War22e endsheets front.gxd 6/22/06 12:00 PM Page B $ FINAL

The Basics

1. Accounting Equation: STATEMENT OF OWNER’S EQUITY
Assets = Liabilities + Owner’s Equity A summary of the changes in the owner’s equity of a business en-
tity that have occurred during a specific period of time, such as a
month or a year.
2. T Account:
Account Title BALANCE SHEET
X A X A list of the assets, liabilities, and owner’s equity of a business en-
Left Side Right S,lde tity as of a specific date, usually at the close of the last day of a
debit credit month or a year.
STATEMENT OF CASH FLOWS
. . A summary of the cash receipts and cash payments of a business
3. Rules of Debit and Credit: entity for a specific period of time, such as a month or a year.
Total Debits = Total Credits 6. Accounting Cycle:
Balance Sheet Accounts 1. Transactions are analyzed and recorded in the
journal.
ASSETS _ ) l:-_'l‘_\B"-'T'ES . OWNER'S EQUITY 2. Transactions are posted to the ledger.
Asset Accounts Liability Accounts Owner’s Equity Accounts 3. An unadjusted trial balance is prepared.
Debit for | Credit for Debit for | Credit for —> Debit for | Credit for 4. Adjustment data are assembled and analyzed.
increases(+) | decreases(—) decreases(—)| increases(+) —> decreases(—)|increases(+) <— 5. An optional end—of—period Spreadsheet (work

sheet) is prepared.

Income Statement 6. Adjusting entries are journalized and posted to
The side of the account for recording increases and the Accounts the lec.lger' . .
normal balance is shown shaded. Revenue Accounts 7. An adjusted trial balance is prepared.
8. Financial statements are prepared.
Debit for | Credit for 9. Closing entries are journalized and posted to
decreases(—)| increases(+) the ledger
10. A post-closing trial balance is prepared.
Less
Expense Accounts 7. Types of Adjusting Entries:
 Debit for | Credit for 1. Prepaid expense (deferred expense)
increases(+) decreases(-) 2. Unearned revenue (deferred revenue)
3. Accrued revenue (accrued asset)
Equals 4. Accrued expense (accrued liability)
Net Income 5. Depreciation expense
Revenues exceed expenses Each entry will always affect both a balance sheet and
Increases owner’s equity (capital) — an income statement account.
or
Net Loss . -
Expenses exceed revenues 8' CIOSIng EntrIeS:
— Decreases owner’s equity (capital) 1. Transfer revenue account balances to Income
Drawing Account Summary.
2. Transfer expense account balances to Income

——— Debit for | Credit for

increases(+) |decreases(—) Summary.

3. Transfer Income Summary balance to Capital.
4. Transfer drawing account balance to Capital.

4. Analyzing and Recording Transactions 9. Special Journals:

1. Carefully read the description of the transaction to determine
whether an asset, liability, owner’s equity, revenue, expense, or
drawing account is affected by the transaction.

2. For each account affected by the transaction, determine whether
the account increases or decreases.

3. Determine whether each increase or decrease should be recorded
as a debit or a credit.

4. Record the transaction using a journal entry.

5. Periodically post journal entries to the accounts in the ledger.

6. Prepare an unadjusted trial balance at the end of the period.

Providing services

on account ——— > recorded in —— Revenue (sales) journal
Receipt of cash from

any source ——— > recorded in —— Cash receipts journal
Purchase of items

on account ——— recorded in —— Purchases journal
Payments of cash for

any purpose —— > recorded in —— Cash payments journal

5. Financial Statements:

INCOME STATEMENT
A summary of the revenue and expenses of a business entity for a
specific period of time, such as a month or a year.
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10. Shipping Terms: 16. Contribution Margin Ratio = Sales — Variable Costs
FOB Shipping Point ~ FOB Destination Sales

Ownership (title)

passes to buyer when 17. Break-Even Sales (Units) = Fixed Costs

merchandise is.................... delivered to delivered to Unit Contribution Margin
freight carrier buyer

Transportation costs . . .
are p£ ABY e buyer seller 18. Sales (Units) = Fixed Costs + Target Profit

Unit Contribution Margin

11. Format for Bank Reconciliation:
19. Margin of Safety = Sales — Sales at Break-Even Point

Cash balance according to bank statement ...................... $xxx Sales
Add:  Additions by company not on bank
Statement .......cceeeveeeiieiieee e $xx . . . .
Bank errors ......c.occeuevvieieirieeeeeeeeeeeae XX XX 20. Operating Leverage = _Contribution Marg}“
Fxxx Income from Operations
Deduct: Deductions by company not on bank
statement ... $xx 21. Variances
Bank errors..... XX XX
Adjusted balance............coooocuoeiiiiii $roxx Direct Materials _ Actual Price per Unit— . Actual Quantity
Price Variance Standard Price Used
Cash balance according to company’s records................. $xxx
Add:  Additions by bank not recorded by company .. $xx Direct Materials _ Actual Quantity Used -, Standard Price
Company [ 8 0 O N XX $ XX Quantity Variance Standard Quantity per Unit
XXX
Deduct: Deductions by bank not recorded Direct Labor _ Actual Rate per Hour - Actual Hours
by company.........cccoceuevrcnieinieicecns $xx Rate Variance Standard Rate Worked
COMPANY EITOTS......oucueruvieiiiiacici i XX XX
Adjusted balance............ccooveririiiricinieiies $xxx Direct Labor _ Actual Hours Worked -~ Standard Rate
Time Variance Standard Hours per Hour
12. Inventory Costing Methods: '
1. First-in, First-out (FIFO) o V;;lrlalcollg FaCtOﬁybl ~ FActual B Bu(c)igetﬁd Ijial?tory
2. Last-in, First-out (LIFO) verhead ( ontrollable = Factory 'verhead for
: / Variance Overhead Amount Produced
3. Average Cost
Fixed Factory Budgeted Factory Applied
13. Interest Computations: Overhead Volume =  Overhead for - Factory
Interest = Face Amount (or Principal) x Rate x Time Variance Amount Produced Overhead

22. Rate of Return on _ Income from Operations

14. Methods of Determining Annual Depreciation:

Investment (ROI) ~ Invested Assets
STRAIGHT-LINE: Cost — Estimated Residual Value Alternative ROI Computation:
Estimated Life ROIL= Income from Operations % Sales
DOUBLE-DECLINING-BALANCE: Rate* x Book Value at Beginning Sales Invested Assets

of Period
*Rate is commonly twice the straight-line 23. Capital Investment Analysis Methods:

rate (1/Estimated Life). 1. Methods That Ignore Present Values:
A. Average Rate of Return Method
B. Cash Payback Method

15. Adjustments to Net Income (Loss) 2. Methods That Use Present Values:

Using the Indirect Method A. Net Present Value Method
Increase B. Internal Rate of Return Method
(Decrease)

Net income (loss) $ XXX 24. Average Rate _ Estimated Average Annual Income

Adjustments to reconcile net income to of Return - Average Investment

net cash flow from operating activities:

Depreciation of fixed assets XXX 25. Present Value Index = Total Present Value of Net Cash Flow
Amortization of intangible assets XXX Amount to Be Invested
Losses on disposal of assets XXX

Gains on disposal of assets (XXX)

Changes in curFr)ent operating assets and liabilities: 26. Present Val"_le Factor = Amount to Be Invested
Increases in noncash current operating assets (XXX) for an Annuity of $1 ~ Equal Annual Net Cash Flows
Decreases in noncash current operating assets XXX
Increases in current operating liabilities XXX
Decreases in current operating liabilities (XXX)

Net cash flow from operating activities $ XXX

or
$(XXX)
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Carl S. Warren

Dr. Carl S. Warren is Professor Emeritus of Accounting at the University of Georgia,
Athens. For over 25 years, Professor Warren taught all levels of accounting classes.
Professor Warren has taught classes at the University of Georgia, University of Iowa,
Michigan State University, and University of Chicago. Professor Warren focused his
teaching efforts on principles of accounting and auditing. Professor Warren received
his doctorate degree (Ph.D.) from Michigan State University and his undergraduate
(B.B.A) and masters (M.A.) degrees from the University of lowa. During his career,
Professor Warren published numerous articles in professional journals, including The
Accounting Review, Journal of Accounting Research, Journal of Accountancy, The CPA
Journal, and Auditing: A Journal of Practice & Theory. Professor Warren’s outside inter-
ests include writing short stories and novels, oil painting, playing handball, golfing,
skiing, backpacking, and fly-fishing.

James M. Reeve

Dr. James M. Reeve is Professor Emeritus of Accounting and Information Management
at the University of Tennessee. Professor Reeve taught on the accounting faculty for
25 years, after graduating with his Ph.D. from Oklahoma State University. His teach-
ing effort focused on undergraduate accounting principles and graduate education in
the Master of Accountancy and Senior Executive MBA programs. Beyond this, Professor
Reeve is also very active in the Supply Chain Certification program, which is a major
executive education and research effort of the College. His research interests are var-
ied and include work in managerial accounting, supply chain management, lean man-
ufacturing, and information management. He has published over 40 articles in academic
and professional journals, including the Journal of Cost Management, Journal of
Management Accounting Research, Accounting Review, Management Accounting Quarterly,
Supply Chain Management Review, and Accounting Horizons. He has consulted or pro-
vided training around the world for a wide variety of organizations, including Boeing,
Procter and Gamble, Norfolk Southern, Hershey Foods, Coca-Cola, and Sony. When
not writing books, Professor Reeve plays golf and is involved in faith-based activities.

Jonathan E. Duchac

Dr. Jonathan Duchac is the Merrill Lynch and Co. Associate Professor of Accounting
Policy and Director of the Program in Enterprise Risk Management at Wake Forest
University. He earned his Ph.D. in accounting from the University of Georgia and cur-
rently teaches introductory and advanced courses in financial accounting. Dr. Duchac
has received a number of awards during his career, including the Wake Forest Graduate
Accounting Student Teaching Award, the T.B. Rose award for Instructional Innovation,
and the University of Georgia Outstanding Teaching Assistant Award. In addition to
his teaching responsibilities, Dr. Duchac serves as Accounting Advisor to Merrill
Lynch Equity Research, where he works with research analysts in reviewing and eval-
uating the financial reporting practices of public companies. He has testified before the
U.S. House of Representatives, the Financial Accounting Standards Board, and the
Securities and Exchange Commission and has worked with a number of major public
companies on financial reporting and accounting policy issues.
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Get Connected

For over 75 years, Accounting has been used effectively to teach generations of busi-
nessmen and women. As the most successful business textbook of all time, it contin-
ues to introduce students to accounting through a variety of time-tested ways. With
this edition, we continue our quest to explore new ways to connect the modern stu-
dent to accounting, a discipline that is challenging and rewarding.

With this quest in mind, we came to you, the teachers of accounting, and asked what
works, what doesn’t, and what needs improvement. For this edition, we employed
many new methods to get closer to instructors who teach the course every day. As al-
ways, your responses were thorough and insightful, and through reviews, focus
groups, and our ground-breaking Blue Sky Workshops, we’ve created a contemporary
and efficient learning system for today’s student and instructor. In fact, our Blue Sky
Workshops brought together accounting teachers from all over the country to discuss
content, chapter pedagogy, book design, and supplements. For the first time, instruc-
tors had input on every aspect of the project, and the effect of their input on this edi-
tion is clear. By connecting with those who use the book, Accounting, 22e, delivers
everything students and instructors need, with nothing they don't.

The original author of Accounting, James McKinsey, could not have imagined the suc-
cess and influence this text has enjoyed or that his original vision would continue to
lead the market into the twenty-first century. As the current authors, we appreciate the
responsibility of protecting and enhancing this vision, while continuing to refine it to
meet the changing needs of students and instructors. Always in touch with a tradition
of excellence but never satisfied with yesterday’s success, this edition enthusiastically
embraces a changing environment and continues to proudly lead the way. We sincerely
thank our many colleagues who have helped to make it happen.

a2

Cpetri?—
Dechac

“The teaching of accounting is no longer designed to train professional accountants
only. With the growing complexity of business and the constantly increasing difficulty
of the problems of management, it has become essential that everyone who aspires to
a position of responsibility should have a knowledge of the fundamental principles of
accounting.”

— James O. McKinsey, Author, first edition, 1929
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See the example of
the application being
presented.

:

s For Practice: PE 1-1A, PE 1-1B

Example Exercise 1-1

Follow My Example 1-1

Follow along as the
authors work

Vi

through the example
exercise.

Try these corre-
sponding end-of-
chapter exercises for
practice!

—p—

Connect to Course Content

As the clear leader in pedagogical innovation, Accounting, 22e, intro-
duces the next step in the evolution of accounting textbooks. Through
discussions at the Blue Sky Workshops and other instructor interac-
tions, this edition is closer than ever to becoming the “perfect”
accounting text.

Example Exercise

Based on extensive market feedback, we’ve developed new Example Exercises that re-
inforce concepts and procedures in a bold, new way. Like a teacher in a classroom, stu-
dents follow the authors” example to see how to complete accounting applications as
they are presented in the text. This feature also provides a list of Practice Exercises that
parallel the Example Exercises, so students get the practice they need.

objective (g4

On August 25, Gallatin Repair Service extended an offer of $125,000 for land that had been priced for
sale at $150,000. On September 3, Gallatin Repair Service accepted the seller’s counteroffer of $137,000.
On October 20, the land was assessed at a value of $98,000 for property tax purposes. On December 4,
Gallatin Repair Service was offered $160,000 for the land by a national retail chain. At what value should
the land be recorded in Gallatin Repair Service's records?

$137,000. Under the cost concept, the land should be recorded at the cost to Gallatin Repair Service.

1. 28 <

Clear Objectives and Key Learning Outcomes

To help guide students, the authors revised and focused the chapter objectives and de-
veloped key learning outcomes related to each chapter objective. All aspects of the
chapter content and end-of-chapter exercises and problems connect back to these ob-
jectives and related outcomes. In doing so, students can test their understanding and
quickly locate concepts for review.

FINAL
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“At a Glance” Chapter Summary

The “At a Glance” summary grid ties everything together and helps students stay on track. First, the Key Points
recap the chapter content for each chapter objective. Second, the related Key Learning Outcomes list all of the ex-
pected student performance capabilities that come from completing each objective. In case students need further
practice on a specific outcome, the last two columns reference related Example Exercises and their corresponding
Practice Exercises. Through this intuitive grid, all the chapter pedagogy links together in one cleanly integrated

summary.
5. Describe the financial statements of a proprietorship and explain how they interrelate.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
The principal financial statements of a propri- e List and describe the financial
etorship are the income statement, the state- statements of a proprietorship.
ment of owner’s equity, the balance sheet, e Prepare an income statement. 1-4 1-4A, 1-4B
and the statement of cash flows. The income e Prepare a statement of 1-5 1-5A, 1-5B
statement reports a period’s net income or owner'’s equity.
net loss, which also appears on the statement ® Prepare a balance sheet. 1-6 1-6A, 1-6
of owner’s equity. The ending owner’s capital e Prepare a statement of cash 1-7 1-7A, 1-
reported on the statement of owner’s equity flows.
is also reported on the balance sheet. The e Explain how the financial
ending cash balance is reported on the bal- statements of a proprietor-
ance sheet and the statement of cash flows. ship are interrelated.
A A A A
Provides a conceptual Creates a checklist of Directs the student to
review of each skills to help review this helpful new
objective. for a test. feature!
Accounting Information and the M (o) d ern, U ser-

EXHIBIT 3 Stakeholders of a Business

————————— Friendly Design
Bl L sers The internal design has been modi-

Q 2 tied to be both appealing and easy to

Internal: : -
] g Extoral: P : navigate. Based on student testimo
ma ers, ustomers, | 2 B 1 1
Identify emgfjgeijs Stakeholders cradiors; | | Saehoiiets || : nials of what they find most useful,
atakeholders RRISIIRTY needs )| : this streamlined presentation in-
cludes a wealth of helpful resources
- Brepais acountg : without feeling cluttered. To update
= S;gﬁg,qtoslgg[s : the look of the material, some
: Exhibits use computerized spread-
4 3 : sheets to better reflect the changing
ccoummc : environment of business. Visual
Record economic INFORMATION Design the accounting : . K

data about SYSTEM information system : learners will appre(:late the gener—

business activities | to meet stakeholders’ : s .
and events J needs ) : ous number of exhibits and illustra-
3 « L tions used to convey concepts and

"""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""""" procedures.

Vii
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Connect to Real

Always aware of the issues and changes in real world accounting, the
colorful and dynamic Accounting, 22e, visually highlights coverage
that is designed to help students make the connection between ac-
counting concepts and business practices. Accounting doesn’t occur in
a vacuum, and the new and improved features found in each chapter
make the content come to life.

Improved Chapter Openers

Building on the strengths of past editions, these openers continue to relate the ac-
counting and business concepts in the chapter to the student’s life. New for this edi-
tion, these openers now employ examples of real companies as well providing
invaluable insight into real practice. The following companies are among those that
have been incorporated into the chapter openers.

* Google * Marvel Entertainment e Fatburger

* Gold’s Gym e Electronic Arts * The North Face

Analyzing Transactions

Gold’s Gym International, Inc.

Using A ts to Record Ti

2. Describe and ilustrate the posting of journal
entries to accounts.

| 49

Financial Analysis and Interpretation

The Financial Analysis and Interpretation section in Chapters 6-16 introduces relevant,
key ratios throughout the textbook. Students connect with the business environment
as they learn how stakeholders will interpret financial reports. This section covers basic
analysis tools that students will use again in the Financial Statement Analysis chapter.
Furthermore, students get to test their proficiency with these tools through special activ-
ities and exercises in the end of the chapter. Both the section and related end-of-chapter
material are indicated with a unique icon for a consistent presentation.

viii
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Comprehensive Real World Notes

Students get a close-up look at how accounting operates in the marketplace through a
variety of items in the margins and in the Business Connections boxed features through-
out the book. In addition, a variety of end-of-chapter exercises and problems employ
real world data to give students a feel for the material accountants see daily. No mat-
ter where they are found, elements that use material from real companies are indicated
with a unique icon for a consistent presentation. The following companies are among
those highlighted in the text.

o AT&T
e Campbell Soup Co.
¢ Mercedes-Benz

RN

Roughly eight out of every ten
workers in the United States
are service providers.

¢ Ford Motor Co.
o Gillette
¢ General Electric

¢ J.C. Penney Co.
e Hewlett-Packard
e Delta Air Lines

R
o

Business Connections

RAPID INVENTORY AT COSTCO

Costco Wholesale Corporation operates over 300 mem-
bership warehouses that offer members low prices on a lim-
ited selection of nationally branded and selected private
label products. Costco emphasizes generating high sales
volumes and rapid inventory turnover. This enables Costco
to operate profitably at significantly lower gross margins
than traditional wholesalers, discount retailers, and super-
markets. In addition, Costco’s rapid turnover provides it the
opportunity to conserve on its cash, as described below.

Because of its high sales volume and rapid inventory
turnover, Costco generally has the opportunity to receive
cash from the sale of a substantial portion of its inventory
at mature warehouse operations before it is required to
pay all its merchandise vendors, even though Costco takes
advantage of early payment terms to obtain payment dis-

counts. As sales in a given warehouse increase and inven-
tory turnover becomes more rapid, a greater percentage
of the inventory is financed through payment terms pro-
vided by vendors rather than by working capital (cash).

© DON RYAN/ASSOCIATED PRESS

Integrity, Objectivity, and Ethics in Business

In each chapter, these cases help students develop their ethical compass. Often cou-
pled with related end-of-chapter activities, these cases can be discussed in class or the
students can consider them as they read the chapter. These are always indicated with
a unique icon for a consistent presentation.

: C c . THIC,
Integrity, Objectivity, and Ethics in Business ?';:-;;-rs

THE RESPONSIBLE BOARD

Recent accounting scandals, such as those involving Enron,
WorldCom, and Fannie Mae, have highlighted the roles
of boards of directors in executing their responsibilities.
For example, eighteen of Enron’s former directors and
their insurance providers have settled shareholder litiga-

tion for $168 million, of which $13 million is to come from
the directors’ personal assets. Board members are now on
notice that their directorship responsibilities are being
taken seriously by stockholders.
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Connect and Review

Though the presentation of this edition includes many new and im-
proved elements, the traditional tools that have helped students for
years remain an integral part of the book.

B netsolutions Continuing Case Study: Students follow a fictitious company, NetSolutions,
throughout Chapters 1-6 as the example company to demonstrate a variety of transac-
tions. To help students connect to the world of accounting, the NetSolutions transactions
in Chapters 1 and 2 are often paired with nonbusiness events to which students can eas-
ily relate.

Summaries: Within each chapter, these synopses draw special attention to impor-
tant points and help clarify difficult concepts.

In the preceding examples, you should observe that the left side of asset
The left side of all ac- accounts is used for recording incrgases, a}nd. ’Fhe right side,is usc?d for
recording decreases. Also, the right side of liability and owner’s equity ac-
counts is used to record increases, and the left side of such accounts is
used to record decreases. The left side of all accounts, whether asset, lia-
bility, or owner’s equity, is the debit side, and the right side is the credit
side. Thus, a debit may be either an increase or a decrease, depending

counts is the debit side,

and the right side is the
credit side.

Key Terms: At the end of each chapter, this list of key terms provides page num-
bers for easy reference.

Self-Examination Questions: Five multiple-choice questions, with answers at
the end of the chapter, help students review and retain chapter concepts.

IMlustrative Problem and Solution: A solved problem models one or more of

the chapter’s assignment problems, so that students can apply the modeled procedures
to end-of-chapter materials.

lllustrative Problem

J. E. Outz, M.D., has been practicing as a cardiologist for three years. During April,
2007, Outz completed the following transactions in her practice of cardiology.

Apr. 1. Paid office rent for April, $800.

Purchased equipment on account, $2,100.

Received cash on account from patients, $3,150.

Purchased X-ray film and other supplies on account, $245.

One of the items of equipment purchased on April 3 was defective. It was
returned with the permission of the supplier, who agreed to reduce the ac-

count for the amount charged for the item, $325.

O 0 U1 W=
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» o » Connect and Practice ¢ ¢ ¢ ¢

Students need to practice accounting in order to understand and use it.
To give your students the greatest possible advantages in the real world,
Accounting, 22e, goes beyond presenting theory and procedure with
comprehensive, time-tested, end-of-chapter material.

Eye Openers (formerly Discussion Questions): Contains quick concept
review questions and single transaction exercises, which are ideal to help students
break down concepts into basic parts, ensuring a solid foundation on which to build.

Example Exercises: For Practice Includes two parallel variations of the
Example Exercise in the chapter, allowing students to practice the applications the
authors illustrated earlier.

Exercises: Completely revised and accompanied by a general topic and a refer-
ence to chapter objective.

Problems Series A and B: Completely revised and accompanied by a general
topic and a reference to chapter objective.

Special Activities: Focus on understanding and solving pertinent business and
ethical issues. Some are presented as conversations in which students can “observe”
and “participate” when they respond to the issue being discussed.

Comprehensive Problems: Located after Chapters 4, 6, 11, 15 and 23 to inte-
grate and summarize chapter concepts and test students’” comprehension.

Financial Statement Analysis Problem: Located in Chapter 17, this prob-
lem features the Williams-Sonoma, Inc., 2005 Annual Report, which allows students

to engage current, real world data.
WILLIAMS-SONOMA,INC.

Annual Meeting of Sharcholders
May 23, 2006

Williams-Sonoma, Inc., Problem

FINANCIAL The financial statements for Williams-Sonoma, Inc., are presented in Appendix D at the end
STATEMENT of the text. The following additional information (in thousands) is available:
ANALYSIS

Accounts receivable at February 1, 2004 $ 31,573

Inventories at February 1, 2004 404,100

Total assets at February 1, 2004 1,470,735

Stockholders’ equity at February 1, 2004 804,591

Instructions
1. Determine the following measures for the fiscal years ended January 29, 2006 and Janu-
ary 30, 2005, rounding to one decimal place.
a. Working capital
b. Current ratio
c. Quick ratio
d. Accounts receivable turnover
e. Number of days’ sales in receivables
f. Inventory turnover

g. Number of days’ sales in inventor

Xi
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e » » Connect and Practice o ¢ ¢ o

Each chapter’s Eye Openers, Example Exercises: For Practice, and Exercises provide
those important brief exercises and can be assigned for homework or used as exam-
ples in the classroom. Among those sections, you'll find an average of 35 exercises per
chapter! In addition, the two full sets of problems can be used as classroom illustra-
tions, assignments, alternate assignments, or as independent study.

While always tied to the chapter content, some of the end-of-chapter material covers
special topics like those covered in the book features. Specifically, you'll see

Financial Analysis and Interpretation: After being introduced to key ratios
of financial analysis and interpretation in the related section of Chapters 6-16, stu-
dents get to test their proficiency through special activities and exercises that fre-

€“‘¥CS quently feature real company data.

P Ethical Dilemmas: Often paired with the scenario presented in the Integrity,
) Objectivity, and Ethics in Business feature, these exercises and activities put the stu-

dent in the role of a decision maker faced with a problem to solve.

<z&\x\. WO/,*@ Real World Applications: These exercises and activities encourage students to
- @ — speculate about the real-world effects of newly learned material.
In addition to content, the versatile end-of-chapter section also indicates

Communication Items: These activities help students develop communication
skills that will be essential on the job, regardless of the fields they pursue.

EX 1-2 . A fertilizer manufacturing company wants to relocate to Collier County. A 13-year-old
Professional ethics report from a fired researcher at the company says the company’s product is releasing
obj. 1 toxic by-products. The company has suppressed that report. A second report commis-

sioned by the company shows there is no problem with the fertilizer.
&~ Should the company’s chief executive officer reveal the context of the unfa-
vorable report in discussions with Collier County representatives? Discuss.

Internet Projects: These activities acquaint students with the ever-expanding
accounting-related areas of the Web.

Team Building: Group Learning Activities let students learn accounting and
business concepts while building teamwork skills.

SA 44 In groups of three or four, compare the balance sheets of two different companies, and
Compare balance sheets  present to the class a summary of the similarities and differences of the two compa-

. nies. You may obtain the balance sheets you need from one of the following sources:
Group Project

1. Your school or local library.
2. The investor relations department of each company.
3. The company’s Web site on the Internet.
4. EDGAR (Electronic Data Gathering, Analysis, and Retrieval), the electronic archives
of financial statements filed with the Securities and Exchange Commission.
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Your Time

Your Course
Your \Way

Just what you need to know and do NOWV.
~Thomson

(NOWI!

ThomsonNOW for Accounting is a powerful, fully
integrated online teaching and learning system that
provides you with the ultimate in flexibility, ease of use,
and efficient paths to success to deliver the results you
want—NOW!
MANAGE

e Select from flexible choices and options to best meet =

the needs of you and your students. &
e Test and grade student results based on AACSB and

AICPA or IMA accreditation standards and a special

set of principles of accounting course outcomes.

¢ Teach and reinforce chapter content through
integrated eBooks and Personalized Study Plans.

e Save valuable time in planning and managing your REINFORCE
course assignments.

e Students stay mobile with Lectures-to-Go. Available
in both audio and video formats, these iPod-ready
broadcasts can be downloaded for preparation before
class or last-minute reviewing for a test.

e Students connect to real businesses through our Business Connections videos. This
collection of films on accounting issues brings the subject alive. Most notably, the
new Chapter 18, “Introduction to Managerial Accounting,” incorporates a video
of the manufacturing operation of Washburn Guitars, a producer of instruments
used by many popular artists today.
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Chapter Changes

1. Introduction to Accounting and Business

B New informational Exhibit 4 on accounting career paths with salary ranges gets students ex-
cited about the field.

B Expanded section on ethical behavior in business accompanied by new Exhibit 2 outlining ex-
amples of fraud since 2000 emphasizes the importance of reporting accurate, reliable financial
information.

B A new horizontal format displays how transactions affect each account and facilitates the
preparation of the financial statements.

B New chapter opener features Google.

2. Analyzing Transactions

B Opens with a new transition that ties the horizontal format of Chapter 1 into the use of accounts
and the rules of debits and credits. Also, a new section describing how students should ana-
lyze and record transactions aids students with their homework.

B New Exhibit 3 summarizes the rules of debit and credit along with normal balances of accounts
so students can see how both guiding principles operate together.

B New margin labels help guide students through transaction analysis.

B New chapter opener features Gold’s Gym.

3. The Adjusting Process

B All adjusting entries now include explanations.

B New Exhibits 1 and 2 illustrate the types of adjustments students will encounter as well as the
affects of those adjustments on the Income Statement and Balance Sheet. Exhibit 1 focuses on
prepaid expense and unearned revenue, and Exhibit 2 focuses on accrued revenue and accrued
expense.

B The terminology has been revised to be consistent with Chapter 2. That is, we now use the
terms prepaid expense and unearned revenue instead of deferred expense and deferred revenue.

m Exhibit 6 (formerly Exhibit 5) has been revised with adjusting entries from NetSolutions to
clearly summarize the effect of adjustments on the financial statements.

B New chapter opener features Marvel Entertainment, Inc.

B New Integrity, Objectivity, and Ethics in Business discusses personal use of office supplies.

4. Completing the Accounting Cycle

B Opens by illustrating the flow of accounting data from the unadjusted trial balance to the
adjusted trial balance and financial statements using an end-of-period spreadsheet (work
sheet). This is followed by the preparation of financial statements and closing entries for
NetSolutions.

B New Exhibit 8 clearly illustrates each step in the accounting cycle and the role of the accoun-
tant in the process.

B New learning objective, Illustration of the Accounting Cycle, reviews and illustrates each step
in the accounting cycle for Kelly Consulting. This illustration is a complete review of the ac-
counting cycle and recaps what students have learned in Chapters 1-4.

m To familiarize students with alternate formats, the end-of-period spreadsheet is presented in a
computerized spreadsheet format.

B Preparation of the end-of-period spreadsheet (work sheet) with acetate layovers is included in
an end of the chapter appendix. This appendix uses the NetSolutions chapter illustration. The
chapter exercises and problems have been designed so that instructors have the option of re-
quiring students prepare the end-of-period spreadsheet (work sheet).

B New chapter opener features Electronic Arts, Inc.

5. Accounting Systems

B Internal Controls have been moved to Chapter 8 to allow instructors to focus on special jour-
nals and computerized accounting systems.

B Schedule of accounts receivable is now the customer balance summary report and schedule of
accounts payable is now the supplier balance summary report to more accurately reflect titles
used in practice.

B New material on the correction of errors in a computerized environment.

B New chapter opener features Intuit.

6. Accounting for Merchandising Businesses
B The chart of accounts for a merchandising business is now integrated with the discussion of
merchandise transactions early in the chapter to help students transition from service busi-
nesses to merchandising business.
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B Nonbank Credit Card transactions such as American Express transactions are recorded in the
same manner as MasterCard and VISA transactions. This better reflects the accounting for
American Express transactions used by most retailers.

® Appendix 1, Accounting Systems for Merchandisers, has been revised and updated.

B New Appendix 2 covers periodic inventory in a merchandising business and includes a new
exhibit which compares the perpetual and periodic systems. Appendix 2 also includes the clos-
ing entries under the periodic system.

B The end-of-chapter exercises and problems have been designed so that instructors can assign ex-
ercises and problems using the perpetual system, the periodic inventory, or both systems.

B Transportation Out has been revised as Delivery Expense so that it is easier for students to
identify it as an income statement account.

® New chapter opener features Whole Foods Market.

7. Inventories (formerly Chapter 9)

B Based on reviewer and user feedback, inventories are now covered after merchandising busi-
nesses.

B Objectives 3 and 4 now use the same data to draw a better comparison between perpetual
(Objective 3) and periodic (Objective 4) inventory systems.

B The periodic inventory discussion (Objective 4) has been reorganized to better reflect real world
practice. Specifically, ending inventory is determined first and is then subtracted from mer-
chandise available for sale to determine the cost of merchandise sold.

B The prior edition’s Objective 2, which focuses on reporting errors of inventory on the financial
statements, has been moved to Objective 6 to improve the flow of the chapter. In addition, this
discussion has been simplified.

B New chapter opener features Best Buy.

8. Sarbanes Oxley, Internal Controls, and Cash (formerly Chapter 7)

B The internal controls discussion has been moved from Chapter 5 to Chapter 8. In addition, the
chapter begins with a discussion of the Sarbanes-Oxley Act that includes an example of a
General Electric internal control report.

B The coverage of cash now reflects modern banking practices, including new information about
cash received by Electronic Funds Transfer, expanded information about bank statements in an
electronic environment, and streamlined coverage of vouchers and manual forms.

B The bank reconciliation form now appears in a vertical format to be consistent with practice.
To simplify for students, “company” replaces “depositor” in the bank reconciliation form.

B Petty Cash coverage is now covered as Special Purpose Cash Funds.

B New chapter opener features Ebay.

B Two new Integrity, Objectivity, and Ethics in Business discuss check fraud and bank errors.

9. Receivables (formerly Chapter 8)

B The direct write-off method of accounting for uncollectible receivables now comes before the
allowance method, so students can build from simple to complex concepts.

B A T-account approach is used to illustrate the allowance method.

B New comparison of the percent of sales and analysis of receivables estimation methods sum-
marizes Objective 4.

m New Objective 5 compares direct write-off and allowance methods.

B New chapter opener features FedEx-Kinkos.

10. Fixed Assets and Intangible Assets

B Declining-Balance Depreciation is now Double-Declining-Balance Depreciation.

B New Exhibit 7 compares depreciation methods.

B New Exhibit 8 presents revising depreciation estimates graphically.

m Certain coverage has been streamlined for a clearer presentation. Specifically, capital and revenue
expenditure is now covered as part of Objective 1, as is the discussion of leasing fixed assets.

B Financial Analysis and Interpretation item now covers the Fixed Asset Turnover Ratio, as it is
more relevant to the chapter.

B New chapter opener features Fat Burger.

11. Current Liabilities and Payroll
B Changes to the McGrath withholding table use the universal IRS Percentage Method. This
change simplifies the calculation method in the text.
B New chapter opener features Panera.
B New Business Connections features a discussion on the condition of Social Security.
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Chapter Changes

12. Accounting for Partnerships and Limited Liability Companies (formerly Chapter 13)

B This chapter is now before the discussion of corporations to better reflect how most instructors
teach partnerships and corporations. As a result, the reporting of stockholders” equity has been
moved to Chapter 13.

® New Exhibit 2 illustrates two methods for admitting a partner.

B New Exhibit 3 illustrates how partner bonuses are determined for existing and newly admit-
ted partners.

B New Exhibit 4 illustrates the liquidation of a partnership.

B New chapter opener features Mahanaim Essentials.

13. Corporations: Organization, Capital Stock Transactions, and Dividends (formerly Chapter 12)

B Based upon user and reviewer feedback, this chapter has been reorganized so that dividends
are discussed immediately after the accounting for issuing of stock. The accounting for trea-
sury stock, reporting stockholders’ equity, and stock splits now follows the discussion of div-
idends.

B New Exhibit 2 shows the advantages and disadvantages of corporate forms.

B The discussion of preferred stock has now been simplified to focus only on nonparticipating
preferred stock.

B New chapter opener features Yankee Candle.

B New Integrity, Objectivity, and Ethics in Business discusses not-for-profit organizations.

14. Income Taxes, Unusual Income Items, and Investments in Stocks

B New classification scheme for unusual items: those that impact current periods and those that
impact prior periods.

B New section on Retroactive Restatements presented in Objective 2.

® Cumulative change in accounting principle replaced with the restatement method per SFAS
154.

B New graphic on three treatments for unusual items.

B New chapter opener features Gaylord Entertainment, Inc.

15. Bonds Payable and Investments in Bonds

B Objective 2 covers the characteristics and computation of bonds to improve the flow of the
chapter.

B New section covers the payment and redemption of bonds. Sinking funds are now covered
here.

B New chapter opener features Under Armor.

B Business Connections feature on Bowie Bonds reflects the effect of recent events on these
bonds.

B New Integrity, Objectivity, and Ethics in Business discusses credit quality.

16. Statement of Cash Flows

B Opening section orients the student to the Statement of Cash Flows by building on the dis-
cussion in Chapter 1. In addition, new Exhibit 1 examines the Statement of Cash Flows of
NetSolutions.

B New format for the indirect method reflects real world practice.

B Expanded section on Cash Flows from Operating Activities includes new Exhibit 5 that out-
lines the adjustment to net income on cash flows and summarizes the affect of changes in cur-
rent assets and current liabilities on net income as it pertains to cash flows.

B New chapter opener features Jones Soda Company, as does Exercise 16-16.

B New Business Connections features Microsoft and Dell’s view of cash resources.

® New Integrity, Objectivity, and Ethics in Business on collecting accounts features Overhill
Flowers.

B Financial Analysis and Interpretation item redefines free cash flows to leave out dividends,
which could be considered discretionary, to simplify the presentation.

17. Financial Statement Analysis

B Features Williams-Sonoma in the chapter opener and engages Williams-Sonoma’s 2005 Annual
Report in the end-of-chapter material.

m Objective 4 on Corporate Annual Reports now discusses internal controls and other auditing
issues.

B New Integrity, Objectivity, and Ethics in Business discusses the results of a CEO survey about
corporate ethics.

B New Business Connections features different investing strategies.
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18. Introduction to Managerial Accounting

B New chapter introduction to Managerial Accounting begins with a description of managerial
accounting that transitions students from financial accounting and outlines the role of the man-
agement accountant in the business world.

® Comprehensive example featuring the Legend Guitar Company grounds the manufacturing
processes and provides students with a framework to discuss managerial topics. Objective 2
covers the costs and terminology associated with a manufacturing business, while Objective 3
provides a set of sample financial statements with financial data similar to what students ex-
amined in financial accounting.

B The chapter closes with a description of the other specific uses of managerial accounting in-
formation to complete the introduction.

B New chapter opener features Washburn Guitar. A video tour of the manufacturing process for
a specific Washburn Guitar is available through ThomsonNOW.

B New Integrity, Objectivity, and Ethics in Business discusses developing an ethical framework.

B New Business Connections discuss grocery plus cards and decisions that can be made from the
data they collect.

19. Job Order Costing
B This chapter continues the Legend Guitar Company from Chapter 18 to provide continuity in
the presentation.
B Washburn Guitar is again featured in the opener with more detail about the manufacturing
process of the custom Maya guitar.
B New Business Connections discusses contingent compensation in the movie industry.

20. Process Cost Systems

B Objective 1 compares and contrasts Job Order and Process Costing to help transition students
between the two concepts. New Exhibit 1 summarizes this comparison.

B New comprehensive text example features Frozen Delight Ice Cream Company. In addition,
new Exhibit 2 provides a diagram of the ice cream making process, which helps students un-
derstand the processes and departments involved.

B The Example Exercises feature Rocky Springs Bottling Company and can be used in a pro-
gression throughout the chapter, providing another comprehensive example of process cost-
ing. Yet, they can be assigned independently of each other, providing flexibility in the chapter’s
coverage.

B New chapter opener features Dreyer’s Grand Ice Cream. A video tour of the manufacturing
process for Dreyer’s is available through ThomsonNOW.

B New Integrity, Objectivity, and Ethics in Business discusses DuPont’s advocacy for social re-
sponsibility.

21. Cost Behavior and Cost-Volume-Profit Analysis

®m Former objective on the assumption underlying cost-volume-profit analysis now concludes
Objective 4 on using CVP and profit-volume chart to improve the flow of the chapter.

B New chapter opener features NetFlix.

B New Integrity, Objectivity, and Ethics in Business discusses how pharmaceutical companies
create orphan drugs, which target rare diseases, in reference to break-even points.

m Business Connections features Sirius Satellite Radio’s contract with Howard Stern in reference
to break-even point.

22. Budgeting
B New Exhibit 2 examines human behavior and budgeting.
m Computerized budgeting discussion in Objective 2 reflects current business practices.
B New chapter opener features The North Face.
B New Business Connections discusses MP3 players.

23. Performance Evaluation Using Variances from Standard Costs

B The Example Exercises feature Landon Awards Co., and can be used in a progression through-
out the chapter, providing a comprehensive example of using variances. Yet, they can be as-
signed independently of each other, providing flexibility in the chapter’s coverage.

m Direct Labor and Materials combined in new Objective 3 to integrate related topics. In addi-
tion, nonmanufacturing expenses are now covered with direct labor.

B New terminology is added to reflect other real world considerations. Specifically, nonfinancial
performance measure is now defined as a performance measure expressed in unit other than
dollars, such as yield, customer satisfaction, or percent on time.
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Chapter Changes

B New chapter opener features Mini Cooper.
B New Business Connections contrasts performance evaluation in school with evaluation in the
business world.

24. Performance Evaluation for Decentralized Operations
B New chapter opener features K2.
B New Integrity, Objectivity, and Ethics in Business on Shifting Income through Transfer Prices
features Glaxo Smith Kline.
B New Business Connections features Scripps Howard Company in its discussion of ROL

25. Differential Analysis and Product Pricing
® New Exhibit 1 provides a template for using differential analysis to choose between alterna-
tives.
B The new example of XM Satellite Radio introduces differential analysis to students.
B Chapter opener features Real Networks.

26. Capital Investment Analysis
B Chapter opener features XM Radio.
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When it comes to supporting instructors, South-Western is unsurpassed.
Accounting, 22e, continues the tradition with powerful printed materials
along with the latest integrated classroom technology.

Instructor’s Manual: This manual contains a number of resources designed to aid
instructors as they prepare lectures, assign homework, and teach in the classroom. For
each chapter, the instructor is given a brief synopsis and a list of objectives. Then each
objective is explored, including information on Key Terms, Ideas for Class Discussion,
Lecture Aids, Demonstration Problems, Group Learning Activities, Exercises and
Problems for Reinforcement, and Internet Activities. Also, Suggested Approaches are
included that incorporate many of the teaching initiatives being stressed in higher ed-
ucation today, including active learning, collaborative learning, critical thinking, and
writing across the curriculum. Other key features are the following:

m New informational grids relate the Key Learning Outcomes from the new At a
Glance grid to the exercises and problems found in the end-of-chapter. These
helpful resources ensure comprehensive homework assignments.

m Demonstration problems can be used in the classroom to illustrate accounting
practices. Working through an accounting problem gives the instructor an op-
portunity to point out pitfalls that students should avoid.

m Group learning activities provide another opportunity to actively involve stu-
dents in the learning process. These activities ask students to apply accounting
topics by completing an assigned task in small groups of three to five students.
Small group work is an excellent way to introduce variety into the accounting
classroom and creates a more productive learning environment.

m Writing exercises provide an opportunity for students to develop good written
communication skills essential to any businessperson. These exercises probe stu-
dents” knowledge of conceptual issues related to accounting.

m Three to five Accounting Scenarios can be used as handouts.

The Teaching Transparency Masters can be made into acetate transparencies or can be
duplicated and used as handouts.

Solutions Manual and Solutions Transparencies: The Solutions Manual
contains answers to all exercises, problems, and activities that appear in the text. As
always, the solutions are author-written and verified multiple times for numerical ac-
curacy and consistency with the core text. New to this edition, there is an expanded
end-of-chapter information chart, which includes correlations to chapter objective,
level of difficulty, AACSB outcomes, AICPA or IMA competencies, time to completion
and available software. Solutions transparencies are also available.

Test Bank: For each chapter, the Test Bank includes True/False questions, Multiple-
Choice questions, and Problems, each marked with a difficulty level, chapter objective
association, and a tie-in to standard course outcomes. Along with the normal update
and upgrade of the 2,800 test bank questions, variations of the new Example Exercises
have been added to this bank for further quizzing and better integration with the text-
book. In addition, the bank provides a grid for each chapter that compiles the correla-
tion of each question to the individual chapter’s objectives, as well as a ranking of
difficulty based on a clearly described categorization. Through this helpful grid, mak-
ing a test that is comprehensive and well-balanced is a snap! Also included are blank
Achievement Tests and Achievement Test Solutions.
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ExamView® Pro Testing Software: This intuitive software allows you to eas-
ily customize exams, practice tests, and tutorials and deliver them over a network, on
the Internet, or in printed form. In addition, ExamView comes with searching capabil-
ities that make sorting the wealth of questions from the printed test bank easy. The
software and files are found on the IRCD.

PowerPoint® and Presentation Transparencies: Each presentation, which is
included on the IRCD and on the product support site, enhances lectures and simpli-
fies class preparation. Each chapter contains objectives followed by a thorough outline
of the chapter that easily provide an entire lecture model. Also, exhibits from the chap-
ter, such as the new Example Exercises, have been recreated as colorful PowerPoint
slides to create a powerful, customizable tool. Selections from the PowerPoint presen-
tation are also available on transparency slides.

J ?inl n JoinIn on Turning Point: JoinIn™ on Turning Point™ is interactive PowerPoint®
R ———— and is simply the best classroom response system available today! This lecture tool
makes full use of the Instructor’s PowerPoint® presentation but moves it to the next
level with interactive questions that provide immediate feedback on the students” un-
derstanding of the topic at hand. As students are quizzed using clicker technology, in-
structors can use this instant feedback to lecture more efficiently. Adding to the already
robust PowerPoint® presentation, JoinIn™ integrates 10-20 questions stemming from
the textbook’s Example Exercises and Eye Openers and includes a variety of newly

created questions. Visit http: /www.turningpoint.thomsonlearningconnections.com to

find out more!

Instructor Excel® Templates: These templates provide the solutions for the
problems and exercises that have Enhanced Excel® templates for students. Through
these files, instructors can see the solutions in the same format as the students. All
problems with accompanying templates are marked in the book with an icon and are
listed in the information grid in the solutions manual. These templates are available
for download on www.thomsonedu.com/accounting/warren or on the IRCD.

Tutorial and Telecourse Videos: Nothing brings accounting to life like these
media-intensive videos. Each chapter comes alive in two half-hour features that rein-
force the concepts presented in the text. Based on the Tutorial Videos, the high-
broadcast-quality Telecourse Videos are designed for distributed learning courses.

Product Support Web Site: www.thomsonedu.com/accounting/warren Our
instructor Web site provides a variety of password-protected, instructor resources.
You'll find text-specific and other related resources organized by chapter and topic.
Many are also available on the Instructor’s Resource CD-ROM.
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Students come to accounting with a variety of learning needs.
Accounting, 22e, offers a broad range of supplements in both printed
form and easy-to-use technology. We’ve designed our entire supple-
ment package around the comments instructors have provided about
their courses and teaching needs. These comments have made this
supplement package the best in the business.

Study Guide: This author-written guide provides students Quiz and Test Hints,
Matching questions, Fill-in-the-Blank questions (Parts A & B), Multiple-Choice ques-
tions, True/False questions, Exercises, and Problems for each chapter. Designed to as-
sist students in comprehending the concepts and principles in the text, solutions for all
of these items are available in the guide for quick reference.

Working Papers for Exercises and Problems: The traditional working papers
include problem-specific forms for preparing solutions for Exercises, A & B Problems,
the Continuing Problem, and the Comprehensive Problems from the textbook. These
forms, with preprinted headings, provide a structure for the problems, which helps stu-
dents get started and saves them time. Additional blank forms are included.

Working Papers Plus: This alternative to traditional working papers integrates
selected Practice Exercises, Exercises, Problems, the Continuing Problem, and the
Comprehensive Problems from the text together with the narrative and forms needed to
complete the solutions. Because the problem narrative is integrated with the solution, the
student’s work is easy and quick to review—a real plus when preparing for an exam.

Blank Working Papers: These Working Papers are available for completing ex-
ercises and problems either from the text or prepared by the instructor. They have no
preprinted headings. A guide at the front of the Working Papers tells students which
form they will need for each problem.

Enhanced Excel® Templates: These templates are provided for selected long or
complicated end-of-chapter exercises and problems and provide assistance to the stu-
dent as they set up and work the problem. Certain cells are coded to display a red as-
terisk when an incorrect answer is entered, which helps students stay on track. Selected
problems that can be solved using these templates are designated by an icon.

N Klooster & Allen General Ledger Software: (formerly P.A.S.S) Prepared by
wogie  Dale Klooster and Warren Allen, this best-selling, educational, general ledger package
introduces students to the world of computerized accounting through a more intuitive,
user-friendly system than the commercial software they’ll use in the future. In addition,
students have access to general ledger files with information based on problems from

the textbook and practice sets. This context allows them to see the difference between
manual and computerized accounting systems firsthand, while alleviating the stress of

an empty screen. Also, the program is enhanced with a problem checker that enables stu-
dents to determine if their entries are correct and emulates commercial general ledger
packages more closely than other educational packages. Problems that can be used with
Klooster/Allen are highlighted by an icon. The benefits of using Klooster/Allen are that:

* Errors are more easily corrected than in commercial software.
* After the course ends, students are prepared to use a variety of commercial products.
¢ The Inspector Disk allows instructors to grade students” work.

A free Network Version is available to schools whose students purchase Klooster/Allen GL.

Product Support Web Site: www.thomsonedu.com/accounting/warren. This

site provides students with a wealth of introductory accounting resources, including
limited quizzing and supplement downloads.
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The following instructors
participated in our Blue Sky
Workshops in 2005 and 2006.
Gilda M. Agacer

Monmouth Univ.

Rick Andrews

Sinclair Comm. College

Irene C. Bembenista

Davenport Univ.

Laurel L. Berry

Bryant & Stratton College

Bill Black

Raritan Valley Comm. College
Gregory Brookins

Santa Monica College

Rebecca Carr

Arkansas State Univ.

James L. Cieslak

Cuyahoga Comm. College

Sue Cook

Tulsa Comm. College

Ana M. Cruz

Miami Dade College

Terry Dancer

Arkansas State Univ.

David L. Davis

Tallahassee Comm. College
Walter DeAguero

Saddleback College

Robert Dunlevy
Montgomery County Comm.
College

Richard Ellison

Middlesex County College

W. Michael Fagan

Raritan Valley Comm. College
Carol Flowers

Orange Coast College

Linda S. Flowers

Houston Comm. College
Mike Foland

Southwest lllinois College
Anthony Fortini

Camden Comm. College
Barbara M. Gershowitz
Nashville State Comm. College
Angelina Gincel

Middlesex County College
Lori Grady

Bucks County Comm. College
Joseph R. Guardino
Kingsborough Comm. College
Amy F. Haas

Kingsborough Comm. College
Betty Habershon

Prince George’s Comm. College
Patrick A. Haggerty

Lansing Comm. College
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Warren Connects

The textbook plays a vital role in the teaching/learning environment, which
makes our collaboration with instructors invaluable. For this edition, ac-
counting teachers discussed with us ways to create a more efficient presen-
tation and connect more with students. The result of these discussions can
be seen throughout the textbook.

Becky Hancock

El Paso Comm. College

Paul Harris

Camden County College

Patricia H. Holmes

Des Moines Area Comm. College

Shirly A. Kleiner
Johnson County Comm. College

Michael M. Landers
Middlesex College

Phillip Lee

Nashville State Comm. College
Denise Leggett

Middle Tennessee State Univ.
Lynne Luper

Ocean County College

Maria C. Mari

Miami Dade College

Thomas S. Marsh

Northern Virginia Comm.
College—Annandale

Cynthia McCall

Des Moines Area Comm. College
Andrea Murowski

Brookdale Comm. College
Rachel Pernia

Essex County College

Dawn Peters

Southwest lllinois College
Gary J. Pieroni

Diablo Valley College

Debra Prendergast
Northwestern Business College
Renee A. Rigoni

Monroe Comm. College

Lou Rosamillia

Hudson Valley Comm. College
Eric Rothernburg
Kingsborough Comm. College
Richard Sarkisian

Camden Comm. College
Gerald Savage

Essex Comm. College

Janice Stoudemire
Midlands Technical College

Linda H. Tarrago
Hillsborough Comm. College
Judy Toland

Buck Comm. College

Bob Urell
Irvine Valley College

Carol Welsh
Rowan Univ.

Chris Widmer
Tidewater Comm. College

Gloria Worthy
Southwest Tennessee Comm.
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After studying this chapter, you should be able to:

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

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

3  State the accounting equation and define each
element of the equation.

4

objectives ¥

Describe and illustrate how business transac-
tions can be recorded in terms of the resulting
change in the basic elements of the accounting
equation.

Describe the financial statements of a propri-
etorship and explain how they interrelate.
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hen two teams pair up for a game of

football, there is often a lot of noise. The

band plays, the fans cheer, and fireworks

light up the scoreboard. Obviously, the

fans are committed and care about the outcome of the
game. Just like fans at a football game, the owners of
a business want their business to “win” against their
competitors in the marketplace. While having our
football team win can be a source of pride, winning
in the marketplace goes beyond pride and has many
tangible benefits. Companies that are winners are bet-
ter able to serve customers, to provide good jobs for
employees, and to make more money for the owners.
One such successful company is Google, one of

the most visible companies on the Internet. Many of
us cannot visit the Web without first stopping at

—p—

Google to get a search listing. As one
writer said, “Google is the closest thing
the Web has to an ultimate answer ma-
chine.”" And yet, Google is a free tool—
no one asks for your credit card when you
use any of Google’s search tools. So, do you think
Google has been a successful company? Does it make
money? How would you know? Accounting helps to
answer these questions. Google’s accounting infor-
mation tells us that Google is a very successful com-
pany that makes a lot of money, but not from you
and me. Google makes its money from advertisers.
In this textbook, we will introduce you to ac-
counting, the language of business. In this chapter,
we begin by discussing what a business is, how it
operates, and the role that accounting plays.

FINAL

Nature of Business and Accounting

You can probably list some examples of companies like Google with which you have
recently done business. Your examples might be large companies, such as The Coca-
Cola Company, Dell Inc., or Amazon.com. They might be local companies, such as
gas stations or grocery stores, or perhaps employers. They might be restaurants, law
firms, or medical offices. What do all these examples have in common that identify
them as businesses?

In general, a business” is an organization in which basic resources (inputs), such
as materials and labor, are assembled and processed to provide goods or services
(outputs) to customers. Businesses come in all sizes, from a local coffee house to a
DaimlerChrysler, which sells several billion dollars worth of cars and trucks each
year. A business’s customers are individuals or other businesses who purchase
goods or services in exchange for money or other items of value. In contrast, a
church is not a business, because those who receive its services are not legally ob-
ligated to pay for them.

