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Chapter 1 Accounting: the Language
of Business

The accounting is a process of identifying, recording, summarizing and reporting
economic information to decision makers. Financial accounting focuses on the specific
needs of decision makers external to the organization such stockholders, suppliers,
banks, and government agencies. Our philosophy about financial accounting goes
beyond rules and procedures. To use your financial accounting training effectively you
must also understand the underlying business transactions that give rise to the economic
information and why the information is helpful in making the financial decisions.

We hope that you want to know how businesses work. Our goal is to help you
understand business transactions-to know how they create accounting information and
how decision makers both inside the company ( managers) and outside the company
(investors-use this information in deciding how, when, and what to buy or sell. In the
process you get to know some of the world’s premier companies. You may wonder about
what it costs to develop a theme park such as Disney World. Are these parks worth that
kind of huge investment? How many people visit these Disney destinations each year?
Can Disney keep track of them all, and are there enough visitors to make the parks
profitable? If investors consider purchasing Disney stock, what do they need to know to
decide that the current price is a good one? We cannot answer every such question you
might ask, but we explore some exciting aspects of business and use business examples

to illustrate the uses of accounting information.

1.1 The nature of accounting

Accounting organizes and summarizes economic information so that decision makers
can use it. The information is presented in reports called financial statements. To prepare
these statements, accountants analyze, record, quantify, accumulate, summarize,

classify, report, and interpret economic events and their financial effects on the
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organization.

The series of steps involved in initially recording information and converting it into
financial statements is called the accounting system. Accountants analyze the information
needed by managers and other decision makers and create the accounting system that
best meets those needs. Bookkeepers and computers then perform the routine tasks of
collecting and compiling economic information. The real value of any accounting system

lies in the information it provides.
1.1.1 Accounting as an aid to decision making

Accounting information is useful to anyone who must make decisions that have
economic consequences. Such decision makers include managers, owners, investors,
and politicians.

Accounting helps decision making by showing where and when spent and commitments
have been made, by evaluating performance the financial implications of choosing one
plan instead of another. Accounting also helps predict the future effects of decisions,

and it helps direct attention to imperfections, and inefficiencies, as well as opportunities.
1.1.2 Financial and management accounting

“Financial accounting” is often distinguished from “management accounting” . The
major distinction between them is their use by two different classes of decision. The
fields of financial accounting serves external decision makers, such as stockholders and
government agencies. Management accounting serves internal decision makers, such as
top executives, department heads, college deans, hospital administrators, and people
at other management levels within an organization. The two fields of accounting share
many of the same procedures for analyzing and recording the effect of individual
transactions.

The primary questions concerning a firm’s financial success that decision makers
want answered are;

What is the financial picture of the organization on a given day?

How well did it do during a given period?

The accountant answers these questions with three major financial statements:
balance sheet, income statement, and statement of cash flows. The balance sheet

focuses on the financial picture as of a given day. The other financial statements focus on
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the performance over time.

The most common source of financial information used by investors and managers is
the annual report. The annual report is a document prepared by management and
distributed to current and potential investors to inform them about the company’s past

performance and future prospects.

1.2 The balance sheet

One of the major financial statements prepared by the accounting system is the
balance sheet, which shows the financial status of a company at a particular instant in
time. The balance sheet has two counterbalancing sections. The left side lists assets,
which represent the firm ( everything the firm owns and controls-from cash to
buildings. etc. ). The right side lists liabilities and owners’ equity might be thought of as
claims against the resources.

Because the balance sheet shows the financial status; always dated. Also, the left
and right sides are always kept in balance. The elements in the balance sheet form the
balance sheet equation :

Assets = Liabilities + Owners

Assets are economic resources that are expected to help generate future cash
inflows or reduce or prevent future cash outflows. Examples are cash, inventories, and
equipment.

Liabilities are economic obligations of the organization to outsiders, or claims
against its assets by outsiders. Examples are a debt to a bank or notes payable.

