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This book is dedicated to our students, whose questions have so frequently caused us to
reevaluate our method of presentation that they have, in fact, become major

contributors to the development of this text.
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NOTE FROM AUTHORS

Over the past 17 years, major changes in accounting education have impacted the way most col-
lege and university professors teach introductory accounting. We are gratified that our concepts
approach has been so effective that it has become a market leader in the change movement.

How have we become market leaders?

We look at ourselves as innovative traditionalists. We don't aim to radically transform account-
ing education, but to make it more effective. With the concepts approach, students follow a
different path toward the accomplishment of a conventional set of learning objectives. However,
the path is easier to walk and students complete the journey with a far greater understanding
of accounting.

In contrast to traditional textbooks, this is a concepts-based approach that focuses on the
big picture. Details are presented after a conceptual foundation has been established. This
approach enables students to understand rather than memorize. What do we mean by a concepts-
based textbook? We mean the text stresses the relationships between business events and
financial statements. The primary objective is to develop students who can explain how business
events affect the income statement, balance sheet, and statement of cash flows. Do assets
increase, decrease or remain unchanged? What effect does each event have on liabilities, equity,
revenue, expense, gains, losses, net income, and dividends? Furthermore, how does the event
affect cash flows? The focus is on learning how business events affect financial statements.

Implementing the concepts approach is surprisingly simple.
Instead of teaching students to record transactions in journals or T-accounts, teach them to
record transactions directly into financial statements. While this shift is easy for instructors, it
represents a dramatic improvement in how students have traditionally studied accounting. Making
a direct connection between business events and financial statements encourages students to
analyze conceptual relationships rather than memorize procedures.

This text helps teachers move from the traditional educational paradigm more easily than you
might imagine. The content focuses on essential concepts, reducing the amount of material you
must cover, and giving you more time to work on skill development. The Instructor’'s Resource
Manual provides step-by-step instructions for implementing innovative teaching methods such
as active learning and group dynamics. It offers enticing short discovery learning cases which
provide class-opening experiences that effectively stimulate student interest and help develop
critical thinking skills.

But don’t take our word for it.

With over 200 colleges and universities successfully making the change to the concepts
approach, we feel confident you will experience the same success as many of your colleagues.
We would like to thank all of those who have been supportive of our teaching philosophy, and we
highly encourage you to contact the author team or your local McGraw-Hill/lrwin representative
to learn more about our texts.

Tom Edmonds e Phil Olds ¢ Frances McNair ¢ Bor-Yi Tsay

"

“l would say it is a positive, new approach to teaching an old subject.
Frank Bagan, County College of Morris

“l couldn’t recommend this text too highly to any of my colleagues.
It literally puts the ‘sizzle’ back into the teaching process!”

Michael R. Dodge, Coastal Carolina Community College

“l heartily applaud

the authors’ goal of
providing students
with a concepts-based
approach rather than a
strictly procedure-based
approach to be an
important contribution to
improving accounting
education, one that
appeals to both users
and preparers and that
enables students to
‘read between the
lines.”

Michael R. Dodge,
Coastal Carolina
Community College

“Clear and concise.

The best book | have
seen for use by non-
accounting majors!”

Thomas Casey, DeVry
University

“This book is very well
written, comprehensive,
student-friendly, and
provides relevant
instruction to students.”

J. Gay Mills, Amarillo
College

“Very clear, concise,
yet sophisticated
treatment of topics.”

Nicholas P. Marudas,
Auburn University at
Montgomery
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3 Thomas P. Edmonds
A\ Thomas P. Edmonds, Ph.D., is the Friends and Alumni Professor
of Accounting at the University of Alabama at Birmingham
(UAB). Dr. Edmonds has taught in the introductory area throughout his career.
He has coordinated the accounting principles courses at the University of
Houston and UAB. He currently teaches introductory accounting in mass
sections and in UAB's distance learning program. He is actively involved in
the accounting education change movement. He has conducted more than 50
workshops related to teaching introductory accounting during the last decade.
Dr. Edmonds has received numerous prestigious teaching awards including the
Alabama Society of CPAs Outstanding Educator Award and the UAB President's
Excellence in Teaching Award. Dr. Edmonds’s current research is education
based. He has written articles that have appeared in many publications
including the Accounting Review, Issues in Accounting, Journal of Accounting
Education, and Advances in Accounting Education. Dr. Edmonds has been a
successful entrepreneur. He has worked as a management accountant for a
transportation company and as a commercial lending officer for the Federal
Home Loan Bank. Dr. Edmonds began his academic training at Young Harris
Community College. His Ph.D. degree was awarded by Georgia State University.
Dr. Edmonds’s work experience and academic training have enabled him to
bring a unique perspective to the classroom.

Philip R. Olds
Professor Olds is Associate Professor of Accounting at Virginia
Commonwealth University (VCU). He serves as the coordinator
of the introduction to accounting courses at VCU. Professor
Olds received his A.S. degree from Brunswick Junior College
in Brunswick, Georgia (now Costal Georgia Community
College). He received a B.B.A. in accounting from Georgia

. Southern College (now Georgia Southern University) and his
M.PA. and Ph.D. degrees are from Georgia State University. After graduating
from Georgia Southern, he worked as an auditor with the U.S. Department of
Labor in Atlanta, Georgia. A CPA in Virginia, Professor Olds has published articles
in various professional journals and presented papers at national and regional
conferences. He also served as the faculty adviser to the VCU chapter of Beta
Alpha Psi for five years. In 1989, he was recognized with an Outstanding Faculty
Vice-President Award by the national Beta Alpha Psi organization.
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Frances M. McNair

Frances M. McNair holds the KPMG Peat Marwick
Professorship in Accounting at Mississippi State University
(MSU). She has been involved in teaching principles of accounting for the

past 12 years and currently serves as the coordinator for the principles of
accounting courses at MSU. She joined the MSU faculty in 1987 after receiving
her Ph.D. from the University of Mississippi. The author of various articles

that have appeared in the Journal of Accountancy, Management Accounting,
Business and Professional Ethics Journal, The Practical Accountant, Taxes,
and other publications, she also coauthored the book The Tax Practitioner with
Dr. Denzil Causey. Dr. McNair is currently serving on committees of the American
Taxation Association, the American Accounting Association, and the Institute
of Management Accountants as well as numerous School of Accountancy and
MSU committees.

Bor-Yi Tsay

Bor-Yi Tsay, Ph.D., CPA is Professor of Accounting at the
University of Alabama at Birmingham (UAB) where he has
taught since 1986. He has taught principles of accounting
courses at the University of Houston and UAB. Currently,

he teaches an undergraduate cost accounting course and
an MBA accounting analysis course. Dr. Tsay received the
1996 Loudell Ellis Robinson Excellence in Teaching Award.
He has also received numerous awards for his writing and publications
including the John L. Rhoads Manuscripts Award, John Pugsley Manuscripts
Award, Van Pelt Manuscripts Award, and three certificates of merits from the
Institute of Management Accountants. His articles have appeared in Journal
of Accounting Education, Management Accounting, Journal of Managerial
Issues, CPA Journal, CMA Magazine, Journal of Systems Management, and
Journal of Medical Systems. He currently serves as a member of the board of
the Birmingham Chapter, Institute of Management Accountants. He is also a
member of the American Institute of Certified Public Accountants and Alabama
Society of Certified Public Accountants. Dr. Tsay received a B.S. in agricultural
economics from National Taiwan University, an M.B.A. with a concentration
in accounting from Eastern Washington University, and a Ph.D. in accounting
from the University of Houston.
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HOW DOES THIS BOOK HELP

STUDENTS SEE THE

“[The Horizontal Financial
Statements Model is]
well organized and a
straightforward way to
show the effects of
transactions.”

Andy Williams, Edmonds
Community College

“I think the authors

have an original and
understandable approach
to financial accounting.”

Ed Doty, East Carolina
University

“l really like this approach
of bringing the concep-
tual framework up front,
helping students see the
big picture before they
find themselves bogged
down in details. I find that
students who have the
clearest appreciation of
the conceptual framework
early have the greatest
chance of mastering the
details later on.”

Michael R. Dodge, Coastal
Carolina Community
College

viii

L

\\ EDMONDS

BIG PICTURE?

Horizontal Financial Statements Model

A horizontal financial statements model replaces the accounting equation as the predominant
teaching platform in this text. The model arranges the balance sheet, income statement, and
statement of cash flows horizontally across a single line of text as shown below.

I Assets = Net Inc. I Cash Flow I

The statements model approach enables students to see how accounting relates to real-world
decision making. The traditional approach teaches students to journalize a series of events
and to present summarized information in financial statements. They never see how individual
transactions affect financial statements. In contrast, when students record transactions into

a statements model, they see a direct connection between business events and financial
statements. Most business people think “if | take this particular action, how will it affect my
financials,” not “if | do these fifteen things, how will they be journalized.” Accordingly, the
statements model approach provides a learning experience that is more intuitive and relevant
than the one provided by traditional teaching methodology.

Liabilities + Stockholders’ Equity IRev. - Exp. =

Establishing The Conceptual Framework

Chapter 1 introduces the key components of the conceptual framework for financial accounting.
We expect students to master not only the definitions of financial statement elements but also
the relationships between those elements. For example, the term “asset” is defined and then
the term “revenue” is defined as an increase in assets. The definitions are expanded in a logical
stepwise fashion. Once students have learned the elements, the text explains how to organize
those elements into a set of financial statements. The financial statements model is introduced
toward the end of the first chapter.

Accruals and deferrals are introduced in Chapter 2 and it not only introduces new concepts
but reinforces the core concepts introduced in Chapter 1. The basic conceptual components of
the income statement are reinforced through repetition. By the time students have completed
the first two chapters, they have a strong conceptual foundation.
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The Effects of Cash Flows Are Shown Through the Entire Text.

The statement of cash flows is introduced in the first chapter and included throughout the text. Students learn to prepare a state-
ment of cash flows by learning to analyze each increase and decrease in the cash account and by classifying each entry in the
cash account as an operating, investing, or financing activity. This logical approach helps students understand the essential
differences between cash flows and accrual-based income.

Managerial Accounting Concepts

Traditional texts have emphasized accounting practices for manufacturing companies, while the business environment has shifted
toward service companies. This text recognizes this critical shift by emphasizing decision-making concepts applicable to both service
and manufacturing companies.

A Consistent Point of Reference

Why do good students sometimes have so much trouble grasping the simplest concepts? A recent introductory accounting
workshop participant supplied the answer. Most accounting events are described from the perspective of the business entity.
For example, we say the business borrowed money, purchased assets, earned revenue, or incurred expenses. However, we
usually shift the point of reference when describing equity transactions. We say the owners contributed capital, provided cash,
or invested assets in the business. This reference shift confuses an entry-level accounting student. Your students will appreciate
the fact that this text uses the business entity as a consistent point of reference in describing all accounting events. This text
makes a conscious effort to minimize the road blocks that are frequently raised by the inconsistent use of technical terminology.

Focus on Corporate Form of Organization

We want students to learn that businesses acquire assets from three primary sources: from creditors, from investors, and from
earnings. The corporate organization structure highlights these three asset sources by using separate account categories for
liabilities, contributed capital, and retained earnings. We have found the corporate form to be pedagogically superior to the
proprietorship form in the educational setting.

Less Is More

Many educators recognize the detrimental effect of information overload. Research suggests that students resort to memorization
when faced with too much content, and are unable to comprehend basic concepts. \We make a conscious choice to reduce the
breadth of content coverage in order to enhance student comprehension of concepts. For example, you don’t need to teach both
the net and gross methods to explain how cash discounts affect financial statements. Demonstrating just one method is sufficient to
demonstrate the critical interrelationships.

Excel Spreadsheets

Spreadsheet applications are essential to contemporary accounting practice. Students must recognize the power of spreadsheets
and know how accounting data are presented in spreadsheets. We discuss Excel applications where appropriate throughout the
text. In most instances, the text illustrates actual spreadsheets. End-of-chapter materials include problems students can complete
using spreadsheet software.

. “l wish | had learned it
Required

Show the effects of the events on the financial statements using a horizontal statements model (caSh ﬂows) thls Way-
like the following one. In the Cash Flows column, use the letters OA to designate operating H -
activity, IA for investing activity, FA for financing activity, and NC for net change in cash. Use Thls helps our account' ng
NA to indicate accounts not affected by the event. The first event is recorded as an example.
students tremendously as
Stockholders’
Assets = Liabilities ar Equity Rev. — Exp. = NetlInc. || Cash Flows they have a smOOther tran
Event Accts. Accts. Unearn. Com. Ret. SItIOIl IlltO Illte I‘medlate
No. Cash + Rec. + Supp. = Pay. + Rev. + Stk. + Eamn. -
accounting. You make a
I 1 15000 + NA + NA = NA + NA + 15000 + NA NA — NA = NA 15,000 FA g

difficult topic much easier
Problem 2-28  Effect of deferrals on financial statements: three separate single- excel to understand ! ”

cycle examples

Required H H H
ondra Smith, Universit
a. On February 1, 2010, Moore, Inc., was formed when it received $70,000 cash from the CHECK FIGURES S s ! _U v
issue of common stock. On May 1, 2010, the company paid $42,000 cash in advance to  a. Net Income: $52,000 of West Georgla
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HOW DOES THE BOOK

Real-World Examples
The text provides a variety of
thought-provoking, real-world
examples of financial and
managerial accounting as an
essential part of the management
process. There are descriptions
of accounting practices from
Coca-Cola, Chevron, Zales,
Albertsons, and CBS Corporation.
These companies are highlighted
in blue in the text.

The Curious Accountant
Each chapter opens with a short
vignette that sets the stage and
helps pique student interest.
These pose a question about

a real-world accounting issue
related to the topic of the chap-
ter. The answer to the question
appears in a separate sidebar

a few pages further into the
chapter.

Focus on International

Issues

These boxed inserts expose
students to international issues
in accounting.

%{Mfé’ﬂdd

Suppose the U.S. government purchases $10 million of
fuel from Chevron. Assume the government offers to
pay for the fuel on the day it receives it from Chevron
(a cash purchase) or 30 days later (a purchase on

account).

Assume that Chevron is absolutely sure the govern-
ment will pay its account when due. Do you think Chevron should care whether the government pays for the

goods upon delivery or 30 days later? Why? (Answers on page 173.)

Chevron would definitely prefer to
%W make the sale to the government in
cash rather than on account. Even
though it may be certain to collect its
accounts receivable, the sooner Chevron gets its cash, the sooner the cash can be reinvested.

The interest cost related to a small account receivable of $50 that takes 30 days to collect may seem
immaterial; at 4 percent, the lost interest amounts to less than $.20. However, when one considers that
Chevron had approximately $17.2 billion of accounts receivable, the cost of financing receivables for a
real-world company becomes apparent. At 4 percent, the cost of waiting 30 days to collect $17.2 billion of
cash is $56.5 million ($17.2 billion X .04 X [30 - 365]). For one full year, the cost to Chevron would be more
than $688 million ($17.2 billion X 0.04). In 2005, it took Chevron approximately 32 days to collect its accounts
receivable, and the weighted-average interest rate on its debt was approximately 4.2 percent.

< Z;Oﬂlld @ﬁ/ INTERNATIONAL ISSUES

As discussed earlier in this textbook, the diversity of accounting rules is decreasing
among industrialized nations. This is due in large part to the fact that so many coun-
tries require their publicly listed companies to follow the accounting rules of the Inter-
national Accounting Standards Board (IASB) and the efforts between the FASB and
the IASB to bring their rules into closer agreement. However, there continue to be
areas where significant differences exist between the accounting rules for companies
in the United States and companies in other countries. Furthermore, in the opinion of
the managers of some companies involved in global competition, these differences put
U.S. companies at a competitive disadvantage. Accounting for research and develop-
ment costs (R&D) is a good example of this situation.

Suppose that Microbiotech, Inc., is a pharmaceutical company that spent $10 mil-
lion in 2011 on R&D of a new drug. If Microbiotech is a U.S. company, it is required to
expense the $10 million immediately under U.S. GAAP. However, if Microbiotech is a
Japanese company, using Japanese GAAP, it is allowed to capitalize the costs in an
asset account and then expense it gradually, through amortization, over the useful life
of the asset. As a result, in the year the R&D costs are incurred a U.S. company reports
more expense, and less earnings, than its Japanese counterpart.
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MOTIVATE STUDENTS?

CHECK (6//(/{{//’0/6/ 2.1

During 2010, Anwar Company earned $345,000 of revenue on account and collected
$320,000 cash from accounts receivable. Anwar paid cash expenses of $300,000 and cash
dividends of $12,000. Determine the amount of net income Anwar should report on the
2010 income statement and the amount of cash flow from operating activities Anwar
should report on the 2010 statement of cash flows.

Answer Net income is $45,000 ($345,000 revenue — $300,000 expenses). The cash flow
from operating activities is $20,000, the amount of revenue collected in cash from cus-
tomers (accounts receivable) minus the cash paid for expenses ($320,000 — $300,000).
Dividend payments are classified as financing activities and do not affect the determi-
nation of either net income or cash flow from operating activities.

%{//M/ BYTES
o

“Closed for Inventory Count” is a sign you frequently see on retail stores sometime
during the month of January. Even if companies use a perpetual inventory system, the
amount of inventory on hand may be unknown because of lost, damaged, or stolen
goods. The only way to determine the amount of inventory on hand is to count it. Why
count it in January? Christmas shoppers and many after-Christmas sales shoppers are
satiated by mid-January, leaving the stores low on both merchandise and customers.
Accordingly, stores have less merchandise to count and “lost sales” are minimized
during January. Companies that do not depend on seasonal sales (e.g., a plumbing
supplies wholesale business) may choose to count inventory at some other time dur-
ing the year. Counting inventory is not a revenue-generating activity; it is a necessary
evil that should be conducted when it least disrupts operations.

I (A NALYET

This section of each chapter introduces topics related to analyzing real world
financial reports. We focus first on the types of businesses that operate in the real
world. We also discuss the annual report that is used to communicate information
to stakeholders.

Real-World Financial Reports

As previously indicated, organizations exist in many different forms, including business
entities and not-for-profit entities. Business entities are typically service, merchandising,

A Look Forward g3

Chapters 1 and 2 focused on businesses that generate revenue by providing services
to their customers. Examples of these types of businesses include consulting, real
estate sales, medical services, and legal services. The next chapter introduces account-
ing practices for businesses that generate revenue by selling goods. Examples of these
companies include Wal-Mart, Circuit City, Office Depot, and Lowes.

Check Yourself

These short question/answer
features occur at the end of
each main topic and ask stu-
dents to stop and think about
the material just covered. The
answer follows to provide imme-
diate feedback before students
go on to a new topic.

Reality Bytes

This feature provides examples
or expansions of the topics
presented by highlighting com-
panies and showing how they
use the accounting concepts
discussed in the chapter to make
business decisions.

The Financial Analyst
Financial statement analysis
is highlighted in each chapter
under this heading.

A Look Back/A Look

Forward

Students need a roadmap to
make sense of where the chapter
topics fit into the whole picture.
A Look Back reviews the chapter
material and a Look Forward
introduces new material to come
in the next chapter.

Xi
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HOW ARE CHAPTER

Regardless of the instructional approach, there is no shortcut to learning accounting.
Students must practice to master basic accounting concepts. The text includes a
prodigious supply of practice materials and exercises and problems.

Self-Study Review

Problem

These sections offer problems
and solutions of major chapter
concepts.

Exercise and
Prohblem Sets

¢ Check figures

The figures provide a quick
reference for students to check
on their progress in solving the
problem.

¢ Excel

Many exercises and problems
can be solved using the Excel™
spreadsheet templates contained
on the text's Online Learning
Center. A logo appears in the
margins next to these exer-
cises and problems for easy
identification.

Xii

g SELF-STUDY REVIEW PROBLEM

Gifford Company experienced the following accounting events during 2010.

1. Started operations on January 1 when it acquired $20,000 cash by issuing common stock.
2. Earned $18,000 of revenue on account.
3. On March 1 collected $36,000 cash as an advance for services to be performed in the future.
4. Paid cash operating expenses of $17,000.
5. Paid a $2,700 cash dividend to stockholders.
6. On December 31, 2010, adjusted the books to recognize the revenue earned by providing
services related to the advance described in Event 3. The contract required Gifford to
provide services for a one-year period starting March 1.
7. Collected $15,000 cash from accounts receivable.
Stockholders’
Assets = Liabilities + Equity Rev. — Exp. = NetInc. Cash Flows
Event Accts. Accts. Unearn. Com. Ret.
No. Cash + Rec. + Supp. = Pay. + Rev. + Stk. + Eamn.
1 15000 + NA + NA = NA + NA + 15000 + NA NA — NA = NA 15,000 FA
Problem 2-28  Effect of deferrals on financial statements: three separate single- I
e)ce
cycle examples LA
Required

a. On February 1, 2010, Moore, Inc., was formed when it received $70,000 cash from the CHECK FIGURES
issue of common stock. On May 1, 2010, the company paid $42,000 cash in advance to  a. Net Income: $52,000
rent office space for the coming year. The office space was used as a place to consult with b Net Income: $15,000
clients. The consulting activity generated $80,000 of cash revenue during 2010. Based on
this information alone, record the events and related adjusting entry in the general ledger
accounts under the accounting equation. Determine the amount of net income and cash
flows from operating activities for 2010.

b. On January 1, 2010, the accounting firm of Wayne & Associates was formed. On August 1,

2010, the company received a retainer fee (was paid in advance) of $36,000 for services to
be performed monthly during the next 12 months. Assuming that this was the only trans-
action completed in 2010, prepare an income statement, statement of changes in stockholders’
equity, balance sheet, and statement of cash flows for 2010.

¢. Hal Company had $1,250 of supplies on hand on January 1, 2011. Hal purchased $6,500
of supplies on account during 2011. A physical count of supplies revealed that $1,500 of
supplies was on hand as of December 31, 2011. Determine the amount of supplies expense
that should be recognized in the December 31, 2011 adjusting entry. Use a financial state-
ments model to show how the adjusting entry would affect the balance sheet, income
statement, and statement of cash flows.

Problem 2-29  Effect of adjusting entries on the accounting equation Lo2
Required

Each of the following independent events requires a year-end adjusting entry. Show how each CHECK FIGURE
event and its related adjusting entry affect the accounting equation. Assume a December 31 b, adjustment amount: $1,500
closing date. The first event is recorded as an example.
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' CONCEPTS REINFORCED?
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ANALYZE, THINK, COMMUNICATE

ATC 2-1 Busi Applications Case Unde di I-world annual reports

Required

Use the Topps Company annual report in Appendix B to answer the following questions.

a. Which accounts on Topps’ balance sheet are accrual type accounts?

b. Which accounts on Topps’ balance sheet are deferral type accounts?

c. Compare Topps’ 2006 net income to its 2006 cash provided by operating activities. Which is
larger?

d. First, compare Topps’ 2005 net income to its 2006 net income. Next, compare Topps’ 2005
cash provided by operating activities to its 2006 cash provided by operating activities. Which
changed the most from 2005 to 2006, net income or cash provided by operating activities?

ATC 2-2  Group Assignment  Missing information

Verizon Commut ions, Inc., is one of the country’s largest providers of communication serv-
ices. The following information for 2004 through 2007 was taken from its annual reports. All
amounts are in millions.

2007 2006 2005 2004
Revenue $93,469 $88,182 $69,518 $65,751
Operating expense 77,891 74,809 56,937 54,881

Required
a. Divide the class into groups of four or five students. Organize the groups into three sec-
tions. Assign each section of groups the financial data for one of the preceding accounting
periods.
Group Tasks
(1) Determine the amount of net income for the year assigned.
(2) How does the result in item 1 above affect the retained earnings of the company?
(3) Compute the percentage growth rate in net income for each year.
(4) Speculate as to what may have caused Verizon’s revenue growth from 2005 to 2006 to
be so much greater than its revenue growth from 2004 to 2005 and 2006 to 2007.
(5) Have representatives from each section put the income statement for their respective
year on the board.
Class Discussion
b. Have the class discuss the trend in revenue and net income.
ATC 2-3 Real-World Case  Identifying accruals and deferrals
The following information was drawn from the 2007 annual reports of five real-world companies.
Adidas Group, the company that makes athletic apparel, reported trademarks of €1,291 million.
[Adidas has its headquarters in Germany and reports results in euros (€).] Trademarks is the
name given to the category of assets that includes such things as the company logo.
Laboratory Corporation of America (usually called LabCorp) claims to be “the second largest
independent clinical laboratory in the United States.” It reported supplies inventories of
$80.4 million.
Media General, Inc., owns, among other things, 25 daily newspapers and 23 television stations.
It reported unearned revenue of $21,244 thousand.
Motorola, Inc., which makes cell phones and other communication equipment, reported
accounts receivables of $5,324 million.
Palm, Inc., the company that makes the Palm Pilot personal digital
and others of $10,222 thousand.

stant, reported prepaids

Analyze, Think, Communicate (ATC)
Each chapter includes an innovative section
entitled Analyze, Think, Communicate (ATC).
This section contains:

e Business application cases related to the
annual report for Topps Company

2¥cel

e Excel
spreadsheet
applications

e Writing
assignments

e Group ¢ Real company
exercises examples

© The Topps Company,

[ ) r

e FEthics cases

* Internet
assignments
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WHAT WE DID

Chapter 1 An Introduction to Accounting

¢ Changed chapter title to “An Introduction to Accounting.”

¢ Revised The Curious Accountant opening with new high-
profile companies and products.

e Added a section covering careers in accounting.

¢ Added new exercises and changed requirements to
several of the exercises and problems to provide coverage
of careers in accounting.

¢ Defined the term accounts and clearly distinguished
revenue, expense, and dividend accounts from the
retained earnings account.

¢ Enhanced coverage of the closing process.

¢ Added a new Check Yourself problem to highlight account
classification and the closing process.

¢ Added new exercises and changed requirements to
several of the exercises and problems to provide coverage
of the closing process.

e Added a new Reality Bytes.

¢ Redesigned formulas and graphics to promote clarity.

¢ Moved coverage of corporate governance from Chapter 1
to Chapter 2.

¢ Updated exercises, problems, and cases.

Chapter 2 Understanding the Accounting Cycle

¢ Revised The Curious Accountant opening with new high-
profile companies.

¢ Moved coverage of ethics from Chapter 1 to Chapter 2.
Expanded the coverage to include other features
of corporate governance. Broadened coverage of
Sarbanes-Oxley and replaced coverage of common
features of ethical misconduct (Cressey) with coverage
of the fraud triangle. Titled the revised section Corporate
Governance.

¢ Deleted the coverage of the price-earnings ratio and
the material on measuring growth through percentage
analysis. These topics are now covered later in the text.

¢ Updated exercises, problems, and cases.

Xiv

Chapter 3 Accounting for Merchandising
Businesses

e Extensive chapter rewrite to enhance organizational

structure and readability.

¢ Replaced coverage of the net method of accounting for

cash discounts with coverage of the gross method.

e Revised The Curious Accountant opening with new high-

profile companies and products.

¢ Added coverage of gains and losses.
¢ Expanded coverage of multistep versus single-step

income statements.

¢ Expanded the end-of-chapter materials by adding new

exercises.

¢ Updated exercises, problems, and cases.

Chapter 4 Accounting for Inventories

o Streamlined exhibits to highlight the key elements

affecting the financial statements.

¢ Revised The Curious Accountant opening with new high-

profile companies and products.

¢ Expanded the end-of-chapter materials by adding 12 new
exercises.

¢ Updated exercises, problems, and cases.

Chapter 5 Accounting for Receivables

¢ Removed coverage of direct write-off method.

¢ Reorganization of learning objectives.

¢ Revised The Curious Accountant opening with new high-
profile companies and products.

¢ Updated exercises, problems, and cases.

Chapter 6 Accounting for Long-Term
Operational Assets
¢ Removed coverage of MARCS depreciation for tax
purposes.
¢ Replaced Reality Bytes sidebar with new scenario.
¢ Updated exercises, problems, and cases.
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TO MAKE IT BETTER!

Chapter 7 Accounting for Liabilities

¢ Revised The Curious Accountant opening with new high-
profile companies and products.

¢ Updated exercises, problems, and cases.

Chapter 8 Proprietorships, Partnerships, and

Corporations
¢ Revised The Curious Accountant opening with new high-
profile companies and products.
¢ Updated exercises, problems, and cases.

Chapter 9 Financial Statement Analysis

¢ Revised The Curious Accountant opening with new high-
profile companies and products.

¢ Updated exercises, problems, and cases.

Chapter 10 An Introduction to Managerial

Accounting
¢ New The Curious Accountant opening.
¢ Revised coverage of ethics material to include the
Institute of Managerial Accountants” Statement of Ethical
Professional Practice.
¢ Updated exercises, problems, and cases.

Chapter 11 Cost Behavior, Operating Leverage,

and Profitability Analysis
¢ Added material relating to the coverage of mixed cost,
including formulas for computing total mixed cost and an
exhibit containing examples of mixed costs.
¢ Added coverage of the equation method of determining
the break-even point. Introduced the contribution margin
per unit method as a derivation of the equation method,
thereby allowing an instructor the freedom to choose
either as the predominate approach to CVP analysis.
New The Curious Accountant.
New Focus on International Issues.
New Reality Bytes.
Updated exercises, problems, and cases.

Chapter 12 Cost Accumulation, Tracing, and
Allocation

e Added coverage of common cost and the controllability

concept.

Added coverage explaining the use of cost pools.

Updated The Curious Accountant.

Updated Reality Bytes.

Updated exercises, problems, and cases.

Chapter 13 Relevant Information for

Special Decisions
e Updated The Curious Accountant.
e Updated Focus on International Issues.
¢ New Reality Bytes.
¢ Updated exercises, problems, and cases.
Chapter 14 Planning for Profit and Cost Control
e Updated The Curious Accountant.
e Updated exercises, problems, and cases.

Chapter 15 Performance Evaluation

¢ The section of material covering static versus flexible
budgets has been rewritten to demonstrate the
computational procedures used to calculate the budgets.

¢ Redesigned Exhibit 15.1 to facilitate understanding.

¢ Updated The Curious Accountant.

¢ Updated exercises, problems, and cases.

Chapter 16 Planning for Capital Investments
e Updated The Curious Accountant.

¢ Updated Reality Bytes.

¢ Updated exercises, problems, and cases.
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HOW CAN TECHNOLOGY

Our technology resources help students and instructors focus on learning success. By
using the Internet and multimedia students get book-specific help at their convenience.
Compare our technology to that of any other books and we're confident you'll agree that
Survey of Accounting has the best in the market. Teaching aids make in-class presenta-
tions easy and stimulating. These aids give you more power than ever to teach your class

the way you want.

B connect | Mcraw-Hil
Connect Accounting
ACCOUNTING McGraw-Hill Connect

Accounting is a web-based assignment and assessment
platform that gives students the means to better connect
with their coursework, with their instructors, and with the
important concepts that they will need to know for success
now and in the future.

With Connect Accounting, instructors can deliver assign-
ments, quizzes and tests online. Nearly all the questions from
the text are presented in an auto-gradable format and tied

to the text's learning objectives. Instructors can edit existing
questions and author entirely new problems. Track individual
student performance—by question, assignment or in relation
to the class overall—with detailed grade reports. Integrate
grade reports easily with Learning Management Systems
(LMS) such as WebCT and Blackboard. And much more.

By choosing Connect Accounting, instructors are providing
their students with a powerful tool for improving academic
performance and truly mastering course material. Connect
Accounting allows students to practice important skills at
their own pace and on their own schedule. Importantly,
students’ assessment results and instructors’ feedback are
all saved online—so students can continually review their
progress and plot their course to success.

xvi

McGraw-Hill Connect

Plus Accounting
McGraw-Hill Connect Plus
Accounting is a web-based assignment and assessment
platform that gives students the means to better connect
with their coursework, with their instructors, and with the
important concepts that they will need to know for success
now and in the future. With Connect Plus Accounting,
instructors can deliver assignments, quizzes and tests

easily online. Students can practice important skills at

their own pace and on their own schedule. With Connect
Plus Accounting, students also get 24/7 online access to

an eBook—an online edition of the text—to aid them in
successfully completing their work, wherever and whenever
they choose.

R connect ¢

ACCOUNTING

Visit www.mcgrawhillconnect.com to learn more.
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HELP STUDENT SUCCESS?

CourseSmart.com
CourseSmart is a new way to
find and buy eTextbooks. At
CourseSmart you can save
up to 50 percent off the cost of a printed textbook, reduce
your impact on the environment, and gain access to powerful
Web tools for learning. CourseSmart has the largest selec-
tion of eTextbooks available anywhere, offering thousands of
the most commonly adopted textbooks from a wide variety
of higher education publishers. CourseSmart eTexthooks are
available in one standard online reader with full text search,
notes and highlighting, and email tools for sharing notes
between classmates.

®
we. ALEKS
Accounting
Cycle, ALEKS for Financial Accounting, ALEKS (Assessment
and Learning in Knowledge Spaces) provides precise
assessment and individualized instruction in the fundamental
skills your students need to succeed in accounting. ALEKS
motivates your students because it can tell what a student
knows, does't know, and is most ready to learn next. ALEKS
uses an artificial intelligence engine to exactly identify
a student’s knowledge of accounting. To learn more

about adding ALEKS to your accounting course, visit
www.business.aleks.com.

COUI:S@SI’HE]I’;[_

2am Smal

ALEKS

McGraw-Hill/lrwin Customer Care

Contact Information

At McGraw-Hill/Irwin, we understand that getting the most
from new technology can be challenging. That's why our
services don't stop after you purchase our product. You can
e-mail our Product Specialists 24 hours a day, get product
training online, or search our knowledge bank of Frequently
Asked Questions on our support Website. For all Customer
Support call (800) 331-5094, e-mail hmsupport@mcgraw-hill.
com, or visit www.mhhe.com/support. One of our Technical
Support Analysts will be able to assist you in a timely fashion.
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Survey of Accounting is designed to cover both financial and managerial accounting in a single 16-week course,

prasenting the material in a style easy for non-accounting majors to grasp, It |ncarp0rates the same pedagogical
innovations that have made Edmonds' financial and managerial titles such fast-growing successes in the .
marketplace, including his unique Horizontal Financial Statements Model and a multiple accounting cycle approach S8

Over the past 17 years, major changes in accounting education have impacted the way most college and university
professors teach Introductory accounting, We are gratified that our concepts approach has been so effective that it has
becorne 3 market leader in the change movement,

HOW HAVE WE BECOME MARKET LEADERS

We |ook at ourselves as innovative traditionalists, We don't aim to radically transform accounting education, but
to make it more effective. With the concepts approach, students follow a different path toward the
accamplishment of a conventional set of learning objectives. However, the path is easier to walk and students
complete the journey with a far greater understanding of accounting. In contrast to traditional texthooks, this is 2
concepts-based approach that focuses on the big picture. Details are presented after a conceptual foundation
has been established. This approach enables students to understand rather than memorize, YWhat do we mean
by a concepts-hased texthook? We mean the text stresses the relationships between husiness events and
financial statements. The primary objective is to develop students who can explain how business events affect
the income statement, balance sheet, and statement of cash flows, Do assets increase, decrease or remain
unchanged? \What effect does each event have on liabilities, eguity, revenue, expense, gains, losses, net income,
and dividends? Furthermare, how does the event affect cash flows? The focus is on learning how business events
affect financial statements.

IMPLEMENTING THE CONCEPTS APPROACH IS SURPRISINGLY SIMPLE.

Instead of teaching students to record transactions in journals or T-accounts, teach them to record transactions
directly into financial statements, While this shift is easy for instructars, it represents a dramatic improvement in
how students have traditionally studied accounting. Making a direct connection between business events and
financial statements encourages students to analyze conceptual relationships rather than memorize procedures.
This text helps teachers move from the traditional educational paradigrm more easily than you rnight imagine. The

cuntentfucuses Dn Essentlal concepts, reducing the amount of rnaterlal you must cover, and gl\"lﬂg yDu more time
rl moclell +_Th Tnctrictor'c D LLE, Mool tom b toum nctrLctioen

Online Learning Center (OLC) PageOut course syllabus or use it as part of another online

course management system. It doesn't require any building

WWW.mhhe.com/edmondssqrveyZ_e , or maintenance on your part. It's ready to go the moment
More and more students are studying online. That's why we you type in the URL. You get all the resources available to
offer an Online Learning Center (OLC) that follows Survey students plus:

of Accounting chapter by chapter. The OLC includes the

following:

e Excel Spreadsheets

o Text Updates

¢ Instructor's Manual

¢ Solutions Manual

¢ Solutions to Excel Template Assignments
e All Text Exhibits

e Chapter Learning Objectives + Text Updates

e |Interactive Quizzes

e PowerPoint Sides

e PowerPoint Slides

For instructors, the book’s secured OLC contains essential
course materials. You can pull all of this material into your
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Online Course Management

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

Don't forget that you can count on the highest level of service from McGraw-Hill. Our online
course management specialists are ready to assist you with your online course needs. They
provide training and will answer any questions you have throughout the life of your adoption.

eCollege”
£ WebCT

: 1rd
www.blackboard.com
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SUPPLEMENTS for Instructors

Instructor’s Resource CD

ISBN-13: 978-0-07-336027-0 (ISBN-10: 0-07-36027-9)

This CD includes electronic versions of the Instructor’s
Manual, Solutions Manual, Test Bank, and computerized
Test Bank, as well as PowerPoint slides, all exhibits in

the text, and spreadsheet templates with solutions. This
CD-ROM makes it easy for instructors to create multimedia
presentations.

