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To the Student

This self-study guide is designed for your use as a student taking your first course in accounting
at either the undergraduate or the graduate level. It is prepared to accompany Accounting: The
Basis for Business Decisions, ninth edition, by Meigs and Meigs. However, it can be used
effectively with other introductory accounting texts. The key purposes of this study guide are:

1 To help you in mastering the material as you initially study each chapter.

2 To summarize the essential points in each chapter and to test your knowledge with a
series of objective questions and exercises, thus making it possible for you to review the
material quickly from time to time, particularly before examinations.

3 To make the study of accounting more enjoyable and more efficient for you. This is
accomplished by presenting an informal and concise summary of each chapter, followed by
three groups of objective questions and some short exercises. The answers to these questions
and exercises are provided at the end of each chapter in order to give you immediate
feedback and to point out areas that need additional attention.

A new feature in this edition of the guide is an explanation of the reasoning behind the
correct answer to each true-false and multiple-choice question.

The manner in which each student uses this study guide may differ. However, we recommend
' the following approach:

1 Study the chapter in your textbook.

2 Read the Highlights of the Chapter section of the study guide. If you encounter any state-
ments that you do not understand, refer to the textbook for a more detailed discussion of the
topic.

3 Work the questions and exercises in the Test Yourself section of the study guide and com-
pare your answers and solutions with those provided at the end of the chapter. This will
show you how well you really understand the material contained in the related chapter of
your textbook. Again, if you find something you do not understand, refer to your text for a
thorough discussion of the subject.

4 Work the problems assigned as homework in your text.

Once you have mastered the material in this manner, rereading the Highlights of the
Chapter section of the study guide will assist you in quickly reviewing the material before
examinations.
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Accounting:

The Language of Business

HIGHLIGHTS OF THE CHAPTER

1 Accounting is the art of interpreting, measur-

ing, and communicating the results of
economic activities. The basic purpose of
accounting is to provide financial information
about a business enterprise or any other
economic entity. This information is needed
internally by managers and also by outsiders
such as bankers, other creditors, investors,
and certain government agencies. In short,
anyone who must make decisions regarding
a business enterprise has needof
accounting information.

The major types of accounting reports include
(a) financial statements, (b) tax returns, (¢)
specialized reports to management, and (d)
reports to governmental regulatory agencies.
In the first part of this accounting course, we
shall emphasize the information contained in
financial statements.

Financial statements are the responsibility of
a company's management. The statements
are useful to management and also are the
primary source of accounting information to
persons outside the business enterprise. A
complete set of financial statements includes:
A balance sheet showing the financial posi-
tion of the company at a given date.

An income statement indicting profitability
of the business over a specific time period.

A statement of owner's equity explaining
changes in the amount of the owner's equity
in the business over a specific time period.

A statement of cash flows summarizing
cash receipts and cash payments over the

same period covered by the income state-
ment.

Most businesses enter into so many different
transactions every year that a complete list
of these transactions would be too long to
be useful to decision makers. An accounting
system creates useful information by (a)
recording business events as they occur (see
“transactions approach” in next paragraph),
(b) classifying these events into related
groups, and (c) summarizing this informa-
tion into accounting reports designed to meet
the information needs of decision makers.

The transactions approach to recording
economic activities focuses upon completed
transactions, that is, events that (a) cause an
immediate change in the financial position
of the business, and (b) can be measured
objectively in monetary terms. The primary
strength of this approach is that the informa-
tion is reliable and can be measured objec-
tively. A weakness is that some nonfinancial
events may not be recorded.

Steps taken to ensure the reliability of
accounting information and to safeguard the
resources of a business against waste, fraud,
or inefficient use are called the system of
internal control.

An audit is an investigation of a company’s
financial statements, performed by inde-
Ppendent certified public accountants (CPAs).
An audit is designed to assure outsiders that
the financial statements of a company
provide a fair and complete picture of the
company’s financial position and the results
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of its operations. The auditors do not guaran-
tee the accuracy of financial statements; they
only express an expert opinion as to the fair-
ness of the statements,

Bookkeeping refers to the mechanical
aspects of recording and classifying transac-
tions, and is but a small part of the field of
accounting. Accounting includes the design
of the financial information system, prepara-
tion of financial statements, development of
forecasts, cost studies, tax consulting, and
the analysis and interpretation of account-
ing information to assist decision makers in
making informed decisions.

