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  1

Learning Objectives
After studying this chapter, you 
should be able to:

 1. Define accounting.
 2. Describe the functions 

performed by accountants.
 3. Describe employment 

opportunities in accounting.
 4. Differentiate between financial 

and managerial accounting.
 5. Identify several organizations 

that have a role in the 
development of financial 
accounting standards.

INTRODUCTIONThe Accounting Environment

You have embarked on the challenging and rewarding study of accounting—an 
old and time-honored discipline. History indicates that all developed societies 
require certain accounting records. Recordkeeping in an accounting sense is 
thought to have begun about 4000 BC.

The recordkeeping, control, and verification problems of the ancient world 
had many characteristics similar to those we encounter today. For example, 
ancient governments also kept records of receipts and disbursements and used 
procedures to check on the honesty and reliability of employees.

A study of the evolution of accounting suggests that accounting processes 
have developed primarily in response to business needs. Also, economic prog-
ress has affected the development of accounting processes. History shows that 
the higher the level of civilization, the more elaborate the accounting methods.

The emergence of double-entry bookkeeping was a crucial event in 
accounting history. In 1494, a Franciscan monk, Luca Pacioli, described the 
double-entry Method of Venice system in his text called Summa de Arith-
metica, Geometric, Proportion et Proportionalite (“Everything About Arith-
metic, Geometry, and Proportion”). Many consider Pacioli’s Summa to be a 
reworked version of a manuscript that circulated among teachers and pupils of 
the Venetian school of commerce and arithmetic.

Source: violetkaipa/Shutterstock.com



2 Introduction The Accounting Environment

Since Pacioli’s days, the roles of accountants and professional accounting organi-
zations have expanded in business and society. As professionals, accountants have a 
responsibility for placing public service above their commitment to personal economic 
gain. Complementing their obligation to society, accountants have analytical and evalu-
ative skills needed in the solution of ever-growing world problems. The special abili-
ties of accountants, their independence, and their high ethical standards permit them to 
make significant and unique contributions to business and areas of public interest.

You probably will find that of all the business knowledge you have acquired or will 
learn, the study of accounting will be the most useful. Your financial and economic deci-
sions as a student and consumer involve accounting information. When you file income 
tax returns, accounting information helps determine your taxes payable. Understanding 
the discipline of accounting also can influence many of your future professional deci-
sions. You cannot escape the effects of accounting information on your personal and 
professional lives.

Every profit-seeking business organization that has economic resources, such as 
money, machinery, and buildings, uses accounting information. For this reason, account-
ing is called the language of business. Accounting also serves as the language providing 
financial information about not-for-profit organizations, such as governments, churches, 
charities, fraternities, and hospitals. However, this text concentrates on accounting for 
business firms.

The accounting system of a profit-seeking business is an information system designed 
to provide relevant financial information on the resources of a business and the effects of 
their use. Information is relevant if it has some impact on a decision that must be made. 
Companies present this relevant information in their financial statements. In preparing 
these statements, accountants consider the users of the information, such as owners and 
creditors, and the decisions they make that require financial information.

As a background for studying accounting, this Introduction defines accounting and 
lists the functions accountants perform. In addition to surveying employment opportuni-
ties in accounting, it differentiates between financial and managerial accounting. Because 
accounting information must conform to certain standards, we discuss several prominent 
organizations contributing to these standards. As you continue your study of accounting in 
this text, accounting—the language of business—will become your language also. You will 
realize that you are constantly exposed to accounting information in your everyday life.

Accounting Defined
The American Accounting Association—one of the accounting organizations discussed 
later in this Introduction—defines accounting as “the process of identifying, measuring, 
and communicating economic information to permit informed judgments and decisions by 
the users of the information.”1 This information is primarily financial—stated in money 
terms. Accounting, then, is a measurement and communication process used to report on 
the activities of profit-seeking business organizations and not-for-profit organizations. As 
a measurement and communication process for business, accounting supplies information 
that permits informed judgments and decisions by users of the data.

The accounting process provides financial data for a broad range of individuals whose 
objectives in studying the data vary widely. Bank officials, for example, may study a 
company’s financial statements to evaluate the company’s ability to repay a loan. Pro-
spective investors may compare accounting data from several companies to decide which 
company represents the best investment. Accounting also supplies management with sig-
nificant financial data useful for decision making.

Reliable information is necessary before decision makers within a company can make 
a sound decision involving the allocation of scarce resources. Accounting information 

 1 American Accounting Association, A Statement of Basic Accounting Theory (Evanston, Ill., 1966), p. 1.

Objective 1
Define accounting.
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is valuable because decision makers can use it to evaluate the financial consequences 
of various alternatives. Accountants eliminate the need for a crystal ball to estimate the 
future. They can reduce uncertainty by using professional judgment to quantify the future 
financial impact of taking action or delaying action.

Although accounting information plays a significant role in reducing uncertainty 
within the organization, it also provides financial data for persons outside the com-
pany. This information tells how management has discharged its responsibility for 
protecting and managing the company’s resources. Stockholders have the right to 
know how a company is managing its investments. In fulfilling this obligation, 
accountants prepare financial statements such as an income statement, a statement 
of retained earnings, a balance sheet, and a statement of cash flows. In addition, they 
prepare tax returns for federal and state governments, as well as fulfill other govern-
mental filing requirements.

Accounting is often confused with bookkeeping. Bookkeeping is a mechanical pro-
cess that records the routine economic activities of a business. Accounting includes 
bookkeeping, but it goes well beyond it in scope. Accountants analyze and interpret 
financial information, prepare financial statements, conduct audits, design accounting 
systems, prepare special business and financial studies, prepare forecasts and budgets, 
and provide tax services.

Specifically, the accounting process consists of the following groups of functions (see 
Exhibit 0.1):

 1. Accountants observe many events (or activities) and identify and measure in 
financial terms (dollars) those events considered evidence of economic activity. 
(Often, these three functions are collectively referred to as analyze.) For instance, 
the purchase and sale of goods and services are economic events.

Objective 2
Describe the functions 
performed by accountants.

Observe events

Identify those events that 
are economic events

Measure economic events 
in financial terms

Record measurements

Classify measurements

Summarize measurements

Interpret the contents
of financial statements

and other reports

Report economic events
in financial statements

and other reports

Observe, identify,
and measure events

Record, classify, and
summarize measurements

Report economic events and
interpret financial statements

Exhibit 0.1 Functions Performed by Accountants
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 2. Next, the economic events are recorded, classified into meaningful groups, and 
summarized.

 3. Accountants report on economic events (or business activity) by preparing 
financial statements and special reports. Often, accountants interpret these 
statements and reports for various groups, such as management, investors, and 
creditors. Interpretation may involve determining how the business is performing 
compared with prior years and other similar businesses.

Employment Opportunities in Accounting
During the last half-century, accounting has gained the same professional status as the 
medical and legal professions. Today, the accountants in the United States number well 
over a million. In addition, several million people hold accounting-related positions. 
Typically, accountants provide services in various branches of accounting. These include 
public accounting, management (industrial) accounting, governmental or other not-for-
profit accounting, and higher education. The demand for accountants will likely increase 
dramatically in the future. This increase is greater than in any other profession. You may 
want to consider accounting as a career.

Public Accounting

Public Accounting Firms Public accounting firms offer professional accounting and related 
services for a fee to companies, other organizations, and individuals. An accountant may 
become a Certified Public Accountant (CPA) by passing an examination prepared and graded 
by the American Institute of Certified Public Accountants (AICPA). The exam is adminis-
tered by computer. In addition to passing the exam, CPA candidates must meet other require-
ments, which include obtaining a state license. CPA candidates must have completed specific 
accounting courses and earned at least 150 hours of college credits (which can be through 
five years of study or through graduate work). Candidates are also required to have worked a 
certain number of years in public accounting, industry, or government and to have established 
residency in the licensing state.

CPAs who want to renew their licenses to practice must stay current through continu-
ing professional education programs and must prove that they have done so. No one can 
claim to be a CPA and offer the services normally provided by a CPA unless that person 
holds an active license to practice.

The public accounting profession in the United States consists of the Big Four interna-
tional CPA firms, several national firms, many regional firms, and numerous local firms. 

Objective 3
Describe employment 
opportunities in accounting.

The Language of Business Think about the first time that you learned a second language. Likely, the starting point 
for your study was learning the vocabulary. That is also true of accounting—the language of business. You’ll see 
that a number of the terms that we use in accounting are words that might be familiar to you. However, when used 
in an accounting context, the meaning of the word might be much different from how it is used in everyday parlance.

For instance, suppose that you buy a brand new automobile today and begin driving it. You drive it every day 
for a year, and then you decide to sell it. Are you going to be able to sell it for the same price at which you bought 
it? Most likely not; the market value of the now “used” car will be less than its value when it was new. We often 
refer to that decline in the market value as depreciation.

Accountants also use the word depreciation. However, you will see in Chapter 3 that when accountants speak 
of the depreciation of an automobile used in a business, they are not necessarily talking about the decline in its 
market value. Instead, depreciation in an accounting context simply refers to a ratable allocation of the original 
cost of the automobile over its expected period of use. Further, you will learn in Chapter 10 that there are several 
different methods that accountants can use to calculate depreciation. 

An Accounting Perspective
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The Big Four firms include Deloitte, Ernst & Young, KPMG, and PricewaterhouseCoo-
pers. At all levels, these public accounting firms provide auditing, tax, and, for nonaudit 
clients, management advisory (or consulting) services.

Auditing A business seeking a loan or attempting to have its securities traded on a stock 
exchange usually must provide financial statements to support its request. Users of a com-
pany’s financial statements are more confident that the company is presenting its statements 
fairly when a CPA has audited the statements. For this reason, companies hire CPA firms 
to conduct examinations (independent audits) of their accounting and related records. Inde-
pendent auditors of the CPA firm check some of the company’s records by contacting exter-
nal sources. For example, the accountant may contact a bank to verify the cash balances 
of the client. After completing a company audit, independent auditors give an independent 
auditor’s opinion or report. (For an example of an auditor’s opinion, see the Apple Inc. 
annual report in the Annual Report Appendix at the end of the text.) This report documents 
whether the company’s financial statements fairly (equitably) report the economic perfor-
mance and financial condition of the business. As you will learn in the next section, auditors 
within a business also conduct audits, which are not independent audits. The Public Com-
pany Accounting Oversight Board (PCAOB) establishes the standards to be followed when 
auditing publicly held companies. The Auditing Standards Board of the AICPA promulgates 
the standards to be followed when auditing other companies.

The PCAOB was created in the aftermath of accounting scandals. In 2002, Congress 
passed the Sarbanes-Oxley Act in response to accounting fraud situations involving com-
panies such as Enron and WorldCom. The PCAOB oversees and investigates the audits 
and auditors of public companies and can sanction both firms and individuals for viola-
tions of laws, regulations, and rules. Under PCAOB rules, the chief executive officer and 
chief financial officer of a public company must now certify the company’s financial 
statements. PCAOB rules also make corporate audit committees, rather than the corporate 
management, responsible for hiring, compensating, and overseeing the external auditors.

Tax Services CPAs often provide expert advice on tax planning and preparing federal, 
state, and local tax returns. The objective in preparing tax returns is to use legal means to 
minimize the taxes paid. Almost every major business decision has a tax impact. Tax plan-
ning helps clients know the tax effects of each financial decision.
Management Advisory (or Consulting) Services Before Sarbanes-Oxley, manage-
ment advisory services were the fastest growing service area for most large and many 
smaller CPA firms. Management frequently identifies projects for which it decides to 
retain the services of a CPA. However, the Sarbanes-Oxley Act specifically prohibits 
providing certain types of consulting services to a publicly held company by its external 
auditor. These services include bookkeeping, information systems design and implemen-
tation, appraisals or valuation services, actuarial services, internal audits, management 
and human resources services, broker/dealer and investment services, and legal or expert 
services related to audit services. Accounting firms can perform many of these services 
for publicly held companies they do not audit. Other services not specifically banned are 
allowed if preapproved by the company’s audit committee.

Management (or Industrial) Accounting
In contrast to public accountants, who provide accounting services for many clients, man-
agement accountants provide accounting services for a single business. In a company 
with several management accountants, the person in charge of the accounting activity is 
often the controller or chief financial officer.

Management accountants may or may not be CPAs. If management accountants pass 
a certification examination and meet certain other requirements, they can become Certi-
fied Management Accountants (CMAs). The Institute of Management Accountants, an 
organization primarily consisting of management accountants employed in private indus-
try, issues the CMA credential.



6 Introduction The Accounting Environment

A career in management accounting can be very challenging and rewarding. Many 
management accountants specialize in one particular area of accounting. For exam-
ple, some may specialize in measuring and controlling costs, others in budgeting (the 
development of plans for future operations), and still others in financial accounting and 
reporting. Many management accountants become specialists in the design and instal-
lation of computerized accounting systems. Other management accountants are inter-
nal auditors who conduct internal audits. They ensure that the company’s divisions 
and departments follow the policies and procedures of management. This last group 
of management accountants may earn the designation of Certified Internal Auditor 
(CIA). The Institute of Internal Auditors (IIA) grants the CIA certificate to accoun-
tants after they have successfully completed the IIA examination and met certain other 
requirements.

Governmental and Other Not-for-Profit Accounting
Many accountants, including CPAs, work in governmental and other not-for-profit 
accounting. They have essentially the same educational background and training as 
accountants in public accounting and management accounting.

Governmental agencies at the federal, state, and local levels employ governmental 
accountants. Often the duties of these accountants relate to tax revenues and expendi-
tures. For example, Internal Revenue Service employees use their accounting back-
grounds in reviewing tax returns and investigating tax fraud. Government agencies 
that regulate business activity, such as a state public service commission that regulates 
public utilities (e.g., telephone company, electric company) usually employ govern-
mental accountants. These agencies often employ governmental accountants who can 
review and evaluate the utilities’ financial statements and rate-increase requests. Also, 
agents of the Federal Bureau of Investigation trained as accountants find their account-
ing backgrounds useful in investigating criminals involved in illegal business activities, 
such as drugs or gambling.

Not-for-profit organizations, such as churches, charities, fraternities, and univer-
sities, need accountants to record and account for funds received and disbursed. Even 
though these agencies do not have a profit motive, they should operate efficiently and use 
resources effectively.

Higher Education
Thousands of accountants are employed in higher education. The activities of these 
academic accountants include teaching accounting courses, conducting scholarly and 
applied research and publishing the results, and performing services for the employing 
institution and the community. Faculty positions exist in two-year colleges, four-year 
colleges, and universities with graduate programs. A significant shortage of accounting 
faculty has developed due to the retirement of many faculty members beginning in the 
late 1990s. Starting salaries continue to rise significantly because of the shortage. You 
may want to talk with some of your professors about the advantages and disadvantages of 
pursuing an accounting career in higher education.

A section preceding each chapter, entitled “Careers in Accounting,” describes various 
accounting careers. You might find one that you would like to pursue.

Financial Accounting versus Managerial Accounting
An accounting information system provides data to help decision makers both outside 
and inside the business. Decision makers outside the business are affected in some way 
by the performance of the business. Decision makers inside the business are respon-
sible for the performance of the business. For this reason, accounting is divided into 
two categories: financial accounting for those outside and managerial accounting for 
those inside.

Objective 4
Differentiate between 
financial and managerial 
accounting.



 Introduction The Accounting Environment 7

Financial Accounting
Financial accounting information appears in financial statements that are intended pri-
marily for external use (although management also uses them for certain internal deci-
sions). Stockholders and creditors are two of the outside parties who need financial 
accounting information. These outside parties decide on matters pertaining to the entire 
company, such as whether to increase or decrease their investment in a company or to 
extend credit to a company. Consequently, financial accounting information relates to the 
company as a whole, whereas managerial accounting focuses on the parts or segments of 
the company.

Management accountants in a company prepare the financial statements. Thus, man-
agement accountants must be knowledgeable concerning financial accounting and report-
ing. The financial statements are the representations of management, not the CPA firm 
that performs the audit.

