agreement for commercial premises to the candy
shop. She personally had paid $20,000 rent for the next six months on De-
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cember 31 of the prior year, and now transferred all rights under the six-
month agreement. This agreement is renewable for another six months on
July 1. (Note: Increase owners’ equity capital account.)
3.Susan purchased candy and other “sweetments” at a cost of $40,000 in cash.
4.Susan purchased store fixtures at a cost of $15,000, paying $5,000 in cash
and the balance on account. These store fixtures have a useful life of five
years, with no expected salvage value.
5.The six-month rental agreement expired. She renewed it for another six
months and paid $20,000.
6.During the first year of operations, Susan’s sales totaled $132,000 on ac-
count.
7. Collections from customers totaled $130,500.
8.During the first year, her other operating expenses were $37,300 on account.
In addition, she received “salaries” of $10,000, which were really a with-
drawal or drawing.
9.At the end of the first year, Susan’s Sweets had $2,000 of inventory.
10.Record depreciation for the first year.
11.Record the adjustment to prepaid rent.

Required

a. Use the basic accounting equation to show the effects of the transactions and

any necessary accruals during Susan’s first year of business.

b. Based on that analysis, prepare a balance sheet and an income statement for

the first year.

Transaction Analysis: Preparing Financial Statements
2-25 Susan’s Shoe Shop opened on January 1. The following transactions took place
during the first month:

1.Deposited $30,000 in the firm’s checking account.

2.Purchased shoes, boots, socks, and other inventory for $45,000 on account.

3.Purchased display shelving, chairs, and other fixtures for $10,000 cash and
$40,000 on account. Assume a useful life of five years.

4.Obtained $20,000 and signed a three-year, $20,000 bank loan at 8% annual in-
terest.

5.Had sales revenue during January of $75,000. Of this amount, $25,000 was
received in cash and the balance was on account.

6.The cost of the merchandise sold in item 5 was $32,000.

7.Paid $10,000 to each of two different creditors.

8.Signed an application for a one-year insurance policy and paid the year’s pre-
mium of $2,400.

9.Paid three employees a monthly salary of $2,000 each.

10.Collected $35,000 from (accounts receivable) customers.

Required

a. Analyze these transactions, including any appropriate adjustments, using the
basic accounting equation.

b. Prepare a simple income statement for the firm.

c. Identify any significant missing elements in your income statement.

d. Prepare a simple balance sheet for Susan’s Shoe Shop.
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Fill in the Blanks
2-26 Ascertain the missing items (4-I) in the following independent situations. (Note:
You do not have to find the answers in any particular sequence.)

1 2 3
Assets, January 1 $ 5,000 E |
Assets, December 31 $ 8,000 F $ 9,000
Liabilities, January 1 A $ 2,000 $ 3,000
Liabilities, December 31 $ 3,000 $ 2,200 J
Owners’ equity, January 1 $ 3,000 $ 4,000
Owners’ equity, Decemger 31 B $ 4,800 $ 7,000
Revenues $20,000 $15,000 L
Expenses $18,500 G $20,000
Contributions by owners $ 1,000 H $ 1,000
Withdrawals by owners C 1,200 $ 3,000
Net income D 2,000 $ 5,000

Note: The solutions for Situation 1 are shown below:

January 1: Assets = Liabilities + Owners’ equity
$5,000 = (A) + $3,000
$5000 = $2,000 + $3,000

December 31: Assets = Liabilities + Owners’ equity
$8,000 = $3,000 + (B)
$8000 = $3,000 + $5,000
Revenues — Expenses Net Income

$20.000 — $1B.500 — Net income
$20,000 — $18.500 — $1,500

Beginning owners’ equity + Contributions by owners — Withdrawals by owners +
Net Income = Ending owners’ equity

$3,000 + $1,000 — (C) +$1,500 = $5,000
$3,000 + $1,000 — $500 + $1,500 = $5,000

Fill in the Blanks

2-27 Ascertain the missing items (4-L) in the following independent situations. (Note:
You do not have to find the answers in any particular sequence. See the previ-
ous assignment for an explanation of how to find these missing items.)

