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PREFACE


Barron’s Business Review Series: Accounting is designed for individuals who have some knowledge of accounting as well as for individuals who have none at all. The subject matter is presented in a traditional sequence that follows closely that found in standard college accounting textbooks. Each chapter begins with a listing and definition of Key Terms. At appropriate areas within the chapter a brief review section entitled You Should Remember is presented. Throughout the chapter the reader is asked to complete Computational Problems, Parts A and B, referred to by page location at the end of the chapter. For each Part A problem there is a detailed solution at the end of the chapter. A checklist of key figures is also provided for the Part B problems. These problems, if completed when requested, allow the reader to apply knowledge just learned and then check his or her work against the solutions at the end of the chapter. Clear, suitable examples illustrate accounting principles throughout the book. Finally, a comprehensive glossary includes definitions of important accounting terms.


Since no prior knowledge of accounting is needed to master the subject matter in Barron’s Business Review Series: Accounting, the student will find this book an excellent self-study guide and an invaluable companion to any textbook used in a Principles of Accounting I college-level course. Unlike traditional college textbooks that present accounting principles for various forms of business organizations all at the same time, Barron’s Business Review Series: Accounting concentrates on accounting for a sole proprietorship and thus gives a simpler, more direct, less confusing presentation of the subject. Partnership and corporate forms of business organizations are discussed in Chapter 12.


I would like to take this opportunity to thank my wife, Amy, for her continuing support and encouragement in writing this book. Special thanks are due to my son, Howard, for his invaluable assistance in instructing me in the use of word processing hardware and software and for modifying the word processing software used in the preparation of this book.


Peter J. Eisen




1
THE ACCOUNTING EQUATION


KEY TERMS

asset Anything that is owned and has money value.

capital The ownership of assets of a business by the proprietor(s).

expenses The costs of doing business, that is, the costs that must be incurred in order for an organization to generate revenue. A retail store must incur the expense of renting the store in order to operate the business.

liabilities Amounts due creditors and other interested parties; also, the ownership of certain assets of an organization by creditors. The ownership extends to the creditors’ right to collect what is due them before any distribution to the owners of the business.

revenue The receipt, from sales of a product or service, of assets such as cash or accounts receivable that will eventually have an effect on the owner’s equity.



 



THE ART OF ACCOUNTING

• WHAT IS ACCOUNTING?


Accounting is the art of organizing, maintaining, recording, and analyzing financial activities. Accounting is generally known as the “language of business.” The accountant translates this accounting information into meaningful terms that are used by interested parties. Every organization—profit, nonprofit, charitable, religious, or governmental—requires the services of accountants in providing accounting information.

• WHO USES ACCOUNTING INFORMATION?


Accounting information is used by everyone. The manager of an organization, who is charged with the responsibility of seeing that the enterprise is properly directed, relies upon the accounting information provided to make appropriate decisions. Investors in an enterprise need information about the financial status and future prospects of an organization. Bankers and suppliers grant loans and extend credit to organizations based on their financial soundness as evidenced by accounting information. Even customers and employees concerned about the condition of an organization make use of accounting information.

• WHAT INFORMATION DOES AN ACCOUNTANT GATHER?


The accountant keeps track of all business transactions. A business transaction is any business activity that affects what a business owns or owes, as well as the ownership of that business.


YOU SHOULD REMEMBER

Accounting is the art of organizing, maintaining, recording, and analyzing financial activities.

Accounting information is used by managers of all business organizations and in some cases by others who have an indirect financial interest in the business such as investors or creditors.

Business transactions represent economic events that affect the financial condition of the business.



 



WHAT ARE ASSETS?

The things that are owned by any business organization are known as assets. In order for an item to be considered an asset, it must meet two requirements: (1) it must be owned by the organization, and (2) it must have money value. Ownership is the exclusive right to possess, use, enjoy, and dispose of property. Money value exists if a buyer is willing to pay a sum of money to a seller for the property. Complete “Do You Know the Basics?” Exercises 1, 2, and 3.

• KEEPING TRACK OF ASSETS


Since there apparently are many different kinds of assets, how does the accountant keep track of all of the assets? The accountant does not keep track of all of them individually, but rather combines assets of a similar nature into common groups. For example, an individual or business organization may have such assets as coins, bills, money orders, and checks. These assets would be placed in a category or grouping known as cash. Thus, any money, regardless of its actual form, would be known and categorized as cash. Cash also includes money in bank accounts of the business organization that is available for payment of bills. It is the responsibility of the accountant to follow generally accepted accounting principles in placing individual assets in a specific and appropriate category. Complete “Do You Know the Basics?” Exercise 4.

• TYPES OF ASSETS


Assets may take many forms. While they may be grouped together into categories, as stated above, they may be considered to be tangible and intangible assets as well. A tangible asset is one that can be readily seen, and possibly touched, such as those previously illustrated and those in the first three categories listed below. They are physical assets. An intangible asset is without physical qualities, but has a value based on rights or privileges belonging to the owner. Two examples of intangible assets are patents and franchises.