The objective of most businesses is to maximize profits. Profit is the difference be-
tween the amounts received from customers for goods or services provided and the
amounts paid for the inputs used to provide the goods or services. Some businesses
operate with an objective other than to maximize profits. The objective of such not-for-
profit businesses is to provide some benefit to society, such as medical research or con-
servation of natural resources. In other cases, governmental units such as cities operate
water works or sewage treatment plants on a nonprofit basis. We will focus in this text
on businesses operating to earn a profit. Keep in mind, though, that many of the same
concepts and principles apply to not-for-profit businesses as well.

objective

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

1 As quoted on Google’s Web site.
2 A complete glossary of terms appears at the end of the text.
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Roughly eight out of every ten
workers in the United States
are service providers.
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There are three different types of businesses that are operated for profit: service,
merchandising, and manufacturing businesses. Each type of business has unique

characteristics.

Service businesses provide services rather than products to customers. Examples
of service businesses and the types of services they offer are shown below.

Service Business

Service

The Walt Disney Company
Delta Air Lines

Marriott International, Inc.
Bank of America Corporation
XM Satellite Radio

Entertainment
Transportation
Hospitality and lodging
Financial services
Satellite radio

Merchandising businesses sell products they purchase from other businesses to
customers. In this sense, merchandisers bring products and customers together.
Examples of merchandising businesses and some of the products they sell are shown

below.

Merchandising Business

Product

Wal-Mart

GameStop Corporation
Best Buy

Gap Inc.

Amazon.com

General merchandise

Video games and accessories
Consumer electronics
Apparel

Internet books, music, videos

Manufacturing businesses change basic inputs into products that are sold to in-
dividual customers. Examples of manufacturing businesses and some of their products

are as follows:

Manufacturing Business

Product

General Motors Corporation
Samsung

Dell Inc.

NIKE

The Coca-Cola Company
Sony Corporation

Cars, trucks, vans

Cell phones

Personal computers
Athletic shoes and apparel
Beverages

Stereos and televisions

TYPES OF BUSINESS ORGANIZATIONS

The common forms of business organization are proprietorship, partnership, corpora-
tion, or limited liability company. Each of these forms and their major characteristics

are listed below.

B A proprietorship is owned by one individual and
e Comprises 70% of business organizations in the United States.

e Cost of organizing is low.

e Is limited to financial resources of the owner.

e [s used by small businesses.

B A partnership is similar to a proprietorship except that it is owned by two or more

individuals and

e Comprises 10% of business organizations in the United States.
e Combines the skills and resources of more than one person.
B A corporation is organized under state or federal statutes as a separate legal tax-

able entity and

e Generates 90% of the total dollars of business receipts received.
e Comprises 20% of the business organizations in the United States.
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e Includes ownership divided into shares of stock, sold to shareholders (stock-
holders).

e Is able to obtain large amounts of resources by issuing stock.

e Is used by large businesses.

B A limited liability company (LLC) combines attributes of a partnership and a
corporation in that it is organized as a corporation. However, an LLC can elect
to be taxed as a partnership and
e s a popular alternative to a partnership.

e Has tax and liability advantages to the owners.

F— The three types of businesses we discussed earlier—service, mer-

) .. chandising, and manufacturing—may be organized as either proprietor-
service, mer_Chand's_mgr and ships, partnerships, corporations, or limited liability companies. Because
manufacturing businesses of the large amount of resources required to operate a manufacturing
are commonly organized business, most manufacturing businesses are corporations. Likewise,
as either proprietorships, most large retailers such as Wal-Mart, Home Depot, and JCPenney are
partnerships, corpora- corporations.
tions, or limited liability
companies. BUSINESS STAKEHOLDERS

A business stakeholder is a person or entity that has an interest in the

economic performance and well-being of a business. For example, own-
ers, suppliers, customers, and employees are all stakeholders in a business. Business
stakeholders can be classified into one of the four categories illustrated in Exhibit 1.

Capital market stakeholders provide the major financing for the business in order for
the business to begin and continue its operations. Banks and other long-term creditors
have an economic interest in recovering the amount they loaned the business plus in-
terest. Owners want to maximize the economic value of their investments and thus
also have an economic interest in the business.

Product or service market stakeholders include customers who purchase the busi-
ness’s products or services as well as the vendors who supply inputs to the busi-
ness. Customers have an economic interest in the continued success of the business.
For example, customers who purchase advance tickets from Southwest Airlines Co.
have an economic interest in whether Southwest will stay in business. Similarly,

qs}‘“wol”lo suppliers are stakeholders in the continued success of their customers as a source of

@ business.
Government stakeholders have an interest in the economic performance of busi-
nesses. As a result, city and state governments often provide incentives for businesses
The state of Alabama offered . e T .
DaimlerChrysler millions of O locate in their jurisdictions. City, county, state, and federal governments collect taxes
dollars in incentives to locate a  from businesses within their jurisdictions. In addition, workers are taxed on their
Mercedes plant in Alabama. wages. The better a business does, the more taxes the government can collect.
Internal stakeholders include individuals employed by the business. The managers
are those individuals whom the owners have authorized to operate the business.
Managers are primarily evaluated on the economic performance of the business. Thus,
managers have an incentive to maximize the economic value of the business. Owners
may offer managers salary contracts that are tied directly to how well the business per-
forms. For example, a manager might receive a percentage of the profits or a percent-
age of the increase in profits. Employees provide services to the company they work
for in exchange for pay. Thus, employees have an interest in the economic performance
of the business, because their jobs depend upon it.

ROLE OF ETHICS IN BUSINESS

The moral principles that guide the conduct of individuals are called ethics.
Unfortunately, business managers can be pressured to violate personal ethics. Such
was the case for a number of companies listed in Exhibit 2, on page 6, that engaged in
fraudulent business practices and accounting coverups in the early 2000s.
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EXHIBIT 1 Business Stakeholders
Business Stakeholder Interest in the Business Examples
Capital market stakeholders Providers of major financing for the business Banks and owners
Product or service Buyers of products or services and Customers and suppliers
market stakeholders vendors to the business
Government Collect taxes and fees from the Federal, state, and
stakeholders business and its employees local governments
Internal stakeholders Individuals employed by the business Employees and managers

Stakeholders

Employees/Managers

Customers

—

Suppliers

fi[tl\\\\\..

Bank and/or Owners

Government

The companies listed in Exhibit 2 were caught in the midst of ethical lapses that
led to fines, firings, and criminal and/or civil prosecution. The second column of
Exhibit 2 identifies the nature of scandal. The third column of the table identifies some
of the results of these events. In most cases, senior and mid-level executives lost their
jobs and were sued by upset investors. In some cases, the executives were also crimi-
@ nally prosecuted and are serving prison terms.

What went wrong for these companies and executives? The answer to this ques-
Most colleges and universities  tion involves the following three factors:

publish a Student Code of ..
Conduct that sets forth the 1. Individual character

ethical conduct expected of 2. Firm culture
students. 3. Laws and enforcement

Individual Character An ethical businessperson displays character by embracing honesty,
integrity, and fairness in the face of pressure to hide the truth. Executives often face pres-
sures from senior managers to meet company and analysts” expectations. In many of the
cases in Exhibit 2, executives initially justified small violations to avoid such pressures.
However, these small lies became big lies as the company’s financial problems became
worse. By the time the abuses were discovered, the misstatements became sufficient
to ruin businesses and wreck lives. For example, David Myers, the former controller
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Adelphia
Communications

American International

Group, Inc. (AIG)
America Online, Inc.
and PurchasePro

Computer Associates
International, Inc.
Enron

Fannie Mae

HealthSouth

Qwest Communications

International, Inc.

Tyco International, Ltd.

WorldCom

Xerox Corporation
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Accounting and Business Fraud in the 2000s

Rigas family treated the company assets as
their own.

Used sham accounting transactions to inflate

performance.
Artificially inflated their financial results.

Fraudulently inflated its financial results.
Fraudulently inflated its financial results.

Improperly shifted financial performance
between periods.

Overstated performance by $4 billion in
false entries.

Improperly recognized $3 billion in false
receipts.

Failed to disclose secret loans to executives
that were subsequently forgiven.

Misstated financial results by nearly $9 billion.

Recognized $3 billion in revenue prior to
when it should have been.

FINAL

Nature of Accounting or Business Fraud

Bankruptcy. Rigas family members
found guilty of fraud and lost their
investment in the company.

CEO resigned. Executives indicted. AlG
paid $126 million in fines.

Civil charges filed against senior
executives of both companies. $500
million fine.

CEO and senior executives indicted.
Five executives plead guilty. $225
million fine.

Bankrupcty. Criminal charges against
senior executives, over $60 billion in
stock market losses.

CEO and CFO fired. Company made a
$9 billion correction to previously
reported earnings.

Senior executives criminally indicted.

CEO and six other executives charged
with “massive financial fraud.” $250
million SEC fine.

CEO forced to resign and subjected to
frozen asset order and criminal
proceedings.

Bankruptcy. Criminal conviction of CEO
and CFO. Over $100 billion in stock
market losses. Directors forced to pay
$18 million.

$10 million fine to SEC. Six executives
forced to pay $22 million.

of WorldCom, in testifying about his recording of improper transactions stated the

following;:

“I didn’t think that it was the right thing to do, but I had been asked by Scott (Sullivan,

the VP of Finance) to do it. .. .">

Nonetheless, David Myers was criminally convicted and was sentenced to prison.

Firm Culture By their behavior and attitude, senior managers of a company set the
firm culture. As explained by one author, when the leader of a company is put on a
pedestal, “they begin to believe they and their organizations are one-of-a-kind, that
they’re changing the face of the industry. They desire rewards and benefits beyond
any other CEOs (chief executive officers).”* In most of the firms shown in Exhibit 2,
the senior managers created a culture of greed and indifference to the truth. This

3 Susan Pulliam, “Crossing the Line: At Center of Fraud, WorldCom Official Sees Life Unravel,” The Wall

Street Journal, March 24, 2005, p. Al.

4 Tim Race, “New Economy Executives Are Smitten, and Undone by Their Own Images,” The New York
Times, July 7, 2002. Quote attributed to Professor Jay A. Conger.
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Integrity, Objectivity, and Ethics in Business

DOING THE RIGHT THING

Time Magazine named three women as “Persons of the
Year 2002." Each of these not-so-ordinary women had the
courage, determination, and integrity to do the right thing.
Each risked their personal careers to expose shortcomings
in their organizations. Sherron Watkins, an Enron vice pres-
ident, wrote a letter to Enron’s chairman, Kenneth Lay,
warning him of improper accounting that eventually led to
Enron’s collapse. Cynthia Cooper, an internal accountant,
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informed WorldCom'’s Board of Directors of phony ac-
counting that allowed WorldCom to cover up over $3 bil-
lion in losses and forced WorldCom into bankruptcy.
Coleen Rowley, an FBI staff attorney, wrote a memo to
FBI Director Robert Mueller, exposing how the Bureau
brushed off her pleas to investigate Zacarias Moussaoui,
who was indicted as a co-conspirator in the September
11 terrorist attacks.

Q&N‘ Woﬁlo

Stanley James Cardiges, the
former top U.S. sales represen-
tative for American Honda,
admitted to receiving $2 mil-
lion to $5 million in illegal
kickbacks from dealers. After
being sentenced to five years
in prison, he admitted to falling
into a pattern of unethical
behavior early in his career.

Accounting is an informa-
tion system that provides
reports to stakeholders

about the economic activi-
ties and condition of a

business.

culture flowed down to lower-level managers, creating an environment of short cuts,
greed, and lies that ultimately resulted in financial fraud.

Laws and Enforcement Many blamed the lack of laws and enforcement for contribut-
ing to the financial reporting abuses described in Exhibit 2. For example, Eliot Spitzer,
the attorney general of New York, stated the following:

“. .. akey lesson from the recent scandals is that the checks on the system simply have
not worked. The honor code among CEOs didn’t work. Board oversight didn’t work.
Self-regulation was a complete failure.”®

As a result, new laws were enacted by Congress, and enforcement efforts have in-
creased since the early 2000s. For example, the Sarbanes-Oxley Act of 2002 (SOX) was
enacted. SOX established a new oversight body for the accounting profession called
the Public Company Accounting Oversight Board (PCAOB). In addition, SOX estab-
lished standards for independence, corporate responsibility, enhanced financial dis-
closures, and corporate accountability.

THE ROLE OF ACCOUNTING IN BUSINESS

What is the role of accounting in business? The simplest answer to this question is that
accounting provides information for managers to use in operating the business. In ad-
dition, accounting provides information to other stakeholders to use in assessing the
economic performance and condition of the business.

In a general sense, accounting can be defined as an information system that provides
reports to stakeholders about the economic activities and condition of a business. As we
indicated earlier in this chapter, we will focus our discussions on account-
ing and its role in business. However, many of the concepts in this text
apply also to individuals, governments, and other types of organizations.

You may think of accounting as the “language of business.” This is be-
cause accounting is the means by which business information is communi-
cated to the stakeholders. For example, accounting reports summarizing the
profitability of a new product help The Coca-Cola Company’s management
decide whether to continue selling the product. Likewise, financial analysts
use accounting reports in deciding whether to recommend the purchase of
Coca-Cola’s stock. Banks use accounting reports in determining the amount

5 Eliot Spitzer, “Strong Law Enforcement Is Good for the Economy,” The Wall Street Journal, April 5, 2005,
p. Al8.
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of credit to extend to Coca-Cola. Suppliers use accounting reports in deciding whether to
offer credit for Coca-Cola’s purchases of supplies and raw materials. State and federal
governments use accounting reports as a basis for assessing taxes on Coca-Cola.

The process by which accounting provides information to business stakeholders is
as follows.

Identify stakeholders.

Assess stakeholders” informational needs.

Design the accounting information system to meet stakeholders” needs.
Record economic data about business activities and events.

Prepare accounting reports for stakeholders.

Gk DN =

As illustrated in Exhibit 3, stakeholders use accounting reports as a primary, al-
though not the only, source of information on which they base their decisions.
Stakeholders use other information as well. For example, in deciding whether to ex-
tend credit to a local retail store, a banker would not only use the store’s accounting
reports, but might also visit the store and inquire about the owner’s reputation in the
business community.

Accounting Information and the
EXHIBIT 3 Stakeholders of a Business

Providing Information to Users
1 Internal

e 2 \
Owners :

; Q External: Assess
Identify 2’@8&%2?5 Srediore>: [ stakeholders’
Stakehol o Stakeholders government } lnforl;r::élsonal |
. ———— Y,

—_

== . Prepare accounting |
A reports for

stakeholders

4 ’ nccoumm , 3 _
Record economic INFORMATION Design the accounting
data about SYSTEM information system
business activities to meet stakeholders’
and events needs

PROFESSION OF ACCOUNTING

You may think that all accounting is the same. However, you will find several spe-
cialized fields of accounting in practice. The two most common are financial account-
ing and managerial accounting. Other fields include cost accounting, environmental
accounting, tax accounting, accounting systems, international accounting, not-for-
profit accounting, and social accounting.

Financial accounting is primarily concerned with the recording and reporting of
economic data and activities for a business. Although such reports provide useful in-
formation for managers, they are the primary reports for owners, creditors, govern-
mental agencies, and the public. For example, if you wanted to buy some stock in
PepsiCo, Inc., American Airlines, or McDonald’s, how would you know in which
company to invest? One way is to review financial reports and compare the financial



CHO1l Warren22e.gxd 6/12/06 12:05 PM Page 9 $ FINAL

Chapter 1 Introduction to Accounting and Business 9

performance and condition of each company. The purpose of financial accounting is to
provide such reports.

Managerial accounting, or management accounting, uses both financial account-
ing and estimated data to aid management in running day-to-day operations and in
planning future operations. Management accountants gather and report information
that is relevant and timely to the decision-making needs of management. For example,
management might need information on alternative ways to finance the construction
of a new building. Alternatively, management might need information on whether to
expand its operations into a new product line. Thus, reports to management can dif-
fer widely in form and content.

Whether they are engaged in financial accounting or managerial accounting, ac-
countants are employed in either private accounting or public accounting as shown in
Exhibit 4. Accountants employed by a business firm or a not-for-profit organization are
said to be employed in private accounting. Accountants and their staff who provide
services on a fee basis are said to be employed in public accounting.

Private accountants have a variety of possible career options inside the firm. Some
of these career options are shown in Exhibit 4 along with their starting salaries. The
phrase “audit services” may be new to you. Individuals who provide audit services,
called auditors, verify the accuracy of financial records, accounts, and systems. Several
private accounting careers have certification options. The Institute of Management
Accountants (IMA) sponsors the Certified Management Accountant (CMA) program.
The CMA certificate is evidence of competence in management accounting. Becoming
a CMA requires a college degree, two years of experience, and successful completion
of a two-day examination. Additional certifications in private accounting include the
Certified Internal Auditor (CIA), sponsored by The Institute of Internal Auditors, the
Certified Information Systems Auditor (CISA), sponsored by the Information Systems
Audit and Control Association, and the Certified Payroll Professional (CPP), sponsored
by the American Payroll Association.

EXHIBlT 4 Accounting Career Paths and Salaries

Accounting Annual Starting
Career Track Description Career Options Salaries’ Certification

Private Accounting | Accountants employed by Bookkeeper $28,500
companies, government,
and not-for-profit entities.
Payroll clerk $30,875 Certified Payroll
Professional (CPP)
General accountant $35,750
Budget analyst $36,750 :
Cost accountant $37,375 Certified Management
Accountant (CMA)
Internal auditor $41,500 Certified Internal
Auditor (CIA)
Information $72,500 Certified Information
technology auditor Systems Auditor (CISA) :
Public Accounting Accountants employed Local firms $36,625 Certified Public
individually or within a Accountant (CPA)
public accounting firm in
tax or audit services.
National firms $44,375 Certified Public
Accountant (CPA)

Source: Robert Half 2006 Salary Guide (Finance and Accounting), Robert Half International, Inc.
"Median salaries of a reported range. Private accounting salaries are reported for large companies. Information technology auditor salary is for all company sizes and
experience levels combined. Salaries may vary by region.
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principles and
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In public accounting, an accountant may practice as an individual or as a member
of a public accounting firm. Public accountants who have met a state’s education, ex-
perience, and examination requirements may become Certified Public Accountants
(CPAs). CPAs generally perform general accounting, audit, or tax services. As can be
seen in Exhibit 4, CPAs have slightly better starting salaries than private accountants.
Career statistics indicate, however, that these salary differences tend to disappear over
time.

The requirements for obtaining a CPA certificate differ among the various states.
All states require a college education in accounting, and most states require 150 semes-
ter hours of college credit. In addition, a candidate must pass an examination prepared
by the American Institute of Certified Public Accountants (AICPA). Because all func-
tions within a business use accounting information, experience in private or public ac-
counting provides a solid foundation for a career. Many positions in industry and in
government agencies are held by individuals with accounting backgrounds.

Generally Accepted Accounting Principles

If a company’s management could record and report financial data as it saw fit, compar-
isons among companies would be difficult, if not impossible. Thus, financial accountants
follow generally accepted accounting principles (GAAP) in preparing reports. These
reports allow investors and other stakeholders to compare one company to another.

To illustrate the importance of generally accepted accounting principles, assume that
each sports conference in college football used different rules for counting touchdowns.
For example, assume that the Pacific Athletic Conference (PAC 10) counted a touchdown
as six points and the Atlantic Coast Conference (ACC) counted a touchdown as two
points. It would be difficult to evaluate the teams under such different scoring systems.
A standard set of rules and a standard scoring system help fans compare teams across
conferences. Likewise, a standard set of generally accepted accounting principles allows
for the comparison of financial performance and condition across companies.

Accounting principles and concepts develop from research, accepted accounting
practices, and pronouncements of authoritative bodies. Currently, the Financial
Accounting Standards Board (FASB) is the authoritative body having the primary re-
sponsibility for developing accounting principles. The FASB publishes Statements of
Financial Accounting Standards as well as Interpretations of these Standards.

Because generally accepted accounting principles impact how companies report and
what they report, all stakeholders are interested in the setting of these principles. Thus,
standards are established according to a process that seeks and considers input from
all affected parties. The standard-setting activities of the FASB are published and made
available at http:/www.fasb.org.

In this chapter and throughout this text, we emphasize accounting principles and
concepts. It is through this emphasis on the “why” of accounting as well as the “how”

CTHICS
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The financial accounting and reporting failures of Enron,
WorldCom, Tyco, Xerox, and others shocked the invest-
ing public. The disclosure that some of the nation’s largest
and best-known corporations had overstated profits and
misled investors raised the question: Where were the CPAs?

In response, Congress passed the Investor Protection,
Auditor Reform, and Transparency Act of 2002, called the
Sarbanes-Oxley Act. The Act establishes a Public Company

Accounting Oversight Board to regulate the portion of the
accounting profession that has public companies as
clients. In addition, the Act prohibits auditors (CPAs) from
providing certain types of nonaudit services, such as in-
vestment banking or legal services, to their clients, pro-
hibits employment of auditors by clients for one year after
they last audited the client, and increases penalties for the
reporting of misleading financial statements.
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that you will gain an understanding of the full significance of accounting. In the fol-
lowing paragraphs, we discuss the business entity concept and the cost concept.

BUSINESS ENTITY CONCEPT

The individual business unit is the business entity for which economic data are needed.
This entity could be an automobile dealer, a department store, or a grocery store. The
business entity must be identified, so that the accountant can determine which eco-
ammmmNgy  nomic data should be analyzed, recorded, and summarized in reports.
. . The business entity concept is important because it limits the eco-
Under the busm_es_s_entlty nomic data in the accounting system to data related directly to the activ-
con_cept, the activities of a ities of the business. In other words, the business is viewed as an entity
business are recorded sep- separate from its owners, creditors, or other stakeholders. For example,
arately from the activities the accountant for a business with one owner (a proprietorship) would
of the stakeholders. record the activities of the business only, not the personal activities, prop-
erty, or debts of the owner.

THE COST CONCEPT

If a building is bought for $150,000, that amount should be entered into the buyer’s
accounting records. The seller may have been asking $170,000 for the building up to
the time of the sale. The buyer may have initially offered $130,000 for the building. The
building may have been assessed at $125,000 for property tax purposes. The buyer may
have received an offer of $175,000 for the building the day after it was acquired. These
latter amounts have no effect on the accounting records because they did not result in
an exchange of the building from the seller to the buyer. The cost concept is the basis
for entering the exchange price, or cost, of $150,000 into the accounting records for the
building.

Continuing the illustration, the $175,000 offer received by the buyer the day after
the building was acquired indicates that it was a bargain purchase at $150,000. To use
$175,000 in the accounting records, however, would record an illusory or unrealized
profit. If, after buying the building, the buyer accepts the offer and sells the building
for $175,000, a profit of $25,000 is then realized and recorded. The new owner would
record $175,000 as the cost of the building.

Using the cost concept involves two other important accounting concepts—objec-
tivity and the unit of measure. The objectivity concept requires that the accounting
records and reports be based upon objective evidence. In exchanges between a buyer
and a seller, both try to get the best price. Only the final agreed-upon amount is ob-
jective enough for accounting purposes. If the amounts at which properties were
recorded were constantly being revised upward and downward based on offers, ap-
praisals, and opinions, accounting reports could soon become unstable and unreliable.

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

Example Exercise 1-1 objective l2 ) /

On August 25, Gallatin Repair Service extended an offer of $125,000 for land that had been priced for
sale at $150,000. On September 3, Gallatin Repair Service accepted the seller’s counteroffer of $137,000.
On October 20, the land was assessed at a value of $98,000 for property tax purposes. On December 4,
Gallatin Repair Service was offered $160,000 for the land by a national retail chain. At what value should
the land be recorded in Gallatin Repair Service's records?

Follow My Example 1-1

$137,000. Under the cost concept, the land should be recorded at the cost to Gallatin Repair Service.

For Practice: PE 1-1A, PE 1-1B ‘ y / -
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The Accounting Equation

bi . 3 The resources owned by a business are its assets. Examples of assets include cash,
objective land, buildings, and equipment. The rights or claims to the properties are normally di-
State the vided into two principal types: (1) the rights of creditors and (2) the rights of owners.

accounting The rights of creditors represent debts of the business and are called liabilities. The
equation and

define each rights of the owners are called owner’s equity. The relationship between the two may
element of the be stated in the form of an equation, as follows:

equation.
Assets = Liabilities + Owner’s Equity

This equation is known as the accounting equation. Liabilities usually are shown
before owner’s equity in the accounting equation because creditors have first rights to
the assets. The claim of the owners is sometimes given greater emphasis by transpos-
ing liabilities to the other side of the equation, which yields:

Assets — Liabilities = Owner’s Equity

To illustrate, if the assets owned by a business amount to $100,000 and the liabili-
ties amount to $30,000, the owner’s equity is equal to $70,000, as shown below.

Assets — Liabilities = Owner’'s Equity

$100,000 — $30,000 = $70,000
Example Exercise 1-2 objective ‘3 y /
John Joos is the owner and operator of You're A a. Owner’s equity, as of December 31, 2007.
Star, a motivational consulting business. At the b. Owner’s equity, as of December 31, 2008,
end of its accounting period, December 31, 2007, assuming that assets increased by $130,000
You're A Star has assets of $800,000 and liabilities and liabilities decreased by $25,000 during
of $350,000. Using the accounting equation, 2008.
determine the following amounts:
Follow My Example 1-2
a. Assets = Liabilities + Owner’s Equity Next, add the change in Owner’s Equity on
$800,000 = $350,000 + Owner’s Equity December 31, 2007 to arrive at Owner’s Equity
Owner’s Equity = $450,000 on December 31, 2008, as shown below:
b. First, determine the change in Owner’s Equity Owner’s Equity on December 31, 2008 =
during 2008 as follows: $605,000 = $450,000 + $155,000
Assets = Liabilities + Owner's Equity
$130,000 = —$25,000 + Owner’s Equity

Owner’s Equity = $155,000

For Practice: PE 1-2A, PE 1-2B ‘

objective (4~ Business Transactions and the

Describe and H =
illustrate how Accountlng Equatlon

business

transactions can be ~ Paying a monthly telephone bill of $168 affects a business’s financial condition because
recorded in terms it now has less cash on hand. Such an economic event or condition that directly changes

of the resulting an entity’s financial condition or directly affects its results of operations is a business
change in the basic

elements of the transaction. For example, purchasing land for $50,000 is a business transaction. In
accounting contrast, a change in a business’s credit rating does not directly affect cash or any other
equation. element of its financial condition.
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THE ACCOUNTING EQUATION

The accounting equation serves as the basic foundation
for the accounting systems of all companies. From the
smallest business, such as the local convenience store, to
the largest business, such as Ford Motor Company, com-

—p—
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Introduction to Accounting and Business

panies use the accounting equation. Some examples taken
from recent financial reports of well-known companies are
shown below.

Company Assets* = Liabilities + Owner’s Equity
The Coca-Cola Company $ 31,327 = $15,392 + $15,935
Circuit City Stores, Inc. 3,709 = 1,795 + 1,914
Dell Inc. 22,874 = 18,053 + 4,821
eBay Inc. 9,626 = 1,599 + 8,027
Hilton Hospitality, Inc. 8,242 = 5,674 + 2,568
McDonald’s 27,844 = 13,328 + 14,516
Microsoft Corporation 71,462 = 23,135 + 48,327
Southwest Airlines Co. 11,337 = 5813 + 5,524
Wal-Mart 124,765 = 77,044 + 47,721

*Amounts are shown in millions of dollars.

All business transactions
can be stated in terms of

changes in the elements of
the accounting equation.

@netsolutions

All business transactions can be stated in terms of changes in the elements of the
accounting equation. You will see how business transactions affect the accounting
equation by studying some typical transactions. As a basis for illustration, we will use
a business organized by Chris Clark.

Assume that on November 1, 2007, Chris Clark begins a business that will be
known as NetSolutions. The first phase of Chris’s business plan is to operate
NetSolutions as a service business that provides assistance to individuals and small
businesses in developing Web pages and in configuring and installing application soft-
ware. Chris expects this initial phase of the business to last one to two
years. During this period, Chris will gather information on the software
and hardware needs of customers. During the second phase of the busi-
ness plan, Chris plans to expand NetSolutions into a personalized retailer
of software and hardware for individuals and small businesses.

Each transaction or group of similar transactions during NetSolutions’
tirst month of operations is described in the following paragraphs. The
effect of each transaction on the accounting equation is then shown.

Transaction a Chris Clark deposits $25,000 in a bank account in the name of Net-
Solutions. The effect of this transaction is to increase the asset cash (on the left side of
the equation) by $25,000. To balance the equation, the owner’s equity (on the right side
of the equation) is increased by the same amount. The equity of the owner is referred
to by using the owner’s name and “Capital,” such as “Chris Clark, Capital.” The effect
of this transaction on NetSolutions” accounting equation is shown below.

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

Note that since Chris Clark is the sole owner, NetSolutions is a proprietorship.
Note, too, that the accounting equation shown above relates only to the business,
NetSolutions. Under the business entity concept, Chris Clark’s personal assets, such
as a home or personal bank account, and personal liabilities are excluded from the
equation.

FINAL
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Other examples of common
prepaid expenses include in-
surance and rent. Businesses
often report these assets
together as a single item,
prepaid expenses.
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Transaction b If you purchased this textbook by paying cash, you entered into a trans-
action in which you exchanged one asset for another. That is, you exchanged cash for
the textbook. Businesses often enter into similar transactions. NetSolutions, for exam-
ple, exchanged $20,000 cash for land. The land is located in a new business park with
convenient access to transportation facilities. Chris Clark plans to rent office space and
equipment during the first phase of the business plan. During the second phase, Chris
plans to build an office and a warehouse on the land.

The purchase of the land changes the makeup of the assets but does not change
the total assets. The items in the equation prior to this transaction and the effect of the
transaction are shown next, as well as the new amounts, or balances, of the items.

Assets = Owner’s Equity
Cash + Land Chris Clark, Capital
Bal. 25,000 = 25,000
b. —20,000 +20,000
Bal. 5,000 20,000 25,000

Transaction ¢ You have probably used a credit card to buy clothing or other mer-
chandise. In this type of transaction, you received clothing for a promise to pay your
credit card bill in the future. That is, you received an asset and incurred a liability to
pay a future bill. During the month, NetSolutions entered into a similar transaction,
buying supplies for $1,350 and agreeing to pay the supplier in the near future. This
type of transaction is called a purchase on account. The liability created is called an
account payable. Items such as supplies that will be used in the business in the future
are called prepaid expenses, which are assets. The effect of this transaction is to in-
crease assets and liabilities by $1,350, as follows:

Assets = [ Liabilities + Owner's Equity
Accounts  Chris Clark,
Cash + Supplies + Land \ _J Payable + Capital
Bal. 5,000 20,000 25,000
C. +1,350 +1,350
Bal. 5,000 1,350 20,000) L 1,350 25,000

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

During its first month of operations, NetSolutions provided services to customers,
earning fees of $7,500 and receiving the amount in cash. The receipt of cash increases
NetSolutions” assets and also increases Chris Clark’s equity in the business. In order to
aid in the preparation of financial statements, the revenues of $7,500 are recorded in a
separate column to the right of Chris Clark, Capital. This is done so that the effects on
owner’s capital can be separately identified and summarized. Thus, this transaction is
recorded as an increase in Cash and Fees Earned of $7,500 as shown below.

Assets ] = (Liabilities + Owner’s Equity
Accounts  Chris Clark, Fees
Cash  + Supplies + Land \ _J Payable + Capital + Earned
Bal. 5,000 1,350 20,000 1,350 25,000
d. +7,500 L +7,500
Bal. 12,500 1,350 20,000) L 1,350 25,000 7,500

FINAL
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Special terms may be used to describe certain kinds of revenue, such as sales for the
sale of merchandise. Revenue from providing services is called fees earned. For example,
a physician would record fees earned for services to patients. Other examples include rent
revenue (money received for rent) and interest revenue (money received for interest).

Instead of requiring the payment of cash at the time services are provided or goods
are sold, a business may accept payment at a later date. Such revenues are called fees
on account or sales on account. In such cases, the firm has an account receivable, which
is a claim against the customer. An account receivable is an asset, and the revenue is
earned as if cash had been received. When customers pay their accounts, there is an
exchange of one asset for another. Cash increases, while accounts receivable decreases.

Transaction e If you painted houses to earn money, you probably used your own lad-
ders and brushes. NetSolutions also spent cash or used up other assets in earning rev-
enue. The amounts used in this process of earning revenue are called expenses.
Expenses include supplies used, wages of employees, and other assets and services
used in operating the business.

NetSolutions paid the following expenses during the month: wages, $2,125; rent,
$800; utilities, $450; and miscellaneous, $275. Miscellaneous expenses include small
amounts paid for such items as postage, coffee, and magazine subscriptions. The effect
of this group of transactions is the opposite of the effect of revenues. These transac-
tions reduce cash and owner’s equity. Like fees earned, the expenses are recorded in
separate columns to the right of Chris Clark, Capital. However, since expenses reduce
owner’s equity, the expenses are entered as negative amounts.

_
Liabilities + Owner’s Equity

Cash + Supplies +

12,500
—3,650

1,350

Accounts  Chris Clark, Fees Wages Rent Utilities Misc.
Land L _J Payable + Capital + Earned — Expense — Expense — Expense — Expense
20,000 1,350 25,000 7,500

—2,125 —800 —450 —275

8,850

1,350

Assets

20,000 | 1350 25,000 7,500 —2,125 —800 —450 —275

Businesses usually record each revenue and expense transaction separately as it
occurs. However, to simplify this illustration, we have summarized NetSolutions’ rev-
enues and expenses for the month in transactions (d) and (e).

Transaction f When you pay your monthly credit card bill, you decrease the cash in
your checking account and also decrease the amount you owe to the credit card com-
pany. Likewise, when NetSolutions pays $950 to creditors during the month, it reduces
both assets and liabilities, as shown below.

-
Liabilities + Owner’s Equity

Accounts  Chris Clark, Fees Wages Rent Utilities Misc.

Cash + Supplies + Land L _J Payable + Capital + Earned — Expense — Expense — Expense — Expense
8,850 1,350 20,000 1,350 25,000 7,500 —2,125 —800 —450 —275
—950 —950

7,900 1,350 20,000 | L 400 25,000 7,500 —2,125 —800 —450 —275

You should note that paying an amount on account is different from paying an
amount for an expense. The payment of an expense reduces owner’s equity, as illus-
trated in transaction (e). Paying an amount on account reduces the amount owed on a
liability.

15
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Transaction g At the end of the month, the cost of the supplies on hand (not yet used)
is $550. The remainder of the supplies ($1,350 — $550) was used in the operations of
the business and is treated as an expense. This decrease of $800 in supplies and owner’s
equity is shown as follows:
3 -
Assets = |Liabilities + Owner’s Equity
Accounts Chris Clark, Fees Wages Rent Supplies Utilities Misc.
Cash + Supplies + Land L=/ Payable + Capital + Earned — Exp. — Exp. — Exp. — Exp. — Exp.
Bal. 7,900 1,350 20,000 400 25,000 7,500 —2,125 —800 —450 =275
9. ~800 - ~800 -
Bal. 7,900 550 20,000 400 25,000 7,500 —2,125 —800 —800 —450 —275
Transaction h At the end of the month, Chris Clark withdraws $2,000 in cash from the
business for personal use. This transaction is the exact opposite of an investment in the
business by the owner. You should be careful not to confuse withdrawals by the owner
with expenses. Withdrawals do not represent assets or services used in the process of
earning revenues. Instead, withdrawals are considered a distribution of capital to the
owner. Owner withdrawals are identified by the owner’s name followed by Drawing.
For example, Chris Clark’s withdrawal would be identified as Chris Clark, Drawing.
Like expenses, withdrawals are recorded in a separate column to the right of Chris
Clark, Capital. The effect of the $2,000 withdrawal is shown as follows:
Assets = |Liabilities + Owner’s Equity
Accounts Chris Clark, Chris Clark, = Fees  Wages Rent Supplies Utilities Misc.
Cash + Supp. + Land L=. Payable + Capital — Drawing +Earned— Exp. — Exp. — Exp. — Exp. — Exp.
Bal. 7,900 550 20,000 400 25,000 7,500 —2,125 —-800 —800 —450  —275
h.  -2000 - ~2,000
Bal. 5,900 550 20,000/ 400 25,000 —2,000 7,500 —2,125 —-800 —800 —450  —275
Summary The transactions of NetSolutions are summarized as follows. They are iden-
tified by letter, and the balance of each item is shown after each transaction.
Assets = Liabilities + Owner’s Equity
Accounts Chris Clark, Chris Clark, Fees = Wages Rent Supplies Utilities Misc.
Cash + Supp. + Land = Payable + Capital — Drawing +Earned— Exp. — Exp. — Exp. — Exp. — Exp.
a. +25,000 +25,000
b. —20,000 +20,000
Bal. 5,000 20,000 25,000
C +1,350 +1,350
Bal. 5,000 1,350 20,000 1,350 25,000
d. + 7,500 +7,500
Bal. 12,500 1,350 20,000 1,350 25,000 7,500
e. — 3,650 -2,125 —800 —450 275
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 —-2,125 -—-800 —450 275
f. - 950 ~ 950 -
Bal. 7,900 1,350 20,000 400 25,000 7,500 —-2,125 -—-800 —450 275
g. — 800 —800
Bal. 7,900 550 20,000 400 25,000 7,500 —-2,125 -—-800 —800 —450 275
h. — 2,000 —2,000
Bal. 5,900 550 20,000 400 25,000 —2,000 7,500 —-2,125 -800 —800 —450  —275

FINAL
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In reviewing the preceding summary, you should note the following, which apply
to all types of businesses:

1. The effect of every transaction is an increase or a decrease in one or more of the ac-
counting equation elements.

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

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

The effects of these four types of transactions on owner’s equity are illustrated in

Exhibit 5.
Effects of Transactions
EXHIBIT 5 on Owner's Equity

' Owner's Equity
— —

Increased by Decreased by
* Owner’s investments e Owner’s withdrawals
* Revenues * Expenses

Example Exercise 1-3 objective ‘4 )

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

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

Billed customers for delivery services on account, $11,250.
Received cash from customers on account, $6,740.

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

22 EI [ =

Indicate the effect of each transaction on the accounting equation elements (Assets, Liabilities, Owner’s
Equity, Drawing, Revenue, and Expense) by listing the numbers identifying the transactions, (1) through (5).
Also, indicate the specific item within the accounting equation element that is affected. To illustrate, the
answer to (1) is shown below.

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

Follow My Example 1-3

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

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

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

For Practice: PE 1-3A, PE 1-3B ‘ V' / >

Financial Statements

After transactions have been recorded and summarized, reports are prepared for users.

The accounting reports that provide this information are called financial statements.
. ; The principal financial statements of a proprietorship are the income statement, the
financial statements , .

of a proprietorship statement of owner’s equity, the balance sheet, and the statement of cash flows. The

and explain how order in which the statements are normally prepared and the nature of the data pre-
they interrelate. sented in each statement are as follows:

objective
Describe the
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B Income statement—A summary of the revenue and expenses for a specific period of
time, such as a month or a year.

B Statement of owner’s equity—A summary of the changes in the owner’s equity
that have occurred during a specific period of time, such as a month or a year.

B Balance sheet—A list of the assets, liabilities, and owner’s equity as of a specific date,
usually at the close of the last day of a month or a year.

B Statement of cash flows—A summary of the cash receipts and cash payments for
a specific period of time, such as a month or a year.

@n etsolutions The basic features of the four statements and their interrelationships are illustrated
in Exhibit 6, on page 20. The data for the statements were taken from the summary of
transactions of NetSolutions.

All financial statements should be identified by the name of the business, the title of
the statement, and the date or period of time. The data presented in the income statement,
the statement of owner’s equity, and the statement of cash flows are for a period of
time. The data presented in the balance sheet are for a specific date.

You should note the use of indents, captions, dollar signs, and rulings in the fi-
nancial statements. They aid the reader by emphasizing the sections of the statements.

S Wory, INCOME STATEMENT

The income statement reports the revenues and expenses for a period of time, based

on the matching concept. This concept is applied by matching the expenses with the

When you buy something at a  revenue generated during a period by those expenses. The income statement also re-

store, you may match the cash  ports the excess of the revenue over the expenses incurred. This excess of the revenue

register total with the amount  Gyer the expenses is called net income or net profit. If the expenses exceed the rev-

you paid the cashier and with o, o the excess is a net loss.

the amount of change, if any, 4 . X

you received. The effects of revenue earned and expenses incurred during the month for
NetSolutions were shown in the equation as separate increases and decreases in each
item. Net income for a period has the effect of increasing owner’s equity (capital) for
the period, whereas a net loss has the effect of decreasing owner’s equity (capital) for
the period.

The revenue, expenses, and the net income of $3,050 for NetSolutions are reported
in the income statement in Exhibit 6, on page 20. The order in which the expenses are
listed in the income statement varies among businesses. One method is to list them in
order of size, beginning with the larger items. Miscellaneous expense is usually shown
as the last item, regardless of the amount.

Example Exercise 1-4

objective (§ )/

The assets and liabilities of Chickadee Travel Service at April 30, 2008, the end of the current year, and its
revenue and expenses for the year are listed below. The capital of the owner, Adam Cellini, was $80,000
at May 1, 2007, the beginning of the current year.

Accounts payable $ 12,200 Miscellaneous expense $ 12,950
Accounts receivable 31,350 Office expense 63,000
Cash 53,050 Supplies 3,350
Fees earned 263,200 Wages expense 131,700
Land 80,000

Prepare an income statement for the current year ended April 30, 2008.
(continued)
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Follow My Example 1-4

CHICKADEE TRAVEL SERVICE
INCOME STATEMENT
For the Year Ended April 30, 2008

Fees earned $263,200
Expenses:
Wages expense $131,700
Office expense
Miscellaneous expense
Total expenses 207,650

Net income $ 55,550

For Practice: PE 1-4A, PE 1-4B

STATEMENT OF OWNER'S EQUITY

The statement of owner’s equity reports the changes in the owner’s equity for a pe-
riod of time. It is prepared after the income statement because the net income or net
loss for the period must be reported in this statement. Similarly, it is prepared before
the balance sheet, since the amount of owner’s equity at the end of the period must
be reported on the balance sheet. Because of this, the statement of owner’s equity is
often viewed as the connecting link between the income statement and balance
sheet.

Three types of transactions affected owner’s equity for NetSolutions during
November: (1) the original investment of $25,000, (2) the revenue and expenses that
resulted in net income of $3,050 for the month, and (3) a withdrawal of $2,000 by
the owner. This information is summarized in the statement of owner’s equity in
Exhibit 6.

Example Exercise 1-5 objective (i Y/

Using the data for Chickadee Travel Service shown in Example Exercise 1-4, prepare a statement of
owner’s equity for the current year ended April 30, 2008. Adam Cellini invested an additional $50,000 in
the business during the year and withdrew cash of $30,000 for personal use.

Follow My Example 1-5
CHICKADEE TRAVEL SERVICE

STATEMENT OF OWNER'S EQUITY

For the Year Ended April 30, 2008

Adam Cellini, capital, May 1, 2007 . ....... ...ttt $ 80,000
Additional investment by owner during year ............. $ 50,000
Net income fortheyear ....... ... ... ... .. .. ... ...... 55,550

$105,550
Less withdrawals . . ... .. 30,000
Increase in OWNer's eqUItY ... .....o ittt 75,550
Adam Cellini, capital, April 30, 2008 .......... ... .0t $155,550

For Practice: PE 1-5A, PE 1-5B
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EXHIBIT 6 NetSolutions

Income Statement
Financial Statements For the Month Ended November 30, 2007
for NetSolutions

Fees earned $7/5/0/0/00
Expenses:
Wages expense $2(1/2/5/00
Rent expense 8/0/0/00
Supplies expense 8/0/0/00
Utilities expense 4/5/0/00
Miscellaneous expense 2|7/5/00
Total expenses 4/4/5/0/00
Net income $3/0/5/0/00

NetSolutions

Statement of Owner’'s Equity
For the Month Ended November 30, 2007

Chris Clark, capital, November 1, 2007 $ 0

Investment on November 1, 2007 $25(0/0/0|00

Net income for November 3/0/5/0/00 |~
$28/0/5/0/00

Less withdrawals 2/0/0/0/00

Increase in owner’s equity 26/0/5/0/00

Chris Clark, capital, November 30, 2007 $26/0/5/0/00

NetSolutions

Balance Sheet
November 30, 2007

Assets Liabilities
Cash $ 5/9/0/0/00| Accounts payable $ |4/0/0j00
Supplies 5/5/0/00 Owner’s Equity
Land 20/0/0/0/00| Chris Clark, capital 26(0|5/0|00 |~
Total liabilities and
Total assets $26/4/5/0/00 owner'’s equity $26/4/5/0/00

NetSolutions

Statement of Cash Flows
For the Month Ended November 30, 2007

Cash flows from operating activities:
Cash received from customers $ 7/5/0/0/00
Deduct cash payments for expenses and

payments to creditors 4/6/0/0/00
Net cash flow from operating activities $ 2/9/0/0/00

Cash flows from investing activities:
Cash payments for purchase of land (20/0/0/0/00

Cash flows from financing activities:
Cash received as owner’s investment $25 00
Deduct cash withdrawal by owner 2/0/0/0/00
Net cash flow from financing activities 23

Net cash flow and November 30, 2007, cash balance $5

o
o
o

o

o
o
o

00

00 <—I

O
o
o




CHO1_Warren22e.gxd

6/12/06 12:06 PM

Q&N‘ Woﬁlo

Financial statements are used to
evaluate the current financial
condition of a business and
to predict its future operating
results and cash flows. For
example, bank loan officers
use a business’s financial state-
ments in deciding whether to
grant a loan to the business.
Once the loan is granted, the
borrower may be required to
maintain a certain level of as-
sets in excess of liabilities. The
business’s financial statements
are used to monitor this level.

Example Exercise 1-6

Page 21

—p—

Chapter 1 Introduction to Accounting and Business

BALANCE SHEET

The balance sheet in Exhibit 6 reports the amounts of NetSolutions” assets, liabilities,
and owner’s equity at the end of November. The asset and liability amounts are taken
from the last line of the summary of transactions presented earlier. Chris Clark, Capital
as of November 30, 2007, is taken from the statement of owner’s equity. The form of
balance sheet shown in Exhibit 6 is called the account form because it resembles the
basic format of the accounting equation, with assets on the left side and the liabilities
and owner’s equity sections on the right side. We illustrate an alternative form of bal-
ance sheet, called the report form, in a later chapter. It presents the liabilities and
owner’s equity sections below the assets section.

The assets section of the balance sheet normally presents assets in the order that
they will be converted into cash or used in operations. Cash is presented first, followed
by receivables, supplies, prepaid insurance, and other assets. The assets of a more per-
manent nature are shown next, such as land, buildings, and equipment.

In the liabilities section of the balance sheet in Exhibit 6, accounts payable is the
only liability. When there are two or more categories of liabilities, each should be listed
and the total amount of liabilities presented as follows:

Liabilities
Accounts payable $12,900
Wages payable 2,570

Total liabilities $15,470

objective (]

Using the data for Chickadee Travel Service shown in Example Exercises 1-4 and 1-5, prepare the balance
sheet as of April 30, 2008.

Follow My Example 1-6

Accounts receivable
Supplies

Total assets

For Practice: PE 1-6A, PE 1-6B

CHICKADEE TRAVEL SERVICE
BALANCE SHEET
April 30, 2008

Liabilities

Accounts payable $ 12,200

Owner’s Equity

Adam Cellini, capital
Total liabilities and owner’s equity . .

’ L/

155,550
$167,750

STATEMENT OF CASH FLOWS

The statement of cash flows consists of three sections, as we see in Exhibit 6: (1) oper-
ating activities, (2) investing activities, and (3) financing activities. Each of these sec-
tions is briefly described below.

Cash Flows from Operating Activities This section reports a summary of cash receipts
and cash payments from operations. The net cash flow from operating activities will
normally differ from the amount of net income for the period. In Exhibit 6, NetSolu-
tions reported net cash flows from operating activities of $2,900 and net income of
$3,050. This difference occurs because revenues and expenses may not be recorded at
the same time that cash is received from customers or paid to creditors.

Cash Flows from Investing Activities This section reports the cash transactions for the
acquisition and sale of relatively permanent assets. Exhibit 6 reports that NetSolutions
paid $20,000 for the purchase of land during November.

FINAL
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Cash Flows from Financing Activities This section reports the cash transactions related
to cash investments by the owner, borrowings, and cash withdrawals by the owner.
Exhibit 6 shows that Chris Clark invested $25,000 in the business and withdrew $2,000
during November.

Preparing the statement of cash flows requires that each of the November cash
transactions for NetSolutions be classified as operating, investing, or financing activi-
ties. Using the summary of transactions shown on page 16, the November cash trans-
actions for NetSolutions can be classified as follows:

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

Transactions (c) and (g) are not listed above since they did not involve a cash re-
ceipt or payment. In additon, the payment of accounts payable in transaction (f) is clas-
sified as an operating activity since the account payable arose from the purchase of
supplies, which are used in operations. Using the preceding classifications of November
cash transactions, the statement of cash flows is prepared as shown in Exhibit 6.°

The ending cash balance shown on the statement of cash flows also appears on the
balance sheet as of the end of the period. To illustrate, the ending cash of $5,900 re-
ported on the November statement of cash flows in Exhibit 6 also appears as the
amount of cash on hand in the November 30, 2007, balance sheet.

Since November is NetSolutions’ first period of operations, the net cash flow for
November and the November 30, 2007, cash balance are the same amount, $5,900, as
shown in Exhibit 6. In subsequent periods, NetSolutions will report in its statement of
cash flows a beginning cash balance, an increase or a decrease in cash for the period,
and an ending cash balance. For example, assume that for December NetSolutions has
a decrease in cash of $3,835. The last three lines of NetSolutions’ statement of cash
flows for December appear as follows:

Decrease in cash $3,835
Cash as of December 1, 2007 5,900
Cash as of December 31, 2007 $2,065

Example Exercise 1-7

objective (§ )/

A summary of cash flows for Chickadee Travel Service for the year ended April 30, 2008, is shown below.

Cash receipts:
Cash received from customers $251,000
Cash received from additional investment of owner

Cash payments:
Cash paid for expenses
Cash paid for land
Cash paid to owner for personal use

The cash balance as of May 1, 2007, was $72,050.

Prepare a statement of cash flows for Chickadee Travel Service for the year ended April 30, 2008.
(continued)

6 This method of preparing the statement of cash flows is called the “direct method.” This method and the
indirect method are discussed further in Chapter 16.
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CHICKADEE TRAVEL SERVICE
STATEMENT OF CASH FLOWS
For the Year Ended April 30, 2008

Cash flows from operating activities:

Cash received from customers

$251,000

Deduct cash payments for expenses

Net cash flows from operating activities

$ 41,000

Cash flows from investing activities:

Cash payments for purchase of land

(80,000)

Cash flows from financing activities:

Cash received from owner as investment

$ 50,000

Deduct cash withdrawals by owner

Net cash flows from financing activities
Net decrease in cash during year
Cash as of May 1, 2007
Cash as of April 30, 2008

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

INTERRELATIONSHIPS AMONG FINANCIAL STATEMENTS

As we mentioned earlier, financial statements are prepared in the order of the income
statement, statement of owner’s equity, balance sheet, and statement of cash flows.
Preparing them in this order is important because the financial statements are inter-
related. Using the financial statements of NetSolutions as an example, these interrela-
tionships are shown in Exhibit 6 as follows:”

1.

The income statement and the statement of owner’s equity are interrelated. The net
income or net loss appears on the income statement and also on the statement of
owner’s equity as either an addition (net income) to or deduction (net loss) from
the beginning owner’s equity and any additional investments by the owner dur-
ing the period. To illustrate, NetSolutions” net income of $3,050 for November is
added to Chris Clark’s investment of $25,000 in the statement of owner’s equity as
shown in Exhibit 6.

The statement of owner’s equity and the balance sheet are interrelated. The owner’s
capital at the end of the period on the statement of owner’s equity also appears on
the balance sheet as owner’s capital. To illustrate, Chris Clark, Capital of $26,050
as of November 30, 2007, on the statement of owner’s equity also appears on the
November 30, 2007, balance sheet as shown in Exhibit 6.

The balance sheet and the statement of cash flows are interrelated. The cash on
the balance sheet also appears as the end-of-period cash on the statement of cash
flows. To illustrate, the cash of $5,900 reported on NetSolutions” balance sheet as
of November 30, 2007, is also reported on NetSolutions” November statement of
cash flows as the end-of-period cash as shown in Exhibit 6.

The preceding interrelationships shown in Exhibit 6 are important in analyzing

financial statements and the impact of transactions on a business. In addition, these
interrelationships serve as a check on whether the financial statements have been
prepared correctly. For example, if the ending cash on the statement of cash flows
doesn’t agree with the balance sheet cash, then an error has occurred.

7 Depending upon the method of preparing the cash flows from operating activities section of the statement
of cash flows, net income (or net loss) may also appear on the statement of cash flows. This interrelation-
ship or method of preparing the statement of cash flows, called the “indirect method,” is described and
illustrated in Chapter 16.

FINAL
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1. Describe the nature of a business and the role of ethics and accounting in business.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
A business provides goods or services (outputs) e Distinguish among service,
to customers with the objective of maximizing merchandising, and manufac-
profits. Service, merchandising, and manufac- turing businesses.
turing businesses may be organized as propri- e Describe the characteristics of
etorships, partnerships, corporations, and a proprietorship, partnership,
limited liability companies. corporation, and limited lia-
A business stakeholder is a person or entity bility company.
(such as an owner, manager, employee, cus- e List business stakeholders.
tomer, creditor, or the government) who has
an interest in the economic performance of
the business.
Ethics are moral principles that guide the ¢ Define ethics and list the
conduct of individuals. Good ethical conduct three factors affecting good
depends upon individual character, firm cul- ethical conduct.
ture, and laws and enforcement.
Accounting, called the “language of busi- e Describe the role of account-
ness,” is an information system that provides ing in business and explain
reports to stakeholders about the economic why accounting is called the
activities and condition of a business. “language of business.”
Accountants are engaged in private ac- e Describe what private and
counting or public accounting. public accounting means.
2. Summarize the development of accounting principles and relate them to practice.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
Generally accepted accounting principles e Explain what is meant by
(GAAP) are used in preparing financial state- generally accepted account-
ments so that stakeholders can compare one ing principles.
company to another. Accounting principles e Describe how generally ac-
and concepts develop from research, practice, cepted accounting principles
and pronouncements of authoritative bodies are developed.
such as the Financial Accounting Standards
Board (FASB).
The business entity concept views the busi- e Describe and give an example 1-1 1-1A, 1-1B
ness as an entity separate from its owners, of what is meant by the busi-
creditors, or other stakeholders. The cost con- ness entity concept.
cept requires that properties and services e Describe and give an example
bought by a business be recorded in terms of of what is meant by the cost
actual cost. The objectivity concept requires concept.
that the accounting records and reports be e Describe and give an example
based upon objective evidence. The unit of of what is meant by the ob-
measure concept requires that economic data jectivity concept.
be recorded in dollars. e Describe and give an example
of what is meant by the unit
of measure concept.
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3. State the accounting equation and define each element of the equation.

