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tion, the American Institute of Certified Public Accountants,
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The Use of Bloom’s Taxonom

Bloom’s Taxonomy is a classification framework that you can
use to develop your skills from the most basic to the most ad-
vanced competence levels: knowledge, comprehension, appli-
cation, analysis, synthesis, and evaluation. These levels are in
a hierarchy. In order to perform at each level, you must have
mastered all prior levels.

Questions, exercises, and problems at the end of each
chapter of this text have been classified by the knowledge level
required in answering each one. Below you will learn what
your role is in each of the six skill levels and how you can
demonstrate mastery at each level. Key word clues will help
you recognize the skill level required for a particular question.

(K) Knowledge (Remembering)

Student’s role: “I read, listen, watch, or observe; I take
notes and am able to recall information; ask and respond
to questions.”

Student demonstrates knowledge by stating who, what,
when, why, and how in the same form in which they learned
it.

Key word clues: define, identify, label, name, etc.

(C) Comprehension
(Understanding)

Student’s role: “I understand the information or skill. I can
recognize it in other forms and I can explain it to others and
make use of it.”

Student demonstrates comprehension by giving an exam-
ple of how the information would be used.

Key word clues: describe, distinguish, give example, com-
pare, differentiate, explain, etc.

(AP) Application (Solving
the Problem)

Student’s role: “I can apply my prior knowledge and under-
standing to new situations.”

Student demonstrates knowledge by solving problems
independently, recognizing when the information or skill
is needed, and using it to solve new problems or complete
tasks.

Key word clues: calculate, illustrate, prepare, complete,
use, produce, etc.

(AN) Analysis (Detecting)

Student’s role: “I can break down the information into simpler
parts and understand how these parts are related.”

Student demonstrates knowledge by recognizing patterns
and hidden meanings, filling in missing information, correct-
ing errors, and identifying components and effects.

Key word clues: analyze, break down, compare, contrast,
deduce, differentiate, etc.

(S) Synthesis (Creating)

Student’s role: “I use all knowledge, understanding, and
skills to create alternatives. I can convey this information
to others effectively.”

Student demonstrates knowledge by acting as a guide to
others, designing, and creating.

Key word clues: relate, tell, write, categorize, devise, for-
mulate, generalize, create, design, etc.

(E) Evaluation (Appraisal)

Student’s role: “I am open to and appreciative of the value of
ideas, procedures, and methods and can make well-supported
judgements, backed up by knowledge, understanding, and
skills.”

Student demonstrates knowledge by formulating and pre-
senting well-supported judgement, displaying consideration of
others, examining personal options, and making wise choices.

Key word clues: appraise, assess, criticize, critique, de-
cide, evaluate, judge, justify, recommend, etc.



What TYPE of learner are you?

Understanding each of these basic learning styles enables the authors to engage students’ minds and
motivate them to do their best work, ultimately improving the experience for both students and faculty.
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KINESTHETIC

Intake:
To take in the information

Pay close attention to charts,
drawings, and handouts
your instructors use.
Underline.

Use different colours.

Use symbols, flow charts,
graphs, different
arrangements on the page,
white spaces.

Attend lectures and tutorials.
Discuss topics with students
and instructors.

Explain new ideas to

other people.

Record your lectures.

Leave spaces in your lecture
notes for later recall.
Describe pictures and visuals
to somebody who was not in
class.

Use lists and headings.

Use dictionaries, glossaries,
and definitions.

Read handouts, textbooks,
and supplementary
readings.

Use lecture notes.

Use all your senses.

Go to labs, take field trips.
Listen to real-life examples.
Pay attention to applications.
Use hands-on approaches.
Use trial-and-error methods.

Visit www.vark-learn.com and complete the Questionnaire to determine what type of learning style you have.

To make a study package

Convert your lecture notes into

“page pictures.” To do this:

« Use the “Intake” strategies.

« Reconstructimages in
different ways.

» Redraw pages from memory.

+ Replace words with symbols
and initials.

« Look at your pages.

You may take poor notes
because you prefer to listen.
Therefore:

Expand your notes by talking
with others and with
information from

your textbook.

Record summarized

notes and listen.

Read summarized notes
out loud.