The assets of an organization are usually divided into four categories: (1) current assets, (2) investments, (3) property, plant, and equipment, and (4) intangible assets.

Current assets are defined as cash and other assets that can reasonably be expected to be converted to cash, used up, or sold within 1 year or less. Examples of current assets include cash, accounts receivable (obligations due from customers), and supplies.

Investments are generally of a long-term nature, are not used in the normal operations of the organization, and are not expected to be converted to cash within the year. Examples of investments are stocks and bonds of other organizations.

Property, plant, and equipment are long-term or long-life assets that are used in the continuing operations of the organization and are expected to be used by the organization for more than a year. These kinds of assets are also known as plant assets or fixed assets. Examples of these assets are land, buildings, machinery, and equipment.

Intangible assets are usually of a long-term nature and have no physical substance but are of value to the owners of the organization. Examples of these assets are copyrights, goodwill, and trademarks. Complete “Do You Know the Basics?” Exercise 5.


YOU SHOULD REMEMBER

Assets represent anything that is owned and has money value.

Assets are organized into four groups: current assets; investments; property, plant, and equipment; and intangible assets.



• A COMMON WAY TO EXPRESS ASSETS


We have indicated that the accountant keeps track of all business transactions. So far, the only business transactions we have discussed are things that the organization owns, namely, assets. In order to keep track of these assets, there must be a common way of expressing them.

The common way of expressing the values of items in a business is known as the monetary principle. All business transactions are recorded in terms of money. Money is the only factor that is common to all assets, as well as to other items we will shortly be discussing. If we were to say that we have the asset “office supplies,” the accountant would express the ownership of this asset in terms of a money value assigned to it. The money value assigned would be based on what the office supplies cost when they were purchased. If we acquired office supplies that cost us $50, we would then say that the value of the asset office supplies is $50. All things owned by and owed to an organization, as well as the ownership of the organization, are expressed in terms of money value. Money or cash becomes the common denominator in presenting accounting information. Money is said to be “fungible,” that is, readily interchangeable, so the money that is personally owned by the proprietor must be kept separate from the money of the business. The same is true of other things that the accountant keeps track of, as we will shortly discuss.

• DETERMINING THE MONEY VALUE OF ASSETS


In the case of the office supplies illustrated, the value assigned was based on the cost of the item. This is known as the cost principle. The cost assigned to the asset includes not only the purchase price, but also transportation charges, installation charges, and any other costs associated with placing the asset into use by the organization.

Although every form of organization previously mentioned uses accounting information, we will assume from this point on that we are dealing with a profit-making business. We will further assume that the business is that of a single owner (sole proprietorship). A sole proprietorship is a business that is formed by one individual. This individual is considered the owner of the business and receives any profits that the business earns and sustains any losses that the business incurs. The assets that the business owns are separate and apart from the assets that the owner may personally own. This is known as the business entity concept. Complete Part B Computational Problems 1 and 2.

• BASIC BUSINESS ORGANIZATION FORMS


Businesses are organized as either sole proprietorships, partnerships, or corporations. Accounting for each form of business is identical except for the way capital is handled. We will concentrate on the sole proprietorship organizational form and later introduce the other forms to show how the capital area differs.


YOU SHOULD REMEMBER

The assignment of values to items in a business is based on the monetary principle.

The assignment of costs to all noncurrent assets is based on the cost principle. The cost assigned to the asset includes all costs necessary to make the asset operational for the business.

According to the business entity concept, the personal assets of the owner are separate and apart from the assets of the business.



 



HOW IS THE PROPRIETOR’S OWNERSHIP EXPRESSED?

• PROPRIETOR’S CONTRIBUTIONS


The proprietor, in beginning a business, contributes assets to the business. These assets may consist of cash, supplies, or equipment. Each asset is assigned a money value based on the cost of the asset to the proprietor. Since the proprietor is also the owner of the business, the assets contributed represent the proprietor’s ownership or equity in the business. A record is set up by the accountant to represent the proprietor’s ownership in the business. This record is called capital.

Capital is the ownership of the assets of the business by the proprietor. For every asset that the proprietor contributes to the business, a corresponding value is assigned to the record of proprietor’s capital. Complete Part B Computational Problem 3.


YOU SHOULD REMEMBER

Capital is the ownership of the assets of the business by the proprietor. These assets are kept separate and apart from the personal assets of the proprietor. Once these assets are contributed (invested) in the business, the assets belong to the business, and not the contributor. The investor has a right to recognize the value of the contribution, but has no rights with regards to the specific assets contributed.



• ASSETS = CAPITAL


From the relationship described earlier we can develop a simple equation that relates assets to capital. This equation will be expressed as follows: Assets = Capital.

Thus, if Ms. Taylor contributed to the business assets valued at $6,075, the equation would be expressed as:


Assets = Capital

$6,075 = $6,075



If at some future date the proprietor contributes additional assets to the business, both the value of the total assets and the value of the capital will increase by the same amount; thus the equation will remain in balance. Should the proprietor decide to take an asset out of the business for personal use, this will cause a corresponding decrease in the value of the total assets and in the value of the total capital.