The external users of accounting information fall into six groups; each has different 
interests in the company and wants answers to unique questions. The groups and some of 
their possible questions are:

 1. Owners and prospective owners. Has the company earned satisfactory income on 
its total investment? Should an investment be made in this company? Should the 
present investment be increased, decreased, or retained at the same level? Can the 
company install costly pollution control equipment and still be profitable? 

 2. Creditors and lenders. Should a loan be granted to the company? Will the 
company be able to pay its debts as they become due?

 3. Employees and their unions. Does the company have the ability to pay increased 
wages? Is the company financially able to provide long-term employment for its 
workforce?

 4. Customers. Does the company offer useful products at fair prices? Will the 
company survive long enough to honor its product warranties?

 5. Governmental units. Is the company, such as a local public utility, charging a fair 
rate for its services?

 6. General public. Is the company providing useful products and gainful employment 
for citizens without causing serious environmental problems?

General-purpose financial statements provide much of the information needed 
by external users of financial accounting. These financial statements are formal 
reports providing information on a company’s financial position, cash inflows and 
outflows, and the results of operations. Many companies publish these statements in 
annual reports. (See the Apple Inc. annual report in the Annual Report Appendix.) 
The annual report also contains the independent auditor’s opinion as to the fairness 
of the financial statements, as well as information about the company’s activities, 
products, and plans.

Financial accounting information is historical in nature, reporting on what has happened 
in the past. To facilitate comparisons between companies, this information must conform 
to certain accounting standards or principles called generally accepted accounting prin-
ciples (GAAP). These generally accepted accounting principles for businesses or govern-
mental organizations have developed through accounting practice or been established by 
an authoritative organization. We describe several of these authoritative organizations in 
the next major section of this Introduction.

Managerial Accounting
Managerial accounting information is for internal use and provides special information 
for the managers of a company. The information managers use may range from broad, 
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long-range planning data to detailed explanations of why actual costs varied from cost 
estimates. Managerial accounting information should:

 1. Relate to the part of the company for which the manager is responsible. For 
example, a production manager wants information on costs of production but not 
costs of advertising.

 2. Involve planning for the future. For instance, a budget would show financial plans 
for the coming year.

 3. Meet two tests: the accounting information must be useful (relevant) and must not 
cost more to gather and process than it is worth.

Managerial accounting generates information that managers can use to make sound 
decisions. The four major types of internal management decisions are:

 1. Financial decisions—deciding what amounts of capital (funds) are needed to 
run the business and whether to secure these funds from owners (stockholders) or 
creditors. In this sense, capital means money used by the company to purchase 
resources such as machinery and buildings and to pay the expenses of conducting 
the business.

 2. Resource allocation decisions—deciding how the total capital of a company is to 
be invested, such as the amount to be invested in machinery.

 3. Production decisions—deciding what products are to be produced, by what means, 
and when.

 4. Marketing decisions—setting selling prices and advertising budgets; determining 
the location of a company’s markets and how to reach them.

Development of Financial Accounting Standards
Several organizations are influential in the establishment of GAAP for U.S. businesses 
or governmental organizations. These are the American Institute of Certified Public 
Accountants, the Financial Accounting Standards Board, the Governmental Accounting 
Standards Board, the Securities and Exchange Commission, the American Accounting 
Association, the Financial Executives Institute, and the Institute of Management Accoun-
tants. Each organization has contributed in a different way to the development of GAAP 
in the United States.

American Institute of Certified Public Accountants (AICPA)
The American Institute of Certified Public Accountants (AICPA) is a professional orga-
nization of CPAs. Many of these CPAs are in public accounting practice. For many years, 
the AICPA was the dominant organization in the development of accounting standards. 
In a 20-year period ending in 1959, the AICPA Committee on Accounting Procedure 

Objective 5
Identify several 
organizations that have a 
role in the development 
of financial accounting 
standards.

The Language of Business While you were mastering the vocabulary of a second language, you were also 
introduced to its grammar rules. The language of business also has grammar rules, and we refer to these rules 
as “generally accepted accounting principles” (or “GAAP”). And, just as grammar rules change over time, so does 
GAAP. We will see that a number of organizations were instrumental in promulgating GAAP in the past, and there 
are several very influential standard-setting bodies currently guiding the development of GAAP in the United 
States and around the world.

An Accounting Perspective



 Introduction The Accounting Environment 9

issued 51 Accounting Research Bulletins recommending certain principles or practices. 
From 1959 through 1973, the committee’s successor, the Accounting Principles Board 
(APB), issued 31 numbered Opinions. Through its monthly magazine, the Journal of 
Accountancy, its research division, and its other divisions and committees, the AICPA 
continues to influence the development of accounting standards and practices. Two of its 
committees—the Accounting Standards Committee and the Auditing Standards Board—
are particularly influential in providing input to the Financial Accounting Standards 
Board (the current rule-making body) and to the Securities and Exchange Commission 
and other regulatory agencies. 

Students may become affiliate members of the AICPA and enjoy member benefits such 
as access to accounting publications, discounts, and the opportunity to apply for exclusive 
scholarships. Information about AICPA Student Affiliate membership can be found at 
https://www.thiswaytocpa.com/aicpa-student-membership.

Financial Accounting Standards Board (FASB)
In 1973, an independent, seven-member, full-time Financial Accounting Standards 
Board (FASB) replaced the Accounting Principles Board. The FASB is the private-sector 
organization now responsible for the development of new financial accounting standards. 
All current accounting and reporting standards are compiled by the FASB in its FASB 
Accounting Standards Codification®.

Governmental Accounting Standards Board (GASB)
Established in 1984, the Governmental Accounting Standards Board (GASB) is the 
private-sector organization now responsible for the development of new governmental 
accounting concepts and standards. The GASB also has the authority to issue interpreta-
tions of these standards.

Securities and Exchange Commission (SEC)
Created under the Securities and Exchange Act of 1934, the Securities and Exchange 
Commission (SEC) is a government agency that administers important acts dealing with 
the interstate sale of securities (stocks and bonds). The SEC has the authority to prescribe 
accounting and reporting practices for companies under its jurisdiction. This includes vir-
tually every major U.S. business corporation. The SEC works closely with the accounting 
profession, especially the FASB, in the development of accounting standards. The SEC 
indicates to the FASB the accounting topics it believes the FASB should address.

American Accounting Association (AAA)
Consisting largely of accounting educators, the American Accounting Association (AAA) 
has sought to encourage research and study at a theoretical level into the concepts, standards, 
and principles of accounting. One of its journals, The Accounting Review, carries many 
articles reporting on scholarly accounting research. Another quarterly journal, Accounting 
Horizons, reports on more practical matters directly related to accounting practice. A third 
journal, Issues in Accounting Education, contains articles relating to accounting education 
matters. Students may join the AAA as associate members by contacting the American 
Accounting Association (5717 Bessie Drive, Sarasota, Florida 34233).

Financial Executives International (FEI)
Financial Executives International (FEI) is an organization established in 1931 whose 
members are primarily financial policymaking executives. Many of its members are chief 
financial officers (CFOs) of very large corporations. The role of the CFO has evolved in 
recent years from number cruncher to strategic planner. These CFOs have played a major 
role in restructuring American businesses. Slightly more than 14,000 financial officers, 
representing approximately 7,000 companies in the United States, Canada, and Japan, are 
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members of the FEI. Through its Committee on Corporate Reporting (CCR) and other 
means, the FEI is very effective in representing the views of the private financial sector 
to the FASB and to the SEC and other regulatory agencies.

Institute of Management Accountants (IMA)
The Institute of Management Accountants is an organization with approximately 
70,000 members, consisting of management accountants in private industry, CPAs, and 
academics. The primary focus of the organization is on the use of management account-
ing information for internal decision making. However, management accountants may 
also prepare financial statements for external users. Thus, through its Financial Report-
ing Committee (FRC) and other means, the IMA provides input on financial accounting 
standards to the FASB, the SEC, and other regulatory agencies.

International Accounting Standards Board (IASB)
In 1973, the same year in which the FASB was created, the accountancy bodies of nine 
major industrialized countries created the International Accounting Standards Com-
mittee (IASC). Based in London, the IASC was responsible for developing International 
Accounting Standards (IAS). 

In 2001, the IASC was reorganized as the International Accounting Standards 
Board (IASB). The IASB is the private-sector organization that promulgates Interna-
tional Financial Reporting Standards (IFRS). Nearly 120 jurisdictions outside the United 
States require their publicly held companies to prepare financial statements in conformity 
with IFRS issued by the IASB. 

Other Organizations
Many other organizations, such as the Chartered Financial Analyst Institute (composed of 
investment advisors and investors), the Securities Industry and Financial Markets Asso-
ciation (composed of investment bankers), and CPA firms, have committees or task forces 
that respond to FASB Exposure Drafts of Proposed Accounting Standards Updates. Their 
reactions are in the form of written statements sent to the FASB and testimony given at 
FASB hearings. Many individuals also make their reactions known to the FASB.

Ethical Behavior of Accountants
Several accounting organizations have codes of ethics governing the behavior of their 
members. For instance, both the American Institute of Certified Public Accountants and 
the Institute of Management Accountants have formulated such codes. Many business 
firms have also developed codes of ethics for their employees to follow.

Ethical behavior involves more than merely making sure you are not violating a code 
of ethics. Most of us sense what is right and wrong. Yet get-rich-quick opportunities can 
tempt many of us. Almost any day, newspaper headlines reveal public officials and busi-
ness leaders who did not do the right thing. Greed won out over their sense of right and 
wrong. These individuals followed slogans such as: “Get yours while the getting is good”; 
“Do unto others before they do unto you”; and “You have done wrong only if you get 
caught.” More appropriate slogans might be: “If it seems too good to be true, it usually 
is”; “There are no free lunches”; and the Golden Rule, “Do unto others as you would have 
them do unto you.”

An accountant’s most valuable asset is an honest reputation. Those who take the high 
road of ethical behavior receive praise and honor; they are sought out for their advice and 
services. They also like themselves and what they represent. Occasionally, accountants 
do take the low road and suffer the consequences. They sometimes find their names men-
tioned in The Wall Street Journal and news programs in an unfavorable light, and former 
friends and colleagues look down on them. Some of these individuals are removed from 
the profession. Fortunately, the accounting profession has many leaders who have taken 
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the high road, gained the respect of friends and colleagues, and become role models for 
all of us to follow.

Many chapters in the text include an ethics case entitled, “An Ethical Perspective.” 
We know you will benefit from thinking about the situational ethics in these cases. Often 
you will not have much difficulty in determining “right and wrong.” Instead of making 
the cases “close calls,” we have attempted to include situations business students might 
actually encounter in their careers.

Critical Thinking and Communication Skills
Accountants in practice and business executives have generally been dissatisfied with 
accounting graduates’ ability to think critically and to communicate their ideas effec-
tively. Thus, we have developed special problems and cases that are designed to help 
students develop their higher-order skills in analysis, evaluation, and writing.

We have included a section at the end of each chapter entitled, “Beyond the Numbers—
Critical Thinking.” In that section, you are required to work through relatively unstructured 
business decision cases, analyze “real world” annual report data, write about situations 
involving ethics, and participate in group projects. Most of the other end-of-chapter materi-
als also involve analysis and written communication of ideas.

In some of the cases, analyses, ethics situations, and group projects, you are asked to 
write a memorandum regarding the situation. In writing such a memorandum, identify 
your role (auditor, consultant), the audience (management, stockholders, and creditors), 
and the task (the specific assignment). Present your ideas clearly and concisely.

The purpose of the group projects is to assist you in learning to listen to and work with 
others. These skills are important in succeeding in the business world. Team players listen 
to the views of others and work cohesively with them to achieve group goals.

The Internet is the tool that is used most often by accounting researchers and prac-
titioners, as well as investors. Thus, each chapter contains approximately two Internet 
projects related to accounting. Your instructor might assign some of these, or you could 
pursue them on your own.

How to Study the Chapters in This Text
In studying each chapter:

 1. Begin by reading the learning objectives at the beginning of each chapter.

 2. Read “Understanding the Learning Objectives” at the end of the chapter for a 
preview of the chapter content.

The Language of Business Just as many countries share a common written and spoken language, so also 
many countries share a common set of accounting principles. They require that companies prepare their financial 
statements in conformity with International Financial Reporting Standards (IFRS), which are promulgated by the 
IASB. Since 2002, the FASB and the IASB have been engaged in a project to “converge” U.S. GAAP and IFRS. 
The goal is to achieve greater comparability in financial reporting on an international level.

Progress has been made in a number of important areas. However, differences in law, culture, and business 
practices make it difficult to achieve perfect comparability between U.S. GAAP and IFRS. Perhaps we will one 
day see the creation of an “Accounting Esperanto”—a common language of business spoken by all companies 
throughout the world. In the meantime, the FASB has committed to work closely with standards setters in other 
countries and to provide input to the IASB as it develops IFRS.

In this textbook, we present GAAP as it exists in the United States as of the writing of this book. We will, from 
time to time, point out major differences between U.S. GAAP and IFRS. We will also provide background informa-
tion on the development of some of the accounting standards that we have today. 

An Accounting Perspective
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 3. Read the chapter content. Notice that the learning objectives appear in the margins 
at the appropriate places in the chapter. Each exercise at the end of the chapters 
identifies the learning objective(s) to which it pertains. If you learn best by reading 
about a concept and then working a short exercise that illustrates that concept, work 
the exercises as you read the chapter.

 4. Reread “Understanding the Learning Objectives” to determine if you have achieved 
each objective.

 5. Study the New Terms to see if you understand each term. If you do not understand a 
certain term, refer to the page indicated to read about the term in its original context.

 6. Take the Self-Test and then check your answers with those at the end of the chapter.

 7. Work the Demonstration Problem to further reinforce your understanding of the 
chapter content. Then, compare your solution to the correct solution that follows 
immediately.

 8. Look over the Questions at the end of the chapter and think through an answer for 
each one. If you cannot answer a particular question, refer back to the chapter for 
the needed information.

 9. Work at least some of the Exercises at the end of the chapter.

 10. Work the Problems assigned by your instructor, using the forms available. They can 
be downloaded from the publisher’s website (www.textbookmedia.com).

 11. Study the items in the “Beyond the Numbers—Critical Thinking” section at the end 
of each chapter to relate what you have learned to real-world situations.

 12. Work the Study Guide for the chapter. The Study Guide is a supplement that 
contains (for each chapter) Learning Objectives; Reference Outline; Chapter 
Review; Demonstration Problem and Solution (different from the one in the text); 
Matching, Completion, True/False, and Multiple-Choice Questions; and Solutions 
to all Questions and Exercises in the Study Guide. The Study Guide can be 
downloaded from the publisher’s website (www.textbookmedia.com).

If you perform each of these steps for each chapter, you should do well in the course. 
Remember that a knowledge of accounting will serve you well. regardless of the career 
you pursue.



Source: likestudio/Shutterstock.com
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A Career as an Entrepreneur
When today’s college students are polled about their long-
term career choice, a surprisingly large number respond that 
they wish to someday own and manage their own business. In 
fact, the aspiration to start a business, to be an entrepreneur, 
is nearly universal. It is widely acknowledged that a degree in 
accounting offers many advantages to a would-be entrepreneur. 
In fact, if you ask owners of small businesses which skill they 
wish they had more expertise in, they will very frequently reply 
“accounting.” No matter what the business may be, the owner 
and/or manager must be able to understand the accounting and 
financial consequences of business decisions.

Most successful entrepreneurs have learned that it takes a lot 
more than a great marketing idea or product innovation to make 
a successful business. Many steps are involved before an idea 
becomes a successful and rewarding business. Entrepreneurs 
must be able to raise capital, either from banks or investors. 
Once a business has been launched, the entrepreneur must be 
a manager—a manager of people, inventory, facilities, customer 
relationships, and relationships with the banks and investors that 
provided the capital. Business owners quickly learn that in order to 
survive they need to be well-rounded, savvy individuals who can 
successfully manage these diverse relationships. An accounting 
education is ideal for providing this versatile background.

