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Preface

Schaum’s Outline of Financial Accounting presents all important financial
accounting topics in a clear, concise manner, thereby enabling students to significantly
enhance their understanding of this discipline. Primarily intended for students enrolled
in an introductory financial accounting course at the undergraduate or graduate level,
the book is also highly recommended for individuals in private study, those seeking
college credit by examination, and students requiring a review of the subject before
proceeding to more advanced accounting courses. Because the emphasis of the Outline
is on developing the student’s ability to solve problems, this book is useful for those
individuals who are preparing to take the CPA examination.

This Outline should prove invaluable to students of financial accounting for the
following reasons:

1. The presentation of financial accounting theory is straightforward, logical,
and intelligible, permitting students to comprehend the subject.

2. Examples are used to illustrate all important procedures and concepts.

3. Solved problems, with detailed step-by-step solutions, enable students to
succeed in the practical application of the concepts learned.

4. Review questions and answers are provided so that students can check their
comprehension of the material.

5. Typical examination questions and their solutions are given for each three
chapters covered so that students can measure their progress.

We wish to acknowledge our gratitude to several colleagues who provided valuable
suggestions for the book’s content, especially Professors Louis Geller, Marc Levine,
and Abraham Simon. Students who assisted in evaluating the clarity of problems were
Gary Gittler, Carl Guzman, Steven Honig, Marjorie Levine, Jerry Resnick, and
Matthew Rubin. Most of all we would like to thank our wives for their assistance with
the typing of the manuscript.

JOEL G. SIEGEL
JAE K. SHIM
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Chapter 1

Introduction to Financial Accounting

1.1 SCOPE AND PURPOSE OF ACCOUNTING

Financial accounting is the language of business. It is concerned with assisting individuals, businesses,
and nonprofit organizations in recording financial transactions (events which have occurred), in preparing
performance reports and reports that reflect the current financial position, and in assisting in the
decision-making processes of financial statement users. Thus, financial accounting may be defined as the
recording, classifying, summarizing, and reporting of transactions with the aim of showing the financial
health of an entity.

Financial information generated by the accounting process is used by many diverse parties. Business
owners use it primarily in evaluating the return they are receiving on their investment, while management’s
interest is in determining the financial strengths and weaknesses of the business so that performance may
be improved. Potential investors and their advisors are concerned with whether a firm represents a sound
avenue for investment, while creditors use financial information to determine a firm’s financial capacity to
meet its obligations when they become due. The Internal Revenue Service is interested in determining tax
revenues based on an entity’s profitability, while customers are concerned with a firm’s continuing ability
to supply their needs and employees need to evaluate the firm’s financial ability to meet wage demands.
Other users of financial information are attorneys, security exchanges, regulatory agencies, and trade
associations.

1.2 BRANCHES OF ACCOUNTING

The major branches of accounting are private, public, and governmental accounting.

Private accounting refers primarily to the private business sector, either sole proprietors, partnerships,
or corporations. Private accountants generally work for the controller’s (the chief accounting officer) office
and prepare budget reports and departmental performance reports, among others, that management uses
for evaluation and decision making.

Public accounting refers to work done by independent firms that audit the books of companies to
ensure that corporate financial data are properly stated. To work as a public accountant a license, called the
“Certified Public Accountant,” is required. The license is given to those who pass an examination and meet
specified minimum experience requirements.

Governmental accounting refers primarily to federal, state, and local governmental institutions,
although some nonprofit organizations, such as charitable organizations and hospitals, also fall in this
category.

1.3 PURPOSES OF A BUSINESS ENTITY

There are different types of business entities, such as a sole proprietorship, a partnership, and a
corporation. In the sole proprietorship there is only one owner. In the event the business fails, the owner is
personally hable for all debts incurred. A partnership has more than one owner. The partnership contract
spells out the rights of each partner in such matters as profit distribution and withdrawal of funds; personal
liability exists in partnerships. In a corporation, the equity interest belongs to investors who have purchased
shares of stock in the business. Only limited liability exists for stockholders if the corporation fails, in that
they will lose only what they have invested. No personal liability exists.

A business entity provides goods or services or both to customers in order to generate a profit (net
income) for its owners. Profit is the excess of revenue (resources received for the goods or services) over

l
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expenses (resources used to produce the goods or services). For a manufacturing or retail business revenue
consists of the sales price charged, while for a service business (e.g., an accountant) revenue is the fee
charged for services rendered. Expenses are incurred in order to obtain that revenue. Examples of expenses
are wages, rent, and telephone. The profit-generating activities of a business over a period of time are shown
in the income statement.