Explain your notes to
another “aural” person.

Write out words again

and again.

Reread notes silently.

Rewrite ideas and principles in
other words.

Turn charts, diagrams,

and other illustrations into
statements.

You may take poor notes
because topics do not

seem concrete or relevant.
Therefore:

« Put examples in your
summaries.

Use case studies and
applications to help with
principles and abstract
concepts.

Talk about your notes with
another “kinesthetic” person.
Use pictures and
photographs that
illustrate an idea.

Text features that may
help you the most

The Feature Story/Preview

Infographics/Illustrations/Photos

Accounting in Action insight
boxes

Accounting equation analyses

Highlighted words

Key Terms in blue

Demonstration Problem/
Action Plan

Questions/Exercises/Problems

Financial Reporting and
Analysis

Preview

Accounting in Action insight

boxes

DO IT! Action Plan

Summary of Learning Objectives

Glossary

Demonstration Problem/
Action Plan

Self-Study Questions

Contrast test passes

Questions/Exercises/Problems

Financial Reporting and Analysis

Critical Thinking, particularly
the Collaborative Learning
Activities

Ethics Case

The Feature Story/Learning
Objectives

Preview

Accounting equation analyses

DO IT! Action Plan

Summary of Learning
Objectives

Glossary/Self-Study Questions

Questions/Exercises/Problems

Taking It Further

Financial Reporting and
Analysis

Critical Thinking, particularly
the Communication and
Collaborative Learning
Activities

The Feature Story/Preview

Infographics/Illustrations

DO IT! Action Plan

Summary of Learning
Objectives

Demonstration
Problem/Action Plan

Self-Study Questions

Questions/Exercises/Problems

Financial Reporting
and Analysis

Critical Thinking, particularly
the Communication and
Collaborative Learning
Activities

Output:
To do well on exams

.

Recall your “page pictures.”
Draw diagrams where
appropriate.

Practise turning your visuals
back into words.

.

Talk with the instructor.
Spend time in quiet places
recalling the ideas.

Do extra assignments and
attempt practice quizzes.
Say your answers out loud.

Do extra assignments.
Practise with multiple-choice
questions.

Write paragraphs, beginnings,
and endings.

Write your lists in

outline form.

Arrange your words into
hierarchies and points.

+ Do extra assignments.
+ Role-play the exam situation.



Student-Focused and Instructor-Friendly—The
Solution for Your Accounting Principles Class!

In the previous editions of Accounting Principles, we sought to
create a book about accounting that makes the subject clear
and fascinating to students. And that is still our passion: to
empower students to succeed by giving them the tools and the
motivation they need to excel in their accounting courses and
their future careers.

Preparing the Eighth Canadian
Edition

This revision of Accounting Principles provided us with an
opportunity to improve a textbook that had already set high
standards for quality. In this edition, we continue our incorpo-
ration of International Financial Reporting Standards (IFRS)
and Accounting Standards for Private Enterprises (ASPE) into
the text material. Differences between IFRS and ASPE are
highlighted throughout each chapter with an ASPE word mark.

While we now live in a multiple GAAP world, the basic ac-
counting cycle has not changed. Thus, our focus for introductory
students continues to be the fundamental principles. We have
undertaken to reduce unnecessary complexities where possible
to ensure students stay focused on the concepts that really matter.

Engaging Digitally

Accounting Principles, Eighth Canadian Edition, is completely
integrated with WileyPLUS, featuring a suite of teaching and
learning resources. WileyPLUS allows students to create a per-
sonalized study plan, assess their progress along the way, and
access the content and resources needed to master the material.
WileyPLUS provides immediate insight to student strengths
and problem areas with visual reports that highlight what’s
most important for both the instructor and student.

Many dynamic resources are integrated into the course to
help students build their knowledge and understanding, stay
motivated, and prepare for decision making in a real-world
context. WileyPLUS also includes Orion, an integrated adap-
tive practice that helps students build proficiency and use their
study time most effectively. Additional features of the Wiley-
PLUS course include:

Excel Templates and Excel Function Videos: These
provide students with step-by-step examples of how to use
Excel Functions. Excel tutorials and templates are also avail-
able for the Santé Smoothie Saga serial problem.