Source: mavo/Shutterstock

in AccountingCareers
Entrepreneurship
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In addition to providing a good foundation for entrepreneurship in 
any business, an accounting degree offers other ways of building 
your own business. For example, a large percentage of public 
accountants work as sole proprietors—building and managing their 
own professional practices. This can be a very rewarding career 
that involves working closely with individuals and small businesses. 
One advantage of this career is that you can establish your practice 
in virtually any location, ranging from large cities to rural settings. 
Finally, many accountants who have gained specialized expertise and 
experience in a particular field start their own practices as consultants. 
Expertise such as this, which may be in a field outside of traditional 
accounting practice, can generate billing rates well in excess of $150 
an hour.
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Learning Objectives
After studying this chapter, you 
should be able to:

 1. Identify and describe the 
three basic forms of business 
organizations.

 2. Distinguish among the three 
types of activities performed by 
business organizations.

 3. Describe the content and 
purposes of the income 
statement, statement of retained 
earnings, balance sheet, and 
statement of cash flows.

 4. State the basic accounting 
equation and describe its 
relationship to the balance 
sheet.

 5. Using the underlying 
assumptions or concepts, 
analyze business transactions 
and determine their effects 
on items in the financial 
statements.

 6. Prepare an income statement, a 
statement of retained earnings, 
and a balance sheet.

 7. Analyze and use the financial 
results—the equity ratio.

1CHAPTER
Accounting and Its Use 
in Business Decisions

The Introduction to this text provided a background for your study of accounting. 
Now you are ready to learn about the forms of business organizations and the types 
of business activities they perform. This chapter presents the financial statements 
used by businesses. These financial statements show the results of decisions made 
by management. Investors, creditors, and managers use these statements in evalu-
ating management’s past decisions and as a basis for making future decisions.

In this chapter, you also study the accounting process (or accounting cycle) 
that accountants use to prepare those financial statements. This accounting 
process uses financial data such as the records of sales made to customers and 
purchases made from suppliers. In a systematic manner, accountants analyze, 
record, classify, summarize, and finally report these data in the financial state-
ments of businesses. As you study this chapter, you will begin to understand 
the unique, systematic nature of accounting—the language of business.

Forms of Business Organizations
Accountants frequently refer to a business organization as an accounting entity 
or a business entity. A business entity is any business organization, such as a 
hardware store or grocery store, that exists as an economic unit. For account-
ing purposes, each business organization or entity has an existence separate 
from its owner(s), creditors, employees, customers, and other businesses.1 
This separate existence of the business organization is known as the business 
entity concept. Thus, in the accounting records of the business entity, the 
activities of each business should be kept separate from the activities of other 
businesses and from the personal financial activities of the owner(s).

Assume, for example, that you own two businesses, a physical fitness center and 
a horse stable. According to the business entity concept, you would consider each 
business as an independent business unit. Thus, you would normally keep sepa-
rate accounting records for each business. Now assume your physical fitness center 
is unprofitable because you are not charging enough for the use of your exercise 
equipment. You can determine this fact because you are treating your physical fit-
ness center and horse stable as two separate business entities. You must also keep 
your personal financial activities separate from your two businesses. Therefore, you 
cannot include the car you drive only for personal use as a business activity of your 
physical fitness center or your horse stable. However, the use of your truck to pick 
up feed for your horse stable is a business activity of your horse stable.

As you will see shortly, the business entity concept applies to the three forms of 
businesses: sole proprietorships, partnerships, and corporations. Thus, for account-
ing purposes, all three business forms are separate from other business entities 

 1 When first studying any discipline, students encounter new terms. Usually these terms are set in boldface color and 
defined at their first occurrence. The boldface color terms are also listed and defined at the end of each chapter (see 
page 39 in this chapter). After the definition of the term in the term list, a page number in parentheses indicates where 
the term is discussed in the chapter.
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and from their owner(s). Because most large businesses are corporations, we use the corporate 
approach in this text and include only a brief discussion of sole proprietorships and partnerships.

Sole Proprietorship
2A sole proprietorship (or “single proprietorship”) is an unincorporated business owned 
by an individual and often managed by that same person. Sole proprietors include phy-
sicians, lawyers, electricians, and other people in business for themselves. Many small 
service businesses and retail establishments are also sole proprietorships. No legal for-
malities are necessary to organize such businesses since a sole proprietorship is not con-
sidered legally separate from its owner, and usually business operations can begin with 
only a limited investment.

In a sole proprietorship, the owner is solely responsible for all debts of the business 
and the entity is not considered legally separate from the owner. For accounting purposes, 
however, the business is a separate entity from the owner. Thus, sole proprietors must 
keep the financial activities of the business, such as the receipt of fees from selling ser-
vices to the public, separate from their personal financial activities. For example, owners 
of sole proprietorships should not enter the cost of personal houses or car payments in the 
financial records of their businesses.

Partnership
A partnership is an unincorporated business owned by two or more persons associated as 
partners. Like the sole proprietorship, partnerships are not considered legal entities apart 
from their owners but should be treated as separate business entities. Often, the same per-
sons who own the business also manage the business. Many small retail establishments 
and professional practices, such as dentists, physicians, attorneys, and many Certified 
Public Accountant (CPA) firms, are formed as partnerships, specifically Limited Liability 
Partnerships (LLPs), which offer partners liability protection while maintaining the tax 
advantages of the partnership form of business organization.

A partnership begins with a verbal or written agreement. A written agreement is preferable 
because it provides a permanent record of the terms of the partnership, such as how profits and 
losses are shared between the partners. Each partner’s share of earnings are reported on their 
respective tax returns. A partnership may be established as a general partnership, whereby all 
partners have unlimited liability, or as a partnership that limits liability of certain partners, such 
as a limited partnership (LP), a limited liability partnership (LLP), or a limited liability com-
pany (LLC). Most sole proprietorships and partnerships are now set up as LLC’s because under 
this structure they have liability protection like a corporation but are taxed like a partnership.

Corporation
A corporation, also known as a C-Corporation, is a business incorporated under the laws 
of a state and owned by a few stockholders or by thousands of stockholders. Almost all 
large businesses and many small businesses are incorporated.

The corporation is unique in that it is a separate legal business entity. The owners of the 
corporation are stockholders, or shareholders. They buy shares of stock, which are units 
of ownership, in the corporation. Should the corporation fail, the owners would only lose 
the amount they paid for their stock. The corporate form of business protects the personal 
assets of the owners from the creditors of the corporation.3

Stockholders do not directly manage the corporation. They elect a board of directors 
to represent their interests. The board of directors selects the officers of the corporation, 

 2 After reading a portion of text material that covers a certain learning objective, some students immediately want to work an exercise 
that illustrates that material. The exercises at the end of each chapter are labeled with the learning objective to which they pertain. For 
instance, turn to pages 41–49 to see which learning objective(s) each exercise covers in Chapter 1. Also, “Reinforcing Problems,” referring 
to specific exercises or problems that relate to the concepts being discussed, are mentioned in the margin of the text (e.g., see page 18).

 3. When individuals seek a bank loan to finance the formation of a small corporation, the bank often requires those individuals to sign 
documents making them personally responsible for repaying the loan if the corporation cannot pay. In this instance, the individuals can 
lose their original investments plus the amount of the loan they are obligated to repay.

Objective 1
Identify and describe 
the three basic forms of 
business organizations.2
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such as the president and vice presidents, who manage the corporation for the stockholders. 
(This discussion refers to C Corporations. Other types of corporations, S-Corporations and 
Limited Liability Corporations (LLCs) also exist, but only in specialized situations and are 
beyond the scope of our discussion.)

NOtE tO thE StudENt
To illustrate basic forms of business, conduct an online search of the businesses in your 
community. Find actual examples representing each form of business and discuss why 
specific businesses would choose a particular business form.

Accounting is necessary for all three forms of business organizations, and each com-
pany must follow generally accepted accounting principles (GAAP). Because corpora-
tions have such an important impact on our economy, we use them in this text to illustrate 
basic accounting principles and concepts.

types of Activities Performed by Business Organizations
The forms of business entities discussed in the previous section are classified according to 
the type of ownership of the business entity. Business entities can also be grouped by the 
type of business activities they perform: service companies, merchandising companies, 
and manufacturing companies. Any of these activities can be performed by companies 
using any of the three forms of business organizations.

 1. Service companies perform services for a fee. This group includes accounting 
firms, law firms, and dry-cleaning establishments. The early chapters of this text 
describe accounting for service companies.

 2. Merchandising companies purchase goods that are ready for sale and then sell 
them to customers. Merchandising companies include auto dealerships, clothing 
stores, and supermarkets. We begin the description of accounting for merchandising 
companies in Chapter 6.

 3. Manufacturing companies buy materials, convert them into products, and then 
sell the products to other companies or to the final consumers. Manufacturing 
companies include steel mills, auto manufacturers, and clothing manufacturers.

All of these companies produce financial statements as the final end product of their 
accounting process. These financial statements provide relevant financial information 
both to those inside the company—management—and to those outside the company, 
such as creditors, stockholders, and other interested parties. The next section introduces 
four common financial statements: the income statement, the statement of retained 
earnings, the balance sheet, and the statement of cash flows.

Financial Statements of Business Organizations
Business entities may have many objectives and goals. For example, one of your objec-
tives in owning a physical fitness center may be to improve your physical fitness. 
However, the two primary objectives of every business are profitability and solvency. 

Objective 2
Distinguish among the 
three types of activities 
performed by business 
organizations.

Real-World Example
Conduct an online search of the 
businesses in your community 
to find local examples of 
service, merchandising, 
and manufacturing activities 
performed by business 
organizations.

Reinforcing Problem
E1-1 Matching.

Objective 3
Describe the content and 
purposes of the income 
statement, statement of 
retained earnings, balance 
sheet, and statement of 
cash flows. 

Business Insight Although corporations constitute about 17% of all business organizations, they account for 
almost 90% of all sales volume. Sole proprietorships constitute about 75% of all business organizations but 
account for less than 10% of sales volume.

An Accounting Perspective
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Profitability is the ability to generate income. Solvency is the ability to pay debts as 
they become due. Unless a business can produce satisfactory income and pay its debts 
as they become due, the business cannot survive to realize its other objectives.

There are four basic financial statements for most small businesses. Together they present 
the profitability and strength of a company. The financial statement that reflects a company’s 
profitability is the income statement. The statement of retained earnings shows the change 
in retained earnings between the beginning and end of a period (e.g., a month or a year). The 
balance sheet reflects a company’s solvency and financial position. The statement of cash 
flows shows the cash inflows and outflows for a company over a period of time. The head-
ings and elements of each statement are similar from company to company. You can see this 
similarity in the financial statements of actual companies in the Annual Report Appendix of 
this textbook.

NOtE tO thE StudENt
Public business entities and large corporations often have to compute and report a 
measurement of “comprehensive income” for each reporting period. Details regarding 
the calculation of comprehensive income are reserved for Chapter 13. For now, however, 
understand that certain financial assets and liabilities are required to be revalued at the 
end of each reporting period. The effects of this process are part of the determination of 
comprehensive income for the period. Companies are allowed to report the components 
of comprehensive income as a continuation of the income statement. Companies may 
also prepare a separate statement of comprehensive income, with net income being the 
starting point in determining comprehensive income. Refer to the financial statements for 
Apple Inc. in the Annual Report Appendix. Which approach does Apple seem to use in 
presenting comprehensive income for the years presented?

The Income Statement
The income statement, sometimes called an earnings statement, reports the prof-
itability of a business organization for a stated period of time. In accounting, we 
measure profitability for a period, such as a month or year, by comparing the rev-
enues earned with the expenses incurred to produce these revenues. Revenues are 
the inflows of assets (such as cash) resulting from the sale of products or the render-
ing of services to customers. We measure revenues by the prices agreed on in the 
exchanges in which a business delivers goods or renders services. Expenses are the 
costs incurred to produce revenues. Expenses are measured by the assets surrendered 
or consumed in serving customers. If the revenues of a period exceed the expenses of 
the same period, net income results. Thus,

Net income = Revenues – Expenses

Net income is often called the earnings of the company. When expenses exceed rev-
enues, the business has a net loss, and it has operated unprofitably.

In Exhibit 1.1, Part A shows the income statement of Metro Courier, Inc., for July 
2018. This California corporation performs courier delivery services of documents and 
packages in San Diego.

Metro’s income statement for the month ended July 31, 2018, shows that the rev-
enues (or delivery fees) generated by serving customers for July totaled $5,700. 
Expenses for the month amounted to $3,600. As a result of these business activities, 
Metro’s net income for July was $2,100. To determine its net income, the company 
subtracts its expenses of $3,600 from its revenues of $5,700. Even though corpora-
tions are taxable entities, we ignore corporate income taxes at this point.

The Statement of Retained Earnings
One purpose of the statement of retained earnings is to connect the income statement and 
the balance sheet. The statement of retained earnings explains the changes in retained 

Real-World Example
A recent Yahoo Finance article 
stressed the important role 
that quarterly earnings reports 
play in the financial markets of 
the United States. The article 
states, “Financials set the tone 
inasmuch as they frame the 
economic activity we have been 
receiving for the past three 
months. But more importantly, 
as a result of guidance, 
they will set the tone and 
expectations for the potential 
that S&P 500 companies may 
finally be set to reverse five 
quarters of revenue weakness 
that has accompanied a 
largely horizontal move in 
equity markets.” When might 
an “earnings surprise” cause 
the price of a company’s stock 
to increase? When might an 
“earnings surprise” cause the 
price of a company’s stock to 
decrease? When might the 
company’s stock price not 
be affected by an “earnings 
surprise”?
Source: Peter Kenny, “Why 
Financials Are Key to Q3 
Earnings Season,” Yahoo 
Finance (October 9, 2016).

Reinforcing Problem
E1-2 Compute net income and 
revenue.
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A. Income Statement

Revenues:

Service revenue 5,700$          

Expenses:

Salaries expense 2,600$          

Rent expense 400              

Gas and oil expense 600              

Total expenses 3,600            

Net income 2,100$          

B. Statement of Retained Earnings

Retained earnings, July 1 -0-

Add: Net income for July 2,100            

Retained earnings, July 31 2,100$          

C. Balance Sheet

Cash 15,500$          Liabilities:

Accounts receivable 700                Accounts payable 600$               

Trucks 20,000            Notes payable 6,000              

Office equipment 2,500              Total liabilities 6,600$            

Stockholders’ equity:

Capital stock 30,000$          

Retained earnings 2,100              

Total stockholders' equity 32,100$          

Total assets 38,700$          Total liabilities and stockholders' equity 38,700$          

METRO COURIER, INC.

Balance Sheet

July 31, 2018

Assets Liabilities and Stockholders’ Equity

For the Month Ended July 31, 2018

METRO COURIER, INC.

Income Statement

For the Month Ended July 31, 2018

METRO COURIER, INC.

Statement of Retained Earnings

Exhibit 1.1

earnings between two balance sheet dates. These changes usually consist of the addition 
of net income (or deduction of net loss) and the deduction of dividends.

Dividends are the means by which a corporation rewards its stockholders (owners) 
for providing it with investment funds. A dividend is a payment (usually of cash) to the 
owners of the business; it is a distribution of income to owners rather than an expense of 
doing business. Corporations are not required to pay dividends and, because dividends 
are not an expense, they do not appear on the income statement.

NOtE tO thE StudENt
The balance sheet serves as a snapshot of a company’s financial position at a point in 
time. The other three financial statements—income statement, statement of retained 
earnings, and statement of cash flows—serve to help explain the changes in balance 
sheet numbers from one period to the next. Thus, we refer to these three financial 
statements as the “change statements.”
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The effect of a dividend is to reduce cash and retained earnings by the amount paid 
out. Then, the company no longer retains a portion of the income earned but passes it on 
to the stockholders. Receiving dividends is, of course, one of the primary reasons people 
invest in corporations.