The accounting concepts, measurement tech-
niques, and standards of presentation used in
the preparation of financial statements are
called generally accepted accounting
principles (GAAP). In addition to compar-
ability (among different companies) and
reliability, six other generally accepted
accounting principles are introduced in this
chapter: the business entity concept, the
cost principle, the going-concern assump-
tion, the objectivity principle, the stable-
dollar assumption, and the concept of
adequate disclosure.

In the United States, four groups which have
been influential in improving accounting
principles and practices are the American
Institute of Certified Public Accountants
(AICPA), the Securities and Exchange
Commission (SEC), the American Ac-
counting Association (AAA), and the
Financial Accounting Standards Board
(FASB). The FASB conducts research and
issues Statements of Financial Accounting
Standards which represent authoritative
expressions of generally accepted accounting
principles. '

The three most widely used financial state-
ments are the balance sheet, the income
statement, and the statement of cash
flows. A balance sheet shows the financial
position of a business at a particular date. It
consists of a list of the company’s assets,
liabilities, and owner’s equity (The income
statement will be discussed in Chapter 3;
the statement of cash flows later in the
course.)
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Accounting information is gathered for spe-
cific business entities. A business entity is
any economic unit which enters into business
transactions. The business entity is regarded
as separate from its owners; the entity owns
its own property and has its own debts. In
preparing a balance sheet, the same defini-
tion of the “business entity” must be used in
identifying the assets, liabilities, and owner’s
equity of the business.

Assets are economic resources owned by a
business, such as land, buildings, and cash.
Assets are valued on a balance sheet at their
cost, rather than at current market prices,
because cost is more factual and can be more
objectively determined than current mar-
ket value. Another reason for valuing assets
at cost is that a business is assumed to be a
going concern that will keep and use such
assets as land and buildings rather than sell
them.

Adhering to the cost basis of accounting
implies that the dollar is a stable unit of
measurement, as is a gallon, or an inch. The
cost principle works well in periods of stable
prices. Severe inflation, however, weakens
the usefulness of cost as a basis for asset
valuation. In recent years, the FASB had re-
quired large corporations to experiment with
disclosures of “price-level adjusted” account-
ing data. However, the cost of developing
this information was found to exceed the
benefits. Thus, at present, the cost prin-
ciple and the stable dollar assumption
remain generally accepted accounting prin-
ciples in this country.

Liabilities are debts. Either borrowing money
or buying on credit will create a liability.
Liabilities represent the claims of creditors
to the resources of the business. Examples of
liabilities are accounts payable and notes
payable.

Increases in owner’s equity result from (a) in-
vestment of cash or other assets by the owner
or (b) earnings from profitable operation of
the business. Decreases in owner’s equity re-
sult from (a) withdrawal of cash or other as-
sets by the owner or (b) losses from unprofit-
able operation of the business. Earnings and
losses will be discussed in Chapter 3.



17

18

19

20

The accounting equation is Assels =
Liabilities + Owner’s Equity. The listing of
assets shows us what things the business
owns; the listing of liabilities and owner’s
equity tells us who supplied these resources
to the business and how much each group
supplied.

You should become familiar with the effects
of various transactions upon a balance sheet.
Purchasing an asset for cash is merely trad-
ing one kind of asset for another. Total assets
will not change.

Purchasing an asset on credit will cause total
assets to increase because additional re-
sources are being acquired and none are
being given up. However, total liabilities will
increase by the same amount,

Paying a liability with cash will cause both
total assets and total liabilities to decrease.

The three most common forms of business en-
tities are sole proprietorships, partnerships,
and corporations. Accounting principles and
concepts apply to all three forms of organiza-
tion.

A sole proprietorship is a business owned by
one individual.

A partnership is a business owned by two or
more people who have agreed to act as part-
ners.

A corporation is a business granted a charter
by the state and owned by stockholders.
Ownership is evidenced by shares of capital
stock which may be sold by one investor to
another,

From an accounting viewpoint, a sole pro-
prietorship is regarded as a business entity
separate from its owner. However, from a
legal viewpoint, the business and its owner
are not regarded as separate entities. Thus,
the owner is personally liable for the debts
of the business. From both an accounting and
a legal viewpoint, a corporation is regarded
as having an existence separate from its
owners. The stockholders of a corporation are
not personally liable for the debts of the
business.