Instructor’s Manual

(Available on the password-protected Instructor Online
Learning Center (OLC) and Instructor’s Resource CD.)

This comprehensive manual includes step-by-step, explicit
instructions on how the text can be used to implement
alternative teaching methods. It also provides guidance for
instructors who use the traditional lecture method. The guide
includes lesson plans and demonstration problems with
student work papers, as well as solutions. It was prepared by
Tom Edmonds.

Solutions Manual

(Available on the password-protected Instructor Online
Learning Center (OLC) and Instructor Resource CD.)

Prepared by the authors, the manual contains complete solutions
to all the text’s end-of-chapter exercises, problems, and cases.

Test Bank

(Available on the Instructor’s Resource CD.)

This test bank in Word format contains multiple-choice ques-
tions, essay questions, and short problems. Each test item is
coded for level of difficulty and learning objective. In addition
to an expansive array of traditional test questions, the test
bank includes new types of questions that focus exclusively
on how business events affect financial statements.

PowerPoint Presentation

(Available on the Online Learning Center and Instructor’s
Resource CD.)

These slides can serve as interactive class discussions.
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SUPPLEMENTS for Students

& connect e

ACCOUNTING

McGraw-Hill Connect Plus Accounting

This integrates all of the text’s multimedia resources. Students
can obtain state-of-the-art study aids, including McGraw-Hill
Connect Accounting and online access to an eBook.

= connect

ACCOUNTING

McGraw-Hill Connect Accounting

McGraw-Hill Connect Accounting is a web-based assign-
ment and assessment platform that gives students the means
to better connect with their coursework, with their instruc-
tors, and with the important concepts that they will need

to know for success now and in the future. Students can
practice important skills at their own pace and on their own
schedule. All applicable Exercises and Problems are avail-
able with McGraw-Hill Connect.

Online Learning
Center (OLC)

www.mhhe.
com/edmondssurveyZe
See page xviii for details.

eXcel

Excel Templates

(Available on the Online Learning Center (OLC))

These templates allow students to develop spreadsheet skills
to solve selected assignments identified by anicon in the
end-of-chapter material.

% LearningCenter

ALEKS for the Accounting Cycle

ISBN-10: 0072975326

ISBN-13: 9780072975321

Or check the ALEKS website at www.husiness.aleks.com
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CHAPTER

An Introduction /«
Accounting

LEARNING OBJECTIVES

After you have mastered the material in this chapter you will be able to:

Identify career opportunities in the accounting profession.
Distinguish among the different accounting entities involved in business events.
Name and define the major elements of financial statements.

Describe the relationships expressed in the accounting equation.

Explain how the historical cost and reliability concepts affect amounts reported in financial statements.
Classify business events as asset source, use, or exchange transactions.

1
2
3
4
5 Record business events in general ledger accounts organized under an accounting equation.
6
71
8 Use general ledger account information to prepare four financial statements.

9

Record business events using a horizontal financial statements model.

CHAPTER OPENING

Why should you study accounting? You should study accounting because it can help you succeed in business.
Businesses use accounting to keep score. Imagine trying to play football without knowing how many points a
touchdown is worth. Like sports, business is competitive. If you do not know how to keep score, you are not likely
to succeed.

Accounting is an information system that reports on the economic activities and financial condition of a busi-
ness or other organization. Do not underestimate the importance of accounting information. If you had information
that enabled you to predict business success, you could become a very wealthy Wall Street investor. Communicat-
ing economic information is so important that accounting is frequently called the language of business.
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Who owns Coca-Cola? Who owns the American Heart
Association (AHA)? In addition to owners, many people
and organizations are interested in the operations of Coke
and the AHA. These parties are called stakeholders.
Among others, they include lenders, employees, sup-
pliers, customers, benefactors, research institutions,
hospitals, doctors, patients, lawyers, bankers, financial
analysts, and government agencies such as the Inter-
nal Revenue Service and the Securities and Exchange
Commission. Organizations communicate information
to stakeholders through financial reports.

How do you think the financial reports of Coke dif-

fer from those of the AHA? (Answer on page 8.)
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Identify career opportunities in the
accounting profession.

EXHIBIT 1.1
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CAREERS IN ACCOUNTING

An accounting career can take you to the top of the business world. BusinessWeek
studied the backgrounds of the chief executive officers (CEOs) of the 1,000 largest
public corporations. More CEOs had backgrounds in finance and accounting than
any other field. Exhibit 1.1 provides additional detail regarding the career paths fol-
lowed by these executives.

What do accountants do? Accountants identify, record, analyze, and communicate
information about the economic events that affect organizations. They may work in
either public accounting or private accounting.

Public Accounting

You are probably familiar with the acronym CPA. CPA stands for certified public
accountant. Public accountants provide services to various clients. They are usually
paid a fee that varies depending on the service provided. Services typically offered
by public accountants include (1) audit services, (2) tax services, and (3) consulting
services.

B Audit services involve examining a company’s accounting records in order to issue
an opinion about whether the company’s financial statements conform to gener-
ally accepted accounting principles. The auditor’s opinion adds credibility to the
statements, which are prepared by the company’s management.

B T7ux services include both determining the amount of tax due and tax planning
to help companies minimize tax expense.

B Consulting services cover a wide range of activities that include everything from
installing sophisticated computerized accounting systems to providing personal
financial advice.

All public accountants are not certified. Each state government establishes certifica-
tion requirements applicable in that state. Although the requirements vary from state
to state, CPA candidates normally must have a college education, pass a demanding
technical examination, and obtain work experience relevant to practicing public
accounting.

Private Accounting

Accountants employed in the private sector usually work for a specific company or
nonprofit organization. Private sector accountants perform a wide variety of func-
tions for their employers. Their duties include classifying and

Finance and

accounting
31%

Marketing
27%

recording transactions, billing customers and collecting amounts
due, ordering merchandise, paying suppliers, preparing and ana-
lyzing financial statements, developing budgets, measuring costs,

Engineering . . ..

e (et ] assessing performance, and making decisions.
22% Private accountants may earn any of several professional cer-
tifications. For example, the Institute of Certified Management
Accountants issues the Certified Management Accounting (CMA)
designation. The Institute of Internal Auditors issues the Certi-
fied Internal Auditor (CIA) designation. These designations are
\ Other widely recognized indicators of technical competence and integ-
20% rity on the part of individuals who hold them. All professional

accounting certifications call for meeting education requirements,
passing a technical examination, and obtaining relevant work
experience.
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MEASUREMENT RULES

Suppose a store sells an MP3 player in December to a customer who agrees to pay
for it in January. Should the business recognize (report) the sale as a December trans-
action or as a January transaction? It really does not matter as long as the storeowner
discloses the rule the decision is based on and applies it consistently to other transac-
tions. Because businesses may use different reporting rules, however, clear communica-
tion also requires full and fair disclosure of the accounting rules chosen.

Communicating business results would be simpler if each type of business activity
were reported using only one measurement method. World economies and financial
reporting practices, however, have not evolved uniformly. Even in highly sophisticated
countries such as the United States, companies exhibit significant diversity in report-
ing methods. Providers of accounting reports assume that users are educated about
accounting practices.

The Financial Accounting Standards Board (FASB)' is a privately funded organi-
zation with the primary authority for establishing accounting standards in the United
States. The measurement rules established by the FASB are called generally accepted
accounting principles (GAAP). Financial reports issued to the public must follow
GAAP. This textbook introduces these principles so you will be able to understand
business activity reported by companies in the USA.

Companies are not required to follow GAAP when preparing management account-
ing reports. Although there is considerable overlap between financial and managerial
accounting, managers are free to construct internal reports in whatever fashion best
suits the effective operation of their companies.

e2;0/0606 @7@ INTERNATIONAL ISSUES

As explained in this chapter, financial reporting is a measurement and communication dis-
cipline based on rules referred to as generally accepted accounting principles. The
accounting rules described in this text are based on GAAP used in the United States. Not
all economies throughout the world use the same accounting rules. Although there are many
similarities among the accounting principles used in different countries, there also are major
differences. In recent years, however, there has been a concerted effort to bring the account-
ing standards of the major industrialized nations into uniformity, or at least, to have less
diversity. This process is usually referred to as harmonization, but simply put, there is no
“global GAAP.” Examples of how financial reporting in other countries differs from that in
the United States are presented throughout this book.

Accounting rules differ among countries for a variety of reasons, including the economic and legal environments in each country
and how the GAAP in that country is established. Generally accepted accounting principles in the United States are primarily
established by the Financial Accounting Standards Board (FASB). The FASB is a nongovernment rule-making body established
by the accounting profession. In some countries, such as Japan for example, the GAAP is established by government bodies.
In these countries GAAP is established more like the way federal laws and regulations are established in the United States.

Furthermore, in the United States any connection between GAAP established by the FASB and tax accounting rules estab-
lished by Congress and the Internal Revenue Service (IRS) is coincidental, not deliberate. In some countries there is a close
connection between tax accounting rules and GAAP.

The FASB consists of seven full-time members appointed by the supporting organization, the Financial
Accounting Foundation (FAF). The FAF membership is intended to represent the broad spectrum of individuals
and institutions that have an interest in accounting and financial reporting. FAF members include representatives
of the accounting profession, industry, financial institutions, the government, and the investing public.
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Distinguish among the different
accounting entities involved in
business events.

Name and define the major
elements of financial statements.
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REPORTING ENTITIES

Financial accounting reports disclose the financial activities of particular individuals
or organizations described as reporting entities. Each entity is a separate reporting
unit. For example, a business, the person who owns the business, and a bank that
loans money to the business are viewed as three separate reporting entities. Account-
ants would prepare three separate sets of financial reports to describe the economic
activities of each of the three entities.

This text describes accounting from the perspective of a business entity. This point
of view may require that you mentally adjust the way you look at business transac-
tions. You likely think from a customer perspective. For example, as a customer you
consider a sales discount a great bargain. The view is different, however, from the
perspective of the business granting the discount. A sales discount means an item did
not sell at the expected price. To move the item, the business had to accept less money
than it originally planned to accept. From this perspective, a sales discount is not a
good thing. To understand accounting, train yourself to interpret transactions from
the perspective of a business rather than a consumer.

CHECK cursel/ 1.1

In a recent business transaction, land was exchanged for cash. Did the amount of cash
increase or decrease?

Answer The answer depends on the reporting entity to which the question pertains.
One entity sold land. The other entity bought land. For the entity that sold land, cash
increased. For the entity that bought land, cash decreased.

ELEMENTS OF FINANCIAL STATEMENTS

The individuals and organizations that need information about a business are called
stakeholders. Stakeholders include owners, lenders, government agencies, employees,
news reporters, and others. Businesses communicate information to stakeholders
through four financial statements:? (1) an income statement, (2) a statement of changes
in equity, (3) a balance sheet, and (4) a statement of cash flows.

The information reported in financial statements is organized into ten categories
known as elements. Eight financial statement elements are discussed in this chapter:
assets, liabilities, equity, contributed capital, revenue, expenses, distributions, and net
income. The other two elements, gains and losses, are discussed in a later chapter. In
practice, the business world uses various titles to identify several of the financial state-
ment elements. For example, business people use net income, net earnings, and net
profit interchangeably to describe the same element. Contributed capital may be called
common stock and equity may be called stockholders’ equity, owner’s capital, and partners’
equity. Furthermore, the transfer of assets from a business to its owners may be called
distributions, withdrawals, or dividends. Think of accounting as a language. Different

’In practice these statements have alternate names. For example, the income statement may be called results of
operations or statement of earnings. The balance sheet is sometimes called the statement of financial position. The
statement of changes in equity might be called statement of capital or statement of stockholders’ equity. Since the
Financial Accounting Standards Board (FASB) called for the title statement of cash flows, companies do not use
alternate names for that statement.
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terms can describe the same business event. Detailed definitions of the elements and
their placement on financial statements will be discussed in the following sections of
the chapter.

Using Accounts to Gather Information

Detailed information about the elements is maintained in records commonly called
accounts. For example, information regarding the element assets may be organized in
separate accounts for cash, equipment, buildings, land, and so forth. The types and
number of accounts used by a business depends on the information needs of its
stakeholders. Some businesses provide very detailed information; others report highly
summarized information. The more detail desired, the greater number of accounts
needed. Think of accounts like the notebooks students keep for their classes. Some
students keep detailed notes about every class they take in a separate notebook. Other
students keep only the key points for all of their classes in a single notebook. Simi-
larly, some businesses use more accounts than other businesses.

Diversity also exists regarding the names used for various accounts. For example,
employee pay may be called salaries, wages, commissions, and so forth. Do not become
frustrated with the diversity of terms used in accounting. Remember, accounting is a
language. The same word can have different meanings. Similarly, different words can
be used to describe the same phenomenon. The more you study and use accounting,
the more familiar it will become to you.

Assets, Income, and Claims on Assets

You may have heard “you have to have money to make money.” In fact, you will
need more than just money to start and operate a business. You will likely need
such resources as materials, equipment, buildings, and land. The resources used to
operate a business are called assets. A business uses its assets in order to produce
greater quantities of other assets. The difference between the assets used and the
assets produced is called income. For example, suppose a law firm pays one of its
employees $400 to create a will for one of its clients. The firm then charges its
client $700 for the will. In this case the law firm earned $300 ($700 — $400) of
income.
The assets of a business belong to its creditors and investors.

B Creditors lend financial resources to businesses. Instead of a share of business
income, creditors expect businesses to repay borrowed resources at a future
date.

B Investors provide financial resources in exchange for ownership interests in busi-
nesses. Owners expect businesses to return to them a share of the business income
earned.

If a business ceases to operate, its remaining assets are sold and the sale proceeds
are returned to the creditors and investors through a process called business liquida-
tion. Creditors have a priority claim on assets in business liquidations. After creditor
claims are satisfied, any remaining assets are distributed to investors (owners).

To illustrate, suppose a business acquired $100 cash from investors and $200
cash from creditors. Assume the business lost $75 and returned the remaining
$225 ($300 — $75) to the resource providers. The creditors would receive $200; the
investors (owners) would receive only $25. If the business lost $120, the creditors
would receive only $180 ($300 — $120); the investors would receive nothing.

As this illustration suggests, both creditors and investors can lose resources when
businesses fail. Creditors, however, are in a more secure position because of their
priority claim on resources. In exchange for their more secure position, creditors
normally do not share business profits. Instead, they receive a fixed amount of money
called interest.
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Anyone who owns stock in Coke owns

Answers to The Accountant a part of the company. Coke has many
owners. In contrast, nobody actually

owns the American Heart Association
(AHA). The AHA has a board of directors that is responsible for overseeing its operations, but the board is not
its owner.

Ultimately, the purpose of a business entity is to increase the wealth of its owners. To this end, it “spends
money to make money.” The expense that Coke incurs for advertising is a cost incurred in the hope that it will
generate revenues when it sells soft drinks. The financial statements of a business show, among other things,
whether and how the company made a profit during the current year.

The AHA is a not-for-profit entity. It operates to provide services to society at large, not to make a profit.
It cannot increase the wealth of its owners, because it has no owners. When the AHA spends money to reduce
heart disease, it does not spend this money in the expectation that it will generate revenues. The revenues of
the AHA come from contributors who wish to support efforts related to reducing heart disease. Because the AHA
does not spend money to make money, it has no reason to prepare an income statement like that of Coke.

Not-for-profit entities do prepare financial statements that are similar in appearance to those of commercial
enterprises. The financial statements of not-for-profit entities are called the statement of financial position, the
statement of activities, and the cash flow statement.

THE ACCOUNTING EQUATION

The assets of a business and the creditor and investor claims on those assets can be
LO4a expressed though the accounting equation.
, S Assets = Claims
Describe the relationships

expressed in the accounting Creditor claims are called liabilities and investor claims are called equity. Substituting
equation. these terms into the accounting equation produces the following expanded form.
Claims

Assets = Liabilities + Equityv

Liabilities can also be viewed as future obligations of the enterprise. To settle the
obligations, the business will probably either relinquish some of its assets (e.g., pay
off its debts with cash), provide services to its creditors (e.g., work off its debts), or
accept other obligations (e.g., trade short-term debt for long-term debt).

As indicated by the accounting equation, the amount of total assets is equal to
the total of the liabilities plus the equity. To illustrate, assume that Hagan Company
has assets of $500, liabilities of $200, and equity of $300. These amounts appear in
the accounting equation as follows.

Claims
Assets = Liabilities + Equity'
$§500 = $200 + $300
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The claims side of the accounting equation (liabilities plus equity) may also be viewed
as listing the sources of the assets. For example, when a bank loans assets (money)
to a business, it establishes a claim to have those assets returned at some future date.
Liabilities can therefore be viewed as sources of assets.

Equity can also be viewed as a source of assets. In fact, equity represents two
distinct sources of assets. First, businesses typically acquire assets from their owners
(investors). Many businesses issue common stock certificates as receipts to acknowl-
edge assets received from owners. The owners of such businesses are often called
stockholders, and the ownership interest in the business is called stockholders’ equity.

Second, businesses usually obtain assets through their earnings activities (the busi-
ness acquires assets by working for them). Assets a business has earned can either be
distributed to the owners or kept in the business. The portion of the earned assets
that is kept in the business is called retained earnings. Since stockholders own the
business, they are entitled to assets acquired through its earnings activities. Retained
earnings is therefore a component of stockholders’ equity. Further expansion of the
accounting equation can show the three sources of assets (liabilities, common stock,
and retained earnings).

Stockholders’ equity

Assets = Liabilities + Common stock + Retained earnings

CHECK cursel/ 1.2

Gupta Company has $250,000 of assets, $60,000 of liabilities, and $90,000 of common stock.
What percentage of the assets was provided by retained earnings?

Answer First, use algebra to determine the dollar amount of retained earnings:

Assets = Liabilities + Common stock + Retained earnings
Retained earnings = Assets — Liabilities — Common stock
Retained earnings = $250,000 — $60,000 — $90,000
Retained earnings = $100,000

Second, determine the percentage:
Percentage of assets provided by retained earnings = Retained earnings/Total assets
Percentage of assets provided by retained earnings = $100,000/$250,000 = 40%

RECORDING BUSINESS EVENTS UNDER
THE ACCOUNTING EQUATION

An accounting event is an economic occurrence that changes an enterprise’s assets,
liabilities, or stockholders’ equity. A transaction is a particular kind of event that involves
transferring something of value between two entities. Examples of transactions include
acquiring assets from owners, borrowing money from creditors, and purchasing or
selling goods and services. The following section of the text explains how several
different types of accounting events affect a company’s accounting equation.

Asset Source Transactions

As previously mentioned, businesses obtain assets (resources) from three sources.
They acquire assets from owners (stockholders); they borrow assets from creditors;
and they earn assets through profitable operations. Asset source transactions increase

Record business events in general
ledger accounts organized under an
accounting equation.


http://www.downloadslide.net

10

Chapter 1

Rustic camp sites
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total assets and total claims. A more detailed discussion of the effects of asset source
transactions is provided below:

EVENT 1 Rustic Camp Sites (RCS) was formed on January 1, 2010, when it acquired
$120,000 cash from issuing common stock.

When RCS issued stock, it received cash and gave each investor (owner) a stock cer-
tificate as a receipt. Since this transaction provided $120,000 of assets (cash) to the
business, it is an asset source transaction. It increases the business’s assets (cash) and
its stockholders’ equity (common stock).

Assets = Liab. + Stockholders’ Equity

Cash + Land

N. Pay. + Com. Stk. + Ret. Earn.

Acquired cash through stock issue 120,000 + NA NA + 120,000 + NA

Notice the elements have been divided into accounts. For example, the element assets is
divided into a Cash account and a Land account. Do not be concerned if some of these
account titles are unfamiliar. They will be explained as new transactions are presented.
Recall that the number of accounts a company uses depends on the nature of its
business and the level of detail management needs to operate the business. For example,
Sears would have an account called Cost of Goods Sold although GEICO Insurance
would not. Why? Because Sears sells goods (merchandise) but GEICO does not.

Also, notice that a stock issue transaction affects the accounting equation in two
places, both under an asset (cash) and also under the source of that asset (common
stock). All transactions affect the accounting equation in at least two places. It is from
this practice that the double-entry bookkeeping system derives its name.

EVENT 2 RCS acquired an additional $400,000 of cash by borrowing from a creditor.

This transaction is also an asset source transaction. It increases assets (cash) and
liability claims (notes payable). The account title Notes Payable is used because the
borrower (RCS) is required to issue a promissory note to the creditor (a bank). A
promissory note describes, among other things, the amount of interest RCS will pay
and for how long it will borrow the money.? The effect of the borrowing transaction
on the accounting equation is indicated below.

Assets = Liab. + Stockholders’ Equity

Cash + Land = N.Pay. + Com. Stk. + Ret. Earn.
Beginning balances 120000 + NA = NA + 120,000 + NA
Acquired cash by issuing note 400,000 + NA = 400,000 + NA + NA
Ending balances 520,000 + NA = 400,000 + 120,000 + NA

The beginning balances above came from the ending balances produced by the
prior transaction. This practice is followed throughout the illustration.

Asset Exchange Transactions

Businesses frequently trade one asset for another asset. In such cases, the amount of
one asset decreases and the amount of the other asset increases. Total assets are unaf-
fected by asset exchange transactions. Event 3 is an asset exchange transaction.

3For simplicity, the effects of interest are ignored in this chapter. We discuss accounting for interest in future
chapters.
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EVENT 3 RCS paid $500,000 cash to purchase land.

This asset exchange transaction reduces the asset account Cash and increases the asset
account Land. The amount of total assets is not affected. An asset exchange transac-
tion simply reflects changes in the composition of assets. In this case, the company
traded cash for land. The amount of cash decreased by $500,000 and the amount of
land increased by the same amount.

Assets = Liab. + Stockholders’ Equity

Cash Land Com. Stk. Ret. Earn.

N. Pay.

NA NA NA
400,000 120,000 NA

Paid cash to buy land § (500,000) 500,000
Ending balances 20,000 500,000

+ + +
Beginning balances 520,000 + NA 400,000 + 120,000 + NA
+ + +
+ + +

Another Asset Source Transaction
EVENT 4 RCS obtained $85,000 cash by leasing camp sites to customers.

Revenue represents an economic benefit a company obtains by providing customers
with goods and services. In this example the economic benefit is an increase in the
asset cash. Revenue transactions can therefore be viewed as asset source transactions.
The asset increase is balanced by an increase in the retained earnings section of
stockholders’ equity because producing revenue increases the amount of earnings that
can be retained in the business.

Assets = Liab. +

Stockholders’ Equity

11

Cash + Land

N. Pay. + Com. Stk.

Ret.
Earn.

Acct.
Title

+

500,000 400,000 120,000

+

Beginning balances 20,000

NA

+

Acquired cash by earning revenue 85,000 NA = NA I NA

85,000

Revenue

Ending balances 105,000 4 500,000 400,000 120,000

+

Note carefully that the $85,000 ending balance in the retained earnings column is not
in the Retained Earnings account. It is in the Revenue account. It will be transferred
to the Retained Earnings account at the end of the accounting period. Transferring
the Revenue account balance to the Retained Earnings account is part of a process
called closing the accounts.

Asset Use Transactions

Businesses use assets for a variety of purposes. For example, assets may be used to
pay off liabilities or they may be transferred to owners. Assets may also be used in
the process of generating earnings. All asset use transactions decrease the total amount
of assets and the total amount of claims on assets (liabilities or stockholders’ equity).

EVENT5 RCS paid $50,000 cash for operating expenses such as salaries, rent, and
interest. (RCS could establish a separate account for each type of expense. However, the
management team does not currently desire this level of detail. Remember, the number
of accounts a business uses depends on the level of information managers need to make
decisions.)

In the normal course of generating revenue, a business consumes various assets and
services. The assets and services consumed to generate revenue are called expenses.

+l+|+ |+

85,000
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Revenue results from providing goods and services to customers. In exchange, the busi-
ness acquires assets from its customers. Since the owners bear the ultimate risk and
reap the rewards of operating the business, revenues increase stockholders’ equity
(retained earnings), and expenses decrease retained earnings. In this case, the asset
account, Cash, decreased. This decrease is balanced by a decrease in the retained
earnings section of stockholders’ equity because expenses decrease the amount of
earnings retained in the business.

Assets = Liab. + Stockholders’ Equity
Ret. Acct.
Cash + Land = N. Pay. + Com. Stk. + Earn. Title
Beginning balances 105,000 4 500,000 = 400,000 + 120,000 + 85,000
Used cash to pay expenses (50,000) + NA = NA + NA + (50,000) Expense
Ending balances 55,000 4 500,000 = 400,000 + 120,000 + 35,000

Like revenues, expenses are not recorded directly into the Retained Earnings account.
The $50,000 of expense is recorded in the Expense account. It will be transferred to
the Retained Earnings account at the end of the accounting period as part of the
closing process. The $35,000 ending balance in the retained earnings column shows
what would be in the Retained Earnings account after the balances in the Revenue and
Expense accounts have been closed. The current balance in the Retained Earnings
account is zero.

EVENT6 RCS paid $4,000 in cash dividends to its owners.

To this point the enterprise’s total assets and equity have increased by $35,000 ($85,000
of revenue — $50,000 of expense) as a result of its earnings activities. RCS can keep
the additional assets in the business or transfer them to the owners. If a business
transfers some or all of its earned assets to owners, the transfer is frequently called
a dividend. Since assets distributed to stockholders are not used for the purpose of
generating revenue, dividends are not expenses. Furthermore, dividends are a transfer
of earnings, not a return of the assets acquired from the issue of common stock.

Assets = Liab. + Stockholders’ Equity
Ret. Acct.
Cash + Land = N. Pay. + Com. Stk. + Earn. Title
Beginning balances 55,000 + 500,000 = 400,000 + 120,000 + 35,000
Used cash to pay dividends (4,000) + NA = NA + NA + (4,000) Dividends
Ending balances 51,000 + 500,000 = 400,000 + 120,000 + 31,000

Like revenues and expenses, dividends are not recorded directly into the Retained
Earnings account. The $4,000 dividend is recorded in the Dividends account. It will
be transferred to retained earnings at the end of the accounting period as part of the
closing process. The $31,000 ending balance in the retained earnings column shows
what would be in the Retained Earnings account after the balances in the Revenue,
Expense, and Dividend accounts have been closed. The current balance in the Retained
Earnings account is zero.
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HISTORICAL COST AND RELIABILITY CONCEPTS

EVENT 7 The land that RCS paid $500,000 to purchase had an appraised market value
of $525,000 on December 31, 2010.

Although the appraised value of the land is higher than the original cost, RCS will
not increase the amount recorded in its accounting records above the land’s $500,000
historical cost. In general, accountants do not recognize changes in market value. The
historical cost concept requires that most assets be reported at the amount paid for
them (their historical cost) regardless of increases in market value.

Surely investors would rather know what an asset is worth instead of how much
it originally cost. So why do accountants maintain records and report financial infor-
mation based on historical cost? Accountants rely heavily on the reliability concept.
Information is reliable if it can be independently verified. For example, two people
looking at the legal documents associated with RCS’s land purchase will both con-
clude that RCS paid $500,000 for the land. That historical cost is a verifiable fact.
The appraised value, in contrast, is an opinion. Even two persons who are experienced
appraisers are not likely to come up with the same amount for the land’s market value.
Accountants do not report market values in financial statements because such values
are not reliable.

RECAP: TYPES OF TRANSACTIONS

The transactions described above have each been classified into one of three catego-
ries: (1) asset source transactions; (2) asset exchange transactions; and (3) asset use
transactions. A fourth category, claims exchange transactions, is introduced in a later
chapter. In summary

B Asset source transactions increase the total amount of assets and increase the total
amount of claims. In its first year of operation, RCS acquired assets from three
sources: first, from owners (Event 1); next, by borrowing (Event 2); and finally,
through earnings activities (Event 4).

B Asset exchange transactions decrease one asset and increase another asset. The
total amount of assets is unchanged by asset exchange transactions. RCS experi-
enced one asset exchange transaction; it used cash to purchase land (Event 3).

B Asset use transactions decrease the total amount of assets and the total amount of
claims. RCS used assets to pay expenses (Event 5) and to pay dividends (Event 6).

As you proceed through this text, practice classifying transactions into one of the
four categories. Businesses engage in thousands of transactions every day. It is far
more effective to learn how to classify the transactions into meaningful categories
than to attempt to memorize the effects of thousands of transactions.

SUMMARY OF TRANSACTIONS

The complete collection of a company’s accounts is called the general ledger. The
general ledger account information for RCS’s 2010 accounting period is shown in
Exhibit 1.2. The revenue, expense, and dividend account data appear in the retained
earnings column. These account titles are shown immediately to the right of the dol-
lar amounts listed in the retained earnings column. To help you review RCS’s general
ledger, the business events that the company experienced during 2010 are summarized
below.

1. RCS issued common stock, acquiring $120,000 cash from its owners.
2. RCS borrowed $400,000 cash.
3. RCS paid $500,000 cash to purchase land.

Explain how the historical cost and
reliability concepts affect amounts
reported in financial statements.

Classify business events as asset
source, use, or exchange
transactions.
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EXHIBIT 1.2

General Ledger Accounts Organized Under the Accounting Equation

Assets Liabilities + Stockholders’ Equity

Other
Notes Common Retained Account

Cash + Land Payable + Stock + Earnings Titles

0 0 0 0 0
120,000 120,000
400,000 400,000
(500,000) 500,000
85,000 85,000 Revenue
(50,000) (50,000) Expense
(4,000) (4,000) Dividend
NA NA NA NA NA

51,000 + 500,000 400,000 120,000 + 31,000

RCS received $85,000 cash from earning revenue.
RCS paid $50,000 cash for expenses.
RCS paid dividends of $4,000 cash to the owners.

The land that RCS paid $500,000 to purchase had an appraised market value of
$525,000 on December 31, 2010.

A

As indicated earlier, accounting information is normally presented to external users
in four general-purpose financial statements. The information in the ledger accounts
is used to prepare these financial statements. The data in the above ledger accounts
are color coded to help you understand the source of information in the financial
statements. The numbers in green are used in the statement of cash flows. The numbers
in red are used to prepare the balance sheet. Finally, the numbers in blue are used to
prepare the income statement. The numbers reported in the statement of changes in
stockholders’ equity have not been color coded because they appear in more than one
statement. The next section explains how the information in the accounts is presented
in financial statements.

PREPARING FINANCIAL STATEMENTS

The financial statements for RCS are shown in Exhibit 1.3. The information used to
prepare these statements was drawn from the ledger accounts. Information in one
statement may relate to information in another statement. For example, the amount
of net income reported on the income statement also appears on the statement of
changes in stockholders’ equity. Accountants use the term articulation to describe the
interrelationships among the various elements of the financial statements. The key
articulated relationships in RCS’s financial statements are highlighted with arrows
(Exhibit 1.3). A description of each statement follows.

Income Statement and the Matching Concept

Businesses consume assets and services in order to generate revenues, thereby creating
greater quantities of other assets. For example, RCS may pay cash (asset use) to an
employee who maintains the camp sites. Maintaining the sites is necessary in order
to collect cash (obtain assets) from customers. The income statement matches asset
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EXHIBIT 1.3 Financial Statements

RUSTIC CAMP SITES

Income Statement
For the Year Ended December 31, 2010

Rental revenue (asset increases)

$85,000

Operating expenses (asset decreases) (50,000)

Net income

$35,000

RUSTIC CAMP SITES

Statement of Changes in Stockholders’ Equity
For the Year Ended December 31, 2010

Beginning common stock
Plus: common stock issued
Ending common stock
Beginning retained earnings
Plus: Net income

Less: Dividends

Ending retained earnings
Total stockholders’ equity

Assets
Cash
Land
Total assets
Liabilities
Notes payable
Stockholders’ equity
Common stock
Retained earnings

Total stockholders’ equity

$ 0

120,000
—— $120,000

0

35,000 <

(4,000)
31,000
$151,000

RUSTIC CAMP SITES

Balance Sheet
As of December 31, 2010

$ 51,000
500,000

$551,000

$400,000

$120,000 <—
31,000 «<—

151,000 <

Total liabilities and stockholders’ equity $551,000

RUSTIC CAMP SITES

Statement of Cash Flows

For the Year Ended December 31, 2010

Net increase in cash

Ending cash balance

Plus: beginning cash balance

Cash flows from operating activities:

Cash receipts from revenue

Cash payments for expenses
Net cash flow from operating activities $ 35,000
Cash flows for investing activities:

Cash payments to purchase land (500,000)
Cash flows from financing activities:

Cash receipts from borrowing funds 400,000

Cash receipts from issuing common stock 120,000

Cash payments for dividends

Net cash flow from financing activities 516,000

$ 85,000
(50,000)

(4,000)

51,000
0

$ 51,000

<

<

15
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increases from operating a business with asset decreases from operating the business.*
Asset increases resulting from providing goods and services to customers in the course
of normal operations are called revenues. Asset decreases resulting from consuming
assets and services for the purpose of generating revenues are called expenses. If rev-
enues are greater than expenses, the difference is called net income. If expenses exceed
revenues, the difference is a net loss.

The income statement in Exhibit 1.3 indicates that RCS has earned more assets
than it has used. The statement shows that RCS has increased its assets by $35,000
(net income) as a result of operating its business. Observe the phrase For the Year
Ended December 31, 2010 in the heading of the income statement. Income is measured
for a span of time called the accounting period. While accounting periods of one year
are normal for external financial reporting, income can be measured weekly, monthly,
quarterly, semiannually, or over any other desired time period. Notice that the cash
RCS paid to its stockholders (dividends) is not reported as expense. The decrease in
assets for dividend payments is not incurred for the purpose of generating revenue.
Instead, dividends are transfers of wealth to the owners of the business. Dividend
payments are not reported on the income statement.

cHeek Dfourself 1.3

Mahoney, Inc., was started when it issued common stock to its owners for $300,000. Dur-
ing its first year of operation Mahoney received $523,000 cash for services provided to
customers. Mahoney paid employees $233,000 cash. Advertising costs paid in cash
amounted to $102,000. Other cash operating expenses amounted to $124,000. Finally,
Mahoney paid a $25,000 cash dividend to its stockholders. What amount of net income
would Mahoney report on its earnings statement?

Answer The amount of net income is $64,000 ($523,000 Revenue — $233,000 Salary
Expense — $102,000 Advertising Expense — $124,000 Other Operating Expenses). The
cash received from issuing stock is not revenue because it was not acquired from
earnings activities. In other words, Mahoney did not work (perform services) for this
money; it was contributed by owners of the business. The dividends are not expenses
because the decrease in cash was not incurred for the purpose of generating revenue.
Instead, the dividends represent a transfer of wealth to the owners.

Statement of Changes in Stockholders’ Equity

The statement of changes in stockholders’ equity explains the effects of transactions
on stockholders’ equity during the accounting period. It starts with the beginning
balance in the common stock account. In the case of RCS, the beginning balance in
the common stock account is zero because the company did not exist before the 2010
accounting period. The $120,000 of stock issued during the accounting period is
added to the beginning balance to determine the ending balance in the common stock
account.

In addition to reporting the changes in common stock, the statement describes
the changes in retained earnings for the accounting period. RCS had no beginning
balance in retained earnings. During the period, the company earned $35,000 and
paid $4,000 in dividends to the stockholders, producing an ending retained earning
balance of $31,000 ($0 + $35,000 — $4,000). Since equity consists of common stock
and retained earnings, the ending total equity balance is $151,000 ($120,000 + $31,000).

“This description of the income statement is expanded in subsequent chapters as additional relationships among
the elements of financial statements are introduced.
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This statement is also dated with the phrase For the Year Ended December 31, 2010,
because it describes what happened to stockholders’ equity during 2010.

Balance Sheet

The balance sheet draws its name from the accounting equation. Total assets balances
with (equals) claims (liabilities and stockholders’ equity) on those assets. The balance
sheet for RCS is shown in Exhibit 1.3. Note that total claims (liabilities plus stock-
holders’ equity) are equal to total assets ($551,000 = $551,000).

Note the order of the assets in the balance sheet. Cash appears first, followed by
land. Assets are displayed in the balance sheet based on their level of liquidity. This
means that assets are listed in order of how rapidly they will be converted to cash.
Finally, note that the balance sheet is dated with the phrase As of December 31, 2010,
indicating that it describes the company’s financial condition on the last day of the
accounting period.

CHECK @azwfée/ 1.4

To gain a clear understanding of the balance sheet, try to create one that describes your
personal financial condition. First list your assets, then your liabilities. Determine the
amount of your equity by subtracting your liabilities from your assets.

Answer Answers for this exercise will vary depending on the particular assets and
liabilities each student identifies. Common student assets include automobiles, comput-
ers, stereos, TVs, phones, CD players, clothes, and textbooks. Common student liabili-
ties include car loans, mortgages, student loans, and credit card debt. The difference
between the assets and the liabilities is the equity.

Statement of Cash Flows

The statement of cash flows explains how a company obtained and used cash during
the accounting period. Receipts of cash are called cash inflows, and payments are cash
outflows. The statement classifies cash receipts (inflows) and payments (outflows) into
three categories: financing activities, investing activities, and operating activities.