Example Practice

Key Points Key Learning Outcomes Exercises Exercises
The resources owned by a business and the e State the accounting equation.
rights or claims to these resources may be e Define assets, liabilities, and
stated in the form of an equation, as follows: owner’s equity.
Assets = Liabilities + Owner’s Equity e Given two elements of the 1-2 1-2A, 1-2B

accounting equation, solve

for the third element.

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

Example Practice
Key Points Key Learning Outcomes Exercises Exercises
All business transactions can be stated in ¢ Define a business transaction.
terms of the change in one or more of the ¢ Using the accounting equa- 1-3 1-3A, 1-3B
three elements of the accounting equation. tion as a framework, record

transactions.

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

Example Practice
Key Points Key Learning Outcomes Exercises Exercises
The principal financial statements of a propri- e List and describe the financial
etorship are the income statement, the state- statements of a proprietorship.
ment of owner’s equity, the balance sheet, e Prepare an income statement. 1-4 1-4A, 1-4B
and the statement of cash flows. The income ® Prepare a statement of 1-5 1-5A, 1-5B
statement reports a period’s net income or owner'’s equity.
net loss, which also appears on the statement e Prepare a balance sheet. 1-6 1-6A, 1-6
of owner’s equity. The ending owner’s capital e Prepare a statement of cash 1-7 1-7A, 1-
reported on the statement of owner’s equity flows.
is also reported on the balance sheet. The ¢ Explain how the financial
ending cash balance is reported on the bal- statements of a proprietor-
ance sheet and the statement of cash flows. ship are interrelated.
account form (21) Certified Public Accountant (CPA) income statement (18)
account payable (14) (10) interest revenue (15)
account receivable (15) corporation (3) liabilities (12)
accounting (7) cost concept (11) limited liability company (LLC) (4)
accounting equation (12) ethics (4) management (or managerial)
assets (12) expenses (15) accounting (9)
balance sheet (18) fees earned (15) manufacturing business (3)
business (2) financial accounting (8) matching concept (18)
business entity concept (11) Financial Accounting Standards merchandising business (3)
business stakeholder (4) Board (FASB) (10) net income or net profit (18)
business transaction (12) financial statements (17) net loss (18)
Certified Management Accountant  generally accepted accounting objectivity concept (11)
(CMA) (9) principles (GAAP) (10) owner’s equity (12)
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partnership (3) public accounting (9) service business (3)
prepaid expenses (14) rent revenue (15) statement of cash flows (18)
private accounting (9) report form (21) statement of owner’s equity (18)
profit (2) revenue (14) unit of measure concept (11)
proprietorship (3) sales (15)

lHlustrative Problem

Cecil Jameson, Attorney-at-Law, is a proprietorship owned and operated by Cecil Jame-
son. On July 1, 2007, Cecil Jameson, Attorney-at-Law, has the following assets and li-
abilities: cash, $1,000; accounts receivable, $3,200; supplies, $850; land, $10,000; accounts
payable, $1,530. Office space and office equipment are currently being rented, pending
the construction of an office complex on land purchased last year. Business transactions
during July are summarized as follows:

Received cash from clients for services, $3,928.
. Paid creditors on account, $1,055.
Received cash from Cecil Jameson as an additional investment, $3,700.
. Paid office rent for the month, $1,200.
Charged clients for legal services on account, $2,025.
Purchased office supplies on account, $245.
. Received cash from clients on account, $3,000.

S0 e a0 oo

. Received invoice for paralegal services from Legal Aid Inc. for July (to be paid on
August 10), $1,635.

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

-

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

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

Instructions

1. Determine the amount of owner’s equity (Cecil Jameson'’s capital) as of July 1, 2007.

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

3. Prepare an income statement for July, a statement of owner’s equity for July, and a
balance sheet as of July 31, 2007.

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

Solution

1. Assets — Liabilities = Owner’s Equity
(Cecil Jameson, capital)

($1,000 + $3,200 + $850 + $10,000) — $1,530 = Owner’s Equity
(Cecil Jameson, capital)

$15,050 — $1,530 = Owner’s Equity
(Cecil Jameson, capital)

$13,520 = Owner’s Equity
(Cecil Jameson, capital)
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2.
Assets = Liabilities + Owner’s Equity
Cecil Cecil Answering
Accts. Accts. Jameson, Jameson, Fees Paralegal Wages Rent  Utilities Service Supp. Misc.

Cash T Rec. T Supp. * Land = Pay. * Capital ~ Drawing T Earned = Exp. ~ Exp. — Exp. — Exp. ~ Exp. — Exp. ~ Exp.
Bal. 1,000 3,200 850 10,000 1,530 13,520
a. +3,928 3,928
Bal. 4,928 3,200 850 10,000 1,530 13,520
b. —1,055 —1,055
Bal. 3,873 3,200 850 10,000 475 13,520 3,928
C. +3,700 +3,700
Bal. 7,573 3,200 850 10,000 475 17,220 3,928
d. —1,200 —1,200
Bal. 6373 3,200 850 10,000 475 17,220 3,928 —1,200
e. +2,025 +2,025
Bal. 6,373 5,225 850 10,000 475 17,220 5,953 —1,200
f. + 245 + 245
Bal. 6,373 5,225 1,095 10,000 720 17,220 5,953 —1,200
g. +3,000 —3,000
Bal. 9,373 2,225 1,095 10,000 720 17,220 5,953 —-1,200
h. +1,635 —1,635
Bal. 9,373 2,225 1,095 10,000 2,355 17,220 5,953 —1,635 —1,200
i —1,500 —850 —325 —250 =75
Bal. 7,873 2,225 1,095 10,000 2,355 17,220 5,953 —1,635 -850 —1,200 —325 —250 —75
. - 115 —~115
Bal. 7,873 2,225 980 10,000 2,355 17,220 5,953 —-1,635 -850 —1,200 —325 —250 —115 =75
k. —1,000 —1,000
Bal. 6,873 2,225 980 10,000 2,355 17,220 —1,000 5,953 —1,635 -850 —1,200 —325 —250 —-115 E

3. Cecil Jameson, Attorney-at-Law

Income Statement
For the Month Ended July 31, 2007

Fees earned ... ... $5,953
Expenses:
Paralegal eXpense . .. ...t $1,635
Rent eXpense . .. ... . 1,200
Wages EXPENSE . .ot ettt e e 850
Utilities @Xpense . . ..ot 325
ANSWENING SEIrVIiCe EXPENSE . . . vt ittt ettt e 250
SUPPIIES EXPENSE . o\ ittt s 115
Miscellaneous eXPEeNSE . ... ...ttt 75
Total eXPENSES . . . 4,450
Net INCOME . ... e $1,503

Cecil Jameson, Attorney-at-Law
Statement of Owner’s Equity
For the Month Ended July 31, 2007

Cecil Jameson, capital, July 1, 2007 .. ... ... ... i $13,520
Additional investment by owner . ...... ... .. . $3,700
Net income forthemonth ....... ... .. ... ... ... ... .. .. .. ....... 1,503

$5,203
Less withdrawals .. ... ... 1,000
Increase in owner'sequity ............ . 4,203
Cecil Jameson, capital, July 31,2007 . ... .. ... .. it $17,723

(continued)
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Cecil Jameson, Attorney-at-Law
Balance Sheet
July 31, 2007

Assets Liabilities
Cash ..., $ 6,873 Accounts payable ............ $ 2,355
Accounts receivable . .......... 2,225 Owner’s Equity
Supplies . ....... ... ... 980 Cecil Jameson, capital ......... 17,723
Land ....... .. 10,000 Total liabilities and
Total assets .. ................ $20,078 owner’'s equity ........... $20,078
4. Optional. Cecil Jameson, Attorney-at-Law

Statement of Cash Flows
For the Month Ended July 31, 2007

Cash flows from operating activities:

Cash received from customers . .......... .. ... .. ... $6,928*
Deduct cash payments for operating expenses ................. 3,755**
Net cash flows from operating activities ...................... $3,173

Cash flows from investing activities ............................ —
Cash flows from financing activities:

Cash received from owner as investment ..................... $3,700

Deduct cash withdrawals by owner .......... ... ... .. ... ... 1,000

Net cash flows from financing activities ...................... 2,700
Net increase in cash duringyear ............ ... ...cooiiiiinn.. $5,873
Cash as of July 1, 2007 . ... ...t s 1,000
Cashasof July 31,2007 ... $6,873

*$6,928 = $3,928 + $3,000
**$3,755 = $1,055 + $1,200 + $1,500

Self-Examination Questions (Answers at End of Chapter)
1. A profit-making business operating as a separate legal 4. If total assets increased $20,000 during a period and
entity and in which ownership is divided into shares total liabilities increased $12,000 during the same period,
of stock is known as a: the amount and direction (increase or decrease) of the
A. proprietorship. C. partnership. change in owner’s equity for that period is a(n):
B. service business. D. corporation. A. $32,000 increase. C. $8,000 increase.
2. The resources owned by a business are called: B. $32,000 decrease. D $8,000 decrease.
A. assets. C. the accounting equation. 5. If revenue was $45,000, expenses were $37,500, and the
B. liabilities. D. owner’s equity. owner’s withdrawals were $10,000, the amount of net

income or net loss would be:
A. $45,000 net income. C. $37,500 net loss.
B. $7,500 net income.  D. $2,500 net loss.

3. A listing of a business entity’s assets, liabilities, and
owner’s equity as of a specific date is a(n):
A. balance sheet.
B. income statement.
C. statement of owner’s equity.
D. statement of cash flows.

Eye Openers

—_

What is the objective of most businesses?
2. What is the difference between a manufacturing business and a service business? Is a
restaurant a manufacturing business, a service business, or both?
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3. Why are most large companies like Microsoft, PepsiCo, Caterpillar, and AutoZone

organized as corporations?

Who are normally included as the stakeholders of a business?

What is the role of accounting in business?

6. Rebecca Olson is the owner of Aquarius Delivery Service. Recently, Rebecca paid inter-
est of $1,850 on a personal loan of $30,000 that she used to begin the business. Should
Aquarius Delivery Service record the interest payment? Explain.

7. On February 3, Dependable Repair Service extended an offer of $80,000 for land that had
been priced for sale at $90,000. On March 6, Dependable Repair Service accepted the seller’s
counteroffer of $88,000. Describe how Dependable Repair Service should record the land.

8. a. Land with an assessed value of $250,000 for property tax purposes is acquired by a

business for $375,000. Seven years later, the plot of land has an assessed value of
$400,000 and the business receives an offer of $725,000 for it. Should the monetary
amount assigned to the land in the business records now be increased?

b. Assuming that the land acquired in (a) was sold for $725,000, how would the vari-
ous elements of the accounting equation be affected?

9. Describe the difference between an account receivable and an account payable.

10. A business had revenues of $420,000 and operating expenses of $565,000. Did the busi-
ness (a) incur a net loss or (b) realize net income?

11. A business had revenues of $919,500 and operating expenses of $738,600. Did the busi-
ness (a) incur a net loss or (b) realize net income?

12. What particular item of financial or operating data appears on both the income state-
ment and the statement of owner’s equity? What item appears on both the balance sheet
and the statement of owner’s equity? What item appears on both the balance sheet and
the statement of cash flows?

L

Practice Exercises

PE 1-1A
Cost concept

obj. 2

© 00 0000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

On November 15, Johnson Repair Service extended an offer of $35,000 for land that had
been priced for sale at $43,000. On December 8, Johnson Repair Service accepted the seller’s
counteroffer of $37,000. On December 30, the land was assessed at a value of $50,000 for
property tax purposes. On April 1, Johnson Repair Service was offered $60,000 for the land
by a national retail chain. At what value should the land be recorded in Johnson Repair
Service’s records?

PE 1-1B
Cost concept

obj. 2

On February 2, Duck Repair Service extended an offer of $90,000 for land that had been priced
for sale at $115,000. On February 16, Duck Repair Service accepted the seller’s counteroffer
of $100,000. On April 29, the land was assessed at a value of $110,000 for property tax pur-
poses. On August 30, Duck Repair Service was offered $130,000 for the land by a national
retail chain. At what value should the land be recorded in Duck Repair Service’s records?

PE 1-2A
Accounting equation

obj. 3

Daryl Wallin is the owner and operator of Pima LLC, a motivational consulting business.
At the end of its accounting period, December 31, 2007, Pima has assets of $617,000 and li-
abilities of $382,000. Using the accounting equation, determine the following amounts:

a. Owner’s equity, as of December 31, 2007.
b. Owner’s equity, as of December 31, 2008, assuming that assets increased by $114,000 and
liabilities decreased by $29,000 during 2008.

PE 1-2B
Accounting equation

obj. 3

Kristen Hagan is the owner and operator of You're Cool, a motivational consulting business.
At the end of its accounting period, December 31, 2007, You're Cool has assets of $336,000
and liabilities of $172,500. Using the accounting equation, determine the following amounts:

a. Owner’s equity, as of December 31, 2007.
b. Owner’s equity, as of December 31, 2008, assuming that assets increased by $75,000 and
liabilities increased by $15,000 during 2008.

FINAL
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PE 1-3A
Transactions

obj. 4

Mime Delivery Service is owned and operated by Pamela Kolp. The following selected trans-
actions were completed by Mime Delivery Service during October:

Received cash from owner as additional investment, $7,500.
Paid creditors on account, $815.

Billed customers for delivery services on account, $3,250.
Received cash from customers on account, $1,150.

Paid cash to owner for personal use, $500.

SIS

Indicate the effect of each transaction on the accounting equation elements (Assets, Liabil-
ities, Owner’s Equity, Drawing, Revenue, and Expense) by listing the numbers identifying
the transactions, (1) through (5). Also, indicate the specific item within the accounting equa-
tion element that is affected. To illustrate, the answer to (1) is shown below.

(1) Asset (Cash) increases by $7,500; Owner’s Equity (Pamela Kolp, Capital) increases by
$7,500.

PE 1-3B
Transactions

obj. 4

Quicken Delivery Service is owned and operated by Zoey Tucker. The following selected
transactions were completed by Quicken Delivery Service during July:

1. Received cash from owner as additional investment, $9,000.
Paid advertising expense, $674.

Purchased supplies on account, $280.

Billed customers for delivery services on account, $4,800.
Received cash from customers on account, $1,150.

Ol PN

Indicate the effect of each transaction on the accounting equation elements (Assets, Liabili-
ties, Owner’s Equity, Drawing, Revenue, and Expense) by listing the numbers identifying
the transactions, (1) through (5). Also, indicate the specific item within the accounting equa-
tion element that is affected. To illustrate, the answer to (1) is shown below.

(1) Asset (Cash) increases by $9,000; Owner’s Equity (Zoey Tucker, Capital) increases by
$9,000.

PE 1-4A
Income statement

obj. 5

The assets and liabilities of Herat Travel Service at June 30, 2008, the end of the current
year, and its revenue and expenses for the year are listed below. The capital of the owner,
Lola Stahn, was $75,000 at July 1, 2007, the beginning of the current year.

Accounts payable $ 15,300
Accounts receivable 24,350
Cash 70,800
Fees earned 378,200
Land 100,000

Miscellaneous expense $ 3,150
Office expense 91,350
Supplies 5,350
Wages expense 181,500

Prepare an income statement for the current year ended June 30, 2008.

PE 1-4B
Income statement

obj. 5

The assets and liabilities of Leotard Travel Service at February 28, 2008, the end of the current
year, and its revenue and expenses for the year are listed below. The capital of the owner,
Harry Thompson, was $190,000 at March 1, 2007, the beginning of the current year.

Accounts payable $ 21,000
Accounts receivable 37,750
Cash 22,700
Fees earned 377,000
Land 145,000

Miscellaneous expense $ 6,350
Office expense 156,650
Supplies 2,550
Wages expense 225,000

Prepare an income statement for the current year ended February 28, 2008.

PE 1-5A
Statement of owner’s
equity

obj. 5

Using the data for Herat Travel Service shown in Practice Exercise 1-4A, prepare a statement
of owner’s equity for the current year ended June 30, 2008. Lola Stahn invested an additional
$20,000 in the business during the year and withdrew cash of $12,000 for personal use.

FINAL
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PE 1-5B Using the data for Leotard Travel Service shown in Practice Exercise 1-4B, prepare a state-

Statement of owner’s
equity

ment of owner’s equity for the current year ended February 28, 2008. Harry Thompson in-
vested an additional $18,000 in the business during the year and withdrew cash of $10,000

obj. 5 for personal use.

PE 1-6A Using the data for Herat Travel Service shown in Practice Exercise 1-4A and 1-5A, prepare
Balance sheet the balance sheet as of June 30, 2008.

obj. 5

PE 1-6B Using the data for Leotard Travel Service shown in Practice Exercise 1-4B and 1-5B, prepare
Balance sheet the balance sheet as of February 28, 2008.

obj. 5

PE 1-7A A summary of cash flows for Herat Travel Service for the year ended June 30, 2008, is shown

Statement of cash flows
obj. 5

below.

Cash receipts:

Cash received from customers ............ ... .. ... ...... $350,000

Cash received from additional investment of owner ........ 20,000
Cash payments:

Cash paid for operating expenses ....................... 270,000

Cash paidforland .......... ... ... ... 60,000

Cash paid to owner for personal use .................... 12,000

The cash balance as of July 1, 2007, was $42,800.
Prepare a statement of cash flows for Herat Travel Service for the year ended June 30,
2008.

PE 1-7B
Statement of cash flows

obj. 5

Exercises

EX 1-1
Types of businesses

obj. 1

RN

A summary of cash flows for Leotard Travel Service for the year ended February 28, 2008,
is shown below.

Cash receipts:

Cash received from customers .......................... $350,000

Cash received from additional investment of owner ........ 18,000
Cash payments:

Cash paid for operating expenses . ...................... 365,000

Cash paid forland ........ .. .. i 27,000

Cash paid to owner for personal use .................... 10,000

The cash balance as of March 1, 2007, was $56,700.
Prepare a statement of cash flows for Leotard Travel Service for the year ended Febru-
ary 28, 2008.

Indicate whether each of the following companies is primarily a service, merchandise, or
manufacturing business. If you are unfamiliar with the company, use the Internet to locate
the company’s home page or use the finance Web site of Yahoo.com.

1. H&R Block 9. Procter & Gamble

2. eBay Inc. 10. FedEx

3. Wal-Mart Stores, Inc. 11. Gap Inc.

4. Ford Motor Company 12. Hilton Hospitality, Inc.

5. Citigroup 13. CVS

6. Boeing 14. Caterpillar

7. First Union Corporation 15. The Dow Chemical Company
8. Alcoa Inc.

FINAL
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EX 1-2 A fertilizer manufacturing company wants to relocate to Collier County. A 13-year-old re-

Professional ethics
obj. 1

port from a fired researcher at the company says the company’s product is releasing toxic
by-products. The company has suppressed that report. A second report commissioned by
the company shows there is no problem with the fertilizer.

“P;cs &~ Should the company’s chief executive officer reveal the context of the unfavorable
T report in discussions with Collier County representatives? Discuss.
EX 1-3 Frontier Sports sells hunting and fishing equipment and provides guided hunting and fish-

Business entity concept
obj. 2

ing trips. Frontier Sports is owned and operated by Wally Schnee, a well-known sports en-
thusiast and hunter. Wally’s wife, Helen, owns and operates Blue Sky Boutique, a women’s
clothing store. Wally and Helen have established a trust fund to finance their children’s col-
lege education. The trust fund is maintained by First Bank in the name of the children, Anna
and Conner.

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

F Frontier Sports

B First Bank Trust Fund
S Blue Sky Boutique

X None of the above

1. Wally paid a breeder’s fee for an English springer spaniel to be used as a hunting guide
dog.

2. Helen paid her dues to the YWCA.

Helen purchased two dozen spring dresses from a Denver designer for a special spring

sale.

Helen deposited a $3,500 personal check in the trust fund at First Bank.

Wally paid for an advertisement in a hunters’ magazine.

Helen authorized the trust fund to purchase mutual fund shares.

Wally paid for dinner and a movie to celebrate their tenth wedding anniversary.

Helen donated several dresses from inventory for a local charity auction for the bene-

fit of a women’s abuse shelter.

Wally received a cash advance from customers for a guided hunting trip.

10. Wally paid a local doctor for his annual physical, which was required by the work-

men’s compensation insurance policy carried by Frontier Sports.

NN W

0

EX 14
Accounting equation

obj. 3
RN

v Coca-Cola, $15,935

The total assets and total liabilities of Coca-Cola and PepsiCo are shown below.

Coca-Cola PepsiCo

(in millions) (in millions)
Assets $31,327 $27,987
Liabilities 15,392 14,415

Determine the owners’ equity of each company.

EX 1-5
Accounting equation

obj. 3
)@\.Wﬂgloi

v eBay, $6,728

The total assets and total liabilities of eBay and Google are shown below.

eBay Google

(in millions) (in millions)
Assets $7,991 $3,313
Liabilities 1,263 384

Determine the owners’ equity of each company.

FINAL
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EX 1-6 Determine the missing amount for each of the following;:
Accounting equation
obj. 3 Assets = Liabilities + Owner’s Equity

v a. $300,600

a. X = $85,000 + $215,600
b. $93,500 = X + 6,150
C 42,500 = 11,275 + X

EX 1-7
Accounting equation

objs. 3, 4
v b. $710,000

Hector Lopez is the owner and operator of Centillion, a motivational consulting business.
At the end of its accounting period, December 31, 2007, Centillion has assets of $950,000
and liabilities of $300,000. Using the accounting equation and considering each case inde-
pendently, determine the following amounts:

a. Hector Lopez, capital, as of December 31, 2007.

b. Hector Lopez, capital, as of December 31, 2008, assuming that assets increased by $150,000
and liabilities increased by $90,000 during 2008.

c. Hector Lopez, capital, as of December 31, 2008, assuming that assets decreased by $75,000
and liabilities increased by $27,000 during 2008.

d. Hector Lopez, capital, as of December 31,2008, assuming that assets increased by $125,000
and liabilities decreased by $48,000 during 2008.

e. Net income (or net loss) during 2008, assuming that as of December 31, 2008, assets were
$1,200,000, liabilities were $195,000, and there were no additional investments or with-
drawals.

EX 1-8
Asset, liability, owner’s
equity items

Indicate whether each of the following is identified with (1) an asset, (2) a liability, or (3)
owner’s equity:

. a. land d. fees earned
obj. 3 .
b. wages expense e. supplies
c. accounts payable f. cash
EX 1-9 Describe how the following business transactions affect the three elements of the account-

Effect of transactions on
accounting equation

obj. 4

ing equation.

. Purchased supplies on account.
. Purchased supplies for cash.
Paid for utilities used in the business.
. Received cash for services performed.
Invested cash in business.

o an o

EX 1-10
Effect of transactions on
accounting equation

obj. 4
v a. (1) increase $70,000

o))

. A vacant lot acquired for $75,000 is sold for $145,000 in cash. What is the effect of the
sale on the total amount of the seller’s (1) assets, (2) liabilities, and (3) owner’s equity?
b. Assume that the seller owes $40,000 on a loan for the land. After receiving the $145,000
cash in (a), the seller pays the $40,000 owed. What is the effect of the payment on the

total amount of the seller’s (1) assets, (2) liabilities, and (3) owner’s equity?

EX 1-11
Effect of transactions on
owner’s equity

Indicate whether each of the following types of transactions will either (a) increase owner’s
equity or (b) decrease owner’s equity:

1. revenues 3. owner’s investments

obj. 4 2. expenses 4. owner’s withdrawals
EX 1-12 The following selected transactions were completed by Pilgrim Delivery Service during July:
Transactions
bi. 4 Received cash from owner as additional investment, $115,000.
obj.

Received cash for providing delivery services, $58,000.
Paid advertising expense, $2,000.

Paid creditors on account, $4,800.

Billed customers for delivery services on account, $31,250.
Purchased supplies for cash, $800.

Paid rent for July, $3,000.

NGk L=

(continued)
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8. Received cash from customers on account, $10,740.
9. Determined that the cost of supplies on hand was $135; therefore, $665 of supplies had
been used during the month.
10. Paid cash to owner for personal use, $1,500.

Indicate the effect of each transaction on the accounting equation by listing the numbers
identifying the transactions, (1) through (10), in a column, and inserting at the right of each
number the appropriate letter from the following list:

a. Increase in an asset, decrease in another asset.
b. Increase in an asset, increase in a liability.

c. Increase in an asset, increase in owner’s equity.
d. Decrease in an asset, decrease in a liability.

e. Decrease in an asset, decrease in owner’s equity.

EX 1-13 Otto Egan operates his own catering service. Summary financial data for August are pre-
Nature of transactions sented in equation form as follows. Each line designated by a number indicates the effect
obj. 4 of a transaction on the equation. Each increase and decrease in owner’s equity, except trans-
7 d. $26,500 action (5), affects net income.
Assets = Liabilities + Owner’s Equity
Accounts Otto Egan, Otto Egan, Fees
Cash + Supplies + Land = Payable + Capital — Drawing + Earned — Expenses
Bal. 27,000 3,000 100,000 15,000 115,000
1 +45,000 45,000
2 —20,000 +20,000
3 —16,000 -16,000
4. +3,000 + 3,000
5 — 5,000 -5,000
6 —12,000 —12,000
7. —2,500 -2,500
Bal. 19,000 3,500 120,000 6,000 115,000 -5,000 45,000 -18,500
a. Describe each transaction.
b. What is the amount of net decrease in cash during the month?
c. What is the amount of net increase in owner’s equity during the month?
d. What is the amount of the net income for the month?
e. How much of the net income for the month was retained in the business?
EX 1-14 The income statement of a proprietorship for the month of July indicates a net income of
N(-:‘t income and owner’s  $117,800. During the same period, the owner withdrew $150,000 in cash from the business
withdrawals for personal use.
obj. 5 Would it be correct to say that the business incurred a net loss of $32,200 during the
month? Discuss.
EX 1-15 Four different proprietorships, Alpha, Bravo, Charlie, and Delta, show the same balance
Net income and owner’s  gheet data at the beginning and end of a year. These data, exclusive of the amount of owner’s
equity for four businesses  equity, are summarized as follows:
obj. 5 Total Total
v Charlie: Net income, Assets Liabilities
180,000
$ Beginning of the year $1,350,000 $540,000
End of the year 2,160,000 900,000

On the basis of the above data and the following additional information for the year, de-
termine the net income (or loss) of each company for the year. (Hint: First determine the
amount of increase or decrease in owner’s equity during the year.)

Alpha:  The owner had made no additional investments in the business and had made
no withdrawals from the business.

Bravo: The owner had made no additional investments in the business but had with-
drawn $120,000.
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Charlie: The owner had made an additional investment of $270,000 but had made no with-
drawals.
Delta: The owner had made an additional investment of $270,000 and had withdrawn
$120,000.
EX 1-16 From the following list of selected items taken from the records of Maya Appliance Service

Balance sheet items
obj. 5

as of a specific date, identify those that would appear on the balance sheet:

1. Accounts Payable 6. Supplies

2. Cash 7. Supplies Expense
3. Fees Earned 8. Utilities Expense
4. Ishmael Maya, Capital 9. Wages Expense
5.

Land 10. Wages Payable

EX 1-17
Income statement items

obj. 5

Based on the data presented in Exercise 1-16, identify those items that would appear on the
income statement.

EX 1-18
Statement of owner’s
equity

obj. 5

v Lynn Jepsen, capital,
June 30, 2008: $864,250

Financial information related to Pickerel Company, a proprietorship, for the month ended
June 30, 2008, is as follows:

Net income for June $196,350
Lynn Jepsen’s withdrawals during June 15,000
Lynn Jepsen, capital, June 1, 2008 682,900

Prepare a statement of owner’s equity for the month ended June 30, 2008.

EX 1-19
Income statement

obj. 5

v Net income: $91,330

Giblet Services was organized on February 1, 2008. A summary of the revenue and expense
transactions for February follows:

Fees earned $479,280
Wages expense 310,600
Rent expense 60,000
Supplies expense 6,200
Miscellaneous expense 11,150

Prepare an income statement for the month ended February 28.

EX 1-20

Missing amounts from
balance sheet and
income statement data
obj. 5

v (a) $117,225

One item is omitted in each of the following summaries of balance sheet and income state-
ment data for the following four different proprietorships:

Oscar Papa Quebec Romeo
Beginning of the year:
Assets $540,000 $125,000 $200,000 (d)
Liabilities 324,000 65,000 152,000 $120,000
End of the year:
Assets 670,500 175,000 180,000 248,000
Liabilities 292,500 55,000 160,000 136,000
During the year:
Additional investment in
the business (a) 25,000 20,000 40,000
Withdrawals from the
business 36,000 8,000 () 60,000
Revenue 177,975 (b) 230,000 112,000
Expenses 97,200 32,000 245,000 128,000

Determine the missing amounts, identifying them by letter. (Hint: First determine the
amount of increase or decrease in owner’s equity during the year.)

|
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EX 1-21 Financial information related to the proprietorship of Burst Interiors for March and April
Balance sheets, net 2008 is as follows:
income
obj. 5 March 31, 2008 April 30, 2008
Accounts payable $18,480 $ 19,920
Accounts receivable 40,800 46,950
Gary Deming, capital ? ?
v b. $54,510 Cash 72,000 122,400
Supplies 3,600 3,000

a. Prepare balance sheets for Burst Interiors as of March 31 and as of April 30, 2008.

b. Determine the amount of net income for April, assuming that the owner made no addi-
tional investments or withdrawals during the month.

c. Determine the amount of net income for April, assuming that the owner made no addi-
tional investments but withdrew $15,000 during the month.

EX 1-22 Each of the following items is shown in the financial statements of Exxon Mobil
Financial statements Corporation. Identify the financial statement (balance sheet or income statement) in which
obj. 5 each item would appear.
oy, a. Accounts payable i. Marketable securities
- a b. Cash equivalents j-  Notes and loans payable
o c. Crude oil inventory k. Notes receivable
d. Equipment l.  Operating expenses
e. Exploration expenses m. Prepaid taxes
f. Income taxes payable n. Sales
g. Investments 0. Selling expenses
h. Long-term debt

EX 1-23 Indicate whether each of the following activities would be reported on the statement of cash
Statement of cash flows  flows as (a) an operating activity, (b) an investing activity, or (c) a financing activity:
obj. 5 1. Cash received as owner’s investment

2. Cash received from fees earned
3. Cash paid for land
4. Cash paid for expenses

EX 1-24 A summary of cash flows for Webster Consulting Group for the year ended July 31, 2008,
Statement of cash flows is shown below.
obj. S5 Cash receipts:

Cash received from customers ........... ... ... $495,000

Cash received from additional investment of owner ............. 20,000

Cash payments:

Cash paid for operating expenses .. ...........c..ovviunienen .. 371,500

Cash paid forland . ... .. 40,000

Cash paid to owner for personaluse .......................... 9,000

The cash balance as of August 1, 2007, was $46,750.
Prepare a statement of cash flows for Webster Consulting Group for the year ended July

31, 2008.
EX 1-25 Galaxy Realty, organized October 1, 2008, is owned and operated by Ora Tasker. How many
Financial statements errors can you find in the following financial statements for Galaxy Realty, prepared after
obj. 5 its second month of operations?
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v Correct amount of Galaxy Realty
total assets is $39,200 Income Statement

November 30, 2008

Sales COMMISSIONS . . oottt et e e $103,800
Expenses:
Office salaries eXpense ... ... ...t $64,800
Rent eXpense . ... ... e 22,000
Automobile expense . .. ... 5,000
Miscellaneous eXPense . .. ... ...t 1,600
SUPPHIES EXPENSE . . o\ttt e 600
Total @XPENSES . . oo it e 94,000
Net INCOME . .ottt e e e e e e $ 29,800
Ora Tasker
Statement of Owner’s Equity o
November 30, 2007 °
Ora Tasker, capital, November 1, 2008 .. ... ... ... .t $20,800 :
Less withdrawals during November . . ... ... . 4,000 :
$16,800 °
Additional investment during November ....... .. .. .. .. . .. . 5,000 . o
$21,800 o
Net income for the month ... ... . e e e et 29,800 ®
Ora Tasker, capital, November 30, 2008 ... ...... ... .ttt $51,600

Balance Sheet
For the Month Ended November 30, 2008

Assets Liabilities
Cash .................. $ 6,600 Accounts receivable ..................... $28,600
Accounts payable ....... 7,600 SUPPlies .ot 4,000
Owner’s Equity
Ora Tasker, capital ...................... 51,600
Total assets ............ $14,200 Total liabilities and owner’s equity ........ $84,200

Problems Series A

PR 1-1A On June 1 of the current year, Doni Gilmore established a business to manage rental prop-
Transactions erty. She completed the following transactions during June:

obj. 4
¥ Cash bal. at end of
June: $24,620

. Opened a business bank account with a deposit of $25,000 from personal funds.

. Purchased supplies (pens, file folders, and copy paper) on account, $1,150.
Received cash from fees earned for managing rental property, $4,500.

. Paid rent on office and equipment for the month, $1,500.
Paid creditors on account, $600.
Billed customers for fees earned for managing rental property, $2,250.

. Paid automobile expenses (including rental charges) for month, $400, and miscellaneous
expenses, $180.

. Paid office salaries, $1,200.
Determined that the cost of supplies on hand was $380; therefore, the cost of supplies used
was $770.

j. Withdrew cash for personal use, $1,000.

= R - )

Instructions
1. Indicate the effect of each transaction and the balances after each transaction, using the
following tabular headings:

(continued)
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Assets = Liabilities + Owner’s Equity
Doni Doni
Accounts Accounts  Gilmore,  Gilmore, Fees Rent Salaries Supplies Auto Misc.
Cash 4+ Receivable 4+ Supplies — Payable 4 Capital — Drawing + Earned — Expense — Expense _ Expense — Expense — Expense

2. &——~ Briefly explain why the owner’s investment and revenues increased owner’s eq-
uity, while withdrawals and expenses decreased owner’s equity.

PR 1-2A Following are the amounts of the assets and liabilities of Pedigree Travel Agency at
Financial statements December 31, 2008, the end of the current year, and its revenue and expenses for the
obj. 5 year. The capital of Shiann Ott, owner, was $115,000 on January 1, 2008, the beginning
of the current year. During the current year, Shiann withdrew $40,000.

Accounts payable $ 12,500 Rent expense $25,000

. . Accounts receivable 42,300 Supplies 2,700

v 1. Net income: $137,500 Cash 180,000 Supplies expense 2,800

Fees earned 250,000 Utilities expense 18,200

Miscellaneous expense 1,500 Wages expense 65,000

Instructions

1. Prepare an income statement for the current year ended December 31, 2008.

2. Prepare a statement of owner’s equity for the current year ended December 31, 2008.
3. Prepare a balance sheet as of December 31, 2008.

PR 1-3A Barry Kimm established Mariner Financial Services on January 1, 2008. Mariner Financial Ser-
Financial statements vices offers financial planning advice to its clients. The effect of each transaction and the
obj. 5 balances after each transaction for January are shown at the bottom of the page.

Instructions

1. Prepare an income statement for the month ended January 31, 2008.

2. Prepare a statement of owner’s equity for the month ended January 31, 2008.

3. Prepare a balance sheet as of January 31, 2008.

4. (Optional). Prepare a statement of cash flows for the month ending January 31, 2008.

v 1. Net income: $23,665

Assets = Liabilities + Owner’s Equity
Barry Barry
Accounts Accounts Kimm, Kimm, Fees Salaries Rent Auto Supplies Misc.

Cash 4+ Receivable 4+ Supplies — Payable + Capital — Drawing + Earned — Expense — Expense — Expense — Expense — Expense

a. +25,000 +25,000

b. +1,180 +1,180

Bal. 25,000 1,180 1,180 25,000

C — 580 — 580

Bal. 24,420 1,180 600 25,000

d. +42,000 +42,000

Bal. 66,420 1,180 600 25,000 42,000

e. — 7,500 —17,500

Bal. 58,920 1,180 600 25,000 42,000 —17,500

f. — 5,780 —4,500 —1,280
Bal. 53,140 1,180 600 25,000 42,000 —7,500 —4,500 —1,280
g. —15,000 —15,000

Bal. 38,140 1,180 600 25,000 42,000 —15,000 —17,500 —4,500 —1,280
h. — 455 —455

Bal. 38,140 725 600 25,000 42,000 —15,000 —17,500 —4,500 —455 —1,280
i. +10,400 +10,400

Bal. 38,140 10,400 725 600 25,000 52,400  —15,000 —7,500 —4,500 —455 —1,280
j- — 9,000 —9,000

Bal. 29,140 10,400 725 600 25,000 —9,000 52,400  —15,000 —17,500 —4,500 —455 —1,280
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PR 1-4A
Transactions; financial
statements

objs. 4, 5

v 2. Net income: $16,850

On March 1, 2008, Ginny Tyler established Seltzer Realty. Ginny completed the following
transactions during the month of March:

. Opened a business bank account with a deposit of $30,000 from personal funds.

. Purchased supplies (pens, file folders, paper, etc.) on account, $2,650.
Paid creditor on account, $1,500.

. Earned sales commissions, receiving cash, $36,750.
Paid rent on office and equipment for the month, $5,200.
Withdrew cash for personal use, $8,000.

. Paid automobile expenses (including rental charge) for month, $2,500, and miscellaneous
expenses, $1,200.

. Paid office salaries, $9,250.
Determined that the cost of supplies on hand was $900; therefore, the cost of supplies used
was $1,750.

5 QO AN oD

Instructions
1. Indicate the effect of each transaction and the balances after each transaction, using the
following tabular headings:

Assets = Liabilities + Owner’s Equity
Ginny Ginny Office
Accounts Tyler, Tyler, Sales Salaries Rent Auto Supplies Misc.
Cash 4+ Supplies = Payable 4+ Capital — Drawing 4+ Commissions — Expense — Expense _ Expense _— Expense — Expense

2. Prepare an income statement for March, a statement of owner’s equity for March, and a
balance sheet as of March 31.

PR 1-5A
Transactions; financial
statements

objs. 4, 5

v 3. Net income: $9,445

Argon Dry Cleaners is owned and operated by Kerry Ulman. A building and equipment
are currently being rented, pending expansion to new facilities. The actual work of dry
cleaning is done by another company at wholesale rates. The assets and the liabilities of the
business on July 1, 2008, are as follows: Cash, $8,500; Accounts Receivable, $15,500; Sup-
plies, $1,600; Land, $18,000; Accounts Payable, $5,200. Business transactions during July are
summarized as follows:

a. Kerry Ulman invested additional cash in the business with a deposit of $30,000 in the
business bank account.

. Paid $22,000 for the purchase of land as a future building site.
Received cash from cash customers for dry cleaning sales, $17,900.

. Paid rent for the month, $3,000.
Purchased supplies on account, $1,550.
Paid creditors on account, $4,950.

. Charged customers for dry cleaning sales on account, $12,350.

. Received monthly invoice for dry cleaning expense for July (to be paid on August 10),
$7,880.
Paid the following: wages expense, $5,100; truck expense, $1,200; utilities expense, $800;
miscellaneous expense, $950.

j. Received cash from customers on account, $13,200.

k. Determined that the cost of supplies on hand was $1,275; therefore, the cost of supplies

used during the month was $1,875.
1. Withdrew $5,000 cash for personal use.

5o o A0 o

-

Instructions

1. Determine the amount of Kerry Ulman’s capital as of July 1 of the current year.

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

3. Prepare an income statement for July, a statement of owner’s equity for July, and a bal-
ance sheet as of July 31.

4. (Optional). Prepare a statement of cash flows for July.
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PR 1-6A The financial statements at the end of Cayenne Realty’s first month of operations are shown
Missing amounts from below.

financial statements

obj. 5 Cayenne Realty
Income Statement
For the Month Ended June 30, 2008

Fees earned . ... ... .. e $ (a)
v k. $120,000 Expenses:
Wages EXPENSE . . .o v ettt et e e e e e e e $34,000
Rent expense .. ... .. 12,800
Supplies EXPENSE . ...t (b)
Utilities @Xpense . ... .. e 7,200
Miscellaneous eXPeNnSse . .. .. ..ottt 4,400
Total eXPENSES . . o .ot 70,400
Net INCOME . ..o e e et e $49,600

Cayenne Realty
Statement of Owner’s Equity
For the Month Ended June 30, 2008

Andrea Merkel, capital, June 1, 2008 .......... ... .. .. ... ..... $ (o)
Investment on June 1, 2008 . .......... ...t $160,000
Net income forJune ...... ... ... .. . . . . . e (d)

(e)
Less withdrawals . ....... ... . e 24,000
Increase in OWNer's eqUItY . .........uireiiie i, (f)
Andrea Merkel, capital, June 30,2008 ......................... (9)

Cayenne Realty
Balance Sheet
June 30, 2008

Assets Liabilities
Cash ... .. $ 17,800 Accounts payable ............ $ 6,400
Supplies ........... ... ... 14,200 Owner’s Equity
Land .......... ... 160,000 Andrea Merkel, capital ........ (i)
Total liabilities and
Total assets ................ (h) owner's equity ........... ()

Cayenne Realty
Statement of Cash Flows
For the Month Ended June 30, 2008

Cash flows from operating activities:

Cash received from customers . ......... .. ... i $ (k)

Deduct cash payments for expenses and

payments to creditors . ...... ... 78,200

Net cash flow from operating activities ......................... $ ()
Cash flows from investing activities:

Cash payments for acquisition of land .......................... (m)
Cash flows from financing activities:

Cash received as owner's investment ..................c.ooooo... (n)

Deduct cash withdrawal by owner ............................ (o)

Net cash flow from financing activities ......................... (p)
Net cash flow and June 30, 2008, cash balance .................... (a)

Instructions
By analyzing the interrelationships among the four financial statements, determine the
proper amounts for (a) through (q).
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Problems Series B

PR 1-1B Ana Urbin established an insurance agency on March 1 of the current year and completed
Transactions the following transactions during March:
obj. 4 a. Opened a business bank account with a deposit of $40,000 from personal funds.
v Cash bal. at end of b. Purchased supplies on account, $1,500.
March: $37,550 c. Paid creditors on account, $800.
d. Received cash from fees earned on insurance commissions, $7,250.
e. Paid rent on office and equipment for the month, $2,500.
f. Paid automobile expenses for month, $1,000, and miscellaneous expenses, $400.
g. Paid office salaries, $2,000.
h. Determined that the cost of supplies on hand was $400; therefore, the cost of supplies

used was $1,100.
i. Billed insurance companies for sales commissions earned, $9,350.
j. Withdrew cash for personal use, $3,000.

Instructions
1. Indicate the effect of each transaction and the balances after each transaction, using the
following tabular headings:

Assets = Liabilities + Owner’s Equity
Ana Ana
Accounts Accounts Urbin, Urbin, Fees Rent Salaries Supplies Auto Misc.
Cash 4+ Receivable 4 Supplies — Payable 1 Capital — Drawing 4+ Earned — Expense — Expense — Expense — Expense — Expense
2. &——~ Briefly explain why the owner’s investment and revenues increased owner’s eq-
uity, while withdrawals and expenses decreased owner’s equity.
P_R 1'23 The amounts of the assets and liabilities of Abyss Travel Service at June 30, 2008, the end
Financial statements of the current year, and its revenue and expenses for the year are listed below. The capital
obj. 5 of Megan Koch, owner, was $60,000 at July 1, 2007, the beginning of the current year, and
the owner withdrew $50,000 during the current year.
Accounts payable $ 12,500 Supplies $ 4,250
. Accounts receivable 48,750 Supplies expense 8,250
v 1. Net income: $130,000
! $130, Cash 99,500 Taxes expense 6,400
Fees earned 375,000 Utilities expense 31,200
Miscellaneous expense 3,150 Wages expense 145,400
Rent expense 50,600

Instructions

1. Prepare an income statement for the current year ended June 30, 2008.

2. Prepare a statement of owner’s equity for the current year ended June 30, 2008.
3. Prepare a balance sheet as of June 30, 2008.

PR 1-3B Kelly Cassidy established Firefly Computer Services on May 1, 2008. The effect of each trans-
Financial statements action and the balances after each transaction for May are shown at the top of the follow-
obj. 5 ing page.

Instructions

1. Prepare an income statement for the month ended May 31, 2008.

2. Prepare a statement of owner’s equity for the month ended May 31, 2008.

3. Prepare a balance sheet as of May 31, 2008.

4. (Optional). Prepare a statement of cash flows for the month ending May 31, 2008.

v 1. Net income: $14,875

(continued)
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Assets = Liabilities + Owner’s Equity
Kelly Kelly
Accounts Accounts Cassidy,  Cassidy, Fees Salaries Rent Auto Supplies Misc.
Cash 4+ Receivable 1 Supplies — Payable + Capital — Drawing + Earned — Expense — Expense _— Expense — Expense — Expense
a. +25,000 +25,000
b. +3,600 +3,600
Bal. 25,000 3,600 3,600 25,000
C. +22,500 +22,500
Bal. 47,500 3,600 3,600 25,000 22,500
d. — 9,000 —9,000
Bal. 38,500 3,600 3,600 25,000 22,500 —9,000
e. - 1,250 —1,250
Bal. 37,250 3,600 2,350 25,000 22,500 —9,000
f. +18,750 +18,750
Bal. 37,250 18,750 3,600 2,350 25,000 41,250 —9,000
g. — 5,750 —3,875 —1,875
Bal. 31,500 18,750 3,600 2,350 25,000 41,250 —9,000 —3,875 —1,875
h. —10,000 —10,000
Bal. 21,500 18,750 3,600 2,350 25,000 41,250  —10,000 —9,000 —3,875 —1,875
i —1,625 —1,625
Bal. 21,500 18,750 1,975 2,350 25,000 41,250  —10,000 —9,000 —3,875 —1,625 —-1,875
j- — 5,000 —5,000
Bal. 16,500 18,750 1,975 2,350 25,000 —5,000 41,250  —10,000 —9,000 —3,875 —1,625 —1,875
PR 1-4B On April 1, 2008, Britt Quinn established Uptown Realty. Britt completed the following
Transactions; financial transactions during the month of April:
statements ) _ _
objs. 4, 5 a. Opened a business bank account with a deposit of $30,000 from personal funds.
o b. Paid rent on office and equipment for the month, $2,200.
c. Paid automobile expenses (including rental charge) for month, $1,200, and miscellaneous
expenses, $650.
) d. Purchased supplies (pens, file folders, and copy paper) on account, $200.
v 2. Net income: $12,990 o Earned sales commissions, receiving cash, $20,800.
f. Paid creditor on account, $150.
g. Paid office salaries, $3,600.
h. Withdrew cash for personal use, $1,500.
i. Determined that the cost of supplies on hand was $40; therefore, the cost of supplies

used was $160.

Instructions
1. Indicate the effect of each transaction and the balances after each transaction, using the
following tabular headings:

Assets = Liabilities + Owner’s Equity
Britt Britt Office
Accounts Quinn, Quinn, Sales Salaries Rent Auto Supplies Misc.
Cash 4+ Supplies — Payable 4+ Capital — Drawing 4+ Commissions — Expense — Expense — Expense — Expense — Expense

2. Prepare an income statement for April, a statement of owner’s equity for April, and a
balance sheet as of April 30.

PR 1-5B

Transactions; financial

statements

objs. 4, 5

v 3. Net income: $2,320

Skivvy Dry Cleaners is owned and operated by Jean Potts. A building and equipment are
currently being rented, pending expansion to new facilities. The actual work of dry clean-
ing is done by another company at wholesale rates. The assets and the liabilities of the busi-
ness on November 1, 2008, are as follows: Cash, $17,200; Accounts Receivable, $19,000;
Supplies, $3,750; Land, $30,000; Accounts Payable, $8,200. Business transactions during No-
vember are summarized as follows:

a. Jean Potts invested additional cash in the business with a deposit of $50,000 in the busi-
ness bank account.

FINAL
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. Purchased land for use as a parking lot, paying cash of $45,000.

Paid rent for the month, $4,500.

. Charged customers for dry cleaning sales on account, $15,250.

Paid creditors on account, $5,800.
Purchased supplies on account, $3,200.

. Received cash from cash customers for dry cleaning sales, $22,900.
. Received cash from customers on account, $17,250.

Received monthly invoice for dry cleaning expense for November (to be paid on De-
cember 10), $16,380.

Paid the following: wages expense, $6,200; truck expense, $1,875; utilities expense, $1,575;
miscellaneous expense, $850.

Determined that the cost of supplies on hand was $2,500; therefore, the cost of supplies
used during the month was $4,450.

Withdrew $6,000 for personal use.

Instructions

1.
2.

Determine the amount of Jean Potts’s capital as of November 1.

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

. Prepare an income statement for November, a statement of owner’s equity for Novem-

ber, and a balance sheet as of November 30.

. (Optional). Prepare a statement of cash flows for November.

PR 1-6B
Missing amounts from
financial statements

obj. 5

vi. $60,660

The financial statements at the end of Harp Realty’s first month of operations are shown
below and on the next page.

Harp Realty
Income Statement
For the Month Ended April 30, 2008

Fees earned ... ...t $28,200
Expenses:
Wages EXPENSE . .o v it ittt e s $ (a)
Rent expense . ..... ... . i 2,880
SUPPlies EXPENSE . . oot 2,400
Utilities @XPeNnse . ... oot 1,620
Miscellaneous eXPENSE . . ... ..ttt s 990
Total eXPENSeS . ...t 14,340
Net income .. ... e (b)
Harp Realty

Statement of Owner’s Equity
For the Month Ended April 30, 2008

Iris Sigrist, capital, April 1, 2008 ... ... ...ttt $ (0
Investment on April 1, 2008 . .. ... ...t $  (d)
Net income for April ... ... (e)
()
Less withdrawals ....... ... ... ... . (9)

Increase in owner's equity ......... .. (h)
Iris Sigrist, capital, April 30, 2008 . .. ... ... .. (i)
Harp Realty
Balance Sheet
April 30, 2008
Assets Liabilities
Cash ............ ... ...... $17,700 Accounts payable ............. $1,440

Supplies ........ ... oL 1,200 Owner’s Equity
Land ....... ... ) Iris Sigrist, capital ............. )
Total liabilities and
Total assets . ................. (k) owner's equity ............ (m)
(continued)
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Harp Realty
Statement of Cash Flows
For the Month Ended April 30, 2008

Cash flows from operating activities:

Cash received from customers ........... ..., $ (n)

Deduct cash payments for expenses and

payments to creditors . ...... ... 14,100

Net cash flow from operating activities ......................... $ (o)
Cash flows from investing activities:

Cash payments for acquisitionof land .......................... (43,200)
Cash flows from financing activities:

Cash received as owner’'s investment ........................... $54,000

Deduct cash withdrawal by owner ....... ... ... ... ... ... .... 7,200

Net cash flow from financing activities ......................... (p)
Net cash flow and April 30, 2008, cash balance .................... (q)

Instructions
By analyzing the interrelationships among the four financial statements, determine the
proper amounts for (a) through (q).

Continuing Problem

QC'Nm, Kris Payne enjoys listening to all types of music and owns countless CDs and tapes. Over

J \S\?\ the years, Kris has gained a local reputation for knowledge of music from classical to rap
and the ability to put together sets of recordings that appeal to all ages.

f During the last several months, Kris served as a guest disc jockey on a local radio station.

In addition, Kris has entertained at several friends’ parties as the host deejay.
On April 1, 2008, Kris established a proprietorship known as Dancin Music. Using an ex-

m tensive collection of CDs and tapes, Kris will serve as a disc jockey on a fee basis for weddings,
et college parties, and other events. During April, Kris entered into the following transactions:
2. Net income: $730 April 1. Deposited $10,000 in a checking account in the name of Dancin Music.
2. Received $2,500 from a local radio station for serving as the guest disc jockey for
April.

2. Agreed to share office space with a local real estate agency, Cash Realty. Dancin
Music will pay one-fourth of the rent. In addition, Dancin Music agreed to pay a
portion of the salary of the receptionist and to pay one-fourth of the utilities.
Paid $1,000 for the rent of the office.

4. Purchased supplies (blank CDs, poster board, extension cords, etc.) from Richt
Office Supply Co. for $350. Agreed to pay $100 within 10 days and the remain-
der by May 3, 2008.

6. Paid $750 to a local radio station to advertise the services of Dancin Music twice
daily for two weeks.

8. Paid $800 to a local electronics store for renting digital recording equipment.

12. Paid $300 (music expense) to Rocket Music for the use of its current music
demos to make various music sets.

13. Paid Richt Office Supply Co. $100 on account.

16. Received $350 from a dentist for providing two music sets for the dentist to play
for her patients.

22. Served as disc jockey for a wedding party. The father of the bride agreed to pay
$1,350 the 1st of May.

25. Received $500 from a friend for serving as the disc jockey for a cancer charity ball
hosted by the local hospital.

29. Paid $240 (music expense) to Score Music for the use of its library of music demos.

30. Received $1,000 for serving as disc jockey for a local club’s monthly dance.

30. Paid Cash Realty $400 for Dancin Music’s share of the receptionist’s salary for April.
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30. Paid Cash Realty $350 for Dancin Music’s share of the utilities for April.

30. Determined that the cost of supplies on hand is $170. Therefore, the cost of sup-
plies used during the month was $180.

30. Paid for miscellaneous expenses, $150.

30. Paid $800 royalties (music expense) to Federated Clearing for use of various
artists” music during the month.
30. Withdrew $300 of cash from Dancin Music for personal use.

Instructions
1. Indicate the effect of each transaction and the balances after each transaction, using the
following tabular headings:

Assets = Liabilities + Owner’s Equity
Kris Kris Office  Equipment
Accounts Accounts Payne,  Payne, Fees Music Rent Rent Advertising ~ Wages  Utilities  Supplies ~ Misc.
Cash 4 Receivable 4+ Supplies —  Payable 4 Capital — Drawing 4 Earned — Expense — Expense — Expense — Expense — Expense — Expense — Expense — Expense

2. Prepare an income statement for Dancin Music for the month ended April 30, 2008.
3. Prepare a statement of owner’s equity for Dancin Music for the month ended April 30, 2008.
4. Prepare a balance sheet for Dancin Music as of April 30, 2008.