1 2 3
Assets, January 1 $12,000 E /
Assets, December 31 $ 9,000 F $ 9,500
Liabilities, January 1 A $ 5,000 $ 3,200
Liabilities, December 31 $ 7,500 $ 5,200
Owners’ equity, January 1 $ 7,500 $ 3,200 K
Owners’ equity, December 31 B $ 5,300 $ 8,000
Revenues $25,000 $12,000 L
Expenses $16,200 G $22,000
Contributions by owners $ 2,000 H $ 2,000
Withdrawals by owners C $ 1,200 $ 3,500
Net income D $ 3,000 $ 4,000

Analyzing Investment Alternatives

2-28 Assume that you inherit $10,000, which according to the terms of the bequest
must be invested in a single company. After much research, you find two attrac-
tive alternatives: The Salt Company and The Pepper Company.
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Required

a.

On the basis of the following limited information, which of the following
would you prefer (M = millions of dollars)?

Salt Co. Pepper Co.
Total assets $40M $25M
Net income $4M $4M
. If you then find the following additional information about each company’s
liabilities, which company would you prefer? Why?
Salt Co. Pepper Co.
Total liabilities $20M $23M
. If you then read a newspaper article predicting each firm’s future income
prospects, which firm is now preferable? Why?
Salt Co. Pepper Co.
Next year's predicted net income ~ $1M $10M
. Write a short memo describing any additional information that you might

find helpful in making an investment in either of the two companies.

Recording Transactions Using Cash and Accrual Methods
2-29 Use a balance sheet equation to show how each of the following events would
be treated under

1.

the cash basis of accounting and

2. the accrual basis of accounting.

a. Ordered airline tickets, hotel accommodations, and tour guidance from

Hugo’s U-Go Travel at a cost of $5,000.

Changed the airline reservation.

Paid a $35 fee to a travel advisor.

Paid $2,000 for the airline tickets, room, and tour.

Arrived at the hotel and checked in.

Found the room to be next to the hotel laundry and facing the noisy load-

ing zone. Furthermore, the room only had two cheap radios and no tele-

vision! Asked the hotel manager for a more suitable room.

g. Tipped the bellhop $5 after luggage was moved to an upgraded room.

h. Charged $257 for meals and telephone calls during the week.

i. Upon checking out of the hotel at the end of the week, found a $40 per
day (for five days) upgrade charge on the hotel bill.

j. Paid for the meals and phone charges on the hotel bill, but denied re-
sponsibility for the upgrade charges.

k. The hotel manager insisted that the upgrade charges were not covered by
the prepaid vouchers from Hugo’s, and they would be charged to the Visa
credit card account number on file with the hotel.

1. Took vacation film to a photo shop for developing. Charges for develop-
ing and printing this film were expected to be $45, not yet paid.

m. Paid the $45 two weeks later.

mo a0

Transaction Analysis

2-30 Use the accounting equation to analyze the effects of the following events. As-
sume that the beginning balances are zero. Prepare an income statement and
balance sheet after recording each transaction.
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Sugar Loaf Enterprises bought inventory for resale at a cost of $350,000 on
account.

Half the inventory was sold to customers for $525,000, all on account.
Customers paid $200,000 on account.

A particularly interested customer paid $10,000 in advance to reserve an es-
pecially desirable item.

The item was shipped at an invoiced charge of $2,500 more than the deposit.
The inventory cost was $6,000.

The customer paid the $2,500 invoice, after reducing the invoice by the $55
freight cost, which, in the customer’s opinion, should have been waived be-
cause of the $10,000 advance payment.

Transaction Analysis: Simple Interest
2-31 Identify the effects of the following events on the income statement and the bal-
ance sheet for each year:

a.

Sunshine House borrowed $20,000 at 5% interest per annum.

b. Interest for the first year was accrued, but not paid.
C.
d. At the end of the second year, the loan was repaid, plus the second year’s in-

Two months into the next year, the interest was paid for the first year.

terest.