Financial statements are used by outsiders in
making investment decisions, hence financial
statements are designed to provide informa-
tion useful to these decision makers. Two
factors of concern to outsiders are the

21

22

23

24

*25

CHAPTER1 3

solvency and profitability of the business
organization. Being solvent means having
the liquid resources to pay debts on time.
One key indicator of short-term solvency is to
compare a company’s liquid resources with
the liabilities requiring payment in the near
future. Profitable operations (discussed
further in Chapter 3) increase the value of
the owner’s equity in the business.

The concept of adequate disclosure means
that all significant facts necessary for the
proper interpretation of the financial state-
ments are provided to the users of the finan-
cial statements. Adequate disclosure can take
place in the body of the financial statements,
or in nofes accompanying the statements.

In the United States, investors and creditors
generally regard financial statements to be
fair and reliable due to the following
factors: companies’ systems of internal
conirol, the concept of adequate dis-
closure, audits performed by independent
CPAs, and federal securities laws.

Professional judgment enters into many
aspects of the field of accounting. To ensure
public confidence in the judgment of profes-
sional accountants, accountants must demon-
strate that they possess the characteristics of
competence and integrity. Professional
competence is evaluated by the accounting
profession and state governments through
use of examinations (such as the Uniform
CPA Examination), and imposition of “con-
tinuing education” requirements. Integrity is
just as important as competence, but is more
difficult to measure and enforce. Several ac-
counting organizations have developed codes
of professional ethics for their members.

Careers in accounting may be divided into
four broad areas: (a) the public accounting
profession, (b) managerial accounting, (c)
governmental accounting, and (d) accounting
education.

Public accounting is practiced by certified
public accountants, called CPAs. CPAs are
granted a license to practice by the state, and

x
Supplemental Topic, “Careers in Accounting”
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perform professional accounting services for
clients for a fee. These services include:

a Auditing An audit is an investigation of a

company’s accounting system by an
independent CPA firm. This study enables
the CPA firm to express its professional
opinion as to the fairness and reliability of
the company’s financial statements.

Tax services Taxes often play an impor-
tant role in financial decisions. CPA firms
offer “tax planning” services to minimize the
impact of taxes on their clients and also
assist in the preparation of their clients’
income tax returns.

Management advisory services CPA
firms may become familiar with their clients’
problems and be able to recommend correc-
tive action. This service is actually manage-
ment consulting.

Managerial accounting refers to the work
of accountants employed directly by private
industry. The functions of accountants in
managerial accounting include:

Financial accounting A principal pur-
pose of financial accounting is the prepara-
tion of financial statements in accordance
with generally accepted accounting prin-
ciples.

Management information system designs
An information system is designed for
efficiency. The managerial accountant must
be familiar with the latest in computer hard-
ware and software, and be able to develop the
system at a reasonable cost. System design
is an ongoing process in most organizations.
Cost accounting  This is the specialized
field of determining the cost of manufac-
turing a product or performing a specific
process.

Forecasting A financial forecast (budget)
isa plan o ffinancial operations for the
future. The forecast helps management to
set goals and then to measure actual
performance.

Tax accounting  Tax specialists play as
important a role in private accounting as
they do in public accounting.

Internal auditing  The internal auditing
staff is responsible for evaluating the system
of internal control to ensure that accounting

. .
Supplemental Topic, “Careers in Accounting®
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reports are reliable, that the company’s
resources are safeguarded against theft or
wasteful use, and that company policies are
being followed.

Managerial accountants are not required to
be licensed as CPAs. However, a number of
them earn a Certificate of Management
Accounting (CMA) or a Certificate of
Internal Auditing (CIA) as evidence of
their professional competence.

Governmental accounting includes many
specialized areas such as monitoring regu-
lated industries, auditing tax returns, and
preparing budgets for governmental agen-
cies. Three important governmental agencies
using accounting information are:

The General Accounting Office (GAO)
audits many of the agencies within the
federal government, and reports to Congress.
Internal Revenue Service  The IRS pro-
cesses the federal income tax returns filed by
individuals and corporations.

Securities and Exchange Commission
The SEC reviews and approves the financial
disclosure by corporations which offer their
securities for sale to the public.