Businesses normally start with an idea. Implementing the idea usually requires
cash. For example, suppose you decide to start an apartment rental business. First,
you would need cash to finance acquiring the apartments. Acquiring cash to start a
business is a financing activity. Financing activities include obtaining cash (inflow)
from owners or paying cash (outflow) to owners (dividends). Financing activities also
include borrowing cash (inflow) from creditors and repaying the principal (outflow)
to creditors. Because interest on borrowed money is an expense, however, cash paid
to creditors for interest is reported in the operating activities section of the statement
of cash flows.

After obtaining cash from financing activities, you would invest the money by
building or buying apartments. Investing activities involve paying cash (outflow) to
purchase productive assets or receiving cash (inflow) from selling productive assets.
Productive assets are sometimes called long-term assets because businesses normally
use them for more than one year. Cash outflows to purchase land or cash inflows
from selling a building are examples of investing activities.

After investing in the productive assets (apartments), you would engage in operat-
ing activities. Operating activities involve receiving cash (inflow) from revenue and
paying cash (outflow) for expenses. Note that cash spent to purchase short-term assets
such as office supplies is reported in the operating activities section because the office
supplies would likely be used (expensed) within a single accounting period.

17
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EXHIBIT 1.4

Cash flows from operating activities:

Cash receipts (inflows) from revenue (including interest)

Cash payments (outflows) for expenses (including interest)
Cash flows from investing activities:

Cash receipts (inflows) from the sale of long-term assets

Cash payments (outflows) for the purchase of long-term assets
Cash flows from financing activities:

Cash receipts (inflows) from borrowing funds

Cash receipts (inflows) from issuing common stock

Cash payments (outflows) to repay borrowed funds

Cash payments (outflows) for dividends

The primary cash inflows and outflows related to the types of business activity
introduced in this chapter are summarized in Exhibit 1.4. The exhibit will be expanded
as additional types of events are introduced in subsequent chapters.

The statement of cash flows for Rustic Camp Sites in Exhibit 1.3 shows that the
amount of cash increased by $51,000 during the year. The beginning balance in the Cash
account was zero; adding the $51,000 increase to the beginning balance results in a
$51,000 ending balance. Notice that the $51,000 ending cash balance on the statement
of cash flows is the same as the amount of cash reported in the asset section on the
December 31 year-end balance sheet. Also, note that the statement of cash flows is dated
with the phrase For the Year Ended December 31, 2010, because it describes what hap-
pened to cash over the span of the year.

CHECK @@l&%é[ 1.5

Classify each of the following cash flows as an operating activity, investing activity, or
financing activity.

1. Acquired cash from owners.

Borrowed cash from creditors.

Paid cash to purchase land.

Earned cash revenue.

Paid cash for salary expenses.

Paid cash dividend.

Paid cash for interest.

NS g s«

Answer (1) financing activity; (2) financing activity; (3) investing activity; (4) operating
activity; (5) operating activity; (6) financing activity; (7) operating activity.

The Closing Process

As previously indicated, transaction data are recorded in the Revenue, Expense, and
Dividend accounts during the accounting period. At the end of the accounting period
the balances in these accounts are transferred to the Retained Earnings account. The
process of transferring the balances is called closing. Since the Revenue, Expense, and
Dividend accounts are closed each period, they are called temporary accounts. At the
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beginning of each new accounting period, the temporary accounts have zero balances.
The Retained Earnings account carries forward from one accounting period to the
next. Since this account is not closed, it is called a permanent account.

CHECK %{m@/ 1.6

After closing on December 31, 2009, Walston Company had $4,600 of assets, $2,000 of
liabilities, and $700 of common stock. During January of 2010, Walston earned $750 of
revenue and incurred $300 of expense. Walston closes it books each year on December 31.
1. Determine the balance in the Retained Earnings account as of December 31, 2009.

2. Determine the balance in the Retained Earnings account as of January 1, 2010.

3. Determine the balance in the Retained Earnings account as of January 31, 2010.

Answer

1. Assets = Liabilities + Common Stock + Retained Earnings
$4,600 = $2,000 + $700 + Retained Earnings
Retained Earnings = $1,900

2. The balance in the Retained Earnings account on January 1, 2010, is the same as it was on
December 31, 2009. This year's ending balance becomes next year's beginning balance.
Therefore, the balance in the Retained Earnings account on January 1, 2010, is $1,900.

3. The balance in the Retained Earnings account on January 31, 2010, is still $1,900. The revenue
earned and expenses incurred during January are not recorded in the Retained Earnings
account. Revenue is recorded in a Revenue account and expenses are recorded in an
Expense account during the accounting period. The balances in the Revenue and Expense

accounts are transferred to the Retained Earnings account during the closing process at the
end of the accounting period (December 31, 2010).

THE HORIZONTAL FINANCIAL STATEMENTS MODEL

Financial statements are the scorecard for business activity. If you want to succeed
in business, you must know how your business decisions affect your company’s finan-
cial statements. This text uses a horizontal statements model to help you understand
how business events affect financial statements. This model shows a set of financial
statements horizontally across a single page of paper. The balance sheet is displayed
first, adjacent to the income statement, and then the statement of cash flows. Because
the effects of equity transactions can be analyzed by referring to certain balance sheet
columns, and because of limited space, the statement of changes in stockholders’
equity is not shown in the horizontal statements model.

The model frequently uses abbreviations. For example, activity classifications in
the statement of cash flows are identified using OA for operating activities, IA for
investing activities, and FA for financing activities. NC designates the net change in
cash. The statements model uses “NA” when an account is not affected by an event.
The background of the balance sheet is red, that of the income statement is blue, and
that of the statement of cash flows is green. To demonstrate the usefulness of the
horizontal statements model, we use it to display the seven accounting events that
RCS experienced during its first year of operation (2010).

1. RCS acquired $120,000 cash from the owners.
2. RCS borrowed $400,000 cash.
3. RCS paid $500,000 cash to purchase land.

Record business events using a
horizontal financial statements
model.
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4. RCS received $85,000 cash from earning revenue.
5. RCS paid $50,000 cash for expenses.
6. RCS paid $4,000 of cash dividends to the owners.
7. The market value of the land owned by RCS was appraised at $525,000 on Decem-
ber 31, 2010.
Balance Sheet Income Statement
Assets = Liah. +  Stockholders’ Equity
Event Statement of
No. Cash + Land = N.Pay. + Com. Stk. + Ret. Earn. Rev. — Exp. = Netlnc. Cash Flows
Beg. bal. 0 + 0 = 0 + 0 + 0 0 — 0 = 0 NA
1. 120,000 + NA = NA + 120,000 + NA NA — NA = NA 120,000 FA
2 400,000 + NA = 400,000 -+ NA + NA NA — NA = NA 400,000 FA
3 (500,000) + 500,000 = NA + NA + NA NA — NA = NA (500,000) 1A
4. 85,000 + NA = NA + NA + 85,000 85,000 — NA = 85,000 85,000 OA
5 (50,000) + NA = NA + NA + (50,000) NA — 50,000 = (50,000) (50,000) OA
6 (4,000) + NA = NA + NA + (4,000) NA — NA = NA (4,000) FA
1. NA + NA = NA + NA + NA NA — NA = NA NA
Totals 51,000 + 500,000 = 400,000 + 120,000 + 31,000 85000 — 50,000 = 35,000 51,000 NC

SIENITETY

Recognize that statements models are learning tools. Because they are helpful in
understanding how accounting events affect financial statements, they are used exten-
sively in this book. However, the models omit many of the details used in published
financial statements. For example, the horizontal model shows only a partial set of
statements. Also, since the statements are presented in aggregate, the description of
dates (e.g., “as of ” versus “for the period ended”) does not distinguish periodic from
cumulative data.

This section of each chapter introduces topics related to analyzing real world
financial reports. We focus first on the types of businesses that operate in the real
world. We also discuss the annual report that is used to communicate information
to stakeholders.

Real-World Financial Reports

As previously indicated, organizations exist in many different forms, including business
entities and not-for-profit entities. Business entities are typically service, merchandising,
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or manufacturing companies. Service businesses, which include doctors, attorneys,
accountants, dry cleaners, and maids, provide services to their customers. Merchandis-
ing businesses, sometimes called retail or wholesale companies, sell goods to customers
that other entities make. Manufacturing businesses make the goods that they sell to
their customers.

Some business operations include combinations of these three categories. For
example, an automotive repair shop might change oil (service function), sell parts
such as oil filters (retail function), and rebuild engines (manufacturing function). The
nature of the reporting entity affects the form and content of the information reported
in an entity’s financial statements. For example, not-for-profit entities provide state-
ments of revenues, expenditures, and changes in fund equity while business entities
provide income statements. Similarly, income statements of retail companies show an
expense item called cost of goods sold, but service companies that do not sell goods
have no such item in their income statements. You should expect some diversity when
reviewing real-world financial statements.

Annual Report for The Topps Company, Inc.

Organizations normally provide information, including financial statements, to
stakeholders yearly in a document known as an annual report. The annual report
for Topps is reproduced in Appendix B of this text. This report includes the com-
pany’s financial statements (see pages 15-19 of the report). Immediately following
the statements are footnotes that provide additional details about the items described
in the statements (see pages 20-47). The annual report contains the auditors’ report,
which is discussed in Chapter 2. Annual reports also include written commentary
describing management’s assessment of significant events that affected the company
during the reporting period. This commentary is called management’s discussion and
analysis (MD&A).

The U.S. Securities and Exchange Commission (SEC) requires public companies
to file an annual report on a document known as a 10-K. The SEC is discussed in
more detail later. Even though the annual report is usually flashier (contains more
color and pictures) than the 10-K, the 10-K is normally more comprehensive with
respect to content. As a result, the 10-K report can substitute for the annual report,
but the annual report cannot substitute for the 10-K. In an effort to reduce costs,
some companies use the 10-K report as their annual report.

Special Terms in Real-World Reports

The financial statements of real-world companies include numerous items relating to
advanced topics that are not covered in introductory accounting textbooks, especially
the first chapter of an introductory accounting textbook. Do not, however, be dis-
couraged from browsing through real-world annual reports. You will significantly
enhance your learning if you look at many annual reports and attempt to identify as
many items as you can. As your accounting knowledge grows, you will likely experi-
ence increased interest in real-world financial reports and the businesses they
describe.

One thing you will notice about real-world companies’ financial statements is
that dollar amounts are usually stated in thousands or millions of dollars. This
rounding is permitted under the concept of materiality. Financial reporting con-
siders an item to be material only if knowing, versus not knowing, about the item
would affect the decision of an average investor. Consider that in 2007 Wal-Mart’s
revenues were $374,526 million. One million dollars to Wal-Mart is the equivalent
of 27 cents to an individual who earned $100,000 in 2007. The fact that Wal-Mart
rounded its revenues to the nearest million dollars should not affect investors’
decisions.

21
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How did Kevin Rose make 60 million dollars in just 18 months? He built a company investors wanted to buy. So how, in just
18 months, did he build a company so big that only a portion of it was worth $60 million? When investors buy a company they
are really buying a right to share in the future earnings of that company. The existing company does not have to be so large.
It is the potential for future earnings that has to be big.

Kevin risked everything to start his business—"all his time, all his cash, and even his girlfriend, who fought with him
after he poured his savings into his company instead of a down payment on a house.” Kevin's idea was to use information
that others would “dig up” on the Web. Kevin's Web site would allow his users to post links to other Web sites they had found
containing interesting stories. The “diggers” would then vote for the best links to be placed onto the front page of Digg.com.
As more and more users came to the site to find the most interesting stories, they would also hecome contributors by listing
their favorite links. A snowball effect would make Digg.com a very popular Web site, thereby enabling the company to earn
mega revenues from advertising.

Kevin and a small cadre of friends and supporters worked feverishly to establish the hardware and software that would
enable the realization of Kevin's dream. The big question was “if we build it, will they come?” Roughly 18 months later they
had their answer—a resounding yes. By 4 p.m. on launch day Digg.com had signed up more than 13,000 registered users.
Growth continued to soar. Shortly thereafter Digg.com was ranked the 24th most popular Web site in the United States.

At this point Digg.com was just breaking even with advertising revenues and operating expenses of approximately
$3 million. While net income was virtually zero, investors established a price based on the potential for future profits. Indeed,
financial analysts estimated that, given the opportunity, investors would be willing to pay approximately $200 million to buy
the company. Kevin's share of the company was worth roughly $60 million.

As this story illustrates, investors frequently use information that is not reported in a company’s annual report. The
annual report focuses on historical data. This information is important because the past is frequently a strong predictor
of what will happen in the future. However, innovative ideas may generate companies that have little or no history but
that nevertheless have very promising futures. Also, investors and creditors may be motivated by nonfinancial considera-
tions such as social consciousness, humanitarian ideals, or personal preferences. While accounting information is criti-

cally important, it is only one dimension of the information pool that investors and creditors use to make decisions.

We encourage you to look for annual reports in the library or ask your employer
for a copy of your company’s report. The Internet is another excellent source for
obtaining annual reports. Most companies provide links to their annual reports on
their home pages. Look for links labeled “about the company” or “investor relations”
or other phrases that logically lead to the company’s financial reports. The best way
to learn accounting is to use it. Accounting is the language of business. Learning the
language will serve you well in almost any area of business that you pursue.

24 A Look Back

This chapter introduced the role of accounting in society and business: to provide infor-
mation helpful to operating and evaluating the performance of organizations. Account-
ing is a measurement discipline. To communicate effectively, users of accounting must
agree on the rules of measurement. Generally accepted accounting principles (GAAP)
constitute the rules used by the accounting profession in the United States to govern
financial reporting. GAAP is a work in progress that continues to evolve.

This chapter has discussed eight elements of financial statements: assets, liabilities,
equity, common stock (contributed capital ), revenue, expenses, dividends ( distributions ),
and net income. The elements represent broad classifications reported on financial state-
ments. Four basic financial statements appear in the reports of public companies: the
balance sheet, the income statement, the statement of changes in stockholders’ equity, and


http://www.downloadslide.net

www.downloadslide.net

An Introduction to Accounting

the statement of cash flows. The chapter discussed the form and content of each state-
ment as well as the interrelationships among the statements.

This chapter introduced a horizontal financial statements model as a tool to help
you understand how business events affect a set of financial statements. This model is
used throughout the text. You should carefully study this model before proceeding to
Chapter 2.

23

A Look Forward B3

To keep matters as simple as possible and to focus on the interrelationships among
financial statements, this chapter considered only cash events. Obviously, many real-
world events do not involve an immediate exchange of cash. For example, customers
use telephone service throughout the month without paying for it until the next month.
Such phone usage represents an expense in one month with a cash exchange in the
following month. Events such as this are called accruals. Understanding the effects
that accrual events have on the financial statements is included in Chapter 2.

g SELF-STUDY REVIEW PROBLEM

During 2011 Rustic Camp Sites experienced the following transactions.

RCS acquired $32,000 cash by issuing common stock.

RCS received $116,000 cash for providing services to customers (leasing camp sites).
RCS paid $13,000 cash for salaries expense.

RCS paid a $9,000 cash dividend to the owners.

RCS sold land that had cost $100,000 for $100,000 cash.

RCS paid $47,000 cash for other operating expenses.

AN SR

Required

a. Record the transaction data in a horizontal financial statements model like the following
one. In the Cash Flow column, classify the cash flows as operating activities (OA), invest-
ing activities (IA), or financing activities (FA). The beginning balances have been recorded
as an example. They are the ending balances shown on RCS’s December 31, 2010, financial
statements illustrated in the chapter. Note that the revenue and expense accounts have a
zero beginning balance. Amounts in these accounts apply only to a single accounting
period. Revenue and expense account balances are not carried forward from one account-
ing period to the next.

Balance Sheet Income Statement
Assets = Liab. + Stockholders’ Equity
Event Statement of
No. Cash + Land = N.Pay. + Com.Stk. + Ret Earn. = Rev. — Exp. = Netlnc. Cash Flows
Beg. bal. § 51,000 -+ 500,000 = 400,000 + 120,000 + 31,000 NA — NA = NA NA

Explain why there are no beginning balances in the Income Statement columns.

What amount of net income will RCS report on the 2011 income statement?

What amount of total assets will RCS report on the December 31, 2011, balance sheet?
What amount of retained earnings will RCS report on the December 31, 2011, balance sheet?

-0 0T

What amount of net cash flow from operating activities will RCS report on the 2011 state-
ment of cash flows?
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Solution
a.
Balance Sheet Income Statement
Assets = Liab. +  Stockholders’ Equity
Event Statement of
No. Cash + Land = N.Pay. + Com. Stk. + Ret. Earn. Rev. — Exp. = Netlinc. Cash Flows
Beg. bal. 51,000 + 500,000 = 400,000 + 120,000 + 31,000 NA — NA = NA NA
1. 32,000 + NA = NA + 32000 + NA NA — NA = NA 32,000 FA
2. 116,000 + NA = NA + NA + 116,000 116,000 — NA = 116,000 116,000 OA
3. (13,000) + NA = NA + NA + (13,000 NA — 13,000 = (13,000) (13,000) OA
4. (9,000) + NA = NA + NA  + (9,000) NA — NA = NA (9,000) FA
5 100,000 + (100,000) = NA + NA  + NA NA — NA = NA 100,000 1A
6. (47,000) + NA = NA + NA +  (47,000) NA — 47,000 = (47,000) (47,0000 OA
Totals 230,000 + 400,000 = 400,000 + 152,000 + 78,000 116,000 — 60,000 = 56,000 179,000 NC

“The letters NC on the last line of the column designate the net change in cash.

The revenue and expense accounts are temporary accounts used to capture data for a
single accounting period. They are closed (amounts removed from the accounts) to retained
earnings at the end of the accounting period and therefore always have zero balances at
the beginning of the accounting cycle.

RCS will report net income of $56,000 on the 2011 income statement. Compute this
amount by subtracting the expenses from the revenue ($116,000 Revenue — $13,000 Sala-
ries expense — $47,000 Other operating expense).

RCS will report total assets of $630,000 on the December 31, 2011, balance sheet. Compute
total assets by adding the cash amount to the land amount ($230,000 Cash + $400,000
Land).

RCS will report retained earnings of $78,000 on the December 31, 2011, balance sheet.
Compute this amount using the following formula: Beginning retained earnings + Net
income — Dividends = Ending retained earnings. In this case, $31,000 + $56,000 — $9,000 =
$78,000.

Net cash flow from operating activities is the difference between the amount of cash col-
lected from revenue and the amount of cash spent for expenses. In this case, $116,000 cash
inflow from revenue — $13,000 cash outflow for salaries expense — $47,000 cash outflow
for other operating expenses = $56,000 net cash inflow from operating activities.
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Stockholders’ equity 9
Temporary accounts 18
Transaction 9

Stockholders 9

9]

13.

14.

15.

16.

17.

. Compare and contrast public accounting with private

accounting.

. Explain the term stakeholder.
. What type of compensation does an investor expect to

receive in exchange for providing financial resources to a
business? What type of compensation does a creditor
expect from providing financial resources to an organiza-
tion or business?

. How do financial and managerial accounting differ?
. What are the U.S. rules of accounting measurement called?
. Is there a global GAAP (generally accepted accounting

principles)? Explain your answer.

. What body has the primary responsibility for establishing

GAAP in the United States?

. Distinguish between elements of financial statements and

accounts.

. What is the most basic form of the accounting equation?
10.
11.
12.

What role do assets play in business profitability?
To whom do the assets of a business belong?

Explain the order of priority for asset distributions in a
business liquidation.

Name the element used to describe the ownership interest
in a business.

Name the element used to describe creditors’ claims on the
assets of a business.

What is the accounting equation? Describe each of its
three components.

Who ultimately bears the risk and collects the rewards
associated with operating a business?

What does double-entry bookkeeping mean?

EXERCISES

18.

19.

20.

21.
22.
23.
24.

25.

26.

27.

28.
29.

30.

31.

Identify the three types of accounting transactions dis-
cussed in this chapter. Provide an example of each type of
transaction, and explain how it affects the accounting
equation.

How does acquiring resources from owners affect the
accounting equation?

Name the two primary components of stockholders’
equity.

How does earning revenue affect the accounting equation?
What are the three primary sources of assets?

What is included in retained earnings?

How does distributing assets (paying dividends) to owners
affect the accounting equation?

What are the similarities and differences between dividends
and expenses?

What four general-purpose financial statements do busi-

ness enterprises use to communicate information to stake-
holders?

Which of the general-purpose financial statements pro-
vides information about the enterprise at a specific desig-
nated date?

What causes a net loss?

What three categories of cash receipts and cash pay-
ments do businesses report on the statement of cash
flows? Explain the types of cash flows reported in each
category.

How are asset accounts usually arranged in the balance
sheet?

What type of information does a business typically include
in its annual report?

All applicable Exercises are available with McGraw-Hill

Connect Accounting.

Exercise 1-1

Careers in accounting

connect

|ACCOUNTING

LO 1

Accountants establish careers in either the public or private sectors of the economy.

Required

a. Explain how a career in public accounting differs from a career in private accounting.
b. Name and describe three areas of service provided by public accountants.
Identify four typical duties performed by accountants working in the private sector.

C.
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Exercise 1-2  Distributions in a business liquidation

Assume that Brandy Company acquires $1,400 cash from creditors and $1,800 cash from
investors (stockholders). The company then has an operating loss of $2,000 cash and goes out
of business.

Required
a. Define the term business liquidation.

b. What amount of cash will Brandy’s creditors receive?
c¢. What amount of cash will Brandy’s investors (stockholders) receive?

Exercise 1-3  Identifying the reporting entities

Carlos Bueso recently started a business. During the first few days of operation, Mr. Bueso
transferred $30,000 from his personal account into a business account for a company he named
Bueso Enterprises. Bueso Enterprises borrowed $40,000 from the State Bank of Texas. Mr. Bueso’s
father-in-law, James Bright, invested $64,000 into the business for which he received a 25 per-
cent ownership interest. Bueso Enterprises purchased a building from Leigh Realty Company.
The building cost $120,000 cash. Bueso Enterprises earned $28,000 in revenue from the com-
pany’s customers and paid its employees $25,000 for salaries expense.

Required

Identify the entities that were mentioned in the scenario and explain what happened to the
cash accounts of each entity that you identify.

Exercise 1-4  Titles and accounts appearing on financial statements

Annual reports normally include an income statement, statement of changes in equity, balance
sheet, and statement of cash flows.

Required

Identify the financial statements on which each of the following titles or accounts would
appear. If a title or an account appears on more than one statement, list all statements that
would include it.

Retained Earnings
Revenue

Common Stock
Financing Activities
Salaries Expense
Land

Ending Cash Balance

FR -e 20 F R

Beginning Cash Balance
Notes Payable
j- Dividends

e
.

Exercise 1-5 Components of the accounting equation

Required
The following three requirements are independent of each other.

a. Michael’s Motors has assets of $4,550 and net assets of $3,200. What is the amount of
liabilities? What is the amount of claims?

b. Sweet Tooth Bakery has liabilities of $4,800 and equity of $5,400. What is the amount of
assets? What is the amount of net assets?

c¢. Pam’s Candy Co. has assets of $49,200 and liabilities of $28,200. What is the amount of
equity? What is the amount of net assets?
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Exercise 1-6  Effect of events on the accounting equation and careers in accounting LO 1, 4
Olive Enterprises experienced the following events during 2010.

1. Acquired cash from the issue of common stock. ,-: E
2. Paid cash to reduce the principal on a bank note. -

3. Sold land for cash at an amount equal to its cost.

4. Provided services to clients for cash.

5. Paid utilities expenses with cash.

6. Paid a cash dividend to the stockholders.

Required

a. Explain how each of the events would affect the accounting equation by writing the letter I
for increase, the letter D for decrease, and NA for does not affect under each of the com-
ponents of the accounting equation. The first event is shown as an example.

Stockholders’ Equity
Event Common Retained
Assets
|

Number = Liabilities + Stock + Earnings

1 NA I NA

b. Sarah Culver audited Olive Enterprise’s financial statements and provided assurances that
the statements were prepared in accordance with GAAP. Sarah holds only one professional
certification. Which certification to you expect Sarah holds? Explain why you chose this
certification.

Exercise 1-7  Effects of issuing stock L0O3, 8

Joseph Company was started in 2009 when it acquired $15,000 cash by issuing common stock.
The cash acquisition was the only event that affected the business in 2009.

Required

a. Write an accounting equation, and record the effects of the stock issue under the appropri-
ate general ledger account headings.

b. What is the amount of net income appearing on the income statement?

c¢. Where would the stock issue be reported on the statement of cash flows?

Exercise 1-8  Effects of borrowing LO3, 8
East Asia Company was started in 2011 when it issued a note to borrow $6,200 cash.

Required

a. Write an accounting equation, and record the effects of the borrowing transaction under

the appropriate general ledger account headings.

b. What is the amount of net income reported on the income statement? (Ignore any effects
of interest.)

¢. Where would the note issue appear on the statement of cash flows?

Exercise 1-9  Effects of revenue, expense, and dividend events L0OS5, 8

Ruff Company was started on January 1, 2009. During 2009, the company experienced the
following three accounting events: (1) earned cash revenues of $13,500, (2) paid cash expenses
of $9,200, and (3) paid a $500 cash dividend to its stockholders. These were the only events
that affected the company during 2009.

27
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Required
a. Write an accounting equation, and record the effects of each accounting event under the
appropriate general ledger account headings.

b. Prepare an income statement for the 2009 accounting period and a balance sheet at the
end of 2009 for Ruff Company.

Exercise 1-10  Classifying items for the statement of cash flows

Required

Indicate how each of the following would be classified on the statement of cash flows as operat-
ing activities (OA), investing activities (IA), financing activities (FA), or not applicable (NA).
Borrowed $8,000 cash from State Bank.

Paid $5,000 cash for salary expense.

Signed a contract to provide services in the future.

Performed services for $25,000 cash.

Paid $9,000 cash to purchase land.

Paid $1,500 cash for utilities expense.

Sold land for $5,000 cash.

Paid $4,000 cash on the principal of a bank loan.

Paid a $2,000 cash dividend to the stockholders.

j- Received $30,000 cash from the issue of common stock.

R - 20 5B

e
.

Exercise 1-11  Effect of transactions on general ledger accounts

At the beginning of 2011, T & M Corp.’s accounting records had the following general ledger
accounts and balances.

T & M CORP.
Accounting Equation

Acct. Titles
Event Assets = Liabilites + Stockholders’ Equity for RE
Notes Common Retained
Cash Land Payable Stock Earnings
Balance
1/1/2011 10,000 20,000 12,000 7,000 11,000

T & M Corp. completed the following transactions during 2011.

Purchased land for $5,000 cash.

Acquired $25,000 cash from the issue of common stock.
Received $75,000 cash for providing services to customers.
Paid cash operating expenses of $42,000.

Borrowed $10,000 cash from the bank.

Paid a $5,000 cash dividend to the stockholders.
Determined that the market value of the land is $35,000.

NAaUE WD =

Required

a. Record the transactions in the appropriate general ledger accounts. Record the amounts
of revenue, expense, and dividends in the Retained Earnings column. Provide the appropri-
ate titles for these accounts in the last column of the table.

b. Determine the amount of net income for the 2011 period.
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¢. What is the amount of total assets at the end of 2011? What is the amount of stockholders’
equity at the end of 2011?

d. What is the balance in the retained earnings account immediately after Transaction 3 is
recorded?

Exercise 1-12  Preparing financial statements L05, 8
Dakota Company experienced the following events during 2010.

Acquired $30,000 cash from the issue of common stock.

Paid $12,000 cash to purchase land.

Borrowed $10,000 cash.

Provided services for $20,000 cash.

Paid $1,000 cash for rent expense.

Paid $15,000 cash for other operating expenses.

Paid a $2,000 cash dividend to the stockholders.

Determined that the market value of the land purchased in Event 2 is now $12,700.

AN R WD =

Required

a. The January 1, 2010, general ledger account balances are shown in the following account-
ing equation. Record the eight events in the appropriate general ledger accounts. Record
the amounts of revenue, expense, and dividends in the Retained Earnings column. Provide
the appropriate titles for these accounts in the last column of the table. The first event is
shown as an example.

DAKOTA COMPANY
Accounting Equation

Acct. Titles
Event Assets = Liabilites + Stockholders’ Equity for RE
Notes Common  Retained
Cash Land Payable Stock Earnings
Balance
1/1/2010 2,000 12,000 0 6,000 8,000
1. 30,000 30,000

b. Prepare an income statement, statement of changes in equity, year-end balance sheet, and
statement of cash flows for the 2010 accounting period.

c¢. Determine the percentage of assets that were provided by retained earnings. How much
cash is in the retained earnings account?

d. What is the balance in the Service Revenue account on January 1, 2011?

Exercise 1-13  Classifying events as asset source, use, or exchange LO 7

Vera Company experienced the following events during its first year of operations.

L

. Acquired $16,000 cash from the issue of common stock.

. Paid $3,500 cash for salary expenses.

. Borrowed $10,000 cash from New South Bank.

. Paid $6,000 cash to purchase land.

. Provided boarding services for $10,500 cash.

. Acquired an additional $1,000 cash from the issue of common stock.
. Paid $2,400 cash for utilities expense.

. Paid a $1,500 cash dividend to the stockholders.

. Provided additional services for $6,000 cash.

o 0NN hR W
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10. Purchased additional land for $2,500 cash.

11. The market value of the land was determined to be $24,000 at the end of the accounting
period.

Required

Classify each event as an asset source, use, or exchange transaction.

Exercise 1-14  Relationship between assets and retained earnings

West Company was organized when it acquired $2,000 cash from the issue of common stock.
During its first accounting period the company earned $800 of cash revenue and incurred $500
of cash expenses. Also, during the accounting period the company paid its owners a $200 cash
dividend.

Required

a. Determine the ending amount of the retained earnings account.

b. As of the end of the accounting period, determine what percentage of total assets were
provided by earnings.

Exercise 1-15 Historical cost versus market value

JMD, Inc., purchased land in January 2009 at a cost of $270,000. The estimated market value
of the land is $350,000 as of December 31, 2011.

Required
a. Name the December 31, 2011, financial statement(s) on which the land will be shown.

b. At what dollar amount will the land be shown in the financial statement(s)?

c¢. Name the key concept that will be used in determining the dollar amount that will be
reported for land that is shown in the financial statement(s).

Exercise 1-16  Relating accounting events to entities

Sharp Company was started in 2009 when it acquired $25,000 cash by issuing common stock
to Katie Sharp.

Required
a. Was this event an asset source, use, or exchange transaction for Sharp Company?

b. Was this event an asset source, use, or exchange transaction for Katie Sharp?

c. Was the cash flow an operating, investing, or financing activity on Sharp Company’s 2009
statement of cash flows?

d. Was the cash flow an operating, investing, or financing activity on Katie Sharp’s 2009
statement of cash flows?

Exercise 1-17  Retained earnings and the closing process

Firwood Company was started on January 1, 2010. During the month of January, Firwood
earned $4,600 of revenue and incurred $3,000 of expense. Firwood closes its books on Decem-
ber 31 of each year.

Required

a. Determine the balance in the Retained Earnings account as of January 31, 2010.
b. Comment on whether retained earnings is an element of financial statements or an account.
c¢. What happens to the Retained Earnings account at the time expenses are recognized?

Exercise 1-18  Missing information in the accounting equation

As of December 31, 2010, Thomas Company had total assets of $156,000, total liabilities of
$85,600, and common stock of $52,400. During 2011 Thomas earned $36,000 of cash revenue,
paid $20,000 for cash expenses, and paid a $2,000 cash dividend to the stockholders.
Required

a. Determine the amount of retained earnings as of December 31, 2010, after closing.
b. Determine the amount of net income earned in 2011.
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c¢. Determine the amount of retained earnings as of December 31, 2011, after closing.

d. Determine the amount of cash that is in the retained earnings account as of December 31,
2011.

Exercise 1-19  Missing information for determining net income Lo4a, 8

The December 31, 2009, balance sheet for Crow Company showed total stockholders’ equity
of $82,500. Total stockholders’ equity increased by $53,400 between December 31, 2009, and
December 31, 2010. During 2010 Crow Company acquired $13,000 cash from the issue of
common stock. Crow Company paid an $8,000 cash dividend to the stockholders during 2010.

Required

Determine the amount of net income or loss Crow reported on its 2010 income statement. (Hint.
Remember that stock issues, net income, and dividends all change total stockholders’ equity.)

Exercise 1-20 Effect of events on a horizontal financial statements model LOS
Tim’s Auto Service experienced the following events during 2011.

Purchased land for cash.

Issued common stock for cash.

Collected cash for providing auto repair services to customers.
Paid a cash dividend to the stockholders.

Paid cash for operating expenses.

Paid cash to reduce the principal balance on a liability.

S Sy R W=

Determined that the market value of the land is higher than its historical cost.

Required

Use a horizontal statements model to show how each event affects the balance sheet, income
statement, and statement of cash flows. Indicate whether the event increases (I), decreases (D),
or does not affect (NA) each element of the financial statements. Also, in the Cash Flows
column, classify the cash flows as operating activities (OA), investing activities (IA), or financ-
ing activities (FA). The first transaction is shown as an example.

Balance Sheet Income Statement
Event Statement of
No. Cash + Land = N.Pay + C.Stock. + Ret.Ear | Rev. — Exp. = Netlnc. Cash Flows
1. D + I = NA + NA + NA NA - NA = NA D IA
Exercise 1-21 Record events in the horizontal statements model LOS8, 9
Arnett Co. was started in 2011. During 2011, the company (1) acquired $11,000 cash from the
issue of common stock, (2) earned cash revenue of $18,000, (3) paid cash expenses of $10,500,
and (4) paid a $1,000 cash dividend to the stockholders.
Required
a. Record these four events in a horizontal statements model. Also, in the Cash Flows column,
classify the cash flows as operating activities (OA), investing activities (IA), or financing
activities (FA). The first event is shown as an example.
Balance Sheet Income Statement
Event Statement of
No. Cash = N. Pay + C. Stock. + Ret. Ear. | Rev. = Exp. = Net Inc. Cash Flows
1. 11,000 = NA I 11,000 I NA NA = NA = NA 11,000 FA

b. What does the income statement tell you about the assets of this business?
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Lo8, 9 Exercise 1-22  Effect of events on a horizontal statements model

Holiday, Inc., was started on January 1, 2009. The company experienced the following events
during its first year of operation.

L

. Acquired $50,000 cash from the issue of common stock.

. Paid $12,000 cash to purchase land.

. Received $50,000 cash for providing tax services to customers.

. Paid $9,500 cash for salary expenses.

. Acquired $5,000 cash from the issue of additional common stock.
. Borrowed $10,000 cash from the bank.

. Purchased additional land for $10,000 cash.

. Paid $8,000 cash for other operating expenses.

. Paid a $2,800 cash dividend to the stockholders.

. Determined that the market value of the land is $25,000.

o 1NN AR W
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Required

a. Record these events in a horizontal statements model. Also, in the Cash Flows column,
classify the cash flows as operating activities (OA), investing activities (IA), or financing
activities (FA). The first event is shown as an example.

Balance Sheet Income Statement
Event Statement of
No. Cash + Land N.Pay + C.Stock. + Ret. Ear Rev. — Exp. Net Inc. Cash Flows

1. 50,000 + NA NA + 50,000 + NA NA  — NA NA 50,000 FA

What is the balance in the Retained Earnings account immediately after Event 3 is recorded?
What is the net income earned in 2009?

What is the amount of total assets at the end of 2009?

What is the net cash flow from operating activities for 2009?

What is the net cash flow from investing activities for 2009?

What is the net cash flow from financing activities for 2009?

What is the cash balance at the end of 2009?

As of the end of the year 2009, what percentage of total assets were provided by creditors,
investors, and earnings?

FR o= e =0T
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LO7Z7, O Exercise 1-23  Types of transactions and the horizontal statements model
Jodi’s Pet Store experienced the following events during its first year of operations, 2009.

Acquired cash by issuing common stock.
Purchased land with cash.

Borrowed cash from a bank.

Signed a contract to provide services in the future.
Paid a cash dividend to the stockholders.

Paid cash for operating expenses.

NS AWM=

Determined that the market value of the land is higher than the historical cost.
Required

a. Indicate whether each event is an asset source, use, or exchange transaction.

b. Use a horizontal statements model to show how each event affects the balance sheet,
income statement, and statement of cash flows. Indicate whether the event increases (I),
decreases (D), or does not affect (NA) each element of the financial statements. Also, in
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the Cash Flows column, classify the cash flows as operating activities (OA), investing
activities (IA), or financing activities (FA). The first transaction is shown as an example.

Balance Sheet Income Statement
Event Statement of
No. Cash + Land = N.Pay. + Com.Stk. + Ret.Earn. | Rev.. — Exp. = Netlnc. Cash Flows
1. I + NA = NA + I + NA NA - NA = NA | FA
Exercise 1-24  Types of business entities LO9

Required
Give an example of each of the following types of business entities.
a. Service business

b. Merchandising business
¢. Manufacturing business

PROBLEMS

All applicable Problems are available with McGraw-Hill connect
Connect Accounting. laccounTin
Problem 1-25 Accounting entities Lo2
The following business scenarios are independent from one another. CHECK FIGURE

al. Entities mentioned: Mary
Poort and Hayney Bros.
Auto Sales

1. Mary Poort purchased an automobile from Hayney Bros. Auto Sales for $9,000.
2. John Rodman loaned $15,000 to the business in which he is a stockholder.

