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Preface

For Whom Is This Book?

This book is designed for the person who has had little or no formal
training or experience in accounting, or who had only a course or two
some time ago and has forgotten most of it, and whose current or
possible future occupation calls for a breadth of understanding of the
internal or financial affairs of a business enterprise. This definition
would appear to fit the person who now carries executive responsibili-
ties or who believes that an opportunity for promotion to executive
levels would be enhanced by some familiarity with the inner workings
and concepts of accounting. Another class of people who are prospec-
tive users of this book are members of the legal profession who have had
scant training in accounting but who undertake to prepare tax returns
or, particularly, become involved in litigation which is concerned with
such matters as business profit determinations, rates of return, taxes,
and financial damages. To those groups we must add several others:
financial analysts, stockbrokers, engineers, and, in fact, all who do some
investing and want a better understanding of financial statements.

What Does It Offer?

The big problems in gaining an understanding of accounting are, first,
getting over the threshold with minimum pain; second, choosing, with
a certain amount of discrimination and sophistication, specific areas of
the field for study; and, third, examining those areas enough not only
to feel at home with them but, more importantly, to develop an ability



xiv Preface

to discuss them and other areas with accountants, financial personnel,
and lawyers.

In seeking to surmount the threshold, this book starts with the known
and proceeds, at a modest pace, into the unknown. The first four chap-
ters are intended to parade the vocabulary and principal accounting
reports and to develop a minimum understanding of the debit-credit
structure—or, we may call it, “the accounting method.” Then the re-
maining sixteen chapters apply accounting method to the analysis of
certain prominent areas of accounting in the belief that one need not
suffer through the whole accounting spectrum to achieve only an un-
derstanding rather than a pick-and-shovel knowledge of accounting.
The third goal comes from achieving the first two. If you “know” some
accounting and have exercised your mind a bit in tussling with some of
its favorite problems, you should then be capable of (1) understanding
the meaning and significance of the data that come across your path,
(2) recognizing your own needs for accounting data as related to the
evaluations and decisions you are called upon to make, and (3) formulat-
ing quite explicitly your requests to the accounting staff for special
reports or accounting schedules. This book is definitely not designed to
teach you how to be a bookkeeper or to become a CPA, and it does not
undertake to present the ever-evolving views, rules, and regulations of
the Securities and Exchange Commission, the Financial Accounting
Standards Board, Committees of the American Institute of Certified
Public Accountants, or other accounting authorities. However, it should
help you very much to understand and communicate with accountants
and financial personnel—in short, to be a better manager or executive.
It should also help you in your investment decisions.

How Should You Read It?

For a person to become a qualified professional accountant requires
depth of study and accounting experience. This book is fairly short; in
fact, a fast reader probably could “read” the entire thing in a day or less.
Don’t! A good deal of the book is devoted to topics that the best account-
ants in the world find troublesome in spite of their years of exposure to
accounting. So please be fair with this book; it is intended for study
rather than bedtime reading. Some chapters are quite short, and you
might do a whole chapter in a single sitting; some chapters are quite
long, and you certainly should divide them into two or more reading
periods. As a rule of thumb, be satisfied to read no more than about
eight to ten pages at one time. Study the illustrative examples very
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carefully, and, by all means, do the short tests that appear at the end
of most chapters.

Certain chapters, especially Chapters 16 through 18, are somewhat
specialized and can be read in any order, or skipped entirely if you wish,
but you should be sure to include Chapter 19 in your itinerary. When
you have finished this book, if you feel interested in pursuing account-
ing further, you should find little difficulty in reading any of the widely
used textbooks leading into advanced accounting, and you should enjoy
reading some of the accounting and finance periodicals such as The
Journal of Accountancy, The Financial Executive, and The Wall Street
Journal, Barrons, Forbes, and Money.

This is my opportunity to express appreciation to Distinguished Pro-
fessor Donald H. Skadden, who wrote the chapter on federal income
tax concepts. It provides an excellent summary of virtually the whole
field of income taxes, and it deserves careful study. It deals with the
more important concepts that underlie income taxation—without get-
ting bogged down with rates and section numbers. It really constitutes
a minicourse on the subject.

Also I wish to express my special thanks to William A. Sabin and M,
Joseph Dooher, who were most helpful and instrumental in bringing
about the publication of this book by the McGraw-Hill Book Company.
At the same time it shouid be recognized that the author, and not
McGraw-Hill Book Company, is fully responsible for all opinions ex-
pressed in the book.

Robert L. Dixon
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1

The
Balance
Sheet

What Is a Balance Sheet?