The statement of retained earnings for Metro Courier, Inc., for July 2018 is rela-
tively simple (see Part B of Exhibit 1.1). Metro was organized on June 1 and did not 
earn any revenues or incur any expenses during June. So Metro’s beginning retained 
earnings balance on July 1 is zero. Metro then adds its $2,100 net income for July. 
Because Metro paid no dividends in July, the $2,100 would be the ending balance of 
retained earnings.

Next, Metro carries this $2,100 ending balance in retained earnings to the balance 
sheet (Part C). If there had been a net loss, Metro would have deducted the loss from the 
beginning balance on the statement of retained earnings. For instance, if during the next 
month (August) there is a net loss of $500, the loss would be deducted from the beginning 
balance in retained earnings of $2,100. The retained earnings balance at the end of August 
would be $1,600.

NOtE tO thE StudENt
Rather than a simple statement of retained earnings, public business entities and large 
corporations present a statement of stockholders’ equity in their financial statements. That 
is because such corporations have a more complex equity structure than a single class 
of capital stock with retained earnings. Also, such companies often have transactions 
affecting stockholders’ equity in ways other than simply earning net income and paying 
dividends. Examples include issuing new shares of stock, buying back stock, issuing new 
shares through stock dividends and stock splits, and accumulated other comprehensive 
income. We will cover these various activities in Chapters 12 and 13. Refer to the Apple 
financial statements in Annual Report Appendix at the end of the text for an example of 
such a statement of stockholders’ equity.

Dividends could also have affected the Retained Earnings balance. To give a more 
realistic illustration, assume that (1) the net income of Metro Courier, Inc., for August 
was actually $1,500 (revenues of $5,600 less expenses of $4,100) and (2) the company 
declared and paid dividends of $1,000. Then, Metro’s statement of retained earnings for 
August would be as follows:

MEtRO COuRIER, INC.
Statement of Retained Earnings 

For the Month Ended August 31, 2018

Retained earnings, August 1 $2,100

Add: Net income for August   1,500

Total $3,600

Less: Dividends   1,000

Retained earnings, August 31 $2,600

The Balance Sheet
The balance sheet, sometimes called the statement of financial position, lists the 
company’s assets, liabilities, and stockholders’ equity (including dollar amounts) as 
of a specific moment in time. That specific moment is the close of business on the 
date of the balance sheet. Notice how the heading of the balance sheet differs from the 
headings on the income statement and statement of retained earnings. A balance sheet 
is like a photograph; it captures the financial position of a company at a particular 
point in time. The other two statements that we have seen thus far are for a period of 
time. As you study about the assets, liabilities, and stockholders’ equity contained in a 

Reinforcing Problem
P1-3A Prepare income 
statement.

Reinforcing Problem
E1-3 Compute retained 
earnings.
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balance sheet, you will understand why this financial statement provides information 
about the solvency of the business.

NOtE tO thE StudENt
Describe a business in a given industry and identify what assets that business would 
probably have on its balance sheet.

Assets are things of value owned by the business. They are also called the resources of 
the business. Examples include cash, machines, and buildings. Assets have value because 
a business can use or exchange them to produce the services or products of the business. 
In Part C of Exhibit 1.1, the assets of Metro Courier, Inc., amount to $38,700. Metro’s 
assets consist of cash, accounts receivable (amounts due from customers for services 
previously rendered), trucks, and office equipment.

Liabilities are the debts owed by a business. Typically, a business must pay its debts 
by certain dates. A business incurs many of its liabilities by purchasing items on credit. 
Metro’s liabilities consist of accounts payable (amounts owed to suppliers for previ-
ous purchases) and notes payable (written promises to pay a specific sum of money), 
totaling $6,600.4

Metro Courier, Inc., is a corporation. The owners’ interest in a corporation 
is referred to as stockholders’ equity. Metro’s stockholders’ equity consists of 
(1) $30,000 received for shares of capital stock and (2) retained earnings of $2,100. 
Capital stock shows the amount of the owners’ investment in the corporation. 
Retained earnings generally consist of the accumulated net income of the corpora-
tion minus dividends distributed to stockholders. We discuss these items later in the 
text. At this point, simply note that the balance sheet heading includes the name of 
the organization and the title and date of the statement. Notice also that the dollar 
amount of the total assets is equal to the claims on (or interest in) those assets. The 
balance sheet shows these claims under the heading “Liabilities and Stockholders’ 
Equity.”

The Statement of Cash Flows
Management is interested in the cash inflows to the company and the cash outflows from 
the company because these determine the company’s cash it has available to pay its bills 
when due. The statement of cash flows shows the cash inflows and cash outflows from 
operating, investing, and financing activities. Operating activities generally include 
the cash effects of transactions and other events that enter into the determination of net 
income. Investing activities generally include business transactions involving the acquisi-
tion or disposal of long-term assets such as land, buildings, and equipment. Financing 
activities generally include the cash effects of transactions and other events involving 
creditors and owners (stockholders).

NOtE tO thE StudENt
To further illustrate the relationship between the balance sheet and the change 
statements, baseball fans might appreciate the following analogy. The balance sheet 
reports the “final score” in terms of assets, liabilities, and equities at the end of the “game” 
(i.e., the balance sheet date). Meanwhile, the change statements function like “box 
scores” that summarize the contributions of each “player” during the accounting period 
toward the final score. The “players” in this analogy are the assets, liabilities, equities, 
revenues, expenses, and cash flows that are involved in the company’s activities during 
the accounting period.

 4. Most notes bear interest, but in this chapter we assume that all notes bear no interest. Interest is an amount paid by the borrower to the 
lender (in addition to the amount of the loan) for use of the money over time.

Real-World Example 
When it opened in 1995, 
Amazon.com was billed as 
“Earth’s Biggest Bookstore.” 
Despite earning record profits 
of $2.37 billion in 2016, the 
company did not produce any 
net income until 2003. Up to 
that point, Amazon.com had 
incurred net losses that totaled 
more than $3 billion. How did 
these early losses affect the 
three financial statements 
discussed so far? 
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Chapter 16 describes the statement of cash flows in detail. Our purpose here is to 
merely introduce this important financial statement. Normally, a firm prepares a state-
ment of cash flows for the same time period as the income statement. The following 
statement, however, shows the cash inflows and outflows for Metro Courier, Inc., since 
it was formed on June 1, 2018. Thus, this cash flow statement is for two months.

MEtRO COuRIER, INC. 
Statement of Cash Flows 

For the two-Month Period Ended July 31, 2018

Cash flows from operating activities: 

Net income $    2,100

Adjustments to reconcile net income to net cash provided by 
operating activities:

Increase in accounts receivable (700)

Increase in accounts payable 00    ,600

Net cash provided by operating activities $2,000

Cash flows from investing activities:

Purchase of trucks $(20,000) 

Purchase of office equipment     (2,500) 

Net cash used by investing activities (22,500) 

Cash flows from financing activities:

Proceeds from notes payable $6,000

Proceeds from sale of capital stock     30,000

Net cash provided by financing activities $36,000

Net increase in cash $15,500

At this point in the course, you need to understand what a statement of cash flows is 
rather than how to prepare it. We do not ask you to prepare such a statement until you 
have studied Chapter 16.

The income statement, the statement of retained earnings, the balance sheet, and the 
statement of cash flows of Metro Courier, Inc., show the results of management’s past 
decisions. They are the end products of the accounting process, which we explain in the 
next section. These financial statements give a picture of the solvency and profitability 
of the company. The accounting process details how this picture was made. Management 
and other interested parties use these statements to make future decisions. Management is 
the first to know the financial results; then, it publishes the financial statements to inform 
other users. The most recent financial statements for most publicly held companies can be 
found on their websites under “Investor Relations” or similar heading.

the Financial Accounting Process
In this section, we explain the accounting equation—the framework for the entire 
accounting process. Then, we show you how to recognize a business transaction and 
describe underlying assumptions that accountants use to record business transactions. 
Next, you learn how to analyze and record business transactions.

The Accounting Equation
In the balance sheet presented in Exhibit 1.1 (Part C), the total assets of Metro Courier, 
Inc., were equal to its total liabilities and stockholders’ equity. This equality shows that 
the assets of a business are equal to its equities; that is,

Assets = Equities

Objective 4
State the basic accounting 
equation and describe its 
relationship to the balance 
sheet.
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Assets were defined earlier as the things of value owned by the business, or the eco-
nomic resources of the business. Equities are all claims to, or interests in, assets. For 
example, assume that you purchased a new company automobile for $15,000 by investing 
$10,000 in your own corporation and borrowing $5,000 in the name of the corporation 
from a bank. Your equity in the automobile is $10,000, and the bank’s equity is $5,000. 
You can further describe the $5,000 as a liability because you owe the bank $5,000. If 
your business is a corporation, you can describe your $10,000 equity as stockholders’ 
equity or interest in the asset. Because the owners in a corporation are stockholders, the 
basic accounting equation becomes:

Assets (A) = Liabilities (L) + Stockholders’ equity (SE)

From Metro’s balance sheet in Exhibit 1.1 (Part C), we can enter in the amount of its 
assets, liabilities, and stockholders’ equity:

 A = L + SE
 $38,700 = $6,600 + $32,100

Remember that someone must provide assets or resources—either a creditor or a stock-
holder. Therefore, this equation must always be in balance.

You can also look at the right side of this equation in another manner. The liabilities 
and stockholders’ equity show the sources of an existing group of assets. Thus, liabilities 
are not only claims against assets but also sources of assets.

Together, creditors and owners provide all the assets in a corporation. The higher the 
proportion of assets provided by owners, the more solvent the company. However, com-
panies can sometimes improve their profitability by borrowing from creditors and using 
the funds effectively. As a business engages in economic activity, the dollar amounts and 
composition of its assets, liabilities, and stockholders’ equity change. However, the equal-
ity of the basic accounting equation always holds.

Analysis of Transactions
An accounting transaction is a business activity or event that causes a measurable change 
in the accounting equation, Assets = Liabilities + Stockholders’ equity. An exchange of 
cash for merchandise is a transaction. The exchange takes place at an agreed price that 
provides an objective measure of economic activity. For example, the objective measure 
of the exchange may be $5,000. These two factors—evidence and measurement—make 
possible the recording of a transaction. Merely placing an order for goods is not a record-
able transaction because no exchange has taken place.

A source document usually supports the evidence of the transaction. A source docu-
ment is any written or printed evidence of a business transaction that describes the essen-
tial facts of that transaction. Examples of source documents are receipts for cash paid or 
received, checks written or received, bills sent to customers for services performed or 
bills received from suppliers for items purchased, cash register tapes, sales tickets, and 
notes given or received. We handle source documents constantly in our everyday life. 
Each source document initiates the process of recording a transaction.

Underlying Assumptions or Concepts In recording business transactions, accountants 
rely on certain underlying assumptions or concepts. Both preparers and users of financial 
statements must understand these assumptions or concepts:

 1. Business entity concept (or accounting entity concept or economic entity 
concept). Data gathered in an accounting system relate to a specific business unit 
or entity. The business entity concept assumes that each business has an existence 
separate from its owners, creditors, employees, customers, other interested parties, 
and other businesses. Therefore, the economic activities of the business should be 
accounted for and kept separate from the economic activities of the owners.

Reinforcing Problems
E1-4 Compute retained 
earnings and total assets at 
beginning of year.
E1-5 Compute retained 
earnings at the end of each of 
two years.

Objective 5
Using the underlying 
assumptions or concepts, 
analyze business 
transactions and determine 
their effects on items in the 
financial statements.
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 2. Money measurement concept. Economic activity is initially recorded and 
reported in a common monetary unit of measure—the dollar in the United 
States. This form of measurement is known as money measurement and is 
sometimes referred to as the monetary unit concept. An additional provision of 
this concept is that the monetary unit used to account for economic activities 
(be it the dollar in the United States or the euro in the European Union or the 
yen in Japan) is considered to be relatively stable and need not be adjusted for 
inflation.

 3. Going-concern (continuity) concept. Unless strong evidence exists to the 
contrary, accountants assume that the business entity will continue operations 
into the indefinite future. Accountants call this assumption the going-concern 
or continuity concept. Assuming that the entity will continue indefinitely allows 
accountants to value long-term assets, such as land, at cost on the balance 
sheet because they are to be used rather than sold. Market values of these 
assets would be relevant only if they were for sale. For instance, accountants 
would still record land purchased in 1988 at its cost of $100,000 on the 
December 31, 2018, balance sheet even though its market value has risen to 
$300,000.

 4. Periodicity (time periods) concept. According to the periodicity (time periods) 
concept or assumption, an entity’s life can be meaningfully subdivided into time 
periods (such as months or years) to report the results of its economic activities.

 5. Accrual basis of accounting concept. Generally speaking, economic events 
should be recorded when they occur (i.e., revenues are recorded when earned and 
expenses are recorded when incurred) rather than when cash is received or paid.

Now that you understand business transactions and the five basic accounting assump-
tions or concepts, you are ready to follow some business transactions step by step. To 
begin, we divide Metro’s transactions into two groups: (1) transactions affecting only the 
balance sheet in June and (2) transactions affecting the income statement and/or the bal-
ance sheet in July. Note that we could also classify these transactions as operating, invest-
ing, or financing activities, as shown in the statement of cash flows on page 23.

NOtE tO thE StudENt
In future chapters, you will learn of various options available to companies when 
measuring revenues, expenses, assets, and liabilities under GAAP. Because of this 
flexibility, a company is required to provide the users of the financial statements the 
information that they need to understand the major accounting choices made by the 
company when preparing its financial statements. Also, because the information 
presented in the financial statements is greatly condensed, GAAP requires companies 
to produce disclosures that provide more detail supporting the condensed presentation. 
For these reasons, the notes that accompany a company’s financial statements are 
considered to be an integral part of the financial statements. You will explore some of 
these note disclosures as you read through this textbook. For now, however, understand 
that you should always read the notes that accompany a company’s financial statements 
before making a business or investment decision about the company. Again, always 
read the notes!

Transactions Affecting Only the Balance Sheet Because each transaction affecting a 
business entity must be recorded in the accounting records, analyzing a transaction before 
actually recording it is an important part of financial accounting. An error in transaction 
analysis results in incorrect financial statements.

Reinforcing Problem
E1-6 Analyze transactions.
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NOtE tO thE StudENt
For the purposes of this chapter, there are two rules that you must remember when 
recording transactions. The first rule is that every transaction will affect at least two 
accounts (perhaps more, but at least two).

To illustrate the analysis of transactions and their effects on the basic accounting equa-
tion, the activities of Metro Courier, Inc., that led to the statements in Exhibit 1.1 follow. 
The first set of transactions (for June), 1a, 2a, and so on, are repeated in the summary of 
transactions, Exhibit 1.2 (Part A). The second set of transactions (for July) (1b–6b) are 
repeated in Exhibit 1.3 (Part A) on page 33.