Transaction Analysis: Simple Interest
2-32 Heidi’s Golf and Swim Club borrowed $500,000 at 12% per annum.

Required

a.

caen T

Calculate Heidi’s expected monthly and annual interest expense.

Show the effect of the $500,000 loan on Heidi’s accounting equation.
Show the effects of the first and second months’ interest accruals.

Show the effects of Heidi’s payment of two months’ interest.

Show the effects of the interest accruals for the remainder of the first year.

Transaction Analysis: Liabilities and Interest Accruals
2-33 John’s Anti-Mediation League (JAML), a sole proprietorship, engaged in the fol-
lowing transactions in 1999:

1. On January 1, JAML borrowed $100,000 at 6% per year with interest due
quarterly.

2. JAML paid a $1,000 kickback to a good friend who helped obtain the loan.

3. JAML had not yet paid any interest after the loan had been in effect for three
months.

4. On June 30, JAML paid the interest due.

5. On July 1, JAML renegotiated the terms of the loan, which increased the in-
terest rate to 9% per year.

6. At the end of September, John paid the interest on the loan from his personal
account.

7. At the end of December, JAML accrued the interest due.

8. On January 1, 2000, JAML paid the interest due to the lender and to John’s
personal account.

Required

Record these transactions, using the accounting equation.

59
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Transaction Analysis: Liabilities and Interest Accruals
2-34 Sharon’s Affairs and Parties (SAAP), a sole proprietorship, engaged in the fol-
lowing transactions in 1999:
1. SAAP borrowed $150,000 at 10% per year to begin operations.
SAAP accrued the first month’s interest on the loan.
SAAP accrued the second month’s interest.
SAAP paid the interest due.
Sharon loaned SAAP $10,000 at 24% interest per year.
SAAP accrued interest for the next month on both loans.
SAAP paid the accrued interest.
SAAP repaid Sharon’s loan, along with a loan “cancellation” fee of $2,500.
9. SAAP accrued interest for the next month.
10. SAAP repaid the original loan, along with the accrued interest.

PN AV RSN

Required

Record these transactions, using the accounting equation.

Transaction Analysis: Describing Underlying Events
2-35 Shown below are several transactions recorded by Beth’s coffee shop, The Bitter

Bean (TBB):
ASSETS = LIABILITIES + OWNER'S EQUITY
a. Cash, +$30,000 Capital, +$30,00
b. Inventory, +$12,000 Accounts payable,
+$12,000
c. Cash, —$3,000 Loans, —$3,000
d. Loans, —$27,000 Capital, +$27,000
e.  Accounts receivable, Revenue, +$10,000
+$10,000
f. Inventory, —$3,000 Cost of goods sold,
—$3,000
g Cash, +$8,000
Accounts receivable,
—$8,000
h. Accounts payable, Operating expenses,
+$30,000 —$30,000
Required

For each transaction, describe the event or activity that occurred. For example:
Answer: The firm borrowed $20,000.

Transaction Analysis: Describing Underlying Events
2-36 Following are several transactions recorded by Bruce’s tea shop, The Better Leaf
(TBL):
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ASSETS = LIABILITIES + OWNER'’S EQUITY
a. Cash, +$50,000 Capital, +$50,000
b. Inventory, +$22,000 Accounts payable,
+$22,000
c. Cash, +$3,000 Loans, +$3,000
d. Loans, —$23,000 Capital, +$23,000
e.  Accounts receivable, Revenue, + $32,000
+$32,000
f.  Inventory, —$13,000 Cost of goods sold,
—$13,000

g Cash, +$28,000,
Accounts receivable,
—$28,000

h.  Inventory, +$30,000 Loans, +$30,000

Required
For each transaction, describe the event or activity that occurred. For example:
Answer: The firm borrowed $20,000.