Owners’ equity is the residual interest in or remaining claims against, the
organization’s assets after deducting liabilities. When the business is first started, the
owners’ equity is measured by the total amount invested by the owners. The residual, or
“leftover,” nature of owners’ equity is often emphasized by re-expressing the balance
sheet equation as follows:

Owners’ equity = Assets — Liabilities
1.3 Balance sheet transactions

Balance sheets are affected by every transaction that a company or an entity,

has. An entity is an organization or a section of an organization that stands apart from
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other organizations and individuals as a separate economic unit. A transaction is any
event that both affects the financial position of an entity and can be reliably recorded in
money terms. Each transaction has counterbalancing entries on the balance sheet so that
the total assets always equal the total liabilities and owners’ equity.

Let us take a look at some transactions of Biwheels Company to see how typical
transactions affect the balance sheet.

Transaction 1, Initial Investment. The first Biwheels transaciion was the investment
by the owner on December 31, 20 x 1. Smith deposited $400, 000 in a business bank

account entitled Biwheels Company. The accounting equation is affected as follows:

Assets = Liabilities + Owners’ equity
Cash Smith, Capital
(1) +400,000 +40, 000

This transaction increases both the assets, specifically cash, and the owners’
equity of the business.
Transaction 2, Loan from Bank. On January 2, 20 x 2, Biwheels Company

borrows from a bank, signing a promissory note for $100, 000.

Assets = Liabilities + Owners’ equity
Cash Note Payable Smith, Capital
(1) +400,000 +40, 000
(2) +100,000 +100,000
Bal. 500, 000 500, 000

Transaction 3, Acquire Inventory for Cash. On January 2, 20 x 2, Biwheels

acquires bicycles from a manufacturer for $150, 000 cash.

Assets = Liabilities + Owners’ equity
Cash inventory Note Payable Smith, Capital
(1) +400,000 +40, 000
(2) +100,000 +100, 000
(3) -150,000 +150,000
Bal. 500, 000 500, 000

1.3.1 Transaction analysis

Accountants record transactions in an organization’s accounts. An account is a
summary record of the changes in a particular asset, liability, or owners’ equity, and

the account balance is the total of all entries to the account to date. The analysis of
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transactions is the heart of accounting. For each transaction, the accountant determines
(1) which specific accounts are affected. (2) whether the account balances are
increased or decreased, and (3) the amount of the change in each account balance.
Please analyze the following transactions.

1. January 3. Biwheels buys bicycles for $ 10,000 from a manufacturer. The
manufacturer requires $4, 000 by January 10 and the balance in 30 days.

2. January 4. Biwheels acquires assorted store equipment for a total of $15, 000. A
cash down payment of $4,000 is made. The remaining balance must be paid in 60
days.

3. January 5. Biwheels sells a store showcase to a business neighbor after Smith
decides he dislikes it. Its selling price, $1,000, happens to be exactly equal to its
cost. The neighbor agrees to pay within 30 days.

4. January 6. Biwheels returns some inventory ( which had been acquired on
January 3 for $800) to the manufacturer for full credit (an $800 reduction of the
amount that Biwheels owes the manufacturer).

5. January 10. Biwheels pays $4,000 to the manufacturer described in transaction 4.
1. 3.2 Introduction to statement of cash flows

While the balance sheet provides very important information about the company’s
status at a point in time. It is also important to know what happens over time. One way to
do this is to trace the flow of cash during the period. Companies do three basic things:
they invest in assets to conduct business. They raise money to finance these assets, and
they use the assets and the money They raise to operate their business. These activities
lead naturally to a system for classifying each cash flow as an operating, investing, or
financing activity. Companies then prepare a cash now statement to report this
information.

The creation of the statement of cash flows is simple. First, list the activities that
increased cash (i.e., cash inflows) and those that decreased cash (i. e cash outflows).
Second, place each cash inflow and outflow into one of the three categories according to
the type of activity that caused it: operating activities, investing activities, or
financing activities.

Operating activities include the sale and the purchase or production of goods and
services, including collecting payments from customers, paying suppliers or employees,

and paying for items such as rent, taxes, and interest. Investing activities include
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acquiring and selling assets and securities held for long-term investment
purposes. Financing activities include obtaining resources from owners and creditors and

repaying amounts borrowed.