1a. Owners Invested Cash When Metro Courier, Inc., was organized as a corpora-
tion on June 1, 2018, the company issued shares of capital stock for $30,000 cash 
to Ron Chaney, his wife, and their son. This transaction increased assets (cash) of 
Metro by $30,000 and increased equities (the capital stock element of stockholders’ 
equity) by $30,000. Consequently, the transaction yields the following basic account-
ing equation:

2a. Borrowed Money The company borrowed $6,000 from Chaney’s father. Chaney 
signed the note for the company. The note bore no interest, and the company prom-
ised to repay (recorded as a note payable) the amount borrowed within one year. After 
including the effects of this transaction, the basic accounting equation is:

3a. Purchased Trucks and Office Equipment for Cash Metro paid $20,000 cash for 
two used delivery trucks and $1,500 for office equipment. Trucks and office equipment 
are assets because the company uses them to earn revenues in the future. Note that this 
transaction does not change the total amount of assets in the basic equation but only 
changes the composition of the assets. This transaction decreased cash and increased 
trucks and office equipment (assets) by the total amount of the cash decrease. Metro 

= +

Stock-
holders'
Equity

Trans-
action Explanation Cash

Receiv-
Accounts Office

able Trucks
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Balances before transaction 30,000$     $ -0- $ -0- $ -0- = $ -0- $ -0- 30,000$     
2a Borrowed money 6,000        6,000       

Balance after transaction 36,000$     = 6,000$      + 30,000$     

Assets Liabilities

Increased by $6,000 Increased by $6,000 

= +

+

Beginning balances $ -0- $ -0- $ -0- $ -0- = $ -0- $ -0- $ -0-
1a Stockholders invested cash 30,000      30,000      

Balance after transaction 30,000$     30,000$     

Stock-
holders'
Equity

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable

Capital
Stock

Assets Liabilities

Increased by $30,000 Increased by $30,000 
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received two assets and gave up one asset of equal value. Total assets are still $36,000. 
The accounting equation now is:

4a. Purchased Office Equipment on Account (for Credit) Metro purchased an addi-
tional $1,000 of office equipment on account, agreeing to pay within 10 days after receiv-
ing the bill. (To purchase an item on account means to buy it on credit.) This transaction 
increased assets (office equipment) and liabilities (accounts payable) by $1,000. As stated 
earlier, accounts payable are amounts owed to suppliers for items purchased on credit. 
Now you can see the $1,000 increase in the assets and liabilities as follows:

5a. Paid an Account Payable Eight days after receiving the bill, Metro paid $1,000 for 
the office equipment purchased on account (transaction 4a). This transaction reduced 
cash by $1,000 and reduced accounts payable by $1,000. Thus, the assets and liabilities 
both are reduced by $1,000, and the equation again balances as follows:

Exhibit 1.2, Part A, is a summary of transactions prepared in accounting equation form 
for June. A summary of transactions is a teaching tool used to show the effects of trans-
actions on the accounting equation. Note that the stockholders’ equity has remained at 

Decreased by $21,500 Increased by $20,000 Increased by $1,500 

= +

Stock-
holders'
Equity

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Balances before transactions 36,000$    $ -0- $ -0- $ -0- = $ -0- 6,000$    + 30,000$     
3a Purchased equipment for cash (21,500)     20,000     1,500      

Balance after transaction 14,500$    20,000$   1,500$    = 6,000$    + 36,000$     

Assets Liabilities

= +

Stock-
holders'
Equity

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Balances before transaction 14,500$     20,000$   1,500$   = 6,000$      30,000$    

4a
Purchased office equipment on 
account                     1,000     1,000          

Balance after transaction 14,500$     20,000$   2,500$   = 1,000$        6,000$      + 30,000$    

Assets Liabilities

Increased by $1,000 Increased by $1,000 

= +

Stock-
holders'
Equity

Trans-
action Explanation Cash

Receiv-
Accounts

able Trucks
Equip-
Office

ment
Accounts
Payable

Notes
Payable +

Capital
Stock

Balances before transaction 14,500$    $ -0- 20,000$   2,500$   = 1,000$        6,000$      + 30,000$    
5a Paid an account payable (1,000)      (1,000)        

Balance after transaction 13,500$    $ -0- 20,000$   2,500$   $ -0- 6,000$      + 30,000$    

Assets Liabilities

Decreased by $1,000 Decreased by $1,000 
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$30,000. This amount changes as the business begins to earn revenues or incur expenses. 
You can see how the totals at the bottom of Part A of Exhibit 1.2 tie into the balance sheet 
shown in Part B. The date on the balance sheet is June 30, 2018. These totals become the 
beginning balances for July 2018.

Thus far, all transactions have consisted of exchanges or acquisitions of assets either by 
borrowing or by owner investment. We used this procedure to help you focus on the account-
ing equation as it relates to the balance sheet. However, people do not form a business only 
to hold existing assets. They form businesses so their assets can generate greater amounts of 
assets. Thus, a business increases its assets by providing goods or services to customers. The 
results of these activities appear in the income statement. The section that follows shows more 
of Metro’s transactions as it began earning revenues and incurring expenses.

NOtE tO thE StudENt
So what is the second rule to remember when recording transactions? Every transaction 
must be recorded in such a way that the equality of the accounting equation holds. That is, 
total assets must always equal total liabilities plus total stockholders’ equity. The balance 
sheet must balance!

Transactions Affecting the Income Statement and/or Balance Sheet To survive, a 
business must be profitable. This means that the revenues earned by providing goods and 
services to customers must exceed the expenses incurred.

In July 2018, Metro Courier, Inc., began selling services and incurring expenses. The 
explanations of transactions that follow allow you to participate in this process and learn 
the necessary accounting procedures.

1b. Earned Service Revenue and Received Cash As its first transaction in July, Metro 
performed delivery services for customers and received $4,800 cash. This transac-
tion increased an asset (cash) by $4,800. Stockholders’ equity (retained earnings) also 
increased by $4,800, and the accounting equation was in balance.

The $4,800 is a revenue earned by the business and, as such, increases stockholders’ equity 
(in the form of retained earnings) because stockholders prosper when the business earns prof-
its. Likewise, if the corporation sustains a loss, the loss would reduce retained earnings.

Revenues increase the amount of retained earnings, whereas expenses and dividends 
decrease them. (In this first chapter, we show all of these items as immediately affecting 
retained earnings. In later chapters, the revenues, expenses, and dividends are accounted for 
separately from retained earnings during the accounting period and are transferred to retained 
earnings only at the end of the accounting period as part of the closing process described in 
Chapter 4.) The effects of this $4,800 transaction on the financial position of Metro are:

Reinforcing Problems
E1-7 Analyze transactions. 
E1-8 Determine effect of 
transactions on stockholders’ 
equity.

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

Beginning balances
  (Exhibit 1.2) 13,500$  $ -0- 20,000$  2,500$ = $ -0- 6,000$   30,000$  $ -0-

1b

Earned service
  revenue and 
  received cash 4,800     4,800      
Balances after
  transaction 18,300$  20,000$  2,500$  = 6,000$   + 30,000$  4,800$    

Assets Liabilities
Stockholders'

Equity

Increased by 
$4,800 

Increased by 
$4,800 
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A. Summary of Transactions

= +

Stock-
holders'
Equity

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Beginning balances $ -0- $ -0- $ -0- $ -0- = $ -0- $ -0- $ -0-
1a Stockholders invested cash 30,000       30,000    

30,000$     = 30,000$  
2a Borrowed money 6,000         6,000       

36,000$     = 6,000$     + 30,000$  

3a
Purchased trucks and office
  equipment for cash (21,500)      20,000   1,500     

14,500$     20,000$  1,500$   = 6,000$     + 30,000$  

4a
Purchased office equipment
  on account 1,000     1,000      

14,500$     20,000$  2,500$   = 1,000$     6,000$     + 30,000$  
5a Paid an account payable (1,000)        (1,000)     

End-of-month balances 13,500$     $ -0- 20,000$  2,500$   = $ -0- 6,000$     + 30,000$  

B. Balance Sheet

Cash 13,500$     

Trucks 20,000       Notes Payable 6,000$     
Office equipment 2,500         Total Liabilities 6,000$    

Stockholders' equity:
Capital stock 30,000    

Total assets 36,000$     Total liabilities and stockholders' equity 36,000$  

Assets Liabilities and Stockholders' Equity

METRO COURIER, INC.
Summary of Transactions

Month of June 2018

METRO COURIER, INC.
Balance Sheet
June 30, 2018

Assets Liabilities

Liabilities:

Exhibit 1.2

Metro would record the increase in stockholders’ equity brought about by the rev-
enue transaction as a separate account, retained earnings. This does not increase capital 
stock because the Capital Stock account increases only when the company issues shares 
of stock. The expectation is that revenue transactions will exceed expenses and yield 
net income. If net income is not distributed to stockholders, it is in fact retained. Later 
chapters show that because of complexities in handling large numbers of transactions, 
revenues and expenses affect retained earnings only at the end of an accounting period. 
The preceding procedure is a shortcut used to explain why the accounting equation 
remains in balance.

2b. Service Revenue Earned on Account (for Credit) Metro performed courier 
delivery services for a customer who agreed to pay $900 at a later date. The company 
granted credit rather than requiring the customer to pay cash immediately. This is called 
earning revenue on account. The transaction consists of exchanging services for the 
customer’s promise to pay later. This transaction is similar to the preceding transac-
tion in that stockholders’ equity (retained earnings) increases because the company 
has earned revenues. However, the transaction differs because the company has not 
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received cash. Instead, the company has received another asset, an account receivable. 
As noted earlier, an account receivable is the amount due from a customer for goods or 
services already provided. The company has a legal right to collect from the customer 
in the future. Accounting recognizes such claims as assets. The accounting equation, 
including this $900 item, is as follows:

3b. Collected Cash on Accounts Receivable Metro collected $200 on account from 
the customer in transaction 2b. The customer will pay the remaining $700 later. This 
transaction affects only the balance sheet and consists of giving up a claim on a cus-
tomer in exchange for cash. The transaction increases cash by $200 and decreases 
accounts receivable by $200. Note that this transaction consists solely of a change in 
the composition of the assets. When the company performed the services, it recorded 
the revenue. Therefore, the company does not record the revenue again when collect-
ing the cash.

4b. Paid Salaries Metro paid employees $2,600 in salaries. This transaction is an 
exchange of cash for employee services. Typically, companies pay employees for 
their services after they perform their work. Salaries (or wages) are costs compa-
nies incur to produce revenues, and companies consider them an expense. Thus, 
the accountant treats the transaction as a decrease in an asset (cash) and a decrease 
in stockholders’ equity (retained earnings) because the company has incurred an 
expense. Expense transactions reduce net income. Because net income becomes a 

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

Balances before
  transaction 18,300$     20,000$  2,500$    = 6,000$  30,000$   4,800$     

2b

Earned service
  revenue on
  account 900$           900         
Balances after
  transaction 18,300$     900$           20,000$  2,500$    = 6,000$  + 30,000$   5,700$     

Assets Liabilities
Stockholders'

Equity

Increased by 
$900 

Increased by 
$900 

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

Balances before
  transaction 18,300$   900$        20,000$   2,500$  = 6,000$   30,000$  5,700$     

3b
Collected cash on
  account 200$       (200)        

Balances after
  transaction 18,500$   700$        20,000$   2,500$  = 6,000$   + 30,000$  5,700$     

Stockholders'
EquityAssets Liabilities

Increased 
by $200 

Decreased 
by $200 
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part of the retained earnings balance, expense transactions also reduce the retained 
earnings.

5b. Paid Rent In July, Metro paid $400 cash for office space rental. This transaction 
causes a decrease in cash of $400 and a decrease in retained earnings of $400 because of 
the incurrence of rent expense.

Transaction 5b has the following effects on the amounts in the accounting equation:

6b. Received Bill for Gas and Oil Used At the end of the month, Metro received a $600 
bill for gas and oil consumed during the month. This transaction involves an increase in 
accounts payable (a liability) because Metro has not yet paid the bill and a decrease in 
retained earnings because Metro has incurred an expense. Metro’s accounting equation 
now reads:

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

Balances before
  transaction 18,500$   700$         20,000$   2,500$   = 6,000$   30,000$    5,700$        

4b Paid salaries (2,600)      (2,600)        

Balances after
  transaction 15,900$   700$         20,000$   2,500$   = 6,000$   + 30,000$    3,100$       

Assets Liabilities
Stockholders'

Equity

Decreased 
by $2,600 

Decreased 
by $2,600 

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

Balances before 
transaction 15,900$   700$       20,000$    2,500$    = 6,000$    30,000$  3,100$        

5b Paid rent (400)        (400)            

Balances after
  transaction 15,500$   700$       20,000$    2,500$    = 6,000$    + 30,000$  2,700$        

Assets Liabilities
Stockholders'

Equity

Decreased 
by $400 

Decreased 
by $400 

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

Balances before
  transaction 15,500$    700$          20,000$    2,500$   = 6,000$     30,000$    2,700$      

6b Received bill for 
gas and oil used 600$          (600)         

Balance after
  transaction 15,500$    700$          20,000$    2,500$   = 600$          6,000$     + 30,000$    2,100$      

Assets Liabilities
Stockholders'

Equity

Increased by 
$600 

Decreased by 
$600 
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Summary of Balance Sheet and Income Statement Transactions Part A of Exhibit 1.3 
summarizes the effects of all the preceding transactions on the assets, liabilities, and 
stockholders’ equity of Metro Courier, Inc., in July. The beginning balances are the end-
ing balances in Part A of Exhibit 1.2. The summary shows subtotals after each transac-
tion; these subtotals are optional and may be omitted. Note how the accounting equation 
remains in balance after each transaction and at the end of the month.

The ending balances in each of the columns in Part A of Exhibit 1.3 are the dollar 
amounts in Part B and those reported earlier in the balance sheet in Part C of Exhibit 1.1. 
The itemized data in the Retained Earnings column are the revenue and expense items 
in Part C of Exhibit 1.3 and those reported earlier in the income statement in Part A of 
Exhibit 1.1. The beginning balance in the Retained Earnings column ($–0–) plus net 
income for the month ($2,100) is equal to the ending balance in retained earnings ($2,100) 
shown earlier in Part B of Exhibit 1.1. Remember that the financial statements are not an 
end in themselves, but are prepared to assist users of those statements to make informed 
decisions. Throughout the text we show how people use accounting information in deci-
sion making.

NOtE tO thE StudENt
What particular financial statements should you expect to find in a “full set” of financial 
statements? U.S. GAAP requires that companies report a full set of general-purpose 
financial statements including: a statement of financial position (i.e., the balance sheet), 
results of operations (the income statement), and a statement of cash flows. If applicable, 
a company would also include a statement of comprehensive income. Most companies 
will also provide either a statement of retained earnings or a complete statement of 
stockholders’ equity as an aid to understanding the changes in the various equity 
accounts. A complete set of notes must also accompany the financial statements. Note 
that there are additional reporting requirements for public business entities under the 
regulations of the Securities and Exchange Commission. So, a document containing a 
complete set of financial statements could run dozens of pages in length (and beyond!).

Dividends Paid to Owners (Stockholders) Stockholders’ equity is (1) increased by 
capital contributed by stockholders and by revenues earned through operations and 
(2) decreased by expenses incurred in producing revenues. The payment of cash or other 
assets to stockholders in the form of dividends also reduces stockholders’ equity. Thus, 
if the owners receive a cash dividend, the effect would be to reduce the retained earnings 
part of stockholders’ equity; the amount of dividends is not an expense but is instead a 
distribution of income.

Analyzing and using the Financial Results—
the Equity Ratio
The two basic sources of equity in a company are stockholders and creditors; their com-
bined interests are called total equities. To find the equity ratio, divide stockholders’ 
equity by total equities or total assets because total equities equals total assets. In formula 
format:

Equity ratio = Stockholders’ equity
Total equities

The higher the proportion of equities (or assets) supplied by the owners, the more 
solvent the company. However, a high portion of debt may indicate higher profitability 
because quite often the interest rate on debt is lower than the rate of earnings realized 
from using the proceeds of the debt.

Objective 6
Prepare an income 
statement, a statement of 
retained earnings, and a 
balance sheet.

Reinforcing Problems 
E1-9 Analyze transactions.
E1-10 Identify transactions that 
decrease retained earnings.
E1-11 Prepare income 
statement.
E1-12 Prepare statement of 
retained earnings.
E1-13 Prepare balance sheet.