3. First State Bank paid interest to Caleb Co. on a certificate of deposit that Caleb Co. has
invested at First State Bank.

4. Parkside Restaurant paid the current utility bill of $128 to Gulf Utilities.

5. Gatemore, Inc., borrowed $50,000 from City National Bank and used the funds to purchase
land from Morgan Realty.

=)

. Steven Wong purchased $10,000 of common stock of International Sales Corporation from
the corporation.

. Dan Dow loaned $4,000 cash to his daughter.
. Mega Service Co. earned $5,000 in cash revenue.

N=2- B |

. McCloud Co. paid $1,500 for salaries to each of its four employees.
10. Shim Inc. paid a cash dividend of $3,000 to its sole shareholder, Marcus Shim.

Required

a. For each scenario, create a list of all of the entities that are mentioned in the description.

b. Describe what happens to the cash account of each entity that you identified in Require-
ment a.

Problem 1-26  Relating titles and accounts to financial statements L0O3, 8
Required

Identify the financial statements on which each of the following items (titles, date descriptions,
and accounts) appears by placing a check mark in the appropriate column. If an item appears
on more than one statement, place a check mark in every applicable column. The first item is
completed as an example.
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CHECK FIGURES

a. Net Income 2010: $40,000

b. Retained Earnings 2011:
$80,000

www.downloadslide.net

Statement of

Statement of
Cash Flows

Balance
Sheet

Income
Statement

Changes in
Stockholders’ Equity

Notes payable

Beginning common stock

Service revenue

Utility expense

Cash from stock issue

Operating activities

For the period ended (date)

Net income

Investing activities

Net loss

Ending cash balance

Salary expense

Consulting revenue

Dividends

Financing activities

Ending common stock

Interest expense

As of (date)

Land

Beginning cash balance

Problem 1-27  Preparing financial statements for two complete accounting cycles
and careers in accounting

Susan’s Consulting Services experienced the following transactions for 2010, the first year of
operations, and 2011. Assume that all transactions involve the receipt or payment of cash.

Transactions for 2010

1. Acquired $50,000 by issuing common stock.

2. Received $100,000 for providing services to customers.
3. Borrowed $15,000 cash from creditors.

4. Paid expenses amounting to $60,000.

5. Purchased land for $40,000 cash.

Transactions for 2011

Beginning account balances for 2011 are

Cash $65,000
Land 40,000
Notes payable 15,000
Common stock 50,000
Retained earnings 40,000
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Acquired an additional $20,000 from the issue of common stock.
Received $130,000 for providing services in 2011.

Paid $10,000 to reduce notes payable.

Paid expenses amounting to $75,000.

Paid a $15,000 dividend to the stockholders.

Determined that the market value of the land is $50,000.

Required

a.

Write an accounting equation, and record the effects of each accounting event under the
appropriate headings for each year. Record the amounts of revenue, expense, and dividends
in the Retained Earnings column. Provide appropriate titles for these accounts in the last
column of the table.

Prepare an income statement, statement of changes in stockholders’ equity, year-end bal-
ance sheet, and statement of cash flows for each year.

Determine the amount of cash that is in the retained earnings account at the end of 2010
and 2011.

Compare the information provided by the income statement with the information provided
by the statement of cash flows. Point out similarities and differences.

Determine the balance in the Retained Earnings account immediately after Event 2 in 2010
and in 2011 are recorded.

Would the financial statements for Susan’s Consulting Services be prepared by a public or
a private accountant? Explain your answer.

Problem 1-28  Interrelationships among financial statements

Crawford Enterprises started the 2009 accounting period with $50,000 of assets (all cash),
$18,000 of liabilities, and $4,000 of common stock. During the year, Crawford earned cash
revenues of $38,000, paid cash expenses of $32,000, and paid a cash dividend to stockholders
of $2,000. Crawford also acquired $15,000 of additional cash from the sale of common stock
and paid $10,000 cash to reduce the liability owed to a bank.

Required

a.

Prepare an income statement, statement of changes in stockholders’ equity, period-end
balance sheet, and statement of cash flows for the 2009 accounting period. (Hint: Determine
the amount of beginning retained earnings before considering the effects of the current
period events. It also might help to record all events under an accounting equation before
preparing the statements.)

Determine the percentage of total assets that were provided by creditors, investors, and
earnings.

Problem 1-29  Classifying events as asset source, use, or exchange

The following unrelated events are typical of those experienced by business entities.

1.
. Borrow cash from the local bank.

N SN AW N

oo

Acquire cash by issuing common stock.

. Pay office supplies expense.

. Make plans to purchase office equipment.

. Trade a used car for a computer with the same value.

. Pay other operating supplies expense.

. Agree to represent a client in an IRS audit and to receive payment when the audit is

complete.

. Receive cash from customers for services rendered.
. Pay employee salaries with cash.

10.
11.
12.

Pay back a bank loan with cash.
Pay interest to a bank with cash.
Transfer cash from a checking account to a money market account.

LO8

CHECK FIGURE
a. Net Income: $6,000
Total Assets: $59,000

LO 6
CHECK FIGURE

Event 2: Asset Source
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13. Sell land for cash at its original cost.
14. Pay a cash dividend to stockholders.
15. Learn that a financial analyst determined the company’s price-earnings ratio to be 26.

Required

Identify each of the events as an asset source, asset use, or asset exchange transaction. If an
event would not be recorded under generally accepted accounting principles, identify it as not
applicable (NA). Also indicate for each event whether total assets would increase, decrease, or
remain unchanged. Organize your answer according to the following table. The first event is
shown in the table as an example.

Event No. Type of Event Effect on Total Assets

1 Asset source Increase

LO9 Problem 1-30 Recording the effect of events in a horizontal statements model
Doyer Corporation experienced the following transactions during 2010.

Paid a cash dividend to the stockholders.

Acquired cash by issuing additional common stock.
Signed a contract to perform services in the future.
Performed services for cash.

Paid cash expenses.

Sold land for cash at an amount equal to its cost.
Borrowed cash from a bank.

RSN R WD =

Determined that the market value of the land is higher than its historical cost.
Required

Use a horizontal statements model to show how each event affects the balance sheet, income
statement, and statement of cash flows. Indicate whether the event increases (I), decreases (D),
or does not affect (NA) each element of the financial statements. Also, in the Cash Flows
column, classify the cash flows as operating activities (OA), investing activities (IA), or financ-
ing activities (FA). The first transaction is shown as an example.

Balance Sheet Income Statement
Event Statement of
No. Cash + Land N.Pay + C.Stock. + Ret. Ear. Rev. — Exp. Net Inc. Cash Flows
1. D

+ NA

NA 4 NA e D NA - NA

NA D FA

L08, 9 Problem 1-31  Recording events in a horizontal statements model

CHECK FIGURES Madden Company was started on January 1, 2011, and experienced the following events during
a. Net Income: $3,000 its first year of operation.
e. Net Cash Flow from Operating

Activities: $3,000 1. Acquired $30,000 cash from the issue of common stock.

Borrowed $40,000 cash from National Bank.

Earned cash revenues of $48,000 for performing services.
Paid cash expenses of $45,000.

Paid a $1,000 cash dividend to the stockholders.

A R
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Acquired an additional $20,000 cash from the issue of common stock.
Paid $10,000 cash to reduce the principal balance of the bank note.
Paid $53,000 cash to purchase land.

Determined that the market value of the land is $75,000.

° P A

Required

a. Record the preceding transactions in the horizontal statements model. Also, in the Cash
Flows column, classify the cash flows as operating activities (OA), investing activities (IA),
or financing activities (FA). The first event is shown as an example.

Balance Sheet Income Statement
Event Statement of
No. Cash + Lland = N.Pay + C.Stock. + Ret Ear. Rev.. — Exp. = Netlnc. Cash Flows
1. 30000 + NA = NA + 30,000 + NA NA - NA = NA 30,000 FA
b. Determine the amount of total assets that Madden would report on the December 31,
2011, balance sheet.
c. Identify the sources of the assets that Madden would report on the December 31, 2011,
balance sheet. Determine the amount of each of these sources.
d. Determine the net income that Madden would report on the 2011 income statement.
Explain why dividends do not appear on the income statement.
e. Determine the net cash flows from operating activities, financing activities, and investing
activities that Madden would report on the 2011 statement of cash flows.
f. Determine the percentage of assets that were provided by investors, creditors, and earnings.
Problem 1-32  Distinguishing revenue firom retained earnings and closing L03, 8

After closing on December 31, 2010, Direct Delivery Company (DDC) had $9,200 of assets,
$4,000 of liabilities, and $1,400 of common stock. During January of 2011 DDC earned $1,500
of revenue and incurred $600 of expense. DDC closes it books each year on December 31.

Required

a. Determine the balance in the Retained Earnings account as of December 31, 2010.
b. Determine the balance in the Retained Earnings account as of January 1, 2011.
c¢. Determine the balance in the Retained Earnings account as of January 31, 2011.

ANALYZE, THINK, COMMUNICATE

ATC 1-1 Business Applications Case Understanding real world annual reports

Required

Use the Topps Company’s annual report in Appendix B to answer the following questions. _

What was Topps’ net income for 2006?
Did Topps’ net income increase or decrease from 2005 to 2006, and by how much?
What was Topps’ accounting equation for 2006?

Which of the following had the largest percentage increase from 2005 to 2006: net sales,
cost of sales, or selling, general, and administrative expenses? Show all computations.

&0 T
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ATC1-2 Group Assignment Missing information

The following selected financial information is available for ROC, Inc. Amounts are in millions
of dollars.

Income Statements 2009 2008 2007 2006
Revenue $ 860 $1,520 $ (a) $1,200
Cost and expenses (a) (a) (2,400) (860)
Income from continuing operations (b) 450 320 (a)
Unusual items -0- 175 (b) (b)

Netincome $ 20 $ (b) $ 175 $ 300
Assets

Cash and marketable securities $ 350 $1,720 $ (c) $ 940

Other assets 1,900 (c) 2,500 (c)
Total assets 2,250 $2,900 $ (d) $3,500
Liabilities $ (c) $ (d) $1,001 $ (d)
Stockholders’ equity

Common stock 600 720 (e) 800

Retained earnings (d) (e) 800 (e)
Total stockholders’ equity 1,520 1,345 (f) 2,200

Total liabilities and stockholders’ equity $2,250 $ (f) $3,250 $3,500

a. Divide the class into groups of four or five students each. Organize the groups into four
sections. Assign Task 1 to the first section of groups, Task 2 to the second section, Task 3
to the third section, and Task 4 to the fourth section.

Group Tasks

(1) Fill in the missing information for 2006.
(2) Fill in the missing information for 2007.
(3) Fill in the missing information for 2008.
(4) Fill in the missing information for 2009.

b. Each section should select two representatives. One representative is to put the financial
statements assigned to that section on the board, underlining the missing amounts. The
second representative is to explain to the class how the missing amounts were determined.

ATC1-3 Real-World Case Classifying cash flow activities at five companies
The following events occurred at five real-world companies.

On March 17, 2008, H&R Block, Inc., announced that it had signed an agreement to sell the
mortgage loan servicing business that is a part of its Option One Mortgage Corporation sub-
sidiary for approximately $1 billion. Assume this sale was completed.

On March 19, 2008, Visa, Inc., issued approximately 450 million shares of stock for almost
$20 billion.

On February 19, 2008, Chrysler, LL.C, announced that it planned to significantly expand exist-
ing engineering operations in countries outside the United States. These plans include add-
ing new development centers outside the country. Assume these plans were accomplished.

During 2007, Target Corporation borrowed $6.75 billion using notes payable that were due to
be repaid between 2013 and 2038.

During 2007, Levi Strauss & Co. had cash sales of approximately $4.25 billion.
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Required

Determine if each of the transactions above should be classified as an operating, investing, or
financing activity. Also, identify each cash flow as an inflow or outflow.

ATC 1-4 Business Applications Case  Use of real-world numbers for forecasting

The following information was drawn from the annual report of Machine Import Company (MIC):

For the Years

2009 2010
oo smens
Revenue $800,000 $920,000
Operating Expenses 720,000 820,000
Income from Continuing Operations 80,000 100,000
Extraordinary ltem—Lottery Win 20,000
Net Income $ 80,000 $120,000
‘ Balance Sheets
Assets $700,000 $720,000
Liabilities $300,000 $200,000
Stockholders’ Equity
Common Stock 150,000 150,000
Retained Earnings 250,000 370,000
Total Liabilities and Stockholders’ Equity $700,000 $720,000

Required

a. Compute the percentage of growth in net income from 2009 to 2010. Can stockholders
expect a similar increase between 2010 and 2011?

b. Assuming that MIC collected $120,000 cash from earnings (net income), explain how this
money was spent in 2010.

c. Assuming that MIC experiences the same percentage of growth from 2010 to 2011 as it
did from 2009 to 2010, determine the amount of income from continuing operations that
the owners can expect to see on the 2011 income statement.

d. During 2011, MIC experienced a $15,000 loss due to storm damage (note that this would
be shown as an extraordinary loss on the income statement). Liabilities and common stock
were unchanged from 2010 to 2011. Use the information that you computed in Part ¢ plus
the additional information provided in the previous two sentences to calculate net income
for 2011 and prepare a balance sheet as of December 31, 2011.

ATC1-5 Writing Assignment  Elements of financial statements defined

Bob and his sister Marsha both attend the state university. As a reward for their successful com-
pletion of the past year (Bob had a 3.2 GPA in business, and Marsha had a 3.7 GPA in art),
their father gave each of them 100 shares of The Walt Disney Company stock. They have just
received their first annual report. Marsha does not understand what the information means and
has asked Bob to explain it to her. Bob is currently taking an accounting course, and she knows
he will understand the financial statements.

Required

Assume that you are Bob. Write Marsha a memo explaining the following financial statement
items to her. In your explanation, describe each of the two financial statements and explain the
financial information each contains. Also define each of the elements listed for each financial
statement and explain what it means.
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Balance Sheet

Assets
Liabilities
Stockholders’ Equity

Income Statement

Revenue
Expense
Net Income

40 Chapter 1

ATC1-6 Ethical Dilemma Loyalty versus the bottom line

) Assume that Jones has been working for you for five years. He has had an excellent work history
A and has received generous pay raises in response. The raises have been so generous that Jones is
® ® quite overpaid for the job he is required to perform. Unfortunately, he is not qualified to take on
other, more responsible jobs available within the company. A recent job applicant is willing to ac-
cept a salary $5,000 per year less than the amount currently being paid to Jones. The applicant is
well qualified to take over Jones’s duties and has a very positive attitude. The following financial
statements were reported by your company at the close of its most recent accounting period.

Financial Statements

‘ Income Statement

Revenue $57,000
Expense (45,000)
Net Income $12,000
St e o S
Beginning Common Stock $20,000
Plus: Stock Issued 5,000
Ending Common Stock $25,000
Beginning Retained Earnings 50,000
Net Income 12,000
Dividends (2,000)

Ending Retained Earnings 60,000
Total Stockholders’ Equity $85,000
oo

Assets

Cash $85,000
Stockholders’ Equity

Common Stock $25,000

Retained Earnings 60,000
Total Stockholders’ Equity $85,000

‘ Statement of Cash Flows

Operating Activities

Inflow from Customers $57,000

Outflow for Expenses (45,000)
Net Inflow from Operating Activities $12,000
Investing Activities 0
Financing Activities

Inflow from Stock Issue 5,000

Outflow for Dividends (2,000)
Net Inflow from Financing Activities 3,000
Net Change in Cash 15,000
Plus: Beginning Cash Balance 70,000

Ending Cash Balance $85,000
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Required

a. Reconstruct the financial statements, assuming that Jones was replaced at the beginning of
the most recent accounting period. Both Jones and his replacement are paid in cash. No
other changes are to be considered.

b. Would a public or private accountant be more likely to face this type of dilemma?

ATC1-7 Research Assignment Finding real-world accounting information

The Curious Accountant story at the beginning of this chapter referred to the Coca-Cola Company
and discussed who its stakeholders are. This chapter has introduced the basic structure of the
four financial statements used by companies to annually keep their stakeholders informed as to
their accomplishments and financial situation. Complete the requirements below using the most
recent (20xx) financial statements available on xx Coke’s website. Like many companies, Coke
uses the Form 10-K that it files with the Securities and Exchange Commission (SEC) as its an-
nual report. Obtain the statements on the Internet by following the steps below. (The formatting
of the company’s website may have changed since these instructions were written.)

B Go to www.thecoca-colacompany.com.

B Click on the “Investors” link at the top of the page.

B Click on the “Financial Information” link at the left side of the page.

B Under the “Financial Information” heading, click on xx “Annual & Other Reports.”

B Click on “20xx Annual Report on Form 10-K.”

B Use the Table of Contents at the beginning of the Form 10-K to locate the company’s
“Financial Statements and Supplementary Data” section. Go to the company’s financial
statements and complete the requirements below.

Required

a. What was the company’s net income in each of the last three years?

b. What amount of total assets did the company have at the end of the most recent year?

c¢. How much retained earnings did the company have at the end of the most recent year?
Note: Coke uses the name reinvested earnings rather than retained earnings.

d. For the most recent year, what was the company’s cash flow from operating activities, cash
flow from investing activities, and cash flow from financing activities?
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Understanding /¢
Accounting Cycle

LEARNING OBJECTIVES

After you have mastered the material in this chapter you will be able to:

Record basic accrual and deferral events in a horizontal financial statements model.
Organize general ledger accounts under an accounting equation.

Prepare financial statements based on accrual accounting.

Describe the closing process, the accounting cycle, and the matching concept.

Prepare a vertical financial statements model.

Explain how business events affect financial statements over multiple accounting cycles.

Identify the primary components of corporate governance.

00 N O C1T B WN =

Classify accounting events into one of four categories:
a. asset source transactions.

bh. asset use transactions.

C. asset exchange transactions.

d

. claims exchange transactions.

CHAPTER OPENING

Users of financial statements must distinguish between the terms recognition and realization. Recognition
means formally reporting an economic item or event in the financial statements. Realization refers to collect-
ing money, generally from the sale of products or services. Companies may recognize (report) revenue in the
income statement in a different accounting period from the period in which they collect the cash related to
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the revenue. Furthermore, companies frequently make cash payments for expenses in accounting periods other
than the periods in which the expenses are recognized in the income statement.

To illustrate, assume Johnson Company provides services to customers in 2010 but collects cash for those
services in 2011. In this case, realization occurs in 2011. When should Johnson recognize the services revenue?

Users of cash basis accounting recognize (report) revenues and expenses in the period in which cash is
collected or paid. Under cash basis accounting Johnson would recognize the revenue in 2011 when it collects
the cash. In contrast, users of accrual accounting recognize revenues and expenses in the period in which they
occur, regardless of when cash is collected or paid. Under accrual accounting Johnson would recognize the
revenue in 2010 (the period in which it performed the services) even though it does not collect (realize) the
cash until 2011.

Accrual accounting is required by generally accepted accounting principles. Virtually all major companies
operating in the United States use it. Its two distinguishing features are called accruals and deferrals.

B The term accrual describes an earnings event that is recognized before cash is exchanged. Johnson’s
recognition of revenue in 2010 related to cash realized in 2011 is an example of an accrual.

B The term deferral describes an earnings event that is recognized after cash has been exchanged. Suppose
Johnson pays cash in 2010 to purchase office supplies it uses in 2011. In this case the cash payment
occurs in 2010 although supplies expense is recognized in 2011. This example is a deferral.

Accountant

Suppose Sarah Greenwood wishes to purchase a sub-
scription to American Baby for her sister who is sched-
uled to give birth to her first child in early September
2010. She pays $12 for a one-year subscription to the
Meredith Corporation, the company that publishes
American Baby, Better Homes and Gardens, The Ladies
Home Journal, and several other magazines. It also
owns 13 television stations. Her sister will receive her
first issue of the magazine in September.

How should Meredith Corporation account for the
receipt of this cash? How would this event be reported
onits December 31,2010, financial statements? (Answer
on page 59.)
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ACCRUAL ACCOUNTING

The next section of the text describes seven events experienced by Cato Consultants,
a training services company that uses accrual accounting.

EVENT1 Cato Consultants was started on January 1, 2010, when it acquired $5,000
cash by issuing common stock.

The issue of stock for cash is an asset source transaction. It increases the company’s
assets (cash) and its equity (common stock). The transaction does not affect the
income statement. The cash inflow is classified as a financing activity (acquisition
from owners). These effects are shown in the following financial statements model:

Assets = Liah. + Stockholders’ Equity
Cash = Com. Stk. + Ret. Earn. Rev. — Exp. = Net Inc. Cash Flow
5000 = NA + 5000 + NA NA — NA = NA 5000 FA

Accounting for Accounts Receivable

EVENT 2 During 2010 Cato Consultants provided $84,000 of consulting services to

its clients. The business has completed the work and sent bills to the clients, but not yet
collected any cash. This type of transaction is frequently described as providing services
on account.

Accrual accounting requires companies to recognize revenue in the period in which
the work is done regardless of when cash is collected. In this case, revenue is recog-
nized in 2010 even though cash has not been realized (collected). Recall that revenue
represents the economic benefit that results in an increase in assets from providing
goods and services to customers. The specific asset that increases is called Accounts
Receivable. The balance in Accounts Receivable represents the amount of cash the
company expects to collect in the future. Since the revenue recognition causes assets
(accounts receivable) to increase, it is classified as an asset source transaction. Its effect
on the financial statements follows.

Assets = Liab. + Stockholders’ Equity
Cash +  Accts.Rec. = Com. Stk. +  Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
NA aF 84,000 = NA + NA = 84,000 84,000 -— NA = 84,000 NA
Notice that the event affects the income statement but not the statement of cash flows.
The statement of cash flows will be affected in the future when cash is collected.
EVENT 3 Cato collected $60,000 cash from customers in partial settlement of its
accounts receivable.
The collection of an account receivable is an asset exchange transaction. One asset
account (Cash) increases and another asset account (Accounts Receivable) decreases.
The amount of total assets is unchanged. The effect of the $60,000 collection of
receivables on the financial statements is as follows.
Assets = Liab. + Stockholders’ Equity
Cash + Accts.Rec. = Com. Stk. +  Ret. Earn. Rev..  — Exp. = Netlnc. Cash Flow
60,000 + (60,000) = NA F NA I NA NA - NA = NA 60,000 OA
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Notice that collecting the cash did not affect the income statement. The revenue was
recognized when the work was done (see Event 2). Revenue would be double counted
if it were recognized again when the cash is collected. The statement of cash flows
reflects a cash inflow from operating activities.

Other Events
EVENT 4 Cato paid the instructor $10,000 for teaching training courses (salary expense).

Cash payment for salary expense is an asset use transaction. Both the asset account
Cash and the equity account Retained Earnings decrease by $10,000. Recognizing the
expense decreases net income on the income statement. Since Cato paid cash for the
expense, the statement of cash flows reflects a cash outflow from operating activities.
These effects on the financial statements follow.

Assets = Liah. + Stockholders’ Equity
Cash + Accts. Rec. = Com. Stk. + Ret. Earn. Rev. — Exp. = Netlinc. Cash Flow
(10,0000 + NA = NA  + NA aF (10,000) NA — 10,000 = (10,000) (10,000) OA
EVENT5 Cato paid $2,000 cash for advertising costs. The advertisements appeared
in 2010.
Cash payments for advertising expenses are asset use transactions. Both the asset
account Cash and the equity account Retained Earnings decrease by $2,000. Recog-
nizing the expense decreases net income on the income statement. Since the expense
was paid with cash, the statement of cash flows reflects a cash outflow from operat-
ing activities. These effects on the financial statements follow.
Assets = Liab. + Stockholders’ Equity
Cash + Accts. Rec. = Com. Stk. + Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
(2,000) + NA = NA  + NA I (2,000) NA — 2000 = (2,000) (2,000) OA
EVENT6 Cato signed contracts for $42,000 of consulting services to be performed
in 2011.
The $42,000 for consulting services to be performed in 2011 is not recognized in
the 2010 financial statements. Revenue is recognized for work actually completed,
not work expected to be completed. This event does not affect any of the financial
statements.
Assets = Liab. + Stockholders’ Equity
Cash + Accts. Rec. = Com. Stk. + Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
NA T NA = NA  + NA I NA NA - NA = NA NA

Accounting for Accrued Salary Expense (Adjusting Entry)

It is impractical to record many business events as they occur. For example, Cato
incurs salary expense continually as the instructor teaches courses. Imagine the impos-
sibility of trying to record salary expense second by second! Companies normally
record transactions when it is most convenient. The most convenient time to record
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many expenses is when they are paid. Often, however, a single business transaction
pertains to more than one accounting period. To provide accurate financial reports
in such cases, companies may need to recognize some expenses before paying cash for
them. Expenses that are recognized before cash is paid are called accrued expenses.
The accounting for Event 7 illustrates the effect of recognizing accrued salary expense.

EVENT 7 At the end of 2010 Cato recorded accrued salary expense of $6,000 (the salary
expense is for courses the instructor taught in 2008 that Cato will pay him for in 2011).

Accrual accounting requires that companies recognize expenses in the period in which
they are incurred regardless of when cash is paid. Cato must recognize all salary
expense in the period in which the instructor worked (2010) even though Cato will
not pay the instructor again until 2011. Cato must also recognize the obligation (lia-
bility) it has to pay the instructor. To accurately report all 2010 salary expense and
year-end obligations, Cato must record the unpaid salary expense and salary liability
before preparing its financial statements. The entry to recognize the accrued salary
expense is called an adjusting entry. Like all adjusting entries, it is only to update the
accounting records; it does not affect cash.

This adjusting entry decreases stockholders’ equity (retained earnings) and increases
a liability account called Salaries Payable. The balance in the Salaries Payable account
represents the amount of cash the company is obligated to pay the instructor in the
future. The effect of the expense recognition on the financial statements follows.

Liah. + Stockholders’ Equity

Cash

+

Accts. Rec.

Net Inc. Cash Flow

Sal. Pay. + Com.Stk. + Ret.Earn. § Rev. —  Exp.

NA

+

NA

6,000 4 NA + (6,000) NA — 6,000

(6,000) NA

This event is a claims exchange transaction. The claims of creditors (liabilities) increase
and the claims of stockholders (retained earnings) decrease. Total claims remain
unchanged. The salary expense is reported on the income statement. The statement
of cash flows is not affected.

Be careful not to confuse liabilities with expenses. Although liabilities may increase
when a company recognizes expenses, liabilities are not expenses. Liabilities are obli-
gations. They can arise from acquiring assets as well as recognizing expenses. For
example, when a business borrows money from a bank, it recognizes an increase in
assets (cash) and liabilities (notes payable). The borrowing transaction does not affect
expenses.

CHECK @am@e/ 2.1

During 2010, Anwar Company earned $345,000 of revenue on account and collected
$320,000 cash from accounts receivable. Anwar paid cash expenses of $300,000 and cash
dividends of $12,000. Determine the amount of net income Anwar should report on the
2010 income statement and the amount of cash flow from operating activities Anwar
should report on the 2010 statement of cash flows.

Answer Net income is $45,000 ($345,000 revenue — $300,000 expenses). The cash flow
from operating activities is $20,000, the amount of revenue collected in cash from cus-
tomers (accounts receivable) minus the cash paid for expenses ($320,000 — $300,000).
Dividend payments are classified as financing activities and do not affect the determi-
nation of either net income or cash flow from operating activities.
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Summary of Events

The previous section of this chapter described seven events Cato Consultants experi-
enced during the 2010 accounting period. These events are summarized below for
your convenience.

Event 1 Cato Consultants acquired $5,000 cash by issuing common stock.

Event 2 Cato provided $84,000 of consulting services on account.

Event 3 Cato collected $60,000 cash from customers in partial settlement of its accounts
receivable.

Event 4 Cato paid $10,000 cash for salary expense.
Event 5 Cato paid $2,000 cash for 2010 advertising costs.

Event 6 Cato signed contracts for $42,000 of consulting services to be performed
in 2011.

Event 7 Cato recognized $6,000 of accrued salary expense.

The General Ledger

Exhibit 2.1 shows the 2010 transaction data recorded in general ledger accounts. The
information in these accounts is used to prepare the financial statements. The revenue
and expense items appear in the Retained Earnings column with their account titles
immediately to the right of the dollar amounts. The amounts are color coded to help
you trace the data to the financial statements. Data in red appear on the balance
sheet, data in blue on the income statement, and data in green on the statement of
cash flows. Before reading further, trace each transaction in the summary of events
into Exhibit 2.1.

EXHIBIT 2.1 Transaction Data for 2010 Recorded in General Ledger Accounts

Organize general ledger accounts
under an accounting equation.

Assets = Liabilities + Stockholders’ Equity
Accounts Salaries Common Retained Other

Event No. Cash + Receivable = Payable + Stock + Earnings Account Titles
Beg. bal. 0 0 0 0 0

1 5,000 5,000

2 84,000 Consulting revenue

3 60,000 (60,000)

4 (10,000) Salary expense

5 (2,000) Advertising expense

6

7 6,000 Salary Expense
End bal. 53,000 + 24,000 = 6,000 + 5,000 + 66,000

Vertical Statements Model

The financial statements for Cato Consultants’ 2010 accounting period are repre-
sented in a vertical statements model in Exhibit 2.2. A vertical statements model
arranges a set of financial statement information vertically on a single page. Like
horizontal statements models, vertical statements models are learning tools. They
illustrate interrelationships among financial statements. The models do not, however,
portray the full, formal presentation formats companies use in published financial
statements. For example, statements models may use summarized formats with abbre-
viated titles and dates. As you read the following explanations of each financial state-
ment, trace the color coded financial data from Exhibit 2.1 to Exhibit 2.2.

Prepare financial statements based
on accrual accounting.
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EXHIBIT 2.2 Vertical Statements Model
CATO CONSULTANTS

Financial Statements*
Income Statement
For the Year Ended December 31, 2010

Consulting revenue $84,000
Salary expense (16,000)
Advertising expense (2,000)
Net income $66,000

Statement of Changes in Stockholders’ Equity
For the Year Ended December 31, 2010

Beginning common stock $ 0
Plus: Common stock issued 5,000
Ending common stock $ 5,000
Beginning retained earnings 0
Plus: Net income 66,000
Less: Dividends 0
Ending retained earnings 66,000
Total stockholders’ equity $71,000
Balance Sheet
As of December 31, 2010

Assets

Cash $53,000

Accounts receivable 24,000
Total assets $77,000
Liabilities

Salaries payable $ 6,000
Stockholders’ equity

Common stock $ 5,000

Retained earnings 66,000
Total stockholders’ equity 71,000
Total liabilities and stockholders’ equity $77,000

Statement of Cash Flows

For the Year Ended December 31, 2010

Cash flows from operating activities

Cash receipts from customers $60,000

Cash payments for salary expense (10,000)

Cash payments for advertising expenses (2,000)
Net cash flow from operating activities $48,000
Cash flow from investing activities 0
Cash flows from financing activities

Cash receipt from issuing common stock 5,000
Net cash flow from financing activities 5,000
Net change in cash 53,000
Plus: Beginning cash balance 0
Ending cash balance $53,000

*In real-world annual reports, financial statements are normally presented separately with appropriate
descriptions of the date to indicate whether the statement applies to the entire accounting period or a specific
point in time.
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Income Statement

The income statement reflects accrual accounting. Consulting revenue represents the
price Cato charged for all the services it performed in 2010, even though Cato had
not by the end of the year received cash for some of the services performed. Expenses
include all costs incurred to produce revenue, whether paid for by year-end or not.
We can now expand the definition of expenses introduced in Chapter 1. Expenses
were previously defined as assets consumed in the process of generating revenue.
Cato’s adjusting entry to recognize accrued salaries expense did not reflect consuming
assets. Instead of a decrease in assets, Cato recorded an increase in liabilities (salaries
payable). An expense can therefore be more precisely defined as a decrease in assets
or an increase in liabilities resulting from operating activities undertaken to generate
revenue.

Statement of Changes in Stockholders’ Equity

The statement of changes in stockholders’ equity reports the effects on equity of issuing
common stock, earning net income, and paying dividends to stockholders. It identifies
how an entity’s equity increased and decreased during the period as a result of trans-
actions with stockholders and operating the business. In the Cato case, the statement
shows that equity increased when the business acquired $5,000 cash by issuing com-
mon stock. The statement also reports that equity increased by $66,000 from earning
income and that none of the $66,000 of net earnings was distributed to owners (no
dividends were paid). Equity at the end of the year is $71,000 ($5,000 + $66,000).

Balance Sheet

The balance sheet discloses an entity’s assets, liabilities, and stockholders’ equity at a
particular point in time. Cato Consultants had two assets at the end of the 2010
accounting period: cash of $53,000 and accounts receivable of $24,000. These assets
are listed on the balance sheet in order of liquidity. Of the $77,000 in total assets,
creditors have a $6,000 claim, leaving stockholders with a $71,000 claim.

Statement of Cash Flows

The statement of cash flows explains the change in cash from the beginning to the
end of the accounting period. It can be prepared by analyzing the Cash account.
Since Cato Consultants was established in 2010, its beginning cash balance was zero.
By the end of the year, the cash balance was $53,000. The statement of cash flows
explains this increase. The Cash account increased because Cato collected $60,000
from customers and decreased because Cato paid $12,000 for expenses. As a result,
Cato’s net cash inflow from operating activities was $48,000. Also, the business
acquired $5,000 cash through the financing activity of issuing common stock, for a
cumulative cash increase of $53,000 ($48,000 + $5,000) during 2010.

Comparing Cash Flow from Operating Activities with Net Income

The amount of net income measured using accrual accounting differs from the amount
of cash flow from operating activities. For Cato Consulting in 2010, the differences
are summarized below.

Accrual Accounting Cash Flow
Consulting revenue $84,000 $60,000
Salary expense (16,000) (10,000)
Advertising expense (2,000) (2,000)
Net income $66,000 $48,000

Many students begin their first accounting class with the misconception that rev-
enue and expense items are cash equivalents. The Cato illustration demonstrates that

49
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a company may recognize a revenue or expense without a corresponding cash collec-
tion or payment in the same accounting period.

The Closing Process

Recall that the temporary accounts (revenue, expense, and dividend) are closed prior
to the start of the next accounting cycle. The closing process transfers the amount in
each of these accounts to the Retained Earnings account, leaving each temporary
account with a zero balance.

Exhibit 2.3 shows the general ledger accounts for Cato Consultants after the
revenue and expense accounts have been closed to retained earnings. The closing entry
labeled Cl.1 transfers the balance in the Consulting Revenue account to the Retained
Earnings account. Closing entries Cl.2 and Cl.3 transfer the balances in the expense
accounts to retained earnings.

EXHIBIT 2.3

General Ledger Accounts for Cato Consultants

Assets = Liabilities + Stockholders’ Equity
Cash Salaries Payable Common Stock
(1) 5000 (7) 6,000 (1) 5,000
(3) 60,000  Bal. 6,000
(4) (10,000) Retained Earnings
L L Cl.1 84,000
Bal. 53000 cl.2 (16,000}
A MR CL3 (2,000)
ccounts Receivable Bal. —66,000
(2) 84,000
(3) (60,000) Consulting Revenue
Bal. 24,000 2) 84,000
CL1 (84,000)
Bal. 0

Salary Expense

(4) (10,000)
(7) (6,000)
Cl.2 16,000
Bal. 0

Advertising Expense

(5) (2,000)
Cl.3 2,000
Bal. 0

Steps in an Accounting Cycle

An accounting cycle, which is represented graphically in Exhibit 2.4, involves several
steps. The four steps identified to this point are (1) recording transactions; (2) adjust-
ing the accounts; (3) preparing financial statements; and (4) closing the temporary
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accounts. The first step occurs continually throughout the account- EXHIBIT 2.4
ing period. Steps 2, 3, and 4 normally occur at the end of the :

accounting period.

The Matching Concept :

Cash basis accounting can distort reported net income because it Record
sometimes fails to match expenses with the revenues they produce. transactions
To illustrate, consider the $6,000 of accrued salary expense that
Cato Consultants recognized at the end of 2010. The instructor’s
4 2

teaching produced revenue in 2010. If Cato waited until 2011
(when it paid the instructor) to recognize $6,000 of the total
$16,000 salary expense, then $6,000 of the expense would not be
matched with the revenue it generated. By using accrual account-

ing, Cato recognized all the salary expense in the same accounting
period in which the consulting revenue was recognized. A primary
goal of accrual accounting is to appropriately match expenses
with revenues, the matching concept. Prei’)are

Appropriately matching expenses with revenues can be diffi- statements
cult even when using accrual accounting. For example, consider
Cato’s advertising expense. Money spent on advertising may gen-
erate revenue in future accounting periods as well as in the current
period. A prospective customer could save an advertising brochure for
several years before calling Cato for training services. It is difficult to
know when and to what extent advertising produces revenue. When the
connection between an expense and the corresponding revenue is vague,
accountants commonly match the expense with the period in which it
is incurred. Cato matched (recognized) the entire $2,000 of advertising
cost with the 2010 accounting period even though some of that cost
might generate revenue in future accounting periods. Expenses that are
matched with the period in which they are incurred are frequently called
period costs.