Imagine, first, that you have made a list of everything valuable that you
own, and also the estimated dollar value of each thing, and have then
added the dollar values to find their total. Second, you have made a list
of the people, stores, etc., to whom you presently owe money, and also
the amount owing to each party, and have determined the total of those
amounts. Third, you have subtracted the smaller of the two totals from
the larger to determine the dollar difference between the two lists. You
now have all of the ingredients for a balance sheet.

Your first list can be labeled “assets”; your second list can be labeled
“liabilities”; and the dollar difference can be termed your “net worth.”
If you arrange all that information in more or less orderly fashion, you
will have a balance sheet. In the style customarily used by accountants,
your balance sheet might appear as in Figure 1.

The Balance Sheet—What Good Is It?

A balance sheet is what accountants call a financial statement. Many
accountants will assert that it is the most important of the various kinds
of “statements” that they prepare. However, there’s much uncertainty
as to just how one arrives at the dollar figures that are assigned to the
various assets. This could mean that not only are the individual asset
valuations unacceptable to certain users of the statements but so also is
the amount that we labeled “net worth” (since it was found by subtract-
ing the liability total from the asset total as listed).
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Figure 1
MY NAME
Balance Sheet (date)
Assets Liabilities

Cash $ 10,000 Owed to stores $ 1,200
Stocks and bonds 50,000 Owed to bank 60,000
Clothing 2,500 Total liabilities $ 61,200
Furniture 28,000
House 160,000 Net worth 244,300
Land 40,000
Miscellaneous 15,000

$305,500 $305,500

In spite of disagreement on the matter of the dollar valuations (e.g.,
is our house worth $160,000 exactly or approximately?) the balance
sheet is considered to be a statement of the “financial position” of the
enterprise (or of the person or any other “entity” depicted) on the date
noted in the heading of the statement. It goes without saying that the
dollar measures that are assigned to the various assets must all be “as
of”’ the same date; otherwise, we would have a mishmash and the total
would have no meaning.

The balance sheet does not show how the subject—let’s call it the
“entity”—reached its displayed position. It also fails to show where the
entity is heading (though a series of balance sheets on successive dates
can be of help in that connection). Let’s pursue this line of inquiry a bit
more.

Does the Balance Sheet Really
Show Financial Position?

Your own financial position is made up of the valuable possessions, or
resources, owned by you, offset by your debts. As stated earlier, the
difference between the dollar measure of your resources and the dollar
measure of your debts is what is commonly called your net worth. If we
apply the same formula to the company with which you are associated,
we might, for example, find that the company’s balance sheet shows
assets totaling $1,000,000 and offsetting debts of $400,000, so that its net
worth is $600,000. Accountants, particularly the teacher crowd, are so
impressed by the algebra of this situation that they often refer to “the”
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accounting equation as: Assets minus liabilities equals net worth, or A
— L = NW.

The balance sheet, basically, consists of a reporting of the dollar
amount of assets on the left-hand side and all the existing debts on the
right-hand side; the two sides are then made equal by filling in enough
on the right-hand side to make them equal! The amount of the filler is
the net worth. So if we want to flaunt our mathematical ability a bit, we
may point out that, as mentioned above, A — L = NW. This can just
as well be written as A = L. + NW, which is a kind of arithmetic model
of the standard balance sheet in which the assets, on the left, equal the
sum of the liabilities and net worth, on the right.

So far it would appear that financial position means nothing more
than a pair of totals (assets and liabilities) offset to show their difference
(net worth). As a matter of fact, this arithmetic pattern constitutes only
a minor aspect of any analysis of a company’s financial position. The
asset total has some meaning; the liability total has some meaning; and
the net worth has some (very limited) meaning; but these are gross
concepts, to say the least. Any analysis of a company’s financial position
will surely take into account, and with considerably greater interest, the
relationships (ratios) that exist between some of the more detailed items
within the asset, the liability, and the net worth categories. Financial
position, in other words, is not to be construed as a mere difference
between the asset and the liability totals. We’ll look at that again later.

Does the Balance Sheet Actually
Show What You Think It Does?

We have just been commenting, with an apparent degree of confi-
dence, on the service of the balance sheet in revealing a company’s
financial position. Before we become overly enthusiastic, let’s slow
down a bit and test our premises.

If the balance sheet does, in truth, show the current value of all the
assets owned by a company and if it also shows all the company’s debts,
it would apparently qualify as an accurate statement of financial posi-
tion—if the asset amount is correct and the liability amount is correct,
then their difference, the net worth, must be correct. But now we come
to the real hooker. The asset total (as well as many of the details which
go to make it up) is virtually never equal to the current value of all the
assets. If that isn’t enough to discourage you, let us add that the real
worth of a company depends on a great deal more than its list of assets
and list of liabilities. You could probably imagine, in this age of leasing