Accounting education The many re-
warding careers available to accounting grad-
uates have led to a shortage of accounting
faculty at colleges and universities. Individ-
uals qualified to become accounting faculty
members can find positions available in vir-
tually all parts of the country. A career as a
faculty member allows an individual great
freedom to pursue his or her specific profes-
sional interests.

TEST YOURSELF ON THIS
INTRODUCTORY CHAPTER

True or False

For each of the following statements, circle the T
or the F to indicate whether the statement is true
or false. .

*
Supplemental Topic, “Careers in Accounting®
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The basic purpose of accounting is
to provide financial information to
economic decision makers.

Financial statements are confiden-
tial documents made available only
to the top management of a busi-
ness enterprise,

The most wuseful financial
statement would be a detailed list
of every business transaction in
which the business enterprise has
been involved.

By using the transaction approach
one will be assured that all
important events which happen in
the firm are reflected in the finan-
cial statements of the company.

One important element of an audit
performed by a CPA firm is that
users of the financial statements
are guaranteed against any losses
they may incur by investing in that
company.

Bookkeeping is only a small part of
the field of accounting and probably
the simplest part.

A comprehensive list of all gen-
erally accepted accounting prin-
ciples (GAAP) is available for
accountants and users of financial
statements.

The Financial Accounting
Standards Board (FASB) is an
authoritative source of generally
accepted accounting principles in
the United States.

One characteristic of a corporation
is that its owners are personally
liable for any losses incurred by the
business.

Assets are valued on the balance
sheet at current liquidation values
to show how much cash would be
realized if the business went broke.

The cost principle of asset valuation
is no longer widely used in the
United States.

Losses from unprofitable operations
cause the owner’s equity in a
business enterprise to decrease.

CHAPTER1 §

T F 13 The purchase of a building for cash
will cause total assets to increase.

T F 14 The payment of a liability will not
affect total assets, but will cause
total liabilities to decrease.

T F 15 In the balance sheet of a single pro-
prietorship, any increase in capital
earned through profitable opera-
tions and retained in the business
is added to the capital originally
invested, and a single figure is
shown for the owner’s capital.

T F 16 Corporations are required to show
capital stock and retained earnings
separately in the balance sheet.

T F 17 A business that is unable to pay its
debts is said to be insolvent.

T F 18 A business can become insolvent
even though it is operating profit-
ably.

19 The chief accounting officer of a
corporation is usually called the
controller.

T F 720 A forecast for a business enterprise
is always prepared by the CPA firm
conducting the annual audit.

Completion Statements

Fill in the necessary words or amounts to com-
plete the following statements:

1 A complete set of financial statements for a
corporation includes:

(a) ’
(b) an
(c)a

’ and (d) a

2 The three basic steps in the accounting
process are (a)

transactions, (b)

these events into groups, and (c)
the information

in accounting reports.

x
Supplemental Topic, “Careers in Accounting”
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The accounting concepts, measurement
techniques, and standards of presentation
used in the preparation of financial state-
ments are called

An investigation of the accounting system
of a business to determine the fairness of
the firm’s financial statements is called an

The governmental agency which reviews
and approves the financial disclosure by
companies which offer their securities to
the public is the

Statements of Financial Accounting
Standards are authoritative expressions
of generally accepted accounting principles
issued by the

Two primary objectives of most business
concerns are (a) making a

and (b) remaining .

The steps taken to ensure the reliability of
the accounting information and to safe-
guard the assets of the firm against waste,
fraud, or inefficient use make up the
system of

The three common forms of business organ-
izations are (a)

) , and (c)

‘The heading of a balance sheet should

include (a) - ,
)] - )
and (c)

Since the claims of
priority over those of the

have

of a business, the owner’s equity is called a
claim.