1.4 Types of ownership

Although there are countless different types of companies, there are only three
basic forms of ownership structures for business entities: sole proprietorships,

partnerships, and corporations.
1.4.1 Sole Proprietorships

A sole proprietorship is a separate organization with a single owner. Most often the
owner is also the manager. Therefore, sole proprietorships tend to be small retail
establishments and individual professional businesses such as those of dentists,
physicians, and attorneys. From an accounting viewpoint, each sole proprietorship is a
separate entity that is distinct from the proprietor. Thus, the cash in the dentist’s

business account is an asset of the dental practice. whereas the cash in the dentist’s

personal account is not.
1.4.2 Partnerships

A partnership is an organization that joins two or more individuals who act as co-
owners. Many retail establishments are partnerships, and dentists, physicians,
attorneys, and accountants often conduct their activities as partnerships. Partnerships
can be gigantic. The largest international accounting firms have thousands of
partners. Again, from an accounting viewpoint, each partnership is an individual entity

that is separate from the personal activities of each partner.
1.4.3 Corporations

Corporations are business organizations created under state law in the United
States. The most notable characteristic of a corporation is limited liability of the owners,
which means that corporate creditors ( such as banks or suppliers) ordinarily have
claims against the corporate assets only. Individuals form a corporation by applying to
the state for approval of the company’s articles of incorporation, which include

information on shares of ownership. Most large corporations are publicly owned in that



% Chapter1l A ting: the I

| ¥

ge of Business 7 <«

shares in the ownership are sold to the public. The owners of the corporation are then
identified as shareholders (or stockholders) . Large publicly owned corporations often
have thousands of shareholders. Some corporations are privately owned by families,
small groups of shareholders, or a single individual, with shares of ownership not

publicly sold.
1.4.4 Advantages and disadvantages of the corporation

The corporate form of organization has many advantages. Limited liability is
foremost. If a corporation drifts into financial trouble, its creditors cannot look for
repayment beyond the corporation itself. In other words, the owners’ personal assets are
not subject to the creditors’ grasp. In contrast, the owners of proprietorships and
partnerships typically have unlimited liability, which means that business creditors can
look to the owners’ personal assets for repayment.

Another advantage of the corporation is easy transfer of ownership. In selling shares
in its ownership, the corporation usually issues capital stock certificates ( often called
simply stock certificates) as formal evidence of ownership. These shares may be sold
and resold among present and potential owners.

In contrast to proprietorships and partnerships, corporations have the advantage of
ease in raising ownership capital from hundreds or thousands of potential stockholders.

The corporation also has the advantage of continuity of existence. The life of a
corporation is indefinite in the sense that it continues even if its ownership changes. In
contrast, proprietorships and partnerships officially terminate on the death or complete
withdrawal of an owner.

The effects of the form of ownership on income taxes may vary significantly. For
example, a corporation is taxed as a separate entity (as a corporation). However, no
income taxes are levied on a proprietorship (as a proprietorship) or on a partnership
(as a partnership ) . Instead the income earned by proprietorships and partnerships is
attributed to the owners as personal taxpayers. In short, the income tax laws regard
corporations as taxable entities, but proprietorships or partnerships as not taxable
entities. Whether the corporate form provides tax advantages or disadvantages depends
heavily on the personal tax situations of the owners.

Regardless of the economic and legal advantages or disadvantages of each type of
organization, some small-business owners incorporate simply for prestige. That is, they

feel more important if they can refer to “my corporation” and if they can refer to
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themselves as “chairman of the board” or “president” instead of “business owner” or

“ partner. ”
1.4.5 Accounting for owners’ equity

The basic accounting concept that underlie the owners’ equity section of the
balance sheet are the same for all three forms of ownership. However, owners’ equities
for proprietorships and partnerships are often identified by the word capital. In contrast,
owners’ equity for a corporation is usually called stockholders’ equity or shareholders’
equity.