If a business uses an existing asset to acquire another asset, only the assets, not the proprietor’s capital, are affected. A transaction of this type represents an exchange of assets. Complete Part A Computational Problems 1 and 2.

 



HOW ARE BORROWED ASSETS EXPRESSED?

• EXPRESSING BORROWED ASSETS


The owner of a sole proprietorship will use the assets that he or she contributed to the business to acquire other assets that the business needs to function. In some circumstances the assets available may be inadequate to meet the needs of the business. When this situation occurs, it may be necessary for the business to obtain the needed assets from other sources.

The most obvious way in which additional assets can be obtained for the business is by borrowing. When cash or any other asset is borrowed, the firm is said to have incurred a debt or liability. Regardless of what is borrowed, it is customary to repay the obligation in cash. When the obligation is initially incurred, the business obtains the asset borrowed. At the same time, a liability is incurred which has to be recognized as an obligation of the business. Until the debt is paid, the creditor (the person to whom the money is owed) is said to have a claim upon the assets originally loaned. Liabilities are defined as amounts due creditors and other interested parties. A liability is also said to be the ownership of the assets of a business by its creditors. Notice that this definition of a liability is identical to the definition of capital, except for the last word. (Capital is the ownership of the assets of a business by the proprietor.) Since a liability is, by definition, not an asset or ownership (that is, capital), it becomes necessary to establish a third classification of items, namely, that of liabilities.

• THE ACCOUNTING EQUATION


As a liability is closely associated with the ownership of the business assets, it is shown in the equation on the same side as capital. The final form of the equation that is generally known as the accounting equation is:


Assets = Liabilities + Capital



Liabilities may take many forms. If the owner of a business has to borrow money and promises orally to pay back the obligation, this obligation is known to the borrower as an account payable and to the lender as an account receivable. If the promise made takes the form of a written document, such as an IOU or a promissory note, then the obligation is known as a note payable to the borrower and a note receivable to the lender. Regardless of the form that the actual obligation takes, its placement in the accounting equation remains the same. Let’s assume the following information:

[image: Image]

The business borrows $6,000 from a local bank. What will happen to the various classifications within the accounting equation? Show the new totals (balances) as a result of recording the transaction.

[image: Image]

Note that two changes have taken place. We will shortly discuss this double entry approach to accounting.

If at a later date the loan is repaid, determine the effects of the repayment on the total values of the assets, liabilities, and capital. Appendix B, a computer spreadsheet is illustrated for this accounting equation. Note that the typical formulas used for the spreadsheet are shown. Complete “Do You Know the Basics?” Exercise 6 and Part A Computational Problems 3 and 4.


YOU SHOULD REMEMBER

Liabilities are claims on the assets of the business by its creditors and may be either short-term or long-term obligations.

Accounts payable are expected to be paid within 1 year or less. Notes payable, if not payable within a year, are considered to be long-term liabilities.

The final form of the accounting equation is as follows:

Assets = Liabilities + Capital



 



WHAT ARE REVENUE, EXPENSES, AND PROFIT?

Every business exists primarily to earn a profit. This profit is realized through revenue earned by an organization as a result of the sale of a service or product by that business. Our primary concern here will be with a business that provides a service. Examples of persons in service-oriented occupations are accountants, lawyers, doctors, beauticians, real estate and insurance brokers, and travel agents. The resulting profits of a service business belong to the owner (sole proprietor) of the enterprise. The revenue generated through the services provided is recognized as an increase in the capital of the owner. This is justified because the profits that the business earns belong to the owner of the business, and the revenue earned should be reflected in the record of ownership.

Profit and revenue are not the same. Profit represents the income that a business has earned after certain deductions have been made from revenues. Revenue is one component that permits the recognition of profit.

• RECORDING REVENUE


If revenue of $500 cash is received by the business, this revenue should be recorded as an increase in cash of $500 and a resulting increase in proprietor’s capital of $500. Revenue may be received in forms other than cash. An organization may receive payment for services rendered in the form of other assets such as supplies, equipment, and even someone’s promise to pay at a future time (accounts receivable). The effects on the accounting equation will still be an increase in the specific asset received and a corresponding increase in capital.

An increase in the proprietor’s capital will result not only from an investment by the owner, but also as a result of revenue earned for services provided.

• RECORDING EXPENSES


Every business, regardless of its nature, must incur certain costs in order to operate. These costs are known as expenses. Expenses are generally referred to as the “costs of doing business.” Examples of business expenses are rent expense, insurance expense, salary expense, and supplies expense. Expenses are also known as “necessary evils” because they must be incurred in order to obtain revenue which ultimately will be translated into profits for the business. We learned that revenue causes an increase in capital; an expense has the opposite effect and results in a decrease in capital.

If rent expense for the month amounting to $300 is paid, the results will be a decrease in the asset cash and a corresponding decrease in the proprietor’s capital.

