financial -
accou ntlng

a business process
approach

Jane L. Reimers
Leo T. Gallant

Kenneth E. MacAulay

: n|on CD-ROM l
unting Cycle Tute
g e-Added Reso



f|nan<:|a|

a business process approach

Jane L. Reimers
Florida State University, KPMG Professor of Accounting

Leo T. Gallant

‘Stikrancis Xavier University

PEARSON

Prentice
Hall

Toronto



For my mom and my son—for always believing in me.

—J.L.R.

National Library of Canada Cataloguing in Publication

Reimers, Jane L
Financial accounting : a business process approach / Jane L. Reimers, Leo T. Gallant,
Kenneth E. MacAulay. — Canadian ed.

Includes index.
ISBN 0-13-123723-3

1. Accounting. 2. Financial statements. I. Gallant, Leo T., 1948- II. MacAulay,
Kenneth E. (Kenneth Eugene), 1962- III. Title.

HF5635.R43 2005 657 C2004-902823-5
Copyright © 2005 Pearson Education Canada Inc., Toronto, Ontario

Pearson Prentice Hall. All Rights Reserved. Original edition copyright © 2003 by Pearson
Education, Inc. Publishing as Pearson Prentice Hall, Upper Saddle River, New Jersey,
07458 U.S.A. This edition authorized for sale in Canada only.

0-13-123723-3

Vice President, Editorial Director: Michael J. Young
Executive Editor: Samantha Scully
Executive Marketing Manager: Cas Shields
Associate Editor: Rema Celio

Production Editor: Jennifer Handel

Copy Editor: Rohini Herbert

Proofreader: Karen Bennett

Production Coordinator: Andrea Falkenberg
Page Layout: Carolyn E. Sebestyen

Art Director: Julia Hall

Interior and Cover Design: Anthony Leung
Cover Image: Janis Christie/Masterfile

12345 0809 07 06 05

Printed and bound in the United States of America.

PEARSON

//’\,

Prentice
‘Hall

Photo credits: page 31, Paul Orenstein; page 396, Dick Hemingway; page 478, Courtesy
CoolBrands International



Preface

To the Student:

Welcome to your first accounting course! In this
course you will learn about the way a business works
and how accounting fits into business processes. Our
objective is for you to see how accounting relates to
and interacts with business.

Financial Accounting: A Business Process
Approach, Canadian Edition, attempts to bridge the
gap between business and accounting. The text de-
scribes what business is all about and emphasizes
the basic business processes. This provides a frame-
work in which you can see how accounting relates to
and reports on business activity.

This text follows a balanced approach that is
useful for financial statement users and preparers.
It covers the key concepts and the key procedures
that both majors and non-majors in accounting
need. You will learn how to record transactions,
prepare financial statements, and use financial
statements. In addition, you will learn the key ac-
counting concepts underlying these financial state-
ments. More importantly, though, Financial
Accounting: A Business Process Approach allows
you to understand what accounting is all about by
letting you see how accounting fits into and relates
to business processes.

To help you improve your understanding of ac-
counting principles, practise your accounting skills,
and see how accounting relates to and interacts with
business, we have included the following pedagogi-
cal tools to support you.

Tom’s Wear: A Running Case
Example

In Chapter 1, you are introduced to Tom, an entre-
preneur who decides to create a T-shirt business. In
subsequent chapters, you will learn financial ac-
counting concepts through Tom’s experiences as he
grows and expands his business.

Understanding Excel

In every chapter, you can see Tom’s Wear’s monthly
transactions illustrated in Excel—a critical business

tool for you to master.

Understand

For purposes of this problem only, assume that in the
month of February, Tom’s Wear engaged in the following
transactions:

February, 1, 2005 Tom’s Wear received an additional
$2,000 from Tom, the owner.

Tom’s Wear bought 300 shirts for $4
each. He paid cash for the purchase.
Tom's Wear sold 100 shirts for $10
each

Tom’s Wear paid his $30 telephone
bill for February telephone service.
Tom's Wear purchased a piece of
equipment on credit for $600.