Analyzing Effects of Cash and Accrual Accounting

2-37 Assume that you are auditing a small bank that uses the cash basis of accounting
to record interest on its customers’ accounts and uses the accrual basis of ac-
counting for interest earned on its investments.

a. If most of the bank’s investments were earning daily interest, while most of
the bank’s customers had their money invested in five-year certificates of de-
posit, do you think that the income reported by the bank represents a fair or
useful measure of accomplishment? Why?

b. Reconsider your prior answer. What if you find out that most of the five-year
certificates of deposit had just been issued? What if you find out that the
bank issued and redeemed the same number of five-year certificates every
month? How do the issues of timing or renewal cycles affect your view of
this situation?

Analyzing Transactions: Effects of Missing Information
2-38 Answer each of the following independent questions:

a. Dennis Company has assets of $125,000 and owners’ equity of $40,000. What
are its liabilities? If these liabilities include an outstanding mortgage of $60,000,
identify some of the other liabilities that Dennis Company might have.

b. Bruce Company has assets of $300,000 and liabilities of $110,000. Suppose
that the original owners invested $200,000 in this business. What might ac-
count for the difference between the original investment and the current bal-
ance in owners’ equity?

c. Pieter Company has liabilities of $400,000 and owners’ equity of $155,000.
What are its assets? Suppose that Pieter has conducted an appraisal and has
found that its assets are valued at $1,000,000. How can such a difference
occur?

d. Elizabeth Company has assets of $500,000 and liabilities of $600,000. What
conclusions can you draw about this firm?
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Writing

Identifying Accounting Transactions

2-39 Refer to the T-shirt business first described in Chapter 1, “Financial Accounting
and Its Environment.”The firm now has a small store near the football stadium to
display and sell various sporting goods. During the first week that the shop is
open, the following events occur. Should they be recorded in the financial state-
ments of the firm? Why or why not?

a. A famous football player gives a signed football to the store owner’s
daughter.

b. The firm received a bill from the Public Service Co. for gas and electricity
used by the prior tenants in the store.

c. The owner bought three lottery tickets for $6.

d. One of the three lottery tickets won $150. (In this case, assume that you did
not originally record the purchase of the tickets and that the owner did not
want to record the winnings.)

e. The owner learned that the Super Bowl will be held at the nearby stadium in
three years.

Cash Versus Accrual Accounting

2-40 Suppose thatTina’s Frame Shop is anticipating applying for a bank loan in the near
future. Although Tina’s has been using accrual accounting, the bookkeeper sug-
gests that the firm switch to a cash basis in order to improve its financial picture.

Required

a. Assuming that the bank requires financial statements on a cash basis, what
actions could the bookkeeper and the firm take to report more favorable re-
sults under the cash basis?

b. How might the bank react when it compares any of Tina’s earlier statements
under the accrual method with statements that are much more favorable un-
der the cash basis?

c. IsTina’s auditor obligated to provide both sets of statements to the bank and
explain any differences? Why?

d. Now assume that the bank permits either cash or accrual accounting. Is it
ethical forTina’s to try to “fool” the bank with statements prepared using the
most favorable accounting procedures? Why?

e. If you were Tina’s bookkeeper, would you expect to be fired if you gave the
bank both sets of financial statements? How would this possibility change
your views?

Conceptual Discussion: Objectivity

2-41 Financial statements, and the underlying accounting processes, rely on many
subjective estimates. Review the sample transactions described in this chapter
and indicate which of them are objective. Which are subjective? Which could be
more objective if additional information was available? Why?

Essay: Measuring Liabilities

2-42 Write a one- to two-paragraph essay assessing the following statement:
Liabilities must be precisely measured because the firm needs to know how
much is owed to its creditors. If such amounts are not precisely known, the firm
risks bankruptcy or other liquidity crises whenever the actual liabilities may
have been underestimated.



Writing

Critical Thinking

Critical Thinking

Basic Concepts of Financial Accounting

Essay: Asset Valuation

2-43 Write a one- to two-paragraph essay defending the following statement:
Assets need not be objectively measured and valued because they can be sold at
any time. If the firm feels that asset values are going to decline, it can avoid any
potential losses merely by selling the assets before they decline.