Special Activities

SA 1-1 Chester Hunter, president of Jackrabbit Enterprises, applied for a $250,000 loan from Bel-
Ethics and professional grade National Bank. The bank requested financial statements from Jackrabbit Enterprises
conduct in business as a basis for granting the loan. Chester has told his accountant to provide the bank with a
Group Project balance sheet. Chester has decided to omit the other financial statements because there was
a net loss during the past year.
ﬁ“;ﬂs In groups of three or four, discuss the following questions:
> 1. Is Chester behaving in a professional manner by omitting some of the financial statements?
2. a. What types of information about their businesses would owners be willing to provide
bankers? What types of information would owners not be willing to provide?
b. What types of information about a business would bankers want before extending a loan?
c. What common interests are shared by bankers and business owners?
SA 1-2 On July 7, 2007, Dr. Jennifer Dejong established Second Opinion, a medical practice orga-
Net income nized as a proprietorship. The following conversation occurred the following January be-

tween Dr. Dejong and a former medical school classmate, Dr. James Tomlin, at an American
Medical Association convention in Paris.

Dr. Tomlin: Jennifer, good to see you again. Why didn’t you call when you were in
Chicago? We could have had dinner together.

Dr. Dejong: Actually, I never made it to Chicago this year. My husband and kids went up
to our Aspen condo twice, but I got stuck in Boston. I opened a new consulting prac-
tice this July and haven’t had any time for myself since.

Dr. Tomlin: I heard about it . . . Second . . . something . . . right?

Dr. Dejong: Yes, Second Opinion. My husband chose the name.

Dr. Tomlin: I've thought about doing something like that. Are you making any money? I
mean, is it worth your time?

Dr. Dejong: You wouldn't believe it. I started by opening a bank account with $50,000,
and my December bank statement has a balance of $140,000. Not bad for six
months—all pure profit.

Dr. Tomlin: Maybe I'll try it in Chicago! Let’s have breakfast together tomorrow and you
can fill me in on the details.
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&~ Comment on Dr. Dejong’s statement that the difference between the opening bank
balance ($50,000) and the December statement balance ($140,000) is pure profit.

SA 13 Kathy Hoss, a junior in college, has been seeking ways to earn extra spending money. As an
Transactions and active sports enthusiast, Kathy plays tennis regularly at the Racquet Club, where her family
financial statements has a membership. The president of the club recently approached Kathy with the proposal
that she manage the club’s tennis courts. Kathy’s primary duty would be to supervise the
operation of the club’s four indoor and six outdoor courts, including court reservations.
In return for her services, the club would pay Kathy $150 per week, plus Kathy could keep
whatever she earned from lessons and the fees from the use of the ball machine. The club and
Kathy agreed to a one-month trial, after which both would consider an arrangement for the
remaining two years of Kathy’s college career. On this basis, Kathy organized Advantage. Dur-
ing June 2007, Kathy managed the tennis courts and entered into the following transactions:

. Opened a business account by depositing $1,500.
. Paid $250 for tennis supplies (practice tennis balls, etc.).
Paid $160 for the rental of videotape equipment to be used in offering lessons during June.
. Arranged for the rental of two ball machines during June for $200. Paid $140 in advance,
with the remaining $60 due July 1.
Received $1,600 for lessons given during June.
Received $350 in fees from the use of the ball machines during June.
. Paid $600 for salaries of part-time employees who answered the telephone and took reser-
vations while Kathy was giving lessons.
. Paid $150 for miscellaneous expenses.
Received $600 from the club for managing the tennis courts during June.
Determined that the cost of supplies on hand at the end of the month totaled $150; there-
fore, the cost of supplies used was $100.
k. Withdrew $500 for personal use on June 30.

on o

Al - R

As a friend and accounting student, you have been asked by Kathy to aid her in assess-
ing the venture.

1. Indicate the effect of each transaction and the balances after each transaction, using the
following tabular headings:

Assets = Liabilities + Owner’'s Equity
Kathy Kathy
Accounts Hoss, Hoss, Service Salary Rent Supplies Misc.
Cash 4+ Supplies = Payable 4 Capital — Drawing + Revenue — Expense — Expense — Expense — Expense

2. Prepare an income statement for June.

3. Prepare a statement of owner’s equity for June.

4. Prepare a balance sheet as of June 30.

5. a. Assume that Kathy Hoss could earn $8 per hour working 30 hours a week as a wait-
ress. Evaluate which of the two alternatives, working as a waitress or operating Ad-
vantage, would provide Kathy with the most income per month.

b. &=—~ Discuss any other factors that you believe Kathy should consider before dis-

cussing a long-term arrangement with the Racquet Club.
SA 14 By satisfying certain specific requirements, accountants may become certified as public ac-
Certification countants (CPAs), management accountants (CMAs), or internal auditors (CIAs). Find the
requirements for certification requirements for one of these accounting groups by accessing the appropriate

accountants Internet site listed below.

Internet Project Site Description

http://www.ais-cpa.com This site lists the address and/or Internet link for each state’s board of
accountancy. Find your state’s requirements.

http://www.imanet.org This site lists the requirements for becoming a CMA.

http://www.theiia.org This site lists the requirements for becoming a CIA.



CHO1l Warren22e.gxd 6/12/06 12:07 PM Page 47 $ FINAL
Chapter 1 Introduction to Accounting and Business 47 _l
SA 1-5 Amazon.com, an Internet retailer, was incorporated and began operation in the mid-90s.
Cash flows On the statement of cash flows, would you expect Amazon.com’s net cash flows from op-
SMWor,, erating, investing, and financing activities to be positive or negative for its first three years
- - of operations? Use the following format for your answers, and briefly explain your logic.
o First Year Second Year Third Year
Net cash flows from operating activities negative
Net cash flows from investing activities
Net cash flows from financing activities
SA 1-6 The now defunct Enron Corporation, once headquartered in Houston, Texas, provided prod-

Financial analysis of
Enron Corporation

Internet Project

ucts and services for natural gas, electricity, and communications to wholesale and retail
customers. Enron’s operations were conducted through a variety of subsidiaries and affili-
ates that involved transporting gas through pipelines, transmitting electricity, and manag-

» ing energy commodities. The following data were taken from Enron’s financial statements. .
3@\ 0”‘07 )
In millions O
%7 o
Total revenues $100,789 :
Total costs and expenses 98,836 °
Operating income 1,953 . : o
Net income 979 '.'
Total assets 65,503
Total liabilities 54,033
Total owners’ equity 11,470
Net cash flows from operating activities 4,779
Net cash flows from investing activities (4,264)

Net cash flows from financing activities 571
Net increase in cash 1,086

The market price of Enron’s stock was approximately $83 per share when the prior financial
statement data were taken. However, eventually Enron’s stock was selling for $0.22 per share.
&~ Review the preceding financial statement data and search the Internet for articles
on Enron Corporation. Briefly explain why Enron’s stock dropped so dramatically.

Answers to Self-Examination Questions

©0000000000000000000000000000000000000000000000000000000000000

1. D A corporation, organized in accordance with state equity for a proprietorship or partnership during a

or federal statutes, is a separate legal entity in which
ownership is divided into shares of stock (answer D).
A proprietorship (answer A) is an unincorporated
business owned by one individual. A service business
(answer B) provides services to its customers. It can
be organized as a proprietorship, partnership, corpo-
ration, or limited liability company. A partnership
(answer C) is an unincorporated business owned by
two or more individuals.

. A The resources owned by a business are called as-
sets (answer A). The debts of the business are called
liabilities (answer B), and the equity of the owners is
called owner’s equity (answer D). The relationship
between assets, liabilities, and owner’s equity is ex-
pressed as the accounting equation (answer C).

. A The balance sheet is a listing of the assets, liabili-
ties, and owner’s equity of a business at a specific date
(answer A). The income statement (answer B) is a sum-
mary of the revenue and expenses of a business for a
specific period of time. The statement of owner’s eq-
uity (answer C) summarizes the changes in owner’s

specific period of time. The statement of cash flows
(answer D) summarizes the cash receipts and cash pay-
ments for a specific period of time.

. C The accounting equation is:

Assets = Liabilities + Owner’s Equity

Therefore, if assets increased by $20,000 and liabilities
increased by $12,000, owner’s equity must have in-
creased by $8,000 (answer C), as indicated in the fol-
lowing computation:

Assets = Liabilities + Owner’s Equity
+$20,000 = +$12,000 + Owner’s Equity
+$20,000 — $12,000 = Owner's Equity
+$8,000 = Owner’s Equity

. B Net income is the excess of revenue over expenses,

or $7,500 (answer B). If expenses exceed revenue, the
difference is a net loss. Withdrawals by the owner are
the opposite of the owner’s investing in the business
and do not affect the amount of net income or net loss.
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....................

objectives ¥

After studying this chapter, you should be able to:

1 Describe the characteristics of an account and 3  Prepare an unadjusted trial balance and ex-
record transactions using a chart of accounts plain how it can be used to discover errors.
and journal.

4  Discover and correct errors in recording trans-
2  Describe and illustrate the posting of journal actions.
entries to accounts.
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Gold’s Gym International, Inc.

ou can organize your digital music within

your MP3 player or [Pod® according to var-

ious playlists, according to your favorite

songs, genre, artist, or album. Your playlists
allow you to quickly retrieve music for listening.
Computer files are organized within folders for the
same reason. Information, like music or digital files,
is organized into categories to simplify retrieval and
reporting. In the same way that you organize your
digital information, a business also needs to organize
its transactions. For example, when you shop at
Wal-Mart or Target, or buy groceries at Kroger or
SUPERVALU, you enter into a transaction that is
processed and recorded by the business. A company
such as Gold’s Gym, the largest co-ed gym chain in
the world, must also process, record, and summarize

—p—

its transactions. For example, Gold’s
would want to record all its cash trans-
actions so that they can be summa-
rized as a single category, called
“cash.” This is much the same way you

would summarize the cash transactions in the check
register of your checkbook.

In Chapter 1, we analyzed and recorded this kind
of information by using the accounting equation,
Assets = Liabilities + Owner’s Equity. However,
such a format is not practical for most businesses,
and in this chapter we will study more efficient
methods of recording transactions. We will conclude
this chapter by discussing how accounting errors
may occur and how they may be detected and cor-
rected by the accounting process.

FINAL

Using Accounts to Record Transactions

In Chapter 1, we recorded the November transactions for NetSolutions using the ac-
counting equation format shown in Exhibit 1. However, this format is not efficient or
practical for companies that have to record and summarize thousands or millions of
transactions daily. As a result, accounting systems are designed to show the increases
and decreases in each financial statement item as a separate record. This record is
called an account.

To illustrate, the Cash column of Exhibit 1 records the increases and decreases in
cash. Likewise, the other columns in Exhibit 1 record the increases and decreases in
Supplies; Land; Accounts Payable; Chris Clark, Capital; Chris Clark, Drawing; Fees
Earned; Wages Expense; Rent Expense; Supplies Expense; Utilities Expense; and
Miscellaneous Expense. As we illustrate next, each of these columns can be organized
into a separate account that more efficiently records and summarizes transactions.

An account, in its simplest form, has three parts. First, each account has a title,
which is the name of the item recorded in the account. Second, each account has a
space for recording increases in the amount of the item. Third, each account has a space
for recording decreases in the amount of the item. The account form presented below
is called a T account because it resembles the letter T. The left side of the account is
called the debit side, and the right side is called the credit side.!

objective

Describe the
characteristics of
an account and
record transactions
using a chart of
accounts and
journal.

Title

Left side
debit

Right side
credit

1 The terms debit and credit are derived from the Latin debere and credere.
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EXHIBIT 1 _ _ @netsolutions
NetSolutions November Transactions
Assets = Liabilities + Owner’s Equity
Accounts Chris Clark, Chris Clark, = Fees @ Wages Rent Supplies Utilities Misc.
Cash + Supp. + Land = Payable + Capital — Drawing + Earned — Exp. — Exp. — Exp. — Exp. — Exp.
a. +25,000 +25,000
b. —20,000 +20,000
Bal. 5,000 20,000 25,000
C. +1,350 +1,350
Bal. 5,000 1,350 20,000 1,350 25,000
d. + 7,500 +7,500
Bal. 12,500 1,350 20,000 1,350 25,000 7,500
e. — 3,650 -2,125 —800 —450 275
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 -2,125 -800 —-450 275
f. - 950 — 950 __
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 -800 —-450 275
g. — 800 —800
Bal. 7,900 550 20,000 400 25,000 7,500 -2,125 -800 —800 —-450 275
h. — 2,000 —2,000
Bal. 5,900 550 20,000 400 25,000 —2,000 7,500 —-2,125 -800 —800 —-450 275

Amounts entered on the left side of an account, regardless of the ac-
count title, are called debits to the account. When debits are entered in
an account, the account is said to be debited. Amounts entered on the
debi right side of an account are called credits, and the account is said to be

ebits, and amount§ en- credited. Debits and credits are sometimes abbreviated as Dr. and Cr.

tered on the right Sl_de of The cash account shown below illustrates how NetSolutions’
an account are credits. November cash transactions shown in the first column of Exhibit 1 would
be recorded in an account. Transactions involving receipts of cash are
listed on the debit side of the account. For example, the receipt of $25,000
from Chris Clark in transaction (a) is entered on the debit side of the ac-
count. The letter or date of the transaction is also entered into the account. This is done
so that if any questions later arise related to the entry, the entry can be traced back to
the underlying transaction data. The transactions involving cash payments are listed on
the credit side. For example, the payment of $20,000 to purchase land in transaction (b)
is entered on the credit side of the account.

If at any time the total of the cash receipts is needed, the entries on the debit side
of the account may be added. For NetSolutions, the total receipts is $32,500 ($25,000 +
$7,500). Likewise, the total cash payments of $26,600 ($20,000 + $3,650 + $950 + $2,000)
may be determined by adding the entries on the credit side of the account. Subtracting
the smaller sum from the larger, $32,500 — $26,600, identifies the amount of cash on
hand, $5,900. This amount is called the balance of the account and is inserted in the

Amounts entered on the
left side of an account are

q@‘wo”lo _ Cash .
- — (a) 25,000 | (b) 20,000
@ Debit (d) 7,500 | (e) 3,650 Credit
side of (f) 950 side of
Many times when accoun- account J (h) 2,000 } account
tants analyze complex transac-

tions, they use T accounts to Balance 5,900

simplify the thought process.
In the same way, you will find
T accounts a useful device in ~ Z
this and later accounting
courses.

Balance of account
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account, in the debit column. In this way, the balance is identified as a debit balance.?
This balance is reported on the balance sheet for NetSolutions as of November 30, 2007,
shown in Exhibit 6 of Chapter 1. Each of the columns in Exhibit 1 can be converted
into an account form in a similar manner as was done for the cash column of Exhibit
1. We illustrate each of these accounts later in this chapter.

CHART OF ACCOUNTS

A group of accounts for a business entity is called a ledger. A list of the accounts in
the ledger is called a chart of accounts. The accounts are normally listed in the order
in which they appear in the financial statements. The balance sheet accounts are usu-
ally listed first, in the order of assets, liabilities, and owner’s equity. The income state-
ment accounts are then listed in the order of revenues and expenses. Each of these
major account classifications is briefly described below.

Assets are resources owned by the business entity. These resources can be physi-
cal items, such as cash and supplies, or intangibles that have value, such as patent
rights. Some other examples of assets include accounts receivable, prepaid expenses
(such as insurance), buildings, equipment, and land.

Liabilities are debts owed to outsiders (creditors). Liabilities are often identified on
the balance sheet by titles that include the word payable. Examples of liabilities include ac-
counts payable, notes payable, and wages payable. Cash received before services are de-
livered creates a liability to perform the services. These future service commitments are
often called unearned revenues. Examples of unearned revenues are magazine subscrip-
tions received by a publisher and tuition received by a college at the beginning of a term.

Owner’s equity is the owner’s right to the assets of the business. For a propri-
etorship, the owner’s equity on the balance sheet is represented by the balance of the
owner’s capital account. A drawing account represents the amount of withdrawals
made by the owner.

Revenues are increases in owner’s equity as a result of selling services or products
to customers. Examples of revenues include fees earned, fares earned, commissions
revenue, and rent revenue.

Expenses result from using up assets or consuming services in the process of gen-
erating revenues. Examples of typical expenses include wages expense, rent expense,
utilities expense, supplies expense, and miscellaneous expense.

A chart of accounts is designed to meet the information needs of a company’s man-
agers and other users of its financial statements. The accounts within the chart of ac-
counts are numbered for use as references. A flexible numbering system is normally
used, so that new accounts can be added without affecting other account numbers.

Exhibit 2 is NetSolutions” chart of accounts that we will be using in this chapter.
Additional accounts will be introduced in later chapters. In Exhibit 2, each account
number has two digits. The first digit indicates the major classification of the ledger in
which the account is located. Accounts beginning with 1 represent assets; 2, liabilities;
3, owner’s equity; 4, revenue; and 5, expenses. The second digit indicates the location
of the account within its class. You should note that each of the columns in Exhibit 1
has been assigned an account number in the chart of accounts shown in Exhibit 2. In
addition, we have added accounts for Accounts Receivable, Prepaid Insurance, Office
Equipment, and Unearned Rent. These accounts will be used in recording NetSolutions’
December transactions later in this chapter.

ANALYZING AND SUMMARIZING TRANSACTIONS IN ACCOUNTS

Every business transaction affects at least two accounts. To illustrate how transactions
are analyzed and summarized in accounts, we will use the NetSolutions transactions
from Chapter 1, with dates added. First, we illustrate how transactions (a), (b), (c), and

2 The totals of the debit and credit columns may be shown separately in an account. When this is done,
these amounts should be identified in some way so that they are not mistaken for entries or the ending
balance of the account.

o1
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A journal can be thought of as
being similar to an individual’s
diary of significant day-to-day

life events.
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EXHIBIT 2 Analysis and Recording of Transactions Using Accounts

1. Assets 4. Revenue
11 Cash 41 Fees Earned
12 Accounts Receivable 5. Expenses
14 Supplies 51 Wages Expense
15 Prepaid Insurance 52 Rent Expense
17 Land 54  Utilities Expense
18 Office Equipment 55 Supplies Expense
2. Liabilities 59 Miscellaneous Expense

21 Accounts Payable
23 Unearned Rent

3. Owner's Equity
31 Chris Clark, Capital
32 Chris Clark, Drawing

(f) are analyzed and summarized in balance sheet accounts (assets, liabili-
ties, and owner’s equity). Next, we illustrate how transactions (d), (e), and
(g) are analyzed and summarized in income statement accounts (revenues
and expenses). Finally, we illustrate how the withdrawal of cash by Chris
Clark, transaction (h), is analyzed and summarized in the accounts.

Balance Sheet Accounts Chris Clark’s first transaction, (a), was to deposit $25,000 in

a bank account in the name of NetSolutions. The effect of this November 1 transaction
on the balance sheet is to increase assets and owner’s equity, as shown below.

NetSolutions

Balance Sheet
November 1, 2007

Assets Owner’s Equity

Chris Clark, capital

Cash $25/0/0(0/00 $25/0/0/0/00

This transaction is initially entered in a record called a journal. The title of the
account to be debited is listed first, followed by the amount to be debited. The title of
the account to be credited is listed below and to the right of the debit, followed by
the amount to be credited. This process of recording a transaction in the journal is
called journalizing. This form of recording a transaction is called a journal entry.

The journal entry for transaction (a) is shown below.

JOURNAL Page 1
Post.
Date Description Ref. Debit Credit
i | Nov. | 1| Cash 25/0/0/0/00 1
2 Chris Clark, Capital 25/0/0(0/00| 2
3 Invested cash in NetSolutions. 3

The increase in the asset (Cash), which is reported on the left side of the balance sheet,
is debited to the cash account. The increase in owner’s equity, which is reported on the
right side of the balance sheet, is credited to the Chris Clark, capital account. As other

FINAL
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assets are acquired, the increases are also recorded as debits to asset accounts. Likewise,
other increases in owner’s equity will be recorded as credits to owner’s equity accounts.

The effects of this transaction are shown in the accounts by transferring the amount
and date of the journal entry to the left (debit) side of Cash and to the right (credit)
side of Chris Clark, Capital, as follows:

Cash Chris Clark, Capital
Nov. 1 25,000 | | Nov. 1 25,000

On November 5 [transaction (b)], NetSolutions bought land for $20,000, paying cash.
This transaction increases one asset account and decreases another. It is entered in the
journal as a $20,000 increase (debit) to Land and a $20,000 decrease (credit) to Cash, as
shown below.

Cash 20/0/0/0/00
Purchased land for building site.

4
5 5 | Land 20/0/0{0/00
6
7

N |jo|uv b

The effect of this entry is shown in the accounts of NetSolutions as follows:

Cash Land Chris Clark, Capital
Nov. 1 25,000 | Nov. 5 20,000 Nov. 5 20,000 | | Nov. 1 25,000

On November 10 [transaction (c)], NetSolutions purchased supplies on account for
$1,350. This transaction increases an asset account and increases a liability account. It
is entered in the journal as a $1,350 increase (debit) to Supplies and a $1,350 increase
(credit) to Accounts Payable, as shown below. To simplify the illustration, the effect
of entry (c) and the remaining journal entries for NetSolutions will be shown in the
accounts later.

10| Supplies 1/3(5/0/00 9
10 Accounts Payable 1/3/5/0/00| 10
11 Purchased supplies on account. 11

On November 30 [transaction (f)], NetSolutions paid creditors on account, $950. This
transaction decreases a liability account and decreases an asset account. It is entered
in the journal as a $950 decrease (debit) to Accounts Payable and a $950 decrease
(credit) to Cash, as shown below.

23 23
24 30| Accounts Payable 9/5/0/00 24
25 Cash 9(5/0(00|25
26 Paid creditors on account. 26

In the preceding examples, you should observe that the left side of asset
accounts is used for recording increases, and the right side is used for
recording decreases. Also, the right side of liability and owner’s equity
accounts is used to record increases, and the left side of such accounts is
used to record decreases. The left side of all accounts, whether asset, lia-
bility, or owner’s equity, is the debit side, and the right side is the credit
side. Thus, a debit may be either an increase or a decrease, depending

53
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on the account affected. Likewise, a credit may be either an increase or a decrease, de-
pending on the account.
The general rules of debit and credit for balance sheet accounts may be stated as

follows:
Debit Credit
Asset accounts Increase (+) Decrease (—)
Liability accounts Decrease (—) Increase (+)
Owner’s equity (capital) accounts Decrease (—) Increase (+)

The rules of debit and credit may also be stated in relationship to the accounting
equation, as shown below. The side of the account for recording increases is shown in

green.
Balance Sheet Accounts
ASSETS LIABILITIES OWNER'S EQUITY
Asset Accounts _ Liability Accounts + Owner’s Equity Accounts
Debit for | Credit for Debit for | Credit for Debit for | Credit for
increases(+) |decreases(—) decreases(—)| increases(+) decreases(—)|increases(+)

Example Exercise 2-1

objective i/

Prepare a journal entry for the purchase of a truck on June 3 for $42,500, paying $8,500 cash and the
remainder on account.

Follow My Example 2-1

June 3 TrUCK . ..o e
Cash .. e
Accounts Payable

For Practice: PE 2-1A, PE 2-1B

Income Statement Accounts The analysis of revenue and expense transactions fo-
cuses on how each transaction affects owner’s equity. Transactions that increase rev-
enue will increase owner’s equity. Just as increases in owner’s equity are recorded as
credits, so, too, are increases in revenue accounts. Transactions that increase expense
will decrease owner’s equity. Just as decreases in ownet’s equity are recorded as debits,
increases in expense accounts are recorded as debits.

We will use NetSolutions’ transactions (d), (e), and (g) to illustrate the analysis of
transactions and the rules of debit and credit for revenue and expense accounts. On
November 18 November 18 [transaction (d)], NetSolutions received fees of $7,500 from customers for
Transaction services provided. This transaction increases an asset account and increases a revenue
account. It is entered in the journal as a $7,500 increase (debit) to Cash and a $7,500 in-

crease (credit) to Fees Earned, as shown below [transaction (d)].

12 12
13 18| Cash 7/5/0(/0/00 i3
14 Fees Earned 7|5/0(0[{00|14
15 Received fees from customers. 15
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Business Connections

THE HIJACKING RECEIVABLE

A company’s chart of accounts should reflect the basic
nature of its operations. Occasionally, however, transac-
tions take place that give rise to unusual accounts. The
following is a story of one such account.

During the early 1970s, before strict airport security was
implemented across the United States, several airlines ex-
perienced hijacking incidents. One such incident occurred
on November 10, 1972, when a Southern Airways DC-
9 en route from Memphis to Miami was hijacked during a
stopover in Birmingham, Alabama. The three hijackers
boarded the plane in Birmingham armed with handguns
and hand grenades. At gunpoint, the hijackers took the
plane, the plane’s crew of four, and 27 passengers to nine
American cities, Toronto, and eventually to Havana, Cuba.

During the long flight, the hijackers threatened to crash
the plane into the Oak Ridge, Tennessee, nuclear facili-
ties, insisted on talking with President Nixon, and de-
manded a ransom of $10 million. Southern Airways,
however, was only able to come up with $2 million. Even-

—p—
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tually, the pilot talked the hijackers into settling for the
$2 million when the plane landed in Chattanooga for re-
fueling.

Upon landing in Havana, the Cuban authorities ar-
rested the hijackers and, after a brief delay, sent the plane,
passengers, and crew back to the United States. The hi-
jackers and $2 million stayed in Cuba.

How did Southern Airways account for and report the
hijacking payment in its subsequent financial statements?
As you might have analyzed, the initial entry credited Cash
for $2 million. The debit was to an account entitled “Hi-
jacking Payment.” This account was reported as a type of
receivable under “other assets” on Southern’s balance
sheet. The company maintained that it would be able to
collect the cash from the Cuban government and that,
therefore, a receivable existed. In fact, in August 1975,
Southern Airways was repaid $2 million by the Cuban gov-
ernment, which was, at that time, attempting to improve
relations with the United States.

FINAL

November 30 Throughout the month, NetSolutions incurred the following expenses: wages, $2,125;

Transaction rent, $800; utilities, $450; and miscellaneous, $275. To simplify the illustration, the en-
try to journalize the payment of these expenses is recorded on November 30 [transac-
tion (e)], as shown below. This transaction increases various expense accounts and
decreases an asset account.

16 16
17 30| Wages Expense 2|1/2/5/00 17
18 Rent Expense 8/0/0/00 18
19 Utilities Expense 4/5/0/00 19
20 Miscellaneous Expense 2|7|5/00 20
21 Cash 3|6/5/0/00/21
22 Paid expenses. 22
You should note that regardless of the number of accounts, the sum of the debits is
always equal to the sum of the credits in a journal entry.
November 30 On November 30, NetSolutions recorded the amount of supplies used in the op-

Transaction erations during the month [transaction (g)]. This transaction increases an expense
account and decreases an asset account. The journal entry for transaction (g) is shown
below.

27 27
28 30| Supplies Expense 8/0/0/00 28
29 Supplies 8/0/0(/00/29
30 Supplies used during November. 30

The general rules of debit and credit for analyzing transactions affecting income state-
ment accounts are stated as shown at the top of the following page.
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Debit Credit
Revenue accounts Decrease (—) Increase (+)
Expense accounts Increase (+) Decrease (—)

The rules of debit and credit for income statement accounts may also be summarized
in relationship to the accounting equation, owner’s equity accounts, and net income or
net loss as shown below.

OWNER’S EQUITY
ASSETS = LIABILITIES + Owner’s Equity Accounts

Debit for Credit for
—> decreases(—)|increases(+) <€—

Income Statement
Accounts

Revenue Accounts

The sum of the debits Debit for | Credit for
must always equal the decreases(—)| increases(+)
sum of the credits.

Less

Expense Accounts

Credit for
decreases(—)

Debit for
increases(+)

Equals

Net Income
Revenues exceed expenses
Increases owner’s equity (capital) —

or

Net Loss
Expenses exceed revenues
— Decreases owner’s equity (capital)

Example Exercise 2-2 objective [

Prepare a journal entry on August 7 for the fees earned on account, $115,000.

Follow My Example 2-2

Aug. 7  Accounts Receivable .. ... ... . 115,000
Fees Earned . . ...ttt e 115,000

For Practice: PE 2-2A, PE 2-2B

Drawing Account The owner of a proprietorship may withdraw cash from the busi-
ness for personal use. This is common practice for owners devoting full time to the
business, since the business may be the owner’s main source of income. Such with-
drawals have the effect of decreasing owner’s equity. Just as decreases in owner’s equity
are recorded as debits, increases in withdrawals are recorded as debits. Withdrawals
are debited to an account with the owner’s name followed by Drawing or Personal.
November 30 In transaction (h), Chris Clark withdrew $2,000 in cash from NetSolutions for per-
Transaction sonal use. The effect of this transaction is to increase the drawing account and decrease
the cash account. The journal entry for transaction (h) is shown on the next page.
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ﬁ‘é’&_ 30| Chris Clark, Drawing 2/0/0/ol00

Cash 2/0/0/0/00
Chris Clark withdrew cash for
personal use.

SNlw (N | =
Nlw ([N | —

Example Exercise 2-3 objective (U

Prepare a journal entry on December 29 for the payment of $12,000 to the owner of Smartstaff
Consulting Services, Dominique Walsh, for personal use.

Follow My Example 2-3

Dec. 29 Dominique Walsh, Drawing . ..........c.iiuiiti e,
Cash . e

For Practice: PE 2-3A, PE 2-3B

NORMAL BALANCES OF ACCOUNTS

The sum of the increases recorded in an account is usually equal to or greater than the
sum of the decreases recorded in the account. For this reason, the normal balances of
all accounts are positive rather than negative. For example, the total debits (increases)
in an asset account will ordinarily be greater than the total credits (decreases). Thus,
asset accounts normally have debit balances.

The rules of debit and credit and the normal balances of the various types of ac-
counts are summarized in Exhibit 3. In Exhibit 3, the side of the account for recording
increases and the normal balance is shown in green.

When an account normally having a debit balance actually has a credit balance, or vice
versa, an error may have occurred or an unusual situation may exist. For example, a credit
balance in the office equipment account could result only from an error. On the other hand,
a debit balance in an accounts payable account could result from an overpayment.

Example Exercise 2-4

objective (i

State for each account whether it is likely to have (a) debit entries only, (b) credit entries only, or (c) both
debit and credit entries. Also, indicate its normal balance.

1. Amber Saunders, Drawing 4. Fees Earned
2. Accounts Payable 5. Supplies
3. Cash 6. Utilities Expense

Follow My Example 2-4

Credit entries only; normal credit balance
Debit and credit entries; normal debit balance
Debit entries only; normal debit balance

1. 28 <

1. Debit entries only; normal debit balance
2. Debit and credit entries; normal credit balance
3. Debit and credit entries; normal debit balance

(20 (0 5=

For Practice: PE 2-4A, PE 2-4B

ALK
s

Integrity, Objectivity, and Ethics in Business
\

WILL JOURNALIZING PREVENT FRAUD?

While journalizing transactions reduces the possibility of fraud,  be hidden within the double-entry bookkeeping system by
it by no means eliminates it. For example, embezzlement can  creating fictitious suppliers to whom checks are issued.
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Total Debits = Total Credits
Balance Sheet Accounts

FINAL

EXHIBIT 3 Rules of Debit and Credit, Normal Balances of Accounts i

ASSETS LIABILITIES
Asset Accounts = Liability Accounts +
Debit for | Credit for Debit for | Credit for
increases(+) |decreases(—) decreases(—)|increases(+)

The side of the account for recording increases and the
normal balance is shown in green.

The sum of the debits is
always equal to the sum

of the credits for each
journal entry.

—> Debit for

OWNER’S EQUITY
Owner’s Equity Accounts

Credit for

—> decreases(—)|increases(+) ~<€—

Income Statement
Accounts

Revenue Accounts

Debit for
decreases(—)

Credit for
increases(+)

Less

Expense Accounts

Debit for
increases(+)

Credit for
decreases(—)

Equals

Net Income

Revenues exceed expenses
Increases owner’s equity (capital) —

or

Net Loss
Expenses exceed revenues

— Decreases owner’s equity (capital)

Drawing Account

Debit for Credit for
increases(+) |decreases(—)

Double-Entry Accounting System

In the preceding paragraphs, we illustrated the rules of debit and credit for recording

transactions in accounts using journal entries. In doing so, the sum of the debits is al-

q&\"\‘ WO"'@ ways equal to the sum of the credits for each journal entry. As shown in Exhibit 3, this
T T equality of debits and credits for each transaction is built into the accounting equation:
Assets = Liabilities + Owner’s Equity. Because of this double equality, this system of

In 1494, Luca Pacioli, a Fran-
ciscan monk, invented the

recording transactions is called the double-entry accounting system.
As we illustrate in the remainder of this text, the double-entry accounting system

double-entry accounting sys- is a very powerful tool in analyzing the effects of transactions. Using this system to
tem that is still used today. analyze transactions is summarized below and in Exhibit 4.

1. Carefully read the description of the transaction to determine whether an asset, li-
ability, owner’s equity, revenue, expense, or drawing account is affected by the

transaction.
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=i A affected by transaction:
asset, liability, owner’s

equity, revenue,

expense, drawing

Determine whether accounts |
affected by transaction increase
2 or decrease

Rules of 3 Determine whether increases or
Debit and decreases in account should be

Credit recorded as debits or credits |

;

Prepare unadjusted
trial balance at the
end of the period
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Recording Transactions Using 2. For each account affected by the transaction,
EXH'B'T 4 Double-Entry Accounting determine whether the account increases or
! decreases.

FINAL

3. Determine whether each increase or decrease

should be recorded as a debit or a credit, fol-

lowing the rules of debit and credit shown in

Exhibit 3.

Record the transaction using a journal entry.

5. Periodically post journal entries to the accounts
in the ledger.

6. Prepare an unadjusted trial balance at the end
of the period.

b

We have described and illustrated steps 1-4
in the preceding paragraphs. In the remainder of
this chapter, we describe and illustrate steps 5
and 6.

objective

Describe and illustrate the posting of journal
entries to accounts.

Posting Journal Entries
to Accounts

As we discussed in the preceding section, a trans-
action is first recorded in a journal. Periodically,
the journal entries are transferred to the accounts
in the ledger (step 5 in Exhibit 4). The ledger is a
history of transactions by account. The process of
transferring the debits and credits from the journal
entries to the accounts is called posting.

In practice, businesses use a variety of formats
for recording journal entries. A business may use
one all-purpose journal, sometimes called a two-
column journal, or it may use several journals. In
the latter case, each journal is used to record dif-
ferent types of transactions, such as cash receipts
or cash payments. The journals may be part of ei-
ther a manual accounting system or a computer-
ized accounting system.?

As a review of the analysis and recording of
transactions and to illustrate posting in a manual
accounting system, we will use the December trans-
actions of NetSolutions. The first transaction in
December occurred on December 1.

3 The use of special journals and computerized accounting systems is discussed in Chapter 5, after the
basics of accounting systems have been covered.
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December 1 NetSolutions paid a premium of $2,400 for a comprehensive insurance policy covering
Transaction liability, theft, and fire. The policy covers a one-year period.

Analysis When you purchase insurance for your automobile, you may be required
to pay the insurance premium in advance. In this case, your transaction is similar to

@ netsolutions NetSolutions. Advance payments of expenses such as insurance are prepaid expenses,
which are assets. For NetSolutions, the asset acquired for the cash payment is insur-
ance protection for 12 months. The asset Prepaid Insurance increases and is debited for
$2,400. The asset Cash decreases and is credited for $2,400. The recording and posting
of this transaction is shown in Exhibit 5.

Note where the date of the transaction is recorded in the journal. Also note that
the entry is explained as the payment of an insurance premium. Such explanations
should be brief. For unusual and complex transactions, such as a long-term rental
arrangement, the journal entry explanation may include a reference to the rental agree-
ment or other business document.

You will note that the T account form is not used in this illustration. Although the
T account clearly separates debit and credit entries, in practice, the T account is usu-
ally replaced with the standard form shown in Exhibit 5.

The debits and credits for each journal entry are posted to the accounts in the order
in which they occur in the journal. To illustrate, the debit portion of the December 1 jour-
nal entry is posted to the prepaid account in Exhibit 5 using the following four steps:

Step 1: The date (Dec. 1) is entered in the Date Column of Prepaid Insurance;

EXHIBIT 5 JOURNAL Page2 |@®
Diagram of the o Post. ) .
Recording and Date Description Ref. Debit Credit
. . I [TTT [TTT
Posting of a Debit !
and a Credit 2 y
@ | 6| Dec. | 1 Prepaid Insurance @| 15 2/4/0/0/00 6
7 Cash @ 1 2|4|0[o|00] 7
8 Paid premium on one-year policy. 8
@
@
ACCOUNT Prepaid Insurance ACCOUNT NO. 75 @
Balance
Post.
Date Item Ref. | Debit Y| Credit Debit Credit
@ B € 2 2|4(0(0 00 2|4/0/0jo0
&)
ACCOUNT Cash ACCOUNT NO. 77 @
Bal
Post. alance
Date Item Ref. Debit Credit Debit Credit
T [TTT TTT] TTTT TT T
30 2 2/0(0/0|00 5/9/0/0|00
@ Dec. | 1 2 2/4/0/0/00 3/5/0(0/00
3 1
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Transaction

December 1
Transaction
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Magazines that receive sub-
scriptions in advance must
record the receipts as un-
earned revenues. Likewise, air-
lines that receive ticket
payments in advance must
record the receipts as un-
earned revenues until the pas-
sengers use the tickets.

December 4
Transaction

Chapter 2 Analyzing Transactions

Step 2: The amount (2,400) is entered into the Debit Column of Prepaid Insurance;

Step 3: The journal page number (2) is entered in the Posting Reference (Post. Ref.) Col-
umn of Prepaid Insurance;

Step 4: The account number (15) is entered in the Posting Reference (Post. Ref.) Col-
umn in the journal.

As shown in Exhibit 5, the credit portion of the December 1 journal entry is posted
to the cash account in a similar manner.

The remaining December transactions for NetSolutions are analyzed in the follow-
ing paragraphs. These transactions are posted to the ledger in Exhibit 6, shown later.
To simplify and reduce repetition, some of the December transactions are stated in sum-
mary form. For example, cash received for services is normally recorded on a daily ba-
sis. In this example, however, only summary totals are recorded at the middle and end
of the month. Likewise, all fees earned on account during December are recorded at the
middle and end of the month. In practice, each fee earned is recorded separately.

NetSolutions paid rent for December, $800. The company from which NetSolutions is
renting its store space now requires the payment of rent on the first of each month,
rather than at the end of the month.

Analysis You may pay monthly rent on an apartment on the first of each month.
Your rent transaction is similar to NetSolutions. The advance payment of rent is an as-
set, much like the advance payment of the insurance premium in the preceding trans-
action. Unlike the insurance premium, this prepaid rent will expire in one month.
When an asset that is purchased will be used up in a short period of time, such as a
month, it is normal to debit an expense account initially. This avoids having to trans-
fer the balance from an asset account (Prepaid Rent) to an expense account (Rent
Expense) at the end of the month. Thus, when the rent for December is prepaid at the
beginning of the month, Rent Expense is debited for $800, and Cash is credited for $800.

9 9
10 1 | Rent Expense 52 8/0(0/00 10
11 Cash 1 8/0/0[00] 11
12 Paid rent for December. 12

NetSolutions received an offer from a local retailer to rent the land purchased on
November 5. The retailer plans to use the land as a parking lot for its employees and
customers. NetSolutions agreed to rent the land to the retailer for three months, with
the rent payable in advance. NetSolutions received $360 for three months’ rent begin-
ning December 1.

Analysis By agreeing to rent the land and accepting the $360, NetSolutions has in-
curred an obligation (liability) to the retailer. This obligation is to make the land avail-
able for use for three months and not to interfere with its use. The liability created by
receiving the cash in advance of providing the service is called unearned revenue.
Thus, the $360 received is an increase in an asset and is debited to Cash. The liability
account Unearned Rent increases and is credited for $360. As time passes, the un-
earned rent liability will decrease and will become revenue.

13 13
14 1 | Cash 11 3/6/0/00 14
15 Unearned Rent 23 3/6/0(00] 15
16 Received advance payment for 16
17 three months’ rent on land. 17

NetSolutions purchased office equipment on account from Executive Supply Co. for
$1,800.
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Analysis The asset account Office Equipment increases and is therefore debited for
$1,800. The liability account Accounts Payable increases and is credited for $1,800.

18 18
19 4 | Office Equipment 18 1/8/0/0/00 19
20 Accounts Payable 21 1/8/0/0/00| 20
21 Purchased office equipment 21
22 on account. 22

December 6 NetSolutions paid $180 for a newspaper advertisement.

Transaction
Analysis An expense increases and is debited for $180. The asset Cash decreases and

is credited for $180. Expense items that are expected to be minor in amount are nor-
mally included as part of the miscellaneous expense. Thus, Miscellaneous Expense is

debited for $180.
23 23
24 6 | Miscellaneous Expense 59 1/8/0/00 24
25 Cash 11 1/8/0/00(25
26 Paid for newspaper ad. 26

December 11  NetSolutions paid creditors $400.

Transaction
Analysis This payment decreases the liability account Accounts Payable, which is

debited for $400. Cash also decreases and is credited for $400.

27 27
28 11| Accounts Payable 21 4/0/0/00 28
29 Cash 1 4/0/0({00/29
30 Paid creditors on account. 30

December 13 NetSolutions paid a receptionist and a part-time assistant $950 for two weeks” wages.

Transaction . . L. .
Analysis This transaction is similar to the December 6 transaction, where an expense
@\.WO;; y account is increased and Cash is decreased. Thus, Wages Expense is debited for $950,
N " and Cash is credited for $950.
. . JOURNAL Page 3

In computerized accounting
systems, some transactions may Post.
be automatically authorized Date Description Ref. Debit Credit
and recorded when certain 5007
events occur. For example, the L ec. | 13| Wages Expense 51 9/5/0/00 L
wages of employees may be 2 Cash 1 9/5/0(00| 2
paid automatically at the end 3 Paid two weeks’ wages. 3
of each pay period.

December 16 NetSolutions received $3,100 from fees earned for the first half of December.

Transaction
Analysis Cash increases and is debited for $3,100. The revenue account Fees Earned

increases and is credited for $3,100.

Fees Earned 41 3/1/0/0/00
Received fees from customers.

4
5 16| Cash 11 3/1/0({0/00
6
7

N |jo|uv b
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Fees earned on account totaled $1,750 for the first half of December.

Analysis Assume that you have agreed to take care of a neighbor’s dog for a week
for $100. At the end of the week, you agree to wait until the first of the next month to
receive the $100. Like NetSolutions, you have provided services on account and thus
have a right to receive the payment from your neighbor. When a business agrees that
payment for services provided or goods sold can be accepted at a later date, the firm
has an account receivable, which is a claim against the customer. The account receiv-
able is an asset, and the revenue is earned even though no cash has been received.
Thus, Accounts Receivable increases and is debited for $1,750. The revenue account
Fees Earned increases and is credited for $1,750.

8 8
9 16| Accounts Receivable 12 1/7|5/0/00 9
10 Fees Earned 11 1/7/5/0/00|10

11 Recorded fees earned on account. 11

NetSolutions paid $900 to Executive Supply Co. on the $1,800 debt owed from the
December 4 transaction.

Analysis This is similar to the transaction of December 11.

12 12
13 20| Accounts Payable 21 9/0/0/00 13
14 Cash 11 9/0/0/00|14
15 Paid part of amount owed to 15
16 Executive Supply Co. 16

NetSolutions received $650 from customers in payment of their accounts.

Analysis When customers pay amounts owed for services they have previously re-
ceived, one asset increases and another asset decreases. Thus, Cash is debited for $650,
and Accounts Receivable is credited for $650.

17 17
18 21| Cash 11 6(5/0/00 18
19 Accounts Receivable 12 6/5/0/00|19
20 Received cash from customers 20
21 on account. 21

NetSolutions paid $1,450 for supplies.

Analysis The asset account Supplies increases and is debited for $1,450. The asset ac-
count Cash decreases and is credited for $1,450.

22 22
23 23| Supplies 14 1/4/5/0/00 23
24 Cash 11 1/4/5/0/0024
25 Purchased supplies. 25

NetSolutions paid the receptionist and the part-time assistant $1,200 for two weeks’
wages.

Analysis This is similar to the transaction of December 13.
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26 26
27 27 | Wages Expense 51 1/2/0/0/00 27
28 Cash 11 1/2/0/0{00|28
29 Paid two weeks’ wages. 29

December 31 NetSolutions paid its $310 telephone bill for the month.

Transaction
Analysis You pay a telephone bill each month. Businesses, such as NetSolutions, also

must pay monthly utility bills. Such transactions are similar to the transaction of
December 6. The expense account Utilities Expense is debited for $310, and Cash is
credited for $310.

30 30
31 31| Utilities Expense 54 3/1/0/00 31
32 Cash 11 3/1/0/00|32
33 Paid telephone bill. 33

December 31 NetSolutions paid its $225 electric bill for the month.

Transaction .
Analysis This is similar to the preceding transaction.

JOURNAL Page 4
Post.
Date Description Ref. Debit Credit
1| Bec. |31/ Utilities Expense 54 2|2/5/00 1
2 Cash 11 2(2(5/00]| 2
3 Paid electric bill. 3

December 31 NetSolutions received $2,870 from fees earned for the second half of December.

Transaction
Analysis This is similar to the transaction of December 16.

Fees Earned 41 2/8(7/0/00
Received fees from customers.

4
5 31| Cash 11 2/8/7/0/00
6
7

N|jo (v s

December 31 Fees earned on account totaled $1,120 for the second half of December.

Transaction . .
Analysis This is similar to the transaction of December 16.

8 8
9 31| Accounts Receivable 12 1(1/2|0/00 9
10 Fees Earned 41 1|1/2/0/00|10

11 Recorded fees earned on account. 1

December 31 Chris Clark withdrew $2,000 for personal use.

Transaction ) ) ] ] ) )
Analysis This transaction resulted in an increase in the amount of withdrawals and

is recorded by a $2,000 debit to Chris Clark, Drawing. The decrease in business cash is
recorded by a $2,000 credit to Cash.

12 12
13 31| Chris Clark, Drawing 32 2(0/0(/0|00 13
14 Cash 11 2/0/0/0[00| 14
15 Chris Clark withdrew cash for 15
16 personal use. 16




Chapter 2 Analyzing Transactions

Example Exercise 2-5

objective g4/

On March 1, the cash account balance was $22,350. During March, cash receipts totaled $241,880 and the
March 31 balance was $19,125. Determine the cash payments made during March.

Follow My Example 2-5

Using the following T account, solve for the amount of cash payments (indicated by ? below).

Cash
Mar. 1 Bal. 22,350 | ? Cash payments
Cash receipts 241,880
Mar. 31 Bal. 19,125

$19,125 = $22,350 + $241,880 — Cash payments
Cash payments = $22,350 + $241,880 — $19,125 = $245,105

‘_I

For Practice: PE 2-5A, PE 2-5B

The journal for NetSolutions since it was organized on November 1 is shown in
Exhibit 6. Exhibit 6 also shows the ledger after the transactions for both November and
December have been posted.

EXHIBIT 6 JOURNAL Page 1
Journal and Ledger— Post.
NetSolutions Date Description Ref. | Debit Credit
i | Nov. | 1| Cash 11| 25/0/0/0/00 1
2 Chris Clark, Capital 31 25/0(0/0/00| 2
3 Invested cash in NetSolutions. 3
4 4
5 5| Land 17 20(0/0/0/00 5
6 Cash 11 20(0(0|0/00| 6
7 Purchased land for building site. 7
8 8
9 10| Supplies 14 1(3/5/0/00 9
10 Accounts Payable 21 1/3/5/0|00| 10
11 Purchased supplies on account. 11
12 12
13 18| Cash 11 7|5/0/0/00 13
14 Fees Earned 41 7/5/0/0/00| 14
15 Received fees from customers. 15
16 16
17 30| Wages Expense 51 2(1|2|5/00 17
18 Rent Expense 52 8/0/0/00 18
19 Utilities Expense 54 4/5/0/00 19
20 Miscellaneous Expense 59 2|7|5/00 20
21 Cash 11 3/6/5/0/00|21
22 Paid expenses. 22
23 23
24 30| Accounts Payable 21 9(5/0/00 24
25 Cash 11 9(5/0/00|25
26 Paid creditors on account. 26
27 27
28 30| Supplies Expense 55 8/0/0/00 28
29 Supplies 14 8(0]0/00|29
30 Supplies used during November. 30
(continued)
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EXHIBIT 6 JOURNAL Page 2
Post.
Date Description Ref. Debit Credit
1| Nov. |30| Chris Clark, Drawing 32 2|0|0|0|00 1
2 Cash 11 2/0/0/0(00| 2
3 Chris Clark withdrew cash for 3
4 personal use. 4
5 5
6 | Dec. | 1| Prepaid Insurance 15 2|4(0/0/00 6
7 Cash 1 2|4(0/0(00| /
8 8

Paid premium on one-year policy.

e
el

o
—
o

Rent Expense 52 8/0(0|00
Cash 1 8(0/0/00
Paid rent for December.

N
N

w
w

~
=
~

Cash 1 3/6/0/00
Unearned Rent 23 3/6/0/00
Received advance payment for

three months’ rent on land.

(€]
w1

[}
(o]

~
~

[o.]
[oe]

19 4 | Office Equipment 18 1/8/0/0/00 19
20 Accounts Payable 21 1/8/00/00| 20
21 Purchased office equipment 21
22 on account. 22
23 23
24 6 | Miscellaneous Expense 59 1/8/0/00 24
25 Cash 1 1/8/0|00| 2>
26 Paid for newspaper ad. 26

N
~
N
~

28 11| Accounts Payable 21 4/0(0/00 28

29 Cash 1 4/0|0|00| 29

30 Paid creditors on account. 30
(continued)
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JOURNAL Page 3
Post.
Date Description Ref. Debit Credit

1 S?z, 13| Wages Expense 51 9/5/0/00 1

2 Cash 1 9(5/0(00| 2

3 Paid two weeks’ wages. 3

4 4
5 16| Cash 11 3|1/0/0/00 5

6 Fees Earned iy 3/1/0/0/00| 6
7 Received fees from customers. 7

8 8
9 16| Accounts Receivable 12 1|7|5/0/00 9
10 Fees Earned iy 1|7|5/0|00| 10
11 Recorded fees earned on account. 11
12 12
13 20| Accounts Payable 21 9/0(0/00 13
14 Cash 11 9(0|0/00| 14
15 Paid part of amount owed to 15
16 Executive Supply Co. 16
17 17
18 21| Cash 11 6/5/0/00 18
19 Accounts Receivable 12 6(5/0|00| 19
20 Received cash from customers 20
21 on account. 21
22 22
23 23| Supplies 14 1|4{5/0/00 23
24 Cash 11 1/4/5/0/00| 24
25 Purchased supplies. 25
26 26
27 27| Wages Expense 51 1/2/0/0|00 27
28 Cash 11 1/2/0/0/00|28
29 Paid two weeks’ wages. 29
30 30
31 31| Utilities Expense 54 3/1/0/00 31
32 Cash 11 3/1]0/00/32
33 Paid telephone bill. 33

(continued)
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JOURNAL Page 4
Post.
Date Description Ref. Debit Credit
1| Bec. |31/ Utilities Expense 54 212500 1
2 Cash 11 2|2(5/00| 2
3 Paid electric bill. 3
4 4
5 31| Cash 11 2/8/7/0/00 5
6 Fees Earned 41 2/8/7/0/00| 6
7 Received fees from customers. 7
8 8
9 31| Accounts Receivable 12 1/1/2/0{00 9
10 Fees Earned a1 1/1/2/0{00| 10
11 Recorded fees earned on account. 11
12 12
13 31| Chris Clark, Drawing 32 2/0/0(0/00 13
14 Cash 1 2/0/0(0(00| 14
15 Chris Clark withdrew cash for 15
16 personal use. 16
LEDGER
ACCOUNT Cash ACCOUNT NO. 11
Post. Balance
Date Item Ref. Debit Credit Debit Credit

Nov. | 1 1 25(0/0/0/00 25(0/0/0/00

5 1 20/0(0(0|00 5/0/0(/0|00

18 1 7(5/0(0|00 12/5/0(0|00

30 1 3/6/5/0|00 8/8|5/0(00

30 1 9(5|0/00 7(9/0|0/00

30 2 2|0/0/0/00 5/9/0(0|00

Dec.| 1 2 2|4/0/0/00 3(5/0/|0/00

1 2 8/0/0/00 2|7/0/0/00

1 2 3/6/0/00 3/0(6/0/00

6 2 1/8/0/00 2(8(8|0/00

11 2 4/0/0/00 2|4/8/0/00

13 3 9(5/0/00 1/5/3/0/00

16 3 3(1/0({0|00 4/6/3/0(00

20 3 9/0/0/00 3|7/3|0/00

21 3 6/5(0/00 4(3/8/0/00

23 3 1/4{5/0/00 2(9(3/|0/00

27 3 1/2/0/0/00 1/7(3/0/00

31 3 3/1/0/00 1/4{2/0/00

31 4 2|2(5/00 1/1(9(5/00

31 4 2/8/7/0/00 4/0/6/5/00

31 4 2|0/0/0/00 2(0(6|5/00

(continued)
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ACCOUNT Accounts Receivable

ACCOUNT NO. 72

Balance
Post.
Date Item Ref. Debit Credit Debit Credit
Dec. | 16 3 1/7/5/0joo 1/7/5/0/00
21 3 6(5/0/00 1/1/0/0/00
31 4 1/1|2|0{00 2(2(2/0{00
ACCOUNT Supplies ACCOUNT NO. 74
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 10 1 113/5/0/00 113/5/0/00
30 8/0(0/00 5/5/0/00
Dec. |23 3 1/4/5/0/00 2(0/0|0|00
ACCOUNT Prepaid Insurance ACCOUNT NO. 715
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Dec. | 1 2 2|a/0l0l0o 2|4/0/ojoo
ACCOUNT Land ACCOUNT NO. 77
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 5 1 20/0(0/0/00 20/00/0/00
ACCOUNT Office Equipment ACCOUNT NO. 78
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Dec. | 4 2 1/8/0|ojoo 1/8/0|0|oo

FINAL
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EXHIBIT 6 ACCOUNT Accounts Payable ACCOUNT NO. 217
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 10 1 1/3/5/0|0o 1(3/5/0|00
30 1 9/5/0/00 4/0/0/00
Dec. | 4 2 1/8/0/0/00 2/2/0|0/00
11 2 4/0/0/00 1/8/0/0/00
20 3 9/0/0/00 9/0/0/00
ACCOUNT Unearned Rent ACCOUNT NO. 23
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bec. | 1 2 316/0(00 3/6/0(00
ACCOUNT Chris Clark, Capital ACCOUNT NO. 37
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 1 1 25/0(0/0/00 25/0[0/0/00
ACCOUNT Chris Clark, Drawing ACCOUNT NO. 32
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 30 2 2/0/0|oloo 2/0/0|ojoo
Dec. | 31 4 2(0/0/0|00 4/0/0/0/00
ACCOUNT Fees Earned ACCOUNT NO. 471
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 18 1 7|5/0|0|00 7|5/0|0/00
Dec. |16 3 3(1/0|0/00 10/6/0|0/00
16 3 1/7|5|0{00 12|3(5|0/00
31 4 2(8|7(0/00 15/2{2|0/00
31 4 1/1|2|0{00 16/3(4|0/00
(continued)
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ACCOUNT Wages Expense ACCOUNT NO. 57

Balance
Post.
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 2|1/2/5/00 2|12/5/00
Dec. | 13 3 9|5/0(00 3/0/7|5/00
27 3 1/2/0|0{00 4/2|7|5/00
ACCOUNT Rent Expense ACCOUNT NO. 52
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 8/0/ojoo 8/0/0/00
Dec. | 1 2 8|0|0/00 1/6/0|0|00
ACCOUNT Utilities Expense ACCOUNT NO. 54
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 30 1 4/5/0/00 4/5/0/00
Dec. |31 3 3(1|0{00 7/6/0|00
31 4 2(2|5/00 9/8|5|00
ACCOUNT Supplies Expense ACCOUNT NO. 55
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 8/0/0/00 8/0|0/00
ACCOUNT Miscellaneous Expense ACCOUNT NO. 59
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 30 1 2|7/5/00 2|7/5/00
Dec. | 6 2 1/8/0/00 4/5/5/00

FINAL

71

(concluded)



CHO2 Warren22e.gxd 6/12/06 12:51 PM Page 72

=

72

—p—

Chapter 2 Analyzing Transactions

objective

Prepare an
unadjusted trial
balance and
explain how it can
be used to
discover errors.