February, 3, 2005
February 5, 2005
February 25, 2005

February 28, 2005

Requirements

1. Open a new Excel work sheet.
2. Create the following bold column headings beginning
in cell A1 and ending in column J: Date, Description,

Cash +, Other Assets = (two-column heading),
Liabilities + (t A Al Contri

Capital +, Retained Earnings (two-column head-

4. Input the transactions given previously. Format your
numbers by selecting Format, Cells, and Number.
Highlight the cells to be formatted and use the currency
format as shown:

Understanding Business

Understanding Business boxes appear once in
every chapter. Understanding Business boxes relate
to the chapter topic and walk you through the vari-
ous decisions that entrepreneurs make as they pre-
pare to open their businesses. Topics covered in-
clude: starting with a business plan, managing cash,

and cash flow.

————y,

Uﬁdé;?standln

Starting a New Business: The Business Plan

Starting a new business? In Canada, both the federal and
provincial governments are actively involved in supporting
the creation of new Through Busir y.ca

Once the business description is completed, the focus
shifts to specific items for the next three sections.

the Government of Canada, in co-operation with the
provincial governments and territories, makes available in-
formation that business owners would find useful.

It all starts with a business plan. A business plan is a
recognized management tool used by successful and/or
prospective businesses of all sizes to document business
objectives and to propose how these objectives will be at-
tained within a specific period of time. It is a written docu-
ment that describes the nature of the business, the finan-
cial plan, the plan, and the
marketing plan

The i iption is the for the

A plan, including a startup
budget and an operating budget, must be prepared in de-
tail. The financial statements are prepared on the basis of
the budgets. The financial statements are a significant part
of a business plan.

The management plan addresses the functioning of
business operations. Strengths and weaknesses of the per-
sonnel and the business as a whole should be assessed.
Once identified, potential problems can be addressed and
solved. To succeed as a business, management’s goal
should be to keep the employees and customers happy.

Finally, the marketing plan must be created. The
marketing plan is designed to attract and keep customers
By identifying and getting to know the sector of the mar-

rest of the business plan_It should give the form of your

Xi




Xii Preface

Study Breaks

Study Breaks appear at least once in every chapter
and encourage you to pause from reading and im-
mediately apply what you have just learned to solve
specific problems.

16 Chapter 1

" STUDYBREAK1-2
See How You're Doing

1. What are the three components of every business transaction?
2. What is a purchase requisition, and why would a business use one?

The steps and paper documents commonly used in this process ard
in Exhibit 1-9. A very small business, such as Tom’s, may not formally

all the steps. As the business grows, the steps will become more formd

Running Glossary and Margin Notes

Throughout each chapter, the running glossary and
margin notes provide definitions and notes to aid
your understanding of key terminology and concepts.

Summary Problem with Solution

The Summary Problem with Solution pulls together
the chapter concepts with an extensive and challeng-
ing review problem.

Summary

At the end of most chapters, a summary, organized
by key points, gives a concise description of the ma-
terial covered in the chapter.

Answers to Study Break Questions

Each chapter provides responses to the Study Break
questions that appear throughout the chapter, allow-
ing you to check your understanding of the chapter
content.

Questions

The questions at the end of each chapter require
short, written answers, often on a single topic.

Short Exercises

We provide short exercises on single topics to allow
you to practise what you have learned in the chapter;
these exercises reference specific learning objectives.

Exercises

Exercises on single or multiple topics help you to ap-
ply in more detail what you have learned in the
chapter.

Problems

The end-of-chapter problems, usually based on mul-
tiple topics, are presented in two groups that mirror
each other, “A” and “B.” Many instructors work
through one group of problems in class and assign
problems from the other group for homework or ex-
tra practice.

Recording Transactions

Chapters 5 through 10 include Recording
Transactions, which allow you to practise making
journal entries and preparing financial statements
based on specific end-of-chapter exercises and prob-
lems.

Comprehensive Financial
Statement Preparation Problem

Chapters 5 through 9 contain a Comprehensive
Financial Statement Preparation Problem, which re-
quires you to prepare various financial statements,
such as income statements and balance sheets, using
skills you have learned so far.