A new accounting-specific data analytics module
with interactive lessons, case studies, and videos. This module
has been prepared using industry-validated content to help

To the Instructor

you develop the professional competencies needed for pro-
fessional exams and the changing workforce.

Concept Walkthrough Videos using lightboard technol-
ogy explain core accounting concepts to students. In addition,
Solution Walkthrough videos offer students just-in-
time homework assistance and problem-solving techniques.
Students can watch these multiple times if needed, to mas-
ter the material. The videos, which are identified throughout
the text by a \'[[:. 7§ word mark, are great for students to
preview beforeclass or to use for review afterwards.

New and Continuing Features

Unparalleled Pedagogical Features

Alternative Terminology notes throughout the chapter fa-
miliarize the user with other commonly used terms. Helpful
Hints in the margins help clarify concepts being discussed.

The Ethics Insight feature illustrates how a particular
accounting concept can give rise to an ethical dilemma in a
business setting.

Accounting in Action insight boxes give the student
glimpses into how companies make decisions. These high-
interest boxes are classified by four different points of view—
Across the Organization, Business Insight, Ethics, and All About
You. Suggested answers appear at the end of the chapter.

A DO IT! feature follows each key topic. DO IT! exercises
ask students to put their newly acquired knowledge to work.
They outline an Action Plan needed to complete the exercise,
and the accompanying Solution helps students see how the
problem should be solved. Related exercise material is pre-
sented at the end of the DO IT! feature.

Comparing IFRS and ASPE charts provide a summary
at the end of each chapter of the key differences between the
two sets of accounting standards.

Demonstration Problems review the chapter material.
These sample problems provide students with Action Plans that
list the strategies needed to solve the problem and Solutions.

Unparalleled End-of-Chapter Material

Brief Exercises generally focus on one learning objective at a
time. They help students build confidence in their basic skills
and knowledge. (These are keyed to learning objectives and
Bloom’s Taxonomy:.)

Exercises that gradually increase in difficulty help learners
to build confidence in their ability to use the material learned
in the chapter. (These are keyed to learning objectives and
Bloom’s Taxonomy.)

Each Problem helps students pull together and apply
several concepts of the chapter. Two sets of problems—Set A
and Set B—are usually keyed to the same learning objectives
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and cognitive level. These provide additional opportunities to
apply concepts learned in the chapter.

Taking It Further is an extra question at the end of each
problem designed to challenge the learner to think beyond the
basic concepts covered in the problem, and to provide written
explanations. Instructors may assign problems with or with-
out this extra element.

In selected chapters, a Cumulative Coverage Problem
follows the Set A and Set B Problems.

The Broadening Your Perspective section helps the
learner pull together various concepts covered in the chapter
and apply them to real-life business decisions.

The Santé Smoothie Saga is a serial problem found in
each chapter. It follows the operations of a hypothetical small
company, Santé Smoothies, throughout the text. The company
is owned by a student and the purpose of the serial problem is
to reinforce the application of accounting to the type of busi-
ness a student could operate.

Relevance for Users

It has always been our goal to motivate both accounting and
non-accounting majors to learn accounting. In order to illus-
trate the importance of financial accounting to non-accounting
majors, we started Chapter 1 with a section about why ac-
counting is important to everyone, not just accountants. We
consistently emphasize this point throughout the text in our
All About You Accounting in Action insight boxes. These
boxes demonstrate how learning accounting is useful for stu-
dents in managing their own financial affairs. We also have
many Across the Organization Accounting in Action insight
boxes. These clearly demonstrate how accounting is used to
address issues in marketing, finance, management, and other
functions. It is our sincere hope that non-accounting majors
have the opportunity to appreciate accounting both person-
ally and professionally.

This edition continues, and expands, the inclusion of
user-oriented material to demonstrate the relevance of account-
ing to all students, no matter what their area of study is. We
have a new focus company this edition—Aritzia Inc., a fashion
retailer, was chosen because of its appeal to post-secondary stu-
dents. References to Aritzia have been made throughout each
chapter, including in ratio analysis illustrations, end-of-chapter
assignments, and examples cited from Aritzia’s financial state-
ments reproduced in Appendix A at the end of the textbook.