@netsolutions

Trial Balance

Trial Balance

How can you be sure that you have not made an error in posting the debits and cred-
its to the ledger? One way is to determine the equality of the debits and credits in the
ledger. This equality should be proved at the end of each accounting period, if not
more often. Such a proof, called a trial balance, may be in the form of a computer
printout or in the form shown in Exhibit 7.

The trial balance shown in Exhibit 7 is prepared by first listing the name of the com-
pany (NetSolutions), its title (Unadjusted Trial Balance), and the date it is prepared
(December 31, 2007). The trial balance shown in Exhibit 7 is titled an unadjusted trial
balance. This is to distinguish it from other trial balances that we will be preparing
in later chapters. These other trial balances include an adjusted trial balance and a post-
closing trial balance.*

The account balances in Exhibit 7 are taken from the ledger shown in Exhibit 6.
Thus, before the trial balance can be prepared, each account balance in the ledger must
be determined. When the standard account form is used, the balance of each account ap-
pears in the balance column on the same line as the last posting to the account.

NetSolutions
Unadjusted Trial Balance
December 31, 2007
Debit Credit
Balances Balances

Cash 2|0/6/5/00
Accounts Receivable 2|2|2/0/00
Supplies 2/0/0/0/00
Prepaid Insurance 2/4/0/0/00
Land 20/0/0(0|00
Office Equipment 1/8/0/0/00
Accounts Payable 9/0/0/00
Unearned Rent 3/6/0/00
Chris Clark, Capital 25(0/0/0/00
Chris Clark, Drawing 4/0(0(0/00
Fees Earned 16(3|4/0/00
Wages Expense 4(2|7/5/00
Rent Expense 1/6/0/0/00
Utilities Expense 9/8|5|00
Supplies Expense 8/0/0|00
Miscellaneous Expense 4/5/5|00

42/6/0/0/00 42/6/0/0/00

The trial balance does not provide complete proof of the accuracy of the ledger. It
indicates only that the debits and the credits are equal. This proof is of value, however,
because errors often affect the equality of debits and credits. If the two totals of a trial
balance are not equal, an error has occurred. In the next section of this chapter, we will
discuss procedures for discovering and correcting errors.

4 The adjusted trial balance is discussed in Chapter 3, and the post-closing trial balance is discussed in
Chapter 4.

FINAL
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R

Many large corporations such
as Microsoft and Quaker
Oats round the figures in their
financial statements to millions
of dollars.

6/12/06

Discover and
correct errors in
recording
transactions.

12:52 PM Page 73

Example Exercise 2-6

For each of the following errors, considered
individually, indicate whether the error would
cause the trial balance totals to be unequal. If the
error would cause the trial balance total to be
unequal, indicate whether the debit or credit total
is higher and by how much.

Payment of a cash withdrawal of $5,600 was
journalized and posted as a debit of $6,500 to
Salary Expense and a credit of $6,500 to Cash.

—p—
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objective [

A fee of $2,850 earned from a client was
debited to Accounts Receivable for $2,580 and
credited to Fees Earned for $2,850.

A payment of $3,500 to a creditor was posted
as a debit of $3,500 to Accounts Payable and a
debit of $3,500 to Cash.

Follow My Example 2-6

The totals are equal since both the debit and
credit entries were journalized and posted for
$6,500.

The totals are unequal. The credit total is
higher by $270 ($2,850 — $2,580).

For Practice: PE 2-6A, PE 2-6B

‘_I

The totals are unequal. The debit total is
higher by $7,000 ($3,500 + $3,500).

Discovery and Correction of Errors

Errors will sometimes occur in journalizing and posting transactions. In some cases,
however, an error might not be significant enough to affect the decisions of manage-
ment or others. In such cases, the materiality concept implies that the error may be
treated in the easiest possible way. For example, an error of a few dollars in recording
an asset as an expense for a business with millions of dollars in assets would be con-

sidered immaterial, and a correction would not be necessary. In the remaining para-

DISCOVERY OF ERRORS

As mentioned previously, preparing the trial balance is one of the primary ways to dis-
cover errors in the ledger. However, it indicates only that the debits and credits are
equal. If the two totals of the trial balance are not equal, it is probably due to one or
more of the errors described in Exhibit 8.

graphs, we assume that errors discovered are material and should be corrected.

Among the types of errors that will not cause the trial balance totals to be unequal

are the following:

1. Failure to record a transaction or to post a transaction.
2. Recording the same erroneous amount for both the debit and the credit parts of a

transaction.

3. Recording the same transaction more than once.
4. Posting a part of a transaction correctly as a debit or credit but to the wrong account.

It is obvious that care should be used in recording transactions in the journal and
in posting to the accounts. The need for accuracy in determining account balances and
reporting them on the trial balance is also evident.

Errors in the accounts may be discovered in various ways: (1) through audit pro-
cedures, (2) by looking at the trial balance, or (3) by chance. If the two trial balance to-
tals are not equal, the amount of the difference between the totals should be determined

before searching for the error.
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EXHIBIT 8 Errors Causing Unequal Trial Balance

Column incorrectly added.

Trial balance preparation errors Amount incorrectly entered on trial balance.

Balance entered in wrong column or omitted.

Errors

Wrong amount posted to an account.

Posting errors Debit posted as credit, or vice versa.

Debit or credit posting omitted.

The amount of the difference between the two totals of a trial balance sometimes
gives a clue as to the nature of the error or where it occurred. For example, a differ-
ence of 10, 100, or 1,000 between two totals is often the result of an error in addition.
A difference between totals can also be due to omitting a debit or a credit posting. If
the difference can be evenly divided by 2, the error may be due to the posting of a
debit as a credit, or vice versa. For example, if the debit total is $20,640 and the credit
total is $20,236, the difference of $404 may indicate that a credit posting of $404 was
omitted or that a credit of $202 was incorrectly posted as a debit.

Two other common types of errors are known as transpositions and slides. A
transposition occurs when the order of the digits is changed mistakenly, such as writ-
ing $542 as $452 or $524. In a slide, the entire number is mistakenly moved one or more
spaces to the right or the left, such as writing $542.00 as $54.20 or $5,420.00. If an er-
ror of either type has occurred and there are no other errors, the difference between
the two trial balance totals can be evenly divided by 9.

If an error is not revealed by the trial balance, the steps in the accounting process
must be retraced, beginning with the last step and working back to the entries in the
journal. Usually, errors causing the trial balance totals to be unequal will be discov-
ered before all of the steps are retraced.

CORRECTION OF ERRORS

The procedures used to correct an error vary according to the nature of the error, when
the error is discovered, and whether a manual or computerized accounting system is
used. Oftentimes, an error is discovered as it is being journalized or posted. In such
cases, the error is simply corrected. For example, computerized accounting systems au-
tomatically verify for each journal entry whether the total debits equal the total cred-
its. If the totals are not equal, an error report is created and the computer program will
not proceed until the journal entry is corrected.

Occasionally, however, an error is not discovered until after a journal entry has
been recorded and posted to the accounts. Correcting this type of error is more com-
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plex. To illustrate, assume that on May 5 a $12,500 purchase of office equipment on ac-
count was incorrectly journalized and posted as a debit to Supplies and a credit to
Accounts Payable for $12,500. This posting of the incorrect entry is shown in the fol-
lowing T accounts:

Supplies Accounts Payable
Incorrect: 12,500 ‘ ‘ 12,500

Before making a correcting entry, it is best to determine the debit(s) and credit(s) that
should have been recorded. These are shown in the following T accounts:

Office Equipment Accounts Payable
Correct: 12,500 | \ 12,500

Comparing the two sets of T accounts shows that the incorrect debit to Supplies may
be corrected by debiting Office Equipment for $12,500 and crediting Supplies for
$12,500. The following correcting entry is then journalized and posted:

Entry to Correct Error: 17 17
18| May |31| Office EQuipment 18 12|5/0/0/00 18
19 Supplies 14 12|5/0(0({00|19
20 To correct erroneous debit 20
21 to Supplies on May 5. See invoice 21
22 from Bell Office Equipment Co. 22

Example Exercise 2-7 objective A 4

The following errors took place in journalizing and posting transactions:

a. A withdrawal of $6,000 by Cheri Ramey, owner of the business, was recorded as a debit to Office
Salaries Expense and a credit to Cash.

b. Utilities Expense of $4,500 paid for the current month was recorded as a debit to Miscellaneous
Expense and a credit to Accounts Payable.

Journalize the entries to correct the errors. Omit explanations.

Follow My Example 2-7

a. Cheri Ramey, Drawing . ... ..ottt e e e e e e 6,000
Office Salaries EXPeNSe . ... ...ttt e e e 6,000

b. Accounts Payable ... ... ... 4,500
Miscellaneous EXPENSE . . .. ..ottt e 4,500

Utilities EXPENSE . .ot e 4,500
Cash e 4,500

Note: The first entry in (b) reverses the incorrect entry, and the second entry records the correct entry.
These two entries could also be combined into one entry; however, preparing two entries will make it
easier for someone later to understand what had happened and why the entries were necessary.

For Practice: PE 2-7A, PE 2-7B [ y / >
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1. Describe the characteristics of an account and record transactions using a chart of accounts and journal.

Example Practice
Key Points Key Learning Outcomes Exercises Exercises
The record used for recording individual e Prepare a chart of accounts
transactions is an account. A group of ac- for a proprietorship.
counts is called a ledger. The system of ac-
counts that make up a ledger is called a chart e Prepare journal entries. 2-1 2-1A, 2-1B
of accounts. Transactions are initially entered 2-2 2-2A, 2-2B
in a record called a journal. 2-3 2-3A, 2-3B
The simplest form of an account, a T ac- e Record entries in
count, has three parts: (1) a title; (2) a left T accounts.
side, called the debit side; and (3) a right
side, called the credit side. Amounts entered
on the left side of an account are called deb-
its to the account. Amounts entered on the
right side of an account are called credits.
Periodically, the balance of the account is
determined.
The rules of debit and credit for recording e List the rules of debit and 2-4 2-4A, 2-4B
increases or decreases in asset, liability, credit.
owner’s equity, revenue, expense, and draw-
ing accounts are shown in Exhibit 3. Each
transaction is recorded so that the sum of the
debits is always equal to the sum of the cred-
its. The normal balance of an account is the e Determine the normal bal- 2-4 2-4A, 2-4B
side of the account (debit or credit) in which ance for accounts.
increases are recorded.
2. Describe and illustrate the posting of journal entries to accounts.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
The debits and credits for each journal entry e Post journal entries to a stan-
are periodically posted to the accounts in the dard account.
order in which they occur in the journal using
the steps illustrated in Exhibit 5. e Post journal entries to a 2-5 2-5A, 2-5B
T account.
3. Prepare an unadjusted trial balance and explain how it can be used to discover errors.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
A trial balance is prepared by listing the ac- e Prepare an unadjusted trial 2-6 2-6A, 2-6B

counts from the ledger and their balances. If
the two totals of the trial balance are not
equal, an error has occurred.

balance.
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4. Discover and correct errors in recording transactions.

Example Practice
Key Points Key Learning Outcomes Exercises Exercises
Errors may be discovered (1) by audit proce- e Discover errors in journaliz-
dures, (2) by looking at the trial balance, or ing, posting, or preparing the
(3) by chance. trial balance.
e Prepare correcting entries for 2-7 2-7A, 2-7B
errors that have been journal-
ized and posted.

account (49) drawing (51) posting (59)

account receivable (63) expenses (51) revenues (51)

assets (51) journal (52) slide (74)

balance of the account (50) journal entry (52) T account (49)

chart of accounts (51) journalizing (52) transposition (74)

credits (50) ledger (51) trial balance (72)

debits (50) liabilities (51) two-column journal (59)

double-entry accounting materiality concept (73) unearned revenue (61)
system (58) owner’s equity (51)

lllustrative Problem

J. F. Outz, M.D., has been practicing as a cardiologist for three years. During April,
2007, Outz completed the following transactions in her practice of cardiology.
Apr. 1. Paid office rent for April, $800.

3. Purchased equipment on account, $2,100.

5. Received cash on account from patients, $3,150.

8. Purchased X-ray film and other supplies on account, $245.

9. One of the items of equipment purchased on April 3 was defective. It was
returned with the permission of the supplier, who agreed to reduce the ac-
count for the amount charged for the item, $325.

12. Paid cash to creditors on account, $1,250.

17. Paid cash for renewal of a six-month property insurance policy, $370.

20. Discovered that the balances of the cash account and the accounts payable
account as of April 1 were overstated by $200. A payment of that amount to
a creditor in March had not been recorded. Journalize the $200 payment as
of April 20.

24. Paid cash for laboratory analysis, $545.

27. Paid cash from business bank account for personal and family expenses, $1,250.

30. Recorded the cash received in payment of services (on a cash basis) to pa-
tients during April, $1,720.

30. Paid salaries of receptionist and nurses, $1,725.

30. Paid various utility expenses, $360.

30. Recorded fees charged to patients on account for services performed in
April, $5,145.

30. Paid miscellaneous expenses, $132.

77
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Outz’s account titles, numbers, and balances as of April 1 (all normal balances) are listed
as follows: Cash, 11, $4,123; Accounts Receivable, 12, $6,725; Supplies, 13, $290; Prepaid
Insurance, 14, $465; Equipment, 18, $19,745; Accounts Payable, 22, $765; J. F. Outz, Cap-
ital, 31, $30,583; J. F. Outz, Drawing, 32; Professional Fees, 41; Salary Expense, 51; Rent
Expense, 53; Laboratory Expense, 55; Utilities Expense, 56; Miscellaneous Expense, 59.

Instructions

1. Open a ledger of standard four-column accounts for Dr. Outz as of April 1. Enter
the balances in the appropriate balance columns and place a check mark (v') in the
posting reference column. (Hint: Verify the equality of the debit and credit balances
in the ledger before proceeding with the next instruction.)

. Journalize each transaction in a two-column journal.

3. Post the journal to the ledger, extending the month-end balances to the appropriate

balance columns after each posting.
4. Prepare an unadjusted trial balance as of April 30.

N

Solution

2. and 3.
JOURNAL Page 27

Post.
Date Description Ref. | Debit Credit

i | Apr. | 1| Rent Expense 53 8/0/0/00 1
2 Cash 1 8/0(0(00| 2
3 Paid office rent for April. 3
4 4
5 3 | Equipment 18 2(1/0/000 5
6 Accounts Payable 22 2/1/0/0/00| 6
7 Purchased equipment on account. 7
8 8
9 5 | Cash 11 3/1|5/0/00 9
10 Accounts Receivable 12 3|1{5/0|00| 10
11 Received cash on account. 11
12 12
13 8 | Supplies 13 2/4{5/00 13
14 Accounts Payable 22 2|4|5/00(14
15 Purchased supplies. 15
16 16
17 9 | Accounts Payable 22 3/2(5|00 17
18 Equipment 18 3[2|5|00(18
19 Returned defective equipment. 19
20 20
21 12| Accounts Payable 22 1/2|5/0/00 21
22 Cash 11 1/2/5|0|00| 22
23 Paid creditors on account. 23
24 24
25 17| Prepaid Insurance 14 3/7/0/00 25
26 Cash 11 3/7/0/00|26
27 Renewed six-month property policy. 27
28 28
29 20| Accounts Payable 22 2/0(0|00 29
30 Cash 11 2/0/0/00{30
31 Recorded March payment 31
32 to creditor. 32
33 33
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JOURNAL Page 28
Post.
Date Description Ref. Debit Credit
1 ,&%Z 24| Laboratory Expense 55 5/4(5/00 1
2 Cash 11 5/4/5/00| 2
3 Paid for laboratory analysis. 3
4 4
5 27| J. F. Outz, Drawing 32 1/2/5/0/00 5
6 Cash 11 1/12(5|0/00| 6
7 J. F. Outz withdrew cash for 7
8 personal use. 8
9 9
10 30| Cash 11 1|7/2|0/00 10
11 Professional Fees 41 1/7{2|0(00| 11
12 Received fees from patients. 12
13 13
14 30| Salary Expense 51 1(7/2/5/00 14
15 Cash 11 1|7{2|5(00| 15
16 Paid salaries. 16
17 17
18 30| Utilities Expense 56 3/6/000 18
19 Cash 11 3/6/0/00| 19
20 Paid utilities. 20
21 21
22 30| Accounts Receivable 12 5|1|4|5|00 22
23 Professional Fees 41 5/1/4|5|00(23
24 Recorded fees earned on account. 24
25 25
26 30| Miscellaneous Expense 59 1(3|2/00 26
27 Cash 11 1|3/12|00|(27
28 Paid expenses. 28
1. and 3.
ACCOUNT Cash ACCOUNT NO. 77
Post. Balance
Date Item Ref. Debit Credit Debit Credit

,&%IZ_ 1| Balance v 4/1(2|3/00

1 27 8/0/0/,00 3|3/2|3/00

5 27 3|1/5/0/00 6/4(7/3/00

12 27 1/2/5/0/00 5/2/2|3/00

17 27 3/7/0/00 4(8/5/3/00

20 27 2/0/0/00 4/6/5/3/00

24 28 5/4/5/00 4(1/0/8/00

27 28 1/2/5/0(00 2/8(5/8|00

30 28 1/7{2/0{00 4(5|7/8/00

30 28 1/7{2/5/00 2/8(5/3|00

30 28 3(6/0(00 2(4(9/3/00

30 28 1/3/2/00 2(3(6/1/00
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ACCOUNT Accounts Receivable ACCOUNT NO. 72
Post. Balance
Date Item Ref. Debit Credit Debit Credit
2007
Apr. | 1| Balance v/ 6/7/2/5/00
5 27 3(1/5/0/00 3(5/7(5/00
30 28 5(1/4/5/00 8|7/2|0/00
ACCOUNT Supplies ACCOUNT NO. 73
Post. Balance
Date Item Ref. Debit Credit Debit Credit
2007
Apr. | 1| Balance v/ 2|9/0/00
8 27 2/4(5/00 5/3(5/00
ACCOUNT Prepaid Insurance ACCOUNT NO. 74
Post. Balance
Date Item Ref. Debit Credit Debit Credit
2007
Apr. | 1| Balance v 4(6|5/00
17 27 3/7/0/00 8/3|5/00
ACCOUNT Equipment ACCOUNT NO. 78
Post. Balance
Date Item Ref. Debit Credit Debit Credit
2007
Apr. | 1 | Balance v 19|7|4/5/00
3 27 2(1/0/0/00 21|8(4(5/|00
27 3/2/5/00| 21|5/2(/0{00
ACCOUNT Accounts Payable ACCOUNT NO. 22
Post. Balance
Date Item Ref. Debit Credit Debit Credit
2007
Apr. | 1| Balance v 7/6/5/00
3 27 2(1/0/0/00 2/8/6/5/00
8 27 2/4/5/00 3/1/1]/0/00
9 27 3/2(5/00 2|7/8/5/00
12 27 1/2/5/0/00 1/5/3/5/00
20 27 2/0/0/00 1/3/3/5/00
ACCOUNT J. F Outz, Capital ACCOUNT NO. 37
Post. Balance
Date Item Ref. Debit Credit Debit Credit
2007
Apr. | 1 | Balance v/ 30/5/8/3/00

FINAL
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ACCOUNT J. F Outz, Drawing ACCOUNT NO. 32
Post. Balance
Date Item Ref. Debit Credit Debit Credit
/3\%7. 27 28 1/2/5(0/00 1/2/5/0/00
ACCOUNT Professional Fees ACCOUNT NO. 47
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Apr. |30 28 17/2|0/00 1/72/0/00
30 28 5|1/4|5/00 6/8(6/5/00
ACCOUNT Salary Expense ACCOUNT NO. 57
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Apr. |30 28 1/7/2/5/00 17/2/5/00
ACCOUNT Rent Expense ACCOUNT NO. 53
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Apr. | 1 27 8/0/0/00 8/0/000
ACCOUNT Laboratory Expense ACCOUNT NO. 55
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Apr. |24 28 54/5/00 5/4/5/00
ACCOUNT Utilities Expense ACCOUNT NO. 56
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Apr. |30 28 3/6/0/00 3/6/0|00
ACCOUNT Miscellaneous Expense ACCOUNT NO. 59
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Apr. |30 28 1312/00 13)2/00
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4.
J. FE. Outz, M.D.
Unadjusted Trial Balance
April 30, 2007
Debit Credit

Balances Balances
Cash 2|3/6/1|00
Accounts Receivable 8|7/2|0/00
Supplies 5(3/5/00
Prepaid Insurance 8|3(5/00
Equipment 21|5/2/0|00
Accounts Payable 1/3/3/5/00
J. F. Outz, Capital 30/5/8(3/00
J. F. Outz, Drawing 1/2|5/0/00
Professional Fees 6/8(6(5/00
Salary Expense 1/7/2/5/00
Rent Expense 8/0(0/00
Laboratory Expense 5/4/5|00
Utilities Expense 3/6/0/00
Miscellaneous Expense 1/3/2/00

38/7/8/3|00 38|7/8/3/00

Self-Examination Questions

1. A debit may signify a(n):
A. increase in an asset account.
B. decrease in an asset account.
C. increase in a liability account.
D. increase in the owner’s capital account.

2. The type of account with a normal credit balance is:
A. an asset. C. a revenue.
B. drawing. D. an expense.

3. A debit balance in which of the following accounts
would indicate a likely error?
A. Accounts Receivable
B. Cash
C. Fees Earned
D. Miscellaneous Expense

Eye Openers

Explain.

equity accounts.

(Answers at End of Chapter)

4. The receipt of cash from customers in payment of their

accounts would be recorded by:

A. a debit to Cash and a credit to Accounts Receivable.
B. a debit to Accounts Receivable and a credit to Cash.
C. a debit to Cash and a credit to Accounts Payable.
D. a debit to Accounts Payable and a credit to Cash.

. The form listing the titles and balances of the accounts

in the ledger on a given date is the:
A.income statement.

B. balance sheet.

C. statement of owner’s equity.

D. trial balance.

1. What is the difference between an account and a ledger?
2. Do the terms debit and credit signify increase or decrease or can they signify either?

3. Explain why the rules of debit and credit are the same for liability accounts and owner’s
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11.

12.

13.

14.

15.

Practice Exercises

Chapter 2 Analyzing Transactions

What is the effect (increase or decrease) of a debit to an expense account (a) in terms of
owner’s equity and (b) in terms of expense?

What is the effect (increase or decrease) of a credit to a revenue account (a) in terms of
owner’s equity and (b) in terms of revenue?

Rabun Company adheres to a policy of depositing all cash receipts in a bank account
and making all payments by check. The cash account as of January 31 has a credit bal-
ance of $2,500, and there is no undeposited cash on hand. (a) Assuming no errors oc-
curred during journalizing or posting, what caused this unusual balance? (b) Is the
$2,500 credit balance in the cash account an asset, a liability, owner’s equity, a revenue,
or an expense?

Cortes Company performed services in February for a specific customer, for a fee of
$6,000. Payment was received the following March. (a) Was the revenue earned in Feb-
ruary or March? (b) What accounts should be debited and credited in (1) February and
(2) March?

What proof is provided by a trial balance?

If the two totals of a trial balance are equal, does it mean that there are no errors in the
accounting records? Explain.

Assume that a trial balance is prepared with an account balance of $21,360 listed as
$21,630 and an account balance of $1,500 listed as $15,000. Identify the transposition
and the slide.

Assume that when a purchase of supplies of $1,380 for cash was recorded, both the
debit and the credit were journalized and posted as $1,830. (a) Would this error cause
the trial balance to be out of balance? (b) Would the trial balance be out of balance if
the $1,380 entry had been journalized correctly but the credit to Cash had been posted
as $1,830?

Assume that Hahn Consulting erroneously recorded the payment of $5,000 of owner
withdrawals as a debit to Salary Expense. (a) How would this error affect the equality
of the trial balance? (b) How would this error affect the income statement, statement of
owner’s equity, and balance sheet?

Assume that Hacienda Realty Co. borrowed $80,000 from Clinton Bank and Trust. In
recording the transaction, Hacienda erroneously recorded the receipt as a debit to Cash,
$80,000, and a credit to Fees Earned, $80,000. (a) How would this error affect the equal-
ity of the trial balance? (b) How would this error affect the income statement, statement
of owner’s equity, and balance sheet?

In journalizing and posting the entry to record the purchase of supplies for cash, the
accounts payable account was credited in error. What is the preferred procedure to cor-
rect this error?

Banks rely heavily upon customers’ deposits as a source of funds. Demand deposits
normally pay interest to the customer, who is entitled to withdraw at any time with-
out prior notice to the bank. Checking and NOW (negotiable order of withdrawal) ac-
counts are the most common form of demand deposits for banks. Assume that Peachtree
Storage has a checking account at Buckhead Savings Bank. What type of account (as-
set, liability, owner’s equity, revenue, expense, drawing) does the account balance of
$18,750 represent from the viewpoint of (a) Peachtree Storage and (b) Buckhead Sav-
ings Bank?

© £ 00000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

PE 2-1A Prepare a journal entry for the purchase of office equipment on November 23 for
Journal entry for $13,750, paying $5,000 cash and the remainder on account.

purchase of office

equipment

obj. 1

83
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’

PE 2-1B
Journal entry for pur-
chase of office supplies

obj. 1

Prepare a journal entry for the purchase of office supplies on March 13 for $6,500, paying
$1,300 cash and the remainder on account.

PE 2-2A
Journal entry for fees
earned on account

obj. 1

Prepare a journal entry on February 2 for fees earned on account, $6,300.

PE 2-2B

Journal entry for cash
received for services
rendered

obj. 1

Prepare a journal entry on January 21 for cash received for services rendered, $1,250.

PE 2-3A
Journal entry for
owner’s withdrawal

obj. 1

Prepare a journal entry on October 31 for the withdrawal of $4,500 by Amy Sykes for per-
sonal use.

PE 2-3B
Journal entry for
owner’s withdrawal

obj. 1

Prepare a journal entry on July 31 for the withdrawal of $7,250 by Paul Wright for per-
sonal use.

PE 2-4A
Rules of debit and credit
and normal balances

obj. 1

State for each account whether it is likely to have (a) debit entries only, (b) credit entries
only, or (c) both debit and credit entries. Also, indicate its normal balance.

4. Commissions Earned
5. Unearned Rent
6. Shinya Mylod, Capital

1. Notes Payable
2. Accounts Receivable
3. Wages Expense

PE 2-4B
Rules of debit and credit
and normal balances

obj. 1

State for each account whether it is likely to have (a) debit entries only, (b) credit entries only,
or (c) both debit and credit entries. Also, indicate its normal balance.
1. Prepaid Insurance 4. Miscellaneous Expense

2. Rent Revenue 5. Accounts Payable
3. Li Xu, Drawing 6. Cash

PE 2-5A
Determining cash
receipts

obj. 2

On April 1, the cash account balance was $18,750. During April, cash payments totaled
$219,140, and the April 30 balance was $22,175. Determine the cash receipts during April.

PE 2-5B
Determining supplies
expense

obj. 2

On January 1, the supplies account balance was $1,035. During January, supplies of $2,325
were purchased, and $786 of supplies were on hand as of January 31. Determine supplies
expense for January.
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PE 2-6A For each of the following errors, considered individually, indicate whether the error would
Effect of errors on a trial  cause the trial balance totals to be unequal. If the error would cause the trial balance total to
balance be unequal, indicate whether the debit or credit total is higher and by how much.
obj. 3 a. A payment of $468 on account was debited to Accounts Payable for $486 and credited
to Cash for $486.
b. A purchase of supplies of $1,130 was debited to Supplies for $1,130 and debited to Ac-
counts Payable for $1,130.
c. The payment of an insurance premium of $2,450 for a two-year policy was debited to
Prepaid Insurance for $2,450 and credited to Cash for $2,540.
PE 2-6B For each of the following errors, considered individually, indicate whether the error would
Effect of errors on a trial  cause the trial balance totals to be unequal. If the error would cause the trial balance total
balance to be unequal, indicate whether the debit or credit total is higher and by how much.
obj. 3 a. The receipt of cash on account of $1,312 was recorded as a debit to Cash for $1,012 and
a credit to Accounts Receivable for $1,312.
b. The payment of cash for the purchase of office equipment of $4,500 was debited to Land
for $4,500 and credited to Cash for $4,500.
c. The payment of $1,420 on account was debited to Accounts Payable for $142 and cred-
ited to Cash for $1,420.
PE 2-7A The following errors took place in journalizing and posting transactions:
Correction of errors
i a. The payment of $3,125 from a customer on account was recorded as a debit to Cash and
obj. 4 a credit to Accounts Payable.
b. Advertising expense of $1,500 paid for the current month was recorded as a debit to Mis-
cellaneous Expense and a credit to Advertising Expense.
Journalize the entries to correct the errors. Omit explanations.
PE 2-7B The following errors took place in journalizing and posting transactions:
Correction of errors . ) . .
obj. 4 a. The purchase of supplies of $2,690 on account was recorded as a debit to Office Equip-

Exercises

ment and a credit to Supplies.
b. The receipt of $3,750 for services rendered was recorded as a debit to Accounts Receiv-
able and a credit to Fees Earned.

Journalize the entries to correct the errors. Omit explanations.

EX 2-1 The following accounts appeared in recent financial statements of Continental Airlines:
Chart of accounts
obj. 1 Accounts Payable Flight EQuipment
Air Traffic Liability Landing Fees
SHWorg, Aircraft Fuel Expense Passenger Revenue
B o Cargo and Mail Revenue Purchase Deposits for Flight Equipment
— Commissions Spare Parts and Supplies
Identify each account as either a balance sheet account or an income statement account. For
each balance sheet account, identify it as an asset, a liability, or owner’s equity. For each
income statement account, identify it as a revenue or an expense.
EX 2-2 Mandalay Interiors is owned and operated by Angie Stowe, an interior decorator. In the
Chart of accounts ledger of Mandalay Interiors, the first digit of the account number indicates its major account
obj. 1 classification (1—assets, 2—liabilities, 3—owner’s equity, 4—revenues, 5—expenses). The

second digit of the account number indicates the specific account within each of the pre-
ceding major account classifications.
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Match each account number with its most likely account in the list below. The account
numbers are 11, 12, 13, 21, 31, 32, 41, 51, 52, and 53.

Accounts Payable Fees Earned
Accounts Receivable Land
Angie Stowe, Capital Miscellaneous Expense
Angie Stowe, Drawing Supplies Expense
Cash Wages Expense
EX 2-3 Dazzle School is a newly organized business that teaches people how to inspire and influ-
Chart of accounts ence others. The list of accounts to be opened in the general ledger is as follows:
obj. 1
Accounts Payable Miscellaneous Expense Supplies
Accounts Receivable Prepaid Insurance Supplies Expense
Cash Rebecca Wimmer, Capital Unearned Rent
Equipment Rebecca Wimmer, Drawing Wages Expense
Fees Earned Rent Expense
List the accounts in the order in which they should appear in the ledger of Dazzle School
and assign account numbers. Each account number is to have two digits: the first digit is
to indicate the major classification (1 for assets, etc.), and the second digit is to identify the
specific account within each major classification (11 for Cash, etc.).
EX 2-4 Eos Co. is a travel agency. The nine transactions recorded by Eos during March 2008, its
Identifying transactions first month of operations, are indicated in the following T accounts:
obj. 1
Cash Equipment Tosha Lewis, Drawing
(1) 30,000 (2) 1,800 (3) 24,000 (8) 2,500
(7) 10,000 (3) 9,000
(4) 3,050
(6) 7,500
(8) 2,500
Accounts Receivable Accounts Payable Service Revenue
(5) 15,000 (7) 10,000 (6) 7,500 (3) 15,000 (5) 15,000
Supplies Tosha Lewis, Capital Operating Expenses
(2) 1,800 (9) 1,050 (1) 30,000 (4) 3,050
(9) 1,050
Indicate for each debit and each credit: (a) whether an asset, liability, owner’s equity, draw-
ing, revenue, or expense account was affected and (b) whether the account was increased
(+) or decreased (—). Present your answers in the following form, with transaction (1) given
as an example:
Account Debited Account Credited
Transaction Type Effect Type Effect
(1) asset + owner’s equity +
EX 2-5 Based upon the T accounts in Exercise 2-4, prepare the nine journal entries from which the
Journal entries postings were made. Journal entry explanations may be omitted.
objs. 1, 2
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EX 2-6 Based upon the data presented in Exercise 2-4, prepare an unadjusted trial balance, listing
Trial balance the accounts in their proper order.
obj. 3

v Total Debit Column:
$52,500

EX 2-7
Normal entries for
accounts

During the month, Witherspoon Labs Co. has a substantial number of transactions affecting
each of the following accounts. State for each account whether it is likely to have (a) debit
entries only, (b) credit entries only, or (c) both debit and credit entries.

obj. 1 1. Accounts Payable 5. Insurance Expense
2. Accounts Receivable 6. Keith Dupree, Drawing
3. Cash 7. Supplies Expense
4. Fees Earned
EX 2-8 Identify each of the following accounts of Sydney Services Co. as asset, liability, owner’s

Normal balances of
accounts

equity, revenue, or expense, and state in each case whether the normal balance is a debit
or a credit.

obj. 1 a. Accounts Payable f. Fees Earned
b. Accounts Receivable g. Office Equipment
c. Boyd Magnus, Capital h. Rent Expense
d. Boyd Magnus, Drawing i. Supplies
e. Cash j- Wages Expense
EX 2-9 The following table summarizes the rules of debit and credit. For each of the items (a)
Rules of debit and credit through (1), indicate whether the proper answer is a debit or a credit.
obj. 1
Normal
Increase Decrease Balance
Balance sheet accounts:
Asset (a) Credit (b)
Liability (c) (d) Credit
Owner’s equity:
Capital Credit (e) (f)
Drawing (9) (h) Debit
Income statement accounts:
Revenue (i) 0 (k)
Expense Debit 0] Debit
EX 2-10 As of January 1, Sarah Bredy, Capital, had a credit balance of $21,800. During the year, with-

Capital account balance

drawals totaled $1,500, and the business incurred a net loss of $24,000.

obj. 1 a. Calculate the balance of Sarah Bredy, Capital, as of the end of the year.
b. Assuming that there have been no recording errors, will the balance sheet prepared at
December 31 balance? Explain.
EX 2-11 During the month, Harpoon Co. received $479,250 in cash and paid out $312,380 in cash.

Cash account balance
obj. 1

a. Do the data indicate that Harpoon Co. earned $166,870 during the month? Explain.
b. If the balance of the cash account is $241,925 at the end of the month, what was the cash
balance at the beginning of the month?
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EX 2-12 a. On June 1, the cash account balance was $11,150. During June, cash receipts totaled
Account balances $72,300 and the June 30 balance was $15,750. Determine the cash payments made dur-
obj. 1 ing June.
sc $5,100 b. On July 1, the accounts receivable account balance was $25,500. During July, $115,000
was collected from customers on account. Assuming the July 31 balance was $27,500, de-
termine the fees billed to customers on account during July.
c. During December, $60,500 was paid to creditors on account, and purchases on account
were $77,700. Assuming the December 31 balance of Accounts Payable was $22,300, de-
termine the account balance on December 1.
EX 2-13 The Boa Co. has the following accounts in its ledger: Cash; Accounts Receivable; Supplies;
Transactions Office Equipment; Accounts Payable; Alfonso Finley, Capital; Alfonso Finley, Drawing; Fees
objs. 1, 2 Earned; Rent Expense; Advertising Expense; Utilities Expense; Miscellaneous Expense.
Journalize the following selected transactions for October 2007 in a two-column journal.
Journal entry explanations may be omitted.
Oct. 1. Paid rent for the month, $2,500.
3. Paid advertising expense, $1,100.
4. Paid cash for supplies, $725.
6. Purchased office equipment on account, $7,500.
10. Received cash from customers on account, $3,600.
12. Paid creditor on account, $600.
20. Withdrew cash for personal use, $1,000.
27. Paid cash for repairs to office equipment, $500.
30. Paid telephone bill for the month, $195.
31. Fees earned and billed to customers for the month, $20,150.
31. Paid electricity bill for the month, $315.
EX 2-14 ] On July 27, 2008, Colorcast Co. purchased $1,875 of supplies on account. In Colorcast
Journalizing and posting o s chart of accounts, the supplies account is No. 15, and the accounts payable account
objs. 1, 2 is No. 21.
a. Journalize the July 27, 2008, transaction on page 38 of Colorcast Co.’s two-column jour-
nal. Include an explanation of the entry.
b. Prepare a four-column account for Supplies. Enter a debit balance of $735 as of July 1,
2008. Place a check mark (v') in the Posting Reference column.
c. Prepare a four-column account for Accounts Payable. Enter a credit balance of $11,380
as of July 1, 2008. Place a check mark (') in the Posting Reference column.
d. Post the July 27, 2008, transaction to the accounts.
EX 2-15 The following selected transactions were completed during August of the current year:
Transactions and
T accounts 1. Billed customers for fees earned, $13,750.
objs. 1, 2 2. Purchased supplies on account, $1,325.
3. Received cash from customers on account, $8,150.
4. Paid creditors on account, $800.
a. Journalize the above transactions in a two-column journal, using the appropriate num-

ber to identify the transactions. Journal entry explanations may be omitted.

b. Post the entries prepared in (a) to the following T accounts: Cash, Supplies, Accounts
Receivable, Accounts Payable, Fees Earned. To the left of each amount posted in the ac-
counts, place the appropriate number to identify the transactions.

EX 2-16
Trial balance

obj. 3

The accounts in the ledger of Matice Co. as of July 31, 2008, are listed in alphabetical order
as follows. All accounts have normal balances. The balance of the cash account has been in-
tentionally omitted.

FINAL
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Accounts Payable $ 56,130 Notes Payable $120,000
Accounts Receivable 112,500 Prepaid Insurance 9,000
Cash ? Rent Expense 180,000
v Total Credit Column: Fees Earned 930,000 Supplies 6,300
$1,393,050 Insurance Expense 18,000 Supplies Expense 23,700
Land 255,000 Unearned Rent 27,000
Milton Adair, Capital 259,920 Utilities Expense 124,500
Milton Adair, Drawing 60,000 Wages Expense 525,000
Miscellaneous Expense 26,700
Prepare an unadjusted trial balance, listing the accounts in their proper order and insert-
ing the missing figure for cash.
EX 2-17 Indicate which of the following errors, each considered individually, would cause the trial
Effect of errors on trial  balance totals to be unequal:
balance
obj. 3 a. A fee of $2,350 earned and due from a client was not debited to Accounts Receivable or
’ credited to a revenue account, because the cash had not been received.
b. A payment of $1,500 to a creditor was posted as a debit of $1,500 to Accounts Payable
and a debit of $1,500 to Cash.
c. A payment of $6,000 for equipment purchased was posted as a debit of $600 to Equip-
ment and a credit of $600 to Cash.
d. Payment of a cash withdrawal of $12,000 was journalized and posted as a debit of $21,000
to Salary Expense and a credit of $12,000 to Cash.
e. A receipt of $750 from an account receivable was journalized and posted as a debit of
$750 to Cash and a credit of $750 to Fees Earned.
EX 2-18 The following preliminary unadjusted trial balance of Awesome Co., a sports ticket agency,
Errors in trial balance does not balance:
obj. 3

v Total of Credit
Column: $363,200

Awesome Co.
Unadjusted Trial Balance
December 31, 2008

Debit Credit
Balances Balances
Cash .o 94,700
Accounts Receivable . ... ... . .. 44,200
Prepaid Insurance . .. ... ... 16,000
Equipment ... . e 15,000
Accounts Payable ...... ... ... 25,960
Unearned Rent . ... ... . i e e e 5,800
Sean Milner, Capital . ... ... . 164,840
Sean Milner, Drawing . ... ..ottt 20,000
Service ReveNnUE .. ... ... . 167,500
Wages EXPeNSe .. ..ottt s 84,000
Advertising EXpense . ... ... 14,400
Miscellaneous EXPENse . . . . ..ottt 2,850
353,140 302,110

When the ledger and other records are reviewed, you discover the following: (1) the debits
and credits in the cash account total $94,700 and $67,950, respectively; (2) a billing of $5,000
to a customer on account was not posted to the accounts receivable account; (3) a payment
of $3,600 made to a creditor on account was not posted to the accounts payable account; (4)
the balance of the unearned rent account is $8,500; (5) the correct balance of the equipment
account is $150,000; and (6) each account has a normal balance.

Prepare a corrected unadjusted trial balance.
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EX 2-19 The following errors occurred in posting from a two-column journal:
Effect of errors on trial
balance 1. A credit of $5,125 to Accounts Payable was not posted.
obj. 3 2. A debit of $675 to Accounts Payable was posted as a credit.
’ 3. A debit of $1,375 to Supplies was posted twice.
4. A debit of $3,575 to Wages Expense was posted as $3,557.
5. An entry debiting Accounts Receivable and crediting Fees Earned for $6,000 was not
posted.
6. A credit of $350 to Cash was posted as $530.
7. A debit of $1,000 to Cash was posted to Miscellaneous Expense.
Considering each case individually (i.e., assuming that no other errors had occurred), in-
dicate: (a) by “yes” or “no” whether the trial balance would be out of balance; (b) if answer
to (a) is “yes,” the amount by which the trial balance totals would differ; and (c) whether
the debit or credit column of the trial balance would have the larger total. Answers should
be presented in the following form, with error (1) given as an example:
(a) (b) ()
Error Out of Balance Difference Larger Total
1. yes $5,125 debit
EX 2-20 Identify the errors in the following trial balance. All accounts have normal balances.
Errors in trial balance
obj. 3 Hybrid Co.
. Unadjusted Trial Balance
v Total of Credit Column: For the Month Ending October 31, 2008
$375,000
Debit Credit
Balances Balances
Cash .. 22,500
Accounts Receivable . ... ... . . . 49,200
Prepaid INnSurance .. ... i 10,800
Equipment ... .. e 150,000
Accounts Payable .. ... ... . 5,550
Salaries Payable .. ... .. .. 3,750
Nolan Towns, Capital .. ...t e 129,600
Nolan Towns, Drawing .. ... ...ttt 18,000
Service REVENUE ... ... . e e e 236,100
Salary EXpense . ... 98,430
Advertising EXpense . . .. ..ot 21,600
Miscellaneous EXpense . . . ... ..ot e 4,470
458,250 458,250
EX 2-21 The following errors took place in journalizing and posting transactions:
Entries to correct errors
i a. A withdrawal of $20,000 by Joel Goodson, owner of the business, was recorded as a debit
obj. 4 to Wages E d a credit to Cash
ges Expense and a credit to Cash.
b. Rent of $3,600 paid for the current month was recorded as a debit to Rent Expense and
a credit to Prepaid Rent.
Journalize the entries to correct the errors. Omit explanations.
EX 2-22 The following errors took place in journalizing and posting transactions:
Entries to correct errors . . .
obj. 4 a. A $940 purchase of supplies for cash was recorded as a debit to Supplies Expense and

a credit to Accounts Payable.
b. Cash of $2,750 received on account was recorded as a debit to Fees Earned and a credit
to Cash.

Journalize the entries to correct the errors. Omit explanations.
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PR 2-1A

Entries into T accounts
and trial balance
objs. 1, 2, 3

v 3. Total of Debit
Column: $51,200

Hannah Knox, an architect, opened an office on July 1, 2008. During the month, she com-
pleted the following transactions connected with her professional practice:

a.

b.
c.

TR TR DA

L
m.
n.

Transferred cash from a personal bank account to an account to be used for the business,
$25,000.

Paid July rent for office and workroom, $2,000.

Purchased used automobile for $16,500, paying $1,500 cash and giving a note payable
for the remainder.

. Purchased office and computer equipment on account, $6,500.

Paid cash for supplies, $975.
Paid cash for annual insurance policies, $1,200.
Received cash from client for plans delivered, $3,750.

. Paid cash for miscellaneous expenses, $240.

Paid cash to creditors on account, $2,500.

Paid installment due on note payable, $450.

Received invoice for blueprint service, due in August, $750.

Recorded fee earned on plans delivered, payment to be received in August, $3,150.
Paid salary of assistant, $1,500.

Paid gas, oil, and repairs on automobile for July, $280.

Instructions

1.

Record the above transactions directly in the following T accounts, without journalizing;:
Cash; Accounts Receivable; Supplies; Prepaid Insurance; Automobiles; Equipment; Notes
Payable; Accounts Payable; Hannah Knox, Capital; Professional Fees; Rent Expense;
Salary Expense; Automobile Expense; Blueprint Expense; Miscellaneous Expense. To the
left of the amount entered in the accounts, place the appropriate letter to identify the
transaction.

Determine account balances of the T accounts. Accounts containing a single entry only
(such as Prepaid Insurance) do not need a balance.

Prepare an unadjusted trial balance for Hannah Knox, Architect, as of July 31, 2008.

PR 2-2A
Journal entries and trial
balance

objs. 1, 2, 3

LA

KLOOSTER
"8 ALLEN

V4. c. $6,425

On March 1, 2008, Kara Frantz established Mudcat Realty, which completed the following
transactions during the month:

a.

e oan o

= AR

Kara Frantz transferred cash from a personal bank account to an account to be used for
the business, $15,000.

. Paid rent on office and equipment for the month, $2,500.

Purchased supplies on account, $850.

. Paid creditor on account, $400.

Earned sales commissions, receiving cash, $15,750.
Paid automobile expenses (including rental charge) for month, $2,400, and miscellaneous
expenses, $600.

. Paid office salaries, $3,250.
. Determined that the cost of supplies used was $575.

Withdrew cash for personal use, $1,000.

Instructions

1.

Journalize entries for transactions (a) through (i), using the following account titles: Cash;
Supplies; Accounts Payable; Kara Frantz, Capital; Kara Frantz, Drawing; Sales Commis-
sions; Office Salaries Expense; Rent Expense; Automobile Expense; Supplies Expense;
Miscellaneous Expense. Explanations may be omitted.

. Prepare T accounts, using the account titles in (1). Post the journal entries to these ac-

counts, placing the appropriate letter to the left of each amount to identify the transac-
tions. Determine the account balances, after all posting is complete. Accounts containing
only a single entry do not need a balance.

. Prepare an unadjusted trial balance as of March 31, 2008.

(continued)
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4. Determine the following:
a. Amount of total revenue recorded in the ledger.
b. Amount of total expenses recorded in the ledger.
c. Amount of net income for March.

PR 2-3A On June 1, 2008, Brooks Dodd established an interior decorating business, Coordinated
Journal entries and trial  Designs. During the month, Brooks completed the following transactions related to the
balance business:
objs. 1, 2, 3
June 1. Brooks transferred cash from a personal bank account to an account to be used
m for the business, $18,000.
== ERT 5. Paid rent for period of June 5 to end of month, $2,150.

. 6. Purchased office equipment on account, $8,500.

v 3. Total of Credit 8. Purchased a used truck for $18,000, paying $10,000 cash and giving a note
Column: $49,825 payable for the remainder.

10. Purchased supplies for cash, $1,200.

12. Received cash for job completed, $10,500.

15. Paid annual premiums on property and casualty insurance, $2,400.

23. Recorded jobs completed on account and sent invoices to customers, $5,950.

24. Received an invoice for truck expenses, to be paid in July, $1,000.

29. Paid utilities expense, $1,200.

29. Paid miscellaneous expenses, $400.

30. Received cash from customers on account, $3,200.

30. Paid wages of employees, $2,900.

30. Paid creditor a portion of the amount owed for equipment purchased on June 6,

$2,125.
30. Withdrew cash for personal use, $1,750.

Instructions

1. Journalize each transaction in a two-column journal, referring to the following chart of
accounts in selecting the accounts to be debited and credited. (Do not insert the account
numbers in the journal at this time.) Explanations may be omitted.

11 Cash 31 Brooks Dodd, Capital
12 Accounts Receivable 32 Brooks Dodd, Drawing
13 Supplies 41 Fees Earned

14 Prepaid Insurance 51 Wages Expense

16 Equipment 53 Rent Expense

18 Truck 54 Utilities Expense

21 Notes Payable 55 Truck Expense

22 Accounts Payable 59 Miscellaneous Expense

2. Post the journal to a ledger of four-column accounts, inserting appropriate posting ref-
erences as each item is posted. Extend the balances to the appropriate balance columns
after each transaction is posted.

3. Prepare an unadjusted trial balance for Coordinated Designs as of June 30, 2008.

PR 2-4A Passport Realty acts as an agent in buying, selling, renting, and managing real estate. The
Journal entries and trial  unadjusted trial balance on October 31, 2008, is shown at the top of the following page.
balance The following business transactions were completed by Passport Realty during Novem-
objs. 1, 2, 3 ber 2008:

m Nov. 1. Paid rent on office for month, $5,000.

r ‘.’:m 2, 2. Purchased office supplies on account, $1,750.

A 5. Paid annual insurance premiums, $4,800.
v 4. Total of Debit 10. Received cash from clients on account, $52,000.
Column: $430,650 15. Purchased land for a future building site for $90,000, paying $10,000 in cash

and giving a note payable for the remainder.
17. Paid creditors on account, $7,750.
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Passport Realty
Unadjusted Trial Balance
October 31, 2008

Debit Credit

Balances Balances
1T Qash e 26,300
12 Accounts Receivable ......... ... .. . . . . . 67,500
13 Prepaid INSUrance . ... ...t e 3,000
14 Office Supplies ... .ot e 1,800
16 Land ..o —
21 Accounts Payable . ........ .. .. 13,020
22 Unearned ReNt .. ... . it e —
23 Notes Payable . ...... .. . —
31 Ashley Carnes, Capital .........c i 32,980
32 Ashley Carnes, Drawing . .. ....ooiu it 2,000
41 Fees Earned ... .. ...t 260,000
51 Salary and Commission EXPense . ............ouiuuiinenennnnn. 148,200
52 Rent EXpense .. ... e 30,000
53 Advertising EXpense . ... ... 17,800
54 Automobile EXPENse .. ... ... . 5,500
59 Miscellaneous EXpense . . ...t 3,900

306,000 306,000

Nov. 20. Returned a portion of the office supplies purchased on November 2, receiving

full credit for their cost, $250.

23. Paid advertising expense, $2,100.

27. Discovered an error in computing a commission; received cash from the sales-
person for the overpayment, $700.

28. Paid automobile expense (including rental charges for an automobile), $1,500.

29. Paid miscellaneous expenses, $450.

30. Recorded revenue earned and billed to clients during the month, $48,400.

30. Paid salaries and commissions for the month, $25,000.

30. Withdrew cash for personal use, $8,000.

30. Rented land purchased on November 15 to local merchants association for use
as a parking lot in December and January, during a street rebuilding program;
received advance payment of $2,500.

Instructions

1. Record the November 1, 2008, balance of each account in the appropriate balance col-
umn of a four-column account, write Balance in the item section, and place a check mark
() in the Posting Reference column.

2. Journalize the transactions for November in a two-column journal. Journal entry expla-
nations may be omitted.

3. Post to the ledger, extending the account balance to the appropriate balance column af-
ter each posting.

4. Prepare an unadjusted trial balance of the ledger as of November 30, 2008.

PR 2-5A If the working papers correlating with this textbook are not used, omit Problem 2-5A.
Errors in trial balance

The following records of Mainstay TV Repair are presented in the working papers:

* Journal containing entries for the period July 1-31.
* Ledger to which the July entries have been posted.
v 7. Total of Debit * Preliminary trial balance as of July 31, which does not balance.

Column: $43,338.10

Locate the errors, supply the information requested, and prepare a corrected trial balance
according to the following instructions. The balances recorded in the accounts as of July 1
and the entries in the journal are correctly stated. If it is necessary to correct any posted
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amounts in the ledger, a line should be drawn through the erroneous figure and the cor-
rect amount inserted above. Corrections or notations may be inserted on the preliminary
trial balance in any manner desired. It is not necessary to complete all of the instructions if
equal trial balance totals can be obtained earlier. However, the requirements of instructions
(6) and (7) should be completed in any event.