Conceptual Discussion: Effects of Overstating Expenses

2-44 Consider a situation in which you learn that your employer’s accounting staff
has consistently overestimated the firm’s expenses (such as depreciation or bad
debts). As a manager in the firm, what action could you take in response to this
knowledge? Why?

Conceptual Discussion: Contracts
2-45 Often, when a highly-regarded athlete joins a new team, his/her contract is
recorded at a value well beyond the payments due in the first year.

a. Since a person cannot be owned, how can an athlete’s contract be recorded
in the team’s financial statements?

b. What measurement rules might apply to the valuation of such athletic con-
tracts? When should this contract be recorded by the team? When has either
party actually performed (executed) its part of the contract?

c. How do you think accountants might handle the uncertainties associated
with the length of a player’s career, possible injuries, trades, and so on?

d. How would the existence of guarantees in the contract affect your view of
these uncertainties?

Identifying Unusual Transactions and Events

2-46 As the staff accountant for Gil’s Plumbing, you notice that a $1,000 check is
drawn (payable to “Cash”) on the third Monday of each month and is charged to
miscellaneous expenses. You also notice that a sleazy character with a canvas
bag comes into the office on the third Tuesday of each month for a 30-second
meeting with Gil. After inquiring about what the $1,000 check is for and to
which account it might more properly be charged, Gil suggests that you should
“mind your own business” and just record the expenses where you are told.

Required

What would you guess is really happening in this situation?

Is the $1,000 properly recorded in Gil’s accounts? Why?

Is this a personal transaction or a business transaction?

Since Gil is the sole owner of the plumbing business, can he do whatever he
wants with his money? How would this situation differ if Gil were merely
the manager who was making these payments without the owner’s knowl-
edge? What should you do in this case? Why?

anpoe

Overstating Expenses

2-47 In 1999, Woolies, Inc. reported some accounting irregularities. Although its
yearly results were accurate, Woolies initially reported interim results that were
incorrect. An investigation into this matter determined that senior management
created an environment that prompted the inaccurate reporting. Senior man-
agement placed great emphasis on never reporting a quarterly loss. The ac-
counting staff was encouraged to be creative in meeting this goal!
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One way in which reporting a quarterly loss might be avoided is by recog-
nizing revenues prior to shipment. At the end of any quarter, a corporation will
have a variety of unfilled orders. By “booking” these orders during the adjust-
ment process, reported quarterly net income could be increased. Of course,
when these shipments are actually made, the next quarter’s net income will re-
quire some form of adjustment.

Imagine that you work for a large corporation whose senior managers are
quite intent on never reporting a quarterly loss. Assume that you supervise the
quarterly adjustment process. What would you do if the chief executive officer
and the chief financial officer instructed you to recognize some unfilled orders
as sales revenues for the current quarter?

Infernet Creating Accounting Equations

2-48 Select two of the following companies (your instructor might specify which
two) and locate the most recent set of financial statements. You may use either
the 10-K available at EDGAR (www.sec.gov/edgarhp.htm) or the annual re-
port available at the company page on the Web. The annual report is usually lo-
cated in the Investor Information section.

Corporation WWW Page Location
Xerox WWW.Xerox.com
Ben & Jerry’s www.benilerr .com
Lewis Galoob Toys www.galoob.com
Microsoft www.microsoft.com (go to index)
Compaq www.compag.com (go fo overview)
Eli Lilly www.lilly.com
Required

a. Obtain the following information for each corporation: Total Assets, Total Li-
abilities, Total Shareholders’ Equity, Net Income.
b. Verify the accounting equation for each corporation.

Internet Finding Balance Sheet Information

2-49 A major asset for most companies is facilities. Use the SEC’s EDGAR corporate
database (www.sec.gov/edaux/searches.htm.) to locate the 10-K for Rock-
well International dated September 30, 1995, and filed on December 21, 1995.