This edition was also updated to ensure that it continues
to be relevant and fresh. The textbook has a bold and colour-
ful appearance. This new look is accompanied with appealing
chapter opening stories. The feature stories were carefully
selected to ensure a balanced representation of private and
public entities in a variety of industries to reflect the current
economic reality in Canada. With the new colourful design
comes an increased emphasis on the learning objectives at
the beginning of each chapter, to ensure students can easily
identify the key concepts to be mastered. Furthermore, many
real-world examples remain in the text as appropriate. Our
textbook includes references to over 200 real companies.

Realizing that ethics is the basis for a strong business
education, an Ethics Insight box has been included in each
chapter. Each Ethics Insight box describes a real-world ethical
dilemma. Students are encouraged to think of the impact and
consequences of these situations. This exposure is so students
begin to analyze ethical issues and to promote the develop-
ment of their ethical reasoning skills.

Responding to instructor requests, we have also added a
video feature called Office Hours Videos. These are short vid-
eos included in each chapter on core accounting concepts and
problem walkthroughs for selected end-of-chapter material
to supplement student learning. We continue to feature prob-
lem material that allows students to tie the concepts they are
learning together and place them in context. Central to this is
the Santé Smoothie Saga, a serial problem that allows students
to apply chapter topics to an ongoing scenario where a young
entrepreneur builds her small business.

Topical and Organization Changes

Where there is additional topical coverage, it was written to help
students better prepare for the complexities of today’s world. As
always, each topic had to pass a strict test to warrant inclusion: an
item was added only if it represented a major concept, issue, or
procedure that a beginning student should understand. Changes
to the text’s organization were made to simplify chapters or to
provide instructors with greater flexibility of coverage.

Some of the more significant additions in each chapter
include the following:

« Chapter 1: Accounting in Action introduces our feature
company Aritzia Inc., one of Canada’s leading wom-
en’s clothing retailers. The chapter has been refreshed
and includes the relevant concepts from the revised
Conceptual Framework for Financial Reporting issued
by the IASB in March, 2018. A new, more visually ap-
pealing graphic depicting the conceptual framework is
included. End-of-chapter material has been refreshed
to reflect the changes in the chapter.

« Chapter 2: The Recording Process includes new visuals
of the accounting cycle throughout the chapter to remind
students of the cyclical nature of the accounting process
and to provide a roadmap for Chapters 2 to 4.

« Chapter 3: The terminology throughout the chapter has
been updated to comply with the conceptual framework
and the new revenue recognition standard, IFRS 15.

« Chapter 4: Chapter 4 starts with a new feature story on
Herschel Supply Company. The discussion of the classified
balance sheet is demonstrated with updated excerpts from
the financial statements of Canadian public companies.

« Chapter 5: Accounting for Merchandising Operations
now includes an additional Appendix that illustrates
revenue recognition for a merchandising operation
using IFRS 15 Revenue from Contracts with Customers,
which we refer to as the contract-based approach. The
new appendix describes the basic accounting required



using IFRS 15 for sales transactions. The material pre-
sented will familiarize students with the contract-based
approach and prepare them for a deeper look at the
standard in Chapter 11. In addition to the new appen-
dix, a brief introduction to the core concepts and termi-
nology for revenue recognition for companies following
IFRS and using the contract-based approach to revenue
recognition, and for companies following ASPE and
using the earnings approach to revenue recognition
has been included in the chapter under Recording Sales
of Merchandise. End-of-chapter materials have been
expanded to reflect the changes in the chapter.

Chapter 6: Inventory Costing has been refreshed.
Merchandising sales transactions are presented using
the earnings approach to revenue recognition. We chose
to feature the earnings approach in this chapter to main-
tain consistency with the use of ASPE by a proprietor-
ship. The differences that exist between ASPE and IFRS
in relation to inventory costing are minor and do not
change the key concepts discussed in this chapter. The
end-of-chapter materials have also been refreshed.

Chapter 7: Internal Control and Cash now begins with a
new feature company story on DAVIDSTEA. A new fea-
ture box on Bitcoin has been added to the chapter.