Issues for Discussion

The Issues for Discussion exercises ask you to ana-
lyze the financial statements of a company, consider
the business risks of that company, and discuss the
ethical issues that the business faces.

Internet Exercise

The Internet Exercises ask you to visit a company
website and answer questions relating to financial
information found on that site.

Media Companion CD-ROM

The Media Companion CD-ROM includes PowerPoint
slides and the Accounting Cycle Tutorial, which helps
you with concepts like transactions, adjustments, and
closing entries. This interactive tool will guide you
through every step of the accounting cycle process.

Companion Website

The Companion Website provides a wealth of re-

sources for you and your instructor, including a Study

Guide with quizzes and immediate feedback. Go to

page xvii to learn more about Financial Accounting: A

Business Process Approach’s Companion Website.
Good luck with your course!



To the Instructor:

Welcome to Financial Accounting: A Business
Process Approach, Canadian Edition.

How Is the Business Process
Approach Applied Throughout
the Text?

Financial Accounting: A Business Process
Approach, Canadian Edition, begins with a descrip-
tion of what a business is all about. This description
provides a framework in which students can see
how accounting relates to and reports on business
activities. We then emphasize how accounting fits
into the framework of basic business processes.

Acquisitions:
Purchase and Use of
Business Assets

Each chapter offers a quick review of what stu-
dents have just learned (Here’s Where You’ve Been...)
and a preview of where they’re headed (Here’s
Where You're Going...) so that they are prepared to
tackle new concepts throughout the rest of the text.

Business Process Model

Every chapter opens with the same image of the
business process model. Different parts of the model
are highlighted so students can see which part of the
model will be discussed in each chapter. The
Business Process Icon will appear in the margin
" whenever the text material refers specifically to the
Business Process Model.

Structure of the Text

Chapters 1 through 4 introduce students to business
and accounting. In Chapters 5 through 9, business
and accounting details are explored in greater depth.

Preface Xiii

Although the text is written in such a way that deb-
its and credits are optional, in these chapters debits
and credits are part of the transactions. Study
Break questions are designed for solution using
debits and credits. The summary problem for Tom’s
Wear is given in debits and credits. The end-of-
chapter material includes a separate section of
problems identified to require completion by
recording debits and credits. These chapters repre-
sent the heart of the business process approach.
Chapters 10 and 11 introduce other financial re-
porting topics. In addition to the integration of
cash flows into each chapter (starting with Chapter
1), Chapter 10, “Cash Flow Statement: Preparation
and Use,” acts as a “wrap-up” chapter at the end of
the book.

Instructor Supplements Package:
Instructor’s Resource CD-ROM

The IRCD includes the following: Instructor’s
Resource Manual; Instructor’s Solutions Manual;
TestGen; PowerPoint Slides; and Accounting Cycle
Tutorial. (ISBN 0-13-129472-5)

Instructor’s Resource Manual Each chapter of
this comprehensive resource consists of a list of stu-
dent learning objectives, a narrative overview of
main topics, an outline with teaching tips inter-
spersed, a 10-problem multiple choice quiz cross-
referenced to the outline and arranged for easy
copying (answers are at the end of the outline and
solutions for all quizzes are on separate pages at the
end of the manual), suggested readings, examples of
ways to integrate the supplements, and transparency
masters. (ISBN 0-13-129471-7)

Instructor’s Solutions Manual In addition to
fully worked-out solutions that have been carefully
checked for accuracy for every question, exercise,
and problem in the text, the Instructor’s Solutions
Manual provides suggestions for alternative chapter
sequences, a categorization of assignment material,
and check figures. (ISBN 0-13-129470-9)

TestGen This test bank consists of over 1,800 ques-
tions, including true/false questions, conceptual and
quantitative multiple-choice questions, critical think-
ing problems, and exercises. Each question will iden-
tify the difficulty level and the corresponding learn-
ing objective. TestGen can create exams and evaluate
and track student results. It also provides online test-
ing capabilities. ISBN 0-13-129469-5)
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PowerPoint Slides Each chapter includes dozens  Accounting Cycle Tutorial An excellent resource

of slides that highlight key points and provide for classroom presentation! The Accounting Cycle

the framework for in-class or online lectures. Tutorial is a six-module interactive CD that guides

(ISBN 0-13-129468-7) students through every step of the accounting cycle
process.
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Business:
What's It All About?