Required

a. Locate and read Item 2, properties (pp. 7-8). For the United States, Europe,
South America, and Canada, identify the types of operations for which facili-
ties are maintained.

b. Scroll down to the Balance Sheet. Net Property, Plant, and Equipment repre-
sents what percentage of total assets on September 30, 1995?

Internet Identifying Core Activities

2-50 This assignment is based on a report by the Jenkins Committee. The Jenkins
Committee was formed to analyze users’ needs in financial reporting and to sug-
gest improvements in financial reporting, keeping in mind these needs.
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Required
a. Locate Chapter Six of the Jenkins Committee report (located at www.

rutgers.edu/Accounting/raw/aicpa/business/chap6.htm), and scroll
down to Recommendation 4. How does the Committee define the core activ-
ities of a firm?

b. List the core activities for the following corporations:

Corporation WWW Page Location
Kodak www.kodak.com
Ryder www.ryder.inter.net

Rockwell International www.rockwell.com
Rohm and Haas Company www.rohmhaas.com
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The Income Statement

LEARNING OBJECTIVES

Explain when to recognize revenues.

Explain when to recognize expenses.

Interpret the components of the income statement.

Analyze income statement information using various ratios.

Describe the effects that reported earnings have on managers’ wealth and,
consequently, on their accounting policy decisions.

AWM =

INTRODUCTION

The income statement summarizes the results of a firm’s operations for a period of
time. Four major types of items appear on income statements: revenues, €expenses,
gains, and losses.

Revenues are inflows of assets (or reductions in liabilities) that result from pro-
viding goods and services to customers; they arise from a firm’s ongoing operations.
Sales of inventory to customers, for example, generate assets (cash or accounts re-
ceivable) and constitute revenues. Expenses arise from consuming resources in order
to generate revenues. The cost of inventory sold to customers illustrates an expense.

Gains, as with revenues, increase assets or decrease liabilities, yet they arise from
activities that are not central to a firm’s major operations. For example, a gain would
result from selling land for more than its carrying (book) value. Losses are similar to
expenses in that they decrease assets or increase liabilities, but they are not central to
a firm’s major activities. The sale of land at an amount less than its carrying value
would result in a loss.

AN ILLUSTRATED INCOME STATEMENT

Exhibit 4-1 contains the 1997 income statement for Altron Incorporated, a manufac-
turer of component parts used in advanced electronics equipment. The income state-
ment is for the year ended January 3, 1998. Although most firms use a calendar year-
end of December 31, Altron uses a 52-week year and prepares its financial statements
as of the Saturday closest to December 31. A 52-week year enhances comparisons
across quarterly reports because each quarter will have 13 weeks. Some firms use a
natural year-end instead of a calendar year-end. That is, the financial statements are
prepared shortly after the firm’s busy season. Wal-Mart, for example, prepares its
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EXHIBIT 4-1 Multiple Step Income Statement

Aliron Incorporated
Income Statement
For the Year Ended January 3, 1998
(Dollars in thousands)

Net sales $172,428
Cost of sales 134,373
Gross profit 38,055
Selling, general and administrative expenses 14,844
Income ?rom operations 23,211
Other income 1,503
Inferest expense 31
Income before provision for income taxes 24,683
Provision for income taxes 10,016
Net income $ 14,667

annual financial statements on January 31, which is a good fiscal year-end for them be-
cause December is their busiest time of year. By the end of January, Wal-Mart has com-
pleted its busy season; it has made any exchanges or refunds, and its inventory levels
are probably rather low. This is a good time to tally results.

Altron’s income statement, similar to the income statements of many corpora-
tions, is highly condensed. It contains two revenue items, four expense items, and no
gains or losses. However, Altron almost certainly did experience gains and losses, but
their relative sizes were probably so small that they were combined with other items
on the income statement. This is an application of the materiality principle, which
states that separate disclosure is not required if an item is so small that knowledge of
it would not affect the decision of a reasonable financial statement reader. This prin-
ciple can actually improve the usefulness of financial statements by eliminating the
disclosure of inconsequential items, which helps analysts concentrate on items of im-
portance.