The accounting equation states that

= + .
Land advertised for sale at $90,000 was
purchased for $80,000 cash by a develop-
ment company. For property tax purposes,
the property was assessed by the county at
$25,000. The development firm intended to
sell the property in parcels for a total of
$150,000. The land would appear on the
balance sheet of the development company

among the at a value of

$

14 On December 15, Shadow Mountain Golf

Course had a contractor install a $90,000
sprinkler system. Since no payment to the
contractor was required until the following
month, the transaction was not recorded in
December and was not reflected in any way
in the December 31 balance sheet. Indicate
for each of the following elements of the
balance sheet whether the amounts were
overstated, understated, or correct. Total
assets , total liabilities

’

owner’s equity

15 The owner’s equity in a business comes

from two sources: (a)

and (b)

16 A transaction which causes total liabilities

17 The concept of

to increase but which has no effect on
owner’s equity must cause total assetsto

requires providing with financial state-
ments any financial facts necessary for
proper interpretation of those financial
statements.

Multiple Choice

Choose the best answer for each of the following
questions and enter the identifying letter in the
space provided.

1 The field of accounting may best be

described as:

b

c

d

Preparation of income tax returns for indi-
viduals and businesses.

Recording of transactions in accounting
records.

Art of interpreting, measuring, and describ-
ing economic activity.

Issuance of an independent opinion as to the
fairness of a company’s financial statements.

2 The principal function of CPAs is:

Performing audits to lend assurance to people
outside a business entity that the financial
statements prepared by the company’s man-
agement are reliable and complete.

Providing managers with the accounting infor-
mation needed for the daily operation of the
business, as well as for long-range planning.



¢ Evaluating the system of internal control to
ensure that accounting reports are reliable
and that company policies are followed in all
areas of business operations.

d Performing audits of income tax returns to
determine that taxpayers are paying their fair
share of income taxes.

— 3 The accounting staff of a large

company such as IBM might perform all of the

following tasks except:

a Evaluate the system of internal control
throughout the business.

b Prepare financial statements.

¢ Issue an independent auditors’ report upon
the fairness of the company’s financial state-
ments.

d Develop financial forecasts.

— 4 The principal reason for the annual
audit of a business corporation by a firm of
certified public accountants (CPAs) is:

a To obtain an independent expert opinion on
the fairness and dependability of the finan-
cial statements prepared by the company and
distributed to stockholders, bankers, and
other outsiders.

b To detect fraud on the part of company
personnel.

¢ To assist the accounting department of the
company in handling the heavy year-end
work of preparing financial statements.

d To relieve management of the responsibility
for financial reporting to stockholders and
other outsiders.

—— 5 Generally accepted accounting

principles:

a Are the rules followed in preparing income
tax returns.

b Are the “ground rules” followed in preparing
financial statements.

¢ Apply to corporations, but not to businesses
organized as sole proprietorships or partner-
ships.

d Assure management that the entire business
operates according to plan.

—— 6 The Financial Accounting Stan-

dards Board (FASB):

a Issues authoritative expressions of generally
accepted accounting principles.

b Performs independent audits of the financial
statements of large companies.

¢ Audits the income tax returns and accounting
records of both individuals and corporations.

CHAPTER1 7

d Reviews the annual financial statements of
all corporations which offer securities for sale
to the public.

7 A strong system of internal control
provides assurance that:
a The entire business operates accordmg to
management’s plan.
b The business will have sufficient cash to pay
it debts as they come due.
€ The business will stay solvent.
d The business will operate profitably.

—__ 8 Which of the following best describes

the nature of an asset?

a Something with a ready market value.

b An economic resource, which will provide
some future benefits, owned by a business.

¢ Tangible property (something with physical
form) owned by a business.

d The amount of the owner’s investment in a
business.

—— 9 The owner’s equity in a business may

best be described as:

a An economic resource which is owned by a

business and is expected to benefit future

operations.

An obligation of the business entity.

¢ Profits that have been retained in the busi-
ness rather than being withdrawn by the
owners.

d Assets minus liabilities.

o

—— 10 In this chapter, several accounting
principles relating to the valuation of assets are
discussed. Which of the following is not one of
these principles?

@ The cost principle—assets generally are
recorded at cost rather than at estimated
market values.

b Objectivity—accountants prefer to use values
that can be objectively verified. .

¢ Going-concern assumption—accountants as-
sume that a business acquires assets such as
land, buildings, and equipment for use and
not for resale.

d The safety principle—assets are recorded in
the accounting records at the lower of cost or
insured value.

___ 11 Which of the following equations can-
not be derived from the basic accounting equa-
tion (Assets = Liabilities + Owner’s Equity)?