Matching is not perfect. Although it would be more accurate to
match expenses with revenues than with periods, there is sometimes no
obvious direct connection between expenses and revenue. Accountants
must exercise judgment to select the accounting period in which to rec-
ognize revenues and expenses. The concept of conservatism influences
such judgment calls.

Close temporary Adjust
accounts accounts

The Conservatism Principle

When faced with a recognition dilemma, conservatism guides accountants to select
the alternative that produces the lowest amount of net income. In uncertain circum-
stances, accountants tend to delay revenue recognition and accelerate expense recogni-
tion. The conservatism principle holds that it is better to understate net income than
to overstate it. If subsequent developments suggest that net income should have been
higher, investors will respond more favorably than if they learn it was really lower.
This practice explains why Cato recognized all of the advertising cost as expense in 2010
even though some of that cost may generate revenue in future accounting periods.

SECOND ACCOUNTING CYCLE

The effects of Cato Consultants’ 2011 events are as follows:

EVENT 1 Cato paid $6,000 to the instructor to settle the salaries payable obligation. .
Record basic accrual and deferral

Cash payments to creditors are asset use transactions. When Cato pays the instructor, events in a horizontal financial
both the asset account Cash and the liability account Salaries Payable decrease. The  statements model.
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cash payment does not affect the income statement. The salary expense was recog-
nized in 2010 when the instructor taught the classes. The statement of cash flows
reflects a cash outflow from operating activities. The effects of this transaction on the
financial statements are shown here.

Assets = Liab. +  Stk. Equity
Cash = Sal. Pay. Rev. — Exp. = Netlnc. Cash Flow
(6,0000 = (6,000) I NA NA - NA = NA (6,000) OA

Prepaid Items (Cost versus Expense)

EVENT2 On March 1, 2011, Cato signed a one-year lease agreement and paid $12,000
cash in advance to rent office space. The one-year lease term began on March 1.

Accrual accounting draws a distinction between the terms cost and expense. A cost
might be either an asset or an expense. If a company has already consumed a pur-
chased resource in the process of earning revenue, the cost of the resource is an
expense. For example, companies normally pay for electricity the month after using
it. The cost of electric utilities is therefore usually recorded as an expense. In contrast,
if a company purchases a resource it will use in the future to generate revenue, the
cost of the resource represents an asset. Accountants record such a cost in an asset
account and defer recognizing an expense until the resource is used to produce rev-
enue. Deferring the expense recognition provides more accurate matching of revenues
and expenses. Exhibit 2.5 illustrates the relationship between costs, assets, and
expenses.

EXHIBIT 2.5
Relationship between Cost and Expense

——|
Asset
(deferred expense)

Expense

Expense

The cost of the office space Cato leased in Event 2 is an asset. It is recorded
in the asset account Prepaid Rent. Cato expects to benefit from incurring this cost
for the next twelve months. Expense recognition is deferred until Cato uses the office
space to help generate revenue. Other common deferred expenses include prepaid
insurance and prepaid taxes. As these titles imply, deferred expenses are frequently
called prepaid items.

Purchasing prepaid rent is an asset exchange transaction. The asset account Cash
decreases and the asset account Prepaid Rent increases. The amount of total assets
is unaffected. The income statement is unaffected. Expense recognition is deferred
until the office space is used. The statement of cash flows reflects a cash outflow from
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operating activities. The effects of this transaction on the financial statements are
shown here.

Assets = Liab. + Stk. Equity
Cash + Prep. Rent Rev. — Exp. = Net Inc. Cash Flow
(12,0000 + 12000 = NA + NA NA — NA = NA (12,000) OA

Accounting for Receipt of Unearned Revenue

EVENT 3 Cato received $18,000 cash in advance from Westberry Company for consulting
services Cato agreed to perform over a one-year period beginning June 1, 2011.

Cato must defer (delay) recognizing any revenue until it performs (does the work) the
consulting services for Westberry. From Cato’s point of view, the deferred revenue is
a liability because Cato is obligated to perform services in the future. The liability is
called unearned revenue. The cash receipt is an asset source transaction. The asset
account Cash and the liability account Unearned Revenue both increase. Collecting
the cash has no effect on the income statement. The revenue will be reported on the
income statement after Cato performs the services. The statement of cash flows reflects
a cash inflow from operating activities. The effects of this transaction on the financial
statements are shown here.

Assets = Liab. +  Stk. Equity
Cash = Unearn. Rev. Rev. — Exp. = Netlnc. Cash Flow
18,000 = 18,000 S NA NA - NA = NA 18,000 OA

Accounting for Supplies Purchase
EVENT 4 Cato purchased $800 of supplies on account.

The purchase of supplies on account is an asset source transaction. The asset account
Supplies and the liability account Accounts Payable increase. The income statement
is unaffected. Expense recognition is deferred until the supplies are used. The state-
ment of cash flows is not affected. The effects of this transaction on the financial
statements are shown here.

Assets = Liab. +  Stk. Equity
Supplies = Accts. Pay. Rev. — Exp. = Netlnc. Cash Flow
800 = 800 4 NA NA - NA = NA NA

Other 2011 Events
EVENT5 Cato provided $96,400 of consulting services on account.

Providing services on account is an asset source transaction. The asset account
Accounts Receivable and the stockholders’ equity account Retained Earnings increase.
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Revenue and net income increase. The statement of cash flows is not affected. The
effects of this transaction on the financial statements are shown here.

Assets = Liab. + Stk. Equity
Accts. Rec. = Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
96,400 = NA + 96,400 96400 — NA = 96,400 NA

EVENT 6 Cato collected $105,000 cash from customers as partial settlement of
accounts receivable.

Collecting money from customers who are paying accounts receivable is an asset
exchange transaction. One asset account (Cash) increases and another asset account
(Accounts Receivable) decreases. The amount of total assets is unchanged. The income
statement is not affected. The statement of cash flows reports a cash inflow from
operating activities. The effects of this transaction on the financial statements are
shown here.

Assets Liab. + Stk. Equity

Cash + Accts. Rec. Rev. — Exp. Net Inc. Cash Flow

105,000 +  (105,000) NA + NA NA — NA

NA 105,000 OA

EVENT 7 Cato paid $32,000 cash for salary expense.

Cash payments for salary expense are asset use transactions. Both the asset account
Cash and the equity account Retained Earnings decrease by $32,000. Recognizing the
expense decreases net income on the income statement. The statement of cash flows
reflects a cash outflow from operating activities. The effects of this transaction on the
financial statements are shown here.

Assets = Liab. +  Stk. Equity
Cash = Ret. Earn. Rev. - Exp. = Netlnc. Cash Flow
(320000 = NA + (32,000) NA — 32000 = (32,000) (32,000) OA

EVENT 8 Cato incurred $21,000 of other operating expenses on account.

Recognizing expenses incurred on account are claims exchange transactions. One claims
account (Accounts Payable) increases and another claims account (Retained Earnings)
decreases. The amount of total claims is not affected. Recognizing the expenses
decreases net income. The statement of cash flows is not affected. The effects of this
transaction on the financial statements are shown here.

Assets = Liab. +  Stk. Equity
Accts. Pay. +  Ret. Earn. Rev. n — Exp. = Netlnc. Cash Flow
NA = 21,000 + (21,000) NA — 21,000 = (21,000 NA
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EVENT9 Cato paid $18,200 in partial settlement of accounts payable.

Paying accounts payable is an asset use transaction. The asset account Cash and the
liability account Accounts Payable decrease. The statement of cash flows reports a
cash outflow for operating activities. The income statement is not affected. The effects
of this transaction on the financial statements are shown here.

Assets = Liab. +  Stk. Equity
Cash = Accts. Pay. Rev. — Exp. = Netlnc. Cash Flow
(18,2000 = (18,200) i NA NA — NA = NA (18,200) O0A

EVENT 10 Cato paid $79,500 to purchase land it planned to use in the future as a
building site for its home office.

Purchasing land with cash is an asset exchange transaction. One asset account, Cash,
decreases and another asset account, Land, increases. The amount of total assets is
unchanged. The income statement is not affected. The statement of cash flows reports
a cash outflow for investing activities. The effects of this transaction on the financial
statements are shown here.

Assets = Liab. + Stk. Equity

Cash + Land Rev. — Exp. = NetlInc. Cash Flow

(79,500) + 79,500

NA + NA NA — NA = NA (79,500) 1A

EVENT 11  Cato paid $21,000 in cash dividends to its stockholders.

Cash payments for dividends are asset use transactions. Both the asset account Cash
and the equity account Retained Earnings decrease. Recall that dividends are wealth
transfers from the business to the stockholders, not expenses. They are not incurred
in the process of generating revenue. They do not affect the income statement. The
statement of cash flows reflects a cash outflow from financing activities. The effects
of this transaction on the financial statements are shown here.

Assets = Liab. +  Stk. Equity
Cash = Ret. Earn. Rev.. — Exp. = Netlnc. Cash Flow
(21,0000 = NA  + (21,000) NA - NA = NA (21,0000 FA

EVENT 12 Cato acquired $2,000 cash from issuing additional shares of common stock.

Issuing common stock is an asset source transaction. The asset account Cash and the
stockholders’ equity account Common Stock increase. The income statement is unaf-
fected. The statement of cash flows reports a cash inflow from financing activities.
The effects of this transaction on the financial statements are shown here.

Assets = Liab. +  Stk. Equity
Cash = Com. Stk. Rev..  — Exp. = NetlInc. || Cash Flow
2,000 = NA + 2,000 NA - NA = NA 2,000 FA
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Adjusting Entries

Recall that companies make adjusting entries at the end of an accounting period to
update the account balances before preparing the financial statements. Adjusting
entries ensure that companies report revenues and expenses in the appropriate account-
ing period; adjusting entries never affect the Cash account.

Accounting for Supplies (Adjusting Entry)

EVENT 13 After determining through a physical count that it had $150 of unused
supplies on hand as of December 31, Cato recognized supplies expense.

Companies would find the cost of recording supplies expense each time a pencil, piece
of paper, envelope, or other supply item is used to far outweigh the benefit derived
from such tedious recordkeeping. Instead, accountants transfer to expense the total
cost of all supplies used during the entire accounting period in a single year-end
adjusting entry. The cost of supplies used is determined as follows.

Beginning Supplies Supplies Ending _ Supplies

supplies balance ' purchased ~ available for use  supplies balance used
Companies determine the ending supplies balance by physically counting the sup-
plies on hand at the end of the period. Cato used $650 of supplies during the year
(zero beginning balance + $800 supplies purchase = $800 available for use — $150
ending balance). Recognizing Cato’s supplies expense is an asset use transaction. The
asset account Supplies and the stockholders’ equity account Retained Earnings decrease.
Recognizing supplies expense reduces net income. The statement of cash flows is not
affected. The effects of this transaction on the financial statements are shown here.

Assets = Liabh. <+  Stk. Equity
Supplies = Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
(650) = NA + (650) NA - 650 = (650) NA

Accounting for Prepaid Rent (Adjusting Entry)

EVENT 14 Cato recognized rent expense for the office space used during the accounting
period.

Recall that Cato paid $12,000 on March 1, 2011, to rent office space for one year
(see Event 2). The portion of the lease cost that represents using office space from
March 1 through December 31 is computed as follows.

Cost of annual lease +~ 12 = Cost per month X Months used = Rent expense
$12,000 cost of policy +~ 12 = $1,000 per month X 10 months = $10,000 Rent expense

Recognizing the rent expense decreases the asset account Prepaid Rent and the
stockholders’ equity account Retained Earnings. Recognizing rent expense reduces net
income. The statement of cash flows is not affected. The cash flow effect was recorded
in the March 1 event. These effects on the financial statements follow.

Assets = Liab. + Stk. Equity
Prep. Rent = Ret. Earn. Rev.. . — Exp. = Netlnc. Cash Flow
(10,000) = NA + (10,000) NA  — 10,000 = (10,000) NA
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CHECK %m@e/ 2.2

Rujoub Inc. paid $18,000 cash for one year of insurance coverage that began on Novem-
ber 1, 2010. Based on this information alone, determine the cash flow from operating
activities that Rujoub would report on the 2010 and 2011 statements of cash flows. Also,
determine the amount of insurance expense Rujoub would report on the 2010 income
statement and the amount of prepaid insurance (an asset) that Rujoub would report on
the December 31, 2010, balance sheet.

Answer Since Rujoub paid all of the cash in 2010, the 2010 statement of cash flows would
report an $18,000 cash outflow from operating activities. The 2011 statement of cash flows
would report zero cash flow from operating activities. The expense would be recognized
in the periods in which the insurance is used. In this case, insurance expense is recognized
at the rate of $1,500 per month ($18,000 + 12 months). Rujoub used two months of insurance
coverage in 2010 and therefore would report $3,000 (2 months X $1,500) of insurance expense
on the 2010 income statement. Rujoub would report a $15,000 (10 months X $1,500)
asset, prepaid insurance, on the December 31, 2010, balance sheet. The $15,000 of prepaid
insurance would be recognized as insurance expense in 2011 when the insurance coverage
is used.

Accounting for Unearned Revenue (Adjusting Entry)

EVENT 15 Cato recognized the portion of the unearned revenue it earned during the
accounting period.

Recall that Cato received an $18,000 cash advance from Westberry Company to pro-
vide consulting services from June 1, 2011, to May 31, 2012 (see Event 3). By Decem-
ber 31, Cato had earned 7 months (June 1 through December 31) of the revenue
related to this contract. Rather than recording the revenue continuously as it per-
formed the consulting services, Cato can simply recognize the amount earned in a
single adjustment to the accounting records at the end of the accounting period. The
amount of the adjustment is computed as follows.

$18,000 = 12 months = $1,500 revenue earned per month
$1,500 X 7 months = $10,500 revenue to be recognized in 2011

The adjusting entry moves $10,500 from the Unearned Revenue account to the
Consulting Revenue account. This entry is a claims exchange transaction. The
liability account Unearned Revenue decreases and the equity account Retained
Earnings increases. The effects of this transaction on the financial statements are
shown here.

Assets = Liab. +  Stk. Equity
Unearn. Rev. +  Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
NA = (10,500) I 10,500 10500 — NA = 10,500 NA

Recall that revenue was previously defined as an economic benefit a company
obtains by providing customers with goods and services. In this case the economic
benefit is a decrease in the liability account Unearned Revenue. Revenue can therefore
be more precisely defined as an increase in assets or a decrease in liabilities that a
company obtains by providing customers with goods or services.
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CHECK curself 2.3

Sanderson & Associates received a $24,000 cash advance as a retainer to provide legal
services to a client. The contract called for Sanderson to render services during a one-
year period beginning October 1, 2010. Based on this information alone, determine the
cash flow from operating activities Sanderson would report on the 2010 and 2011 state-
ments of cash flows. Also determine the amount of revenue Sanderson would report on
the 2010 and 2011 income statements.

Answer Since Sanderson collected all of the cash in 2010, the 2010 statement of cash
flows would report a $24,000 cash inflow from operating activities. The 2011 statement
of cash flows would report zero cash flow from operating activities. Revenue is recog-
nized in the period in which it is earned. In this case revenue is earned at the rate of

$2,000 per month ($24,000 + 12 months = $2,000 per month). Sanderson rendered serv-
ices for three months in 2010 and nine months in 2011. Sanderson would report $6,000

(3 months X $2,000) of revenue on the 2010 income statement and $18,000 (9 months X

$2,000) of revenue on the 2011 income statement.

Accounting for Accrued Salary Expense (Adjusting Entry)

EVENT 16

Cato recognized $4,000 of accrued salary expense.

The adjusting entry to recognize the accrued salary expense is a claims exchange
transaction. One claims account, Retained Earnings, decreases and another claims
account, Salaries Payable, increases. The expense recognition reduces net income. The
statement of cash flows is not affected. The effects of this transaction on the financial
statements are shown here.

Assets = Liab. +  Stk. Equity
Sal. Pay. +  Ret. Earn. Rev. — Exp. = Netlnc. Cash Flow
NA = 4,000 + (4,000) NA - 4000 =  (4,000) NA

Summary of Events

The previous section of this chapter described sixteen events Cato Consultants expe-
rienced the during the 2011 accounting period. These events are summarized below
for your convenience.

Event 1  Cato paid $6,000 to the instructor to settle the salaries payable obligation.

Event 2  On March 1, Cato paid $12,000 cash to lease office space for one year.

Event 3  Cato received $18,000 cash in advance from Westberry Company for con-
sulting services to be performed for one year beginning June 1.

Event4  Cato purchased $800 of supplies on account.

Event 5  Cato provided $96,400 of consulting services on account.

Event 6  Cato collected $105,000 cash from customers as partial settlement of ac-

counts receivable.
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Because the Meredith Corporation
Answers to The Accountant receives cash from customers before
actually providing any magazines to
them, the company has not earned
any revenue when it receives the cash. Thus, Meredith has a liability called unearned revenue. If it closed its
books on December 31, then $3 of Sarah’s subscription would be recognized as revenue in 2010. The remain-
ing $9 would appear on the balance sheet as a liability.

Meredith Corporation actually ends its accounting year on June 30 each year. A copy of a recent bal-
ance sheet for the company is presented in Exhibit 2.6. The liability for unearned subscription revenue was
$239.8 ($127.4 + $112.4) million—which represented about 28.5 percent of Meredith’s total liabilities!

Will Meredith need cash to pay these subscription liabilities? Not exactly. The liabilities will not be paid
directly with cash. Instead, they will be satisfied by providing magazines to the subscribers. However, Meredith
will need cash to pay for producing and distributing the magazines supplied to the customers. Even so, the
amount of cash required to provide magazines will probably differ significantly from the amount of unearned
revenues. In most cases, subscription fees do not cover the cost of producing and distributing magazines. By
collecting significant amounts of advertising revenue, publishers can provide magazines to customers at prices
well below the cost of publication. The amount of unearned revenue is not likely to coincide with the amount
of cash needed to cover the cost of satisfying the company’s obligation to produce and distribute magazines.
Even though the association between unearned revenues and the cost of providing magazines to customers
is not direct, a knowledgeable financial analyst can use the information to make estimates of future cash flows
and revenue recognition.

Event 7  Cato paid $32,000 cash for salary expense.
Event 8  Cato incurred $21,000 of other operating expenses on account.
Event 9  Cato paid $18,200 in partial settlement of accounts payable.

Event 10 Cato paid $79,500 to purchase land it planned to use in the future as a build-
ing site for its home office.

Event 11 Cato paid $21,000 in cash dividends to its stockholders.
Event 12 Cato acquired $2,000 cash from issuing additional shares of common stock.

The year-end adjustments are:

Event 13 After determining through a physical count that it had $150 of unused sup-
plies on hand as of December 31, Cato recognized supplies expense.

Event 14 Cato recognized rent expense for the office space used during the accounting
period.

Event 15 Cato recognized the portion of the unearned revenue it earned during the
accounting period.

Event 16 Cato recognized $4,000 of accrued salary expense.
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Balance Sheet for Meredith Corporation

CONSOLIDATED BALANCE SHEETS
Meredith Corporation and Subsidiaries
As of June 30 (amounts in thousands)

Assets

Current assets

Cash and cash equivalents $ 29,788
Accounts receivable (net of allowances of $15,205) 176,669
Inventories 41,562
Current portion of subscription and acquisition costs 21,7171
Current portion of broadcast rights 13,539
Other current assets 15,160
Total current assets 304,495
Property, plant and equipment

Land 19,261
Buildings and improvements 106,112
Machinery and equipment 256,380
Leasehold improvements 8,863
Construction in progress 8,266
Total property, plant and equipment 398,882
Less accumulated depreciation (205,926)
Net property, plant and equipment 192,956
Subscription acquisition costs 24,722
Broadcast rights 7,096
Other assets 58,589
Intangibles, net 707,068
Goodwill 196,382
Total assets $1,491,308

Liabilities and Shareholders’ Equity
Current liabilities

Current portion of long-term debt $ 125,000
Current portion of long-term broadcast rights payable 18,676
Accounts payable 48,462
Accrued expenses
Compensation and benefits 42,162
Distribution expenses 17,546
Other taxes and expenses 59,818
Total accrued expenses 119,526
Current portion of unearned subscription revenues 127,416
Total current liabilities 439,080
Long-term debt 125,000
Long-term broadcast rights payable 17,208
Unearned subscription revenues 112,358
Deferred income taxes 93,929
Other noncurrent liabilities 51,906
Total liabilities 839,481
Shareholders’ equity
Common stock, par value $1 per share 39,700
Class B stock, par value $1 per share, convertible to common stock 9,596
Additional paid-in capital 55,346
Retained earnings 550,115
Accumulated other comprehensive loss (1,025)
Unearned compensation (1,905)
Total shareholders’ equity 651,827

Total liabilities and shareholders’ equity $1,491,308
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The General Ledger

Exhibit 2.7 shows Cato Consultants’ 2011 transaction data recorded in general ledger

form. The account balances at the end of 2010, shown in Exhibit 2.3, become the

beginning balances for the 2011 accounting period. The 2011 transaction data are

referenced to the accounting events with numbers in parentheses. The information in  Organize general ledger accounts

the ledger accounts is the basis for the financial statements in Exhibit 2.8. Before under an accounting equation.
reading further, trace each event in the summary of events into Exhibit 2.7.

Ledger Accounts with 2011 Transaction Data

Assets = Liabilities + Stockholders’ Equity
Cash Prepaid Rent Accounts Payable Common Stock Retained Earnings
Bal. 53,000 Bal. 0 Bal 0 Bal 5000 Bal. 66,000
(1) (6,0000 (2) 12,000 (4) 800 (12) 2,000
(2) (12,000) (14) (10,000) (8) 21,000 Bal. 7,000 Dividends
(3) 18000 Bal. 2000 (9) (18,200) Bal. 0
(6) 105,000 Bal. 3,600
207 (11) (21,000)
(7 (32,000) Land Bal (21.000)
(9) (18,200) Bal 0 Unearned Revenue a ——
(10) (79,500) °a .
(1) (21,000 (10 79500  Bal. 0 Consulting Revenue
(12) 2000 Bal 79500 ) N0 Bal. 0
Bal. 9,300 1) (10,500 (5) 96,400
- Bal. _1.500 (15) 10,500
A ts Receivabl
eeounts Recetvanle Salaries Payable e 106,900
?Fjl' ggggg Bal. 6,000 Other Operating
(6) (105,000) (:) (gggg) Expenses
Bal. 15,400 ikl == Bal. 0
—_— Bal. 4,000 (8) (21,000)
Supplies Bal. (21,000)
Bal. 0
) 800 Salary Expense
(13) (650) Bal. 0
Bal. 150 (7) (32,000)
(16) (4,000)
Bal. (36,000)

Rent Expense

Bal. 0
(14) (10,000)
Bal. (10,000)

Supplies Expense

Bal. 0
(13) (650)
Bal. (650)

Vertical Statements Model

Financial statement users obtain helpful insights by analyzing company trends over
multiple accounting cycles. Exhibit 2.8 presents for Cato Consultants a multicycle
vertical statements model of 2010 and 2011 accounting data. To conserve space, we
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have combined all the expenses for each year into single amounts labeled “Operating
LO 6 Expenses,” determined as follows.
Explain how business events affect 2010 2011

financial statements over multiple

accounting cycles. Other operating expenses $ 0 $21,000

Salary expense 16,000 36,000
Rent expense 0 10,000
Advertising expense 2,000 0
Supplies expense 0 650
Total operating expenses $18,000 $67,650

Similarly, we combined the cash payments for operating expenses on the statement of
cash flows as follows.

2010 2011
Supplies and other operating expenses $ 0 $18,200*
Salary expense 10,000 38,000
Rent expense 0 12,000
Advertising expense 2,000 0
Total cash payments for operating expenses $12,000 $68,200

*Amount paid in partial settlement of accounts payable

Recall that the level of detail reported in financial statements depends on user
information needs. Most real-world companies combine many account balances
together to report highly summarized totals under each financial statement caption.
Before reading further, trace the remaining financial statement items from the ledger
accounts in Exhibit 2.7 to where they are reported in Exhibit 2.8.

The vertical statements model in Exhibit 2.8 shows significant interrelationships
among the financial statements. For each year, trace the amount of net income from
the income statement to the statement of changes in stockholders’ equity. Next, trace
the ending balances of common stock and retained earnings reported on the state-
ment of changes in stockholders’ equity to the stockholders’ equity section of the
balance sheet. Also, confirm that the amount of cash reported on the balance sheet
equals the ending cash balance on the statement of cash flows.

Other relationships connect the two accounting periods. For example, trace the
ending retained earnings balance from the 2010 statement of stockholders’ equity to
the beginning retained earnings balance on the 2011 statement of stockholders’ equity.
Also, trace the ending cash balance on the 2010 statement of cash flows to the begin-
ning cash balance on the 2011 statement of cash flows. Finally, confirm that the change
in cash between the 2010 and 2011 balance sheets ($53,000 — $9,300 = $43,700 decrease)
agrees with the net change in cash reported on the 2011 statement of cash flows.

EXHIBIT 2.8 Vertical Statements Model

CATO CONSULTANTS

Financial Statements
Income Statements
For the Years Ended December 31

2010 2011
Consulting revenue $84,000 $106,900
Operating expenses (18,000) (67,650)

continued

Net income $66,000 $ 39,250 —‘
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EXHIBIT 2.8 Concluded

Statements of Changes in Stockholders’ Equity
For the Years Ended December 31

2010 2011
Beginning common stock $ 0 —> $§ 5,000
Plus: Common stock issued 5,000 2,000
Ending common stock 5000 — 7,000
Beginning retained earnings 0 —> 66,000
Plus: Net income 66,000 39,250 <—
Less: Dividends 0 (21,000)
Ending retained earnings 66,000 ——— 84,250
Total stockholders’ equity $71,000 $ 91,250
Balance Sheets
As of December 31
2010 2011

Assets

Cash $53,000 $ 9,300

Accounts receivable 24,000 15,400

Supplies 0 150

Prepaid rent 0 2,000

Land 0 79,500
Total assets $77,000 $106,350
Liabilities

Accounts payable $ 0 $ 3,600

Unearned revenue 0 7,500

Salaries payable 6,000 4,000
Total liabilities 6,000 15,100
Stockholders’ equity

Common stock 5,000 7,000 <—

Retained earnings 66,000 84,250 «<—
Total stockholders’ equity 71,000 91,250
Total liabilities and stockholders’ equity $77,000 $106,350

Statements of Cash Flows

For the Years Ended December 31

2010 2011

Cash Flows from Operating Activities

Cash receipts from customers $60,000 $123,000

Cash payments for operating expenses (12,000) (68,200)
Net cash flow from operating activities 48,000 54,800
Cash Flows from Investing Activities

Cash payment to purchase land 0 (79,500)
Cash Flows from Financing Activities

Cash receipts from issuing common stock 5,000 2,000

Cash payments for dividends 0 (21,000)
Net cash flow from financing activities 5,000 (19,000)
Net change in cash 53,000 (43,700)

Plus: Beginning cash balance 0 4,—> 53,000
Ending cash balance $53,000 $ 9300 «———
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CHECK curself 2.a

Treadmore Company started the 2010 accounting period with $580 of supplies on hand.
During 2010 the company paid cash to purchase $2,200 of supplies. A physical count of
supplies indicated that there was $420 of supplies on hand at the end of 2010. Treadmore
pays cash for supplies at the time they are purchased. Based on this information alone,
determine the amount of supplies expense to be recognized on the income statement and
the amount of cash flow to be shown in the operating activities section of the statement
of cash flows.

Answer The amount of supplies expense recognized on the income statement is the
amount of supplies that were used during the accounting period. This amount is com-
puted below.

Beginning Supplies Supplies Ending Supplies
balance + purchased = available — balance = used
$580 + $2200 = 82780 — $420 = $2,360

The cash flow from operating activities is the amount of cash paid for supplies
during the accounting period. In this case, Treadmore paid $2,200 cash to purchase
supplies. This amount would be shown as a cash outflow.

“lll ULNMRR R '

Identify the primary components
of corporate governance.

CORPORATE GOVERNANCE

Corporate governance is the set of relationships between the board of directors, man-
agement, shareholders, auditors, and other stakeholders that determines how a com-
pany is operated. Clearly, financial analysts are keenly interested in these relationships.
This section discusses the key components of corporate governance.

Importance of Ethics

The accountant’s role in society requires trust and credibility. Accounting information is
worthless if the accountant is not trustworthy. Similarly, tax and consulting advice is
useless if it comes from an incompetent person. The high ethical standards required by
the profession state “a certified public accountant assumes an obligation of self-discipline
above and beyond requirements of laws and regulations.” The American Institute of
Certified Public Accountants requires its members to comply with the Code of Professional
Conduct. Section I of the Code includes six articles that are summarized in Exhibit 2.9.
The importance of ethical conduct is universally recognized across a broad spectrum of
accounting organizations. The Institute of Management Accountants requires its mem-
bers to follow a set of Standards of Ethical Conduct. The Institute of Internal Auditors
also requires its members to subscribe to the organization’s Code of Ethics.

Sarbanes-Oxley Act of 2002

Credible financial reporting relies on a system of checks and balances. Corporate
management is responsible for preparing financial reports while outside, independent
accountants (CPAs) audit the reports. The massive surprise bankruptcies of Enron in
late 2001 and WorldCom several months later suggested major audit failures on the
part of the independent auditors. An audit failure means a company’s auditor does
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EXHIBIT 2.9

Article | Responsibilities
In carrying out their responsibilities as professionals, members should exercise sensitive
professional and moral judgments in all their activities.

Article Il The Public Interest

Members should accept the obligation to act in a way that will serve the public interest, honor
the public trust, and demonstrate commitment to professionalism.

Article lll Integrity

To maintain and broaden public confidence, members should perform all professional
responsibilities with the highest sense of integrity.

Article IV Objectivity and Independence

A member should maintain objectivity and be free of conflicts of interest in discharging
professional responsibilities. A member in public practice should be independent in fact and
appearance when providing auditing and other attestation services.

Article V Due Care

A member should observe the profession’s technical and ethical standards, strive continually to
improve competence and the quality of services, and discharge professional responsibility to the
best of the member’s ability.

Article VI Scope and Nature of Services
A member in public practice should observe the principles of the Code of Professional Conduct
in determining the scope and nature of services to be provided.

not detect, or fails to report, that the company’s financial reports are not in compliance
with GAAP. The audit failures at Enron, WorldCom, and others prompted Congress
to pass the Sarbanes-Oxley Act (SOX), which became effective on July 30, 2002.

Prior to SOX, independent auditors often provided nonaudit services, such as
installing computer systems, for their audit clients. The fees they earned for these
services sometimes greatly exceeded the fees charged for the audit itself. This practice
had been questioned prior to the audit failures at Enron and WorldCom. Critics felt
the independent audit firm was subject to pressure from the company to conduct a
less rigorous audit, or risk losing lucrative nonaudit work. To strengthen the audit
function SOX included the following provisions.

B Prior to the enactment of SOX, independent auditors were self-regulated by the
membership of the American Institute of Certified Public Accountants and by
state boards of accountancy. Beyond self-regulation, SOX establishes The Public
Company Accounting Oversight Board (PCAOB) to regulate accounting profes-
sionals that audit the financial statements of public companies.

B Independent auditors must register with the PCAOB or cease all participation in
public company audits and abide by the board’s pronouncements.

B The PCAOB will conduct inspections of registered firms. To ensure enforcement,
the board has a full range of sanctions at its disposal, including suspension or
revocation of registration, censure, and significant fines.

B To reduce the likelihood of conflicts of interest, SOX prohibits all registered
public accounting firms from providing audit clients, contemporaneously with the
audit, certain nonaudit services, including internal audit outsourcing, financial-
information-system design and implementation services, and expert services.

B SOX provides for significant corporate governance reforms regarding audit com-
mittees and their relationship to the auditor, making the audit committee respon-
sible for the appointment, compensation, and oversight of the issuer’s auditor.
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c;@@l&d @7@ INTERNATIONAL ISSUES

Ethical conduct is shaped by the
cultural climate. Indeed, a business
culture that focuses narrowly on
shareholder interest is frequently
blamed for the excesses that led to
the downfall of Enron and others. The
mantra was an ever-increasing stock
price. Incentive packages encourage
executives to take short cuts or even
engage in fraudulent behavior in order
to “make the numbers.” The infamous
quote of Gordon Gekko in the 1987
movie Wall Street—"Greed is Good"—
epitomized a culture of self-indul-
gence. Gekko’s quote was drawn from
Sun Tzu's management treatise The
Art of War. This treatise contained the
tenets that guided corporate govern-
ance in the 1980s and 90s.

In the aftermath of the massive
corporate scandals, a new view of
corporate responsibility is emerg-
ing. Many leading business schools
have recruited Indian educators who

Duel i ng P aybooks

The opposing best-practice ideas of Sun Tzu and Krishna

To Sun Tzu, author of the once-hip management
treatise The Art of War, victory should be the “great
object” Winning the battle is all about unyielding
discipline. Some of Sun Tzu's key ideas:

The Bhagavad Gita, a Hindu text more in keeping
with today’s zeitgeist, contains the wisdom of Lord
Krishna. Focus on your thoughts and actions, rather
than the outcome. Krishna’s take:

GREED IS GOOD. Troops have to see there is (( ON FINANCIAL )) GREED IS BAD. “You should never engage in
“advantage from defeating the enemy” in INCENTIVES action only for the desire of rewards,” Krishna
order to be motivated. Share the booty with says. Acting on worldly desires leads to failure.
the rank and file, and give them shares of Do well, and good things will come.
conquered territory.

BETOUGH. Sun Tzu calls for “iron discipline”: (( ON MANAGING )) BE FAIR. Enlightened leaders are compassionate
If you indulge troops with too much kindness UNDERLINGS and selfless, and they “treat everyone as their
and don’t maintain your authority, they’ll be equals” Followers will rally around them and
“useless for any practical purpose.” follow their example.

ATTACK ONLY WHEN VICTORY IS LIKELY. (( ON )) ACT RATHER THAN REACT. A leader’s actions
Better yet, maneuver to win without a fight. INITIATIVE today can become the “karma” that influences

If the odds are bad, retreat and wait for
another opportunity. Long campaigns strain
resources and make you vulnerable.

his status tomorrow. Leaders accomplish
“excellence by taking action,” Krishna says.

BEAT THE ENEMY. War is a vital fact of life
that “cannot be neglected by a responsible
sovereign.” Winning requires clever tactics and,
in some cases, deception.

(( ONTHE
ULTIMATE GOAL

»

SEEK HIGHER CONSCIOUSNESS. Leaders should
view problems within their larger contexts. Translation:
Show sensitivity to multiple stakeholders including
shareholders, employees, partners, and neighbors.

hold a much broader view of corporate responsibility. Their teachings are based on the Hindu text Bhagavad Gita, which focuses
on thoughts and actions, rather than outcomes. These educators urge executives to be motivated by a broader purpose than
money. They advocate a more holistic approach to business—one that takes into account the needs of shareholders, employees,
customers, society, and the environment as well as the shareholders. This view has been called “Karma Capitalism.”

Karma Capitalism is a gentler, more empathetic approach to business. It advances concepts such as “emotional intelligence”
and “servant leadership.” BusinessWeek observes manifestations such as “where once corporate philanthropy was an obliga-
tion, these days it's fast becoming viewed as a competitive advantage for attracting and retaining top talent.” Where the rally-
ing cry in the 1980s and 90s may have been “greed is good,” today it's becoming “green is good.” Certainly, this new zeitgeist
is more supportive of moral conduct than a culture based largely on self-interest.

The contrasting philosophies are summarized above under the heading “Dueling Playbooks.”

Other provisions of SOX clarify the legal responsibility that company manage-

ment has for a company’s financial reports. The company’s chief executive officer
(CEO) and chief financial officer (CFO) must certify in writing that they have
reviewed the financial reports being issued, and that the reports present fairly the
company’s financial status. An executive who falsely certifies the company’s financial
reports is subject to a fine up to $5 million and imprisonment up to 20 years.

Common Features of Criminal and Ethical Misconduct

Unfortunately, it takes more than a code of conduct to stop fraud. People frequently
engage in activities that they know are unethical or even criminal. The auditing profession
has identified three elements that are typically present when fraud occurs.

1.

The availability of an opportunity.

2. The existence of some form of pressure leading to an incentive.

3. The capacity to rationalize.
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The Fraud Triangle

OPPORTUNITY

PRESSURE RATIONALIZATION

The three elements are frequently arranged in the shape of a triangle as shown in
Exhibit 2.10.

Opportunity is shown at the head to the triangle because without opportunity
fraud could not exist. The most effective way to reduce opportunities for ethical
or criminal misconduct is to implement an effective set of internal controls. Inter-
nal controls are policies and procedures that a business implements to reduce
opportunities for fraud and to assure that its objectives will be accomplished. Spe-
cific controls are tailored to meet the individual needs of particular businesses. For
example, banks use elaborate vaults to protect cash and safety deposit boxes, but
universities have little use for this type of equipment. Even so, many of the same
procedures are used by a wide variety of businesses. The internal control policies
and procedures that have gained widespread acceptance are discussed in a subse-
quent chapter.