Chapter 8: Accounting for Receivables has been re-
freshed. Terminology has been updated to be consistent
with IFRS 9 Financial Instruments. Merchandising sales
transactions are presented using the earnings approach
to revenue recognition. We chose to feature the earnings
approach in this chapter to maintain consistency with
the use of ASPE by a proprietorship. The differences that
exist between ASPE and IFRS in relation to accounts re-
ceivable are minor and do not change the key concepts
discussed in this chapter. The end-of-chapter materials
have also been refreshed.

Chapter 9: Long-Lived Assets includes a new feature
story about Kwantlen Polytechic University and the All
About You feature box has been updated with a story
about Game of Thrones, a popular television show. The
end-of-chapter materials have also been refreshed.

Chapter 10: Current Liabilities and Payroll now has an
updated discussion on gift cards to comply with IFRS 15.

Chapter 11: Financial Reporting Concepts includes a
new feature story on Cineplex. The chapter discusses
further changes to the conceptual framework issued
by the IASB in March, 2018. A new more visually
appealing graphic is included depicting the conceptu-
al framework. The chapter discussion relating to reve-
nue recognition under both IFRS and ASPE has been
expanded and includes deeper coverage about variable
consideration and estimation methods used under IFRS
15 Revenue from Contracts with Customers. The revenue
discussions have been reorganized in the chapter to
accommodate the expanded discussion. End-of-chapter
materials have been expanded and refreshed for the
changes in the chapter.

TO THE INSTRUCTOR  xiii

« Chapter 12: Accounting for Partnerships now has an ex-
panded explanation of a bonus to a new partner.

« Chapter 13: Introduction to Corporations has been
refreshed. End-of-chapter materials include additional
brief exercises related to dividend calculations and jour-
nal entries.

« Chapter 14: Corporations: Additional Topics and IFRS
includes a new feature story about Canada Goose and the
chapter has been refreshed.

« Chapter 15: Non-current Liabilities has been updated
to reflect IFRS 16, the new lease standard. Two new fea-
ture boxes have been added on bonds.

Chapter 16: Investments includes a new feature story about
Nutrien. The accounts used to recognize investments trans-
actions have been revised to be consistent with the reporting
requirements in IFRS 9 Financial Instruments. One account,
“Investment Income or Loss” is used to recognize dividend
revenue, interest revenue and gains and losses that result
from investments classified as fair value through profit or
loss. We have revised the asset account names used for
investments to reduce the number of accounts used in the
chapter. Additional information is provided in the end-of-
chapter materials to assist students with appropriate record-
ing and classification of the various investments.

« Chapter 17: The Cash Flow Statement now includes a
new visual on the classification of cash flows. The free
cash flow discussion has been updated to reflect Aritzia.

« Chapter 18: Financial Statement Analysis continues to
separate the material on ratio analysis into the three types
of ratios: liquidity, solvency, and profitability. The finan-
cial statements analysis has been refreshed.

Unparalleled End-of-Chapter
Material

The eighth Canadian edition continues to have a complete
range of end-of-chapter material to satisfy all courses. This
material guides students through the basic levels of cognitive
understanding—knowledge, comprehension, application,
analysis, synthesis, and evaluation—in a step-by-step process,
starting first with questions, followed by brief exercises, exer-
cises, problems, and finally, integrative cases to broaden a stu-
dent’s perspective.

Using Bloom’s Taxonomy of Learning, all of the end-of-
chapter material was carefully reviewed. A Taking It Further
question is included at the end of every problem. These questions
are designed to help you determine how far your students have
taken their understanding of the material. To ensure maximum
flexibility, problems can also be assigned with or without the Tak-
ing It Further question. They also make excellent classroom dis-
cussion questions.

The Santé Smoothie Saga, a serial problem in each chap-
ter, follows the life of a simulated student-owned company.
This edition continues to include moving the business into a
family-owned corporation. The conceptual material in each



Xiv. ACKNOWLEDGEMENTS

problem attempts to integrate real-life experience and exam-
ples with the changing demands of financial accounting and
reporting requirements.

The Collaborative Learning Activities address several
major concerns related to improving student learning. They
provide an effective method of actively engaging students
that cannot be accomplished through traditional lecture
and large group discussion. Students benefit from hearing
multiple perspectives from their group members and en-
hance their learning through explaining ideas to other stu-
dents. Instructor resource material includes information on
how to use these activities in class as well as suggestions for
modifying them depending on the amount of time available
for the activity.