The major revenue line on Altron’s income statement is labeled Net sales. Note
that the terms sales and revenue are used interchangeably by many firms, while the
term net implies that certain items have been deducted from the gross (or full) sales
price. For example, most firms allow their customers to return merchandise within a
specified period, and customers are usually offered a full refund upon returning the
merchandise. The original sales amount is included in gross sales. The refund amount
is termed a sales return, and it is subtracted from gross sales in calculating net sales.
Even if the term net is omitted, reported sales on the income statement are usually net
sales.

Cost of sales is often referred to as cost of goods sold. It reflects the cost to Al-
tron of the goods sold to its customers. The difference between sales and cost of goods
sold is called gross profit or gross margin.

Altron has elected to combine selling, general, and administrative expenses, al-
though some companies report separate figures. Selling expenses include advertis-
ing costs, commissions to salespersons, depreciation of equipment used in the selling
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function, and a number of other items. General and administrative expenses con-
sist of senior managers’ salaries, accounting and auditing costs, insurance, deprecia-
tion of administrative offices, and so on.

Operating income equals sales minus all costs and expenses incurred by normal
operations. Operating income is a primary indicator of how well a firm has managed
its operations and, as you will see, serves as a basis for comparing firms within the
same industry.

Altron’s income statement contains several other items. Other income can arise
from a variety of sources, such as interest on investments. Interest expense reflects
the firm'’s cost of borrowing money from creditors. Income taxes are imposed by the
federal government, state and local governments, and foreign jurisdictions. Neither in-
terest nor income taxes directly relate to a firm’s operations. For example, interest ex-
pense is largely a function of how much the firm has borrowed to finance its opera-
tions. Differences in interest expense between firms are determined primarily by
choices the firms have made in financing their businesses. Some firms elect to borrow
heavily, which results in large interest charges. Other firms rely on investments by
owners; Interest charges are not paid on these funds and, because of this, interest ex-
pense is deducted after operating income is calculated.

The bottom line of the income statement is called net income, earnings, or
profit. Although interest and income tax expenses do not affect operating income,
they are appropriate deductions in the calculation of overall profitability. Because net
income reflects the increase in net assets from all profit-oriented activities, it is the fo-
cus of much scrutiny by analysts, investors, and other financial statement readers.

Keep in mind the difference between revenue and profit. Revenue refers to the
total inflow of assets (or reduction in liabilities) from customers. Profit is the net in-
crease in a firm’s recorded wealth after deducting expenses from revenue.

Altron’s income statement presented in Exhibit 4-1 is in the multiple-step for-
mat. Multiple-step income statements calculate certain subtotals for the reader. Al-
tron’s statement contains subtotals for gross profit and operating income. In contrast,
income statements using the single-step format summarize all revenues in one sec-
tion and all expenses in another. Exhibit 4-2 illustrates a single-step income statement.
Whereas the single-step approach is simpler, the multiple-step approach provides
more information.

USES OF THE INCOME STATEMENT

A major purpose of the income statement is to show a firm’s profitability, yet it also
provides a number of additional performance measures. Revenue, for example, is a
key measure of growth that reflects a firm’s success in expanding its market. Addi-
tionally, comparisons of expense numbers from year to year indicate a firm’s success
in controlling costs. As previously mentioned, operating income measures managers’
performance in conducting a firm’s operations.

Income statement information provides the basis for a variety of decisions. Be-
cause earnings underlie a firm’s ability to generate cash flows for dividends and
growth, equity investors are interested in the income statement. Lenders are also in-
terested in the income statement because a firm'’s ability to pay principal and interest
in a timely manner ultimately depends on its profitability.

A firm’s management can use income statement information to make a variety of
decisions. For example, managers must constantly evaluate the prices they set for the
firm’s products and services. Pricing affects both profitability and growth. The income
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EXHIBIT 4-2  Single-Step Income Statement

Aliron Incorporated
Income Statement
For the Year Ended January 3, 1998
(Dollars in thousands)

Revenues
Net sales $172,428
Other income 1,503
$173,931
Expenses
Cost of sales 134,373
Selling, general and administrative expenses 14,844
Inferest expense 31
Provision E)r income taxes 10,016
159,264
Net income $ 14,667

statement tells managers and investors how well the firm’s pricing strategy has ac-
complished stated objectives.