Only a few employees turn to the dark side even when internal control is weak
and opportunities abound. So, what causes one person to commit fraud and another
to remain honest? The second element of the fraud triangle recognizes pressure as a
key ingredient of misconduct. A manager who is told “either make the numbers or
you are fired” is more likely to cheat than one who is told to “tell it like it is.” Pres-
sure can come from a variety of sources.

B Personal vices such as drug addiction, gambling, and promiscuity.

Intimidation from superiors.

Personal debt from credit cards, consumer and mortgage loans, or poor investments.
Family expectations to provide a standard of living that is beyond one’s capabilities.

Business failure caused by poor decision making or temporary factors such as a
poor economy.

Loyalty or trying to be agreeable.

The third and final element of the fraud triangle is rationalization. Few individuals
think of themselves as evil. They develop rationalizations to justify their misconduct.
Common rationalizations include the following.

B Everybody does it.
B They are not paying me enough. I'm only taking what I deserve.
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B I'm only borrowing the money. I'll pay it back.
B The company can afford it. Look what they are paying the officers.
B [I'm taking what my family needs to live like everyone else.

Most people are able to resist pressure and the tendency to rationalize ethical
or legal misconduct. However, some people will yield to temptation. What can
accountants do to protect themselves and their companies from unscrupulous
characters? The answer lies in personal integrity. The best indicator of personal
integrity is past performance. Accordingly, companies must exercise due care in
performing appropriate background investigations before hiring people to fill posi-
tions of trust.

Ethical misconduct is a serious offense in the accounting profession. A single
mistake can destroy an accounting career. If you commit a white-collar crime, you
normally lose the opportunity to hold a white-collar job. Second chances are rarely
granted; it is extremely important that you learn how to recognize and avoid the
common features of ethical misconduct. To help you prepare for the real-world situ-
ations you are likely to encounter, we include ethical dilemmas in the end-of-chapter
materials. When working with these dilemmas, try to identify the (1) opportunity,
(2) pressure, and (3) rationalization associated with the particular ethical situation
described. If you are not an ethical person, accounting is not the career for you.

324 A Look Back

Classify accounting events into one
of four categories:

a. asset source transactions.

b. asset use transactions.

c. asset exchange transactions.
d. claims exchange transactions.

Chapters 1 and 2 introduced four types of transactions. Although businesses engage in
an infinite number of different transactions, all transactions fall into one of four types.
By learning to identify transactions by type, you can understand how unfamiliar events
affect financial statements. The four types of transactions are

1. Asset source transactions: An asset account increases, and a corresponding claims
account increases.

2. Asset use transactions: An asset account decreases, and a corresponding claims ac-
count decreases.

3. Asset exchange transactions: One asset account increases, and another asset account
decreases.

4. Claims exchange transactions: One claims account increases, and another claims
account decreases.

Also, the definitions of revenue and expense have been expanded. The complete
definitions of these two elements are as follows.

1. Revenue: Revenue is the economic benefit derived from operating the business. Its
recognition is accompanied by an increase in assets or a decrease in liabilities result-
ing from providing products or services to customers.

2. Expense: An expense is an economic sacrifice incurred in the process of generat-
ing revenue. [ts recognition is accompanied by a decrease in assets or an increase
in liabilities resulting from consuming assets and services in an effort to produce
revenue.

This chapter introduced accrual accounting. Accrual accounting distinguishes be-
tween recognition and realization. Recognition means reporting an economic item or
event in the financial statements. In contrast, realization refers to collecting cash from
the sale of assets or services. Recognition and realization can occur in different ac-
counting periods. In addition, cash payments for expenses often occur in different
accounting periods from when a company recognizes the expenses. Accrual accounting
uses both accruals and deferrals.
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B The term accrual applies to earnings events that are recognized before cash is
exchanged. Recognizing revenue on account or accrued salaries expense are exam-
ples of accruals.

B The term deferral applies to earnings events that are recognized after cash has
been exchanged. Supplies, prepaid items, and unearned revenue are examples of
deferrals.

Virtually all major companies operating in the United States use accrual accounting.

A Look Forward B

Chapters 1 and 2 focused on businesses that generate revenue by providing services
to their customers. Examples of these types of businesses include consulting, real
estate sales, medical services, and legal services. The next chapter introduces account-
ing practices for businesses that generate revenue by selling goods. Examples of these
companies include Wal-Mart, Circuit City, Office Depot, and Lowes.

g SELF-STUDY REVIEW PROBLEM

Gifford Company experienced the following accounting events during 2010.

Started operations on January 1 when it acquired $20,000 cash by issuing common stock.
Earned $18,000 of revenue on account.

On March 1 collected $36,000 cash as an advance for services to be performed in the future.
Paid cash operating expenses of $17,000.

Paid a $2,700 cash dividend to stockholders.

On December 31, 2010, adjusted the books to recognize the revenue earned by providing
services related to the advance described in Event 3. The contract required Gifford to
provide services for a one-year period starting March 1.

CAN LI o

7. Collected $15,000 cash from accounts receivable.
Gifford Company experienced the following accounting events during 2011.

1. Recognized $38,000 of cash revenue.

B>

On April 1 paid $12,000 cash for an insurance policy that provides coverage for one year
beginning immediately.

Collected $2,000 cash from accounts receivable.

Paid cash operating expenses of $21,000.

Paid a $5,000 cash dividend to stockholders.

On December 31, 2011, adjusted the books to recognize the remaining revenue earned by
providing services related to the advance described in Event 3 of 2010.

AL

7. On December 31, 2011, Gifford adjusted the books to recognize the amount of the insur-
ance policy used during 2011.

Required

a. Record the events in a financial statements model like the following one. The first event is
recorded as an example.

Liab. + Stockholders’ Equity

Net Inc. Cash Flow

20,000 + NA - NA

NA + 20000 + NA NA — NA

Assets
Event
No. Cash + Accts. Rec. — Prep. Ins. = Unearn. Rev. + Com. Stk. + Ret. Earn. = Rev. — Exp.
1 NA 20,000 FA
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b. What amount of revenue would Gifford report on the 2010 income statement?

c¢. What amount of cash flow from customers would Gifford report on the 2010 statement
of cash flows?

d. What amount of unearned revenue would Gifford report on the 2010 and 2011 year-end
balance sheets?

e. What are the 2011 opening balances for the revenue and expense accounts?
f. What amount of total assets would Gifford report on the December 31, 2010, balance sheet?
g. What claims on assets would Gifford report on the December 31, 2011, balance sheet?

Solution to Requirement a
The financial statements model follows.

Assets Liab. +  Stockholders’ Equity
Event Accts. Prep. Unearn.
No. Cash + Rec. + |Ins. Rev. + Com. Stk. + Ret. Earn. Rev. — Exp. Net Inc. Cash Flow
36,000 NA

2010

NA NA = NA
NA = NA
NA = 36,000
NA = NA

NA = NA

NA NA
18,000 18,000 NA 18,000 NA

NA NA NA NA 36,000 OA
(17,000) NA — 17,000 = (17,000) (17,000) OA
(2,700) NA
NA = (30,000) NA 30,000 30,000 NA
15,000 (15,000) NA = NA NA NA NA NA NA 15,000 OA

Bal. 51,300 + 3,000 NA = 6000 + 20000 + 28300 48,000 — 17,000 31,000 51,300 NC

Asset, liability, and equity account balances carry forward Rev. & exp. accts. are closed

20,000 20,000 NA
NA
NA
NA

NA

NA 20,000 FA

NA 18,000

(2,700)
NA NA

NA

NA = NA (2,700) FA

*

30,000 NA

N ool s WON —

+

J’_

+
(17,0000 + NA

+

+

+

o+ttt
o+ttt

+l+++++++

2011

Bal. 51,300
1 38,000

(12,000)
2,000

(21,000)

(5,000

NA

U NA

Bal. 53,300

3,000
NA
NA
(2,000)
NA
NA
NA
NA

1,000

NA = 6,000 20,000 28,300 NA

NA = NA NA
38,000 38,000 OA
NA (12,000) OA
NA NA 2,000 OA
21,000 (21,000) (21,000) OA
(5,000 NA - NA = NA (5,000) FA
NA 6,000 NA
9,000 = (9,000) NA

14,000 2,000 NC

NA
12,000
NA
NA
NA = NA
NA
(9,000)

3,000

NA NA 38,000 38,000 — NA

NA
NA NA NA NA

+ +

+ +

+ NA  + NA NA
+ +

NA + NA  + (21,000) NA
+ +
+ +
+ +
+ +

NA

NA
NA
NA

20,000

*

(6,000)
NA

0

6,000 6,000
(9,000) NA

37,300 44,000 — 30,000

~N ool B W N

l++++++++
+l+++++++ 4

“Revenue is earned at the rate of $3,000 ($36,000 <+ 12 months) per month. Revenue recognized in 2010 is $30,000 ($3,000 X 10 months). Revenue recognized
in 2011 is $6,000 (83,000 X 2 months).

fInsurance expense is incurred at the rate of $1,000 ($12,000 = 12 months) per month. Insurance expense recognized in 2011 is $9,000 ($1,000 X 9 months).

Solutions to Requirements b—g

b. Gifford would report $48,000 of revenue in 2010 ($18,000 revenue on account plus $30,000
of the $36,000 of unearned revenue).

c¢. The cash inflow from customers is $51,000 ($36,000 when the unearned revenue was
received plus $15,000 collection of accounts receivable).

d. The December 31, 2010, balance sheet will report $6,000 of unearned revenue, which is the
amount of the cash advance less the amount of revenue recognized in 2010 ($36,000 — $30,000).
The December 31, 2011, unearned revenue balance is zero.

e. Since revenue and expense accounts are closed at the end of each accounting period, the
beginning balances in these accounts are always zero.

f. Assets on the December 31, 2010, balance sheet are $54,300 [Gifford’s cash at year end
plus the balance in accounts receivable ($51,300 + $3,000)].

g. Since all unearned revenue would be recognized before the financial statements were pre-
pared at the end of 2011, there would be no liabilities on the 2011 balance sheet. Common
stock and retained earnings would be the only claims as of December 31, 2011, for a claims
total of $57,300 ($20,000 + $37,300).
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QUESTIONS
1. What does accrual accounting attempt to accomplish? 20. What is the difference between a cost and an expense?
2. Define recognition. How is it independent of collecting or  21. When does a cost become an expense? Do all costs become

11.

12.

13.

14.
15.

16.

17.

18.

19.

paying cash?

. What does the term deferral mean?
. If cash is collected in advance of performing services,

when is the associated revenue recognized?

. What does the term asset source transaction mean?
. What effect does the issue of common stock have on the

accounting equation?

. How does the recognition of revenue on account (accounts

receivable) affect the income statement compared to its
effect on the statement of cash flows?

. Give an example of an asset source transaction. What is

the effect of this transaction on the accounting equation?

. When is revenue recognized under accrual accounting?
10.

Give an example of an asset exchange transaction. What
is the effect of this transaction on the accounting equation?

What is the effect on the claims side of the accounting
equation when cash is collected in advance of performing
services?

What does the term unearned revenue mean?

What effect does expense recognition have on the account-
ing equation?

What does the term claims exchange transaction mean?
What type of transaction is a cash payment to creditors? How
does this type of transaction affect the accounting equation?
When are expenses recognized under accrual accounting?
Why may net cash flow from operating activities on the
cash flow statement be different from the amount of net
income reported on the income statement?

What is the relationship between the income statement and
changes in assets and liabilities?

How does net income affect the stockholders’ claims on
the business’s assets?

EXERCISES

22.

23.
24.
25.

26.
27.

28.
29.
30.
31.

32.

33.

34.

35.

36.

37.

expenses?

How and when is the cost of the supplies used recognized
in an accounting period?

What does the term expense mean?

What does the term revenue mean?

What is the purpose of the statement of changes in stock-
holders’ equity?

What is the main purpose of the balance sheet?

Why is the balance sheet dated as of a specific date when
the income statement, statement of changes in stockhold-
ers’ equity, and statement of cash flows are dated with the
phrase for the period ended?

In what order are assets listed on the balance sheet?
What does the statement of cash flows explain?

What does the term adjusting entry mean? Give an example.
What types of accounts are closed at the end of the account-
ing period? Why is it necessary to close these accounts?
Give several examples of period costs.

Give an example of a cost that can be directly matched
with the revenue produced by an accounting firm from
preparing a tax return.

List and describe the four stages of the accounting cycle
discussed in Chapter 2.

Name and comment on the three elements of the fraud
triangle.

What is the maximum penalty and prison term that can
be charged to a CEO and/or CFO under the Sarbanes-
Oxley Act?

What are the six articles of ethical conduct set out under
section I of the AICPA’s Code of Professional Conduct?

All applicable Exercises are available with McGraw-Hill

Connect Accounting.

connect

|ACCOUNTING

Where applicable in all exercises, round computations to the nearest dollar.
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Exercise 2-1 Effect of accruals on the financial statements
Maddox, Inc., experienced the following events in 2010, in its first year of operation.

Received $20,000 cash from the issue of common stock.
Performed services on account for $40,000.

Paid the utility expense of $3,500.

Collected $36,000 of the accounts receivable.

Recorded $8,000 of accrued salaries at the end of the year.
Paid a $2,000 cash dividend to the shareholders.

SAB U U

Required

a. Record the events in general ledger accounts under an accounting equation. In the last
column of the table, provide appropriate account titles for the Retained Earnings amounts.
The first transaction has been recorded as an example.

MADDOX INC.

General Ledger Accounts

Acct. Titles
Event Assets = Liabilites @+ = Stockholders’ Equity for RE
Accounts Notes Common = Retained
Cash Receivable Payable Stock Earnings
1. 20,000 20,000

b. Prepare the income statement, statement of changes in stockholders’ equity, balance sheet,
and statement of cash flows for the 2010 accounting period.

c¢. Why is the amount of net income different from the amount of net cash flow from oper-
ating activities?

Exercise 2-2  Effect of collecting accounts receivable on the accounting equation
and financial statements

Venture Company earned $8,000 of service revenue on account during 2010. The company
collected $5,200 cash from accounts receivable during 2010.

Required
Based on this information alone, determine the following. (Hint: Record the events in general
ledger accounts under an accounting equation before satisfying the requirements.)

a. The balance of the accounts receivable that Venture would report on the December 31,
2010, balance sheet.

b. The amount of net income that Venture would report on the 2010 income statement.

c¢. The amount of net cash flow from operating activities that Venture would report on the
2010 statement of cash flows.

d. The amount of retained earnings that Venture would report on the 2010 balance sheet.
e. Why are the answers to Requirements b and ¢ different?

Exercise 2-3  Effect of prepaid rent on the accounting equation and financial
statements

The following events apply to 2009, the first year of operations of Howard Services.

1. Acquired $30,000 cash from the issue of common stock.

2. Paid $12,000 cash in advance for one-year rental contract for office space.
3. Provided services for $23,000 cash.
4

Adjusted the records to recognize the use of the office space. The one-year contract started
on May 1, 2009. The adjustment was made as of December 31, 2009.
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Required

a. Write an accounting equation and record the effects of each accounting event under the
appropriate general ledger account headings.

b. Prepare an income statement and statement of cash flows for the 2009 accounting period.

Explain the difference between the amount of net income and amount of net cash flow
from operating activities.

Exercise 2-4  Effect of supplies on the financial statements

Kim’s Copy Service, Inc., started the 2009 accounting period with $9,000 cash, $6,000 of com-
mon stock, and $3,000 of retained earnings. Kim’s Copy Service was affected by the following
accounting events during 2009.

1. Purchased $11,500 of paper and other supplies on account.
2. Earned and collected $31,000 of cash revenue.

3. Paid $9,000 cash on accounts payable.
4

Adjusted the records to reflect the use of supplies. A physical count indicated that $3,000
of supplies was still on hand on December 31, 2009.

Required

a. Show the effects of the events on the financial statements using a horizontal statements
model like the following one. In the Cash Flows column, use OA to designate operating
activity, IA for investing activity, FA for financing activity, and NC for net change in cash.
Use NA to indicate accounts not affected by the event. The beginning balances are entered
in the following example.

Assets = Liab. + Stockholders’ Equity Rev. — Exp. = Netlnc. || Cash Flows
Event
No. Cash + Supplies = Accts.Pay + C.Stock + Ret. Earn.
Beg. Bal. | 9,000 + 0 = 0 + 6000 + 3,000 0o - 0 = 0 0
b. Explain the difference between the amount of net income and amount of net cash flow
from operating activities.
Exercise 2-5 Effect of unearned revenue on financial statements LO 1
Jordan Michael started a personal financial planning business when she accepted $80,000 cash
as advance payment for managing the financial assets of a large estate. Michael agreed to
manage the estate for a one-year period, beginning April 1, 20009.
Required
a. Show the effects of the advance payment and revenue recognition on the 2009 financial
statements using a horizontal statements model like the following one. In the Cash Flows
column, use OA to designate operating activity, IA for investing activity, FA for financing
activity, and NC for net change in cash. Use NA if the account is not affected.
Assets = Liab. + Stockholders’ Equity = Rev. = Exp. = Net Inc. || Cash Flows
Event
No. Cash = Unearn. Rev. + Ret. Earn.

b. How much revenue would Jordan recognize on the 2010 income statement?
c¢. What is the amount of cash flow from operating activities in 2010?

Exercise 2-6  Unearned revenue defined as a liability

Martin Gantt received $600 in advance for tutoring fees when he agreed to help Josh Smith
with his introductory accounting course. Upon receiving the cash, Martin mentioned that he
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would have to record the transaction as a liability on his books. Smith asked, “Why a liability?
You don’t owe me any money, do you?”

Required

Respond to Smith’s question regarding Gantt’s liability.

LO3 Exercise 2-7 Distinguishing between an expense and a cost

Christy Byrd tells you that the accountants where she works are real hair splitters. For example,
they make a big issue over the difference between a cost and an expense. She says the two
terms mean the same thing to her.
Required
a. Explain to Christy the difference between a cost and an expense from an accountant’s
perspective.
b. Explain whether each of the following events produces an asset or an expense.
(1) Purchased a building for cash.
(2) Purchased supplies on account.
(3) Used supplies on hand to produce revenue.
(4) Paid in advance for insurance on the building.
(5) Recognized accrued salaries.

LO3 Exercise 2-8 Revenue and expense recognition

Required

Describe a revenue recognition event that results in a decrease in liabilities.
Describe a revenue recognition event that results in an increase in assets.
Describe an expense recognition event that results in an increase in liabilities.

o I

Describe an expense recognition event that results in a decrease in assets.

LO3 Exercise 2-9  Transactions that affect the elements of financial statements

Required
Give an example of a transaction that will

Increase an asset and decrease another asset (asset exchange event).
Increase an asset and increase a liability (asset source event).
Decrease an asset and decrease a liability (asset use event).
Decrease an asset and decrease equity (asset use event).

Increase a liability and decrease equity (claims exchange event).
Increase an asset and increase equity (asset source event).

L O

Decrease a liability and increase equity (claims exchange event).

LO3 Exercise 2-10 Identifying deferral and accrual events
Required
Identify each of the following events as an accrual, deferral, or neither.

Incurred other operating expenses on account.

Recorded expense for salaries owed to employees at the end of the accounting period.
Paid a cash dividend to the stockholders.

Paid cash to purchase supplies to be used over the next several months.

Purchased land with cash.

Provided services on account.

Collected accounts receivable.

PR -e o F8

Paid one year’s rent in advance.

e
.

Paid cash for utilities expense.
j- Collected $2,400 in advance for services to be performed over the next 12 months.
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Exercise 2-11  Prepaid and unearned rent Lo 2

On August 1, 2010, Corn Products paid Warehouse Rentals $48,000 for a 12-month lease on
warehouse space.

Required

a. Record the deferral and the related December 31, 2010, adjustment for Corn Products in
the accounting equation.

b. Record the deferral and the related December 31, 2010, adjustment for Warehouse Rentals
in the accounting equation.

Exercise 2-12  Classifying events on the statement of cash flows LO3

The following transactions pertain to the operations of Traci Company for 2011.

L

. Acquired $30,000 cash from the issue of common stock.

. Provided $40,000 of services on account.

. Incurred $25,000 of other operating expenses on account.
. Collected $37,000 cash from accounts receivable.

. Paid a $2,000 cash dividend to the stockholders.

. Paid $18,000 cash on accounts payable.

. Performed services for $9,000 cash.

. Paid $2,000 cash for rent expense.

o 1NN AR W

. Paid $20,000 for year’s rent for office space.

[
=]

. Received $24,000 cash in advance for services to be performed over the next two years.
Required

a. Classify the cash flows from these transactions as operating activities (OA), investing activ-
ities (IA), or financing activities (FA). Use NA for transactions that do not affect the
statement of cash flows.

b. Prepare a statement of cash flows. (There is no beginning cash balance.)

Exercise 2-13  Effect of accounting events on the income statement and statement LO3
of cash flows

Required

Explain how each of the following events and the related adjusting entry will affect the amount
of net income and the amount of cash flow from operating activities reported on the year-end
financial statements. Identify the direction of change (increase, decrease, or NA) and the
amount of the change. Organize your answers according to the following table. The first event
is recorded as an example. If an event does not have a related adjusting entry, record only the
effects of the event.

Cash Flows from

Net Income Operating Activities
Event Direction of Amount of Direction of Amount of
No. Change Change Change Change
a NA NA NA NA

Acquired $70,000 cash from the issue of common stock.
Earned $15,000 of revenue on account. Collected $12,000 cash from accounts receivable.
Paid $3,600 cash on October 1 to purchase a one-year insurance policy.

(N

Collected $9,600 in advance for services to be performed in the future. The contract called
for services to start on September 1 and to continue for one year.

e

Accrued salaries amounting to $6,000.
f. Sold land that had cost $8,000 for $8,000.
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g. Provided services for $9,000 cash.
h. Purchased $1,200 of supplies on account. Paid $1,000 cash on accounts payable. The end-
ing balance in the Supplies account, after adjustment, was $400.
i. Paid cash for other operating expenses of $2,600.
LO1, 8 Exercise 2-14  Identifying transaction type and effect on the financial statements
Required
Identify whether each of the following transactions is an asset source (AS), asset use (AU), asset
exchange (AE), or claims exchange (CE). Also show the effects of the events on the financial
statements using the horizontal statements model. Indicate whether the event increases (1),
decreases (D), or does not affect (NA) each element of the financial statements. In the Cash
Flows column, designate the cash flows as operating activities (OA), investing activities (IA),
or financing activities (FA). The first two transactions have been recorded as examples.
Stockholders’ Equity
Event  Type of Common Retained
No. Event Assets = Liabilities + Stock +  Earnings Rev. — Exp. = Netlnc. Cash Flows
a AE 1D NA NA NA NA NA NA D IA
b AS I NA | NA NA NA NA I FA

a. Purchased land for cash.

b. Acquired cash from the issue of common stock.

c. Collected cash from accounts receivable.

d. Paid cash for operating expenses.

e. Recorded accrued salaries.

f. Paid cash for supplies.

g. Performed services on account.

h. Paid cash advance for rent on office space.

i. Performed services for cash.

j- Purchased a building with cash and issued a note payable.

k. Paid cash for salaries accrued at the end of a prior period.

1. Paid a cash dividend to the stockholders.
m. Adjusted books to reflect the amount of prepaid rent expired during the period.

n. Incurred operating expenses on account.

o. Paid cash on accounts payable.

p. Received cash advance for services to be provided in the future.

LO 1 Exercise 2-15  Effect of accruals and deferrals on financial statements:

the horizontal statements model

G. Gabe, Attorney at Law, experienced the following transactions in 2009, the first year of
operations.

1. Purchased $1,500 of office supplies on account.

2. Accepted $24,000 on February 1, 2009, as a retainer for services to be performed evenly
over the next 12 months.

3. Performed legal services for cash of $66,000.
. Paid cash for salaries expense of $22,500.
5. Paid a cash dividend to the stockholders of $5,000.
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6. Paid $1,000 of the amount due on accounts payable.
7. Determined that at the end of the accounting period, $125 of office supplies remained on
hand.

8. On December 31, 2010, recognized the revenue that had been earned for services performed
in accordance with Transaction 2.

Required

Show the effects of the events on the financial statements using a horizontal statements model
like the following one. In the Cash Flow column, use the initials OA to designate operating
activity, IA for investing activity, FA for financing activity, and NC for net change in cash.
Use NA to indicate accounts not affected by the event. The first event has been recorded as

an example.
Assets = Liabilities + Stk. Equity | Rev. — Exp. = Netlnc. Cash Flow
Event
No. Cash + Supp. = Accts. Pay. + Unearn.RRev. + Ret. Earn.

1 NA + 1500 = 1,500 + NA + NA NA — NA = NA NA
Exercise 2-16  Effect of an error on financial statements o2, 3
On May 1, 2009, Tennessee Corporation paid $12,000 cash in advance for a one-year lease on
an office building. Assume that Tennessee records the prepaid rent and that the books are
closed on December 31.

Required
a. Show the payment for the one-year lease and the related adjusting entry to rent expense
in the accounting equation.
b. Assume that Tennessee Corporation failed to record the adjusting entry to reflect using the
office building. How would the error affect the company’s 2009 income statement and balance
sheet?
Exercise 2-17  Net income versus changes in cash o2, 3

In 2010, Puckett Inc. billed its customers $60,000 for services performed. The company col-
lected $42,000 of the amount billed. Puckett incurred $38,000 of other operating expenses on
account. Puckett paid $30,000 of the accounts payable. Puckett acquired $35,000 cash from
the issue of common stock. The company invested $15,000 cash in the purchase of land.

Required

Use the preceding information to answer the following questions. (Hint: Identify the six events
described in the paragraph and record them in general ledger accounts under an accounting
equation before attempting to answer the questions.)

a. What amount of revenue will Puckett report on the 2010 income statement?

b. What amount of cash flow from revenue will Puckett report on the statement of cash
flows?

c¢. What is the net income for the period?
d. What is the net cash flow from operating activities for the period?

e. Why is the amount of net income different from the net cash flow from operating activities
for the period?

f. What is the amount of net cash flow from investing activities?
What is the amount of net cash flow from financing activities?

h. What amounts of total assets, liabilities, and equity will Puckett report on the year-end
balance sheet?

Lo
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LO3 Exercise 2-18  Adjusting the accounts
Morgan Associates experienced the following accounting events during its 2010 accounting
-~ period.
e X 1. Paid cash for an insurance policy that provides coverage during the next year.
2. Collected cash from accounts receivable.
3. Paid cash for operating expenses.
4. Paid cash to settle an account payable.
5. Paid cash to purchase land.
6. Recognized revenue on account.
7. Issued common stock.
8. Paid cash to purchase supplies.
9. Collected a cash advance for services that will be provided during the coming year.
10. Paid a cash dividend to the stockholders.
Required
a. Identify the events that would require a year-end adjusting entry.
b. Explain why adjusting entries are made at the end of the accounting period.
LO4a Exercise 2-19  Closing the accounts
The following information was drawn from the accounting records of Spartan Company as of
e December 31, 2010, before the temporary accounts had been closed. The Cash balance was
=% 2 $3,000, and Notes Payable amounted to $1,300. The company had revenues of $4,500 and
expenses of $2,000. The company’s Land account had a $5,000 balance. Dividends amounted
to $300. There was $1,000 of common stock issued.
Required
a. Identify which accounts would be classified as permanent and which accounts would be
classified as temporary.
b. Assuming that Spartan’s beginning balance (as of January 1, 2010) in the Retained Earn-
ings account was $3,500, determine its balance after the nominal accounts were closed at
the end of 2010.
¢. What amount of net income would Spartan Company report on its 2010 income statement?
Explain why the amount of net income differs from the amount of the ending Retained
Earnings balance.
e. What are the balances in the revenue, expense, and dividend accounts on January 1, 2011?
LO4g Exercise 2-20 Closing accounts and the accounting cycle
Required
- a. Identify which of the following accounts are temporary (will be closed to Retained Earn-
2y 2 ings at the end of the year) and which are permanent.
X

(1) Common Stock
(2) Notes Payable

(3) Cash

(4) Service Revenue
(5) Dividends

(6) Land

(7) Salaries Expense
(8) Retained Earnings
(9) Prepaid Rent

(10) Supplies Expense

b. List and explain the four stages of the accounting cycle. Which stage must be first? Which
stage is last?
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Exercise 2-21 Closing entries LO4a
Required

Which of the following accounts are closed at the end of the accounting period?

Dividends

Retained Earnings
Utilities Expense
Salaries Payable
Salaries Expense
Operating Expenses
Accounts Payable

FE -0 20 Fo

Unearned Revenue
Prepaid Rent
Rent Expense

e
.

Service Revenue

= koo

Advertising Expense
Exercise 2-22 Matching concept

Companies make sacrifices known as expenses to obtain benefits called revenues. The accurate
measurement of net income requires that expenses be matched with revenues. In some circum-
stances matching a particular expense directly with revenue is difficult or impossible. In these
circumstances, the expense is matched with the period in which it is incurred.

Required

Distinguish the following items that could be matched directly with revenues from the items
that would be classified as period expenses.

&

Sales commissions paid to employees.
Advertising expense.

&

Rent expense.
The cost of land that has been sold.

&0

Exercise 2-23  Identifying source, use, and exchange transactions LO8

Required

Indicate whether each of the following transactions is an asset source (AS), asset use (AU),
asset exchange (AE), or claims exchange (CE) transaction.
Performed services for cash.

Performed services for clients on account.

Collected cash from accounts receivable.

Invested cash in a certificate of deposit.

Purchased land with cash.

Acquired cash from the issue of stock.

Paid a cash dividend to the stockholders.

Paid cash on accounts payable.

PR -o o F8

e
.

Incurred other operating expenses on account.
j- Paid cash for rent expense.

Exercise 2-24  Identifying asset source, use, and exchange transactions LO8

Required

Name an asset use transaction that will affect the income statement.

Name an asset use transaction that will not affect the income statement.

Name an asset exchange transaction that will not affect the statement of cash flows.
Name an asset exchange transaction that will affect the statement of cash flows.

oo TR

Name an asset source transaction that will nor affect the income statement.
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Exercise 2-25 Relation of elements to financial statements

Required

Identify whether each of the following items would appear on the income statement (IS), statement
of changes in stockholders’ equity (SE), balance sheet (BS), or statement of cash flows (CF).
Some items may appear on more than one statement; if so, identify all applicable statements.
If an item would not appear on any financial statement, label it NA.

Accounts receivable
Accounts payable
Unearned revenue
Dividends

Beginning cash balance
Ending retained earnings
Rent expense

PR e o 5@

Ending cash balance

e

Prepaid rent

Net income

Utilities expense

Supplies

Cash flow from operating activities
Service revenue

® B B = F

Auditor’s opinion
Exercise 2-26 Sarbanes-Oxley (SOX) Act

In February 2006, former Senator Warren Rudman of New Hampshire completed a 17-month
investigation of an $11 billion accounting scandal at Fannie Mae (a major enterprise involved in
home-mortgage financing). The Rudman investigation concluded that Fannie Mae’s CFO and
controller used an accounting gimmick to manipulate financial statements in order to meet earn-
ing-per-share (EPS) targets. Meeting the EPS targets triggered bonus payments for the executives.

Required

Comment on the provisions of SOX that pertain to intentional misrepresentation and describe
the maximum penalty that the CFO could face.

connect

|ACCOUNTING

LO 1

CHECK FIGURES
Net Income: $10,700
Ending Cash Balance: $21,600

All applicable Problems are available with McGraw-Hill
Connect Accounting.

Problem 2-27  Recording events in a horizontal statements model

The following events pertain to The Mesa Company.

Ll

. Acquired $15,000 cash from the issue of common stock.

. Provided services for $4,000 cash.

. Provided $13,000 of services on account.

. Collected $9,000 cash from the account receivable created in Event 3.
. Paid $1,100 cash to purchase supplies.

. Had $100 of supplies on hand at the end of the accounting period.

. Received $2,400 cash in advance for services to be performed in the future.
. Performed one-half of the services agreed to in Event 7.

. Paid $5,000 for salaries expense.

. Incurred $1,500 of other operating expenses on account.

. Paid $1,200 cash on the account payable created in Event 10.

. Paid a $1,500 cash dividend to the stockholders.

o NN AR WN

—
N = O
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Required

Show the effects of the events on the financial statements using a horizontal statements model
like the following one. In the Cash Flows column, use the letters OA to designate operating
activity, IA for investing activity, FA for financing activity, and NC for net change in cash. Use
NA to indicate accounts not affected by the event. The first event is recorded as an example.

Accounting Cycle

81

Stockholders’
Assets = Liabilities + Equity Rev. — Exp. = NetInc. Cash Flows
Event Accts. Accts. Unearn. Com. Ret.
No. Cash + Rec. + Supp. = Pay. + Rev. + Stk. + Earn.
1 15000 + NA + NA = NA + NA + 15000 + NA NA — NA = NA 15,000 FA

Problem 2-28 Effect of deferrals on financial statements: three separate single-
cycle examples

Required

a. On February 1, 2010, Moore, Inc., was formed when it received $70,000 cash from the
issue of common stock. On May 1, 2010, the company paid $42,000 cash in advance to
rent office space for the coming year. The office space was used as a place to consult with
clients. The consulting activity generated $80,000 of cash revenue during 2010. Based on
this information alone, record the events and related adjusting entry in the general ledger
accounts under the accounting equation. Determine the amount of net income and cash
flows from operating activities for 2010.

b. On January 1, 2010, the accounting firm of Wayne & Associates was formed. On August 1,
2010, the company received a retainer fee (was paid in advance) of $36,000 for services to
be performed monthly during the next 12 months. Assuming that this was the only trans-
action completed in 2010, prepare an income statement, statement of changes in stockholders’
equity, balance sheet, and statement of cash flows for 2010.

c. Hal Company had $1,250 of supplies on hand on January 1, 2011. Hal purchased $6,500
of supplies on account during 2011. A physical count of supplies revealed that $1,500 of
supplies was on hand as of December 31, 2011. Determine the amount of supplies expense
that should be recognized in the December 31, 2011 adjusting entry. Use a financial state-
ments model to show how the adjusting entry would affect the balance sheet, income
statement, and statement of cash flows.

Problem 2-29  Effect of adjusting entries on the accounting equation
Required

Each of the following independent events requires a year-end adjusting entry. Show how each
event and its related adjusting entry affect the accounting equation. Assume a December 31
closing date. The first event is recorded as an example.

Stockholders’
Total Assets Equity
Event/ Other Common Retained
Adjustment Cash aF Assets = Liabilities T Stock +  Earnings
a —6,000 +6,000 NA NA NA
Adj. NA —4,500 NA NA —4,500

Paid $6,000 cash in advance on April 1 for a one-year insurance policy.
Purchased $1,600 of supplies on account. At year’s end, $100 of supplies remained on hand.
Paid $6,000 cash in advance on March 1 for a one-year lease on office space.

el S

Received a §15,000 cash advance for a contract to provide services in the future. The con-
tract required a one-year commitment starting September 1.

e. Paid $12,000 cash in advance on October 1 for a one-year lease on office space.

eXcel

CHECK FIGURES
a. Net Income: $52,000
b. Net Income: $15,000

LO 2

CHECK FIGURE
b. adjustment amount: $1,500



http://www.downloadslide.net

82 Chapter 2
o2, s, 6, 8

eXcel

CHECK FIGURES
a. Net Income, 2010: $42,500
b. Net Income, 2011: $53,850

o2, 3

CHECK FIGURES
b. $37,000
h. $(10,000)
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Problem 2-30 Events for two complete accounting cycles
Ohio Mining Company was formed on January 1, 2010.
Events Affecting the 2010 Accounting Period

Acquired cash of $60,000 from the issue of common stock.
Purchased $1,600 of supplies on account.

Purchased land that cost $20,000 cash.

Paid $1,600 cash to settle accounts payable created in Event 2.
Recognized revenue on account of $68,000.

Paid $22,000 cash for other operating expenses.

Collected $46,000 cash from accounts receivable.

PR L T

Information for 2010 Adjusting Entries

8. Recognized accrued salaries of $2,100 on December 31, 2010.
9. Had $200 of supplies on hand at the end of the accounting period.

Events Affecting the 2011 Accounting Period

1. Acquired an additional $20,000 cash from the issue of common stock.

. Paid $2,100 cash to settle the salaries payable obligation.

. Paid $4,800 cash in advance for a lease on office facilities.

. Sold land that had cost $20,000 for $20,000 cash.

. Received $6,600 cash in advance for services to be performed in the future.
. Purchased $1,200 of supplies on account during the year.

. Provided services on account of $56,000.

. Collected $61,000 cash from accounts receivable.

9. Paid a cash dividend of $5,000 to the stockholders.

0 N NN AW N

Information for 2011 Adjusting Entries
10. The advance payment for rental of the office facilities (see Event 3) was made on Septem-
ber 1 for a one-year lease term.

11. The cash advance for services to be provided in the future was collected on June 1 (see
Event 5). The one-year contract started June 1.

12. Had $200 of supplies on hand at the end of the period.
13. Recognized accrued salaries of $3,200 at the end of the accounting period.