Instructions

1. Verify the totals of the preliminary trial balance, inserting the correct amounts in the
schedule provided in the working papers.

2. Compute the difference between the trial balance totals.

3. Compare the listings in the trial balance with the balances appearing in the ledger, and
list the errors in the space provided in the working papers.

4. Verify the accuracy of the balance of each account in the ledger, and list the errors in the
space provided in the working papers.

5. Trace the postings in the ledger back to the journal, using small check marks to identify
items traced. Correct any amounts in the ledger that may be necessitated by errors in
posting, and list the errors in the space provided in the working papers.

6. Journalize as of July 31 the payment of $125 for advertising expense. The bill had been
paid on July 31 but was inadvertently omitted from the journal. Post to the ledger.
(Revise any amounts necessitated by posting this entry.)

7. Prepare a new unadjusted trial balance.

PR 2-6A Iberian Carpet has the following unadjusted trial balance as of March 31, 2008.
Corrected trial balance

obj. 3 Iberian Carpet
Unadjusted Trial Balance
March 31, 2008

Debit Credit

v 1. Total of Debit Balances Balances
Column: $200,000 €SN et 4,300

Accounts Receivable .. ... ... . e 11,870

SUPPIIES oot e 2,320

Prepaid INSUrance .. ... ..ot e 880

Equipment ... ... 56,000

Notes Payable . ... ... . 26,100

Accounts Payable .. ... ... 7,900

Jose Mendrano, Capital . ...... ... 38,400

Jose Mendrano, Drawing ... ... .cuuuiune e 14,500

Fees Earned . ... ..ot e 122,700

Wages EXPense .. ...t s 70,000

Rent EXPeNSe . ... e 16,600

Advertising EXpense . . .. ... e 720

Miscellaneous EXpense . . ... ...t 1,450

178,640 195,100

The debit and credit totals are not equal as a result of the following errors:

The balance of cash was understated by $3,000.

. A cash receipt of $4,500 was posted as a debit to Cash of $5,400.
A debit of $1,850 to Accounts Receivable was not posted.

. A return of $350 of defective supplies was erroneously posted as a $530 credit to Supplies.
An insurance policy acquired at a cost of $175 was posted as a credit to Prepaid Insurance.
The balance of Notes Payable was understated by $7,500.

. A credit of $900 in Accounts Payable was overlooked when determining the balance of

the account.

. A debit of $3,500 for a withdrawal by the owner was posted as a credit to Jose Mendrano,

Capital.

The balance of $7,200 in Advertising Expense was entered as $720 in the trial balance.

Gas, Electricity, and Water Expense, with a balance of $6,900, was omitted from the trial

balance.

5 g O AN o
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Instructions

1. Prepare a corrected unadjusted trial balance as of March 31, 2008.

2. &=~ Does the fact that the unadjusted trial balance in (1) is balanced mean that there
are no errors in the accounts? Explain.

Problems Series B

® 00 000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000000

PR 2-1B Lynette Moss, an architect, opened an office on April 1, 2008. During the month, she com-
Entries into T accounts pleted the following transactions connected with her professional practice:

and trial balance

objs. 1, 2, 3 $22 500.

v 3. Total of Debit Purchased used automobile for $15,300, paying $4,000 cash and giving a note payable
Column: $47,800 for the remainder.

Paid April rent for office and workroom, $2,500.

. Paid cash for supplies, $1,200.

Purchased office and computer equipment on account, $5,200.

Paid cash for annual insurance policies on automobile and equipment, $1,600.
Received cash from a client for plans delivered, $6,500.

. Paid cash to creditors on account, $1,800.

Paid cash for miscellaneous expenses, $300.

Received invoice for blueprint service, due in May, $800.

Recorded fee earned on plans delivered, payment to be received in May, $3,500.
Paid salary of assistant, $1,500.

m.Paid cash for miscellaneous expenses, $210.

n. Paid installment due on note payable, $200.

o. Paid gas, oil, and repairs on automobile for April, $250.

a. Transferred cash from a personal bank account to an account to be used for the business,

N

= R R W

Instructions

1. Record the above transactions directly in the following T accounts, without journalizing:
Cash; Accounts Receivable; Supplies; Prepaid Insurance; Automobiles; Equipment; Notes
Payable; Accounts Payable; Lynette Moss, Capital;, Professional Fees; Rent Expense;
Salary Expense; Blueprint Expense; Automobile Expense; Miscellaneous Expense. To the
left of each amount entered in the accounts, place the appropriate letter to identify the
transaction.

2. Determine account balances of the T accounts. Accounts containing a single entry only
(such as Prepaid Insurance) do not need a balance.

3. Prepare an unadjusted trial balance for Lynette Moss, Architect, as of April 30, 2008.

PR 2-2B On July 1, 2008, Bill Bonds established Genesis Realty, which completed the following trans-
Journal entries and trial actions during the month:
balance

. a. Bill Bonds transferred cash from a personal bank account to an account to be used for
objs. 1, 2, 3

the business, $18,000.
. Purchased supplies on account, $1,000.
Earned sales commissions, receiving cash, $14,600.
. Paid rent on office and equipment for the month, $3,000.
Paid creditor on account, $600.
Withdrew cash for personal use, $1,500.
. Paid automobile expenses (including rental charge) for month, $2,000, and miscellaneous
expenses, $500.
. Paid office salaries, $2,800.
Determined that the cost of supplies used was $725.

KA

KLOOSTER
‘& ALLEN

v 4. c. $5575

m S QRO A0 T

Instructions
1. Journalize entries for transactions (a) through (i), using the following account titles: Cash;
Supplies; Accounts Payable; Bill Bonds, Capital; Bill Bonds, Drawing; Sales Commissions;
Rent Expense; Office Salaries Expense; Automobile Expense; Supplies Expense; Miscel-
laneous Expense. Journal entry explanations may be omitted.

(continued)
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2. Prepare T accounts, using the account titles in (1). Post the journal entries to these ac-
counts, placing the appropriate letter to the left of each amount to identify the transac-
tions. Determine the account balances, after all posting is complete. Accounts containing
only a single entry do not need a balance.

3. Prepare an unadjusted trial balance as of July 31, 2008.

4. Determine the following;:

a. Amount of total revenue recorded in the ledger.
b. Amount of total expenses recorded in the ledger.
c. Amount of net income for July.

PR 2-3B
Journal entries and trial
balance

objs. 1, 2, 3

v 3. Total of Credit
Column: $47,675

On October 1, 2008, Kristy Gomez established an interior decorating business, Ultimate
Designs. During the month, Kristy Gomez completed the following transactions related to
the business:

Oct. 1. Kristy transferred cash from a personal bank account to an account to be used for
the business, $20,000.
3. Paid rent for period of October 3 to end of month, $1,600.

10. Purchased a truck for $15,000, paying $5,000 cash and giving a note payable for
the remainder.

13. Purchased equipment on account, $4,500.

14. Purchased supplies for cash, $1,100.

15. Paid annual premiums on property and casualty insurance, $2,800.

15. Received cash for job completed, $6,100.

21. Paid creditor a portion of the amount owed for equipment purchased on October
13, $2,400.

24. Recorded jobs completed on account and sent invoices to customers, $8,600.

26. Received an invoice for truck expenses, to be paid in November, $875.

27. Paid utilities expense, $900.

27. Paid miscellaneous expenses, $315.

29. Received cash from customers on account, $4,100.

30. Paid wages of employees, $2,500.

31. Withdrew cash for personal use, $3,000.

Instructions

1. Journalize each transaction in a two-column journal, referring to the following chart of ac-
counts in selecting the accounts to be debited and credited. (Do not insert the account num-
bers in the journal at this time.) Journal entry explanations may be omitted.

11 Cash 31 Kristy Gomez, Capital
12 Accounts Receivable 32 Kristy Gomez, Drawing
13 Supplies 41 Fees Earned

14 Prepaid Insurance 51 Wages Expense

16 Equipment 53 Rent Expense

18 Truck 54 Utilities Expense

21 Notes Payable 55 Truck Expense

22 Accounts Payable 59 Miscellaneous Expense

2. Post the journal to a ledger of four-column accounts, inserting appropriate posting ref-
erences as each item is posted. Extend the balances to the appropriate balance columns
after each transaction is posted.

3. Prepare an unadjusted trial balance for Ultimate Designs as of October 31, 2008.

PR 2-4B
Journal entries and trial
balance

objs. 1, 2, 3

v 4. Total of Debit
Column: $375,230

Equity Realty acts as an agent in buying, selling, renting, and managing real estate. The
unadjusted trial balance on July 31, 2008, is shown at the top of the following page.

The following business transactions were completed by Equity Realty during August
2008:

Aug. 1. Purchased office supplies on account, $1,500.
2. Paid rent on office for month, $2,500.
3. Received cash from clients on account, $28,720.
5. Paid annual insurance premiums, $3,600.
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Equity Realty
Unadjusted Trial Balance
July 31, 2008
Debit Credit
Balances Balances
11 Qash . 21,200
12 Accounts Receivable ......... ... .. . . . . . 35,750
13 Prepaid INSUrance . ... ...t e 4,500
14 Office Supplies ... .ot e 1,000
16 Land ... —
21 Accounts Payable ....... ... ... 6,200
22 Unearned Rent ......... ...ttt —
23 Notes Payable . ...... .. . —
31 Jody Craft, Capital ...........o i 31,550
32 Jody Craft, Drawing ... .......uuini e 16,000
A1 Fees Earned . ...ttt e 220,000
51 Salary and Commission EXPense . ............ouiuuiinenennnnn. 140,000
52 Rent EXpense .. ... e 17,500
53 Advertising EXpense . ... ... 14,300
54 Automobile EXPENse .. ... ... . 6,400
59 Miscellaneous EXpense . . ...t 1,100
257,750 257,750
Aug. 9. Returned a portion of the office supplies purchased on August 1, receiving full
credit for their cost, $250.

17. Paid advertising expense, $3,450.

23. Paid creditors on account, $2,670.

29. Paid miscellaneous expenses, $500.

30. Paid automobile expense (including rental charges for an automobile), $1,500.

31. Discovered an error in computing a commission; received cash from the sales-
person for the overpayment, $1,000.

31. Paid salaries and commissions for the month, $17,400.

31. Recorded revenue earned and billed to clients during the month, $51,900.

31. Purchased land for a future building site for $75,000, paying $10,000 in cash and
giving a note payable for the remainder.

31. Withdrew cash for personal use, $5,000.

31. Rented land purchased on August 31 to a local university for use as a parking lot
during football season (September, October, and November); received advance
payment of $2,000.

Instructions
1. Record the August 1 balance of each account in the appropriate balance column of a four-
column account, write Balance in the item section, and place a check mark (v') in the
Posting Reference column.
2. Journalize the transactions for August in a two-column journal. Journal entry explana-
tions may be omitted.
3. Post to the ledger, extending the account balance to the appropriate balance column
after each posting.
4. Prepare an unadjusted trial balance of the ledger as of August 31, 2008.
PR 2-5B If the working papers correlating with this textbook are not used, omit Problem 2-5B.
Errors in trial balance
objs. 3, 4 The following records of Mainstay TV Repair are presented in the working papers:

* Journal containing entries for the period July 1-31.
* Ledger to which the July entries have been posted.
* Preliminary trial balance as of July 31, which does not balance.

Locate the errors, supply the information requested, and prepare a corrected trial balance
according to the following instructions. The balances recorded in the accounts as of July 1
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v 7. Total of Credit and the entries in the journal are correctly stated. If it is necessary to correct any posted
Column: $43,338.10 amounts in the ledger, a line should be drawn through the erroneous figure and the cor-

rect amount inserted above. Corrections or notations may be inserted on the preliminary
trial balance in any manner desired. It is not necessary to complete all of the instructions if
equal trial balance totals can be obtained earlier. However, the requirements of instructions
(6) and (7) should be completed in any event.

Instructions

1. Verify the totals of the preliminary trial balance, inserting the correct amounts in the
schedule provided in the working papers.

2. Compute the difference between the trial balance totals.

3. Compare the listings in the trial balance with the balances appearing in the ledger, and
list the errors in the space provided in the working papers.

4. Verify the accuracy of the balance of each account in the ledger, and list the errors in
the space provided in the working papers.

5. Trace the postings in the ledger back to the journal, using small check marks to identify
items traced. Correct any amounts in the ledger that may be necessitated by errors in
posting, and list the errors in the space provided in the working papers.

6. Journalize as of July 31 the payment of $110 for gas and electricity. The bill had been
paid on July 31 but was inadvertently omitted from the journal. Post to the ledger. (Re-
vise any amounts necessitated by posting this entry.)

7. Prepare a new unadjusted trial balance.

PR 2-6B Epic Video has the following unadjusted trial balance as of July 31, 2008:
Corrected trial balance
obj. 3 Epic Video

Unadjusted Trial Balance
July 31, 2008

v 1. Total of Debit Debit Credit
Column: $234,000 Balances Balances
Cash . 6,250
Accounts Receivable . ... ... 12,520
SUPPIIES oot e 2,232
Prepaid INSUrance .. ... ... 710
Equipment ... ... 54,000
Notes Payable . ... ... . 22,500
Accounts Payable .. ... ... . . 4,980
Carlton Dey, Capital .. ...t 30,400
Carlton Dey, Drawing ... ..ottt e 11,500
Fees Earned . .. ... e 178,020
Wages EXPeNSe . . ..ottt s 102,000
ReNt EXPeNSe . ... e 20,850
Advertising EXPense . . .. ..ot e 9,540
Gas, Electricity, and Water EXpense . ..........co.iiiirninenennen.n. 5,670

225,272 235,900

The debit and credit totals are not equal as a result of the following errors:

. The balance of cash was overstated by $5,000.

. A cash receipt of $3,200 was posted as a credit to Cash of $2,300.
A debit of $2,780 to Accounts Receivable was not posted.

. A return of $235 of defective supplies was erroneously posted as a $253 credit to Supplies.
An insurance policy acquired at a cost of $500 was posted as a credit to Prepaid In-
surance.

The balance of Notes Payable was overstated by $4,500.

g. A credit of $600 in Accounts Payable was overlooked when the balance of the account

was determined.

oo o

-
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h. A debit of $2,000 for a withdrawal by the owner was posted as a debit to Carlton Dey,
Capital.

i. The balance of $9,450 in Advertising Expense was entered as $9,540 in the trial balance.

j. Miscellaneous Expense, with a balance of $2,520, was omitted from the trial balance.

Instructions

1. Prepare a corrected unadjusted trial balance as of July 31 of the current year.

2. &~ Does the fact that the unadjusted trial balance in (1) is balanced mean that there
are no errors in the accounts? Explain.

Continuing Problem

°
SC'Ny,, The transactions completed by Dancin Music during April 2008 were described at the end .
x 6\?\ of Chapter 1. The following transactions were completed during May, the second month of :
r the business’s operations: R
May 1. Kris Payne made an additional investment in Dancin Music by depositing ':'
m $2,500 in Dancin Music’s checking account.
Kjogtte 1. Instead of continuing to share office space with a local real estate agency, Kris

decided to rent office space near a local music store. Paid rent for May, $1,600.

. Paid a premium of $3,360 for a comprehensive insurance policy covering liabil-
ity, theft, and fire. The policy covers a one-year period.

2. Received $1,350 on account.

3. On behalf of Dancin Music, Kris signed a contract with a local radio station,
KPRG, to provide guest spots for the next three months. The contract requires
Dancin Music to provide a guest disc jockey for 80 hours per month for a
monthly fee of $2,400. Any additional hours beyond 80 will be billed to KPRG
at $40 per hour. In accordance with the contract, Kris received $4,800 from
KPRG as an advance payment for the first two months.

. Paid $250 on account.

4. Paid an attorney $300 for reviewing the May 3rd contract with KPRG. (Record
as Miscellaneous Expense.)

5. Purchased office equipment on account from One-Stop Office Mart, $5,000.

8. Paid for a newspaper advertisement, $180.

11. Received $750 for serving as a disc jockey for a college fraternity party.

13. Paid $500 to a local audio electronics store for rental of digital recording equip-

ment.

14. Paid wages of $1,000 to receptionist and part-time assistant.

16. Received $1,500 for serving as a disc jockey for a wedding reception.

18. Purchased supplies on account, $750.

21. Paid $325 to Rocket Music for use of its current music demos in making various

music sets.

22. Paid $800 to a local radio station to advertise the services of Dancin Music

twice daily for the remainder of May.

23. Served as disc jockey for a party for $2,500. Received $750, with the remainder

due June 4, 2008.

27. Paid electric bill, $560.

28. Paid wages of $1,000 to receptionist and part-time assistant.

29. Paid miscellaneous expenses, $150.

30. Served as a disc jockey for a charity ball for $1,500. Received $400, with the

remainder due on June 9, 2008.

31. Received $2,800 for serving as a disc jockey for a party.

31. Paid $900 royalties (music expense) to Federated Clearing for use of various

artists” music during May.

31. Withdrew $1,000 cash from Dancin Music for personal use.

v 4. Total of Debit 1
Column: $37,800

W
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Dancin Music’s chart of accounts and the balance of accounts as of May 1, 2008 (all normal
balances), are as follows:

11 Cash $ 9,160 41 Fees Earned $5,700
12 Accounts Receivable 1,350 50 Wages Expense 400
14 Supplies 170 51 Office Rent Expense 1,000
15 Prepaid Insurance — 52 Equipment Rent Expense 800
17 Office Equipment — 53 Utilities Expense 350
21 Accounts Payable 250 54 Music Expense 1,340
23 Unearned Revenue — 55 Advertising Expense 750
31 Kris Payne, Capital 10,000 56 Supplies Expense 180
32 Kris Payne, Drawing 300 59 Miscellaneous Expense 150

Instructions

1. Enter the May 1, 2008, account balances in the appropriate balance column of a four-
column account. Write Balance in the Item column, and place a check mark (v') in the
Posting Reference column. (Hint: Verify the equality of the debit and credit balances in
the ledger before proceeding with the next instruction.)

2. Analyze and journalize each transaction in a two-column journal, omitting journal entry
explanations.

3. Post the journal to the ledger, extending the account balance to the appropriate balance
column after each posting.

4. Prepare an unadjusted trial balance as of May 31, 2008.

Special Activities

SA 2-1 At the end of the current month, Tomas Lott prepared a trial balance for AAA Rescue

Ethics and professional Service. The credit side of the trial balance exceeds the debit side by a significant amount.

conduct in business Tomas has decided to add the difference to the balance of the miscellaneous expense ac-

€THICS count in order to complete the preparation of the current month’s financial statements

C by a 5 o’clock deadline. Tomas will look for the difference next week when he has more
time.

@~ Discuss whether Tomas is behaving in a professional manner.

SA 2-2 Ennis College requires students to pay tuition each term before classes begin. Students who
Account for revenue have not paid their tuition are not allowed to enroll or to attend classes.
What journal entry do you think Ennis College would use to record the receipt of the
students” tuition payments? Describe the nature of each account in the entry.

SA 2-3 The following discussion took place between Mary Louden, the office manager of Zoom-
Record transactions works Data Company, and a new accountant, Allen Jarvis.

Allen: I've been thinking about our method of recording entries. It seems that it’s inefficient.

Mary: In what way?

Allen: Well—correct me if I'm wrong—it seems like we have unnecessary steps in the
process. We could easily develop a trial balance by posting our transactions directly
into the ledger and bypassing the journal altogether. In this way, we could combine
the recording and posting process into one step and save ourselves a lot of time.
What do you think?

Mary: We need to have a talk.

@~ What should Mary say to Allen?
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SA 24
Debits and credits

Group Project

The following excerpt is from a conversation between Shelley Ryan, the president and chief
operating officer of Diamond Construction Company, and her neighbor, Miguel Jimenez.

Miguel: Shelley, I'm taking a course in night school, “Intro to Accounting.” I was wonder-
ing—could you answer a couple of questions for me?

Shelley: Well, I will if I can.

Miguel: Okay, our instructor says that it’s critical we understand the basic concepts of ac-
counting, or we'll never get beyond the first test. My problem is with those rules of
debit and credit . . . you know, assets increase with debits, decrease with credits, etc.

Shelley: Yes, pretty basic stuff. You just have to memorize the rules. It shouldn’t be too
difficult.

Miguel: Sure, I can memorize the rules, but my problem is I want to be sure I understand
the basic concepts behind the rules. For example, why can’t assets be increased with
credits and decreased with debits like revenue? As long as everyone did it that way,
why not? It would seem easier if we had the same rules for all increases and decreases
in accounts. Also, why is the left side of an account called the debit side? Why
couldn’t it be called something simple . . . like the “LE” for Left Entry? The right side
could be called just “RE” for Right Entry. Finally, why are there just two sides to an
entry? Why can'’t there be three or four sides to an entry?

In a group of four or five, select one person to play the role of Shelley and one person to
play the role of Miguel.

1. @~ After listening to the conversation between Shelley and Miguel, help Shelley
answer Miguel’s questions.

2. What information (other than just debit and credit journal entries) could the accounting
system gather that might be useful to Shelley in managing Diamond Construction
Company?

SA 2-5
Transactions and income
statement

Shane Raburn is planning to manage and operate Birdie Caddy Service at Biloxi Golf and
Country Club during June through August 2008. Shane will rent a small maintenance build-
ing from the country club for $500 per month and will offer caddy services, including cart
rentals, to golfers. Shane has had no formal training in record keeping.

Shane keeps notes of all receipts and expenses in a shoe box. An examination of Shane’s
shoe box records for June revealed the following:

June 1. Withdrew $2,000 from personal bank account to be used to operate the caddy
service.

1. Paid rent to Biloxi Golf and Country Club, $500.

2. Paid for golf supplies (practice balls, etc.), $650.

3. Arranged for the rental of 40 regular (pulling) golf carts and 10 gasoline-driven
carts for $1,500 per month. Paid $750 in advance, with the remaining $750 due
June 20.

7. Purchased supplies, including gasoline, for the golf carts on account, $350. Biloxi
Golf and Country Club has agreed to allow Shane to store the gasoline in one of
its fuel tanks at no cost.

15. Received cash for services from June 1-15, $3,150.

17. Paid cash to creditors on account, $350.

20. Paid remaining rental on golf carts, $750.

22. Purchased supplies, including gasoline, on account, $200.
25. Accepted I0Us from customers on account, $850.

28. Paid miscellaneous expenses, $180.

30. Received cash for services from June 16-30, $3,200.

30. Paid telephone and electricity (utilities) expenses, $160.
30. Paid wages of part-time employees, $450.

30. Received cash in payment of IOUs on account, $550.

30. Determined the amount of supplies on hand at the end of June, $390.

101
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Shane has asked you several questions concerning his financial affairs to date, and he has
asked you to assist with his record keeping and reporting of financial data.

a. To assist Shane with his record keeping, prepare a chart of accounts that would be
appropriate for Birdie Caddy Service.

b. Prepare an income statement for June in order to help Shane assess the profitability of
Birdie Caddy Service. For this purpose, the use of T accounts may be helpful in analyz-
ing the effects of each June transaction.

c. Based on Shane’s records of receipts and payments, calculate the amount of cash on hand
on June 30. For this purpose, a T account for cash may be useful.

d. &=~ A count of the cash on hand on June 30 totaled $4,980. Briefly discuss the pos-
sible causes of the difference between the amount of cash computed in (c) and the ac-
tual amount of cash on hand.

SA 2-6 The increasing complexity of the current business and regulatory environment has created
Opportunities for an increased demand for accountants who can analyze business transactions and interpret
accountants

their effects on the financial statements. In addition, a basic ability to analyze the effects of
transactions is necessary to be successful in all fields of business as well as in other disci-
plines, such as law. To better understand the importance of accounting in today’s environ-
ment, search the Internet or your local newspaper for job opportunities. One possible
Internet site is http://www.monster.com. Then do one of the following;:

1. Print a listing of at least two ads for accounting jobs. Alternatively, bring to class at least
two newspaper ads for accounting jobs.

2. Print a listing of at least two ads for nonaccounting jobs for which some knowledge of
accounting is preferred or necessary. Alternatively, bring to class at least two newspaper
ads for such jobs.

Answers to Self-Examination Questions

©0000000000000000000000000000000000000000000000000000000000

1. A A debit may signify an increase in an asset account 4. A The receipt of cash from customers on account in-

(answer A) or a decrease in a liability or owner’s cap-
ital account. A credit may signify a decrease in an as-
set account (answer B) or an increase in a liability or
owner’s capital account (answers C and D).

. C Liability, capital, and revenue (answer C) accounts

have normal credit balances. Asset (answer A), draw-
ing (answer B), and expense (answer D) accounts have
normal debit balances.

. C Accounts Receivable (answer A), Cash (answer B),

and Miscellaneous Expense (answer D) would all nor-
mally have debit balances. Fees Earned should nor-
mally have a credit balance. Hence, a debit balance in
Fees Earned (answer C) would indicate a likely error
in the recording process.

creases the asset Cash and decreases the asset Accounts
Receivable, as indicated by answer A. Answer B has
the debit and credit reversed, and answers C and D
involve transactions with creditors (accounts payable)
and not customers (accounts receivable).

. D The trial balance (answer D) is a listing of the bal-

ances and the titles of the accounts in the ledger on a
given date, so that the equality of the debits and cred-
its in the ledger can be verified. The income statement
(answer A) is a summary of revenue and expenses
for a period of time. The balance sheet (answer B) is
a presentation of the assets, liabilities, and owner’s
equity on a given date. The statement of owner’s eq-
uity (answer C) is a summary of the changes in owner’s
equity for a period of time.
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objectives ¥

After studying this chapter, you should be able to:

1  Describe the nature of the adjusting process. 3 ~ Summarize the adjustment process.
2 Journalize entries for accounts requiring 4  Prepare an adjusted trial balance.
adjustment.
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Marvel Entertainment, Inc.

0 you subscribe to any magazines? Most of

us subscribe to one or more magazines such

as Cosmopolitan, Sports Illustrated, Golf Digest,

Newsweek, or Rolling Stone. Magazines usu-
ally require you to prepay the yearly subscription
price before you receive any issues. When should the
magazine company record revenue from the sub-
scriptions? As we discussed in Chapter 2, sometimes
revenues are earned and expenses are incurred at the
point cash is received or paid. For transactions such
as magazine subscriptions, the revenue is earned
when the magazine is delivered, not when the cash
is received. Most companies are required to account
for revenues and expenses when the benefit is sub-
stantially provided or consumed, which may not be
when cash is received or paid.

—p—

gan in 1939 as a comic book publishing
company, establishing such popular
comic book characters as Spider-Man®,
X-Men®, Fantastic Four®, and the
Avengers®. From these humble beginnings,

Marvel has grown into a full-line, multi-billion-dollar
entertainment company. Marvel not only publishes
comic books, but it has also added feature films, such
as the Spider-Man movies, video games, and toys to
its product offerings.

Most companies, like Marvel Entertainment, are
required to update their accounting records for items
such as revenues earned from magazine subscrip-
tions before preparing their financial statements. In
this chapter, we describe and illustrate this updating
process.

FINAL

One company that records revenue from sub-
scriptions is Marvel Entertainment, Inc. Marvel be-

Nature of the Adjusting Process

When accountants prepare financial statements, they assume that the economic life of
the business can be divided into time periods. Using this accounting period concept,
accountants must determine in which period the revenues and expenses of the business
should be reported. To determine the proper period, accountants use generally accepted
accounting principles, which require the use of the accrual basis of accounting.

Under the accrual basis of accounting, revenues are reported in the income state-
ment in the period in which they are earned. For example, revenue is reported when
the services are provided to customers. Cash may or may not be received from cus-
tomers during this period. The accounting concept that supports this reporting of rev-
enues is called the revenue recognition concept.

Under the accrual basis, expenses are reported in the same period as the revenues
to which they relate. For example, employee wages are reported as an expense in the
period in which the employees provided services to customers, and not necessarily
when the wages are paid. The accounting concept that supports reporting revenues
and related expenses in the same period is called the matching concept, or matching
principle. By matching revenues and expenses, net income or loss for the period will
be properly reported on the income statement.

Although generally accepted accounting principles require the accrual basis of ac-
counting, some businesses use the cash basis of accounting. Under the cash basis of
accounting, revenues and expenses are reported in the income statement in the period
in which cash is received or paid. For example, fees are recorded when cash is received
from clients, and wages are recorded when cash is paid to employees. The net income
(or net loss) is the difference between the cash receipts (revenues) and the cash pay-
ments (expenses).

objective

Describe the
nature of the
adjusting process.

American Airlines uses the
accrual basis of accounting.
Revenues are recognized when
passengers take flights, not
when the passenger makes
the reservation or pays for the
ticket.
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Small service businesses may use the cash basis, because they have
few receivables and payables. For example, attorneys, physicians, and
real estate agents often use the cash basis. For them, the cash basis will
yield financial statements similar to those prepared under the accrual ba-
sis. For most large businesses, the cash basis will not provide accurate fi-
nancial statements for user needs. For this reason, we will emphasize the
accrual basis in this text.

The matching concept sup-
ports reporting revenues

and related expenses in
the same period.

THE ADJUSTING PROCESS

At the end of an accounting period, many of the balances of accounts in the ledger can
be reported, without change, in the financial statements. For example, the balances of
the cash and land accounts are normally the amount reported on the balance sheet.

Under the accrual basis, however, some accounts in the ledger require updating.'
For example, the balances listed for prepaid expenses are normally overstated because
the use of these assets is not recorded on a day-to-day basis. The balance of the sup-
plies account usually represents the cost of supplies at the beginning of the period plus
the cost of supplies acquired during the period. To record the daily use of supplies
would require many entries with small amounts. In addition, the total amount of sup-
plies is small relative to other assets, and managers usually do not require day-to-day
information about supplies.

The analysis and updating of accounts at the end of the period be-
fore the financial statements are prepared is called the adjusting process.
All adjusting entries affect The journal entries that bring the accounts up to date at the end of the ac-
at least one income state- counting period are called adjusting entries. All adjusting entries affect
at least one income statement account and one balance sheet account.
Thus, an adjusting entry will always involve a revenue or an expense
account and an asset or a liability account. In the next section, we de-
scribe how to determine if an account needs adjusting.

ment account and one bal-
ance sheet account.

Example Exercise 3-1 objective

Indicate with a Yes or No whether or not each of the following accounts normally requires an adjusting

entry.
a. Cash c. Wages Expense e. Accounts Receivable
b. Prepaid Rent d. Office EQuipment f. Unearned Rent

Follow My Example 3-1

a. No c. Yes
b. Yes d. No

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

TYPES OF ACCOUNTS REQUIRING ADJUSTMENT

Is there an easy way to know when an adjusting entry is needed? Yes, four basic types
of accounts require adjusting entries. These accounts are prepaid expenses, unearned
revenues, accrued revenues, and accrued expenses.

1 Under the cash basis of accounting, accounts do not require adjusting. This is because transactions are
recorded only when cash is received or paid. Thus, the matching concept is not used under the cash basis.
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Q‘@\_WO/;I 0 Prepaid expenses, sometimes referred to as deferred expenses, are items that have
— — been initially recorded as assets but are expected to become expenses over time or
through the normal operations of the business. Supplies and prepaid insurance are two
examples of prepaid expenses that may require adjustment at the end of an account-
The tuition you pay at the be-  ing period. Other examples include prepaid advertising and prepaid interest.
ginning of each term is an ex- Unearned revenues, sometimes referred to as deferred revenues, are items that have
j;nuplzsoz ;S;i?ﬁ'd expense o peen initially recorded as liabilities but are expected to become revenues over time

' ' or through the normal operations of the business. An example of unearned revenue is
unearned rent. Other examples include tuition received in advance by a school, an
annual retainer fee received by an attorney, premiums received in advance by an in-
surance company, and magazine subscriptions received in advance by a publisher.

Prepaid expenses and unearned revenues are created from transactions that in-
volve the receipt or payment of cash. In both cases, the recording of the related expense
or revenue is delayed until the end of the period or to a future period as illustrated in
Exhibit 1.

EXHIBIT 1 Type of Adjustments: Prepaid Expense and Unearned Revenue
currenf . Portion of prepaid expense Fu‘l:ure .
Accounting Period related to future period Accounting Period

I
A0 TR e | 008 gy

of expense for current

Prepaid Expenses /v period. \ :

Expense incurred "l

aﬁgsg,',g;;?d J . and recorded ¥
expense recorded Adjusting entries H g
— p .................................................... S to record portion /
of revenue for
Unearned Revenue current period. Revenue earned |
T and recorded |
Cash received | | : o
and unearned |
revenue recorded J Portion of unearned revenue
- el related to future period
@ netsol uti ons In Chapter 2, for example, NetSolutions paid $2,400 as a premium on a one-year

insurance policy on December 1. The payment was recorded as a debit to Prepaid
Insurance and credit to Cash for $2,400. At the end of December, only $200 ($2,400
divided by 12 months) of the insurance premium will have expired as insurance ex-
pense, and the recording of the remaining $2,200 of insurance expense will be delayed
to future periods. As we will see in the next section, the $200 insurance premium
expiring in December will be recorded as insurance expense at the end of December,
using an adjusting entry.

Accrued revenues, sometimes referred to as accrued assets, are revenues that have
been earned but have not been recorded in the accounts. An example of an accrued rev-
enue is fees for services that an attorney has provided but hasn’t billed to the client at
the end of the period. Other examples include unbilled commissions by a travel agent,
accrued interest on notes receivable, and accrued rent on property rented to others.

Accrued expenses, sometimes referred to as accrued liabilities, are expenses that
have been incurred but have not been recorded in the accounts. An example of an
accrued expense is accrued wages owed to employees at the end of a period. Other
examples include accrued interest on notes payable and accrued taxes.
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Current

Accounting Period

Jan2 DEC.3) | AN Yc.3
ED ? % Adjusting entries EDUB EDDE

Accrued Revenues /

Revenue earned,
but not recorded y

.

Accrued Expenses

Expense incurred,
but not recorded |

|

Classify the following
accrued revenue.

b. Supplies on hand.
Follow My Example

a. Accrued expense
b. Prepaid expense

objective

Journalize entries
for accounts
requiring
adjustment.

1:09 PM Page 107

Example Exercise 3-2

a. Wages owed but not yet paid. C.

For Practice: PE 3-2A, PE 3-2B
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Accrued revenues and expenses are created by an unrecorded revenue that has
been earned or an unrecorded expense that has been incurred. For example, in the
next section, we will record accrued revenues and accrued wages expense for
NetSolutions at the end of December by using adjusting entries. Prior to recording the
adjusting entries, neither accrued revenues nor accrued wages have been recorded.
The nature of accrued revenues and expenses is illustrated in Exhibit 2.

EXHIBIT 2 Type of Adjustments: Accrued Revenue and Expense

Future
Accounting Period

Asset for cash to be
received in future period

to record revenue
for current period.

-
A H

Cash received

- _-\-‘5‘,
Adjusting entries
to record expense 1 Cash paid ﬁ,
for current period. : =1 = 2 = — s

~ |

Liability for cash to be
paid in future period

objective i/

items as (1) prepaid expense, (2) unearned revenue, (3) accrued expense, or (4)

Fees received but not yet earned.
d. Fees earned but not yet received.

3-2

Unearned revenue
Accrued revenue

E/

Recording Adjusting Entries

The examples of adjusting entries in the following paragraphs are based on the ledger
of NetSolutions as reported in the December 31, 2007, unadjusted trial balance in
Exhibit 3.

An expanded chart of accounts for NetSolutions is shown in Exhibit 4. The addi-
tional accounts that will be used in this chapter are shown in color. In addition, the
adjusting entries are shown in color in T accounts to separate them from other trans-
actions.
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Balance for
NetSolutions
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NetSolutions
Unadjusted Trial Balance
December 31, 2007
Debit Credit
Balances Balances

Cash 2|0/6/5/00
Accounts Receivable 2|2|2/0/00
Supplies 2/0/0/0/00
Prepaid Insurance 2/4/0/0/00
Land 20/0/0(0|00
Office Equipment 1/8/0/0/00
Accounts Payable 9/0/0/00
Unearned Rent 3/6/0/00
Chris Clark, Capital 25|0/0/0/00
Chris Clark, Drawing 4/0(0/0/00
Fees Earned 16|3|4/0/00
Wages Expense 4/2|7/5/00
Rent Expense 1/6/0/0/00
Utilities Expense 9/8|5/00
Supplies Expense 8/0/0|00
Miscellaneous Expense 4/5/5|00

42/6/0/0/00 42/6/0/0/00

EXHIBIT 4 Expanded Chart of Accounts for NetSolutions
Balance Sheet Accouns

1. Assets
11 Cash 41
12 Accounts Receivable 42
14 Supplies
15 Prepaid Insurance 51
17 Land 52
18 Office Equipment 53
19 Accumulated Depreciation—Equipment 54

2. Liabilities 55
21 Accounts Payable 56
22 Wages Payable 59
23 Unearned Rent

3. Owner's Equity
31 Chris Clark, Capital
32 Chris Clark, Drawing

4. Revenue
Fees Earned
Rent Revenue

5. Expenses
Wages Expense
Rent Expense
Depreciation Expense
Utilities Expense
Supplies Expense
Insurance Expense
Miscellaneous Expense

PREPAID EXPENSES

The concept of adjusting accounting records was introduced in Chapters 1 and 2 in the
illustration for NetSolutions. In that illustration, supplies were purchased on November
10 [transaction (c)]. The supplies used during November were recorded on November

30 [transaction (g)].

The balance in NetSolutions” supplies account on December 31 is $2,000. Some of
these supplies (CDs, paper, envelopes, etc.) were used during December, and some are
still on hand (not used). If either amount is known, the other can be determined. It
is normally easier to determine the cost of the supplies on hand at the end of the month
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than it is to keep a daily record of those used. Assuming that on December 31 the
amount of supplies on hand is $760, the amount to be transferred from the asset ac-
count to the expense account is $1,240, computed as follows:

Supplies available during December (balance of account) $2,000
Supplies on hand, December 31 760
Supplies used (amount of adjustment) $1,240

As we discussed in Chapter 2, increases in expense accounts are recorded as deb-
its and decreases in asset accounts are recorded as credits. At the end of December, the
supplies expense account should be debited for $1,240, and the supplies account
should be credited for $1,240 to record the supplies used during December. The ad-
justing journal entry and T accounts for Supplies and Supplies Expense are as follows:

1 1
2 5";’2_ 31| Supplies Expense 55 1/2|4/0/00 2
3 Supplies 14 1/2|4/0l00]| 3
4 Supplies used ($2,000 — $760). 4
Supplies Supplies Expense
Bal. 2,000 | Dec. 31 1,240 Bal. 800
Adj. Bal. 760 Dec. 31 1,240
Adj. Bal. 2,040

After the adjustment has been recorded and posted, the supplies account has a
debit balance of $760. This balance represents an asset that will become an expense in
a future period.

The debit balance of $2,400 in NetSolutions’ prepaid insurance account represents
a December 1 prepayment of insurance for 12 months. At the end of December, the in-
surance expense account should be increased (debited), and the prepaid insurance ac-
count should be decreased (credited) by $200, the insurance for one month. The
adjusting journal entry and T accounts for Prepaid Insurance and Insurance Expense
are as follows:

5 5
6 31| Insurance Expense 56 2|0(0/00 6
7 Prepaid Insurance 15 2/0/0/00| 7
8 Insurance expired ($2,400/12). 8
Prepaid Insurance Insurance Expense
Bal. 2,400 | Dec. 31 200 Dec. 31 200
Adj. Bal. 2,200 + +
¢THICS
Integrity, Objectivity, and Ethics in Business 7;

FREE ISSUE

Office supplies are often available to employees on a “free  Just because supplies are easily available, however,
issue” basis. This means that employees do not have to  doesn’t mean they can be taken for personal use. There
“sign” for the release of office supplies but merely obtain  are many instances where employees have been termi-
the necessary supplies from a local storage area as needed.  nated for taking supplies home for personal use.
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After the adjustment has been recorded and posted, the prepaid in-
surance account has a debit balance of $2,200. This balance represents an
asset that will become an expense in future periods. The insurance ex-
pense account has a debit balance of $200, which is an expense of the cur-
rent period.

What is the effect of omitting adjusting entries? If the preceding ad-
justments for supplies ($1,240) and insurance ($200) are not recorded, the
financial statements prepared as of December 31 will be misstated. On
the income statement, Supplies Expense and Insurance Expense will be understated by
a total of $1,440, and net income will be overstated by $1,440. On the balance sheet,
Supplies and Prepaid Insurance will be overstated by a total of $1,440. Since net in-
come increases owner’s equity, Chris Clark, Capital will also be overstated by $1,440
on the balance sheet. The effects of omitting these adjusting entries on the income state-
ment and balance sheet are as follows:

The adjusted balance of a
prepaid expense is an

asset that will become an
expense in a future period.

Amount of
Misstatement

Income Statement

Revenues correctly stated $ XXX
Expenses understated by —> (1,440)
Net income overstated by (1) $1,440 <—

Balance Sheet

Assets overstated by — $1,440 2)
Liabilities correctly stated $ XXX
Owner’s equity overstated by 1,440 <-—
Total liabilities and
owner’s equity overstated by $1,440

Arrow (1) indicates the effect of the understated expenses on assets. Arrow (2) indi-
cates the effect of the overstated net income on owner’s equity.

Prepayments of expenses are sometimes made at the beginning of the period in
which they will be entirely consumed. On December 1, for example, NetSolutions paid
rent of $800 for the month. On December 1, the rent payment represents the asset pre-
paid rent. The prepaid rent expires daily, and at the end of December, the entire
amount has become an expense (rent expense). In cases such as this, the initial pay-
ment is recorded as an expense rather than as an asset. Thus, if the payment is recorded
as a debit to Rent Expense, no adjusting entry is needed at the end of the period.?

Example Exercise 3-3 objective ‘21

The prepaid insurance account had a beginning balance of $6,400 and was debited for $3,600 of
premiums paid during the year. Journalize the adjusting entry required at the end of the year assuming
the amount of unexpired insurance related to future periods is $3,250.

Follow My Example 3-3

INnsUrance EXPeNnse . ... ... ... e 6,750
Prepaid Insurance . ......... e 6,750
Insurance expired ($6,400 + $3,600 — $3,250).

‘~I

For Practice: PE 3-3A, PE 3-3B

2 This alternative treatment of recording the cost of supplies, rent, and other prepayments of expenses is
discussed in an appendix that can be downloaded from the book’s companion Web site.
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UNEARNED REVENUES

According to NetSolutions’ trial balance on December 31, the balance in the unearned
rent account is $360. This balance represents the receipt of three months’ rent on
December 1 for December, January, and February. At the end of December, the un-
earned rent account should be decreased (debited) by $120, and the rent revenue ac-
count should be increased (credited) by $120. The $120 represents the rental revenue
for one month ($360/3). The adjusting journal entry and T accounts are shown below.

\ Wo,
R 9 :

10 31| Unearned Rent 23 1/2/0/00 10

11 Rent Revenue 42 1(2/0|00]| 11
Best Buy sells extended war- 12 Rent earned ($360/3 months). 12
ranty contracts with terms be-
tween 12 and 36 months. The Unearned Rent Rent Revenue
receipts from sales of these Dec. 31 120 | Bal. 360 Dec. 31 120
contracts are reported as un- * Ad_] Bal 240 +
earned revenue on Best Buy's
balance sheet. Revenue is
recorded as the contracts After the adjustment has been recorded and posted, the unearned rent account,
expire. which is a liability, has a credit balance of $240. This amount represents a deferral that

will become revenue in a future period. The rent revenue account has a balance of
$120, which is revenue of the current period.?

If the preceding adjustment of unearned rent and rent revenue is not recorded, the
financial statements prepared on December 31 will be misstated. On the income state-
ment, Rent Revenue and the net income will be understated by $120. On the balance
sheet, Unearned Rent will be overstated by $120, and Chris Clark, Capital will be un-
derstated by $120. The effects of omitting this adjusting entry are shown below.

Amount of
Misstatement

Income Statement

Revenues understated by — $(120)
Expenses correctly stated XXX
Net income understated by $(120) ~-—

Balance Sheet

Assets correctly stated XXX
Liabilities overstated by — $ 120
Owner’s equity understated by (120) -=—
Total liabilities and

owner’s equity correctly stated XXX

Example Exercise 3-4

objective (&%

The balance in the unearned fees account, before adjustment at the end of the year, is $44,900.
Journalize the adjusting entry required if the amount of unearned fees at the end of the year is $22,300.

Follow My Example 3-4

Unearned FEES . ... ... i e
Fees Earned ... ... i e
Fees earned ($44,900 — $22,300).

For Practice: PE 3-4A, PE 3-4B

3 An alternative treatment of recording revenues received in advance of their being earned is discussed in
an appendix that can be downloaded from the book’s companion Web site (www.thomsonedu.com/
accounting/warren).
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ACCRUED REVENUES

During an accounting period, some revenues are recorded only when cash is received.
Thus, at the end of an accounting period, there may be items of revenue that have been
earned but have not been recorded. In such cases, the amount of the revenue should be
recorded by debiting an asset account and crediting a revenue account.
To illustrate, assume that NetSolutions signed an agreement with Dankner Co. on
December 15. The agreement provides that NetSolutions will be on call to answer com-
puter questions and render assistance to Dankner Co.’s employees. The services pro-
vided will be billed to Dankner Co. on the fifteenth of each month at a rate of $20 per
hour. As of December 31, NetSolutions had provided 25 hours of assistance to Dankner
Co. Although the revenue of $500 (25 hours X $20) will be billed and collected in
LWo January, NetSolutions earned the revenue in December. The adjusting journal entry
Q&P‘ Rl and T accounts to record the claim against the customer (an account receivable) and
o @ - the fees earned in December are shown below.

13 13
Rad'OSh‘?Ck Corporation is 14 31| Accounts Receivable 12 5/0(0/00 14
engaged in consumer elec-
tronics retailing. RadioShack 15 Fees Earned 41 5/0/0/00/15
accrues revenue for finance 16 Accrued fees (25 hrs. X $20) 16
charges, late charges, and re-
turned check fees related to Accounts Receivable Fees Earned
its credit operations.
Bal. 2,220 Bal. 16,340
Dec. 31 500 Dec. 31 500 =
Adj. Bal. 2,720 Adj. Bal. 16,840

If the adjustment for the accrued asset ($500) is not recorded, Fees Earned and the
net income will be understated by $500 on the income statement. On the balance sheet,
Accounts Receivable and Chris Clark, Capital will be understated by $500. The effects
of omitting this adjusting entry are shown below.

Amount of
Misstatement

Income Statement

Revenues understated by —> $(500)
Expenses correctly stated XXX
Net income understated by $(500) ~=—
Balance Sheet

Assets understated by —> $(500)
Liabilities correctly stated XXX
Owner’s equity understated by (500) -=—
Total liabilities and

owner’s equity understated by $(500)

Example Exercise 3-5

objective (ES/

At the end of the current year, $13,680 of fees have been earned but have not been billed to clients.
Journalize the adjusting entry to record the accrued fees.

Follow My Example 3-5

Accounts Receivable . ... ... .. . e
Fees Earned . ... ...t e e
Accrued fees.

For Practice: PE 3-5A, PE 3-5B
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Callaway Golf Company, a
manufacturer of such innova-
tive golf clubs as the “Big
Bertha” driver, reports ac-
crued warranty expense on its
balance sheet.
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ACCRUED EXPENSES

Some types of services, such as insurance, are normally paid for before they are used.
These prepayments are deferrals. Other types of services are paid for after the service
has been performed. For example, wages expense accumulates or accrues hour by hour
and day by day, but payment may be made only weekly, biweekly, or monthly. The
amount of such an accrued but unpaid item at the end of the accounting period is both
an expense and a liability. In the case of wages expense, if the last day of a pay period
is not the last day of the accounting period, the accrued wages expense and the related
liability must be recorded in the accounts by an adjusting entry. This adjusting entry
is necessary so that expenses are properly matched to the period in which they were
incurred.

At the end of December, accrued wages for NetSolutions were $250. This amount
is an additional expense of December and is debited to the wages expense account. It
is also a liability as of December 31 and is credited to Wages Payable. The adjusting
journal entry and T accounts are as follows:

17 17
18 31| Wages Expense 51 2(5/0/00 18
19 Wages Payable 22 2|5/0/00| 19
20 Accrued wages. 20
Wages Expense Wages Payable

Bal. 4,275 Dec. 31 ,—> 250
Dec. 31 250

Adj. Bal. 4,525

After the adjustment has been recorded and posted, the debit balance of the wages
expense account is $4,525, which is the wages expense for the two months, November
and December. The credit balance of $250 in Wages Payable is the amount of the lia-
bility for wages owed as of December 31.

The accrual of the wages expense for NetSolutions is summarized in Exhibit 5, on
page 114. Note that NetSolutions paid wages of $950 on December 13 and $1,200 on
December 27. These payments covered the biweekly pay periods that ended on those
days. The wages of $250 incurred for Monday and Tuesday, December 30 and 31, are
accrued at December 31. The wages paid on January 10 totaled $1,275, which included
the $250 accrued wages of December 31. The payment of the January 10 wages is
recorded by debiting Wages Expense for $1,025, debiting Wages Payable for $250, and
crediting Cash for $1,275, as shown below.*

21 21
22| Jan. | 10| Wages Expense 1/0{2/5/00 22
23 Wages Payable 2/5/0/00 23
24 Cash 1|2|7(5/00| 24

What would be the effect on the financial statements if the adjustment for wages
($250) is not recorded? On the income statement, Wages Expense will be understated
by $250, and the net income will be overstated by $250. On the balance sheet, Wages

4 To simplify the subsequent recording of the following period’s transactions, some accountants use what is
known as reversing entries for certain types of adjustments. Reversing entries are discussed and illustrated
in an appendix at the end of the textbook.
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EXH I B IT 5 l Wages are paid on the second and fourth Fridays for the two-week periods ending on
those Fridays. The payments were $950 on December 13 and $1,200 on December 27.
Accrued Wages The wages accrued for Monday and Tuesday, December 30 and 31, are $250.

3. Wages paid on Friday, January 10, total $1,275.

December
S M T w T F S

1 7
8 14
15 21
22 28
_ January
1 2 3 4
Wages expense 5 6 7 8 9 10 N

(paid), $1,275

Payable will be understated by $250, and Chris Clark, Capital will be overstated by
$250. The effects of omitting this adjusting entry are shown as follows:

Amount of
Misstatement

Income Statement

Revenues correctly stated XXX
Expenses understated by —> (250)
Net income overstated by $ 250 ~-—
Balance Sheet

Assets correctly stated XXX
Liabilities understated by — $(250)
Owner’s equity overstated by 250 -
Total liabilities and owner’s

equity correctly stated XXX

Example Exercise 3-6 objective ‘21

Sanregret Realty Co. pays weekly salaries of $12,500 on Friday for a five-day week ending on that day.
Journalize the necessary adjusting entry at the end of the accounting period, assuming that the period
ends on Thursday.

Follow My Example 3-6

Salaries EXPeNnse ... ...t
Salaries Payable . ...... ... .. .. ...
Accrued salaries [($12,500/5 days) X 4 days].

‘_I

For Practice: PE 3-6A, PE 3-6B
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Lowe’s Companies, Inc., re-
ported land, buildings, and
store equipment at a cost of
over $18 billion and accumu-
lated depreciation of over
$4.1 billion.
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DEPRECIATION EXPENSE

Physical resources that are owned and used by a business and are permanent or have
a long life are called fixed assets, or plant assets. In a sense, fixed assets are a type
of long-term prepaid expense. Because of their nature and long life, they are discussed
separately from other prepaid expenses, such as supplies and prepaid insurance.

NetSolutions’ fixed assets include office equipment, which is used much like sup-
plies are used to generate revenue. Unlike supplies, however, there is no visible re-
duction in the quantity of the equipment. Instead, as time passes, the equipment loses
its ability to provide useful services. This decrease in usefulness is called depreciation.

All fixed assets, except land, lose their usefulness. Decreases in the usefulness of
assets that are used in generating revenue are recorded as expenses. However, such
decreases for fixed assets are difficult to measure. For this reason, a portion of the cost
of a fixed asset is recorded as an expense each year of its useful life. This periodic
expense is called depreciation expense. Methods of computing depreciation expense
are discussed and illustrated in a later chapter.

The adjusting entry to record depreciation is similar to the adjusting entry for sup-
plies used. The account debited is a depreciation expense account. However, the asset
account Office Equipment is not credited because both the original cost of a fixed asset
and the amount of depreciation recorded since its purchase are normally reported on
the balance sheet. The account credited is an accumulated depreciation account.
Accumulated depreciation accounts are called contra accounts, or contra asset accounts,
because they are deducted from the related asset accounts on the balance sheet. The
normal balance of a contra account is opposite to the account from which it is de-
ducted. Thus, the normal balance for Accumulated Depreciation is a credit.

Normal titles for fixed asset accounts and their related contra asset accounts are as
follows:

Fixed Asset Contra Asset

Land None—Land is not depreciated.

Buildings Accumulated Depreciation—Buildings

Store Equipment Accumulated Depreciation—Store Equipment
Office Equipment Accumulated Depreciation—Office Equipment

The adjusting entry to record depreciation for December for NetSolutions is illus-
trated in the following journal entry and T accounts. The estimated amount of depre-
ciation for the month is assumed to be $50.

25 25

26 31| Depreciation Expense 53 5/0/00 26

27 Accumulated Depreciation— 27

28 Office EQuipment 19 5/0/00]| 28

29 Depreciation on office equip. 29
Office Equipment Accumulated Depreciation

Bal. 1,800 | | Dec. 31 50

Depreciation Expense
Dec. 31 50 +e

The $50 increase in the accumulated depreciation account is subtracted from the
$1,800 cost recorded in the related fixed asset account. The difference between the two
balances is the $1,750 cost that has not yet been depreciated. This amount ($1,750) is
called the book value of the asset (or net book value), which may be presented on the
balance sheet in the following manner:

Office equipment $1,800
Less accumulated depreciation 50 $1,750
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You should note that the market value of a fixed asset usually differs from its book
value. This is because depreciation is an allocation method, not a valuation method. That
is, depreciation allocates the cost of a fixed asset to expense over its estimated life.
Depreciation does not attempt to measure changes in market values, which may vary
significantly from year to year.