Corporations always strive to reduce the costs of their operations, and the income
statement can also measure the success of cost-cutting initiatives. However, cost-
cutting, such as employee layoffs, do not ensure increased profitability. Apple Com-
puter Inc. cut thousands of jobs in 1996 and 1997, yet continued to post losses. Con-
tinued competition from industry rivals and the loss of human talent are issues that
must also be addressed.

As a final illustration, managers often use the income statement when setting div-
idends. Net income is a primary measure of a firm’s ability to pay dividends. In fact,
some firms set a dividend target equal to a certain percentage of net income.

REVENUE RECOGNITION

A firm’s earnings process often takes place over an extended period of time. A manu-
facturer’s typical earnings process, which is depicted in Exhibit 4-3, entails purchas-
ing raw materials, manufacturing, storing and selling the finished product, and col-
lecting cash from the customer. The manufacturer creates value through all these
steps, but for accounting purposes, firms usually select a discrete point in time to rec-
ognize (record) revenue.

General Rule
The revenue recognition principle states that revenue should be recognized in the
accounting records when

1. the earnings process is substantially complete, and
2. the amount to be collected is reasonably determinable.
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EXHIBIT 4-3  Time Line of a Manufacturer’s Earnings Process

Purchase Manufacture Store Sell Collect
Raw Material Product Product Product Cash

The first criterion prevents the recognition of revenue before a firm has fulfilled its
obligation to the customer. The second criterion indicates that the sales price has been
set and that the customer will probably pay the amount due. Both criteria ensure that
revenue is not recognized prematurely. If revenue is recognized too soon, the income
statement will indicate that the firm has accomplished activities that it has not, which
would mislead financial statement users.

In most situations, these criteria are met at the point of sale, that is, when a prod-
uct is delivered or a service is rendered to a customer. Even if payment is not imme-
diately received, a claim to cash (an account receivable) has been obtained, and rev-
enue recognition is proper.

Two additional comments need to be made about revenue recognition at the
point of sale. First, many sellers guarantee their products’ performance for a period of
time. If a product malfunctions, the seller is obligated to incur the cost of correcting
the problem. Does the existence of such a warranty indicate that the earnings process
is not substantially complete at the time of sale? No, it does not. For most sellers, the
warranty cost is relatively minor. Thus, the earnings process is substantially complete
at the time of sale. Chapter 8, “Accounts Payable, Commitments, Contingencies, and
Risks,” discusses warranty costs in more depth.

Second, when accounts receivable are obtained at the point of sale, can we be
certain that cash will ultimately be collected? In most cases, absolute assurance can-
not be obtained, but if the seller has done a good job of checking customers’ credit his-
tories, a reasonable estimate of worthless accounts receivable can be made. This esti-
mate is used to adjust both the income statement and the balance sheet. Chapter 6,
“Current Assets,” discusses this issue in more detail.

Exceptions

A number of exceptions exist to the general rule of thumb that revenue is recognized
at the point of sale. One exception deals with the collectibility of receivables. If the
seller is highly uncertain about the collectibility of a receivable, revenue recognition
should be delayed beyond the point of sale to the point when cash is actually col-
lected. This approach is sometimes used in the real estate industry.

Another exception deals with long-term construction contracts (for bridges, high-
ways, and so on). These projects can take several years to complete. If revenue recog-
nition is delayed until the earnings process is substantially complete, no revenue is
recognized in any contract year except the final one, at which point all the revenue is
recognized. Such an uneven pattern of revenue recognition would contrast with the
actual earnings process, which takes place throughout the life of the contract. Ac-
cordingly, if (1) a binding contract exists between the buyer and the seller and (2) the
seller can reasonably estimate the costs to complete the project, then revenue, the 