The All About You boxes mentioned earlier are mirrored
in the Broadening Your Perspective section. The All About
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CHAPTER 1
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Accounting in Action

The Chapter Preview outlines the major topics and subtopics you will see in the chapter.

Chapter Preview

The feature story about Aritzia Inc. highlights the importance of having good financial informa-
tion to make good business decisions. This applies not just to companies but also to individ-
uals. You cannot earn a living, spend money, buy on credit, make an investment, or pay taxes
without receiving, using, or giving financial information. Good decision-making for companies
and individuals depends on good information.

This chapter shows you that accounting is the system that produces useful financial in-
formation for decision-making.

The Feature Story helps you see how the chapter topic fits with the real world of accounting and
business. The story will be mentioned throughout the chapter.

Featu re Sto ry money by finding as many customers as possible and keeping
expenses down. You were using the same principles that busi-

. - . . nesses use to maximize profit.
Accounting Keeps Aritzia Fashionably in the Black ; P .
Enterprises need a successful business model—a way of

VANCOUVER, B.C.—If you ever operated a babysitting  generating regular sales that over the long run exceed expenses,
or lawn-mowing service, you probably tried to make more  which results in profit. Companies use accounting to record

1-1
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financial information, which they report in financial state-
ments that internal users (such as management) and external
users (such as shareholders and banks) use to make decisions.
For example, internal users need to know how much to charge
for products or services to maximize profits without losing
sales to competitors. External users need to decide if the com-
pany is worth investing in or lending money to.

Take as an example Aritzia Inc., one of Canada’s leading
women’s clothing retailers. It designs, oversees the produc-
tion of, and sells clothes and accessories that it markets under
several in-house brands, including Tna, Talula, and Wilfred.
It has more than 80 stores in Canada and the United States,
as well as an online shopping site. Aritzia was founded by
Brian Hill, who opened the first boutique in a Vancouver mall
in 1984, followed by four more stores in the area. In the late
1990s, Aritzia opened stores across Canada.

But when Mr. Hill sought to move into the U.S. market in
2005, he didn’t want to finance the expansion by himself. “If T
financed the whole thing myself, it would have meant putting
everything on the line again, something I have had to do over
and over again in building Aritzia. It was time for me to take
some money off the table and find a financial partner,” said
Mr. Hill, the company’s chief executive officer. He chose Berk-
shire Partners, an American private equity firm, which took a
majority stake in the company.

In 2016, Aritzia was looking to open even more stores, so
it went public, selling shares on the Toronto Stock Exchange.

Mr. Hill and Berkshire Partners still control the company by
owning multiple voting shares.

What kinds of things does Aritzia need to keep track of
in its accounts? Like any company, Aritzia records revenues
(sales), which totalled $743 million in 2018, and expenses,
which were $686 million, resulting in a profit of $57 million.
It also records assets (the value of what it owns at a certain
point in time) and liabilities (the value of what it owes to
others).

Companies such as Aritzia need to boost revenues and
reduce expenses. To increase revenues, Aritzia can use several
strategies, including expanding or renovating existing stores,
opening more stores in existing markets, opening stores in new
markets, and launching new brands to appeal to new types of
customers. To reduce expenses, Aritzia buys many of its raw
materials directly from mills, and partners with long-standing
manufacturers and new ones that use innovative manufactur-
ing processes.

All of these efforts are recorded by accounting—a crucial
business tool that keeps Aritzia fashionably in the black.

Sources: “Fashion Retailer Aritzia Files to Go Public,” CBC.ca, August 18,
2016; Imran Amed, “CEO Talk: Brian Hill, Chief Executive Officer, Aritzia,”
Businessoffashion.com, August 25, 2009; Aritzia 2017 annual report; Aritzia
corporate website, www.aritzia.com.

Learning Objectives show what you should be able to do after learning the specific concepts presented in the chapter.

Chapter Outline

LEARNING OBJECTIVES

LO 1 Identify the use and users of
accounting and the objective of

Why Is Accounting Important?