A decrease in the proprietor’s capital will result from a permanent reduction in the owner’s investment in the business, from the proprietor taking assets out of the business, and not as a result of the payment of an expense if the revenue earned exceeds the expense incurred, as we will learn in Chapter 2.

[image: Image]


YOU SHOULD REMEMBER

All businesses exist for the purpose of earning a profit.

An excess of revenue over expenses represents a profit.

If expenses exceed revenue, the result is known as a loss.

Resulting profit or loss will cause a change in the proprietor’s capital.



• HOW REVENUE AND EXPENSES AFFECT CAPITAL


When the proprietor makes the initial investment or subsequent investments in the business, such investment is said to be permanent in nature. An assumption is made that the assets contributed through the investment will be used on an ongoing basis to maintain the business and contribute to future growth.

The revenue and expenses that affect capital are also used to determine whether the business has earned a profit. Since profit is determined periodically, these records (revenue and expenses) are considered to be temporary in nature. Also, when the proprietor borrows assets from the business, this withdrawal is considered to be temporary.

Permanent capital = Proprietor’s capital (Investment)

  Temporary capital = Revenue, Expenses, Withdrawals

To distinguish temporary capital from permanent capital, the accountant maintains separate records for each specific kind of temporary capital account. An account is a separate record maintained for each category of asset, liability, and permanent and temporary capital record. The proprietor’s capital account is affected only by changes that are considered to be permanent in nature. Business transactions that result in the receipt of revenue or the payment of expenses are recorded in separate specific accounts. These accounts will increase and decrease in the same way as if the changes were made directly to the proprietor’s capital account. Just as revenue would be considered an increase in the proprietor’s capital, it is expressed as an increase in the specific revenue account. An expense, as a cost of doing business, has a decreasing effect on the proprietor’s capital. Business transactions, directly affecting these expenses, while increasing the value of the individual expense, also have a decreasing effect on the proprietor’s capital. Complete Part A Computational Problem 5, and Part B Computational Problems 4 and 5.


YOU SHOULD REMEMBER

Capital may be divided into two categories: permanent and temporary.

Permanent capital represents the investment that the owner makes in the business.

Temporary capital represents revenue, expenses, and withdrawals (commonly referred to as “drawing”). If the owner lends the business something, with the intent of taking it back at some future time, this will also be reflected in the temporary capital. This will cause an increase in temporary capital.

An account is an individual record of each item that a business owns and owes and of permanent and temporary capital.



 



KNOW THE CONCEPTS

DO YOU KNOW THE BASICS?

1. Indicate by checking the appropriate column whether each of the following items is or is not an asset. Remember: an asset must be owned and have money value.

[image: Image]

2. Prepare a list of ten assets that you personally own. You may include the assets listed in Exercise 1, but attempt to list as many other personal assets as you can. Remember that an asset must be owned and have money value.

3. Prepare a list of ten assets that a business organization would own. Although personal and business assets may be the same, attempt to list business assets that an individual might not have.

4. Test your ability to assign specific assets to various categories. Here are 24 specific assets: traveler’s checks, tables, truck, laser printer, adding machine, computers, lamp, pencils, copy paper, chain, stationery, wrapping paper, automobiles, coins, money in bank, desk blotters, light bulbs, desk, correction fluid, currency, showcases, laser toner cartridge, fax machine, and computer disks.

Place each of these assets under the appropriate specific asset category heading in the following form:

[image: Image]

(a) What is the difference between office supplies and office equipment?

(b) Why is a laser toner cartridge considered an office supply, even though it is an integral part of the laser printer?

(c) Will we replace a laser printer as frequently as a laser toner cartridge? Why?

(d) What type of asset (short-life or long-life) is a supply?

(e) What type of asset (short-life or long-life) is a laser printer?

(f) What type of asset (short-life or long-life) is a computer disk? Why?

5. Place each of these 16 assets in the appropriate column of the following form: cash in bank, office equipment, First National City bonds, patents, accounts receivable, office supplies, notes receivable (due in 90 days), building, office machines, furniture and fixtures, mortgage notes receivable (due in 6 years), store equipment, petty cash, goodwill, factory supplies, and merchandise.

[image: Image]

6. Using the following columnar headings—Transaction, Asset, Liabilities, and Capital—show a + (plus) for an increase or a − (minus) for a decrease resulting from each of the following business transactions. Remember that each transaction must involve at least two changes. The changes must cause the accounting equation to remain in balance. The proprietor:

(a) Purchased equipment, paying cash.

(b) Paid the monthly rent expense.

(c) Bought supplies on credit.

(d) Made an additional investment in the company.

(e) Charged customers for services provided on account.

(f) Paid creditor on account.

(g) Received payment from customers on account.

(h) Received cash for services provided this day.

(i) Permanently reduced his or her investment in the business by taking out cash.

(j) Paid salaries for the week.

(k) Purchased equipment, paying half cash with the balance due in 30 days.