The accounts for the proprietorship and the partnership show owners’ equity as
straightforward records of the capital invested by the owners. For a corporation, though,
the total capital investment by its owners, both at the start of the company and
thereafter, is called paid-in capital. It is recorded in two parts: capital stock at par

value and paid-in capital in excess of par value.
Key terms

Account

Accounting

Account payable
Annual report

Assets

Balance sheet

Balance sheet equation
Corporation

Entity

Notes payable

Owners’ equity

Paid-in capital

Paid-in capital in excess of par value
Partnership
Shareholders’ equity
Sole proprietorship

Transaction
Questions

1 -1 Describe accounting.
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1 -2 Give three examples of decisions that are likely to be influenced by financial

statements.

1 — 3 Briefly distinguish between financial accounting and management accounting.

Problems

1 — 1 Describing underlying transactions

LaTech Company, which was recently formed, is engaging in some preliminary

transactions before beginning full-scale operations for retailing laptop computers. The

balances of each item in the company’s accounting equation are given next for May 10

and for each of the next nine business days.

Cash Accounts receivable | Computer inventory | Store fixtures | Accounts payable | Owners’ equity
May 10| 6, 000 4,000 18, 000 3,000 4,000 27,000
11|12, 000 4,000 18, 000 3,000 4,000 33,000
12|12, 000 4,000 18, 000 7,000 4,000 37,000
15| 9,000 4,000 21, 000 7,000 4,000 37, 000
16| 9,000 4,000 26, 000 7,000 9, 000 37,000
17|12, 000 1, 000 26, 000 7,000 9, 000 37, 000
18| 7,000 1, 000 26, 000 13, 000 10, 000 37, 000
19| 5,000 1, 000 26, 000 13, 000 8, 000 37, 000
22| 5,000 1, 000 25, 600 13, 000 7, 600 37,000
23| 2,000 1, 000 25, 600 13, 000 7, 600 34, 000

State briefly what you think took places on each of these nine days, assuming that

only one transaction occurred each day.

1 -2 Prepare balance sheet

Broadway Corporation’s balance sheet at November 29, 20 x 1 contained only the

following items

Paid-in capital 19, 000 Machinery and equipment 20, 000
Notes payable 20, 000 Furniture and fixtures 8,000
Cash 22,000 Notes receivable 8, 000
Accounts receivable 10, 000 Accounts payable 16, 000
Merchandise inventory 29, 000 Building 230, 000
Land 41, 000 Long-term debt payable 142, 000




»e 10 MEELH <«

On the following day, November 30, these transactions and events occurred :

1. Purchased machinery and equipment for $14,000, paying $3,000 in cash
and signing a 90-day note for the balance.

2. Paid $6,000 on accounts payable.

3. Sold on account some land that was not needed for $6,000, which was the
Broadway Corporation’s acquisition cost of the land.

4. The remaining land was valued at $240, 000 by professional appraisers.

5. Issued capital stock as payment for $23, 000 of the long-term debt, that is,
debt due beyond 1 year.

Prepare in good form a balance sheet for November 30, 20 x 1, showing
supporting computations for all new amounts.

1 —3 Analysis of transactions

Nike. Inc. had the following condensed balance sheet on May 31,2000 ( $ in

millions) :

Assets Liabilities and owners’ equity
Cash 254
Accounts receivable 1,567
Inventories 1, 446
Equipment and other assets 2,590 Total liabilities 2,721
Owners’ equity 3,136
Total assets 5, 857 Total liabilities and owners’ equity 5, 857

Consider the following transactions that occurred during the first 3 days of June
( $inthousands) :

1. Inventories were acquired for cash, $16.

2. Inventories were acquired on open account, $19.

3. Unsatisfactory shoes acquired on open account in March were returned for full

credit, $4.

4. Equipment of $12 was acquired for a cash down payment of $3 plus a 2-year
promissory not of $9.

5. To encourage wider displays, special store equipment was sold on account to
New York area stores for $40. The equipment had cost $40 in the preceding month.

6. Jodie Foster produced, directed, and starred in a movie. As a favor a Nike