Here’'s where you're going...

When you are finished studying Chapter 1, you should under-
stand what a business does and understand that the financial
statements reflect information about the major business

processes—the acquisition/payment process and the sales/collec-
tion process.

Financial
Reporting

Fvents



Sales and
Accounts
Receivable

Property,
Plant, and
Equipment

Financial
Reporting

Business
Events

Inventory and
Liabilities

Learning Objectives

More specifically, when you are finished studying this chapter, you should be
able to answer these questions:

1. What does a business do, and how is it organized?

2. What are the common business processes?

3. Who needs accounting information, and why?

4. What are the four basic financial statements, and what information does
each contain?



4 Chapter 1

Describe what a business does.

Capital is the name for the
resources used to start and run a
business.

An enterprise is another name
for a business organization.

A for-profit firm is in business to
make a profit—that is, when
revenues exceed expenses. A not-
for-profit organization exists to
provide goods and services to
some target group at a reduced
cost or no cost.

Purpose of a Business

Tom Phillips loved to play basketball. He also
wanted to start his own business. One day, he had
an inspiration that put both ideas together—T-
shirts for casual players, like him, not for players
on a team. Tom polled the friends he played with
regularly; they all liked the idea, agreeing that
they would buy such a T-shirt, perhaps with a “no-
look” pass on it, if it were available. Ten years af-
ter Tom had this idea, he is president of a success-
ful company, Tom’s Wear, with sales last year of
$12 million.

How does a business get started, and once
started, how does it succeed? Generally, a business
is formed to provide goods or services for the pur-
pose of making a profit for its owner or owners. It
begins by obtaining financial resources—and that
means money. Tom’s Wear began as a business
with $5,000 of Tom’s own money and a $500 loan
from his mother. The financial resources to start a business—called capital—
come from the owners of the business (like Tom), who are investors, or from
creditors (like Tom’s mom), who are lenders.

Why buy a T-shirt from Tom, rather than from the manufacturer of plain T-
shirts? For the same reason we order clothes from Sears Canada Inc. (Sears)—
added value. Sears provides a product to its customers with a certain quality
and the convenience of mail-order delivery. Its customers find value in this
service. What all businesses have in common is that they provide us with
something of value. A business may start from scratch and create something
of value, or it may simply add value to an existing product or service. For
some customers, the value that Sears adds to the product may be its easy or-
der and delivery procedures. For other customers, the added value may be in
the monogram the company will put on shirts or towels to personalize them.
Businesses create or add value to earn money for the owners.

An enterprise—another name for a business organization—with this goal
is called a for-profit firm. A business firm that provides goods or services for
the sole purpose of helping people instead of making a profit is called a not-
for-profit organization. A not-for-profit organization is more likely to be
called an organization, agency, or society than a business. Even though it is
called not-for-profit, this type of organization does not mind making a profit.
What is different is what a not-for-profit organization does with any profit it
makes. Instead of distributing it to owners, a not-for-profit organization uses
any profit to provide more goods and services to the people it serves. Both
for-profit organizations and not-for-profit organizations provide value.
Throughout this book, we will be dealing primarily with for-profit organiza-
tions—businesses.

To be a viable business, Tom’s Wear needed to provide customers with
something of value. Tom purchased T-shirts with his special logo and then
provided them to his customers at a convenient time and place.

What is business all about?

Adding Value —»To Make a Profit

A simple model of the firm is shown in Exhibit 1-1. The inputs in a firm in-
clude capital, equipment, inventory, supplies, and labour. The business process
of acquiring goods and services and paying for them is called the acquisition/
payment process. The firm then does something to add value—that is called