Required

a. Identify each event affecting the 2010 and 2011 accounting periods as asset source (AS),
asset use (AU), asset exchange (AE), or claims exchange (CE). Record the effects of each
event under the appropriate general ledger account headings of the accounting equation.

b. Prepare an income statement, statement of changes in stockholders’ equity, balance sheet,
and statement of cash flows for 2010 and 2011, using the vertical statements model.

Problem 2-31  Effect of events on financial statements

Oaks Company had the following balances in its accounting records as of December 31, 2010.

Assets Claims
Cash $ 61,000 Accounts Payable $ 25,000
Accounts Receivable 45,000 Common Stock 90,000
Land 27,000 Retained Earnings 18,000
Totals $133,000 $133,000

The following accounting events apply to Oaks’s 2010 fiscal year:

Jan. 1 Acquired an additional $70,000 cash from the issue of common stock.
April 1 Paid $6,600 cash in advance for a one-year lease for office space.
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June 1 Paid a $3,000 cash dividend to the stockholders.
1 Purchased additional land that cost $25,000 cash.
Aug. 1 Made a cash payment on accounts payable of $13,000.
1

Sept.

July

Received $8,400 cash in advance as a retainer for services to be performed monthly
during the next eight months.

Sept. 30 Sold land for $15,000 cash that had originally cost $15,000.
Oct. 1 Purchased $900 of supplies on account.
Dec. 31 Earned $80,000 of service revenue on account during the year.
31 Received $66,000 cash collections from accounts receivable.
31 Incurred $16,000 other operating expenses on account during the year.
31 Recognized accrued salaries expense of $5,000.
31 Had $250 of supplies on hand at the end of the period.
31 The land purchased on July 1 had a market value of $28,000.

Required

Based on the preceding information, answer the following questions. All questions pertain to
the 2010 financial statements. (Hint. Record the events in general ledger accounts under an
accounting equation before answering the questions.)

a. What two additional adjusting entries need to be made at the end of the year?
b. What amount would be reported for land on the balance sheet?

c¢. What amount of net cash flow from operating activities would Oaks report on the state-
ment of cash flows?

What amount of rent expense would Oaks report in the income statement?
What amount of total liabilities would Oaks report on the balance sheet?
What amount of supplies expense would Oaks report on the income statement?
What amount of unearned revenue would Oaks report on the balance sheet?

FRo-m e &

What amount of net cash flow from investing activities would Oaks report on the statement
of cash flows?

i. What amount of total expenses would Oaks report on the income statement?
What total amount of service revenues would Oaks report on the income statement?

e
.

k. What amount of cash flows from financing activities would Oaks report on the statement
of cash flows?

1. What amount of net income would Oaks report on the income statement?
m. What amount of retained earnings would Oaks report on the balance sheet?

Problem 2-32  Identifying and arranging elements on financial statements LO3

The following information was drawn from the records of Ruth & Associates at December 31,

Joro e eXcel
Supplies $ 3,000 Unearned revenue $ 8,000 gI:E(,:\IK I:IGURFS$ 5
Consulting revenue 100,000 Notes payable 32,000 010 Net ncome.. 52,000
Land 63,000 Salaries payable 7,000 2010 Total Assets: $149,000
Dividends 10,000 Salary expense 47,000
Cash flow from fin. activities 20,000 Common stock issued 15,000
Interest revenue 4,000 Beginning common stock 25,000
Ending retained earnings 60,000 Accounts receivable 26,000
Cash 52,000 Cash flow from inv. activities (30,000)

Interest payable 2,000 Cash flow from oper. activities 32,000
Interest expense 5,000 Prepaid rent 5,000
Required

Use the preceding information to construct an income statement, statement of changes in
stockholders’ equity, balance sheet, and statement of cash flows. (Show only totals for each
activity on the statement of cash flows.)
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CHECK FIGURES
n. $75
t. $9,710
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Problem 2-33  Relationship of accounts to financial statements

Required

Identify whether each of the following items would appear on the income statement (IS), statement
of changes in stockholders’ equity (SE), balance sheet (BS), or statement of cash flows (CF).
Some items may appear on more than one statement; if so, identify all applicable statements.
If an item would not appear on any financial statement, label it NA.

a. Depreciation expense t. Cash
b. Interest receivable u. Supplies
c. Certificate of deposit v. Cash flow from financing activities
d. Unearned revenue w. Interest revenue
e. Service revenue x. Ending retained earnings
f. Cash flow from investing activities y. Net income
g. Consulting revenue z. Dividends
h. Interest expense aa. Office equipment
i. Ending common stock bb. Debt to equity ratio
j- Total liabilities cc. Land
k. Debt to assets ratio dd. Interest payable
1. Cash flow from operating activities ee. Rent expense
m. Operating expenses ff. Notes receivable
n. Supplies expense gg. Accounts payable
0. Beginning retained earnings hh. Total assets
p. Beginning common stock ii. Salaries payable
q. Prepaid insurance ii- Insurance expense
r. Salary expense kk. Notes payable
s. Accumulated depreciation 1. Accounts receivable

Problem 2-34 Missing information in financial statements

Required

Fill in the blanks (indicated by the alphabetic letters in parentheses) in the following financial state-
ments. Assume the company started operations January 1, 2008, and all transactions involve cash.

For the Years

2009

Income Statements

Revenue $ 400 $ 500 $ 800
Expense (250) (1) (425)
Net income $ (a) $ 100 $ 375
Statement of Changes in Stockholders’ Equity

Beginning common stock $ 0 $ (m) $ 9,100
Plus: Common stock issued (b) 1,100 310
Ending common stock 8,000 9,100 (s)
Beginning retained earnings 0 25 75
Plus: Net income (c) 100 375
Less: Dividends (d) (50) (150)
Ending retained earnings 25 (n) 300
Total stockholders’ equity $ (e) $ 9,175 $§ (1)

continued
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‘ Balance Sheets

Assets

Cash $ () $ (o) $  (u)

Land 0 (p) 2,500
Total assets $11,000 $11,650 $10,550
Liabilities $ (g $ (a $ 840
Stockholders’ equity

Common stock (h) (r) 9,410

Retained earnings (i) 75 300
Total stockholders’ equity 8,025 9,175 9,710
Total liabilities and stockholders’ equity $11,000 $11,650 $10,550

‘ Statements of Cash Flows

Cash flows from operating activities

Cash receipts from revenue $ ) $ 500 $ (v

Cash payments for expenses (k) (400) (w)
Net cash flows from operating activities 150 100 375
Cash flows from investing activities

Cash payments for land 0 (5,000) 0

Cash receipt from sale of land 0 0 2,500
Net cash flows from investing activities 0 (5,000) 2,500
Cash flows from financing activities

Cash receipts from borrowed funds 2,975 0 0

Cash payments to reduce debt 0 (500) (x)

Cash receipts from stock issue 8,000 1,100 (y)

Cash payments for dividends (125) (50) (z)
Net cash flows from financing activities 10,850 550 (1,475)
Net change in cash 11,000 (4,350) 1,400
Beginning cash balance 0 11,000 6,650
Ending cash balance $11,000 $ 6,650 $ 8,050

Problem 2-35 Fraud Triangle

Pete Chalance is an accountant with a shady past. Suffice it to say that he owes some very
unsavory characters a lot of money. Despite his past, Pete works hard at keeping up a strong
professional image. He is a manager at Smith and Associates, a fast-growing CPA firm. Pete
is highly regarded around the office because he is a strong producer of client revenue. Indeed,
on several occasions he exceeded his authority in establishing prices with clients. This is
typically a partner’s job but who could criticize Pete, who is most certainly bringing in the
business. Indeed, Pete is so good that he is able to pull off the following scheme. He bills
clients at inflated rates and then reports the ordinary rate to his accounting firm. Say, for
example, the normal charge for a job is $2,500. Pete will smooth talk the client, then charge
him $3,000. He reports the normal charge of $2,500 to his firm and keeps the extra $500 for
himself. He knows it isn’t exactly right because his firm gets its regular charges and the client
willingly pays for the services rendered. He thinks to himself, as he pockets his ill-gotten gains,
who is getting hurt anyway?

Required

The text discusses three common features (conditions) that motivate ethical misconduct. Iden-
tify and explain each of the three features as they appear in the above scenario.
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ANALYZE, THINK, COMMUNICATE

The Topps Company, Inc.

ATC 2-1 Business Applications Case Understanding real-world annual reports
Required
Use the Topps Company annual report in Appendix B to answer the following questions.

a. Which accounts on Topps’ balance sheet are accrual type accounts?

b. Which accounts on Topps’ balance sheet are deferral type accounts?

c¢. Compare Topps’ 2006 net income to its 2006 cash provided by operating activities. Which is
larger?

d. First, compare Topps’ 2005 net income to its 2006 net income. Next, compare Topps’ 2005
cash provided by operating activities to its 2006 cash provided by operating activities. Which
changed the most from 2005 to 2006, net income or cash provided by operating activities?

ATC 2-2 Group Assignment  Missing information

Verizon Communications, Inc., is one of the country’s largest providers of communication serv-
ices. The following information for 2004 through 2007 was taken from its annual reports. All
amounts are in millions.

2007 2006 2005 2004
Revenue $93,469 $88,182 $69,518 $65,751
Operating expense 77,891 74,809 56,937 54,881

Required

a. Divide the class into groups of four or five students. Organize the groups into three sec-
tions. Assign each section of groups the financial data for one of the preceding accounting
periods.

Group Tasks

(1) Determine the amount of net income for the year assigned.
(2) How does the result in item 1 above affect the retained earnings of the company?
(3) Compute the percentage growth rate in net income for each year.

(4) Speculate as to what may have caused Verizon’s revenue growth from 2005 to 2006 to
be so much greater than its revenue growth from 2004 to 2005 and 2006 to 2007.

(5) Have representatives from each section put the income statement for their respective
year on the board.

Class Discussion

b. Have the class discuss the trend in revenue and net income.

ATC 2-3 Real-World Case Identifying accruals and deferrals
The following information was drawn from the 2007 annual reports of five real-world companies.

Adidas Group, the company that makes athletic apparel, reported trademarks of €1,291 million.
[Adidas has its headquarters in Germany and reports results in euros (€).] Trademarks is the
name given to the category of assets that includes such things as the company logo.

Laboratory Corporation of America (usually called LabCorp) claims to be “the second largest
independent clinical laboratory in the United States.” It reported supplies inventories of
$80.4 million.

Media General, Inc., owns, among other things, 25 daily newspapers and 23 television stations.
It reported unearned revenue of $21,244 thousand.

Motorola, Inc., which makes cell phones and other communication equipment, reported
accounts receivables of $5,324 million.

Palm, Inc., the company that makes the Palm Pilot personal digital assistant, reported prepaids
and others of $10,222 thousand.


http://www.downloadslide.net

www.downloadslide.net
Understanding the Accounting Cycle 87

Required

a. Identify each of the accounts shown in italics above as being an accrual or deferral item,
and whether it is an asset or liability.

b. Juniper Networks, Inc., designs, develops, and sells high-performance network infrastruc-
ture for Internet Protocol based networks. In 2007 it reported a liability called accrued
compensation of $158.7 million. Write a brief explanation of what you think the company
means by accrued compensation.

ATC 2-4 Business Applications Case  Analyzing the cash flow effects of accruals
and deferrals

Make the following assumptions about Gwinn Company and Harris Company for the purpose
of this problem.

1. The two companies ended 2010 with the exact same balances in all of the accounts reported
on their balance sheets.

2. The two companies had the same amount of revenue and expenses during 2011, and neither
company had any investing or financing cash flow activities.

Required

Shown below are changes in one balance sheet account for each company from 2010 to 2011.
Based on the changes in the balances for the given account, decide which company would have
ended 2011 with the highest balance in its cash account. Consider each case independently, and
explain your answer.

a.
Gwinn Company Harris Company
2010 2011 2010 2011
Accounts receivable $20,000 $30,000 $20,000 $25,000
b.
Gwinn Company Harris Company
2010 2011 2010 2011
Accounts payable $10,000 $18,000 $10,000 $12,000
C.

Gwinn Company
2010 2011

Prepaid rent $12,000 $8,000

Harris Company
2010 2011
$12,000 $6,000

ATC 2-5 Business Applications Case  Analyzing the cash flow effects of different
types of expenses

The following income statements are available for Hopi, Inc., and Zuni, Inc., for 2011.

Hopi, Inc.
Revenue $100,000
Wages expense 70,000
Depreciation expense 10,000
Net earnings $ 20,000

Zuni, Inc.

$100,000
55,000
25,000

$ 20,000
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Required

Assume that neither company had beginning or ending balances in its Accounts Receivable or
Wages Payable accounts. Explain which company would have the lowest net cash flows from
operating activities for 2011.

ATC 2-6 Writing Assignment  Effects of accruals and deferrals on real-world
companies’ financial statements

The following information was drawn from the 2007 annual reports of three real-world companies.

The 2006 balance sheet of Balder Electric Company reported $0.6 million of accrued interest
expense. In 2007 it reported $27.7 million of accrued interest expense.

The 2006 balance sheet of The McGraw-Hill Companies, Inc., reported senior long-term notes
payable of $0.3 million. In 2007 it reported $1.2 billion of these notes payables.

The 2006 balance sheet of Terra Nitrogen, L. P., reported customer prepayments of $35.3 million.
In 2007 it reported $154.6 million of customer prepayments.

Required

For each situation presented above, write a brief explanation of how the company’s 2007 finan-
cial statements would have been affected by the item in question, and whether the item is an
accrual, deferral, or neither. Be sure to discuss primary and secondary effects. For example, if
a company had an increase in its salaries expense, the primary effects would be the increase in
expenses and decrease in net income. The secondary effects would include a decrease in retained
earnings and a decrease in cash or an increase in salaries payable. Be as specific as possible.

ATC 2-7 Corporate Governance What is a little deceit among fiiends?

Glenn’s Cleaning Services Company is experiencing cash flow problems and needs a loan. Glenn
has a friend who is willing to lend him the money he needs provided she can be convinced that
he will be able to repay the debt. Glenn has assured his friend that his business is viable, but his
friend has asked to see the company’s financial statements. Glenn’s accountant produced the fol-
lowing financial statements.

Income Statement Balance Sheet ‘

Service Revenue $ 38,000 Assets $85,000

Operating Expenses (70,000) Liabilities $35,000
Net Loss $(32,000) Stockholders’ Equity

Common Stock 82,000

Retained Earnings (32,000)

Total Liabilities and
Stockholders’ Equity $85,000

Glenn made the following adjustments to these statements before showing them to his friend. He
recorded $82,000 of revenue on account from Barrymore Manufacturing Company for a con-
tract to clean its headquarters office building that was still being negotiated for the next month.
Barrymore had scheduled a meeting to sign a contract the following week, so Glenn was sure
that he would get the job. Barrymore was a reputable company, and Glenn was confident that
he could ultimately collect the $82,000. Also, he subtracted $30,000 of accrued salaries expense
and the corresponding liability. He reasoned that since he had not paid the employees, he had
not incurred any expense.

Required

a. Reconstruct the income statement and balance sheet as they would appear after Glenn’s
adjustments. Comment on the accuracy of the adjusted financial statements.

b. Suppose you are Glenn and the $30,000 you owe your employees is due next week. If you
are unable to pay them, they will quit and the business will go bankrupt. You are sure you
will be able to repay your friend when your employees perform the $82,000 of services for
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Barrymore and you collect the cash. However, your friend is risk averse and is not likely
to make the loan based on the financial statements your accountant prepared. Would you
make the changes that Glenn made to get the loan and thereby save your company? Defend
your position with a rational explanation.

c. Discuss the components of the fraud triangle as they apply to Glenn’s decision to change
the financial statements to reflect more favorable results.

ATC 2-8 Research Assignment Investigating nonfinancial information in Nike’s
annual report

Although most of this course is concerned with the financial statements themselves, all sec-
tions of a company’s annual report are important. A company must file various reports with the
SEC, and one of these, Form 10-K, is essentially the company’s annual report. The requirements
below ask you to investigate sections of Nike’s annual report that explain various nonfinancial
aspects of its business operations.

To obtain the Form 10-K you can use either the EDGAR system following the instructions
in Appendix A or the company’s website.

Required

a. In what year did Nike begin operations?

Other than athletic shoes, what products does Nike sell?

Does Nike operate businesses under names other than Nike? If so, what are they?
How many employees does Nike have?

In how many countries other than the United States does Nike sell its products?

e B0 F
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Accounting /:»
Merchandising Businesses

LEARNING OBJECTIVES

After you have mastered the material in this chapter you will be able to:

1 Identify and explain the primary features of the perpetual inventory system.
2 Show the effects of inventory transactions on financial statements.

3 Explain the meaning of terms used to describe transportation costs, cash discounts, returns or
allowances, and financing costs.

Explain how gains and losses differ from revenues and expenses.
Compare and contrast single and multistep income statements.
Show the effect of lost, damaged, or stolen inventory on financial statements.

Use common size financial statements and ratio analysis to evaluate managerial performance.

0 ~N O 1 B~

Identify the primary features of the periodic inventory system. (Appendix)

CHAPTER OPENING

Previous chapters have discussed accounting for service businesses. These businesses obtain revenue by
providing some kind of service such as medical or legal advice to their customers. Other examples of service
companies include dry cleaning companies, maid service companies, and car washes. This chapter introduces
accounting practices for merchandising businesses. Merchandising businesses generate revenue by selling
goods. They buy the merchandise they sell from companies called suppliers. The goods purchased for resale
are called merchandise inventory. Merchandising businesses include retail companies (companies that sell
goods to the final consumer) and wholesale companies (companies that sell to other businesses). Sears,
JCPenney, Target, and Sam’s Club are real-world merchandising businesses.
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‘Curious

Diane recently purchased a gold necklace for $250
from her local Zales jewelry store. The next day she
learned that Nicole bought the same necklace on-
line from Blue Nile for only $200. Diane questioned
how Blue Nile could sell the necklace for so much
less than Zales. Nicole suggested that even though
both jewelry sellers purchase their products from the
same producers at about the same price, Blue Nile
can charge lower prices because it does not have to
operate expensive bricks-and-mortar stores, thus
lowering its operating costs. Diane disagrees. She
thinks the cost of operating large distribution centers
and Internet server centers will offset any cost sav-
ings Blue Nile enjoys from not owning retail jewelry
stores.

Exhibit 3.1 presents the income statements for Zales
and Blue Nile. Based on these income statements,
do you think Diane or Nicole is correct? (Answer on

page 110.)
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EXHIBIT 3.1 Comparative Income Statements
BLUE NILE, INC.
Consolidated Statements of Operations
(dollars in thousands)
Fiscal Year Ended
Recent Previous
Net sales $203,169 $169,242
Cost of sales 158,025 131,590
Gross profit 45,144 37,652
Operating expenses:
Selling, general and administrative 27,095 22,795
Restructuring charges = —
27,095 22,7195
Operating income 18,049 14,857
Other income (expense), net:

Interest income 2,499 709

Interest expense — —

Other income 5 63

2,504 172

Income before income taxes 20,553 15,629

Income tax expense (benefit) 7,400 5,642

Net income $ 13,153 $ 9,987

ZALE CORPORATION AND SUBSIDIARIES
Consolidated Statements of Operations
(dollars in thousands)
Fiscal Years Ended July 31,

Recent Previous

Total revenue $2,383,066 $2,304,440
Cost and expenses:

Cost of sales 1,157,226 1,122,946
Selling, general and administrative expenses 982,113 942,796
Cost of insurance operations 6,084 5,963
Depreciation and amortization expense 59,840 56,381
Impairment of goodwill — —
Operating earnings 177,803 176,354
Interest expense, net 1,725 1,528
Cost of early retirement of debt = =
Earnings before income taxes 170,078 168,826
Income taxes 63,303 62,353
Net earnings (loss) $ 106,775 $ 106,473

PRODUCT COSTS VERSUS SELLING AND
LO 1 ADMINISTRATIVE COSTS
dentify and explain the primary Companies report inventory costs on the balance sheet in the asset account Merchan-

features of the perpetual inventory ~ dise Inventory. All costs incurred to acquire merchandise and ready it for sale are
system. included in the inventory account. Examples of inventory costs include the price of
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goods purchased, shipping and handling costs, transit insurance, and storage costs.
Since inventory items are referred to as products, inventory costs are frequently called
product costs.

Costs that are not included in inventory are usually called selling and administra-
tive costs. Examples of selling and administrative costs include advertising, adminis-
trative salaries, sales commissions, insurance, and interest. Since selling and adminis-
trative costs are usually recognized as expenses in the period in which they are incurred,
they are sometimes called period costs. In contrast, product costs are expensed when
inventory is sold regardless of when it was purchased. In other words, product costs
are matched directly with sales revenue, while selling and administrative costs are
matched with the period in which they are incurred.

ALLOCATING INVENTORY COST BETWEEN ASSET
AND EXPENSE ACCOUNTS

The cost of inventory that is available for sale during a specific accounting period is
determined as follows.

Beginning Inventory purchased Cost of goods
inventory | + during the = available
balance period for sale

The cost of goods available for sale is allocated between the asset account Mer-
chandise Inventory and an expense account called Cost of Goods Sold. The cost of
inventory items that have not been sold (Merchandise Inventory) is reported as an
asset on the balance sheet, and the cost of the items sold (Cost of Goods Sold) is
expensed on the income statement. This allocation is depicted graphically as follows.

Merchandise inventory (balance sheet)

Cost of goods available for sale |

Cost of goods sold (income statement)

The difference between the sales revenue and the cost of goods sold is called gross
margin or gross profit. The selling and administrative expenses (period costs) are sub-
tracted from gross margin to obtain the net income.

Exhibit 3.1 displays income statements from the annual reports of Blue Nile and
Zales. For each company, review the most current income statement and determine
the amount of gross margin. You should find a gross profit of $45,144 for Blue Nile
and a gross margin of $1,225,840 ($2,383,066 — $1,157,226) for Zales.

PERPETUAL INVENTORY SYSTEM

Most modern companies maintain their inventory records using the perpetual inven-
tory system, so-called because the inventory account is adjusted perpetually (continu-
ally) throughout the accounting period. Each time merchandise is purchased, the
inventory account is increased; each time it is sold, the inventory account is decreased.
The following illustration demonstrates the basic features of the perpetual inventory
system.

Show the effects of inventory
transactions on financial
statements.

93
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June Gardener loved plants and grew them with such remarkable success that she
decided to open a small retail plant store. She started June’s Plant Shop (JPS) on
January 1, 2010. The following discussion explains and illustrates the effects of the
five events the company experienced during its first year of operation.

Effects of 2010 Events on Financial Statements
EVENT1 JPS acquired $15,000 cash by issuing common stock.
This event is an asset source transaction. It increases both assets (cash) and stockhold-

ers’ equity (common stock). The income statement is not affected. The statement of
cash flows reflects an inflow from financing activities. These effects are shown here.

Liah. + Stockholders’ Equity

Inventory + Land

Net Inc. Cash Flow

Accts. Pay. + Com. Stk. + Ret. Earn. | Rev. — Exp.

NA = NA + 15000 + NA NA — NA = NA 15,000 FA

EVENT 2 JPS purchased merchandise inventory for $14,000 cash.

This event is an asset exchange transaction. One asset, cash, decreases and another asset,
merchandise inventory, increases; total assets remain unchanged. Because product
costs are expensed when inventory is sold, not when it is purchased, the event does
not affect the income statement. The cash outflow, however, is reported in the operating
activities section of the statement of cash flows. These effects are illustrated below.

Liab. + Stockholders’ Equity

Inventory + Land

Accts. Pay. + Com. Stk. + Ret. Earn. i Rev. — Exp. Net Inc. Cash Flow

+ NA = NA I NA 4 NA NA — NA = NA (14,000) OA

EVENT 3A  JPS recognized sales revenue from selling inventory for $12,000 cash.

The revenue recognition is the first part of a two-part transaction. The sales part
represents a source of assets (cash increases from earning sales revenue). Both assets
(cash) and stockholders’ equity (retained earnings) increase. Sales revenue on the
income statement increases. The $12,000 cash inflow is reported in the operating
activities section of the statement of cash flows. These effects are shown in the fol-
lowing financial statements model.

Liab. + Stockholders’ Equity

Inventory + Land

Net Inc. Cash Flow

Accts. Pay. + Com. Stk. + Ret. Earn. Rev. — Exp.

NA = NA S NA + 12,000 12,000 — NA

12,000 12,000 OA

EVENT 3B  JPS recognized $8,000 of cost of goods sold.

The expense recognition is the second part of the two-part transaction. The expense
part represents a use of assets. Both assets (merchandise inventory) and stockholders’
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equity (retained earnings) decrease. An expense account, Cost of Goods Sold, is
reported on the income statement. This part of the transaction does not affect the
statement of cash flows. A cash outflow occurred when the goods were bought, not
when they were sold. These effects are shown here.
Assets = Liah. + Stockholders’ Equity
Cash + Inventory + Land = Accts. Pay. + Com. Stk. + Ret. Earn. Rev. — Exp. = Netlinc. Cash Flow
NA + (80000 + NA = NA I NA +  (8,000) NA — 8000 = (8,000 NA
EVENT 4 JPS paid $1,000 cash for selling and administrative expenses.
This event is an asset use transaction. The payment decreases both assets (cash) and
stockholders’ equity (retained earnings). The increase in selling and administrative
expenses decreases net income. The $1,000 cash payment is reported in the operating
activities section of the statement of cash flows. These effects are illustrated below.
Assets = Liab. + Stockholders’ Equity
Cash + Inventory + Land = Accts. Pay. + Com. Stk. + Ret. Earn. § Rev. — Exp. = Net Inc. Cash Flow
(1,000) + NA + NA = NA = NA + (1,000 NA - 1,000 = (1,000) (1,000) OA
EVENT5 JPS paid $5,500 cash to purchase land for a place to locate a future store.
Buying the land increases the Land account and decreases the Cash account on the
balance sheet. The income statement is not affected. The statement of cash flow shows
a cash outflow to purchase land in the investing activities section of the statement of
cash flows. These effects are shown below.
Assets = Liab. + Stockholders’ Equity
Cash + |Inventory + Land = Accts. Pay. + Com. Stk. + Ret. Earn. Rev. — Exp. = Netlinc. Cash Flow
(5,500) + NA + 5500 = NA F NA F NA NA — NA = NA (5,500) 1A

Financial Statements for 2010

JPS’s financial statements for 2010 are shown in Exhibit 3.2. JPS had no beginning
inventory in its first year, so the cost of merchandise inventory available for sale was
$14,000 (the amount of inventory purchased during the period). Recall that JPS must
allocate the Cost of Goods (Inventory) Available for Sale between the Cost of Goods
Sold ($8,000) and the ending balance ($6,000) in the Merchandise Inventory account.
The cost of goods sold is reported as an expense on the income statement and the
ending balance of merchandise inventory is reported as an asset on the balance sheet.
The difference between the sales revenue ($12,000) and the cost of goods sold ($8,000)
is labeled gross margin ($4,000) on the income statement.
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2010 Income Statement

Sales revenue $12,000
Cost of goods sold (8,000)
Gross margin 4,000
Less: Operating exp.

Selling and

admin. exp. (1,000)
Net income $ 3,000

Explain the meaning of terms used
to describe transportation costs,
cash discounts, returns or
allowances, and financing costs.
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12/31/10 Balance Sheet 2010 Statement of Cash Flows

Assets Operating activities
Cash Inflow from customers $12,000
Merchandise inventory Outflow for inventory (14,000)
Land Outflow for selling

Total assets $18,000 & admin. exp. (1,000

Liabilities $ 0 Net cash outflow for
Stockholders’ equity operating activities $ (3,000)
Common stock $15,000 Investing activities
Retained earnings 3,000 Outflow to purchase land (5,500)
- 18,000 Financing activities
U Inflow from stock issue 15,000
Net change in cash 6,500
Plus: Beginning cash balance 0

Ending cash balance $ 6,500

Total stockholders’ equity
Total liab. and stk. equity $18,000

CHECK @@m@ej’ 3.1

Phambroom Company began 2010 with $35,600 in its Inventory account. During the year,
it purchased inventory costing $356,800 and sold inventory that had cost $360,000 for
$520,000. Based on this information alone, determine (1) the inventory balance as of
December 31, 2010, and (2) the amount of gross margin Phambroom would report on its
2010 income statement.

Answer

1. Beginning inventory + Purchases = Goods available — Ending inventory = Cost of goods sold
$35,600 + $356,800 = $392,400 — Ending inventory = $360,000
Ending inventory = $32,400

2. Sales revenue — Cost of goods sold = Gross margin
$520,000 — $360,000 = $160,000

Transportation Cost, Purchase Returns and Allowances,
and Cash Discounts Related to Inventory Purchases

Purchasing inventory often involves: (1) incurring transportation costs, (2) returning
inventory or receiving purchase allowances (cost reductions), and (3) taking cash dis-
counts (also cost reductions). During its second accounting cycle, JPS encountered
these kinds of events. The final account balances at the end of the 2010 fiscal year
become the beginning balances for 2011: Cash, $6,500; Merchandise Inventory, $6,000;
Land, 5,500; Common Stock, $15,000; and Retained Earnings, $3,000.

Effects of 2011 Events on Financial Statements

JPS experienced the following events during its 2011 accounting period. The effects
of each of these events are explained and illustrated in the following discussion.
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EVENT1 JPS borrowed $4,000 cash by issuing a note payable.

JPS borrowed the money to enable it to purchase a plot of land for a future site for
a store it planned to build in the near future. Borrowing the money increases the Cash
account and the Note Payable account on the balance sheet. The income statement
is not affected. The statement of cash flow shows a cash flow from financing activi-
ties. These effects are shown below.

Stockholders’
Liabilities + Equity

Assets

97

Accts. Accts. Notes Com. Ret.

Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. = Net Inc.

Cash Flow

4000 + NA + NA + NA = NA + 4000 + NA + NA NA — NA

NA

EVENT 2 JPS purchased on account merchandise inventory with a list price of $11,000.

The inventory purchase increases both assets (merchandise inventory) and liabilities
(accounts payable) on the balance sheet. The income statement is not affected until
later, when inventory is sold. Since the inventory was purchased on account, there
was no cash outflow. These effects are shown here.

Stockholders’
Liah. + Equity

Assets

4,000 FA

Accts. Accts. Notes Com. Ret.

Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. = NetlInc.

Cash Flow

NA + NA + 11000 + NA 11,000 + NA + NA + NA NA — NA = NA

Accounting for Purchase Returns and Allowances

EVENT 3 JPS returned some of the inventory purchased in Event 2. The list price of the
returned merchandise was $1,000.

To promote customer satisfaction, many businesses allow customers to return goods
for reasons such as wrong size, wrong color, wrong design, or even simply because
the purchaser changed his mind. The effect of a purchase return is the opposite of
the original purchase. For JPS the purchase return decreases both assets (merchandise
inventory) and liabilities (accounts payable). There is no effect on either the income
statement or the statement of cash flows. These effects are shown below.

Stockholders’
Liab. + Equity

Assets

NA

Accts. Accts. Notes Com. Ret.
Cash + Rec. + Inventory + Land

Pay. + Pay. + Stk. + Earn. Rev. — Exp. = Netlnc.

Cash Flow

NA + NA + (1,0000 + NA

(10000 + NA + NA + NA NA — NA

NA

Sometimes dissatisfied buyers will agree to keep goods instead of returning them if
the seller offers to reduce the price. Such reductions are called allowances. Purchase
allowances affect the financial statements the same way purchase returns do.

NA
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Purchase Discounts

EVENT 4 JPS received a cash discount on goods purchased in Event 2. The credit terms
were 2/10, n/30.

To encourage buyers to pay promptly, sellers sometimes offer cash discounts. To illus-
trate, assume JPS purchased the inventory in Event 2 under terms 2/10, n/30 (two-ten,
net thirty). These terms mean the seller will allow a 2 percent cash discount if the
purchaser pays cash within 10 days from the date of purchase. The amount not paid
within the first 10 days is due at the end of 30 days from date of purchase. Recall
that JPS returned $1,000 of the inventory purchased in Event 1 leaving a $10,000
balance ($11,000 list price — $1,000 purchase return). If JPS pays for the inventory
within 10 days, the amount of the discount is $200 ($10,000 X .02).

When cash discounts are applied to purchases they are called purchases discounts.
When they are applied to sales, they are called sales discounts. Sales discounts will be
discussed later in the chapter. A purchase discount reduces the cost of the inventory
and the associated account payable on the balance sheet. A purchase discount does
not directly affect the income statement or the statement of cash flow. These effects
are shown here.

Cash +

Accts.
Rec.

+ Inventory

NA  +

NA

+

Assets

(200)

+ NA

(2000 + NA + NA + NA NA — NA

Stockholders’
Liah. + Equity
Accts. Notes Com. Ret.
+ Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. Net Inc. Cash Flow
NA NA

If JPS paid the account payable after 10 days, there would be no purchase discount.
In this case the balances in the Inventory and Account Payable accounts would remain
at $10,000.

EVENT5 JPS paid the $9,800 balance due on the account payable.

The remaining balance in the accounts payable is $9,800 ($10,000 list price — $200
purchase discount). Paying cash to settle the liability reduces cash and accounts pay-
able on the balance sheet. The income statement is not affected. The cash outflow
is shown in the operating section of the statement of cash flows. These effects are
shown below.

Stockholders’
Liab. + Equity

Cash +

Accts.
Rec.

+ Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp.

Accts. Notes Com. Ret.

Net Inc. Cash Flow

(9,800) +

NA

+

NA

+ NA

(98000 + NA + NA + NA NA — NA

NA (9,800) OA

The Cost of Financing Inventory

Suppose you buy inventory this month and sell it next month. Where do you get the
money to pay for the inventory at the time you buy it? One way to finance the purchase
is to buy it on account and withhold payment until the last day of the term for the
account payable. For example, suppose you buy inventory under terms 2/10, net/30.
Under these circumstances you could delay payment for 30 days after the day of pur-
chase. This way you may be able to collect enough money from the inventory you sell
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Reality BYTES

Many real-world companies have found it more effective to impose a penalty !
for late payment than to use a cash discount to encourage early payment. The ;

ARLEY WATER WORKS
P.O.BOX 146
s ARLEY, ALABAMA 35541

invoice from Arley Water Works is an example of the penalty strategy. Notice () ST

that the amount due, if paid by the due date, is $18.14. A $1.88 late charge is (@& erer rerone

) |service | present

PREVIOUS

«
«
«
«
«
«
«
USED CHARGES «
«
«

imposed if the bill is paid after the due date. The $1.88 late charge is in fact war 33030
interest. If Arley Water Works collects the payment after the due date, the util- Es‘ﬂes Tox
ity will receive cash of $20.02. The collection will increase cash ($20.02), reduce

accounts receivable ($18.14), and increase interest revenue ($1.88).

30950

2080

17.44
0.70

EPLEASE CLEAN OUT AROUND YOUR METER

09-26-03

to pay for the inventory you purchased. Refusing the discount allows you the time
needed to generate the cash necessary to pay off the liability (account payable). Unfor-
tunately, this is usually a very expensive way to finance the purchase of inventory.

While the amount of a cash discount may appear small, the discount period is
short. Consider the terms 2/10, net/30. Since you can pay on the tenth day and still
receive the discount, you obtain financing for only 20 days (30-day full credit term —
10-day discount term). In other words, you must forgo a 2 percent discount to obtain
a loan with a 20-day term. What is the size of the discount in annual terms? The
answer is determined by the following formula.

Annual rate = Discount rate X (365 days + term of the loan)
Annual rate = 2% X (365 + 20)
Annual rate = 36.5%

This means that a 2 percent discount rate for 20 days is equivalent to a 36.5 percent
annual rate of interest. So, if you do not have the money to pay the account payable,
but can borrow money from a bank at less than 36.5 percent annual interest, you should
borrow the money and pay off the account payable within the discount period.

Accounting for Transportation Costs

EVENT 6 The shipping terms for the inventory purchased in Event 2 were FOB shipping
point. JPS paid the freight company $300 cash for delivering the merchandise.

The terms FOB shipping point and FOB destination identify whether the buyer or the
seller is responsible for transportation costs. If goods are delivered FOB shipping
point, the buyer is responsible for the freight cost. If goods are delivered FOB desti-
nation, the seller is responsible. When the buyer is responsible, the freight cost is called
transportation-in. When the seller is responsible, the cost is called transportation-out.
The following table summarizes freight cost terms.

Responsible Party Buyer Seller

Freight terms FOB shipping point FOB destination
Account title Merchandise inventory Transportation-out
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Event 6 indicates the inventory was delivered FOB shipping point, so JPS (the buyer)
is responsible for the $300 freight cost. Since incurring transportation-in costs is neces-
sary to obtain inventory, these costs are added to the inventory account. The freight cost
increases one asset account (Merchandise Inventory) and decreases another asset account
(Cash). The income statement is not affected by this transaction because transportation-
in costs are not expensed when they are incurred. Instead they are expensed as part of
cost of goods sold when the inventory is sold. However, the cash paid for transportation-
in costs is reported as an outflow in the operating activities section of the statement of
cash flows. The effects of transportation-in costs are shown here.

Cash + Rec.

+ NA = NA + NA + NA + NA NA — NA

Stockholders’
Liah. + Equity
Accts. Notes Com. Ret.
+ Land Pay. + Pay. + Stk. + Earn. Rev. — Exp. Net Inc. Cash Flow
NA (300) OA

EVENT 7A  JPS recognized $24,750 of revenue on the cash sale of merchandise that cost
$11,500.