An entity must be financially sound in order to satisfy its debts at maturity. A measure of financial
health is the degree to which assets (economic resources) exceed liabilities (obligations due). A picture of a
company’s financial status at the end of an accounting period is shown in the balance sheet (statement of
financial position).

A business entity is also expected to have sufficient funds in order to carry out its business activities.
The flow of funds into and out of the entity is described in the statement of changes in financial position
(funds statement).

1.4 PRINCIPLES AND ASSUMPTIONS OF FINANCIAL ACCOUNTING

Financial accounting requirements are promulgated by the Financial Accounting Standards Board
(FASB), which is the principal rule-making body. The requirements are in the form of FASB Statements
and Interpretations. Also, the Securitics and Exchange Commission (SEC) issues Accounting Series
Releases, which dictate accounting requirements for companies required to file with the SEC because they
issue stock. The American Institute of Certified Public Accountants (AICPA) issues Statements on
Auditing Standards to be followed by independent CPAs who audit their clients’ accounting records.

In order for financial data generated to be useful in economic decision making financial accounting is
based on the following principles, assumptions, and definitions:

Relevance. Information provided by the accounting system must be pertinent to the financial status
and performance of the entity.

Understandability. To be useful, accounting data must be understandable to users. Proper means of
communication, including use of appropriate, standard terminology, must be employed.

Verifiability. Accounting data must be verifiable. A report is verifiable when two accountants arrive at
close answers when given the same financial data.

Objectivity. Accounting information provided should be neutral in the sense that data are not
manipulated to favor one party over another. It should satisfy the common needs of diverse users.

Matching. For any period in which revenue is recognized, cxpenses incurred in obtaining that revenue
should also be recognized. An example is the sales price of merchandise being matched with its cost.

Timeliness. For information generated by the accounting system to be useful for decision making, it
must be received shortly after the entity’s accounting period.

Consistency. This principle refers to the use of the same accounting method from reporting period to
reporting period so that proper evaluation can be made of an entity’s progress over time.

Comparability. Financial reports must be in a form that permits comparison of one company with
other companies in the industry. Comparability is facilitated when companies use similar accounting
methods, terminology, and financial statement format.

Disclosure. All data which would influence the assessment of the company’s health by outsiders should
be disclosed in the financial statements.

Conservatism. It is better to understate rather than overstate a company’s financial position in order to
reduce the possibility of outsiders being hurt by viewing the company as being better than it really is. Thus,
it is better to understate assets than overstate them.

Entity. This is an accounting unit that is separate and apart from the owner or owners.

Continuity (going concern). The business is assumed to continue in operation indefinitely.

Stable dollar. 1t is assumed that prices remain constant over time. Thus, historical cost (the price
originally paid for an item) is used to value assets. Rapid inflation in recent years makes this once generally
accepted assumption dubious, however. Many now advocate the use of current values to record assets.

Accounting period. This concept refers to the time span over which accounting data are recorded and
reported in the financial statements. Although any time period may be used to assemble data, quarterly
(interim) and annual financial statements are the ones most commonly prepared for external parties.
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1.5 THE ACCOUNTING EQUATION

An entity’s financial position is reflected by the relationship between its assets and its liabilities and
capital.

Assets are resources which are owned by the business and which can be expressed in monetary terms.
Assets which will be converted into cash within one year are classified as current. Examples are cash,
receivables (amounts owed to the business by customers), and inventory. Assets having a life exceeding one
year are classified as noncurrent. Examples are land, buildings, and machinery.

Liabilities are obligations in the form of money to be paid or services to be rendered by the business to
outside parties. Liabilities payable within one year are classified as current, such as accounts payable
(amounts owed to creditors and suppliers), notes payable (maturity of one year or less), and taxes payable.
Obligations payable in a period longer than one year, for example, bonds payable, are termed noncurrent.

Capital is the equity interest of the owner in the business which constitutes the difference between
assets and liabilities. In a sole proprietorship, there is only one capital account since there is only one owner.
In a partnership, a capital account exists for each owner. In a corporation, capital represents the
stockholders’ equity, which equals the capital stock issued plus the accumulated earnings of the business
(called retained earnings). There are two types of capital stock—common stock and preferred stock.
Common stock entitles its owners to voting rights, while preferred stock does not. Preferred stock entitles its
owners to priority in the receipt of dividends and in repayment of capital in the event of corporate
dissolution.