Objective 7
Analyze and use the 
financial results—the equity 
ratio.
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A. Summary of Transactions

= +

Trans-
action Explanation Cash

Accounts
Receiv-

able Trucks

Office
Equip-
ment

Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earn-
ings

Beginning
  balances
  (Exhibit 1.2) 13,500$      $ -0- 20,000$  2,500$    = $ -0- 6,000$  + 30,000$  $ -0-

1b Earned service
  revenue and
  received cash 4,800         4,800       

18,300$      20,000$  2,500$    = 6,000$  + 30,000$  4,800$     
2b Earned service

  revenue on
  account 900        900         

18,300$      900$      20,000$  2,500$    
 
= 6,000$   + 30,000$  5,700$     

3b Collected cash
  on account 200            (200)       

18,500$      700$      20,000$  2,500$    = 6,000$  + 30,000$  5,700$     
4b Paid salaries (2,600)        (2,600)     

15,900$      700$      20,000$  2,500$    = 6,000$  + 30,000$  3,100$     
5b Paid rent (400)           (400)        

15,500$      700$      20,000$  2,500$    = 6,000$  + 30,000$  2,700$     
6b Received bill for

  gas and oil
  used 600        (600)        
End-of-month
  balances 15,500$      700$      20,000$  2,500$    = 600$      6,000$  + 30,000$ 2,100$     

B. Balance Sheet

Revenues:
Cash 15,500$  Liabilities: Service revenue 5,700$     
Accounts receivable 700        Accounts payable 600$       Expenses:
Trucks 20,000   Notes payable 6,000      Salaries expense 2,600$   

Office equipment 2,500     Total liabilities 6,600$    Rent expense 400        

Stockholders' equity Gas & oil expense 600        
Capital stock 30,000$  Total expenses 3,600       
Retained earnings 2,100      Net income 2,100$     

32,100$  

Total assets 38,700$  38,700$  
Total liabilities and
  stockholders' equity

  Total stockholders'
    equity

Assets

METRO COURIER, INC.
Summary of Transactions

Month of July 2018

Stockholders'
Equity

$38,700 $6,600 $32,100

Assets Liabilities

METRO COURIER, INC. 
Balance Sheet 
July 31, 2018      

C. Income Statement 

Liabilities and  
Stockholders' 

Equity 

METRO COURIER, INC. 
Income Statement 

For the Month Ended July 31, 2018 

Exhibit 1.3
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An example illustrates this concept: Suppose that a company with $100,000 in assets 
could have raised the funds to acquire those assets in these two ways:

Case 1

Assets $100,000 Liabilities  $20,000

  Stockholders’ equity $80,000

Case 2

Assets $100,000 Liabilities $80,000

  Stockholders’ equity  $20,000

When a company suffers operating losses, its assets decrease. In Case 1, the assets 
would have to shrink by 80% before the liabilities would equal the assets. In Case 2, 
the assets would have to shrink only 20% before the liabilities would equal the 
assets. When the liabilities exceed the assets, the company is said to be insolvent. 
Therefore, creditors are safer in Case 1 and will more readily lend money to the 
company.

However, if funds borrowed at 10% are used to produce earnings at a 20% rate, Case 2 
is preferable in terms of profitability. Therefore, owners are better off in Case 2 if the bor-
rowed funds can earn more than they cost. 

Next, we examine the recent equity ratios of some actual companies:

Name of Company
Stockholders’ Equity 

($ millions)
total Equities 

($ millions) Equity Ratio

Johnson & Johnson $71,150 $133,411 53.3%

3M Corporation 11,747 32,718 35.9

General Electric Company 100,138 492,692 20.3

As you can see from the preceding data, the equity ratios of actual companies vary 
widely. Johnson & Johnson employs a higher proportion of stockholders’ equity (a 
lower proportion of debt) than GE in an effort to have a stronger balance sheet (more 
solvency). GE employs a greater proportion of debt, possibly in an attempt to increase 
profitability. 3M employs a strategy between the two. Every company must strike a 
balance between solvency and profitability to ensure long-run survival. The correct bal-
ance between proportions of stockholders’ and creditor equities depends on the indus-
try, general business conditions, and management philosophy.

Johnson & Johnson
Johnson & Johnson and 
its subsidiaries have 
approximately 127,100 
employees worldwide 
engaged in the research and 
development, manufacture, 
and sale of a broad range of 
products in three business 
segments within the health 
care field: consumer products, 
pharmaceuticals, and medical 
devices. 

3M Corporation
One of the world’s leading 
manufacturing companies, 
produces abrasives, automotive 
fasteners, specialty films and 
chemicals, tapes (Scotch tape), 
electrical/electronic connectors, 
and imaging and medical 
products.

General Electric Company
One of the most successful 
U.S. companies, General 
Electric Company (GD) sells 
products and services to 
industries such as aerospace, 
appliances, energy, industrial 
and power systems, medical 
systems, and plastics, as 
well as operating its financial 
subsidiary, GE Capital Global 
Holdings, LLC.

State University
James Stevens was taking an accounting course at 
State University. Also, he was helping companies 
find accounting systems that would fit their informa-
tion needs. He advised one of his clients to acquire 
a software computer package that could record 
the business transactions and prepare the finan-
cial statements. The licensing agreement with the 
software company specified that the basic charge 
for one site was $4,000 and that $1,000 must be 
paid for each additional site where the software 
was used.

James was pleased that his recommendation to 
acquire the software was followed. However, he was 
upset that management wanted him to install the software 
at eight other sites in the company and did not intend to 
pay the extra $8,000 due to the software company. A 
member of management stated, “The software company 
will never know the difference and besides, everyone 
else seems to be pirating software. If they do find out, we 
will pay the extra fee at that time. Our expenses are high 
enough without paying these unnecessary costs.” James 
believed he might lose this client if he did not do as man-
agement instructed. What should James do?

An Ethical Perspective
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Chapter 1 has introduced two important components of the accounting process: the 
accounting equation and the business transaction. In Chapter 2, you will learn about 
debits and credits and how accountants use them in recording transactions. Understand-
ing how data are accumulated, classified, and reported in financial statements helps you 
understand how to use financial statement data in making decisions.

understanding the Learning Objectives
•	 A sole proprietorship is an unincorporated business owned by an individual and often 

managed by that individual.

•	 A partnership is an unincorporated business owned by two or more persons 
associated as partners and is often managed by them.

•	 A corporation is a business incorporated under the laws of a state and owned by a few 
stockholders or by thousands of stockholders.

•	 Service companies perform services for a fee.

•	 Merchandising companies purchase goods that are ready for sale and then sell them 
to customers.

•	 Manufacturing companies buy materials, convert them into products, and then sell 
the products to other companies or to final customers.

•	 The income statement reports the revenues and expenses of a company and shows the 
profitability of that business organization for a stated period of time.

•	 The statement of retained earnings shows the change in retained earnings between the 
beginning of the period (e.g., a month) and its end.

•	 The balance sheet lists the assets, liabilities, and stockholders’ equity (including 
dollar amounts) of a business organization at a specific moment in time.

•	 The statement of cash flows shows the cash inflows and cash outflows for a company 
for a stated period of time.

•	 The accounting equation is Assets = Liabilities + Stockholders’ equity.

•	 The left side of the equation represents the left side of the balance sheet and shows 
things of value owned by the business.

•	 The right side of the equation represents the right side of the balance sheet and shows 
who provided the funds to acquire the things of value (assets).

•	 Every transaction affects at least two accounts. 

•	 Some transactions affect only balance sheet items: assets (such as cash, accounts 
receivable, and equipment), liabilities (such as accounts payable and notes payable), 
and stockholders’ equity (capital stock). Other transactions affect both balance sheet 
items and income statement items (revenues, expenses, and eventually retained 
earnings).

•	 Every transaction must be recorded in such a way that the equality of the accounting 
equation is maintained.

•	 Exhibits 1.2 (Part A) and 1.3 (Part A) show the effects of business transactions on the 
accounting equation.

•	 The income statement appears in Exhibits 1.1 (Part A) and 1.3 (Part C).

•	 The statement of retained earnings appears in Exhibit 1.1 (Part B).

Objective 1
Identify and describe 
the three basic forms of 
business organizations.

Objective 2
Distinguish among the 
three types of activities 
performed by business 
organizations.

Objective 3
Describe the content and 
purposes of the income 
statement, statement of 
retained earnings, balance 
sheet, and statement of 
cash flows.

Objective 4
State the basic accounting 
equation and describe its 
relationship to the balance 
sheet.

Objective 5
Using the underlying 
assumptions or concepts, 
analyze business 
transactions and determine 
their effects on items in the 
financial statements.

Objective 6
Prepare an income 
statement, a statement of 
retained earnings, and a 
balance sheet.
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•	 The balance sheet appears in Exhibits 1.1 (Part C) and 1.3 (Part B).

•	 The equity ratio is stockholders’ equity divided by total equities (or total assets).

•	 The equity ratio shows the percentage that assets would have to shrink before a 
company would become insolvent (liabilities exceed assets).

APPENdIX
A Comparison of Corporate Accounting with Accounting 
for Sole Proprietorships and Partnerships
Some textbook authors use the sole proprietorship and partnership forms of business 
ownership to illustrate accounting concepts and practices. In a survey of users and 
nonusers of our text, we learned that the majority preferred the corporate approach 
because most students will probably work for or invest in corporations. Also, many 
small businesses operate as corporations because of the investors’ desire for limited 
liability.

This appendix briefly describes the differences in accounting for these three forms of 
business ownership. The major difference is in the stockholders’ equity or owner’s equity 
section of the balance sheet. 

As you learned in this chapter, the stockholders’ equity section of the balance sheet for 
a corporation consists of capital stock and retained earnings. The owner’s equity section 
of the balance sheet for a sole proprietorship consists only of the owner’s capital account. 
The partners’ equity section of a partnership is similar to that of a sole proprietorship 
except that it shows a capital account and its balance for each partner.

Corporation Sole Proprietorship Partnership

Stockholders’ equity: Owner’s equity: Partners’ capital:

Capital stock $100,000

John 
Smith, 
Capital $150,000

John Smith, 
Capital $  75,000

Retained 
earnings $050,000 $150,000

Sam Jones, 
Capital   75,000

Total $150,000 $150,000 $150,000

The stockholders’ equity section of a corporate balance sheet can become more 
complex as you will see later in the text. However, the items in the owner’s equity 
section of the balance sheets of a sole proprietorship and a partnership always remain 
as just shown. In a sole proprietorship, the owner’s capital balance consists of the 
owner’s investments in the business, plus cumulative net income since the beginning 
of the business, less any amounts withdrawn by the owner. Thus, all of the amounts in 
the various stockholders’ equity accounts for a corporation are in the owner’s capital 
account in a sole proprietorship. In a partnership, each partner’s capital account bal-
ance consists of that partner’s investments in the business, plus that partner’s cumu-
lative share of net income since that partner became a partner, less any amounts 
withdrawn by that partner.

The Dividends account in a corporation is similar to an owner’s drawing account 
in a sole proprietorship. These accounts both show amounts taken out of the business 
by the owners. In a partnership, each partner has a drawing account. Accountants 
treat asset, liability, revenue, and expense accounts similarly in all three forms of 
organization.

Objective 7
Analyze and use the 
financial results—the equity 
ratio.
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demonstration Problem
On June 1, 2018, Green Hills Riding Stable, Incorporated, was organized. The following 
transactions occurred during June:

June 1 Shares of capital stock were issued for $10,000 cash.
 4 A horse stable and riding equipment were rented (and paid for) for the 

month at a cost of $1,200.
 8 Horse feed for the month was purchased on credit, $800.
 15 Boarding fees of $3,000 for June were charged to those owning horses 

boarded at the stable. (Fee is due on July 10.)
 20 Miscellaneous expenses of $600 were paid.
 29 Land was purchased from a savings and loan association by borrowing 

$40,000 on a note from that association. The loan is due to be repaid 
in five years. Interest payments are due at the end of each month, 
beginning July 31.

 30 Salaries of $700 for the month were paid.
 30 Riding and lesson fees were billed to customers in the amount of 

$2,800. (Fees are due on July 10.)

 a. Prepare a summary of the preceding transactions. Use columns headed Cash, 
Accounts Receivable, Land, Accounts Payable, Notes Payable, Capital Stock, and 
Retained Earnings. Determine balances after each transaction to show that the basic 
accounting equation is in balance.

 b. Prepare an income statement for June 2018.

 c. Prepare a statement of retained earnings for June 2018.

 d. Prepare a balance sheet as of June 30, 2018.

 Required

Solution to demonstration Problem
 a.

= +

Explanation Cash
Accounts

Receivable Land
Accounts
Payable

Notes
Payable +

Capital
Stock

Retained
Earnings

June 1 Capital stock issued 10,000$   = 10,000$   
4 Rent expense (1,200)      (1,200)$     

8,800$     = + 10,000$   (1,200)$     
8 Feed expense 800$       (800)          

8,800$     = 800$       + 10,000$   (2,000)$     
15 Boarding fees 3,000$       3,000        

8,800$     3,000$       = 800$       + 10,000$   1,000$       
20 Miscellaneous expenses (600)        (600)          

8,200$     3,000$       = 800         + 10,000$   400$         
29 Purchased land

by borrowing 40,000$     40,000$   
8,200$     3,000$       40,000$     = 800$       40,000$   + 10,000$   400$         

30 Salaries paid (700)        (700)          
7,500$     3,000$       40,000$     =

=

800$       40,000$   + 10,000$   (300)$        
30 Riding and lesson

fees billed 2,800         2,800        
7,500$     5,800$       40,000$     800$       40,000$   + 10,000$   2,500$       

Date

GREEN HILLS RIDING STABLE, INCORPORATED
Summary of Transactions

Month of June 2018

Assets Liabilities
 

Stockholders’ Equity
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 c.

Retained earnings, June 1 $ -0-
Add: Net income for June 2,500         

Total 2,500$       
Less: Dividends    -0-

Retained earnings, June 30 2,500$       

GREEN HILLS RIDING STABLE, INCORPORATED
Statement of Retained Earnings

For the Month Ended June 30, 2018

 b.

Revenues:
Horse boarding fees revenue 3,000$          
Riding and lesson fee revenue 2,800            

Total revenues 5,800$           

Expenses:
Rent expense 1,200$          
Feed expense 800              
Salaries expense 700              
Miscellaneous expense 600              

Total expenses 3,300             

Net income 2,500$           

GREEN HILLS RIDING STABLE, INCORPORATED
Income Statement

For the Month Ended June 30, 2018

Cash 7,500$           
Accounts receivable 5,800             
Land 40,000           

Total assets 53,300$         

Liabilities:
Accounts payable 800$              
Notes payable 40,000           

Total liabilities 40,800$         
Stockholders' equity:

Capital stock 10,000$        
Retained earnings 2,500            

Total stockholders' equity 12,500$         
Total liabilities and stockholders' equity 53,300$         

GREEN HILLS RIDING STABLE, INCORPORATED
Balance Sheet
June 30, 2018

Assets

Liabilities and Stockholders' Equity

 d.
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New terms n
Accounting equation Assets = Equities; or Assets = 

Liabilities + Stockholders’ equity. 24
Accounts payable Amounts owed to suppliers for goods or 

services purchased on credit. 22
Accounts receivable Amounts due from customers for 

services already provided. 22
Accrual basis of accounting Revenues and expenses are 

recognized when they occur rather than when cash is 
exchanged. 25

Assets Things of value owned by the business. Examples 
include cash, machines, and buildings. To their owners, 
assets possess service potential or utility that can be 
measured and expressed in money terms. 22

Balance sheet Financial statement that lists a company’s 
assets, liabilities, and stockholders’ equity (including dollar 
amounts) as of a specific moment in time. Also called a 
statement of financial position. 19, 21

Business entity concept (or accounting entity concept) 
The separate existence of the business organization. 16, 24

Capital stock The title given to an equity account showing the 
investment in a business corporation by its stockholders. 22

Continuity See going-concern concept. 25
Corporation Business incorporated under the laws of one of 

the states and owned by a few stockholders or by thousands 
of stockholders. 17

Cost Sacrifice made or the resources given up, measured in 
money terms, to acquire some desired thing, such as a new 
truck (asset). 25 

Dividend Payment (usually of cash) to the owners of a 
corporation; it is a distribution of income to owners rather 
than an expense of doing business. 20

Entity A business unit that is deemed to have an existence 
separate and apart from its owners, creditors, employees, 
customers, other interested parties, and other businesses and 
for which accounting records are maintained. 16

Equities Broadly speaking, all claims to, or interests in, assets; 
includes liabilities and stockholders’ equity. 24

Equity ratio A ratio found by dividing stockholders’ equity by 
total equities (or total assets). 32

Expenses Costs incurred to produce revenues, measured by the 
assets surrendered or consumed in serving customers. 19