TERMS FOR STUDY

account

accounting

accounting equation

account payable

account receivable

business entity concept

business transaction

cash

cost principle

current asset

exchange of assets

intangible asset

investments

monetary principle

money value

note payable

note receivable

ownership

permanent capital

permanent investment

profit

property, plant, and equipment

temporary capital

temporary investment

 



PRACTICAL APPLICATION

PART A. COMPUTATIONAL PROBLEMS WITH COMPLETE SOLUTIONS

1. Using the following chart, show the effects on the ASSETS = CAPITAL equation caused by the following business transactions. After you have recorded the transactions on the chart, add the individual columns and verify that the equation is still in balance. [Remember that assets are set up in various categories depending on the nature of the asset. Transactions (d) and (e) should not affect capital; they represent an exchange of assets.]

(a) The proprietor invested $15,000 cash in the business.

(b) The proprietor invested in a computer, for the business, valued at $650.

(c) The proprietor took $200 out of the business as a permanent reduction in investment.

(d) The proprietor purchased three thumb drives for the business at a total cost of $75, and paid cash from the business.

(e) The proprietor purchased an inkjet printer for $175, paying cash from his checking account.

[image: Image]

2. List the following headings on a sheet of paper: Cash + Accounts Receivable + Store Supplies + Office Supplies + Furniture and Fixtures + Equipment = Capital.

Record each of the following business transactions in the appropriate column. Identify each by number, and after each transaction is recorded, verify that the equation is in balance by footing (totaling) the columns. The proprietor of the business:

(a) Invested $20,000 in the business.

(b) Purchased a desk and chairs for use in the business, paying $1,200 in cash.

(c) Purchased printer cartridges and computer diskettes for use in the store, paying $170 in cash.

(d) Purchased a computer and printer for use in the office, paying $1,500 in cash.

(e) Lent a business associate $750 in cash, which the associate promised to repay in 10 days.

(f) Contributed to the business office supplies with a value of $60.

(g) Received a check for $300 in partial payment of the amount that his associate owed him.

(h) Permanently reduced his investment in the business by taking out a desk worth $100 and $900 in cash.

(i) Returned equipment previously purchased and received a cash refund of $175.

(j) Bought office supplies paying $65 in cash.

3. Calculate the value of the missing element of the accounting equation in each of situations (a)–(e):



	 
	Assets
	
 = 

	Liabilities
	
 + 

	Capital



	(a) 

	$16,000
	
 = 

	$2,000
	
 + 

	
 ?



	(b) 

	$5,500
	
 = 

	
 ?
	
 + 

	$2,300



	(c) 

	
 ?
	
 = 

	$4,500
	
 + 

	$3,650



	(d) 

	$10,550
	
 = 

	$485
	
 + 

	
 ?



	(e) 

	$8,400
	
 = 

	
 ?
	
 + 

	$8,400




4. Cassandra Maxine is the owner of the CM Small Appliance Repair Shop. On January 1, 20—, the assets, liabilities, and proprietor’s capital in the business were: Cash, $2,000; Accounts Receivable, $400; Supplies, $500; Equipment, $6,000; Accounts Payable, $900; Cassandra Maxine, Capital, $8,000. The business transactions for the month of January were as follows:

(a) Paid $300 of the outstanding accounts payable.

(b) Received $100 on account (part payment) from customers.

(c) Purchased $250 worth of supplies on account (on credit).

(d) Returned a defective piece of equipment that was purchased last month and received a cash refund of $1,200.

(e) Borrowed $1,000 from a supplier, giving word to repay the loan in 30 days.

(f) Paid creditor $200 on account (part payment).

(g) Purchased equipment for $800, giving $200 cash and promising to pay the balance in 60 days.

(h) Bought supplies, paying $65 cash.

(i) Received a $250 check from customer on account.

Set up a chart using a form similar to that in Computational Problem 2. (Include a column for liabilities that follow the accounting equation form.) Record the January 1 balances immediately under the various assets, liability, and capital item headings. Record the business transactions listed above. Be certain to label each transaction with the corresponding number assigned, and foot the columns after each transaction has been recorded to verify the balance of the equation. Notice that every business transaction involves a minimum of two changes. Transaction (g) has three changes, but notice that the dollar changes are equal; thus the equation in this case, as with all the business transactions, remains in balance.

5. Upon finishing law school, Caroline M. Jones set up a law practice. During the first month, she completed the following business transactions:

(a) Invested $3,000 cash in the business.

(b) Purchased a law library for $1,200 cash.

(c) Received $500 for services rendered.

(d) Purchased office supplies on credit for $150.

(e) Paid rent for the month amounting to $300.

(f) Sent a bill for $1,100 for services rendered.

(g) Sent a check for $50 in part payment of accounts payable.

(h) Received $200 from customers as a result of services previously rendered and recognized.

(i) Sent a check for $60 to the local utility company for costs incurred in beginning service.

(j) Borrowed $200 from the business (show the effect of this loan in the Caroline M. Jones drawing account).