If the previous adjustment for depreciation ($50) is not recorded, Depreciation
Expense on the income statement will be understated by $50, and the net income will
be overstated by $50. On the balance sheet, the book value of Office Equipment and
Chris Clark, Capital will be overstated by $50. The effects of omitting the adjustment
for depreciation are shown below.

Amount of
Misstatement

Income Statement

Revenues correctly stated $XX
Expenses understated by —> (50)
Net income overstated by 50 ~-—

Balance Sheet

Assets overstated by —> $ 50
Liabilities correctly stated $XX
Owner’s equity overstated by 50 <=
Total liabilities and owner’s

equity overstated by $ 50

Example Exercise 3-7

objective (ES/

The estimated amount of depreciation on equipment for the current year is $4,250. Journalize the
adjusting entry to record the depreciation.

Follow My Example 3-7

Depreciation Expense ... ...... ...
Accumulated Depreciation—Equipment
Depreciation on equipment.

For Practice: PE 3-7A, PE 3-7B

Summary of Adjustment Process

We have described and illustrated the basic types of adjusting entries in the preceding
section. A summary of these basic adjustments, including the type of adjustment, the
Summarize the adjusting entry, and the effect of the adjustment on the financial statements, is shown
adjustment in Exhibit 6. As Exhibit 6 illustrates, each adjustment affects the income statement and
process.
balance sheet.
. The adjusting entries for NetSolutions that we illustrated in this chapter are
B netsolutions shown in Exhibit 7, on page 118. The adjusting entries are dated as of the last day of
the period. However, because some time may be needed for collecting the adjustment
information, the entries are usually recorded at a later date. Each adjusting entry is
normally supported by an explanation. These adjusting entries have been posted to
the ledger for NetSolutions shown in Exhibit 8, on pages 119-120. The adjustments
are shown in color in Exhibit 8 to distinguish them from other transactions.

objective
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EXHIBIT 6 Summary of Adjustments

Financial Statement Effect of Adjustment
Increase (Decrease)

Income Statement Balance Sheet
Net Owner’s
Type of Adjustment Adjusting Entry Revenues—Expenses=Income Assets=Liabilities + Equity
Prepaid Expenses
Supplies Supplies Exp. 1,240 1,240 (1,240) Y
Supplies 1,240 (1,240) (1,240)
Prepaid Insurance Insurance Exp. 200 200 (200) Y
Prepaid Ins. 200 (200) (200)
Unearned Revenue
Unearned Rent Unearned Rent 120 (120) 120
Rent Revenue 120 120 120 A
Accrued Revenue
Accrued Fees Accts. Receivable 500 500 500
Fees Earned 500 500 500 A
Accrued Expense
Accrued Wages Wages Expense 250 250 (250) 7
Wages Payable 250 250 (250)
Depreciation Expense
Office Equipment Depreciation Exp. 50 50 (50)
Acc. Dep. — é
Office Equip. 50 (50) (50)

Example Exercise 3-8

objective [

For the year ending December 31, 2008, Mann Medical Co. mistakenly omitted adjusting entries

for (1) $8,600 of unearned revenue that was earned, (2) earned revenue that was not billed of $12,500,
and (3) accrued wages of $2,900. Indicate the combined effect of the errors on (a) revenues, (b) expenses,
and (c) net income for 2008.

Follow My Example 3-8

a. Revenues were understated by $21,100 ($8,600 + $12,500).
b. Expenses were understated by $2,900.
¢. Net income was understated by $18,200 ($8,600 + $12,500 — $2,900).

For Practice: PE 3-8A, PE 3-8B ‘ _ V' / >
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Adjusting Entries—
NetSolutions

R E

One way for an accountant to
check whether all adjustments
have been made is to com-
pare the current period’s ad-
justments with those of the
prior period.

FINAL

JOURNAL Page 5
Post.
Date Description Ref. Debit Credit
1 Adjusting Entries 1
2 | Dee. |31| Supplies Expense 55 1/2/4/0,00 2
3 Supplies 14 1/2/4/0/00| 3
4 Supplies used ($2,000 — $760). 4
5 5
6 31| Insurance Expense 56 2/0/0,00 6
7 Prepaid Insurance 15 2(0|0/00| 7
8 Insurance expired ($2,400/12 months). 8
9 9
10 31| Unearned Rent 23 1/2/0(00 10
11 Rent Revenue 42 1/2/0|00| 11
12 Rent earned ($360/3 months). 12
13 13
14 31| Accounts Receivable 12 5/0/0/00 14
15 Fees Earned 41 5/0/0|00] 15
16 Accrued fees (25 hrs. X $20). 16
17 17
18 31| Wages Expense 51 2/5/0/00 18
19 Wages Payable 22 2(5|0/00(19
20 Accrued wages. 20
21 21
22 31| Depreciation Expense 53 5/0(00 22
23 Accum. Depr.—Office Equip. 19 5|0/00|23
24 Depreciation on office equip. 24
25 25

Business Connections

Microsoft Corporation develops, manufactures, licenses, and
supports a wide range of computer software products,
including Windows XP®, Windows NT®, Word®, Excel®,
and the Xbox® gaming system. When Microsoft sells its
products, it incurs an obligation to support its software
with technical support and periodic updates. As a result,
not all the revenue is earned on the date of sale; some of

Unearned Revenue:

June 30, 2005

The percentage of revenue recorded as unearned . . . ranges from
approximately 15% to 25% of the sales price for Windows XP
Home, approximately 5% to 15% of the sales price for Windows XP
Professional, and approximately 1% to 15% of the sales price for
desktop applications . . .

June 30, 2004

During the year ending June 30, 2006, Microsoft expects to
record over $7,500 million of unearned revenue as revenue.

Unearned revenue (in millions) $9,167

Source: Taken from Microsoft’s June 30, 2005, annual report.

$8,177

the revenue on the date of sale is unearned. The
portion of revenue related to support services,
such as updates and technical support, is earned as time
passes and support is provided to customers. Thus, each
year Microsoft makes adjusting entries transferring some
of its unearned revenue to revenue. The following excerpts
were taken from Microsoft’s 2005 financial statements.

At the same time, Microsoft will record additional unearned
revenue from current period sales.
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EXHIBIT 8 Ledger with Adjusting Entries—NetSolutions

ACCOUNT Prepaid Insurance

ACCOUNT NO. 75

Post. Balance
Date Item Ref. | Debit | Credit | Debit | Credit
2007
Dec. 1 2 2,400 2,400
311 Adjusting | 5 2001 2,200

ACCOUNT Chris Clark, Capital

ACCOUNT Cash ACCOUNT NO. 71 ACCOUNT Land ACCOUNT NO. 77
Post. Balance Post. Balance
Date Item Ref. | Debit | Credit | Debit | Credit Date Item Ref. | Debit | Credit| Debit | Credit
Nov. 1 1 125,000 25,000 Nov. 5 1 120,000 20,000
5 1 20,000 5,000
18 1 7,500 12,500
o , 2000|5500 Post. Palrce
! ' Date Item Ref. | Debit | Credit| Debit | Credit
Dec. 1 2 2,400| 3,500 —
1 2 800| 2700 Dec. 4 2 1,8()0 1,8()0
1 2 360 3,060
6 2 ) 2%l ACCOUNT Acc. D Equi t ACCOUNT NO. 79
o 5 400! 2,480 cc. Depr.—Equipmen .
13 3 950| 1,530 Post. Balance
16 3 | 3,100 4,630 Date Item Ref. | Debit | Credit| Debit | Credit
20 3 900| 3,730 I R : ™ %
21 3 650 4,380 ec justing
23 3 1,450 2,930
27 3 1,200 1,730 ACCOUNT Accounts Payable ACCOUNT NO. 27
31 3 310 1,420
31 4 225| 1,195 Post. Balance
31 4 2,870 4,065 Date Item Ref. | Debit | Credit| Debit | Credit
2007
el S HLI00 eoftlS Nov. 10 1 1,350 1,350
30 1 950 400
ACCOUNT Accounts Receivable ACCOUNT NO. 712 Dec. 4 2 1,800 2,200
11 2 400 1,800
Post. Balance
. . N N 20 3 900 900
Date Item Ref. | Debit | Credit | Debit | Credit
2007
Dec. 16 3 1,750 1,750
21 3 650| 1,100 ACCOUNT Wages Payable ACCOUNT NO. 22
31 4 | 1,120 2,220 bost Balance
311 Adjusti 5 500 2,720 ) . ) N N
L Date Item Ref. | Debit | Credit| Debit | Credit
2007 .
ACCOUNT Supplies ACCOUNT NO. 14 Dec.31] Adjusting| 5 gl e
Post. Balance
Date Item Ref. | Debit | Credit | Debit | Credit ACCOUNT Unearned Rent ACCOUNT NO. 23
2007
Nov. 10 1 1,350 1,350 Post. Balance
30 1 800 550 Date Item Ref. | Debit | Credit| Debit | Credit
Dec. 23 3 1,450 2,000 EEW71 5 360 360
31| Adjusting| 5 1,240] 760 ec -
31| Adjusting| 5 120 240

ACCOUNT NO. 317

Post. Balance
Date Item Ref. | Debit | Credit| Debit | Credit
2007
Nov. 1 1 25,000 25,000

(continued)
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ACCOUNT Chris Clark, Drawing

ACCOUNT NO. 32

ACCOUNT Depreciation Expense

ACCOUNT NO. 53

ACCOUNT Wages Expense

ACCOUNT NO. 57

Post. Balance Post. Balance
Date Item Ref. | Debit | Credit| Debit | Credit Date Item Ref. | Debit | Credit| Debit | Credit
2007
N53?730 2 2,000 2,000 Dec. 31/ Adjusting!| 5 50 50
Dec. 31 4 2,000 4,000
ACCOUNT Fees Earned ACCOUNT NO. 471 -
ACCOUNT Utilities Expense ACCOUNT NO. 54
Balance
Posft. . 4 g Post Balance
Date Item Ref. | Debit | Credit| Debit | Credit : . . .
T Date Iltem | Ref. | Debit | Credit| Debit | Credit
Nov. 18 1 7,500 7,500 Nzoo730 : 450 .
Dec. 16 3 3,100 10,600 D°"' . ; 210 o
16 3 1,750 12,350 ec . s o
31 4 2,870 15,220
31 4 1,120 16,340
311 Adjusting | 5 500 16,840
ACCOUNT Supplies Expense ACCOUNT NO. 55
ACCOUNT Rent Revenue ACCOUNT NO. 42
Balance
Bal Post.
Post. alance Date Item Ref. | Debit | Credit| Debit | Credit
ngot7e Item Ref. | Debit | Credit| Debit |Credit Né‘\)/?730 1 300 800
Dec. 31| Adjusting| 5 120 120 Dec. 31/ Adjusting | 5 1,240 2,040

Post. Balance ACCOUNT Insurance Expense ACCOUNT NO. 56
Date Item | Ref. | Debit | Credit| Debit | Credit Balance
2007 Post.
Nov. 30 T ]2125 2,125 Date Item | Ref. | Debit | Credit| Debit | Credit
Dec. 13 3 950 3,075 D200731 Adiustin : 200 200
27 3| 1,200 4,275 e JusHng
31| Adjusting| 5 250 4,525
ACCOUNT Rent Expense ACCOUNT NO. 52 ACCOUNT Miscellaneous Expense ACCOUNT NO. 59
Post. Balance Post. Balance
Date Item | Ref. | Debit | Credit| Debit | Credit Date Item | Ref. | Debit | Credit| Debit | Credit
Né(\)/(.)730 1 800 800 Né(:f730 1 275 275
Dec. 1 2 800 1,600 Dec. 6 2 180 455
Adjusted Trial Balance
biecti 4 After all the adjusting entries have been posted, another trial balance, called the ad-
objective justed trial balance, is prepared. The purpose of the adjusted trial balance is to verify
Prepare an | the equality of the total debit balances and total credit balances before we prepare the
Zgjlgil;d tria financial statements. If the adjusted trial balance does not balance, an error has oc-

curred. However, as we discussed in Chapter 2, errors may have occurred even though
the adjusted trial balance totals agree. For example, the adjusted trial balance totals
would agree if an adjusting entry has been omitted.
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E netsolutions Exhibit 9 shows the adjusted trial balance for NetSolutions as of December 31,
2007. In Chapter 4, we discuss how financial statements, including a classified balance
sheet, can be prepared from an adjusted trial balance. We also discuss the use of an
end-of-period spreadsheet (work sheet) as an aid in summarizing the data for prepar-
ing adjusting entries and financial statements.

EXHIBIT 9 NetSolutions
Adjusted Trial Balance
Adjusted Trial Balance December 31, 2007
Debit Credit
Balances Balances

Cash 2/0/6/5/00
Accounts Receivable 2|7|2|0]/00
Supplies 7|6/0(00
Prepaid Insurance 2|2|0/0/00
Land 20/0/0/0/00
Office Equipment 1/8/0/0/00
Accumulated Depreciation—Equipment 5/0(00
Accounts Payable 9/0/0/00
Wages Payable 2|5/0/00
Unearned Rent 2|4/0/00
Chris Clark, Capital 25|0/0/0/00
Chris Clark, Drawing 4/0/0/0/00
Fees Earned 16|8(4(0|00
Rent Revenue 1(2|0(00
Wages Expense 4(5(2|5|00
Rent Expense 1/6/0/0/00
Depreciation Expense 5/0/00
Utilities Expense 9/8/5/00
Supplies Expense 2|0/4/0/00
Insurance Expense 2(0/0/00
Miscellaneous Expense 4/5/5/00

43|4/0/0/00 43|4/0/0/00

Example Exercise 3-9 objective (& '/

For each of the following errors, considered individually, indicate whether the error would cause the

adjusted trial balance totals to be unequal. If the error would cause the adjusted trial balance totals to be

unequal, indicate whether the debit or credit total is higher and by how much.

a. The adjustment for accrued fees of $5,340 was journalized as a debit to Accounts Payable for $5,340
and a credit to Fees Earned of $5,340.

b. The adjustment for depreciation of $3,260 was journalized as a debit to Depreciation Expense for
$3,620 and a credit to Accumulated Depreciation for $3,260.

Follow My Example 3-9

a. The totals are equal even though the debit should have been to Accounts Receivable instead of
Accounts Payable.
b. The totals are unequal. The debit total is higher by $360 ($3,620 — $3,260).

For Practice: PE 3-9A, PE 3-9B af o
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1. Describe the nature of the adjusting process.

Example Practice
Key Points Key Learning Outcomes Exercises Exercises
The accrual basis of accounting requires that e Explain why accrual account-
revenues are reported in the period in which ing requires adjusting entries.
they are earned and expenses matched with e List accounts that do and do 3-1 3-1A, 3-1B
the revenues they generate. The updating of NOT require adjusting entries
accounts at the end of the accounting period at the end of the accounting
is called the adjusting process. Each adjusting period.
entry affects an income statement and bal- * Give an example of a prepaid 3-2 3-2A, 3-2B
ance sheet account. The four types of ac- expense, unearned revenue,
counts requiring adjusting entries are prepaid accrued revenue, and accrued
expenses, unearned revenues, accrued rev- expense.
enues, and accrued expenses.
2. Journalize entries for accounts requiring adjustment.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
Adjusting entries illustrated in this chapter in- ® Prepare an adjusting entry 3-3 3-3A, 3-3B
clude prepaid expenses, unearned revenues, for a prepaid expense.
accrued revenues, and accrued expenses. In ® Prepare an adjusting entry 3-4 3-4A, 3-4B
addition, the adjusting entry necessary to for an unearned revenue.
record depreciation on fixed assets was illus- ® Prepare an adjusting entry 3-5 3-5A, 3-5B
trated. for an accrued revenue.
® Prepare an adjusting entry 3-6 3-6A, 3-6B
for an accrued expense.
® Prepare an adjusting entry 3-7 3-7A, 3-7B
for depreciation expense.
3. Summarize the adjustment process.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
A summary of adjustments, including the e Determine the effect on the 3-8 3-8A, 3-8B
type of adjustment, the adjusting entry, and income statement and bal-
the effect of omitting an adjustment on the ance sheet of omitting an ad-
financial statements, is shown in Exhibit 6. justing entry for prepaid
expense, unearned revenue,
accrued revenue, accrued ex-
pense, and depreciation.
4. Prepare an adjusted trial balance.
Example Practice
Key Points Key Learning Outcomes Exercises Exercises
After all the adjusting entries have been ® Prepare an adjusted trial
posted, the equality of the total debit bal- balance.
ances and total credit balances is verified by e Determine the effect of 3-9 3-9A, 3-9B

an adjusted trial balance.

errors on the equality of the
adjusted trial balance.
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accounting period concept (104)
accrual basis of accounting (104)
accrued expenses (106)

accrued revenues (106)
accumulated depreciation (115)
adjusted trial balance (120)
adjusting entries (105)

lHlustrative Problem
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adjusting process

book value of the asset (or net
book value) (115)

cash basis of accounting (104)

contra account (or contra asset

account) (115)

depreciation (115)

Chapter 3 The Adjusting Process

(105) depreciation expense (115)

fixed assets (or plant assets) (115)

matching concept (or matching
principle) (104)

prepaid expenses (106)

revenue recognition concept (104)

unearned revenues (106)

Three years ago, T. Roderick organized Harbor Realty. At July 31, 2008, the end of the
current year, the unadjusted trial balance of Harbor Realty appears as shown below.

Harbor Realty
Unadjusted Trial Balance
July 31, 2008

Debit Credit

Balances Balances
Cash 3|4/2|5/00
Accounts Receivable 7|0/0/0/00
Supplies 1/2(7/0/00
Prepaid Insurance 6/2/0/00
Office Equipment 51|6/5/0/00
Accumulated Depreciation 9 0/00
Accounts Payable 5/00
Wages Payable 0/00
Unearned Fees 1 0/00
T. Roderick, Capital 29 0/00
T. Roderick, Drawing 5/2|0/0/00
Fees Earned 59 5/00
Wages Expense 22|4(1|5/00
Depreciation Expense 0/00
Rent Expense 4(2/0/0/00
Utilities Expense 2|7(1(5/00
Supplies Expense 0/00
Insurance Expense 0/00
Miscellaneous Expense 1/5(0(5/00

100/0/0(0(00| 100 0/00

The data needed to determine year-end adjustments are as follows:

a. Supplies on hand at July 31, 2008, $380.

b. Insurance premiums expired during the year, $315.

c. Depreciation of equipment during the year, $4,950.

d. Wages accrued but not paid at July 31, 2008, $440.

e. Accrued fees earned but not recorded at July 31, 2008, $1,000.
f. Unearned fees on July 31, 2008, $750.

Instructions

1. Prepare the necessary adjusting journal entries. Include journal entry explanations.

2. Determine the balance of the accounts affected by the adjusting entries, and prepare
an adjusted trial balance.

Y
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Solution 1.
JOURNAL
Post.
Date Description Ref. Debit Credit
1 128?; 31| Supplies Expense 8/9/0/00 1
2 Supplies 8(9/0|00 | 2
3 Supplies used ($1,270 — $380). 3
4 4
5 31| Insurance Expense 3|1(5/00 5
6 Prepaid Insurance 3|1|5/00| 6
7 Insurance expired. 7
8 8
9 31| Depreciation Expense 4/9(5|0/00 9
10 Accumulated Depreciation 4(9/5|0(00 |10
11 Depreciation expense. 11
12 12
13 31| Wages Expense 4/4/0/00 13
14 Wages Payable 4(4/0|00 |14
15 Accrued wages. 15
16 16
17 31| Accounts Receivable 1/0/0|0/00 17
18 Fees Earned 1/0(0/0|00 |18
19 Accrued fees. 19
20 20
21 31| Unearned Fees 5/0/0/00 21
22 Fees Earned 5(0(0{00 |22
23 Fees earned ($1,250 — $750). 23

Harbor Realty
Adjusted Trial Balance

July 31, 2008
Debit Credit

Balances Balances
Cash 3/4/2|5/00
Accounts Receivable 8/0/0/0|00
Supplies 3/8/0/00
Prepaid Insurance 3/0|5/00
Office Equipment 51|6/5/0/00
Accumulated Depreciation 14(6|5/0/00
Accounts Payable 9|2|5/00
Wages Payable 4/4/0/00
Unearned Fees 7/5/0/00
T. Roderick, Capital 29/0(0/0/00
T. Roderick, Drawing 5(2/0(0|00
Fees Earned 60|6|2(5/00
Wages Expense 22|8/5|5/00
Depreciation Expense 4/9|5/0/00
Rent Expense 4(2/0/0/00
Utilities Expense 2|7/1|5/00
Supplies Expense 8/9/0/00
Insurance Expense 3(1(5/00
Miscellaneous Expense 1/5/0/5/00

106(3(/9|0/00( 106|3/9/0/00
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(Answers at End of Chapter)

C. liabilities overstated $600; net income understated

A. Prepaid insurance C. Fees earned $600.
B. Wages payable D. Accumulated depreciation D. liabilities overstated $600; net income overstated
$600.

2. If the supplies account, before adjustment on May 31,
indicated a balance of $2,250, and supplies on hand at
May 31 totaled $950, the adjusting entry would be:
A. debit Supplies, $950; credit Supplies Expense, $950.
B. debit Supplies, $1,300; credit Supplies Expense,

$1,300.
C. debit Supplies Expense, $950; credit Supplies, $950.
D. debit Supplies Expense, $1,300; credit Supplies,
$1,300.

3. The balance in the unearned rent account for Jones
Co. as of December 31 is $1,200. If Jones Co. failed
to record the adjusting entry for $600 of rent earned
during December, the effect on the balance sheet and
income statement for December would be:

A. assets understated $600; net income overstated $600.

4. If the estimated amount of depreciation on equipment
for a period is $2,000, the adjusting entry to record de-
preciation would be:

A. debit Depreciation Expense, $2,000; credit Equip-
ment, $2,000.

B. debit Equipment, $2,000; credit Depreciation Ex-
pense, $2,000.

C. debit Depreciation Expense, $2,000; credit Accu-
mulated Depreciation, $2,000.

D. debit Accumulated Depreciation, $2,000; credit De-
preciation Expense, $2,000.

5. If the equipment account has a balance of $22,500 and
its accumulated depreciation account has a balance of
$14,000, the book value of the equipment would be:

B. liabilities understated $600; net income understated
$600.

A. $36,500. C. $14,000.
B. $22,500. D. $8,500.

Eye Openers

e 0cc0cccccccccccce P R R YN

1. How are revenues and expenses reported on the income statement under (a) the cash
basis of accounting and (b) the accrual basis of accounting?

2. Fees for services provided are billed to a customer during 2007. The customer remits
the amount owed in 2008. During which year would the revenues be reported on the
income statement under (a) the cash basis? (b) the accrual basis?

3. Employees performed services in 2007, but the wages were not paid until 2008. During
which year would the wages expense be reported on the income statement under (a)
the cash basis? (b) the accrual basis?

4. Is the matching concept related to (a) the cash basis of accounting or (b) the accrual basis
of accounting?

5. Is the balance listed for cash on the trial balance, before the accounts have been ad-
justed, the amount that should normally be reported on the balance sheet? Explain.

6. Is the balance listed for supplies on the trial balance, before the accounts have been ad-

justed, the amount that should normally be reported on the balance sheet? Explain.

Why are adjusting entries needed at the end of an accounting period?

What is the difference between adjusting entries and correcting entries?

9. Identify the four different categories of adjusting entries frequently required at the end
of an accounting period.

10. If the effect of the credit portion of an adjusting entry is to increase the balance of a li-
ability account, which of the following statements describes the effect of the debit por-
tion of the entry?

a. Increases the balance of a revenue account.
b. Increases the balance of an expense account.
c. Increases the balance of an asset account.

11. If the effect of the debit portion of an adjusting entry is to increase the balance of an as-
set account, which of the following statements describes the effect of the credit portion
of the entry?

a. Increases the balance of a revenue account.
b. Increases the balance of an expense account.
c. Increases the balance of a liability account.

* N
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12. Does every adjusting entry have an effect on determining the amount of net income for
a period? Explain.

13. What is the nature of the balance in the prepaid insurance account at the end of the ac-
counting period (a) before adjustment? (b) after adjustment?

14. On October 1 of the current year, a business paid the October rent on the building that
it occupies. (a) Do the rights acquired at October 1 represent an asset or an expense?
(b) What is the justification for debiting Rent Expense at the time of payment?

15. (a) Explain the purpose of the two accounts: Depreciation Expense and Accumulated
Depreciation. (b) What is the normal balance of each account? (c) Is it customary for the
balances of the two accounts to be equal in amount? (d) In what financial statements,
if any, will each account appear?

Practice Exercises

©00000000000000000000000000000000000000000000000000000000000000000000000000000

PE 3-1A Indicate with a Yes or No whether or not each of the following accounts normally requires
Accounts requiring an adjusting entry.
adjustment
obj. 1 a. Salaries Payable c. Dana Cates, Drawing e. Unearned Rent

b. Land d. Accumulated Depreciation f. Supplies
PE 3-1B Indicate with a Yes or No whether or not each of the following accounts normally requires
Accounts requiring an adjusting entry.
adjustment
obj. 1 a. Mary Elizabeth Rebok, Capital . Prepaid Insurance e. Interest Payable

b. Building d. Cash f. Miscellaneous Expense
PE 3-2A Classify the following items as (1) prepaid expense, (2) unearned revenue, (3) accrued rev-

Type of adjustment
obj. 1

enue, or (4) accrued expense.

a. Cash received for services not yet rendered ¢. Insurance paid
b. Salaries owed but not yet paid d. Rent revenue earned but not received

PE 3-2B
Type of adjustment

obj. 1

Classify the following items as (1) prepaid expense, (2) unearned revenue, (3) accrued
revenue, or (4) accrued expense.

a. Rent expense owed but not yet paid
b. Fees earned but not received

c. Supplies on hand
d. Cash received for use of land next month

PE 3-3A

Adjustment for supplies

used
obj. 2

The supplies account had a beginning balance of $1,245 and was debited for $2,860 for sup-
plies purchased during the year. Journalize the adjusting entry required at the end of the
year assuming the amount of supplies on hand is $1,349.

PE 3-3B
Adjustment for
insurance expired

obj. 2

The prepaid insurance account had a beginning balance of $4,800 and was debited for $5,850
of premiums paid during the year. Journalize the adjusting entry required at the end of the
year assuming the amount of unexpired insurance related to future periods is $4,125.

FINAL
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PE 3-4A The balance in the unearned fees account, before adjustment at the end of the year, is $23,676.

Adjustment for
unearned fees

obj. 2

Journalize the adjusting entry required assuming the amount of unearned fees at the end of
the year is $7,388.

PE 3-4B
Adjustment for
unearned rent

obj. 2

On August 1, 2007, Myopic Co. received $6,900 for the rent of land for 12 months.
Journalize the adjusting entry required for unearned rent on December 31, 2007.

PE 3-5A
Adjustment for accrued
fees

obj. 2

At the end of the current year, $7,234 of fees have been earned but have not been billed to
clients. Journalize the adjusting entry to record the accrued fees.

PE 3-5B
Adjustment for accrued
fees

obj. 2

At the end of the current year, $1,772 of fees have been earned but have not been billed to
clients. Journalize the adjusting entry to record the accrued fees.

PE 3-6A
Adjustment for salaries
payable

obj. 2

Yarbrough Realty Co. pays weekly salaries of $11,875 on Friday for a five-day workweek
ending on that day. Journalize the necessary adjusting entry at the end of the accounting
period assuming that the period ends on Tuesday.

PE 3-6B
Adjustment for salaries
payable

Hobbs Realty Co. pays weekly salaries of $24,840 on Monday for a six-day workweek end-
ing the preceding Saturday. Journalize the necessary adjusting entry at the end of the ac-
counting period assuming that the period ends on Thursday.

obj. 2

PE 3-7A The estimated amount of depreciation on equipment for the current year is $6,450. Jour-
Adjustment for nalize the adjusting entry to record the depreciation.

depreciation

obj. 2

PE 3-7B The estimated amount of depreciation on equipment for the current year is $1,820. Jour-
Adjustment for nalize the adjusting entry to record the depreciation.

depreciation

obj. 2

PE 3-8A For the year ending February 28, 2007, Miracle Medical Co. mistakenly omitted adjusting
Effect of omitting entries for (1) depreciation of $2,276, (2) fees earned that were not billed of $9,638, and (3)
adjustments accrued wages of $780. Indicate the combined effect of the errors on (a) revenues, (b) ex-
obj. 3 penses, and (c) net income for the year ended February 28, 2007.

FINAL
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PE 3-8B For the year ending June 30, 2008, Ambulatory Medical Services Co. mistakenly omitted
Effect of omitting adjusting entries for (1) $1,034 of supplies that were used, (2) unearned revenue of $6,481
adjustments that was earned, and (3) insurance of $7,500 that expired. Indicate the combined effect of
obj. 3 the errors on (a) revenues, (b) expenses, and (c) net income for the year ended June 30, 2008.
PE 3-9A For each of the following errors, considered individually, indicate whether the error would
Effect of errors on cause the adjusted trial balance totals to be unequal. If the error would cause the adjusted
adjusted trial balance trial balance totals to be unequal, indicate whether the debit or credit total is higher and by
obj. 4 how much.

a. The adjustment of depreciation of $3,500 was omitted from the end-of-period adjusting
entries.

b. The adjustment of $2,565 for accrued fees earned was journalized as a debit to Accounts
Receivable for $2,565 and a credit to Fees Earned for $2,556.

PE 3-9B For each of the following errors, considered individually, indicate whether the error would
Effect of errors on cause the adjusted trial balance totals to be unequal. If the error would cause the adjusted
adjusted trial balance trial balance totals to be unequal, indicate whether the debit or credit total is higher and by
obj. 4 how much.

a. The entry for $460 of supplies used during the period was journalized as a debit to Sup-
plies Expense of $460 and a credit to Supplies of $640.

b. The adjustment for accrued wages of $1,240 was journalized as a debit to Wages Expense
for $1,240 and a credit to Accounts Payable for $1,240.

EX 3-1 Classify the following items as (a) prepaid expense, (b) unearned revenue, (c) accrued rev-
Classifying types of enue, or (d) accrued expense.
adjustments
obj. 1 1. Fees earned but not yet received.
’ 2. Taxes owed but payable in the following period.
3. Utilities owed but not yet paid.
4. Salary owed but not yet paid.
5. Supplies on hand.
6. Fees received but not yet earned.
7. A two-year premium paid on a fire insurance policy.
8. Subscriptions received in advance by a magazine publisher.
EX 3-2 The following accounts were taken from the unadjusted trial balance of Hartford Co., a con-
‘ Classifying adjusting gressional lobbying firm. Indicate whether or not each account would normally require an
entries adjusting entry. If the account normally requires an adjusting entry, use the following no-
obj. 1 tation to indicate the type of adjustment:

AE—Accrued Expense
AR—Accrued Revenue
PE—Prepaid Expense
UR—Unearned Revenue

’
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To illustrate, the answer for the first account is shown below.

Account Answer

Accounts Receivable ............. Normally requires adjustment (AR).
Cash ... ... ...
Charmaine Hollis, Drawing .......
Interest Payable ................
Interest Receivable ..............
Land ...
Office EQuipment ...............
Prepaid Rent ...................
Supplies ... .
Unearned Fees .................
Wages Expense . ................

EX 3-3
Adjusting entry for
supplies

obj. 2

The balance in the supplies account, before adjustment at the end of the year, is $2,975. Jour-
nalize the adjusting entry required if the amount of supplies on hand at the end of the year
is $614.

EX 3-4
Determining supplies
purchased

The supplies and supplies expense accounts at December 31, after adjusting entries have
been posted at the end of the first year of operations, are shown in the following T accounts:

obj. 2 Supplies Supplies Expense
Bal. 279 ‘ Bal. 1,261 ‘
Determine the amount of supplies purchased during the year.
EX 3-5 At December 31, the end of the first month of operations, the usual adjusting entry trans-

Effect of omitting
adjusting entry

ferring prepaid insurance expired to an expense account is omitted. Which items will be in-
correctly stated, because of the error, on (a) the income statement for December and (b) the

obj. 2 balance sheet as of December 31? Also indicate whether the items in error will be overstated
or understated.
EX 3-6 The balance in the prepaid insurance account, before adjustment at the end of the year, is

Adjusting entries for
prepaid insurance

obj. 2

$6,175. Journalize the adjusting entry required under each of the following alternatives for
determining the amount of the adjustment: (a) the amount of insurance expired during the
year is $4,180; (b) the amount of unexpired insurance applicable to future periods is $1,995.

EX 3-7
Adjusting entries for
prepaid insurance

obj. 2

The prepaid insurance account had a balance of $3,600 at the beginning of the year. The
account was debited for $4,800 for premiums on policies purchased during the year. Jour-
nalize the adjusting entry required at the end of the year for each of the following situa-
tions: (a) the amount of unexpired insurance applicable to future periods is $2,950; (b) the
amount of insurance expired during the year is $5,450.

EX 3-8
Adjusting entries for
unearned fees

obj. 2

v Amount of entry: $22,320

The balance in the unearned fees account, before adjustment at the end of the year, is $49,500.
Journalize the adjusting entry required if the amount of unearned fees at the end of the year
is $27,180.
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EX 3-9
Effect of omitting
adjusting entry

obj. 2

At the end of August, the first month of the business year, the usual adjusting entry trans-
ferring rent earned to a revenue account from the unearned rent account was omitted. In-
dicate which items will be incorrectly stated, because of the error, on (a) the income
statement for August and (b) the balance sheet as of August 31. Also indicate whether the
items in error will be overstated or understated.

EX 3-10
Adjusting entry for
accrued fees

At the end of the current year, $17,600 of fees have been earned but have not been billed
to clients.

a. Journalize the adjusting entry to record the accrued fees.

obj. 2 b. If the cash basis rather than the accrual basis had been used, would an adjusting entry
have been necessary? Explain.
EX 3-11 The balance in the unearned fees account, before adjustment at the end of the year, is $39,750.

Adjusting entries for
unearned and accrued
fees

obj. 2

Of these fees, $12,300 have been earned. In addition, $7,100 of fees have been earned but
have not been billed. Journalize the adjusting entries (a) to adjust the unearned fees account
and (b) to record the accrued fees.

EX 3-12

Effect on financial
statements of omitting
adjusting entry

obj. 2

The adjusting entry for accrued fees was omitted at December 31, the end of the current year.
Indicate which items will be in error, because of the omission, on (a) the income statement
for the current year and (b) the balance sheet as of December 31. Also indicate whether the
items in error will be overstated or understated.

EX 3-13
Adjusting entries for
accrued salaries

obj. 2

v a. Amount of entry:
$12,375

Ash Realty Co. pays weekly salaries of $20,625 on Friday for a five-day workweek ending
on that day. Journalize the necessary adjusting entry at the end of the accounting period as-
suming that the period ends (a) on Wednesday and (b) on Thursday.

EX 3-14
Determining wages paid

obj. 2

The wages payable and wages expense accounts at March 31, after adjusting entries have been
posted at the end of the first month of operations, are shown in the following T accounts:

Wages Payable
‘ Bal.

Wages Expense
72,150 ‘

6,480 Bal.

Determine the amount of wages paid during the month.

EX 3-15
Effect of omitting
adjusting entry

obj. 2

Accrued salaries of $3,910 owed to employees for December 30 and 31 are not considered
in preparing the financial statements for the year ended December 31. Indicate which items
will be erroneously stated, because of the error, on (a) the income statement for the year
and (b) the balance sheet as of December 31. Also indicate whether the items in error will
be overstated or understated.

EX 3-16
Effect of omitting
adjusting entry

obj. 2

Assume that the error in Exercise 3-15 was not corrected and that the $3,910 of accrued
salaries was included in the first salary payment in January. Indicate which items will be
erroneously stated, because of failure to correct the initial error, on (a) the income statement
for the month of January and (b) the balance sheet as of January 31.

FINAL
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EX 3-17 Pisces Financial Services was organized on April 1 of the current year. On April 2, Pisces

Adjusting entries for
prepaid and accrued
taxes

prepaid $3,000 to the city for taxes (license fees) for the next 12 months and debited the pre-
paid taxes account. Pisces is also required to pay in January an annual tax (on property) for
the previous calendar year. The estimated amount of the property tax for the current year

obj. 2 (April 1 to December 31) is $16,425.
vb. $18,675 a. Journalize the two adjusting entries required to bring the accounts affected by the two
taxes up to date as of December 31, the end of the current year.
b. What is the amount of tax expense for the current year?
EX 3-18 The estimated amount of depreciation on equipment for the current year is $3,275. Journal-
Adjustment for ize the adjusting entry to record the depreciation.
depreciation
obj. 2
EX 3-19 The balance in the equipment account is $678,950, and the balance in the accumulated de-

Determining fixed
asset’s book value

obj. 2

preciation—equipment account is $262,200.

a. What is the book value of the equipment?
b. Does the balance in the accumulated depreciation account mean that the equipment’s
loss of value is $262,200? Explain.

EX 3-20
Book value of fixed
assets

In a recent balance sheet, Microsoft Corporation reported Property, Plant, and Equipment of
$6,078 million and Accumulated Depreciation of $3,855 million.

a. What was the book value of the fixed assets?

objs. 2, 3 b. Would the book value of Microsoft Corporation’s fixed assets normally approximate their
P Wor, fair market values?
EX 3-21 For a recent period, Circuit City Stores, Inc., reported accrued expenses and other current

Effects of errors on
financial statements

liabilities of $228,966,000. For the same period, Circuit City reported earnings of $95,789,000
before income taxes. If accrued expenses and other current liabilities had not been recorded,

objs. 2, 3 what would have been the earnings (loss) before income taxes?
)@\.Wﬂ;;(oi
EX 3-22 For a recent year, the balance sheet for The Campbell Soup Company includes accrued lia-

Effects of errors on
financial statements

objs. 2, 3

RN

bilities of $606,000,000. The income before taxes for The Campbell Soup Company for the
year was $1,030,000,000.

a. If the accruals had not been recorded at the end of the year, by how much would income
before taxes have been misstated?

b. What is the percentage of the misstatement in (a) to the reported income of $1,030,000,000?
Round to one decimal place.

EX 3-23
Effects of errors on
financial statements

objs. 2, 3

The accountant for Cyprus Medical Co., a medical services consulting firm, mistakenly omit-
ted adjusting entries for (a) unearned revenue earned during the year ($12,450) and (b) ac-
crued wages ($7,280). Indicate the effect of each error, considered individually, on the
income statement for the current year ended August 31. Also indicate the effect of each er-
ror on the August 31 balance sheet. Set up a table similar to the following, and record your

FINAL
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v/ 1. a. Revenue answers by inserting the dollar amount in the appropriate spaces. Insert a zero if the error
understated, $12,450 does not affect the item.
Error (a) Error (b)
Over- Under- Over- Under-
stated stated stated stated
1. Revenue for the year would be $ $ $ $
2. Expenses for the year would be $ $ $ $
3. Net income for the year would be $ $ $ $
4. Assets at August 31 would be $ $ $ $_
5. Liabilities at August 31 would be $ $ $ $
6. Owner's equity at August 31 would be $ $ $ $
EX 3-24 If the net income for the current year had been $262,800 in Exercise 3-23, what would have
Effects of errors on been the correct net income if the proper adjusting entries had been made?
financial statements
objs. 2, 3
EX 3-25 On December 31, a business estimates depreciation on equipment used during the first year
Adjusting entries for of operations to be $18,100.
depreciation; effect of
error a. Journalize the adjusting entry required as of December 31.
. b. If the adjusting entry in (a) were omitted, which items would be erroneously stated on (1)
objs. 2, 3 .
the income statement for the year and (2) the balance sheet as of December 317?
EX 3-26 The unadjusted and adjusted trial balances for Tomahawk Services Co. on July 31, 2008, are
Adjusting entries from shown below.
trial balances
obj. 4 Tomahawk Services Co.

Trial Balance
July 31, 2008

Unadjusted Adjusted
Debit Credit Debit Credit
Balances Balances Balances Balances
Cash ... .. 48 48
Accounts Receivable .................... 114 126
Supplies ... . 36 27
Prepaid Insurance ...................... 60 36
Land ... 78 78
Equipment ........ ... .. 120 120
Accumulated Depreciation—Equipment . . .. 24 39
Accounts Payable . .......... ... ... ... 78 78
Wages Payable ............ ... ... ..... 0 3
Cleo Dexter, Capital .................... 276 276
Cleo Dexter, Drawing ................... 24 24
Fees Earned ............. ... ... 222 234
Wages Expense ................. .. ..., 72 75
Rent Expense . ....... ... ... ... . ... ... 24 24
Insurance Expense . ........... ... ..., 0 24
Utilities Expense . ........ ... oiia... 12 12
Depreciation Expense ................... 0 15
Supplies EXpense ..., 0 9
Miscellaneous Expense .................. 12 12

Journalize the five entries that adjusted the accounts at July 31, 2008. None of the accounts
were affected by more than one adjusting entry.
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EX 3-27 . The accountant for Sweetwater Laundry prepared the following unadjusted and ad-
ggyztg;gn?g:”es from justed trial balances. Assume that all balances in the unadjusted trial balance and the
amounts of the adjustments are correct. Identify the errors in the accountant’s adjust-

obj. 4 ing entries.
v Corrected trial balance
totals, $310,950 Sweetwater Laundry
Trial Balance
October 31, 2008
Unadjusted Adjusted
Debit Credit Debit Credit
Balances Balances Balances Balances
Cash ..o 7,500 7,500
Accounts Receivable ................... 18,250 22,000
Laundry Supplies ........ ... ... ... 3,750 5,500
Prepaid Insurance* ..................... 5,200 1,400 :
Laundry Equipment .......... ... .. .. ... 140,000 134,000 °
Accumulated Depreciation .............. 48,000 48,000 o
Accounts Payable ...................... 9,600 9,600 :
Wages Payable . ............ ... ... ..., 1,200 o
Mattie Ivy, Capital ..................... 60,300 60,300 ° :
Mattie Ivy, Drawing . ................... 28,775 28,775 '.
Laundry Revenue ...................... 182,100 182,100
Wages Expense . . ... i 49,200 49,200
Rent Expense ............. ... . ... ... 25,575 25,575
Utilities Expense .. ... ... ... oo, 18,500 18,500
Depreciation Expense .................. 6,000
Laundry Supplies Expense . .............. 1,750
Insurance Expense ..................... 800
Miscellaneous Expense . ................ 3,250 3,250
300,000 300,000 304,250 301,200

*$3,800 of insurance expired during the year.

Problems Series A

PR 3-1A On July 31, 2008, the following data were accumulated to assist the accountant in prepar-
Adjusting entries ing the adjusting entries for Fremont Realty:
obj. 2

a. The supplies account balance on July 31 is $1,975. The supplies on hand on July 31 are
$625.

b. The unearned rent account balance on July 31 is $3,750, representing the receipt of an
advance payment on July 1 of three months’ rent from tenants.

c. Wages accrued but not paid at July 31 are $1,000.

d. Fees accrued but unbilled at July 31 are $12,275.

e. Depreciation of office equipment is $850.

Instructions

1. Journalize the adjusting entries required at July 31, 2008.

2. Briefly explain the difference between adjusting entries and entries that would be made
to correct errors.

PR 3-2A Selected account balances before adjustment for Foxboro Realty at December 31, 2008, the
Adjusting entries end of the current year, are as follows:
obj. 2
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Debits Credits

Accounts Receivable $18,250

Equipment 72,500
Accumulated Depreciation $ 11,900
Prepaid Rent 7,500

Supplies 2,050

Wages Payable —
Unearned Fees 8,500
Fees Earned 187,950
Wages Expense 60,100

Rent Expense —
Depreciation Expense —
Supplies Expense —

Data needed for year-end adjustments are as follows:

. Unbilled fees at December 31, $1,650.

. Supplies on hand at December 31, $200.
Rent expired, $5,000.

. Depreciation of equipment during year, $1,150.
Unearned fees at December 31, $1,500.
Wages accrued but not paid at December 31, $3,150.

o AN o

Instructions
Journalize the six adjusting entries required at December 31, based upon the data presented.

PR 3-3A Iron River Company, an electronics repair store, prepared the unadjusted trial balance at
Adjusting entries the end of its first year of operations shown below.
obj. 2 Iron River Company

Unadjusted Trial Balance

m April 30, 2008

A Debit Credit
Balances Balances
Cash . 3,450
Accounts Receivable . . ... ... .. . 22,500
SUPPIIES ot 5,400
Equipment ... 113,700
Accounts Payable .. ... ... 5,250
Unearned FEES . .. ...ttt 6,000
Walker Kellogg, Capital . ... s 78,000
Walker Kellogg, Drawing .......... ..o, 4,500
Fees Earned . ... ..t 135,750
Wages EXPeNSE . . ..ottt e 31,500
ReNt EXPENSE . . ..o 24,000
Utilities EXPENSE . .ottt e e e e 17,250
Miscellaneous EXPENSE . . . ..ottt e 2,700
225,000 225,000

For preparing the adjusting entries, the following data were assembled:

Fees earned but unbilled on April 30 were $1,775.

. Supplies on hand on April 30 were $1,200.

Depreciation of equipment was estimated to be $4,100 for the year.

. The balance in unearned fees represented the April 1 receipt in advance for services to be
provided. Only $1,750 of the services was provided between April 1 and April 30.

e. Unpaid wages accrued on April 30 were $600.

oo oo

Instructions
Journalize the adjusting entries necessary on April 30, 2008.
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PR 3-4A Danville Company specializes in the repair of music equipment and is owned and oper-
Adjusting entries ated by Harry Nagel. On April 30, 2008, the end of the current year, the accountant for
objs. 2, 3, 4 Danville Company prepared the following trial balances:
m Danville Company
KEOgTTEE Trial Balance
April 30, 2008
Unadjusted Adjusted
Debit Credit Debit Credit
Balances  Balances Balances  Balances
Cash ... 12,750 12,750
Accounts Receivable ....................... 36,500 36,500
Supplies . ... 3,750 900
Prepaid Insurance ........... ... ... ... ..., 4,750 1,500
Equipment . ... ... 120,150 120,150
Accumulated Depreciation—Equipment . ... ... 31,500 34,000
Automobiles ........ ... ... 36,500 36,500
Accumulated Depreciation—Automobiles . .. .. 18,250 20,400
Accounts Payable ......... ... .. ... ... ... 8,310 8,800
Salaries Payable ......... ... ... .. .. .. — 2,000
Unearned Service Fees ..................... 6,000 2,900
Harry Nagel, Capital ....................... 131,340 131,340
Harry Nagel, Drawing . .. ................... 25,000 25,000
Service Fees Earned ....................... 244,600 247,700
Salary Expense . .. ... 172,300 174,300
Rent Expense . ...... ... .. . i 18,000 18,000
Supplies EXpense . . ... — 2,850
Depreciation Expense—Equipment ........... — 2,500
Depreciation Expense—Automobiles ......... — 2,150
Utilities Expense . ..., 4,300 4,790
Taxes Expense . ...... ... 2,725 2,725
Insurance Expense ............. ... . — 3,250
Miscellaneous Expense ..................... 3,275 3,275

440,000 440,000 447,140 447,140

Instructions
Journalize the seven entries that adjusted the accounts at April 30. None of the accounts
were affected by more than one adjusting entry.

PR 3-5A Cambridge Company is a small editorial services company owned and operated by Dave Maier.
Adjusting entries and On December 31, 2008, the end of the current year, Cambridge Company’s accounting clerk pre-
adjusted trial balances pared the unadjusted trial balance shown at the top of the following page.
objs. 2, 3, 4 The data needed to determine year-end adjustments are as follows:

a. Unexpired insurance at December 31, $2,700.

b. Supplies on hand at December 31, $480.

c. Depreciation of building for the year, $1,600.
v 2. Total of Debit d. Depreciation of equipment for the year, $4,400.
Column: $765,000 e. Rent unearned at December 31, $3,250.

f. Accrued salaries and wages at December 31, $2,800.

g. Fees earned but unbilled on December 31, $6,200.

Instructions

1. Journalize the adjusting entries. Add additional accounts as needed.

2. Determine the balances of the accounts affected by the adjusting entries, and prepare an
adjusted trial balance.
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Cambridge Company
Unadjusted Trial Balance
December 31, 2008
Debit Credit
Balances Balances
Cash o 5,550
Accounts Receivable . . ... ... . . e 28,350
Prepaid INSUrance . ... ...t e 7,200
SUPPIIES ot 1,980
Land ..o e 112,500
BUilding .. ..o 212,250
Accumulated Depreciation—Building .......... ... ... ... . ... 137,550
Equipment . ... 135,300
Accumulated Depreciation—Equipment ............ ... ... . ... 97,950
Accounts Payable .. ... ... . e 12,150
Unearned ReNt .. ... o 6,750
Dave Maier, Capital ... e 201,000
Dave Maier, Drawing . . .. ...t 15,000
Fees Earned . . ... ...t e 294,600
Salaries and Wages EXpense .. ............iiiniiiniiniannnnnannn.n 143,370
Utilities EXPENSE . . ..ottt e 42,375
Advertising EXpense . . .. ... 22,800
Repairs EXPENSe . ... 17,250
Miscellaneous EXpense . . ... ..ot e 6,075
750,000 750,000
PR 3-6A
Adjusting entries and At the end of June, the first month of operations, the following selected data were taken
errors from the financial statements of Teryse Weire, an attorney:
obj. 3 Net income for June $155,000
Total assets at June 30 350,000
Total liabilities at June 30 120,000
Total owner’s equity at June 30 230,000
v 2. Corrected Net
Income: $157,600 In preparing the financial statements, adjustments for the following data were overlooked:

a. Supplies used during June, $1,800.

b. Unbilled fees earned at June 30, $11,600.

c¢. Depreciation of equipment for June, $4,950.
d. Accrued wages at June 30, $2,250.

Instructions

1. Journalize the entries to record the omitted adjustments.

2. Determine the correct amount of net income for June and the total assets, liabilities, and
owner’s equity at June 30. In addition to indicating the corrected amounts, indicate the
effect of each omitted adjustment by setting up and completing a columnar table simi-
lar to the following. Adjustment (a) is presented as an example.

Net Total Total Total
Income Assets Liabilities Owner’s Equity
Reported amounts $155,000 $350,000 $120,000 $230,000
Corrections:
Adjustment (a) —-1,800 -1,800 0 —-1,800

Adjustment (b)

Adjustment (c)

Adjustment (d)
Corrected amounts
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Problems Series B

© eevccccccccccccce

PR 3-1B On October 31, 2008, the following data were accumulated to assist the accountant in prepar-
Adjusting entries ing the adjusting entries for Twin Bluffs Realty:
obj. 2 a. Fees accrued but unbilled at October 31 are $11,385.
b. The supplies account balance on October 31 is $2,973. The supplies on hand at October
31 are $740.

c. Wages accrued but not paid at October 31 are $1,500.

d. The unearned rent account balance at October 31 is $9,450, representing the receipt of an
advance payment on October 1 of three months’ rent from tenants.

e. Depreciation of office equipment is $2,650.

Instructions

1. Journalize the adjusting entries required at October 31, 2008.

2. Briefly explain the difference between adjusting entries and entries that would be made
to correct errors.

PR 3-2B Selected account balances before adjustment for Green Lake Realty at August 31, 2008, the
Adjusting entries end of the current year, are shown below.
obj. 2
Debits Credits
Accounts Receivable $38,250
Accumulated Depreciation $ 26,900
Depreciation Expense —
Equipment 90,500
Fees Earned 275,500
Prepaid Rent 9,750
Rent Expense —
Supplies 2,145
Supplies Expense —
Unearned Fees 6,175
Wages Expense 81,500

Wages Payable —

Data needed for year-end adjustments are as follows:

. Supplies on hand at August 31, $500.

. Depreciation of equipment during year, $1,375.
Rent expired during year, $4,525.

. Wages accrued but not paid at August 31, $2,200.
Unearned fees at August 31, $1,500.
Unbilled fees at August 31, $6,780.

o N o

Instructions
Journalize the six adjusting entries required at August 31, based upon the data presented.

PR 3-3B Lander Outfitters Co., an outfitter store for fishing treks, prepared the unadjusted trial bal-
Adjusting entries ance shown on the following page at the end of its first year of operations.
obj. 2 For preparing the adjusting entries, the following data were assembled:

a. Supplies on hand on June 30 were $300.
b. Fees earned but unbilled on June 30 were $2,310.
c. Depreciation of equipment was estimated to be $1,500 for the year.
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m d. Unpaid wages accrued on June 30 were $475.
‘:iﬁtiﬁ" e. The balance in unearned fees represented the June 1 receipt in advance for services to be

provided. Only $1,000 of the services was provided between June 1 and June 30.

Lander Outfitters Co.
Unadjusted Trial Balance
June 30, 2008

Debit Credit

Balances Balances
Cash o 6,610
Accounts Receivable . ... ... 21,900
SUPPIIES vt e 1,820
Equipment . ... 37,860
Accounts Payable . ... .. ... 3,050
Unearned FEES ... ...ttt 4,800
Tim Hudson, Capital .. ... e 55,700
Tim HUdson, Drawing ... ...ttt ettt 2,500
Fees Earned . . ...ttt 71,450
Wages EXPENSE . ..ot e 38,210
Rent EXpense .. ... . 13,790
Utilities EXPENSE . .ttt e e e 10,050
Miscellaneous EXPENSE . . . ..ttt 2,260

135,000 135,000

Instructions
Journalize the adjusting entries necessary on June 30.