DOIT! 1.1 Users of accounting
information

financial reporting.

+ Using accounting information

+ Objective of financial reporting

LO 2 Compare the different forms
of business organization.

Forms of Business Organization

« Proprietorship
« Partnership

« Corporation

DOIT! 1.2 Types of business
organization

LO 3 Explain the building blocks
of accounting: ethics and the

concepts included in the conceptual

framework.

Generally Accepted Accounting
Principles

+ Ethicsin financial reporting

« Conceptual framework

+ Accounting standards

DOIT! 1.3 Building blocks of
accounting
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LO 4 Describe the components of The Accounting Model DOIT! 1.4 The accounting equation
the financial statements and explain

. . » Financial statements
the accounting equation.

« The expanded accounting equation

LO 5 Analyze the effects of business ~ Transaction Analysis DOIT! 1.5 Tabular analysis
transactions on the accounting

equation.

LO 6 Prepare financial statements. Preparing Financial Statements DOIT! 1.6 Financial statements

» Income statement

« Statement of owner’s equity
« Balance sheet

« Cash flow statement

+ Understanding the information in
the financial statements

Why Is Accounting Important?

LEARNING OBJECTIVE 1

Identify the use and users of accounting and the objective of financial reporting.

Accounting is the information system that identifies, records, and communicates the eco- Essential (key) terms are
nomic events of an organization to a wide variety of interested users. The world’s economic printed in blue when they first
systems depend on highly transparent and relevant financial reporting that provides a true appear, and are defined in the
representation of the economic events. When that does not happen, it can have disastrous end-of-chapter glossary.
results. Lehman Brothers, a major United States bank, used misleading accounting practices
to reduce its debt and make its financial position healthier than it was. Not only were Lehman
Brothers’ investors and lenders unaware of the bank’s financial difficulties when the company
went into bankruptcy, but economists believe the bankruptcy was a major contributor to the
worldwide economic crisis that began in 2008.
As a starting point to the accounting process, a company identifies the economic events
relevant to its business. Examples of economic events are the sale of apparel and accessories
by Aritzia Inc., the sale of coffee and donuts by Tim Hortons, and the payment of wages by
Rogers Communications. Once a company like Aritzia identifies economic events, it records
those events in order to provide a history of its financial activities. Recording consists of keep-
ing a systematic, chronological diary of events, measured in dollars and cents. The systematic
collection of these data allows Aritzia to prepare financial statements that are then used to
communicate financial information to interested users. Financial statements report the
recorded data in a standardized way to make the reported information meaningful. For example,
Aritzia accumulates all sales transactions over a certain period of time and reports the data
as one amount in the company’s financial statements. Such data are said to be reported in the
aggregate. By presenting the recorded data in the aggregate, the accounting process simplifies
the multitude of transactions and makes a series of activities understandable and meaningful.
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A vital element in communicating economic events is the accountant’s ability to analyze
and interpret the reported information. Analysis involves using ratios, percentages, graphs,
and charts to highlight significant financial trends and relationships. Interpretation involves
explaining the uses, meaning, and limitations of reported data. Appendix A at the end of this
text shows the financial statements of Aritzia Inc. We refer to these statements at various
places throughout the textbook. At this point, these financial statements probably strike you
as complex and confusing. By the end of this course, you’ll be surprised at your ability to un-
derstand, analyze, and interpret them.

You should understand that the accounting process includes the bookkeeping function.
Bookkeeping usually involves only the recording of economic events. It is therefore just one
part of the accounting process. In total, accounting involves the entire process of identifying,
recording, and communicating economic events.

You might think this is all well and good for students who want to become accountants,
but what about someone who has plans to be anything but an accountant?

Understanding the basics of accounting is helpful for almost every endeavour you can
think of. Whether you plan to own your own business in the future, work for someone
else in their business, or invest in a business, learning how to read and interpret financial
information is a valuable set of skills.

When you study accounting, you will also learn a lot about management, finance, and
marketing, which will give you a solid foundation for your future studies. For example, you
will learn how making a sale is meaningless unless it is a profitable sale and the money can
eventually be collected from the customer. Marketing managers must also be able to decide
pricing strategies based on costs. Accounting is what quantifies these costs and explains why
a product or service costs what it does. So think of this textbook as your introduction to ac-
counting across the organization.