Going-concern (continuity) concept The assumption by the 
accountant that unless strong evidence exists to the contrary, 
a business entity will continue operations into the indefinite 
future. 25

Income statement Financial statement that shows the 
revenues and expenses and reports the profitability of a 
business organization for a stated period of time. Sometimes 
called an earnings statement. 19

Liabilities Debts owed by a business—or creditors’ equity. 
Examples: notes payable, accounts payable. 22

Manufacturing companies Companies that buy materials, 
convert them into products, and then sell the products to 
other companies or to final customers. 18

Merchandising companies Companies that purchase goods 
ready for sale and sell them to customers. 18

Money measurement concept Recording and reporting 
economic activity in a common monetary unit of measure, 
such as the dollar. 25

Net income Amount by which the revenues of a period exceed 
the expenses of the same period. 19

Net loss Amount by which the expenses of a period exceed the 
revenues of the same period. 19

Notes payable Amounts owed to parties who loan the 
company money after the owner signs a written agreement 
(a note) for the company to repay each loan. 22

Partnership An unincorporated business owned by two or 
more persons associated as partners. 17

Periodicity (time periods) concept An assumption that 
an entity’s life can be meaningfully subdivided into time 
periods (such as months or years) for purposes of reporting 
its economic activities. 25

Profitability Ability to generate income. The income 
statement reflects a company’s profitability. 19

Retained earnings Accumulated net income less dividend 
distributions to stockholders. 22

Revenues Inflows of assets (such as cash) resulting from 
the sale of products or the rendering of services to 
customers. 19

Service companies Companies (such as accounting firms, law 
firms, or dry-cleaning establishments) that perform services 
for a fee. 18

Sole (single) proprietorship An unincorporated business 
owned by an individual and often managed by that 
individual. 17

Solvency Ability to pay debts as they become due. The balance 
sheet reflects a company’s solvency. 19

Source document Any written or printed evidence of a 
business transaction that describes the essential facts of that 
transaction, such as receipts for cash paid or received. 24

Statement of cash flows Financial statement showing cash 
inflows and outflows for a company over a period of 
time. 19, 22

Statement of retained earnings Financial statement used 
to explain the changes in retained earnings that occurred 
between two balance sheet dates. 19

Stockholders’ equity The owners’ interest in a 
corporation. 22

Stockholders or shareholders Owners of a corporation; they 
buy shares of stock, which are units of ownership, in the 
corporation. 17

Summary of transactions Teaching tool used in Chapter 1 
to show the effects of transactions on the accounting 
equation. 29

Transaction A business activity or event that causes a 
measurable change in the items in the accounting equation, 
Assets = Liabilities + Stockholders’ equity. 24
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True/False
Indicate whether each of the following statements is true 
or false.

 1. The three forms of business organizations are sole 
proprietorship, partnership, and trust.

 2. The three types of business activities are service, 
merchandising, and manufacturing.

 3. The income statement shows the profitability of the 
company and is dated as of a particular date, such as 
December 31, 2018.

 4. The statement of retained earnings shows both the net 
income for the period and the beginning and ending 
balances of retained earnings.

 5. The balance sheet contains the same major headings 
as appear in the accounting equation.

Self-test n

Multiple Choice
Select the best answer for each of the following questions.

 1. The ending balance in retained earnings is shown in the
 a. income statement.
 b. statement of retained earnings.
 c. balance sheet.
 d. both (b) and (c).
 2. Which of the following is not a correct form of the 

accounting equation?
 a. Assets = Equities.
 b. Assets = Liabilities + Stockholders’ equity.
 c. Assets – Liabilities = Stockholders’ equity.
 d. Assets + Stockholders’ equity = Liabilities.
 3. Which of the following is not one of the five underlying 

assumptions or concepts mentioned in the chapter?
 a. Accrual basis of accounting
 b. Inflation accounting concept
 c. Business entity concept
 d. Going-concern concept

 4. When the stockholders invest cash in the business, 
what is the effect?

 a. Liabilities increase and stockholders’ equity 
increases.

 b. Both assets and liabilities increase.
 c. Both assets and stockholders’ equity increase.
 d. None of the above is correct.
 5. When services are performed on account, what is 

the effect?
 a. Both cash and retained earnings decrease.
 b. Both cash and retained earnings increase.
 c. Both accounts receivable and retained earnings 

increase.
 d. Accounts payable increases and retained earnings 

decreases.

Now turn to page 51 to check your answers.

Questions n
 1. Accounting has often been called the language of 

business. In what respects would you agree with 
this description? How might you argue that this 
description is deficient?

 2. Define asset, liability, and stockholders’ equity.
 3. How do liabilities and stockholders’ equity differ? 

How are they similar?
 4. How do accounts payable and notes payable differ? 

How are they similar?
 5. Define revenues. How are revenues measured?
 6. Define expenses. How are expenses measured?
 7. What is a balance sheet? On what aspect of a 

business does the balance sheet provide information?
 8. What is an income statement? On what aspect of a 

business does this statement provide information?

 9. What information does the statement of retained 
earnings provide?

 10. Identify the three types of activities shown in a 
statement of cash flows.

 11. What is a transaction? What use does the accountant 
make of transactions? Why?

 12. What is the accounting equation? Why must it always 
balance?

 13. Give an example from your personal life that 
illustrates your use of accounting information in 
reaching a decision.

 14. You have been elected to the governing board of 
your church. At the first meeting you attend, mention 
is made of building a new church. What accounting 
information would the board need in deciding 
whether or not to go ahead with the project?
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Exercises n

 15. A company purchased equipment for $2,000 cash. 
The vendor stated that the equipment was worth 
$2,400. At what amount should the equipment be 
recorded?

 16. What is meant by money measurement?
 17. When should revenues and expenses be recognized 

using the accrual basis of accounting?
 18. What effect does the going-concern (continuity) 

concept have on the amounts at which long-term 
assets are carried on the balance sheet?

 19. Of what importance is the periodicity (time periods) 
concept to the preparation of financial statements?

 20. Describe a transaction that would:
 a. Increase both an asset and capital stock
 b. Increase both an asset and a liability
 c. Increase one asset and decrease another asset
 d. Decrease both a liability and an asset

 e. Increase both an asset and retained earnings
 f. Decrease both an asset and retained earnings
 g. Increase a liability and decrease retained earnings
 21. Identify the causes of increases and decreases in 

stockholders’ equity.
 22. Real-World Question Refer to the 2016 financial 

statements of Apple Inc. in the Annual Report 
Appendix at the back of the text. What were the net 
income or loss amounts in the latest three years? 
Discuss the meaning of the changes after reading 
management’s discussion and analysis of financial 
condition and results of operations.

 23. Real-World Question Refer to the financial 
statements of Apple Inc. in the Annual Report 
Appendix. Has the solvency of the company 
improved from one year to the next? Discuss.

Match the descriptions in Column B with the appropriate terms in Column A.

Column A Column B

 1. Corporation

 2. Merchandising company

 3. Partnership

 4. Manufacturing company

 5. Service company

 6. Sole proprietorship

 a. An unincorporated business owned by an individual

 b. The form of organization used by most large businesses

 c. Buys raw materials and converts them into finished products

 d. Buys goods in their finished form and sells them to 
customers in that same form

 e. An unincorporated business with more than one owner

 f. Performs services for a fee

Assume that retained earnings increased by $3,900 from June 30, 2017, to June 30, 2018. 
A cash dividend of $600 was declared and paid during the year.

 a. Compute the net income for the year.
 b. Assume expenses for the year were $6,000. Compute the revenue for the year.

On December 31, 2018, Perez Company had assets of $220,000, liabilities of $132,500, 
and capital stock of $40,000. During 2019, Perez earned revenues of $78,000 and incurred 
expenses of $38,750. Dividends declared and paid amounted to $6,000.

 a. Compute the company’s retained earnings on December 31, 2018.
 b. Compute the company’s retained earnings on December 31, 2019.

At the start of the year, a company had liabilities of $70,000 and capital stock of $170,000. 
At the end of the year, retained earnings amounted to $155,000. Net income for the year 
was $65,000 and $25,000 of dividends were declared and paid. Compute retained earn-
ings and total assets at the beginning of the year.

A firm began operations on January 1, 2018. Revenues for the year ended Decem-
ber 31, 2018, were $506,000, and revenues for the year ended December 31, 2019, were 
$1,144,000. Expenses for the year ended December 31, 2018, were $250,800, and for 
the year ended December 31, 2019, expenses were $517,000. Dividends for 2018 were 

Exercise 1-1
Matching (L.O. 1, 2)

Exercise 1-2
Compute net income and 

revenue (L.O. 3)

Exercise 1-3
Compute retained earnings 

(L.O. 3, 4)

Exercise 1-4
Compute retained earnings 

and total assets at beginning 
of year (L.O. 3, 4)

Exercise 1-5
Compute retained earnings at 

the end of each of two years 
(L.O. 3, 4)
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$70,400, and for 2019 dividends were $167,200. What was the balance in retained earn-
ings at the end of each of the years?

For each of the following events, determine if it has an effect on the specific items (such 
as cash) in the accounting equation. For the events that do have an effect, present an 
analysis of the transaction that shows its two sides or dual nature.

 a. Purchased equipment for cash, $12,000.
 b. Purchased a truck for $40,000, signed a note (with no interest) promising payment 

in 10 days.
 c. Paid $1,600 for the current month’s utilities.
 d. Paid for the truck purchased in (b).
 e. Employed Mary Childers as a salesperson at $1,200 per month. She is to start work 

next week.
 f. Signed an agreement with a bank in which the bank agreed to lend the company up 

to $200,000 at any time within the next two years.

Bradley Company, engaged in a courier service business, completed the following 
selected transactions during July 2018:

 a. Purchased office equipment on account
 b. Paid an account payable
 c. Earned service revenue on account
 d. Borrowed money by signing a note at the bank
 e. Paid salaries for month to employees
 f. Received cash on account from a charge customer
 g. Received gas and oil bill for month
 h. Purchased delivery truck for cash
 i. Declared and paid a cash dividend

Using a tabular form similar to Exhibit 1.3 (Part A), indicate the effect of each transaction 
on the accounting equation using (+) for increase and (–) for decrease. No dollar amounts 
are needed, and you need not fill in the Explanation column.

Indicate the amount of change (if any) in the stockholders’ equity balance based on each 
of the following transactions:

 a. The stockholders invested $100,000 cash in the business by purchasing capital 
stock.

 b. Land costing $40,000 was purchased by paying cash.
 c. The company performed services for a customer who agreed to pay $18,000 in one 

month.
 d. Paid salaries for the month, $12,000.
 e. Paid $14,000 on an account payable.

Give examples of transactions that would have the following effects on the items in a 
firm’s financial statements:
 a. Increase cash; decrease some other asset
 b. Decrease cash; increase some other asset
 c. Increase an asset; increase a liability
 d. Decrease retained earnings; decrease an asset
 e. Increase an asset other than cash; increase retained earnings
 f. Decrease an asset; decrease a liability

Exercise 1-6
Analyze transactions 
(L.O. 4, 5)

Exercise 1-7
Indicate effect of transactions 
on items in the accounting 
equation (L.O. 4, 5)

Exercise 1-8
Determine effect of 
transactions on stockholders’ 
equity (L.O. 5)

Exercise 1-9
Analyze transactions (L.O. 5)
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Which of the following would result in a decrease in retained earnings? Why?

 a. Employees were paid $20,000 for services performed during the month.
 b. $175,000 was paid to acquire land.
 c. Paid an $18,000 note payable. No interest was involved.
 d. Paid a $200 account payable.

Assume that the following items were included in the Retained Earnings column in the 
summary of transactions for Cinck Company for July 2018:

Salaries expense $120,000

Service revenue 300,000

Gas and oil expense 27,000

Rent expense 48,000

Dividends paid 40,000

Prepare an income statement for July 2018.

Given the following facts, prepare a statement of retained earnings for Brindle Company, 
a tanning salon, for August 2018:

Balance in retained earnings at end of July, $188,000.

Dividends paid in August, $63,600.

Net income for August, $72,000.

The column totals of a summary of transactions for Speedy Printer Repair, Inc., as of 
December 31, 2018, were as follows:

Accounts payable $60,000

Accounts receivable 90,000

Capital stock 100,000

Cash 40,000

Land 80,000

Building 50,000

Equipment 30,000

Notes payable 20,000

Retained earnings ?

Prepare a balance sheet. We have purposely listed the accounts out of order.

Merck & Co, Inc., is a world leader in the discovery, development, manufacture, and 
marketing of a broad range of human and animal health products. The company, which 
has 68,000 employees, spends over $6.7 billion every year on the research and develop-
ment of new drugs. As of January 31, 2017, its 2.75 billion shares were valued in the stock 
market at a total of $159.26 billion. Given the following data for Merck (in millions), 
calculate the equity ratios for 2015 and 2016. Then comment on the results.

2016 2015

Stockholders’ equity $40,308 $44,767

Total equities $95,377 $101,677

Exercise 1-10
Identify transactions that 

decrease retained earnings 
(L.O. 5)

Exercise 1-11
Prepare income statement 

(L.O. 6)

Exercise 1-12
Prepare statement of retained 

earnings (L.O. 6)

Exercise 1-13
Prepare balance sheet 

(L.O. 6)

Exercise 1-14
Calculate the equity ratios for 

Merck & Co. (L.O. 7)
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Lakewood Personal Finance Company, which provides financial advisory services, 
engaged in the following transactions during May 2018:

May 1 Received $360,000 cash for shares of capital stock issued when 
company was organized.

 2 The company borrowed $80,000 from the bank on a note.
 7 The company bought $182,400 of computer equipment for cash.
 11 Cash received for services performed to date was $17,200.
 14 Services performed for a customer who agreed to pay within a month 

were $18,000.
 15 Employee wages were paid, $13,200.
 19 The company paid $24,000 on the note to the bank.
 31 Interest paid to the bank for May was $280. (Interest is an expense, 

which reduces retained earnings.)
 31 The customer of May 14 paid $3,200 of the amount owed to the company.
 31 An order was received from a customer for services to be rendered next 

week, which will be billed at $12,000.

Prepare a summary of transactions (see Part A of Exhibit 1.3). Use money columns headed 
Cash, Accounts Receivable, Equipment, Notes Payable, Capital Stock, and Retained Earn-
ings. Determine balances after each transaction to show that the accounting equation balances.

Reliable Lawn Care Service, Inc., a company that takes care of the lawns and shrubbery 
of personal residences, engaged in the following transactions in April 2018:

Apr. 1 The company was organized and received $500,000 cash from the 
owners in exchange for capital stock issued.

 4 The company bought equipment for cash, $181,760.
 9 The company bought additional mowing equipment that cost $18,120 

and agreed to pay for it in 30 days.
 15 Cash received for services performed to date was $13,840.
 16 Amount due from a customer for services performed totaled $5,280.
 30 Of the receivable (see April 16), $3,072 was collected in cash.
 30 Miscellaneous operating expenses of $8,240 were paid during the month.
 30 An order was placed for miscellaneous equipment costing $28,800.

  a. Prepare a summary of transactions (see Part A of Exhibit 1.3). Use money columns 
headed Cash, Accounts Receivable, Equipment, Accounts Payable, Capital Stock, 
and Retained Earnings. Determine balances after each transaction to show that the 
basic accounting equation balances.

 b. Prepare a balance sheet as of April 30.

Analysis of the transactions of the Moonlight Drive-In Theater for June 2018 disclosed 
the following:

Ticket revenue $180,000

Equipment rent expense 50,000

Film rent expense 53,400

Concession revenue 29,600

Advertising expense 18,600

Salaries expense 60,000

Utilities expense 14,100

Cash dividends declared and paid 12,000

Problem 1-1
Prepare summary of 
transactions (L.O. 4, 5)

Required 

Problem 1-2
Prepare summary of 
transactions and balance 
sheet (L.O. 4–6)

Problem 1-3
Prepare income statement, 
statement of retained 
earnings, and balance sheet 
(L.O. 6)

Problems n
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Balance sheet amounts at June 30 include the following:

Cash $140,000

Land 148,000

Accounts payable 87,600

Capital stock 114,000

Retained earnings as of June 1, 2018 84,900

 a. Prepare an income statement for June 2018.
 b. Prepare a statement of retained earnings for June 2018.
 c. Prepare a balance sheet as of June 30, 2018.
 d. How solvent does this company appear to be?