The accounting equation reflects these elements by expressing the equality of assets to creditors’
claims and owners’ equity as follows:

Assets = Liabilities + Capital

The equation in effect says that a company’s assets are subject to the rights of debt holders and owners.

The accounting equation is the basis for double entry accounting, which means that each transaction
has a dual effect. A transaction affects either both sides of the equation by the same amount or one side of
the equation only, by both increasing and decreasing it by identical amounts and thus netting to zero.

EXAMPLE 1 If a business has assets of $500,000, obligations of $300,000, and owners’ equity of $200,000, the
accounting equation is

I

ASSETS LIABILITIES + CAPITAL
$500,000 = $300,000 +  $200,000

If at the end of the reporting period, the business derived net income of $50,000, the accounting equation
becomes

ASSETS = LIABILITIES + CAPITAL
$550,000 = $300.000 +  $250,000

If $10,000 was then used to pay creditors, the accounting equation becomes

ASSETS = LIABILITIES + CAPITAL
$540,000 = $290,000 +  $250,000
In the next example, we will illustrate how the transactions of a business are recorded and what effect

they have on the accounting equation.

EXAMPLE 2  Mark Jones, an accountant, experienced the following events in the month of September 19X X:

Started his accounting practice with a cash investment of $10,000 and office equipment worth $5,000

Purchased office supplies of $800 by paying cash

Paid $400 in salary to his staff

1
2
3. Bought a typewriter for $500 on account from IBM
4
5. Received an electric bill for $300
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6. Earned professional fees of $20,000, of which $12,000 was received in cash and $8,000 was owed by clients
7. Paid $300 to IBM
8. Withdrew $100 from the business for personal use
9. Received $1,000 from one of the clients who owed him money
10.  Worth of office supplies on hand at month’s end, $600

The transactions will now be analyzed.
Transaction I. Jones started his practice by investing $10,000 in cash and $5,000 in office equipment.

The assets Cash and Office Equipment are increased, and the capital is also increased for the total investment of
the owner.

ASSETS (A) = LIABILITIES (L) + CAPITAL(C)
Office M. Jones,
Cash Equipment (OE) Capital (C)
$10,000 $5,000 $15,000

Transaction 2. Acquired office supplies for cash, $800.
The asset Office Supplies goes up by $800 with a corresponding reduction in the asset Cash. This is an example of
one asset being used to acquire another one.

A = L + (o}
Office
Cash OE Supplies (OS)
$10,000 $5,000 $15,000
—800 $800
$ 9,200 $5,000 $800 $15,000

Transaction 3. Purchased a typewriter on account, $500.
An asset, Office Equipment, is being acquired on credit, thereby creating a liability for future payment called
Accounts Payable. Accounts payable is defined as the amount owed to suppliers.

A = L + C
Cash OE oS Accounts Payable (AP)
$9,200 $5,000 $800 $15,000
+ 500 $500
$9,200 $5,500 $800 $500 $15,000

Transaction 4. Paid salary, $400.
Cash and capital are both being reduced because of the wage expense. Capital is reduced because expenses of the
business decrease the equity of the owner.

A == L + C
Cash OE oS AP
$9,200 $5,500 $800 $500 $15,000
—400 —400
$8,800 $5,500 $800 $500 $14,600

Transaction 5. Received an electric bill for $300 (not paid).
Liabilities are increased by $300 since the business owes the utility money for electricity supplied. Capital is
reduced for the expense.

A = L = C
Cash OE oS AP
$8,800 $5,500 $800 $ 500 $14,600
+ 300 -300

$8,800 $5,500 $800 § 800 $14,300
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Transaction 6. Earned fees of $20,000, of which $12,000 was received in cash and $8,000 was owed by clients.

Cash goes up by $12,000 and the account Accounts Receivable (amounts owed to the business from customers) is
created. Professional fees earned is revenue to the business and hence increases the owner’s equity. Thus, capital is
increased by $20,000.

A = L + C
Accounts
Cash OE OS  Receivable (AR) AP
$ 8,800 $5,500 $800 $800 $ 14,300
+12,000 $8,000 +20,000
$ 20,800 $5,500 $800 $8,000 $800 $ 34,300

Transaction 7. Paid $300 to IBM (in partial payment of the amount owed to them).
The payment lowers the asset Cash and reduces the liability Accounts Payable.