Set up a chart using a form similar to that in Computational Problem 4. The following account headings are to be used: Assets—Cash, Accounts Receivable, Office Supplies, Law Library; Liabilities—Accounts Payable; Capital—Caroline M. Jones, Capital; Caroline M. Jones, Drawing; Income from Services; Rent Expense; Utilities Expense. Record the business transactions listed above, making certain to verify the balance in the accounting equation as a result of each business transaction. Remember that revenue increases capital; expenses decrease capital; and drawing decreases capital.

PART B. COMPUTATIONAL PROBLEMS WITH PARTIAL SOLUTIONS OR KEY ANSWERS

1. Mr. Jones, the owner of a limousine business, purchases an automobile from the Friendly New Car Dealership. The purchase price of the automobile is $15,400. There are make-ready charges of $250, delivery charges of $175, and applicable local sales taxes (8.25%) amounting to $1,306.

(a) Determine the cost at which the new automobile should be recorded on the books of Mr. Jones’s business.

(b) If, upon leaving the dealership, Mr. Jones was offered $17,500 for the automobile, at which price should the new automobile be recorded on his records? Why?

(c) Does Mr. Jones own the asset “automobile”? Why?

2. Mr. Glenn is negotiating to buy a parcel of property for his business. The seller is asking $170,000 for the property. The assessed value of the property for tax purposes is $125,000. The property is presently insured by the owner for $135,000. Mr. Glenn originally offered the seller $130,000 for the property. Later, Mr. Glenn and the seller agreed on a purchase price of $150,000. Shortly after the purchase is made by Mr. Glenn, he is offered $175,000 for the same property. At which price would Mr. Glenn record the property on the books of his business?

3. Ms. Taylor began a business on April 1, 20—, contributing to the business the following assets: Cash, $3,000; Office Supplies, $275; Office Equipment, $700; Furniture and Fixtures, $2,100.

(a) What is the total value of the assets that Ms. Taylor contributed to the business?

(b) What is the value of Ms. Taylor’s ownership (capital) in the business?

4. On November 1 of the current year, Albert Wave opened a hair styling center under the name of Unisex Styles. Set up the following columnar headings: Date; Assets—Cash, Accounts Receivable, Styling Supplies, Office Supplies, Equipment; Liabilities—Accounts Payable; Capital—Arthur Wave, Capital; Explanation. Record the following daily business transactions. Where capital is affected, use the explanation column to indicate the nature of the capital item change. Be certain to verify that the accounting equation is in balance after recording each of the following business transactions:

[image: Image]

5. Albert Meyers is the owner and operator of a sole proprietorship known as Meyers Cleaners. The business provides both laundering and dry cleaning services to its customers. Actual dry cleaning is not done on the premises. The assets and liabilities of the business on March 1 of the current year are as follows: Cash, $2,600; Accounts Receivable, $450; Supplies, $80; Cleaning Equipment, $5,900; Delivery Equipment, $4,500; Accounts Payable, $970.

(a) Set up columnar headings similar in form to those for Problem 4, using the specific headings given above.

(b) Record the beginning balances, assigning a March 1 date, on the first line under the headings.

(c) Determine the value of Albert Meyers’s capital and show his balance on the first line.

(d) Record the following business transactions for the month of March on the columnar form prepared. Be certain to indicate the date of the transaction and to show an explanation to the right of the capital column when appropriate.
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2
FINANCIAL STATEMENTS




KEY TERMS


balance sheet A financial statement that shows the financial position of a business at a particular moment in time—a detailed presentation of the assets, liabilities, and owner’s equity. Actually, it is a detailed accounting equation, in which the total value of the assets is equal to the total liabilities plus proprietor’s capital.


income statement A financial statement that presents revenue and expenses and resulting net income or loss for a specific period of time.


statement of capital A financial statement that shows the change in the value of the ownership in a business over a period of time. The change in capital is due to income or loss and withdrawals by the owner over a period of time.


statement of cash flows A financial statement that reports the sources (inflows) and uses (outflows) of cash for a reporting period.





 





WHAT ARE FINANCIAL STATEMENTS?


In Chapter 1, we learned that one of the functions of the accountant is to keep track of accounting information. The accountant is also called upon to prepare various reports from the accounting information. There are four basic reports that the business organization uses on a regular basis:


• Income statement


• Statement of capital


• Balance sheet


• Statement of cash flows


These financial statements present the accounting information in formal reports that tell interested groups, such as managers, creditors, prospective investors, and governmental agencies, how the business is doing. These reports are prepared from information obtained from the various business transactions that the business recorded. Thus, transactions involving assets, liabilities, and permanent and temporary capital become the data used in the preparation of the financial statements.


Financial statements are prepared at least once a year. This is known as the accounting period. An accounting period may follow the calendar, in which case it begins on January 1 and ends on December 31 of the same year. The business is then said to have a calendar-year accounting period. Any business that has an accounting period consisting of 12 months other than a calendar year is generally known as a fiscal-year accounting period.