The sale increases assets (cash) and stockholders’ equity (retained earnings). The rev-
enue recognition increases net income. The $24,750 cash inflow from the sale is
reported in the operating activities section of the statement of cash flows. These
effects are shown below.

Stockholders’

= Liab. + Equity
Accts. Notes Com. Ret.
Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. = Net Inc. Cash Flow
+ NA = NA + NA + NA + 24750 24750 — NA = 24750 24,750 OA

EVENT 7B JPS recognized $11,500 of cost of goods sold.

When goods are sold, the product cost—including a proportionate share of transportation-
in and adjustments for purchase returns and allowances—is transferred from the Mer-
chandise Inventory account to the expense account, Cost of Goods Sold. Recognizing
cost of goods sold decreases both assets (merchandise inventory) and stockholders’
equity (retained earnings). The expense recognition for cost of goods sold decreases
net income. Cash flow is not affected. These effects are shown here.

Cash + Rec.

+ NA NA + NA + NA + (11,500 NA  — 11,500

Stockholders’
Liah. + Equity
Accts. Notes Com. Ret.
+ Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. Net Inc. Cash Flow
(11,500) NA
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EVENT 8 JPS paid $450 cash for freight costs on inventory delivered to customers.

Assume the merchandise sold in Event 7A was shipped FOB destination. Also assume
JPS paid the freight cost in cash. FOB destination means the seller is responsible for
the freight cost, which is called transportation-out. Transportation-out is reported on
the income statement as an operating expense in the section below gross margin. The
cost of freight on goods shipped to customers is incurred after the goods are sold. It
is not part of the costs to obtain goods or ready them for sale. Recognizing the
expense of transportation-out reduces assets (cash) and stockholders’ equity (retained
earnings). Operating expenses increase and net income decreases. The cash outflow is
reported in the operating activities section of the statement of cash flows. These effects
are shown below.

Stockholders’

Assets = Liah. + Equity
Accts. Accts. Notes Com. Ret.
Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. = NetlInc. Cash Flow
(450) + NA + NA + NA = NA + NA + NA + (450) NA — 450 = (450) (450) OA
If the terms had been FOB shipping point, the customer would have been responsible
for the transportation cost and JPS would not have recorded an expense.
EVENT9 JPS paid $5,000 cash for selling and administrative expenses.
The effect on the balance sheet is to decrease both assets (cash) and stockholders’ equity
(retained earnings). Recognizing the selling and administrative expenses decreases net
income. The $5,000 cash outflow is reported in the operating activities section of the
statement of cash flows. These effects are shown below.
Stockholders’
Assets = Liab. + Equity
Accts. Accts. Notes Com. Ret.
Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. = Net Inc. Cash Flow
(50000 + NA + NA + NA = NA + NA + NA + (5000 NA — 5000 = (5,000) (5,000) OA
EVENT 10 JPS paid $360 cash for interest expense on the note described in Event 1.
The effect on the balance sheet is to decrease both assets (cash) and stockholders’
equity (retained earnings). Recognizing the interest expense decreases net income. The
$360 cash outflow is reported in the operating activities section of the statement of
cash flows. These effects are shown below.
Stockholders’
Assets = Liah. + Equity
Accts. Accts. Notes Com. Ret.
Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Rev. — Exp. = Net Inc. Cash Flow
(360) + NA + NA + NA = NA + NA + NA + (360) NA — 360 = (360) (360) OA
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RECOGNIZING GAINS AND LOSSES

EVENT 11 JPS sold the land that had cost $5,500 for $6,200 cash.

When JPS sells merchandise inventory for more than it cost, the difference between
the sales revenue and the cost of the goods sold is called the gross margin. In contrast,
when JPS sells land for more than it cost, the difference between the sales price and
the cost of the land is called a gain. Why is one called gross margin and the other a
gain? The terms are used to alert financial statement users to the fact that the nature
of the underlying transactions is different.

JPS’ primary business is selling inventory, not land. The term gain indicates profit
resulting from transactions that are not likely to regularly recur. Similarly, had the
land sold for less than cost the difference would have been labeled loss rather than
expense. This term also indicates the underlying transaction is not from normal, recur-
ring operating activities. Gains and losses are shown separately on the income state-
ment to communicate the expectation that they are nonrecurring.

The presentation of gains and losses in the income statement is discussed in more
detail in a later section of the chapter. At this point note that the sale increases cash,
decreases land, and increases retained earnings on the balance sheet. The income
statement shows a gain on the sale of land and net income increases. The $6,200 cash
inflow is shown as an investing activity on the statement of cash flows. These effects
are shown below:

Stockholders’

Assets = Liab. + Equity
Accts. Accts. Notes Com. Ret.
Cash + Rec. + Inventory + Land = Pay. + Pay. + Stk. + Earn. Gain — Exp. = NetInc. Cash Flow
6,200 + NA + NA + (55000 = NA + NA + NA + 700 700 — NA = 700 6,200 IA

Compare and contrast single and
multistep income statements.

CHECK cursel/ 3.2

Tsang Company purchased $32,000 of inventory on account with payment terms of 2/10,
n/30 and freight terms FOB shipping point. Freight costs were $1,100. Tsang obtained a
$2,000 purchase allowance because the inventory was damaged upon arrival. Tsang paid
for the inventory within the discount period. Based on this information alone, determine
the balance in the inventory account.

Answer
List price of inventory $32,000
Plus: Transportation-in costs 1,100
Less: Purchase returns and allowances (2,000)
Less: Purchase discount [($32,000 — $2,000) X .02] (600)
Balance in inventory account $30,500

MULTISTEP INCOME STATEMENT

JPS’ 2011 income statement is shown in Exhibit 3.3. Observe the form of this state-
ment carefully. It is more informative than one which simply subtracts expenses from
revenues. First, it compares sales revenue with the cost of the goods that were sold
to produce that revenue. The difference between the sales revenue and the cost of
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goods sold is called gross margin. Next, the operating expenses are subtracted from
the gross margin to determine the operating income. Operating income is the amount
of income that is generated from the normal recurring operations of a business. Items
that are not expected to recur on a regular basis are subtracted from the operating
income to determine the amount of net income.!

EXDETm

Income Statement Format
Used by U.S. Companies

JUNE’S PLANT SHOP

Income Statement
For the Period Ended December 31, 2011

Sales revenue $ 24,750
Cost of goods sold (11,500)
Gross margin 13,250
Less: Operating expenses
Selling and administrative expense (5,000)
Transportation-out (450)
Operating income 7,800
Nonoperating items
Interest expense (360) s
Gain on the sale of land 700 IS
Net income $ 8,140 [ Multistep

Data Source: AICPA, Accounting Trends
and Techniques.

EXHIBIT 3.5

JUNE'S PLANT SHOP

Balance Sheet
As of December 31, 2011

Assets

Cash $25,540

Merchandise inventory 4,600
Total assets $30,140
Liabilities

Notes payable $ 4,000
Stockholders’ equity

Common stock $15,000

Retained earnings 11,140
Total stockholders’ equity 26,140
Total liabilities and stockholders’ equity $30,140

Income statements that show these additional relationships are called multistep
income statements. Income statements that display a single comparison of all revenues
minus all expenses are called single-step income statements. To this point in the text
we have shown only single-step income statements to promote simplicity. However,
the multistep form is used more frequently in practice. Exhibit 3.4 shows the percent-
age of companies that use the multistep versus the single-step format. Go to Exhibit
3.1 and identify the company that presents its income statement in the multistep for-
mat. You should have identified Blue Nile as the company using the multistep format.
Zale’s statement is shown in the single-step format.

'Revenue and expense items with special characteristics may be classified as discontinued or extraordinary items.
These items are shown separately just above net income regardless of whether a company uses a single-step or
multistep format. Further discussion of these items is beyond the scope of this text.
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EXHIBIT 3.6

JUNE’'S PLANT SHOP
Statement of Cash Flows
For the Period Ended December 31, 2011

Operating activities

Inflow from customers $ 24,750

Outflow for inventory* (10,100)

Outflow for transportation-out (450)

Outflow for selling and administrative expense (5,000)

Outflow for interest expense (360)

Net cash outflow for operating activities $ 8,840
Investing activities

Inflow from sale of land 6,200
Financing activities

Inflow from issue of note payable 4,000
Net change in cash 19,040
Plus beginning cash balance 6,500
Ending cash balance $25,540

*Net cost on inventory $9,800 + transportation-in $300 = $10,100

Note that interest is reported as a nonoperating item on the income statement in
Exhibit 3.3. In contrast, it is shown in the operating activities section of the statement
of cash flows in Exhibit 3.6. When the FASB issued Statement of Financial Account-
ing Standard (SFAS) 95, it required interest to be reported in the operating activities
section of the statement of cash flows. There was no corresponding requirement for
the treatment of interest on the income statement. Prior to SFAS 95, interest was
considered to be a nonoperating item. Most companies continued to report interest as
a nonoperating item on their income statements even though they were required to
change how it was reported on the statement of cash flows. As a result, there is fre-
quent inconsistency in the way interest is reported on the two financial statements.

Also note that while the gain on the sale of land is shown on the income state-
ment, it is not included in the operating activities section of the statement of cash
flows. Since the gain is a nonoperating item, it is included in the cash inflow from the
sale of land shown in the investing activities section. In this case the full cash inflow
from the sale of land ($6,200) is shown in the investing activities section of the state-
ment of cash flows in Exhibit 3.6.

LOST, DAMAGED, OR STOLEN INVENTORY

Most merchandising companies experience some level of inventory shrinkage, a term
that reflects decreases in inventory for reasons other than sales to customers. Inven-
tory may be stolen by shoplifters, damaged by customers or employees, or even simply
lost or misplaced. Since the perpetual inventory system is designed to record purchases
and sales of inventory as they occur, the balance in the merchandise inventory account
represents the amount of inventory that should be on hand at any given time. By
taking a physical count of the merchandise inventory at the end of the accounting
period and comparing that amount with the book balance in the Merchandise Inven-
tory account, managers can determine the amount of any inventory shrinkage. If
goods have been lost, damaged, or stolen, the book balance will be higher than the
actual amount of inventory on hand and an adjusting entry is required to reduce
assets and equity. The Merchandise Inventory account is reduced, and an expense for
the amount of the lost, damaged, or stolen inventory is recognized.
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Reality BYTES

“Closed for Inventory Count” is a sign you frequently see on retail stores sometime
during the month of January. Even if companies use a perpetual inventory system, the
amount of inventory on hand may be unknown because of lost, damaged, or stolen
goods. The only way to determine the amount of inventory on hand is to count it. Why
count it in January? Christmas shoppers and many after-Christmas sales shoppers are
satiated by mid-January, leaving the stores low on both merchandise and customers.
Accordingly, stores have less merchandise to count and “lost sales” are minimized
during January. Companies that do not depend on seasonal sales (e.g., a plumbhing
supplies wholesale business) may choose to count inventory at some other time dur-
ing the year. Counting inventory is not a revenue-generating activity; it is a necessary
evil that should be conducted when it least disrupts operations.

Adjustment for Lost, Damaged, or Stolen Inventory

To illustrate, assume that Midwest Merchandising Company maintains perpetual
inventory records. Midwest determined, through a physical count, that it had $23,500
of merchandise inventory on hand at the end of the accounting period. The balance
in the Inventory account was $24,000. Midwest must make an adjusting entry to write
down the Inventory account so the amount reported on the financial statements
agrees with the amount actually on hand at the end of the period. The write-down
decreases both assets (inventory) and stockholders’ equity (retained earnings). The
write-down increases expenses and decreases net income. Cash flow is not affected.
The effects on the statements are as follows.

Assets Liab. + Equity | Rev. = Exp. Net Inc. || Cash Flow

(500)

(500) NA

NA * (500) NA - 500

Theoretically, inventory losses are operating expenses. However, because such losses
are normally immaterial in amount, they are usually added to cost of goods sold for
external reporting purposes.

EVENTS AFFECTING SALES

To this point we assumed JPS did not offer cash discounts to its customers. However, sales,
as well as purchases of inventory, can be affected by returns, allowances, and discounts.
Sales discounts are price reductions offered by sellers to encourage buyers to pay promptly.
To illustrate, assume JPS engaged in the following selected events during January 2012.

EVENT 1A JPS sold on account merchandise with a list price of $8,500. Payment terms
were 1/10, n/30. The merchandise had cost JPS $4,000.

The sale increases both assets (accounts receivable) and shareholders’ equity (retained
earnings). Recognizing revenue increases net income. The statement of cash flows is
not affected. The effects on the financial statements follow.

105

Assets = Liab. +  Stockholders’ Equity Rev. — Exp. = Netlnc. Cash Flow
Accts. Note Com. Retained

Cash + Rec. + Inventory = Pay. + Stk. + Earnings

NA + 8500 + NA = NA + NA + 8,500 8500 — NA = 8,500 NA
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EVENT 1B JPS recognized $4,000 of cost of goods sold.
Recognizing the expense decreases assets (merchandise inventory) and stockholders’
equity (retained earnings). Cost of goods sold increases and net income decreases.
Cash flow is not affected. The effects on the financial statements follow.
Assets = Liab. +  Stockholders’ Equity Rev. — Exp. = Netlnc. Cash Flow
Accts. Note Com. Retained
Cash + Rec. + Inventory = Pay. + Stk. + Earnings
NA  + NA s (4,000) = NA + NA + (4,000 NA — 4000 = (4,000 NA

Accounting for Sales Returns and Allowances

EVENT 2A A customer from Event 1A returned inventory with a $1,000 list price. The
merchandise had cost JPS $450.

The sales return decreases both assets (accounts receivable) and stockholders’ equity
(retained earnings) on the balance sheet. Sales and net income decrease. Cash flow is
not affected. The effects on the financial statements follow.

Assets = Liab. +  Stockholders’ Equity Rev. — Exp. = Netlnc. || Cash Flow
Accts. Note Com. Retained

Cash + Rec. + Inventory = Pay. + Stk. + Earnings

NA  + (1,0000 + NA = NA + NA + (1,000 (1,000 — NA = (1,000 NA

EVENT 2B The cost of the goods ($450) is returned to the inventory account.

Since JPS got the inventory back, the sales return increases both assets (merchandise
inventory) and stockholders’ equity (retained earnings). The expense (cost of goods
sold) decreases and net income increases. Cash flow is not affected. The effects on the
financial statements follow.

Assets = Liab. 4+ Stockholders’ Equity Rev. — Exp. = Netlnc. || Cash Flow
Accts. Note Com. Retained

Cash + Rec. + Inventory = Pay. + Stk. + Earnings

NA  + NA + 450 = NA + NA + 450 NA — (4500 = 450 NA

Accounting for Sales Discounts

EVENT 3 JPS collected the balance of the accounts receivable generated in Event 1A.
Recall the goods were sold under terms 1/10, net/30.

ALTERNATIVE 1 The collection occurs before the discount period has expired (within 10
days from the date of the sale).

JPS would give the buyer a 1 percent discount. Given the original sales amount of
$8,500 and a sales return of $1,000, the amount of the discount is $75 [($8,500 —
$1,000) X .01]. The sales discount reduces the amount of accounts receivable and
retained earnings on the balance sheet. It also reduces the amount of revenue and the
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net income shown on the balance sheet. It does not affect the statement of cash flows.
The effects on the financial statements follow.
Assets = Liab. +  Stockholders’ Equity Rev. — Exp. = Netlnc. || Cash Flow
Accts. Note Com. Retained
Cash + Rec. + Inventory = Pay. + Stk. + Earnings
NA + (75) + NA = NA  + NA  + (75) (75) — NA = (75) NA
The balance due on the account receivable is $7,425 ($8,500 original sales — $1,000
sales return — $75 discount). The collection increases the Cash account and decreases
the Accounts Receivable account. The income statement is not affected. The cash
inflow is shown in the operating activities section of the statement of cash flows. The
effects on the financial statements follow.
Assets = Liab. +  Stockholders’ Equity Rev. — Exp. = Netlnc. || Cash Flow
Accts. Accts. Com. Retained
Cash + Rec. + |Inventory =  Pay. + Stk. + Earnings
7425 + (7425) + NA = NA + NA + NA NA - NA = NA 7,425 0A
Net Sales

The gross amount of sales minus sales returns and allowance and sales discounts is com-
monly called net sales. Companies are not required by GAAP to show sales returns and
allowance and sales discount on their income statement. Indeed, most companies
show only the amount of net sales on the income statement. In this case the net sales
amount to $7,425 (88,500 original sales — $1,000 sales return — $75 discount).

ALTERNATIVE2 The collection occurs after the discount period has expired (after 10 days
from the date of the sale).

Under these circumstances there is no sales discount. The amount collected is $7,500
($8,500 original sale — $1,000 sales return). Net sales shown on the income statement

would also be $7,500.
uul ULHAR IRIRE £
AR . AR
Merchandising is a highly competitive business. In order to succeed, merchandisers

develop different strategies to distinguish themselves in the marketplace. For example,
some companies like Wal-Mart, Kmart, and Costco focus on price competition while
others such as Neiman Marcus and Saks Fifth Avenue sell high price goods that offer
high quality, style, and strong guaranties. Financial analysts have developed specific
tools that are useful in scrutinizing the success or failure of a company’s sales strategy.
The first step in the analytical process is to develop common size statements so that
comparisons can be made between companies.

Use common size financial
statements and ratio analysis to
evaluate managerial performance.
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Common Size Financial Statements

How good is a $1,000,000 increase in net income? The answer is not clear because
there is no indication as to the size of the company. A million dollar increase may be
excellent for a small company but would be virtually meaningless for a company the
size of Exxon. To enable meaningful comparisons analysts prepare common size financial
statements. Common size statements display information in percentages as well as
absolute dollar amounts.

To illustrate, we expand the income statements for JPS to include percentages.
The results are shown in Exhibit 3.7. The percentage data are computed by defining
net sales as the base figure, or 100 percent. The other amounts on the statements are
then shown as a percentage of net sales. For example, the cost of goods sold percent-
age is the dollar amount of cost of goods sold divided by the dollar amount of net
sales, which produces a percentage of 66.7 percent ($8,000 =~ $12,000) for 2010 and
46.5 percent ($11,500 + $24,750) for 2011. Other income statement items are com-
puted using the same approach.

Common Size Financial Statements

JUNE’S PLANT SHOP

Income Statement
For the Period Ended

2010 2011

Net sales* $12,000 100.0% $24,750 100.0%
Cost of goods sold (8,000) 66.7 (11,500) 46,5
Gross margin 4,000 B3¥3) 13,250 53.5
Less: Operating expenses

Selling and administrative expense (1,000) 8.3 (5,000) 20.2

Transportation-out _ (450) 18
Operating income 3,000 25.0 7,800 315
Nonoperating items

Interest expense (360) (1.5)

Gain on the sale of land 700 28
Net income $ 3,000 25.0 $ 8,140 329

*Since JPS did not offer sales discounts or have sales returns and allowances during 2010 or 2011, the amount of
sales revenue is equal to the amount of net sales. We use the term net sales here because it is more commonly used
in business practice. Percentages do not add exactly because they have been rounded.

Ratio Analysis

Two of the percentages shown in Exhibit 3.7 are used frequently in business to make
comparisons within a specific company or between two or more different companies.
These two commonly used percentages are the gross margin percentage and the net
income percentage. These percentages are calculated as follows:

. Gross margin

Gross margin percentage = —————————
Net sales

The gross margin percentage provides insight about a company’s pricing strategy. All
other things being equal, a high gross margin percentage means that a company is
charging high prices in relation to its cost of goods sold.

. Net income

Net income percentage = ——————
Net sales

In practice, the net income percentage is frequently called the return on sales ratio. The
return on sales ratio provides insight as to how much of each sales dollar is left as
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net income after all expenses are paid. All other things being equal, companies with
high ratios are doing a better job of controlling expenses.

Comparisons within a Particular Company

To illustrate comparisons within a particular company, assume that JPS relocated its
store in an upscale mall in early 2011. Management realized that the company would
have to pay more for operating expenses but believed those expenses could be offset
by charging significantly higher prices. We use the gross margin percentage and the
net income percentage to assess the success of JPS’s strategy. Exhibit 3.7 shows an
increase in the gross margin percentage from 33.3 to 53.5. This confirms that JPS was
able to increase prices relative to its cost of goods sold. The increase in the return on
sales ratio (25 percent to 32.9 percent) confirms that the increase in gross margin was
larger than the increase in total expenses. We therefore conclude that JPS’s strategy
to relocate was successful. As a side note this may also explain why JPS sold its land
in late 2011. Considering the success the company experienced at the new location,
there was no motive to build a store on the land.

Since net income is affected by nonoperating items, some financial analysts would
prefer to use operating income instead of net income when computing the return on
sales ratio. In this case the nonoperating items were immaterial. Indeed, to simplify
the discussion in this chapter we always assume immateriality when computing this
ratio. However, when nonoperating items are significant, it is more insightful to use
operating income as the numerator of the return on sales ratio.

Comparisons between Companies

Does Wal-Mart sell merchandise at a higher or lower price than Target? The gross
margin percentage is useful in answering questions such as this. Since Wal-Mart’s annual
report shows a gross margin percentage of 22.9 while Target’s report shows a gross
margin percentage of 33.6, we conclude that there is validity to Wal-Mart’s claim of
“always the low price.” The next section of the chapter provides insight as to how the
gross margin percentage and the return on sales ratio can be used to gain insight about
the operations of several real world companies.

CHECK %ﬂwe/ 3.3

The following sales data are from the records of two retail sales companies. All amounts
are in thousands.

Company A Company B
Sales $21,234 $43,465
Cost of goods sold (14,864) (34,772)
Gross margin $ 6,370 $ 8,693

One company is an upscale department store, and the other is a discount store. Which
company is the upscale department store?

Answer The gross margin percentage for Company A is approximately 30 percent ($6,370
$21,234). The gross margin percentage for Company B is 20 percent ($8,693 + $43,465).
These percentages suggest that Company A is selling goods with a higher markup than
Company B, which implies that Company A is the upscale department store.

109
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The income statement data show that

Answers to The Accountant compared to Zales, Blue Nile does

save money by not operating bricks-

and-mortar stores. The gross margin

percentage gives some indication of how much a company is charging in relation to what it pays to purchase

the goods it is selling (its cost of goods sold). The return on sales ratio reveals how much profit, as a percent-

age of sales, a company is making after all its expenses have been taken into account. For the most recent

year shown, Zales’ gross margin was 51.4% while Blue Nile's was 22.3%, indicating that Blue Nile really does

charge less for its jewelry. However, the return on sales for Blue Nile was 6.5% while Zales was only 4.5%.

This shows that while Blue Nile charges less for its products, it makes up for the lower gross margin with

lower operating expenses. In fact, as a percentage of sales, Zales’ operating expenses were over three times

higher than those of Blue Nile. Excluding costs of goods sold, the operating expenses at Blue Nile were 13.4%

of sales; Zales’ were 44.0%.

Real-World Data

Exhibit 3.8 shows the gross margin percentages and return on sales ratios for 10 com-
panies. Three of the companies are manufacturers that produce pharmaceutical products,
and the remaining seven companies sell various products at the retail level.

A review of the data confirms our earlier finding that ratios for companies in the
same industry are often more similar than are ratios for companies from different indus-
tries. For example, note that the manufacturers have much higher margins, both for
gross profit and for net earnings, than do the retailers. Manufacturers are often able to
charge higher prices than are retailers because they obtain patents which give them a
legal monopoly on the products they create. When a company such as Merck develops
a new drug, no one else can produce that drug until the patent expires, giving it lots of
control over its price at the wholesale level. Conversely, when Walgreens sells Merck’s
drug at the retail level, it faces price competition from CVS, a company that is trying

EXHIBIT 3.8

Industry/Company Gross Margin % Return on Sales
Pharmaceutical manufacturers
GlaxoSmithKline 78.0% 21.6%
Johnson & Johnson 724 20.6
Merck & Co. 76.6 21.0
Retail pharmacies
CVs 26.8 3.3
Rite Aid 25.0 1.8
Walgreens 27.9 37
Department stores
Federated 41.6 6.3
Wal-Mart 23.0 36
Office supplies
Office Depot 30.8 19

Staples 28.5 5.2
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to sell the same drug to the same consumers. One way CVS can try to get customers
to shop at its store is to charge lower prices than its competitors, but this reduces its
profit margins, since it must pay the same price to get Merck’s drug as did Walgreens.
As the data in Exhibit 3.8 show, CVS had a lower gross margin percentage than did
Walgreens, indicating it is charging slightly lower prices for similar goods.

In the examples presented in Exhibit 3.8, the companies with higher gross margin
percentages usually had higher return on sales ratios than their competitors, but this
was not always the case. In the office supplies business, Office Depot’s gross margin
percentage was significantly higher than that of its rival, Staples, but its return on
sales ratio was considerably lower. Federated Department Stores, the company that
owns Macy’s, among others, had a gross margin percentage that was 81 percent greater
than Wal-Mart’s ([41.6 — 23.0] =+ 23.0) and its return on sales ratio was 75 percent
higher. This is not surprising when you consider how much more luxurious, and costly,
the interior of a Macy’s store is compared to a Wal-Mart.

111

A Look Back B33

Merchandising companies earn profits by selling inventory at prices that are higher than
the cost paid for the goods. Merchandising companies include retail companies (compa-
nies that sell goods to the final consumer) and wholesale companies (companies that sell
to other merchandising companies). The products sold by merchandising companies
are called inventory. The costs to purchase inventory, to receive it, and to ready it for
sale are product costs, which are first accumulated in an inventory account (balance
sheet asset account) and then recognized as cost of goods sold (income statement ex-
pense account) in the period in which goods are sold. Purchases and sales of inventory
can be recorded continually as goods are bought and sold (perpetual system) or at the
end of the accounting period (periodic system, discussed in the chapter appendix).

Accounting for inventory includes the treatment of cash discounts, transportation
costs, and returns and allowances. The cost of inventory is the list price less any pur-
chase returns and allowances and purchase discounts, plus transportation-in costs. The
cost of freight paid to acquire inventory (transportation-in) is considered a product cost.
The cost of freight paid to deliver inventory to customers (transportation-out) is a sell-
ing expense. Sales returns and allowances and sales discounts are subtracted from sales
revenue to determine the amount of net sales reported on the income statement. Pur-
chase returns and allowances reduce product cost. Theoretically, the cost of lost, dam-
aged, or stolen inventory is an operating expense. However, because these costs are
usually immaterial in amount they are typically included as part of cost of goods sold
on the income statement.

Some companies use a multistep income statement which reports product costs sep-
arately from selling and administrative costs. Cost of goods sold is subtracted from
sales revenue to determine gross margin. Selling and administrative expenses are sub-
tracted from gross margin to determine income from operations. Other companies re-
port income using a single-step format in which the cost of goods sold is listed along
with selling and administrative items in a single expense category that is subtracted in
total from revenue to determine income from operations.

Managers of merchandising businesses operate in a highly competitive environ-
ment. They must manage company operations carefully to remain profitable. Common
size financial statements (statements presented on a percentage basis) and ratio analysis
are useful monitoring tools. Common size financial statements permit ready compari-
sons among different-size companies. Although a $1 million increase in sales may be
good for a small company and bad for a large company, a 10 percent increase can apply
to any size company. The two most common ratios used by merchandising companies
are the gross margin percentage (gross margin =+ net sales) and the net income percentage
(net income -+ net sales). Interpreting these ratios requires an understanding of indus-
try characteristics. For example, a discount store such as Wal-Mart would be expected to
have a much lower gross margin percentage than an upscale store such as Neiman Marcus.
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Managers should be aware of the financing cost of carrying inventory. By investing
funds in inventory, a firm loses the opportunity to invest them in interest-bearing assets.
The cost of financing inventory is an opportunity cost. To minimize financing costs, a
company should minimize the amount of inventory it carries, the length of time it holds
the inventory, and the time it requires to collect accounts receivable after the inventory
is sold.

2 A Look Forward

APPENDIX

To this point, the text has explained the basic accounting cycle for service and mer-
chandising businesses. Future chapters more closely address specific accounting issues.
For example, in Chapter 6 you will learn how to deal with inventory items that are
purchased at differing prices. Other chapters will discuss a variety of specific practices
that are widely used by real-world companies.

Identify the primary features of the
periodic inventory system.

EXHIBIT 3.9

Periodic Inventory System

Under certain conditions, it is impractical to record inventory sales transactions as
they occur. Consider the operations of a fast-food restaurant. To maintain perpetual
inventory records, the restaurant would have to transfer from the Inventory account
to the Cost of Goods Sold account the cost of each hamburger, order of fries, soft
drink, or other food items as they were sold. Obviously, recording the cost of each
item at the point of sale would be impractical without using highly sophisticated
computer equipment (recording the selling price the customer pays is captured by cash
registers; the difficulty lies in capturing inventory cost).

The periodic inventory system offers a practical solution for recording inventory
transactions in a low-technology, high-volume environment. Inventory costs are recorded
in a Purchases account at the time of purchase. Purchase returns and allowances and
transportation-in are recorded in separate accounts. No entries for the cost of merchan-
dise purchases or sales are recorded in the Inventory account during the period. The
cost of goods sold is determined at the end of the period as shown in Exhibit 3.9.

The perpetual and periodic inventory systems represent alternative procedures for
recording the same information. The amounts of cost of goods sold and ending inventory
reported in the financial statements will be the same regardless of the method used.

The schedule of cost of goods sold presented in Exhibit 3.9 is used for internal
reporting purposes. It is normally not shown in published financial statements. The
amount of cost of goods sold is reported as a single line item on the income state-
ment. The income statement in Exhibit 3.3 will be the same whether JPS maintains
perpetual or periodic inventory records.

Advantages and Disadvantages of the Periodic
System versus the Perpetual System

The chief advantage of the periodic method is recording
Schedule of Cost of Goods Sold for 2011 efficiency. Recording inventory transactions occasionally

Beginning inventory $ 6,000 (periodically) requires less. effo'rt than recor.ding ?he.m con-
Purchases 11,000 tinually (perpetually). Historically, practical limitations
Purchase returns and allowances (—1,000) offered businesses like fast-food restaurants or grocery
Purchase discounts (200) stores no alternative to using the periodic system. The
Transportation-in 300 sheer volume of transactions made recording individual
Cost of goods available for sale 16,100 decreases to the Inventory account balance as each item
Ending inventory 4,600 was sold impossible. Imagine the number of transactions
Cost of goods sold $11,500 a grocery store would have to record every business day

to maintain perpetual records.
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Although the periodic system provides a recordkeeping advantage over the perpetual
system, perpetual inventory records provide significant control advantages over periodic
records. With perpetual records, the book balance in the Inventory account should agree
with the amount of inventory in stock at any given time. By comparing that book bal-
ance with the results of a physical inventory count, management can determine the
amount of lost, damaged, destroyed, or stolen inventory. Perpetual records also permit
more timely and accurate reorder decisions and profitability assessments.

When a company uses the periodic inventory system, lost, damaged, or stolen
merchandise is automatically included in cost of goods sold. Because such goods are
not included in the year-end physical count, they are treated as sold regardless of the
reason for their absence. Since the periodic system does not separate the cost of lost,
damaged, or stolen merchandise from the cost of goods sold, the amount of any
inventory shrinkage is unknown. This feature is a major disadvantage of the periodic
system. Without knowing the amount of inventory losses, management cannot weigh
the costs of various security systems against the potential benefits.

Advances in such technology as electronic bar code scanning and increased com-
puting power have eliminated most of the practical constraints that once prevented
merchandisers with high-volume, low dollar-value inventories from recording inven-
tory transactions on a continual basis. As a result, use of the perpetual inventory
system has expanded rapidly in recent years and continued growth can be expected.
This text, therefore, concentrates on the perpetual inventory system.

g SELF-STUDY REVIEW PROBLEM

Academy Sales Company (ASC) started the 2010 accounting period with the balances given
in the financial statements model shown below. During 2010 ASC experienced the following
business events.

1. Purchased $16,000 of merchandise inventory on account, terms 2/10, n/30.

2. The goods that were purchased in Event 1 were delivered FOB shipping point. Freight
costs of $600 were paid in cash by the responsible party.

3. Returned $500 of goods purchased in Event 1.

4a. Recorded the cash discount on the goods purchased in Event 1.

4b. Paid the balance due on the account payable within the discount period.
5a. Recognized $21,000 of cash revenue from the sale of merchandise.

5b. Recognized $15,000 of cost of goods sold.

6. The merchandise in Event 5a was sold to customers FOB destination. Freight costs of $950
were paid in cash by the responsible party.

7. Paid cash of $4,000 for selling and administrative expenses.
8. Sold the land for $5,600 cash.
Required

a. Record the above transactions in a financial statements model like the one shown below.

Event Accts. Com. Ret. Rev./ Net Cash
No. Cash + Inventory + Land =  Pay. + Stk. + Earn. Gain — Exp. = |Inc. Flow
Bal. 25,000 + 3,000 + 5000 = —0- + 18,000 + 15,000 NA — NA = NA NA

b. Prepare a schedule of cost of goods sold. (Appendix)

c. Prepare a multistep income statement. Include common size percentages on the income
statement.
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d. ASC’s gross margin percentage in 2009 was 22%. Based on the common size data in the
income statement, did ASC raise or lower its prices in 2010? (Appendix)
e. Assuming a 10 percent rate of growth, what is the amount of net income expected for 2011?
Answer
a.
Event Accts. Com. Ret. Rev./ Net
No. Cash + Inventory + Land = Pay. + Stk. + Earn. Gain — Exp. = Inc. Cash Flow
Bal. 25000 + 3000 + 5000 = -0- + 18,000 + 15,000 NA - NA = NA NA
1 + 16,000 = 16,000 + + - =
2 (600) + 600 = + + = = (600) OA
3 + (500) = (5000 + + - =
4a + (310) = (3100 + + = =
4h (15,190) + = (15190) + + = = (15,190) OA
5a 21,000 + = + + 21,000 21,000 — = 21,000 21,000 OA
5h + (15,000) = + + (15,000) — 15,000 = (15,000)
6 (950) + = + +  (950) - 950 = (950) (950) OA
(4,000) + = + +  (4,000) — 4000 = (4,000 (4,000) OA
8 5600 + (5,000) = + + 600 600 — = 600 5600 A
Bal. 30,860 + 3,790 —0- = -0- + 18,000 + 16,650 21,600 — 19,950 = 1,650 5860 NC
> ACADEMY SALES COMPANY
Schedule of Cost of Goods Sold
For the Period Ended December 31, 2010
Beginning inventory $ 3,000
Plus purchases 16,000
Less: Purchase returns and allowances (500)
Less: Purchases discounts (310)
Plus: Transportation-in 600
Goods available for sale 18,790
Less: Ending inventory ~ 3790
Cost of goods sold $(15,000)
c.

ACADEMY SALES COMPANY

Income Statement®
For the Period Ended December 31, 2010

Net sales $21,000 100.0%
Cost of goods sold (15,000) 4
Gross margin 6,000 28.6
Less: Operating expenses

Selling and administrative expense (4,000) 19.0

Transportation-out (950) _ 45
Operating income 1,050 5.0
Nonoperating items

Gain on the sale of land 600 29
Net income $ 1,650 19

*Percentages do not add exactly because they have been rounded.
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Accounting for Merchandising Businesses

d. All other things being equal, the higher the gross margin percentage, the higher the sales
prices. Since the gross margin percentage increased from 22% to 28.6%, the data suggest
that Academy raised its sales prices.

e. S$1,155[$1,050 + (.10 X $1,050)]. Note that the gain is not expected to recur.

KEY TERMS

Cash discount 98

Common size financial
statements 108

Cost of goods available for
sale 93

Cost of Goods Sold 93

FOB (free on board)
destination 99

FOB (free on board) shipping
point 99

Gain 102

Gross margin percentage 108
Gross profit 93
Loss 102
Merchandise inventory 90
Merchandising businesses 90
Multistep income

statement 103
Net income percentage 108
Net sales 107
Operating income (or loss) 103
Period costs 93

Perpetual inventory system 93
Product costs 93
Purchase discount 98
Purchase returns and
allowances 97
Retail companies 90
Return on sales 108
Sales discounts 105
Sales returns and
allowances 107
Schedule of cost of goods
sold 112

Selling and administrative
costs 93

Shrinkage 104

Single-step income
statement 103

Transportation-in
(freight-in) 99

Transportation-out
(freight-out) 99

2/10, n/30 98

Wholesale companies 90

115

Gross margin 93

Periodic inventory system 112

QUESTIONS

1. Define merchandise inventory. What types of costs are 11. Define transportation-in. Is it a product or a period cost?
included in the Merchandise Inventory account? 12. Quality Cellular Co. paid $80 for freight on merchandise

2. What is the difference between a product cost and a selling that it had purchased for resale to customers (transportation-
and administrative cost? in) and paid $135 for freight on merchandise delivered to

3. How is the cost of goods available for sale determined? customers (transportation-out). What account is debited

4. What portion of cost of goods available for sale is shown for the 880 payment? What account is debited for the 8135
on the balance sheet? What portion is shown on the income payment?
statement? 13. Why would a seller grant an allowance to a buyer of the

5. When are period costs expensed? When are product costs seller’s merchandise?
expensed? 14. Dyer Department Store pu