A = L + C
Cash  OE OS AR AP
$20,800 $5,500 $800 $8,000 $ 800 $34,300
-300 —300
$20,500 $5,500 $800 $8,000 $ 500 $34,300

Transaction 8. Withdrew $100 for personal use.
Cash is reduced and so is capital. The personal withdrawal is, in effect, a disinvestment in the business and hence
reduces capital. It is not an expense in running the business.

A = L + C
Cash OE OS AR AP
$20,500 $5,500 $800 $8,000 $500 $34,300
~ 100 - 100
$20,400 $5,500 $800 $8,000 $500 $34,200

Transaction 9. Received $1,000 from one of the clients who owed him money.

This increases Cash and reduces Accounts Receivable since the client now owes the business less money. One asset
is being substituted for another one.

A = L + (o]
Cash ~ OE 0S AR AP
$20,400 $5,500 $800 $ 8,000 $500 $34,200
+1,000 —1,000
$21,400 $5,500 $800 $ 7,000 $500 $34,200

Transaction 10. Worth (determined by an inventory count) of office supplies on hand at month’s end, $600.

Since the worth of office supplies originally acquired was $800 and $600 is left on hand, the business used $200 in
supplies. This reduces the asset Office Supplies and correspondingly reduces capital. The supplies used up represent
office supplies expense.

A = L + C
Cash ~ OE  OS AR AP
$21,400 35,500 $§ 800 $7,000 $500 $34,200
—~200 —200

$21,400 $5,500 $ 600 $7,000 $500 $34,000
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Summary of Transactions
September 19XX

A = L + Cc
Cash OE oS AR AP
1. $10,000 $5,000 $15,000
2. —800 $800
$ 9,200 $5,000 $800 $15,000
3. +500 § 500
$ 9,200 $5,500 3800 $ 500 $15,000
4. —400 —400 Wage Expense
$ 8,800 $5,500 3800 $ 500 $14,600
5. +300 —300 Utilities Expense
$ 8,800 §$5,500 $800 $ 800 $14,300
6. +12,000 $8,000 +20,000 Professional Fee Revenue
$20,800 $5,500 $800 $8,000 § 800 $34,300
7. —300 —300
$20,500 $5,500 $800 $8,000 $ 500 $34,300
8. — 100 —100 Drawing
$20,400 $5,500 $800 $8,000 $ 500 $34,200
9. _+1,000 —1,000
$21,400  $5,500 $800 $7,000 $ 500 $34,200
10. —200 —200 Office Supplies Expense
$21,400 $5,500 $600 $7,000 $§ 500 $34,000

By looking at the capital column, we can determine the firm’s net income, which is equal to revenue less
expenses.

EXAMPLE 3

Income Statement

Professional Fee Revenue $20,000
Less: Expenses
Wage Expense $400
Utilities Expense 300
Oftice Supplies Expense 200
Total Expenses 900
Net Income $19,100

Note: As mentioned earlier, the Drawing account is not an expense, but rather a withdrawal of money for personal
use by the owner and therefore a disinvestment in the business.

Summary

(1) — accounting refers to working for an independent firm that audits the books of
companies.

(2) Economic resources owned by a business are referred to as

(3) — areobligations of a business to others.
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(4)
(5)
(6)
(7
(8)
)

(10)
(11)
(12)
(13)
(14)
(15)
(16)
(17)
(18)

According to the accounting equation, assets equal liabilities plus

Resources received for goods or services are referred to as

Resources used up in producing goods or services are called

If revenue exceeds expenses, the difference is called

Rent is an example of

Using the same accounting method over a period of years is referred to as the
principle.

Understating assets rather than overstating them is an example of the principle.
The purchase of an auto on account increases and

The payment of telephone expense reduces and

Receiving cash for professional fees rendered increases and

Paying a creditor reduces and

Assets which will be converted into cash within one year are classified as

The principal rule-making body in financial accounting is the

The accumulated earnings of a corporation are called

The two types of stock that a corporation can issue are and

Answers: (1) public; (2) assets; (3) liabilities; (4) capital; (5) revenue; (6) expenses; (7) net income (or

1.1

profit); (8) an expense; (9) consistency; (10) conservatism; (l11) assets, liabilities; (12) assets,
capital; (13) assets, capital; (14) liabilities, assets; (15) current; (16) Financial Accounting Stan-
dards Board (FASB); (17) retained earnings; (18) common stock and preferred stock.