Organizations may prepare financial statements for periods of time that are less than the accounting period; such statements are generally known as interim statements. An interim statement is prepared for a period of time other than a fiscal year or calendar year. Examples of interim statements are statements prepared for 6-month, 3-month, or even monthly periods. Regardless of the periods of time covered by the individual financial statements, the kinds of information presented by the various statements do not change.




YOU SHOULD REMEMBER


All businesses are organized and maintain records based on an accounting period of 12 months that follows either the calendar year or any other complete 12-month period known as a fiscal year.


Whether the business is on a calendar or a fiscal year, it must prepare various statements to satisfy the needs of government (federal, state, and local), as well as other interested parties.


In addition, the accountant may be called upon to prepare financial statements, known as interim reports, for a period of time less than a complete accounting period.


Basically three financial reports are prepared: income statement, capital statement, and balance sheet. The fourth statement, “statement of cash flows,” is a principles of accounting 2 (second semester) topic, presented in detail in Appendix A.





 





THE INCOME STATEMENT


The income statement is a report that presents revenue, expenses, and net income or net loss for a business for a period of time. The income statement is divided into two parts. The first part is known as the “heading,” and the second part as the “body” of the report. The heading of the income statement asks three questions:


Whose business is it?


What statement is being prepared?


When is it being prepared?


The body of the income statement lists revenue and expenses. A comparison of these two items will show either net income or net loss. When total revenue exceeds total expenses, the excess represents the net income. When the total expenses exceed the total revenue, the difference represents a net loss.


Example: The Income Statement


[image: Image]


Notice that the date assigned to the income statement covers a period of time. This is true of all income statements regardless of whether they are prepared for an accounting period or on an interim basis. Complete Part A Computational Problem 1.




YOU SHOULD REMEMBER


The income statement compares the revenue earned for a period of time with the expenses incurred for the same period.


If the revenue exceeds the expenses, the excess is known as net income.


If total expenses are greater than revenue, the resulting difference is known as a net loss.





 





THE STATEMENT OF CAPITAL


We learned in Chapter 1 that the proprietor’s capital account represents his or her ownership in the assets of the business. Part of the earlier discussion centered around the fact that whatever net income the business earns also belongs to the owner. The owner has the right either to withdraw the profits that the business earns or to reinvest the income in the business. If the latter approach is chosen, the profits are added to the proprietor’s capital record. If the proprietor withdraws from the business more than the business earns, the result is a decrease in proprietor’s capital. Whichever approach is taken, it must be reflected in the record of the proprietor’s ownership. The statement of capital shows the changes that take place in the proprietor’s capital over a period of time (usually an accounting period).


Because some information used in the statement of capital comes from the income statement, the statement of capital is prepared after the income statement. The statement of capital, like the income statement, consists of two parts: the heading and the body of the statement. The heading answers the same three questions as does the income statement heading: Whose statement? What statement? When is it prepared?


Example: The Statement of Capital


[image: Image]


The body of the statement of capital shows what happened to the proprietor’s record of ownership in the business during the year. If the proprietor had made an additional investment in the business, this would have appeared as an additional increase, in a fashion similar to showing the income for the year. Changes in the proprietor’s capital from the beginning of an accounting period to the end of that period, or a period as indicated by an interim statement, will occur as a result of the following situations:


1. A permanent increase in the proprietor’s investment in the business. (Addition to Capital)


2. A permanent decrease in the proprietor’s investment in the business. (Subtraction from Capital)


3. The proprietor’s withdrawal of assets from the business, usually in anticipation of profits. (Subtraction from Capital)


4. The recognition of net income for the period. (Addition to Capital)


5. The recognition of a net loss for the period. (Subtraction from Capital)


In the Adams Limousine Service’s statement of capital, if the subtraction from capital had exceeded the addition to capital, the result would have been a net decrease in capital, which would have been subtracted from the original capital to arrive at the new capital balance. Complete Part A Computational Problems 2 and 3.




YOU SHOULD REMEMBER


The capital statement reflects the change that takes place in the proprietor’s capital account as a result of business activities of the firm.


A change in the investment, the resulting net income or loss, the proprietor’s drawing in anticipation of profit—each has an effect on the proprietor’s capital account at the end of the specific accounting period.





 





THE BALANCE SHEET


The balance sheet shows the financial position of a business on a specific date. It represents a detailed presentation of the accounting equation. In Chapter 1, the final form of this equation was given as:


Assets = Liabilities + Capital


The balance sheet provides a detailed listing of the various assets that a business owns, the liabilities that are owed to creditors and other parties, and the proprietor’s equity interest. It is known as the balance sheet because, upon its completion, it must be in balance. In other words, the total value of the business’s assets must be in agreement with the total value of the liabilities and capital (total equity) of the business. The balance sheet is cumulative in nature in that it reports the results of all the financial activities of the business since its formation.