Little Folks Baseball, Inc., was formed by a group of parents to meet a need for a place for 
kids to play baseball. At the beginning of its second year of operations, its balance sheet 
appeared as follows:

LIttLE FOLKS BASEBALL, INC. 
Balance Sheet 
April 30, 2018

Assets
Cash $   56,000

Accounts Receivable 80,000

Land 600,000

Total assets $ 736,000 

Liabilities and Stockholders’ Equity
Liabilities:

Accounts payable $   64,000

Stockholders’ Equity:

Capital stock $ 400,000
Retained earnings 00272,000 00672,000

Total liabilities and stockholders’ equity $ 736,000

The summarized transactions for May 2018 are as follows:

 a. Issued additional capital stock for cash, $300,000
 b. Collected $60,000 on accounts receivable
 c. Paid $64,000 on accounts payable
 d. Received membership fees from parents (nonrefundable): in cash, $240,000; and on 

account, $130,000
 e. Incurred operating expenses: for cash, $50,000; and on account, $165,000
 f. Paid dividends of $14,000
 g. Purchased more land for cash, $108,000
 h. Placed an order for new equipment expected to cost $115,000

 a. Prepare a summary of transactions (see Part A of Exhibit 1.3) using column 
headings as given in the balance sheet. Determine balances after each transaction.

 b. Prepare an income statement for May 2018.
 c. Prepare a statement of retained earnings for May 2018.
 d. Prepare a balance sheet as of May 31, 2018.

 Required

Problem 1-4
Prepare income statement, 

statement of retained 
earnings, and balance sheet 

(L.O. 4–6)

 Required
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The balance sheets for May 31, 2018, and April 30, 2018, and the income statement for 
May of the Target-Line Golf Driving Range follow. (Common practice is to show the 
most recent period first.) 

tARGEt-LINE GOLF dRIVING RANGE 
Comparative Balance Sheet

May 31, 2018 April 30, 2018
Assets

Cash $   56,400 $   46,800

Land $0163,200 0144,000

Total assets $ 219,600 $ 190,800

Liabilities and Stockholders’ Equity
Accounts payable $ 18,000 $ 27,600

Capital stock 144,000 144,000

Retained earnings $057,600 $019,200

Total liabilities and stockholders’ equity $ 219,600 $ 190,800

tARGEt-LINE GOLF dRIVING RANGE 
Income Statement 

For the Month Ended May 31, 2018

Revenues:
Service revenue $ 64,000

Expenses:

Salaries expense $ 16,000

Equipment rental expense $ 09,600 $025,600

Net income $ 38,400

All revenues earned are on account.

State the probable cause(s) of the change in each of the balance sheet accounts from 
April 30 to May 31, 2018.

Problem 1-5
State causes of balance 
sheet changes (L.O. 3, 6)

Required 

Alternate Problems n
Preston Auto Paint Company completed the following transactions in September 2018:

Sept. 1 The company was organized and received $100,000 cash from the 
issuance of capital stock.

 2 The company leased a building and paid rent of $5,000 for the month 
of September.

 5 The company bought painting and sanding equipment for cash at a cost 
of $28,000.

 7 The company painted the auto fleet of a customer who agreed to pay 
$12,000 in one week. The customer furnished the special paint.

 14 The company received the $12,000 from the transaction of September 7.
 20 Additional sanding equipment that cost $2,800 was acquired today; 

payment was postponed until September 28.
 28 $2,400 was paid on the liability incurred on September 20.
 30 Employee salaries for the month, $3,200, were paid.
 30 Placed an order for additional painting equipment advertised at $20,000.

Problem 1-1A
Prepare summary of 
transactions (L.O. 4, 5)
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Prepare a summary of transactions (see Part A of Exhibit 1.3) for the company for these 
transactions. Use money columns headed Cash, Accounts Receivable, Equipment, 
Accounts Payable, Capital Stock, and Retained Earnings. Determine balances after each 
transaction to show that the basic accounting equation balances.

Quick-Start Home Repair Company completed the following transactions in June 2018:

June 1 The company was organized and received $210,000 cash from the 
issuance of capital stock.

 4 The company paid $53,000 cash for a truck.
 7 The company borrowed $10,000 from its bank on a note.
 9 Cash received for repair services performed was $8,500.
 12 Expenses of operating the business so far this month were paid in cash, 

$3,400.
 18 Repair services performed for a customer who agreed to pay within a 

month amounted to $7,200.
 25 The company paid $4,065 on its loan from the bank, including $4,050 

of principal and $15 of interest. (The principal is the amount of the 
loan. Interest is an expense, which reduces retained earnings.)

 30 Miscellaneous expenses incurred in operating the business from June 13 
to date were $4,325 and were paid in cash.

 30 An order (contract) was received from a customer for repair services to 
be performed tomorrow, which will be billed at $3,000.

 a. Prepare a summary of transactions (see Part A of Exhibit 1.3). Include money 
columns for Cash, Accounts Receivable, Trucks, Notes Payable, Capital Stock, and 
Retained Earnings. Determine balances after each transaction to show that the basic 
accounting equation balances.

 b. Prepare a balance sheet as of June 30, 2018.

Following are summarized transaction data for Luxury Apartments, Inc., for the year end-
ing June 30, 2018. The company owns and operates an apartment building.

Rent revenue from building owned $150,000

Building repairs 2,870

Building cleaning, labor cost 3,185

Property taxes on the building 4,000

Insurance on the building 1,225

Commissions paid to rental agent 5,000

Legal and accounting fees (for preparation of tenant leases) 1,260

Utilities expense 8,225

Cost of new awnings (installed on June 30, will last 10 years) 5,000

Of the $150,000 rent revenue, $5,000 was not collected in cash until July 5, 2018.

Prepare an income statement for the year ended June 30, 2018.

 Required

Problem 1-2A
Prepare summary of 

transactions and balance 
sheet (L.O. 4–6)

 Required

Problem 1-3A
Prepare income statement 

(L.O. 6)

 Required
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The following data are for Central District Parking Corporation:

CENtRAL dIStRICt PARKING CORPORAtION 
Balance Sheet 

October 1, 2018

Assets
Cash $ 344,000

Accounts Receivable 18,000

Total assets $ 362,000

Liabilities and Stockholders’ Equity
Accounts payable $   94,000

Capital stock 232,000

Retained earnings 36,000

Total liabilities and stockholders’ equity $ 362,000

The summarized transactions for October 2018 are as follows:

Oct. 1 The accounts payable owed as of September 30 ($94,000) were paid.
 1 The company paid rent for the premises for October, $24,200.
 7 The company received cash of $7,300 for parking by daily customers 

during the week.
 10 The company collected $14,400 of the accounts receivable in the 

balance sheet on September 30.
 14 Cash receipts for the week from daily customers were $8,600.
 15 Parking revenue earned but not yet collected from fleet customers was 

$6,000.
 16 The company paid salaries of $2,800 for the period October 1–15. 
 19  The company paid advertising expenses of $1,800 for October.
 21 Cash receipts for the week from daily customers were $9,400.
 24 The company incurred miscellaneous expenses of $1,340. Payment will 

be due November 10.
 31 Cash receipts for the last 10 days of the month from daily customers 

were $8,400. 
 31 The company paid salaries of $4,500 for the period October 16–31.
 31 Billings to monthly customers totaled $21,600 for October.
 31 Paid cash dividends of $24,000.

 a. Prepare a summary of transactions (see Part A of Exhibit 1.3) using column headings 
as given in the preceding balance sheet. Determine balances after each transaction.

 b. Prepare an income statement for October 2018.
 c. Prepare a statement of retained earnings for October 2018.
 d. Prepare a balance sheet as of October 31, 2018.

Problem 1-4A
Prepare summary of 
transactions, income 
statement, statement of 
retained earnings, and 
balance sheet (L.O. 4–6)

Required 
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Upon graduation from high school, Jim Crane went to work for a builder of houses and 
small apartment buildings. During the next six years, Crane earned a reputation as an excel-
lent employee—hardworking, dedicated, and dependable—in the light-construction indus-
try. He could handle almost any job requiring carpentry, electrical, or plumbing skills.

Crane then decided to go into business for himself under the name Jim’s Fix-It Shop, Inc. He 
invested cash, some power tools, and a used truck in his business. He completed many repair 
and remodeling jobs for homeowners and apartment owners. The demand for his services was 
so large that he had more work than he could handle. He operated out of his garage, which 
he had converted into a shop, adding several new pieces of power woodworking equipment.

Now, two years after going into business for himself, Crane must decide whether to 
continue in his own business or to accept a position as construction supervisor for a home 
builder. He has been offered an annual salary of $50,000 and a package of fringe benefits 
(medical and hospitalization insurance, pension contribution, vacation and sick pay, and 
life insurance) worth approximately $8,000 per year. The offer is attractive to Crane. But 
he dislikes giving up his business because he has thoroughly enjoyed being his own boss, 
even though it has led to an average workweek well in excess of the standard 40 hours.

Business decision Case 1-1
Identify information needed to 

make decision (L.O. 3)

The following balance sheets for June 30, 2018, and May 31, 2018, and the income state-
ment for June are for Beach Camping Trailer Storage, Inc. (Common practice is to show 
the most recent period first.)

BEACh CAMPING tRAILER StORAGE, INC. 
Comparative Balance Sheet

June 30, 2018 May 31, 2018

Assets

Cash $   52,000 $  60,000

Accounts receivable 24,000 -0-

Land $036,000       36,000

Total assets $ 112,000 $  96,000

Liabilities and Stockholders’ Equity
Accounts payable $  18,000 $  24,000

Capital stock 60,000 60,000

Retained earnings $034,000 $012,000

Total liabilities and stockholders’ equity $ 112,000 $  96,000

BEACh CAMPING tRAILER StORAGE, INC. 
Income Statement 

For the Month Ended June 30, 2018

Revenues: 

Service revenue $100,000

Expenses:

Salaries expense $ 48,000

Supplies bought and used $024,000   72,000

Net income $  28,000

A cash dividend of $6,000 was declared and paid in June.

State the probable causes of the changes in each of the balance sheet accounts from 
May 31 to June 30, 2018.

Problem 1-5A
State causes of balance 

sheet changes (L.O. 3, 6)

 Required

Beyond the Numbers—Critical thinking n
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Suppose Crane comes to you for assistance in gathering the information needed to help him 
make a decision. He brings along the accounting records that have been maintained for his 
business by an experienced accountant. Using logic and your own life experiences, indicate 
the nature of the information Jim needs if he is to make an informed decision. Pay particular 
attention to the information likely to be found in his business accounting records. Does the 
available accounting information enter directly into the decision? Write a memorandum to Jim 
describing the information he will need to make an informed decision. The memo’s headings 
should include Date, To, From, and Subject. (See the format in Group Project 1–6.)

Recall that in this chapter we showed that the equity ratio is calculated by dividing stock-
holders’ equity by total equities (or total assets). Another format for analyzing solvency 
is to divide total debt by total equities. This latter calculation tells the proportion of assets 
financed by debt rather than the proportion of assets financed by stockholders’ equity. 
These two ratios are complements and must add to 100%. Thus, if 25% of assets were 
financed by debt, 75% were financed by stockholders’ equity. 

Using the following historical data from The Boeing Company, calculate the ratio of 
total debt to total equities for each year.

2016 2015 2014 2013 2012

Total Liabilities (in millions) $89,122 $88,011 $84,131 $77,666 $82,929

Total Stockholders’ Equity 877 6,335 8,665 14,875 5,867

Study these amounts and comment on the solvency of the company. Is there a trend in 
the company’s solvency over time? Stockholders’ equity during these last four years 
has decreased but liabilities have increased significantly. What do you think about the 
trends?

Look at the excerpts of the annual report of Apple Inc. in the Annual Report Appendix, 
and write answers to the following questions:

 1. What are the titles of the financial statements?
 2. What are the dates of the balance sheets?
 3. What periods are covered by the statements of operations?
 4. According to Note 1 to the financial statements, how does Apple determine the dates 

of its fiscal years?

Look at the annual report of Apple Inc. in the Annual Report Appendix. In that report you 
will find a letter outlining management’s responsibilities concerning the financial state-
ments, as well as the reports of the independent auditors.

Write answers to the following questions:

 1. Who is responsible for preparing the financial statements?
 2. Of what importance is the internal audit?
 3. What is the role of the audit committee?
 4. Why are no officers or employees on the audit committee?
 5. What is the responsibility of the external independent auditor?
 6. Does the independent auditor have absolute assurance that the financial statements 

are free of material misstatement?
 7. To what extent does the independent auditor examine evidence?

Refer to “An Ethical Perspective” on page 34. Write a short essay discussing the alterna-
tives James Stevens could pursue and the likely outcomes of those alternatives. Which of 
the alternatives would you recommend?

Required 

Annual Report Analysis 1-2
Comment on solvency of 
Boeing (L.O. 7)

Annual Report Analysis 1-3
Answer questions about 
Apple’s annual report

Annual Report Analysis 1-4
Answer questions about 
Apple’s annual report

Ethics Case—Writing 
Experience 1-5
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True/False
 1. False. Corporation, not trust, is the third form.
 2. True. The accounting for all three of these is covered 

in this text.
 3. False. The income statement is dated using a period of 

time, such as “For the Year Ended December 31, 2018.”

 4. True. In addition, the statement of retained earnings 
shows dividends declared.

 5. True. Both show assets, liabilities, and stockholders’ 
equity.

In teams of two or three students, interview a businessperson in your community. Ask how 
that person uses accounting information in making business decisions and obtain specific 
examples. Each team should write a memorandum to the instructor summarizing the results 
of the interview. Information contained in the memo should include the following:
 Date:
 To:
 From:
 Subject:

The content of the memo must include the name and title of the person interviewed, name 
of the company, date of the interview, examples of the use of accounting information for 
decision making, and any other pertinent information.

With a team composed of one or two other students, conceive of a business that you would like 
to form after graduation. Then describe approximately 15–20 transactions that the business 
might undertake in its first month of operations. Prepare a summary of transactions showing 
how each transaction affects the accounting equation. Identify each asset, liability, and stock-
holders’ equity item in your summary of transactions. For instance, instead of grouping all 
assets in one number, show cash, accounts receivable, and so on in your accounting equation.

With a team of one or two other students and using library sources, write a paper on the Ameri-
can Institute of Certified Public Accountants, its services to members, and its activities. Be 
careful to cite sources for your information. Direct quotes should be labeled as such and should 
be single-spaced and indented if relatively long or in quote marks and not indented if relatively 
short. To quote without giving the source is plagiarism and should be avoided at all costs.

Visit the following website for Nokia:
http://www.nokia.com

Write a short paper describing company information, products and services, and support 
available for the company’s products.

Visit the following website for Ford Motor Company:
http://www.ford.com

When the web page appears, search for “Investors,” and then locate the Ford Motor Com-
pany Annual Report. Based on your investigation, write a short paper describing the gen-
eral content of the annual report.

Group Project 1-6
Interview a businessperson

Group Project 1-7
Analyze transactions for a 

business

Group Project 1-8
Perform library research

Internet Project 1-9
Investigate company 

information

Internet Project 1-10
Examine an annual report

Answers to Self-test n

Multiple Choice
 1. d. The ending balance in retained earnings is shown 

in both the statement of retained earnings and in the 
balance sheet.

 2. d. This form of the equation would not balance.

 3. b. The inflation accounting concept was not one of 
the ones discussed. The other two were the money 
measurement concept and the periodicity concept.

 4. c. When the stockholders invest cash, assets and 
stockholders’ equity increase.

 5. c. The performance of services on account increases 
both accounts receivable and retained earnings.
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