@ Assets — Liabilities = Owner’s Equity.

b Liabilities = Assets — Owner’s Equity.
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¢ Owner’s Equity = Liabilities — Assets.
d Assets — Owner’s Equity = Liabilities

12 Which of the following transactions

causes fotal assets to increase by $10,000?

a@ Purchasing an automobile for $10,000 cash.

b Purchasing $10,000 of office furniture on
account.

¢ Collecting a $10,000 account receivable.

d Paying a $10,000 liability.

13 Magic Forest Land Development
Company sold a parcel of land at a profit. This
will cause:

a A decrease in assets and liabilities.

b An increase in assets and owner’s equity.

€ An increase in assets and liabilities.

d A decrease in liabilities and owner’s equity.

— 14 Lake Arrowhead Boat Shop bought a

$700 electric hoist to lift engines out of boats.

The boat shop paid $200 in cash for the hoist

and signed a note to pay the balance in 60 days.

This transaction will cause:

a The boat shop’s assets to increase by $700
and liabilities to increase by $500.

b Assets to increase by $500 and owner’s equity
to decrease.

¢ No change in total assets, but a $500 increase
in liabilities and a similar decrease in owner’s
equity.

d No change in owner’s equity, but a $500
increase in both assets and liabilities.

15 Reliability of financial statements is

strengthened by:

a Audits performed by independent CPAs.

b The concept of adequate disclosure.

¢ The competence and integrity of the
" accountants involved in preparation of the

financial statements.
d All of the above.

»

Exercises

1 Listed below are eight technical accounting
terms emphasized in this chapter.

GAAP Objectivity principle
CPAs Owner’s equity
FASB Accounting equation
Solvent Business entity

Each of the following statements may (or may
not) describe one of these technical terms.
In the space provided below each statement,
indicate the accounting term described, or
answer “None” if the statement does not
correctly describe any of the terms.

An economie unit which enters into business
transactions.

Assets minus liabilities.

The organization that issues authoritative
statements as to proper methods for
reporting information in financial state-
ments.

Professional accountants who provide
accounting and auditing services to clients.

Able to pay debts as they come due.

Principle which permits listing assets such as
land, building, or equipment at prices at
which these items could be sold to an objec-
tive buyer.

The accounting standards and concepts used
in the preparation of financial statements.

In the space provided at the top of the next
page, prepare a balance sheet for the Titan
Company at December 31, 19__, from the
following alphabetical list of accounts:

Accounts payable...............cooooeeeeeeeoeesere
Accounts receivable
Automobiles ..................

Buildings ........................
Cash...oeoeeveececeecie,

Office equipment ..............cccceveuevcncececcrrern,
Ray Titan, capital ..........c..c.ccoevevrreveeeeeeeeerrann,




CHAPTER1 9

TITAN COMPANY
Balance Sheet
December 31, 19__

Assets

Liabllities & Owner’s Equity

Liabilities:

3 Use the following information to complete the
balance sheet of the Unitrex Company on
December 31, 19__,

a The company was organized on January 1,
19__, and has operated for the full year 19__.

b The land and building were purchased for a
total price of $350,000 on December 30, 19__.

The seller was asking $390,000 and the
appraisal by the insurance company was
$360,000.

¢ Cash and Accounts Receivable together
amount to three times as much as Accounts
Payable.

UNITREX COMPANY
Balance Sheet
December 31, 19___

Assets
Cash ............ Ceerseeenssserererereerraraaeseeeesiesearnrarnre $42,000
Accounts receivable ............ccceveeeceeeeeerenenenn. )
Land. ettt e e s enas 90,000
BUIlDING ....coviirtiiniicrcere e e
Office equipment.........ccovveeeverrreseeeeeenereeennns _56.000
Total ASSELS .vvvvereieiieceeeee e cneeeeee e $

Liabilities & Owner’s Equity

Liabilities
Notes payable ........cccoecrveinreevrccvinceenenens $
Accounts payable..........ceceeeeecerceeieeeeennen, -
Total Habilities ..c.oceerveeeeeeeeceirrierrsnee e $112,000

Owner’s equity:
P. Penner, capital.........ccocvvvvenninensuneennns
Total liabilities & owner's equity .................... $592,000
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4 The Billiard Den was organized by Robert
Neal on July 1 of the current year. In the
space below, indicate the effect of each of the
following transactions on the various balance
sheet items of the Billiard Den. Indicate the
new balance for every item after the July 3
transaction and each subsequent transaction.
The effects of the July 1 transaction are
already filled in to provide you with an

10

14

former owner $10,000 in cash and
issued a short-term note payable for
the balance of the purchase price.