PR 3-4B Elkton Company specializes in the maintenance and repair of signs, such as billboards. On
Adjusting entries July 31, 2008, the accountant for Elkton Company prepared the following trial balances.
objs. 2, 3, 4 Elkton Company

Trial Balance

m July 31, 2008

i Unadjusted Adjusted
Debit Credit Debit Credit

Balances Balances Balances Balances

Cash ... 4,750 4,750

Accounts Receivable ...................... 17,400 17,400

Supplies . ... 3,600 975

Prepaid Insurance . ......... .. .. .. ... 5,650 1,200

Land ... 50,000 50,000

Buildings ..... ... 120,000 120,000

Accumulated Depreciation—Buildings .. ... .. 49,500 53,100

Trucks .o 75,000 75,000

Accumulated Depreciation—Trucks ......... 11,800 13,300

Accounts Payable ........... ... ... ... .. 6,920 7,520

Salaries Payable ............. ... ... ..... — 1,180

Unearned Service Fees .. .................. 7,400 5,100

Mario Salas, Capital ...................... 146,700 146,700

Mario Salas, Drawing . .. .................. 5,000 5,000

Service FeesEarned ...................... 152,680 154,980

Salary Expense . ......... . 73,600 74,780

Depreciation Expense—Trucks ............. — 1,500

Rent Expense ........ ... .. ... 9,600 9,600

Supplies Expense . ......... ... — 2,625

Utilities Expense .. ..., 6,200 6,800

Depreciation Expense—Buildings ........... — 3,600

Taxes Expense .. ....... ... i 1,720 1,720

Insurance Expense ............... ... — 4,450

Miscellaneous Expense .. .................. 2,480 2,480

375,000 375,000 381,880 381,880
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Instructions
Journalize the seven entries that adjusted the accounts at July 31. None of the accounts were
affected by more than one adjusting entry.
PR 3-5B Lincoln Service Co., which specializes in appliance repair services, is owned and operated

Adjusting entries and
adjusted trial balances

objs. 2, 3, 4

v 2. Total of Debit
Column: $285,150

by Molly Jordan. Lincoln Service Co.’s accounting clerk prepared the following unadjusted
trial balance at December 31, 2008, shown below.
Lincoln Service Co.

Unadjusted Trial Balance
December 31, 2008

Debit Credit

Balances Balances
Cash . e 2,100
Accounts Receivable .. ... ... ... 10,300
Prepaid INSUrance . .. ... ...t 3,000
SUPPHES oot e 1,725
LaNd . 50,000
Building .. ..o 80,750
Accumulated Depreciation—Building . ........... .. ... ... . .. 37,850
Equipment ... 44,000
Accumulated Depreciation—Equipment ......... ... ... .. .. . .. 17,650
Accounts Payable . ... ... ... .. 3,750
Unearned Rent . ... 3,600
Molly Jordan, Capital .. ... ... 83,550
Molly Jordan, Drawing ... .......o.oiiiu i 2,500
Fees Earned . ... ... . i e 128,600
Salaries and Wages EXPeNnse . .. ...t 50,900
Utilities EXPENSE . . .ot e 14,100
Advertising EXpense .. ... . 7,500
RePairs EXPENSE . . ...t 6,100
Miscellaneous EXPENse . . . .. ..ottt e 2,025

275,000 275,000

The data needed to determine year-end adjustments are as follows:

. Depreciation of building for the year, $3,500.

. Depreciation of equipment for the year, $2,300.
Accrued salaries and wages at December 31, $1,100.

. Unexpired insurance at December 31, $750.
Fees earned but unbilled on December 31, $3,250.
Supplies on hand at December 31, $525.

. Rent unearned at December 31, $1,500.

o a0 o

aQ

Instructions

1. Journalize the adjusting entries. Add additional accounts as needed.

2. Determine the balances of the accounts affected by the adjusting entries and prepare an
adjusted trial balance.

PR 3-6B
Adjusting entries and
errors

obj. 3

v 2. Corrected Net
Income: $97,755

At the end of October, the first month of operations, the following selected data were taken
from the financial statements of Lauren Powell, an attorney:

Net income for October $ 99,480
Total assets at October 31 400,000
Total liabilities at October 31 100,000
Total owner’s equity at October 31 300,000

In preparing the financial statements, adjustments for the following data were overlooked:

a. Unbilled fees earned at October 31, $8,000.

b. Depreciation of equipment for October, $5,500.
c. Accrued wages at October 31, $2,500.

d. Supplies used during October, $1,725.
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Instructions

1. Journalize the entries to record the omitted adjustments.

2. Determine the correct amount of net income for October and the total assets, liabil-
ities, and owner’s equity at October 31. In addition to indicating the corrected
amounts, indicate the effect of each omitted adjustment by setting up and completing
a columnar table similar to the following. Adjustment (a) is presented as an example.

Net Total Total Total
Income Assets Liabilities Owner’s Equity
Reported amounts $99,480 $400,000 $100,000 $300,000
Corrections:
Adjustment (a) +8,000 +8,000 0 +8,000

Adjustment (b)

Adjustment (c)

Adjustment (d)
Corrected amounts

Continuing Problem

AL The unadjusted trial balance that you prepared for Dancin Music at the end of Chapter 2
\d < should appear as follows:
o

Dancin Music
Unadjusted Trial Balance
May 31, 2008

l_«"l Debit Credit

SORER Balances  Balances
CaSh ot e e 12,085
v 3. Total of Debit Accounts Receivable ... ...t 2,850
Column: $39,500 SUPPIIES o e e e e e 920
Prepaid INSUraNCe . .. ..ot 3,360
Office EQUIPMENT . . ..o 5,000
Accounts Payable ....... ... ... 5,750
Unearned REVENUE . . . ..ottt e e e e e e e e e 4,800
Kris Payne, Capital .. ... ... 12,500
Kris Payne, Drawing . .. ...t 1,300
Fees Earned . . ...ttt 14,750
Wages EXPeNnse . ... ... 2,400
Office Rent EXPENse . . .. .o 2,600
Equipment Rent Expense . . ... ... 1,300
Utilities EXPENSE . . .ot 910
MUSIC EXPENSE . .ot 2,565
AdVertising EXPeNSe . . ..ottt 1,730
SUPPIIES EXPENSE . ittt 180
Miscellaneous EXPENSE . . . ..ottt 600
37,800 37,800

The data needed to determine adjustments for the two-month period ending May 31,
2008, are as follows:

a. During May, Dancin Music provided guest disc jockeys for KPRG for a total of 115 hours.
For information on the amount of the accrued revenue to be billed to KPRG, see the con-
tract described in the May 3, 2008, transaction at the end of Chapter 2.

b. Supplies on hand at May 31, $160.

c. The balance of the prepaid insurance account relates to the May 1, 2008, transaction at
the end of Chapter 2.

d. Depreciation of the office equipment is $100.
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e. The balance of the unearned revenue account relates to the contract between Dancin
Music and KPRG, described in the May 3, 2008, transaction at the end of Chapter 2.
f. Accrued wages as of May 31, 2008, were $200.

Instructions
1. Prepare adjusting journal entries. You will need the following additional accounts:

18 Accumulated Depreciation—Office Equipment
22 Wages Payable

57 Insurance Expense

58 Depreciation Expense

2. Post the adjusting entries, inserting balances in the accounts affected.
3. Prepare an adjusted trial balance.

Special Activities

SA 3-1 Annette Kagel opened Harre Real Estate Co. on January 1, 2007. At the end of the first year,
Ethics and professional the business needed additional capital. On behalf of Harre Real Estate, Annette applied to
conduct in business Lake County State Bank for a loan of $200,000. Based on Harre Real Estate’s financial state-

CTHICS ments, which had been prepared on a cash basis, the Lake County State Bank loan officer
A rejected the loan as too risky.

After receiving the rejection notice, Annette instructed her accountant to prepare the fi-
nancial statements on an accrual basis. These statements included $31,500 in accounts re-
ceivable and $10,200 in accounts payable. Annette then instructed her accountant to record
an additional $10,000 of accounts receivable for commissions on property for which a con-
tract had been signed on December 28, 2007, but which would not be formally “closed” and
the title transferred until January 5, 2008.

Annette then applied for a $200,000 loan from First National Bank, using the revised
financial statements. On this application, Annette indicated that she had not previously
been rejected for credit.

Discuss the ethical and professional conduct of Annette Kagel in applying for the loan
from First National Bank.

¥

SA 3-2 On December 30, 2008, you buy a Ford Expedition. It comes with a three-year, 36,000-mile
Accrued expense warranty. On March 5, 2009, you return the Expedition to the dealership for some basic re-
pairs covered under the warranty. The cost of the repairs to the dealership is $1,560. In what
year, 2008 or 2009, should Ford Motor Company recognize the cost of the warranty repairs
- as an expense?

)@L W‘lmloi

SA 3-3 The following is an excerpt from a conversation between Sybil Towns and Greg Gibbs just
Accrued revenue before they boarded a flight to London on American Airlines. They are going to London to

o\, attend their company’s annual sales conference.

Sybil: Greg, aren’t you taking an introductory accounting course at college?

Greg: Yes, I decided it’s about time I learned something about accounting. You know, our
annual bonuses are based upon the sales figures that come from the accounting de-
partment.

Sybil: 1 guess I never really thought about it.

Greg: You should think about it! Last year, I placed a $500,000 order on December 28. But
when I got my bonus, the $500,000 sale wasn’t included. They said it hadn’t been
shipped until January 3, so it would have to count in next year’s bonus.

Sybil: A real bummer!

Greg: Right! I was counting on that bonus including the $500,000 sale.

Sybil: Did you complain?
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Greg: Yes, but it didn’t do any good. Ashley, the head accountant, said something about
matching revenues and expenses. Also, something about not recording revenues un-
til the sale is final. I figure I'd take the accounting course and find out whether she’s
just jerking me around.

Sybil: 1 never really thought about it. When do you think American Airlines will record
its revenues from this flight?

Greg: Mmm . . . I guess it could record the revenue when it sells the ticket ... or. ..
when the boarding passes are taken at the door . . . or . . . when we get off the plane
... or when our company pays for the tickets . . . or ... I don’t know. I'll ask my ac-
counting instructor.

Discuss when American Airlines should recognize the revenue from ticket sales to prop-
erly match revenues and expenses.

SA 3-4 Several years ago, your brother opened Pomona Television Repair. He made a small initial in-
Adjustments and vestment and added money from his personal bank account as needed. He withdrew money
financial statements for living expenses at irregular intervals. As the business grew, he hired an assistant. He is

now considering adding more employees, purchasing additional service trucks, and purchas-
ing the building he now rents. To secure funds for the expansion, your brother submitted a
loan application to the bank and included the most recent financial statements (shown below)
prepared from accounts maintained by a part-time bookkeeper.

Pomona Television Repair
Income Statement
For the Year Ended July 31, 2008

SEIVICE MEVENUE . .ottt ettt et e e e e $90,000
Less: Rent paid . ...ttt $30,000

Wages paid . ... 28,500

Supplies paid .. ... 5,100

Utilities paid . .. ... 3,175

Insurance paid .. ... 2,400

Miscellaneous payments . ...t 3,600 72,775
Net INCOME .« o ottt e e e e e e $17,225

Pomona Television Repair
Balance Sheet
July 31, 2008

Assets
Cash .« $10,600
Amounts due from customers . ......... ... 12,500
TrUCK o e 36,900
TOtal @SSO . . ot ittt $60,000
Equities
OWNEI'S CaPItAl .\ttt ettt e e $60,000

After reviewing the financial statements, the loan officer at the bank asked your brother
if he used the accrual basis of accounting for revenues and expenses. Your brother responded
that he did and that is why he included an account for “Amounts Due from Customers.”
The loan officer then asked whether or not the accounts were adjusted prior to the prepa-
ration of the statements. Your brother answered that they had not been adjusted.

a. Why do you think the loan officer suspected that the accounts had not been adjusted
prior to the preparation of the statements?

b. Indicate possible accounts that might need to be adjusted before an accurate set of fi-
nancial statements could be prepared.
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SA 3-5 Obtain a copy of your college or university’s student code of conduct. In groups of three

Codes of ethics

Group Project

tHics
r

¥

or four, answer the following question.

1. Compare this code of conduct with the accountant’s Codes of Professional Conduct,
which is linked to the text Web site at www.thomsonedu.com/accounting/warren.

2. One of your classmates asks you for permission to copy your homework, which your in-
structor will be collecting and grading for part of your overall term grade. Although your

instructor has not stated whether one student may or may not copy another student’s
homework, is it ethical for you to allow your classmate to copy your homework? Is it
ethical for your classmate to copy your homework?

Answers to Self-Examination Questions

1. A A deferral is the delay in recording an expense al-

ready paid, such as prepaid insurance (answer A).
Wages payable (answer B) is considered an accrued
expense or accrued liability. Fees earned (answer C) is
arevenue item. Accumulated depreciation (answer D)
is a contra account to a fixed asset.

. D The balance in the supplies account, before ad-
justment, represents the amount of supplies available.
From this amount ($2,250) is subtracted the amount of
supplies on hand ($950) to determine the supplies used
($1,300). Since increases in expense accounts are
recorded by debits and decreases in asset accounts are
recorded by credits, answer D is the correct entry.

©0000000000000000000000000000000000000000000000000000000000000

3. C The failure to record the adjusting entry debiting

Unearned Rent, $600, and crediting Rent Revenue,
$600, would have the effect of overstating liabilities by
$600 and understating net income by $600 (answer C).

. C Since increases in expense accounts (such as de-

preciation expense) are recorded by debits and it is
customary to record the decreases in usefulness of
fixed assets as credits to accumulated depreciation ac-
counts, answer C is the correct entry.

. D The book value of a fixed asset is the difference

between the balance in the asset account and the bal-
ance in the related accumulated depreciation account,
or $22,500 — $14,000, as indicated by answer D ($8,500).
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objectives

After studying this chapter, you should be able to:

Describe the flow of accounting information 4  Describe the accounting cycle.
from the unadjusted trial balance into the

j ial bal fii ial b
adjusted trial balance and financial statements 5  lllustrate the accounting cycle for one period.

Prepare financial statements from adjusted

t bal. ! . . .
account bafances 6 Explain what is meant by the fiscal year and

Prepare closing entries. the natural business year.
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Electronic Arts Inc.

ost of us have had to file a personal tax re-

turn. At the beginning of the year, you es-

timate your upcoming income and decide

whether you need to increase your payroll
tax withholdings or perhaps pay estimated taxes.
During the year, you earn income and enter into tax-
related transactions, such as making charitable con-
tributions. At the end of the year, your employer sends
you a tax withholding information form (W-2) form,
and you collect the tax records needed for complet-
ing your yearly tax forms. As the next year begins,
you start the cycle all over again.

Businesses also go through a cycle of activities.
For example, Electronic Arts Inc., the world’s largest
developer and marketer of electronic game software,
begins its cycle by developing new or revised game
titles, such as Madden NFL Football®, Need for
Speed®, Tiger Woods PGA Tour®, The Sims®, and
The Lord of the Rings®. These games are marketed
and sold throughout the year. During the year, op-
erating transactions of the business are recorded. For
Electronic Arts, such transactions include the salaries

—p—

for game developers, advertising ex-
penditures, costs for producing and
packaging games, and game revenues.
At the end of the year, financial state-
ments are prepared that summarize the
operating activities for the year. Electronic Arts
publishes these statements on its Web site at
http://www.investor.ea.com. Finally, before the start
of the next year, the accounts are readied for record-
ing the operations of the next year.

As we saw in Chapter 1, the initial cycle for
NetSolutions began with Chris Clark’s investment in
the business on November 1, 2007. The cycle contin-
ued with recording NetSolutions’ transactions for
November and December, as we discussed and il-
lustrated in Chapters 1 and 2. In Chapter 3, the cycle
continued when the adjusting entries for the two
months ending December 31, 2007, were recorded. In
this chapter, we complete the cycle for NetSolutions
by preparing financial statements and getting the
accounts ready for recording transactions of the next
period.

FINAL

Flow of Accounting Information

objective

Describe the flow
of accounting
information from
the unadjusted trial

Exhibit 1.

The end-of-period process by which accounts are adjusted and the financial statements
are prepared is one of the most important in accounting. Using our illustration of
NetSolutions from Chapters 1-3, this process is summarized in spreadsheet form in

Exhibit 1 begins with the unadjusted trial balance as of the end of the period. The

unadjusted trial balance serves as a control to verify that the total of the debit balances
equals the total of the credit balances. If the trial balance totals are unequal, an error
has occurred, which must be found and corrected before the end-of-period process can

balance into the
adjusted trial
balance and

financial continue.

statements. . . . L
The adjustments that we explained and illustrated for NetSolutions in Chapter 3
. are shown in the Adjustments columns of Exhibit 1. Cross-referencing (by letters) the
@netSOI ULiONS debit and credit of each adjustment is useful in reviewing the impact of the adjust-
ments on the unadjusted account balances. The order of the adjustments on the spread-
sheet is not important, and the adjustments are normally entered in the order in which
q&\\\‘woﬁlo the data are assembled. When the titles of the accounts to be adjusted do not appear

in the unadjusted trial balance, the accounts are inserted in the Account Title column,
below the unadjusted trial balance totals. The total of the Adjustments columns is a
control to verify the mathematical accuracy of the adjustment data and adjusting en-
tries. The total of the Debit column must equal the total of the Credit column.

The adjustment data are added to or subtracted from the amounts in the Unadjusted
Trial Balance columns to arrive at the Adjusted Trial Balance columns. In this way, the
Adjusted Trial Balance columns of Exhibit 1 illustrate the impact of the adjusting entries

Many companies use Micro-
soft’s Excel® software to
prepare end-of-period spread-
sheets (work sheets).

145



CHO04 Warren22e.gxd 6/12/06 3:56 PM Page 146 $ FINAL

=

146 Chapter 4 Completing the Accounting Cycle
EXHIBIT 1 End-of-Period Spreadsheet (Work Sheet)
A B © D | E | F G H J K
NetSolutions
End-of-Period Spreadsheet (Work Sheet)
For the Two Months Ended December 31, 2007
Unadjusted Trial \ Adjusted Trial

Balance Adjustments Balance Income Statement Balance Sheet

Account Title Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
1| Cash 2,065 2,065 2,065 1
2| Accounts Receivable 2,220 (d) 500 2,720 2,720 2
3 Supplies 2,000 (a) 1,240 760 760 3
4| Prepaid Insurance 2,400 (b) 200 2,200 2,200 4
5 Land 20,000 20,000 20,000 5
6| Office Equipment 1,800 1,800 1,800 6
7| Accounts Payable 900 900 900 7
8| Unearned Rent 360|(c) 120 240 240 8
9 Chris Clark, Capital 25,000 25,000 25,000/ 9
10| Chris Clark, Drawing 4,000 4,000 4,000 10
11| Fees Earned 16,340 (d) 500 16,840 16,840 11
12| Wages Expense 4,275 (e) 250 4,525 4,525 12
13| Rent Expense 1,600 1,600 1,600 13
14| Utilities Expense 985 985 985 14
15| Supplies Expense 800 (a) 1,240 2,040 2,040 15
16| Miscellaneous Expense 455 455 455 16
17 42,600 42,600 17
18/ Insurance Expense (b) 200 200 200 18
19| Rent Revenue (c) 120 120 120 19
20 Wages Payable (e) 250 250 250/ 20
21| Depreciation Expense f) 50 50 50 21
22| Accumulated Depreciation U] 50 50 5022
23 2,360 2,360 43,400 43,400 9,855 16,960 33,545 26,440 23
24 Net income 7,105 7,105/ 24
25 16,960 16,960, 33,545 33,545 25

on the unadjusted accounts. The totals of the Adjusted Trial Balance columns prove the
equality of the totals of the debit and credit balances after adjustment.

Exhibit 1 also illustrates the flow of the accounts from the adjusted trial balance
into the financial statements. The revenue and expense accounts are extended to the
Income Statement columns. At the bottom of the Income Statement columns, the net
income or net loss for the period is shown. For example, Exhibit 1 shows that
NetSolutions had net income of $7,105 for the period. Likewise, the assets, liabilities,
owner’s capital, and drawing accounts are extended to the Balance Sheet columns.
Since net income increases owner’s capital, NetSolutions” net income of $7,105 is also
shown in the Balance Sheet Cr. column. As we will describe and illustrate in the next
section, the financial statements can be prepared directly from Exhibit 1.

To summarize, Exhibit 1 illustrates the end-of-period process by which accounts
are adjusted and how the adjusted accounts flow into the financial statements. The
spreadsheet shown in Exhibit 1 is not a required part of the accounting process.
However, many accountants prepare such a spreadsheet, often called a work sheet, in
manual or electronic form, as part of their normal end-of-period process. The primary
advantage in doing so is that it allows managers and accountants to see the impact of
the adjustments on the financial statements. This is especially useful for adjustments
that depend upon estimates. We discuss such estimates and their impact on the finan-
cial statements in later chapters.

1 The appendix to this chapter describes and illustrates how to prepare the end-of-period spreadsheet
(work sheet) shown in Exhibit 1.
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Example Exercise 4-1

objective i/

The balances for the accounts listed below appear in the Adjusted Trial Balance columns of the end-of-
period spreadsheet (work sheet). Indicate whether each balance should be extended to (a) an Income
Statement column or (b) a Balance Sheet column.

1. Amber Bablock, Drawing

2. Utilities Expense

3. Accumulated Depreciation—Equipment
4. Unearned Rent

Fees Earned
Accounts Payable
Rent Revenue
Supplies

(29 50w O

Follow My Example 4-1

Balance Sheet column 5. Income Statement column
Income Statement column 6. Balance Sheet column
Balance Sheet column 7. Income Statement column
Balance Sheet column 8. Balance Sheet column

Y N =

For Practice: PE 4-1A, PE 4-1B

Financial Statements

Using Exhibit 1, the financial statements for NetSolutions can be prepared. The income
) ) statement, the statement of owner’s equity, and the balance sheet are shown in Exhibit
Prepare financial 2, on page 148. In the following paragraphs, we discuss each of these financial state-

statements from
adjusted account ments and how they are prepared.

balances.

objective

INCOME STATEMENT

: The income statement is prepared directly from the Income Statement or Adjusted
@netSOI utions Trial Balance columns of Exhibit 1 beginning with fees earned of $16,840. The order
of the expenses may change, however, from that listed in Exhibit 1. As we did in
Chapter 1, we list the expenses in the income statement in Exhibit 2 in order of size,
beginning with the larger items. Miscellaneous expense is the last item, regardless of
its amount.

STATEMENT OF OWNER'S EQUITY

The first item presented on the statement of owner’s equity is the balance of the
owner’s capital account at the beginning of the period. In Exhibit 1, however, the

Example Exercise 4-2

objective g4/

In the Balance Sheet columns of the end-of-period spreadsheet (work sheet) for Dimple Consulting Co. for
the current year, the Debit column total is $678,450, and the Credit column total is $599,750 before the
amount for net income or net loss has been included. In preparing the income statement from the end-of-
period spreadsheet (work sheet), what is the amount of net income or net loss?

Follow My Example 4-2

A net income of $78,700 ($678,450 — $599,750) would be reported. When the Debit column of
the Balance Sheet columns is more than the Credit column, net income is reported. If the Credit
column exceeds the Debit column, a net loss is reported.

For Practice: PE 4-2A, PE 4-2B [ y /
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EXHIBIT 2 Financial Statements Prepared from Work Sheet

NetSolutions

Income Statement
For the Two Months Ended December 31, 2007

Fees earned $16/8/4/0/00
Rent revenue 1/2/0/00
Total revenues $16/9/6/0/00
Expenses:
Wages expense $ 4/5/2|5/00
Supplies expense 2/0/4/0/00
Rent expense 1/6/0/0/00
Utilities expense 9/8/5/00
Insurance expense 2/0/0/00
Depreciation expense 5/0/00
Miscellaneous expense 4/5/5/00
Total expenses 9/8/5/5/00
Net income $7/1/0/5/00

NetSolutions

Statement of Owner’s Equity
For the Two Months Ended December 31, 2007

Chris Clark, capital, November 1, 2007 $ 0

Investment on November 1, 2007 $25/0/0/0/00

Net income for November and December 7/1/0/5/00 |~
$32/1/0/5/00

Less withdrawals 4/0/0/0/00

Increase in owner’s equity 281 0/500

Chris Clark, capital, December 31, 2007 $28/1/0/5/00

NetSolutions

Balance Sheet
December 31, 2007

Assets Liabilities
Current assets: Current liabilities:
Cash $ 2/0/6/5/00 Accounts payable $/9/0/0/00
Accounts receivable 2(7(2/0/00 Wages payable 2/5/0/00
Supplies 7/6/0/00 Unearned rent 2/4/0/00
Prepaid insurance 2/2/0/0/00 Total liabilities $ 1/3/9/0/00
Total current assets $ 7|7|4/5/00
Property, plant, and equipment:
Land $20/0(0/0/00
Office equipment $1,800
Less accum. depr. 50 1|7|5/0/00 Owner’s Equity
Total property, plant, Chris Clark, capital 28/1/0/5/00 ==
and equipment 21|7|5/0/00| Total liabilities and
Total assets $29|4/9/5/00 owner’s equity $29/4/9/5/00
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. . . . . . THICS
Integrity, Objectivity, and Ethics in Business ?';:-:.;_;_7‘

¥
THE ROUND TRIP

A common type of fraud involves artificially inflating rev-  sells product to C and is paid with the money just loaned
enue. One fraudulent method of inflating revenue is called  to C! This looks like a sale in the accounting records, but
“round tripping.” Under this scheme, a selling company in reality, S is shipping free product. The fraud is exposed
(S) "lends” money to a customer company (C). The money  when it is determined that there was no intent to repay
is then used by C to purchase a product from S. Thus, S the original loan.

amount listed as owner’s capital is not always the account balance at the beginning of
the period. The owner may have invested additional assets in the business during the
period. Thus, for the beginning balance and any additional investments, it is necessary
to refer to the owner’s capital account in the ledger. These amounts, along with the net
income (or net loss) and the drawing account balance shown on the adjusted trial bal-
ance, are used to determine the ending owner’s capital account balance.

The basic form of the statement of owner’s equity is shown in Exhibit 2. For
NetSolutions, the amount of drawings by the owner was less than the net income. If
the owner’s withdrawals had exceeded the net income, the order of the net income and
the withdrawals would have been reversed. The difference between the two items
would then be deducted from the beginning capital account balance. Other factors,
such as additional investments or a net loss, also require some change in the form, as
shown in the following example:

Allan Johnson, capital, January 1, 2007 $39,000
Additional investment during the year 6,000

Total $45,000
Net loss for the year $ 5,600
Withdrawals 9,500
Decrease in owner’s equity 15,100
Allan Johnson, capital, December 31, 2007 $29,900

Example Exercise 4-3 objective ‘2 )/

Zack Gaddis owns and operates Gaddis Employment Services. On January 1, 2007, Zack Gaddis, Capital had a
balance of $186,000. During the year, Zack invested an additional $40,000 and withdrew $25,000. For the
year ended December 31, 2007, Gaddis Employment Services reported a net income of $18,750. Prepare a
statement of owner’s equity for the year ended December 31, 2007.

Follow My Example 4-3

GADDIS EMPLOYMENT SERVICES
STATEMENT OF OWNER’S EQUITY
For the Year Ended December 31, 2007

Zack Gaddis, capital, January 1, 2007 $186,000
Additional investment during 2007 40,000

Total $226,000
Withdrawals $ 25,000
Less net income 18,750
Decrease in owner’s equity 6,250
Zack Gaddis, capital, December 31, 2007 $219,750

For Practice: PE 4-3A, PE 4-3B
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BALANCE SHEET

The balance sheet is prepared directly from the Balance Sheet or Adjusted Trial Balance
columns of Exhibit 1 beginning with Cash of $2,065.

The balance sheet in Exhibit 2 was expanded by adding subsections for current as-
sets; property, plant, and equipment; and current liabilities. Such a balance sheet is a
classified balance sheet. In the following paragraphs, we describe some of the sections
and subsections that may be used in a balance sheet. We will introduce additional sec-
tions in later chapters.

Assets Assets are commonly divided into classes for presentation on the
balance sheet. Two of these classes are (1) current assets and (2) property,

Two common classes of .
plant, and equipment.

assets are current assets

and property, plant, and

. Current Assets Cash and other assets that are expected to be converted
equipment. to cash or sold or used up usually within one year or less, through the
normal operations of the business, are called current assets. In addition
to cash, the current assets usually owned by a service business are notes
receivable, accounts receivable, supplies, and other prepaid expenses.

Notes receivable are amounts that customers owe. They are written promises to
pay the amount of the note and possibly interest at an agreed rate. Accounts receiv-
able are also amounts customers owe, but they are less formal than notes and do not
provide for interest. Accounts receivable normally result from providing services or
selling merchandise on account. Notes receivable and accounts receivable are current
assets because they will usually be converted to cash within one year or less.

Property, Plant, and Equipment  The property, plant, and equipment section may also
be described as fixed assets or plant assets. These assets include equipment, machin-
ery, buildings, and land. With the exception of land, as we discussed in Chapter 3, fixed
assets depreciate over a period of time. The cost, accumulated depreciation, and book
value of each major type of fixed asset are normally reported on the balance sheet or
in accompanying notes.

Liabilities Liabilities are the amounts the business owes to creditors. The
two most common classes of liabilities are (1) current liabilities and (2)
long-term liabilities.

Two common classes of lia-

bilities are current liabilities

and long-term liabilities. Current Liabilities Liabilities that will be due within a short time (usu-

ally one year or less) and that are to be paid out of current assets are called
current liabilities. The most common liabilities in this group are notes
payable and accounts payable. Other current liability accounts commonly found in the
ledger are Wages Payable, Interest Payable, Taxes Payable, and Unearned Fees.

Long-Term Liabilities Liabilities that will not be due for a long time (usually more
than one year) are called long-term liabilities. If NetSolutions had long-term liabili-
ties, they would be reported below the current liabilities. As long-term liabilities come
due and are to be paid within one year, they are classified as current liabilities. If they
are to be renewed rather than paid, they would continue to be classified as long term.
When an asset is pledged as security for a liability, the obligation may be called a mort-
gage note payable or a mortgage payable.

Owner’s Equity The owner’s right to the assets of the business is presented on the bal-
ance sheet below the liabilities section. The owner’s equity is added to the total liabil-
ities, and this total must be equal to the total assets.
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Example Exercise 4-4

objective g4/

The following accounts appear in an adjusted trial balance of Hindsight Consulting. Indicate whether each
account would be reported in the (a) current asset; (b) property, plant, and equipment; (c) current
liability; (d) long-term liability; or (e) owner’s equity section of the December 31, 2007, balance sheet of
Hindsight Consulting.

1. Jason Corbin, Capital

2. Notes Receivable (due in 6 months)
3. Notes Payable (due in 2009)

4. Land

Cash

Unearned Rent (3 months)
Accumulated Depreciation—Equipment
Accounts Payable

£9 =X en o

Follow My Example 4-4

Current asset

Current liability

Property, plant, and equipment
Current liability

Owner's equity 5
Current asset 6.
Long-term liability 7.
Property, plant, and equipment 8

0 Y 2

E/

For Practice: PE 4-4A, PE 4-4B

A\ Wogp,

Business Connections &

6

INTERNATIONAL DIFFERENCES

Financial statements prepared under accounting practices
in other countries often differ from those prepared under
generally accepted accounting principles found in the
United States. This is to be expected, since cultures and
market structures differ from country to country.

To illustrate, BMW Group prepares its financial state-
ments under German law and German accounting princi-
ples. In doing so, BMW's balance sheet reports fixed assets
first, followed by current assets. It also reports owner’s
equity before the liabilities. In contrast, balance sheets
prepared under U.S. accounting principles report current
assets followed by fixed assets and current liabilities fol-
lowed by long-term liabilities and owner’s equity. The U.S.

form of balance sheet is organized to emphasize creditor
interpretation and analysis. For example, current assets
and current liabilities are presented first to facilitate their
interpretation and analysis by creditors. Likewise, to em-
phasize their importance, liabilities are reported before
owner’s equity.

Regardless of these differences, the basic principles
underlying the accounting equation and the double-entry
accounting system are the same in Germany and the
United States. Even though differences in recording and
reporting exist, the accounting equation holds true: the
total assets still equal the total liabilities and owner’s
equity.

Closing Entries

As we discussed in Chapter 3, the adjusting entries are recorded in the journal at the
end of the accounting period. For NetSolutions, the adjusting entries are shown in
Exhibit 7 of Chapter 3.

objective
Prepare closing

entries. After the adjusting entries have been posted to NetSolutions’ ledger, shown in
. Exhibit 6 (on pages 155-159), the ledger is in agreement with the data reported on
@netSOI ULiONS the financial statements. The balances of the accounts reported on the balance sheet

are carried forward from year to year. Because they are relatively permanent, these ac-
counts are called real accounts. The balances of the accounts reported on the income
statement are not carried forward from year to year. Likewise, the balance of the
owner’s withdrawal account, which is reported on the statement of owner’s equity, is

FINAL

191
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not carried forward. Because these accounts report amounts for only one
period, they are called temporary accounts or nominal accounts.

To report amounts for only one period, temporary accounts should
have zero balances at the beginning of a period. How are these balances
converted to zero? The revenue and expense account balances are trans-
ferred to an account called Income Summary. The balance of Income
Summary is then transferred to the owner’s capital account. The balance
of the owner’s drawing account is also transferred to the owner’s capital
account. The entries that transfer these balances are called closing entries. The trans-
fer process is called the closing process. Exhibit 3 is a diagram of this process.

Closing entries transfer the
balances of temporary ac-

counts to the owner’s cap-
ital account.

EXHIBIT 3 The Closing Process

Expenses
are transferred
to Income
Summary

SUMMARY
l Revenues
are transferred to

<— Income Summary

is transferred to Owner’s Capit

Net Income or Net Loss ’
al

You should note that Income Summary is used only at the end of the
period. At the beginning of the closing process, Income Summary has no
balance. During the closing process, Income Summary will be debited
and credited for various amounts. At the end of the closing process,
Income Summary will again have no balance. Because Income Summary
statements. has the effect of clearing the revenue and expense accounts of their bal-
ances, it is sometimes called a clearing account. Other titles used for this
account include Revenue and Expense Summary, Profit and Loss
Summary, and Income and Expense Summary.

It is possible to close the temporary revenue and expense accounts without using
a clearing account such as Income Summary. In this case, the balances of the revenue
and expense accounts are closed directly to the owner’s capital account. This process
is automatic in a computerized accounting system. In a manual system, the use of an
income summary account aids in detecting and correcting errors.

The income summary
account does not appear

on the financial
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JOURNALIZING AND POSTING CLOSING ENTRIES

Four closing entries are required at the end of an accounting period, as outlined in
Exhibit 3. The account titles and balances needed in preparing these entries may be
obtained from the end-of-period spreadsheet (work sheet), the adjusted trial bal-
ance, the income statement, the statement of owner’s equity, or the ledger.

A flowchart of the closing entries for NetSolutions is shown in Exhibit 4. The
balances in the accounts are those shown in the adjusted trial balance columns of the
end-of-period spreadsheet (work sheet) shown in Exhibit 1.

EXHIBIT 4 Flowchart of Closing Entries for NetSolutions

Owner's Equity
Wages Expense @ Income Summary @ Fees Earned
Bal. 4,525 ‘ 4,525 9,855 ‘ 16,960 <S=p=——=16,840 ‘ Bal. 16,840
: 7,105
Rent Expense Rent Revenue
: Bal. 1,600 | 1,600 — 120 | Bal. 120
. Depreciation Expense
: Bal. 50 | 50 =
: Utilities Expense Chris Clark, Capital
Bal. 985 ‘ 985 === p=—=3-4,000 Bal. 25,000 )
:
Supplies Expense AIES 1. Debit each revenue account for the amount of
its balance, and credit Income Summary for the
Bal. 2,040 ‘ 2,040 = total revenue.
2. Debit Income Summary for the total expenses,
: Insurance Expense and credit each expense account for the amount
Bal. 200 ‘ 200 == of its balance.
: 3. Debit Income Summary for the amount of its
Miscellaneous Expense balance (net income), and credit the capital account
: ‘ for the same amount. (The accounts debited and
: Bal. 455 455 — credited are reversed if there is a net loss.)
i i 4. Debit the capital account for the balance of the
Chris Clark, Drawing drawing account, and credit the drawing account for
Bal. 4,000 ‘ 4,000 = the same amount.

The closing entries for NetSolutions are shown in Exhibit 5. After the closing en-
tries have been posted to the ledger, as shown in Exhibit 6 (on pages 155-159), the bal-
ance in the capital account will agree with the amount reported on the statement of
owner’s equity and the balance sheet. In addition, the revenue, expense, and drawing
accounts will have zero balances.

After the entry to close an account has been posted, a line should be inserted in both
balance columns opposite the final entry. The next period’s transactions for the revenue,
expense, and drawing accounts will be posted directly below the closing entry.
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EXHIBIT 5 JOURNAL Page 6
Closing Entries for o Post. ) i
NetSolutions Date Description Ref. Debit Credit
1 Closing Entries 1
2| Bee. |31 Fees Earned 41 16/8(4{0(00 2
3 Rent Revenue 42 1/2/0/00 3
4 Income Summary 33 16(9/6/0(00| 4
5 5
6 31| Income Summary 33 9/8|5(5/00 6
7 Wages Expense 51 4|5/2|5/00| 7
8 Rent Expense 52 1/6/0(0(00| 8
9 Depreciation Expense 53 5/0({00| 9
10 Utilities Expense 54 9|8(5/00( 10
11 Supplies Expense 55 2|0|4(0/00| 11
12 Insurance Expense 56 2|0/0|00|12
13 Miscellaneous Expense 59 4|5(5/00( 13
14 14
15 31| Income Summary 33 7/1/0{5/00 15
16 Chris Clark, Capital 31 7|1|0(5/00| 16
17 17
18 31| Chris Clark, Capital 31 4/0(0|0/00 18
19 Chris Clark, Drawing 32 4/0/0|0(00| 19

Example Exercise 4-5

objective [

After the accounts have been adjusted at July 31, the end of the fiscal year, the following balances are
taken from the ledger of Cabriolet Services Co.:

Terry Lambert, Capital $615,850
Terry Lambert, Drawing 25,000
Fees Earned 380,450
Wages Expense 250,000
Rent Expense 65,000
Supplies Expense 18,250
Miscellaneous Expense 6,200
Journalize the four entries required to close the accounts.
Follow My Example 4-5
July 31 Fees Earned 380,450
Income Summary 380,450
31 Income Summary 339,450
Wages Expense 250,000
Rent Expense 65,000
Supplies Expense 18,250
Miscellaneous Expense 6,200
31 Income Summary 41,000
Terry Lambert, Capital 41,000
31 Terry Lambert, Capital 25,000
Terry Lambert, Drawing 25,000

For Practice: PE 4-5A, PE 4-5B

‘AI
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POST-CLOSING TRIAL BALANCE

The last accounting procedure for a period is to prepare a trial balance after the clos-
ing entries have been posted. The purpose of the post-closing (after closing) trial bal-
ance is to make sure that the ledger is in balance at the beginning of the next period.
The accounts and amounts should agree exactly with the accounts and amounts listed
on the balance sheet at the end of the period. The post-closing trial balance for
NetSolutions is shown in Exhibit 7, on page 159.

Instead of preparing a formal post-closing trial balance, it is possible to list the
accounts directly from the ledger, using a computer. The computer printout, in effect,
becomes the post-closing trial balance.

LEDGER
ACCOUNT Cash ACCOUNT NO. 717
Post. Balance
Date Item Ref. Debit Credit Debit Credit

Koy, | 1 1 25|0(0(0|00 25/0/0/0|00
5 1 20/0/0/0/00 5/0/0/0/00
18 1 7/5/0|0/00 12(5/0|0|00
30 1 3/6(5/0/00 8/8(5/0/00
30 1 9|5/0/00 7/9/0/0/00
30 2 2|0/0/0/00 5/9/0/0/00
Dec.| 1 2 2|4/0/0/00 3/5/0/0/00
1 2 8/0/0/00 2(7/0/0/00
1 2 3/6/0/00 3/0(6/0/00
6 2 1/8/0/00 2/8(8/0/00
11 2 4/0/0/00 2(4(8/0/00
13 3 9|5/0/00 1(5|3/0/00
16 3 3/1/0|0/00 4/6/3/0/00
20 3 9|0(0|00 3(7(3/0/00
21 3 6/5/0/00 4/3/8/0/00
23 3 1/4|5/0/00 2(9(3/0/00
27 3 1(2/0/0/00 1(7|3/0/00
31 3 3|1/0/00 1(4/2/0/00
31 4 2|2(5/00 1(1|9(5/00
31 4 2/8|7|0/00 4/0/6(5/00
31 4 2|0(0/0/00 2(0(6/5/00

ACCOUNT Accounts Receivable ACCOUNT NO. 72

Post. Balance
Date Item Ref. Debit Credit Debit Credit

Dec. |16 3 17/5/0/00 1/7/5/0/00
21 3 6/5/0/00 1/1/0/0/00
31 4 1|/1/2/0/00 2(2|2|0|00
31| Adjusting 5 5/0/0/00 2|7/2/000

(continued)
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EXHIBIT 6 ACCOUNT Supplies ACCOUNT NO. 74
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Now. |10 1 1(3/5/0|00 1)3/5/0|00
30 1 8/0/0/00 5/5/0/00
23 3 1/4/5/|0/00 2/0/0{0/00
Dec. |31| Adjusting 5 1/2|4/0/00 7/6/0/00
ACCOUNT Prepaid Insurance ACCOUNT NO. 75
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bee. | 1 2 2/4/0/0/00 2|4/0/0(00
31| Adjusting 5 2|ojojoo|  2[2/0[oloo
ACCOUNT Land ACCOUNT NO. 77
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. | 5 1 20/0/0|o|00 20/0/o|o|oo
ACCOUNT Office Equipment ACCOUNT NO. 78
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bec. | 4 2 1/8|o|o|0o 1/8|o|o/00
ACCOUNT Accumulated Depreciation ACCOUNT NO. 79
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bee |31] Adjusting 5 5/0/00 50,00
ACCOUNT Accounts Payable ACCOUNT NO. 21
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |10 1 1(3/5/0/00 1(3/5/0/00
30 1 9/5/0/00 4/0/0|00
Dec. | 4 2 1/8/0/0/00 2/2|0|0/00
11 2 4/0/0/00 1/8/0/0|00
20 3 9/0/0/00 9/0/0|00
(continued)
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EXHIBIT 6 ACCOUNT Wages Payable ACCOUNT NO. 22
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Dee. 31| Adjusting 5 2/5/0/00 2/5/0/00
ACCOUNT Unearned Rent ACCOUNT NO. 23
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bee. | 1 2 3/6/0/00 3/6/0(00
31| Adjusting 5 1/2/0/00 2/4/0/00
ACCOUNT Chris Clark, Capital ACCOUNT NO. 37
Post. Balance
Date Item Ref. Debit Credit Debit Credit
N |1 1 25/0/0/0|00 25/0/0|0|00
Dec. |31| Closing 6 7(1/0(5/00 32|1/0/5/00
31| Closing 6 4/0/0/|0/00 28|1(0(5/00
ACCOUNT Chris Clark, Drawing ACCOUNT NO. 32
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 2 2/0/0/0/00 2/0/0/0/00
Dec. |31 4 2|0/0/0/00 4/0/0/0|00
31| Closing 6 4/0(0|0/00 - -
ACCOUNT /Income Summary ACCOUNT NO. 33
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bec. 31| Closing 6 16/9/6/0/00 16/9/6/0/00
31| Closing 6 9/8|5(5/00 7/1/0/5/00
31| Closing 6 7(1/0(5|00 - -
ACCOUNT Fees Earned ACCOUNT NO. 471
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |18 1 7/5/0/0/00 7/5/0/0/00
Dec. |16 3 3(1/0|0/00 10/6/0|0/00
16 3 1(7/5/0/00 12/3/5|0/00
31 4 2(8|7|0/00 15/2/2|0/00
31 4 1{1/2|0/00 16/3/4|0/00
31| Adjusting 5 5/0(0/00 16/8/4|0/00
31| Closing 6 16/8|4/0/00 = TE
(continued)
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EXHIBIT 6 ACCOUNT Rent Revenue ACCOUNT NO. 42
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bec. |31| Adjusting 5 1/2/0|oo 1/2/0/00
31| Closing 6 1/2|0/00 - -
ACCOUNT Wages Expense ACCOUNT NO. 57
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 2|1/2/5/00 21/2/5/00
Dec. |13 3 9|5/0/00 3|0/7|5/00
27 3 1/2/0/0(00 4(2|7|5|00
31| Adjusting 5 2|5(0/00 4/5(2|5/00
31| Closing 6 4/5(2|5/00 - -
ACCOUNT Rent Expense ACCOUNT NO. 52
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 8/0/0[00 8/0/0/00
Dec. | 1 2 8/0/0/00 1/6/0|0|00
31| Closing 6 1/6/0/0/00 - =
ACCOUNT Depreciation Expense ACCOUNT NO. 53
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Bee. |31| Adjusting 5 50,00 5/0/00
31| Closing 6 5/0,00 - -
ACCOUNT Utilities Expense ACCOUNT NO. 54
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Ny |30 1 4/5(0/00 4/5(0/00
Dec. |31 3 3/1|0/00 7|6/0/00
31 4 2|2|5/00 9|8(5/00
31| Closing 6 9/8/5/00 - -
ACCOUNT Supplies Expense ACCOUNT NO. 55
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 8/0/0/00 8/0/0/00
Dec. |31| Adjusting 5 1/2|4/0/00 2|0/4/0/00
31| Closing 6 2/0/4|0|00 —_ -

(continued)
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EXHIBIT 6 ACCOUNT Insurance Expense ACCOUNT NO. 56
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Do |31| Adjusting 5 2/0/0|00 2/0/0/00
31| Closing 6 2/0/0/00 = T
ACCOUNT Miscellaneous Expense ACCOUNT NO. 59
Post. Balance
Date Item Ref. Debit Credit Debit Credit
Nov. |30 1 2|7/5/00 2|7/5/00
Dec. | 6 2 1/8/0/00 4(5/5/00
31| Closing 6 4/5/5/00 - -
(concluded)

EXHIBIT 7 NetSolutions

Post-Closing Trial Balance

Post-Closing December 31, 2007
Trial Balance Debit Credit
Balances Balances
Cash 2/0/6|5/00
Accounts Receivable 2|7|2|0/|00
Supplies 7(6/0/00
Prepaid Insurance 2(2|0/0|00
Land 20(0(0/0/00
Office Equipment 1/8/0/0/00
Accumulated Depreciation 5/0/00
Accounts Payable 9/0/0/00
Wages Payable 2|5/0/00
Unearned Rent 2/4/0/00
Chris Clark, Capital 28(1|0/5/00
29(5/4/5/00 29/5/4/5/00

Accounting Cycle

The accounting process that begins with analyzing and journalizing transactions and
ends with preparing the accounting records for the next period’s transactions is called

Describe the the accounting cycle. The steps in the accounting cycle are as follows:
accounting cycle.

objective

=

Transactions are analyzed and recorded in the journal.
Transactions are posted to the ledger.

An unadjusted trial balance is prepared.

Adjustment data are assembled and analyzed.

An optional end-of-period spreadsheet (work sheet) is prepared.
Adjusting entries are journalized and posted to the ledger.

An adjusted trial balance is prepared.

Financial statements are prepared.

Closing entries are journalized and posted to the ledger.

A post-closing trial balance is prepared.?

O RPN G RPN

p—
i

2 Some accountants include the journalizing and posting of “reversing entries” as the last step in the ac-
counting cycle. Because reversing entries are not required, we describe and illustrate them in Appendix B
at the end of the book.



CHO04 Warren22e.gxd 6/16/06 12:17 PM Page 160 $

=

160

Chapter 4 Completing the Accounting Cycle

FINAL

Exhibit 8 illustrates the accounting cycle in graphic form. In addition, Exhibit 8
illustrates how the accounting data beginning with the source documents for a trans-
action flow through the accounting system and into the financial statements. In the
next section, we illustrate a comprehensive example of the accounting cycle.

Prepaid Rent 114

A e Date Description  Ref. Dr. Cr.
v = 1
_— _— Accts. Rec 112
_ _
// Cash 111
I —_— _——

Journal

Adjustment
Data

Led
i/ eger?J N

Source Documents

Unadjusted
Trial Baance

Adjusted
Trial Balance

Post-Closing
Trial Balance

Unadjusted
Trial Balance

Accounting Cycle Steps

1 Transactions are analyzed and recorded in the journal.
2 Transactions are posted to the ledger.

% An unadjusted trial balance is prepared.

4 Adjustment data are assembled and analyzed.

9 An optional end-of-period spreadsheet
(work sheet) is prepared.

6 Adjusting entries are journalized and posted to the ledger.
7 An adjusted trial balance is prepared.

8 Financial statements are prepared.

9 Closing entries are journalized and posted to the ledger.

10 A post-closing trial balance is prepared.
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EXHIBIT 8 Accounting Cycle
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Example Exercise 4-6 objective (i

From the following list of steps in the accounting cycle, identify what two steps are missing.

a. Transactions are analyzed and recorded in the journal.

b. Transactions are posted to the ledger.

¢. Adjustment data are assembled and analyzed.

d. An optional end-of-period spreadsheet (work sheet) is prepared.
e. Adjusting entries are journalized and posted to the ledger.

f. Financial statements are prepared.

g. Closing entries are journalized and posted to the ledger.

h. A post-closing trial balance is prepared.

Follow My Example 4-6

The following two steps are missing: (1) the preparation of an unadjusted trial balance and (2) the
preparation of the adjusted trial balance. The unadjusted trial balance should be prepared after step (b).
The adjusted trial balance should be prepared after step (e).

1. 28 <

For Practice: PE 4-6A, PE 4-6B

lllustration of the Accounting Cycle

b . 5 In this section, we will illustate the complete accounting cycle for one period. We as-
cbjective sume that for several years Kelly Pitney has operated a part-time consulting business
lllustrate the from her home. As of April 1, 2008, Kelly decided to move to rented quarters and
accounting to operate the business, which will be known as Kelly Consulting, on a full-time ba-
cycle for one . . . . . . .
period. sis. Kelly Consulting entered into the following transactions during April:

Apr. 1. The following assets were received from Kelly Pitney: cash, $13,100;
accounts receivable, $3,000; supplies, $1,400; and office equipment, $12,500.
There were no liabilities received.
1. Paid three months’ rent on a lease rental contract, $4,800.
Paid the premiums on property and casualty insurance policies, $1,800.
4. Received cash from clients as an advance payment for services to be
provided and recorded it as unearned fees, $5,000.
5. Purchased additional office equipment on account from Office Station Co.,
$2,000.
6. Received cash from clients on account, $1,800.
10. Paid cash for a newspaper advertisement, $120.
12. Paid Office Station Co. for part of the debt incurred on April 5, $1,200.
12. Recorded services provided on account for the period April 1-12, $4,200.
14. Paid part-time receptionist for two weeks’ salary, $750.
17. Recorded cash from cash clients for fees earned during the period April 1-16,
$6,250.
18. Paid cash for supplies, $800.
20. Recorded services provided on account for the period April 13-20, $2,100.
24. Recorded cash from cash clients for fees earned for the period April 17-24,
$3,850.
26. Received cash from clients on account, $5,600.
27. Paid part-time receptionist for two weeks’ salary, $750.
29. Paid telephone bill for April, $130.
30. Paid electricity bill for April, $200.
30. Recorded cash from cash clients for fees earned for the period April 25-30,
$3,050.
30. Recorded services provided on account for the remainder of April, $1,500.
30. Kelly withdrew $6,000 for personal use.

N
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STEP 1. ANALYZING AND RECORDING
TRANSACTIONS IN THE JOURNAL

The first step in the accounting cycle is to analyze and record transactions in the jour-
nal shown in Exhibit 9. As we illustrated in Chapter 2, the double-entry accounting
system is a very powerful tool for analyzing transactions. In using this system to ana-
lyze transactions, we do the following:

1. Carefully read the description of the transaction to determine whether an asset,
liability, owner’s equity, revenue, expense, or drawing account is affected by the
transaction.

2. For each account affected by the transaction, determine whether the account in-
creases or decreases.

3. Determine whether each increase or decrease should be recorded as a debit or a
credit following the rules of debit and credit shown in Exhibit 3 of Chapter 2.

4. Record the transaction using a journal entry.

EXHIBIT 9 JOURNAL Page 1
Journal Entries o Post. ) )
for April, Date Description Ref. Debit Credit
Kelly Consulting | ' |April| 1| Cash 11 13|1/0|0j00 !
2 Accounts Receivable 12 3/0/0/0/00 2
3 Supplies 14 1/4/0/0/00 3
4 Office Equipment 18 12/5/0/0({00 4
5 Kelly Pitney, Capital 31 30(0/0/0|00| 5
6 6
7 1| Prepaid Rent 15 4/8/0/0/00 7
8 Cash 11 4/8/0(0(00| 8
9 9
10 2| Prepaid Insurance 16 1/8/0/0/00 10
11 Cash 11 1/8/0|0|00| 11
12 12
13 4| Cash 1 5 |0/0(0(00 13
14 Unearned Fees 23 5/0/0(0/00| 14
15 15
16 5| Office Equipment 18 2(0/0/0|00 16
17 Accounts Payable 21 2(0(0|0(00|17
18 18
19 6| Cash 1 1/8/0/0{00 19
20 Accounts Receivable 12 1|8|0(0/00|20
21 21
22 10| Miscellaneous Expense 59 1/2|0/00 22
23 Cash 11 1/2|0/00|23
24 24
25 12| Accounts Payable 21 1/2|0{0({00 25
26 Cash 1 1/2|0(0{00|26
27 27
28 12| Accounts Receivable 12 4/2/0/0/00 28
29 Fees Earned 41 4/2/0/0|00(29
30 30
31 14| Salary Expense 51 7/5/0/00 31
32 Cash 11 7|5(0/00(32
33 33
(continued)
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The company’s chart of accounts is useful in determining which accounts are af-
fected by the transaction. The chart of accounts for Kelly Consulting is as follows:

11 Cash
12 Accounts Receivable
14 Supplies

15 Prepaid Rent

16  Prepaid Insurance

18 Office Equipment

19  Accumulated Depreciation
21 Accounts Payable

22 Salaries Payable

23 Unearned Fees

31
32
33
41
51
52
53
54
55
59

Kelly Pitney, Capital
Kelly Pitney, Drawing
Income Summary

Fees Earned

Salary Expense

Rent Expense

Supplies Expense
Depreciation Expense
Insurance Expense
Miscellaneous Expense

After analyzing each of Kelly Consulting’s transactions for April, the journal en-
tries are recorded as shown in Exhibit 9.

JOURNAL Page 2
Post.
Date Description Ref. Debit Credit
1| April[ 17| Cash 11 6/2(5(0/00 1
2 Fees Earned 41 6|2|5(0(00| 2
3 B8
4 18| Supplies 14 8/0/0|00 4
5 Cash 11 8/0(0/00| 5
6 6
7 20| Accounts Receivable 12 2(1/0|0|00 7
8 Fees Earned 41 2|1/0/0|00| 8
9 9
10 24| Cash 11 3/8(5/0/00 10
" Fees Earned 41 3/8/5/0/00|11
12 12