Solved Problems

For each of the items listed below, place the symbol in the space provided to indicate the major
category of the item in the accounting equation. Symbols: Asset, A; Liability, L; Capital, C.

Answers
Example: Cash A
(a) Taxes Payable
(b) Smith, Capital
(¢) Land
(d) Accounts Receivable
(e) Supplies



1.2

1.3

1.4
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(f) Bonds Payable

(g) Merchandise Inventory
(h) Accounts Payable

(i) Smith, Withdrawal

(j) Salaries

(k) Professional Fees

SOLUTION
(@ L; (B)C; (o)A; (d)A; (e)A; ()L, (@A, (W)L (DG (HC (kC

Answer in the space provided whether each of the following represents a recordable transaction.

Yes or No
(a) Collected cash for services
(b) Paid salaries
(c) Paid off a note plus interest
(d) Hired an employee who will start next month
(e) Used up part of supplies
(f) Purchased delivery truck, payment to be made next year
(g) Withdrawal of cash by owner for personal use
(h) Agreed to supply a company with a product for the next few years
SOLUTION
(a) Yes; (b) Yes; (c) Yes; (d) No; (e) Yes; (f) Yes; (g) Yes; (h) No
Show the effect (increase = +; decrease = —; no effect = 0) on assets of the following
transactions.

+,—50

(a) Owner withdraws cash.
(b) Business purchases land on credit. N
(¢) Thereis a cash sale.
(d) Business purchases delivery truck for cash.
(e) Business pays for telephone bill.
(f) Business pays off a note to the bank.
(g) Business sells merchandise on account.
(h) Business enters into an agreement with the bank for a future loan.
SOLUTION
(a)y —; (b) +: (¢) +; (d) +, — [One asset (cash) is exchanged for another (equipment); see also
Transaction 2 of Example 2]; (e) —; (f) —; (g) +, — [Accounts receivable is increased, while

merchandise is decreased; unless the merchandise was sold at or below cost, the total effect of this transaction
would be to increase assets (and capital) by the excess of sales price over the cost of the merchandise]; (4) 0.

Supply the missing amount for each of the following cases:

ASSETS LIABILITIES CAPITAL
(a) $ 4,000 $ 2,500 $
(b) 12,800 5,700
(c) 2,800 3,900
(d) 5,560 2,820

(¢) 57,000 28,000
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1.5

1.6

SOLUTION

Calculations are based on the accounting equation:
Assets = Liabilities + Capital

(@) $1,500 (84,000 — $2,500)
(b) $7,100 (312,800 — $5,700)
(c) $6,700 ($2.800 + $3,900)
(d) $2,740 ($5,560 — $2,820)
(e) $29,000 ($57,000 — $28,000)

Compute the missing amount for each of the following cases:

A B C

Accounts Payable $ $ 5000 | $ 2,000
Accounts Receivable 15,500 30,000 13,000
Office Supplies 2,700 5,000 2,500
Cash 5,970 5,500 8,000
Capital 49,000 57,500

Office Equipment 30,000 12,000
Land 14,000 2,500 10,000

SOLUTION

We can list the entries in the accounting equation according to category as follows:

ASSETS = LIABILITIES + CAPITAL
Cash + Accounts Receivable + Office Supplies
+ Office Equipment + Land = Accounts Payable +  Capital

By inserting the amounts for each entry, we can solve for the missing element.
Case A

$5,970 + $15,500 + $2,700 + $30,000 + $14,000 = Accounts Payable + $49,000
$68,170 = Accounts Payable + $49,000
Accounts Payable = $19,170

Case B

$5,500 + $30,000 + $5,000 + Office Equipment + $2,500 = $5,000 + $57,500
$43,000 + Office Equipment = $62,500
Office Equipment = $19,500

Case C

$8,000 + $13,000 + $2,500 + $12,000 + $10,000 = $2,000 + Capital
$45,500 = $2,000 + Capital
Capital = $43,500

Transactions completed by Brian Koppelman, CPA, appear below. In the following table, indicate
the effects of the transactions on each part of the accounting equation by writing +, —, or 0 to
denote increase, decrease, or no effect, respectively.