As pointed out previously, the statement of capital is prepared after the income statement. The balance sheet may be prepared at any moment in time. However, it is usually prepared after the preparation of the income statement and the statement of capital. This is due to the fact that information obtained from the statement of capital is essential for proper and complete preparation of the balance sheet. The capital balance found on the balance sheet is obtained from the new capital found on the last line of the statement of capital.


Although the heading of the balance sheet is basically the same as that of the other two financial statements, it does differ in one important respect: the date assigned to the balance sheet does not cover a period of time, but rather represents a moment in time. It is in essence a snapshot of the entity’s financial position at period-end. If we were to prepare a balance sheet on January 31, 20—, it would reflect the financial position of the business at that time. This balance sheet would be different from one prepared on the previous or the following day.




YOU SHOULD REMEMBER


The balance sheet, which consists of a detailed listing of the various assets, liabilities, and proprietor’s capital on a specific date, shows the financial position and condition of the organization at that moment in time.


The balance sheet relies on the preparation of the statement of capital for the determination of the new proprietor’s capital balance.


The statement of capital in turn relies on the income statement preparation for the determination of the change in capital for the particular period.


Because of these relationships, the order of preparation of the financial statements never changes.





• THE REPORT AND ACCOUNT FORMS



There are two forms that the balance sheet takes: (1) the report form and (2) the account form. Although both forms provide identical information, their appearance differs according to the use to be made of the forms by the accountant.


Example: Report Form of Balance Sheet


[image: Image]


Example: Account Form of Balance Sheet


[image: Image]


Complete Part A Computational Problems 4 and 5.


• THE CLASSIFIED BALANCE SHEET



On every balance sheet we have prepared so far, regardless of its form, items have been classified according to categories. Assets, liabilities, and proprietorship were grouped separately.


CLASSIFYING ASSETS


Assets, we have learned, may be further grouped according to the degree of liquidity or the expected conversion to cash or the time it takes to use up the asset. For analytical purposes, assets are classified as follows:


Current assets are cash and other assets that can reasonably be expected to be converted to cash, used up, or sold within 1 year or less. Thus, on the classified balance sheet, current assets are listed first, based on their relative degrees of liquidity (ready conversion to cash). Examples of current assets include supplies, insurance, and accounts receivable.


Investments may be either short- or long-term assets depending on the nature of the investments. Generally, bonds are considered long-term investments, whereas stocks may be either long- or short-term investments. Investments generally appear immediately following current assets on the classified balance sheet.


Property, plant, and equipment are tangible, long-term assets; they are used in the continuing operations of the business and are expected to have useful lives of more than 1 year. They are also known as plant assets or fixed assets.


Intangible assets are usually long term in nature and are traditionally shown on the classified balance sheet after plant assets. They lack physical substance and in some cases represent a right granted by a government (patent) or another company (franchise).


CLASSIFYING LIABILITIES


Liabilities are classified in a similar manner.


Liabilities are considered to be current liabilities if the obligation is to be settled within 1 year or within the current accounting period. These debts are usually settled with the payment of current assets. Examples of current liabilities are accounts payable, taxes payable, salaries payable, and notes payable (if the obligation is due within 1 year).


Following current liabilities on the balance sheet are long-term liabilities, which are usually payable in more than a year. Examples of long-term liabilities include bonds payable and mortgages payable. In the year in which a long-term liability becomes payable, it is usually converted to a current liability (appearing under the Current Liability heading of the balance sheet).


Example: Classified Balance Sheet-Report Form


[image: Image]


Complete Part A Computational Problem 6.




YOU SHOULD REMEMBER


The primary benefit of the classified balance sheet is that it classifies assets and liabilities into significant groups according to the useful lives of the items.


In general, assets that can be expected to be used up or converted to cash within 1 year, and liabilities that will be paid within 1 year, are classified as current items.


Assets and liabilities that are expected to exist for more than 1 year are generally grouped as long-term items.


Businesses must be concerned about the amount of cash on hand to meet currently maturing obligations as well as other circumstances that may require the need for cash. Cash availability, known as liquidity, can be determined by preparing the Statement of Cash Flows. This statement’s preparation is illustrated in Appendix A.





* * * * *


Up to this point we have been dealing exclusively with a sole-proprietorship form of business. The form and the content of financial statements vary according to the nature of a particular business organization. At this point, however, it would be counterproductive to illustrate corporate or partnership financial statements. They will be presented in Chapter 12, which deals specifically with those forms of business organizations.




For more practice in mastering the material in this chapter, complete Part A Computational Problems 7, 8, and 9 and Part B Computational Problems 1 and 2.





 





KNOW THE CONCEPTS


DO YOU KNOW THE BASICS?


1. Referring to the Adams Limousine Service income statement, answer the following questions:


(a) What is the period of time covered by the income statement?


(b) What is the source of the revenue?


(c) What is the total revenue?


(d) What are the total expenses?


(e) Why is there a resulting net income?


(f) Is this statement an interim statement? Why?


(g) Who does the net income belong to?


2. Referring to either form of the balance sheet illustrated, answer the following questions:
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