Purchased 10 pool tables for $1,000
each, paying $6,000 cash and agreeing
to pay the balance due in 30 days.

Sold one pool table to a friend for
$1,000. The friend paid $500 cash to
the Billiard Den and promised to pay

example. the balance within 30 days.
July 1 Robert Neal began the business by 20 Paid $2,000 of the amount owed on the
' depositing $20,000 cash in a bank pool tables.
account in the name of the business. 24 Collected $200 from the friend who
3 Purchased an existing pool hall at a had bought the pool table.
price of $21,000 for the land and 30 Purchased one used pool table from
$30,000 for the building. Neal paid the another pool hall, paying $600 cash.
Owner'’s
Assets Liabilities Equity
= +
Accounts Pool Notes Accounts R. Neal,
Cash Receivable Land Building Tables Payable Payable Capital
July1 +$20.000 —+$20000
3
Balances
10
Balances
14
Balances
20
Balances
24
Balances
30

Balances




SOLUTIONS TO CHAPTER 1 SELF-TEST

True or False

1 T Economic decision makers include the

executives and managers of the business as
well as outsiders such as business owners,
bankers, creditors, potential investors, labor
unions, the government, etc. Information
about the financial position and operating
results of a business is vital in making deci-
sions about the future.

F Financial statements are the main source
of financial information to persons outside
the business organization; they are also of
great importance to management.

F Financial statements summarize infor-
mation contained in the hundreds or thou-
sands of pages comprising the detailed ac-
counting records of a business. A detailed list
of every business transaction would be too
cumbersome to be useful to decision makers.

F The transactions approach records only
completed transactions that cause an imme-
diate change in the financial position of the
business, and which can be measured ob-
jectively in monetary terms. Consequently,
many important events are not recorded in
the accounting records because they do not
meet this definition of a “transaction.”

F Although an audit performed by indepen-
dent CPAs enhances reliability of the finan-
cial statements, auditors do not guarantee
the accuracy of the financial statements, nor
do they indemnify investors against losses.

T Bookkeeping involves only the record-
making phase of accounting and tends to be
mechanical and repetitive. Accounting also
includes the design of efficient accounting
systems, performance of audits, development
of forecasts, income tax work, and the inter-
pretation of accounting information.

F Accounting is a constantly evolving body
of knowledge, and there are many problems
and conflicts for which deﬁmtwe answers are
yet to be developed.

T The FASB is one of four authoritative
groups influential in the improvement of
financial reporting and accounting practices
in the United States. The others are the
American Institute of CPAs, the Securities
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and Exchange Commission, and the Ameri-
can Accounting Association.

F A corporation is a legal entity separate
from its owners, unlike a sole proprietorship
or partnership. In a sole proprietorship or
partnership, the owner(s) are personally
liable for all debts incurred by the business.

F An asset is shown in a balance sheet at
its historical cost—the dollar amount origi-
nally paid by the business to acquire the
asset.

F As of the current time, the cost basis is
still the generally accepted method of show-
ing assets on the balance sheet in the United
States.

T Also, distribution of cash or other assets
by the business to the owners (such as pay-
ment of dividends) causes a decrease in
owner’s equity.

F There is no change in total assets; cash
was decreased by the amount paid out, but a
new asset, a building, was acquired.

F Payment of a liability causes a decrease
in cash (asset) and an equal decrease in
liabilities.

T A sole proprietorship is not required to
maintain a distinction between invested
capital and earned capital.

T The state laws which govern the incor-
poration of businesses require that the
owner’s equity of a corporation be separated
into categories of earned capital (retained
earnings) and invested capital (such as
capital stock).

T To be solvent is to have cash on hand
sufficient to pay debts as they fall due.

T Many of the assets of a profitable busi-
ness may consist of real estate or machinery
or accounts receivable from customers. If
cash is not available to pay debts promptly,
the business is insolvent.

T The term controller recognized manage-
ment’s use of accounting data to “control”
business operations.

F Financial forecasts are prepared by ac-
countants who are employed by the business;

*
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