It doesn’t matter if you plan to become a doctor, lawyer, social worker, teacher, engi-
neer, architect, or entrepreneur—whatever you choose, a working knowledge of accounting
will be relevant and useful. Make the most of this course—it will serve you for a lifetime in
ways you cannot now imagine.

Accounting in Action insight features give examples of accounting situations from different
perspectives: all about you, across the organization, and in terms of business and ethics. At the
end of the chapter, you will find answers to the questions that are asked after each insight.

All About You

r We all know the importance of literacy. But
what about financial literacy—the ability
to understand and manage your finances?
It seems Canadians don’t place the same
importance on financial literacy—but with
Fotografias de .. . .
Rodolfo Velasco/ rising household debt levels, falling savings
Getty Images levels, increasing personal bankruptcies,
and continuing economic uncertainty, they
should. According to the most recent Statistics Canada survey on
financial literacy, in 2014 only 7.1% of adult Canadians considered
themselves “very knowledgeable” about their finances.

There is movement on several fronts to improve financial lit-
eracy. For example, the federal government in 2014 appointed its
first-ever financial literacy leader, who helped launch a national
financial literacy strategy the following year. One of the strategy’s
activities was partnering in a pilot project with the United Way of
Ottawa to create an app to encourage people to save. More than
1,000 signed up for the Small Change app. Over four months in
2016, they saved a total of $46,716 by doing things such as bringing
their lunch to work and brewing their own coffee. Some finan-
cial gurus are also spreading the word about the need to get a
grip on personal finance. Gail Vaz-Oxlade, for instance, is urging

Canadians to be “debt-free forever” through several best-selling
books and popular TV shows. Financial literacy experts point out
that making the right financial decisions can have a major impact
on an individual’s financial well-being, health, and happiness.

Learning the basics of accounting will help you make the
right financial decisions. Accounting will help you make invest-
ment decisions, determine how much interest you are paying on
your student loan or credit cards, and prepare your personal bud-
get. To demonstrate the value of accounting to you, included in
each chapter is an “All About You” feature and a related activity
(BYP.5) that links accounting to your life as a student or to a situa-
tion you are likely to face.

Sources: “Improving Financial Literacy through Mobile Technology:
Small Change Pilot Program Outcomes,” Financial Consumer Agency of
Canada, January 2018; “Canadian Financial Capability Survey, 2014,” Sta-
tistics Canada, The Daily, November 6, 2014; Gail Vaz-Oxlade’s personal
website, www.gailvazoxlade.com.

How might learning accounting help you make sure that
your employer or bank hasn’t made an error with your pay-
cheque or bank account?
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Using Accounting Information

There are two broad groups of users of accounting information: internal users and external
users.

Internal Users

Internal users of accounting information plan, organize, and run companies. They work for
the company. This includes finance directors, marketing managers, human resources person-
nel, production supervisors, and company officers. In running a business, internal users must
answer many important questions, as shown in Illustration 1.1.

ILLUSTRATION 1.1

Questions asked by internal
users

Finance Marketing
Is there enough cash to pay the bills? What price should we sell smart
phones for to maximize profits?

Human Resources Production

How many employees can we afford to hire this year? Which product line is the most profitable?
Photo Credits: Finance: John Kuczala/Getty Images; Marketing: Jonathan Kitchen/Getty Images; Production: Echo/

Getty Images

To answer these and other questions, users need detailed information on a timely basis;
that is, it must be available when needed. Some examples of information that internal users
need include:

« forecasts of cash flows for the next year,

« projections of profit from new sales campaigns,

analyses of salary costs, and

budgeted financial statements.

Internal users generally have direct access to the business’s accounting information and
are able to request a wide variety of custom reports designed for their specific needs.

External Users

There are several types of external users of accounting information.

1. Investors, who are owners—or potential owners—of the business, use accounting infor-
mation to make decisions to buy, hold, or sell their ownership interest.

2. Creditors—persons or other businesses that are owed money by the business, such as
suppliers and bankers—use accounting information to evaluate the risks of granting credit
or lending money.
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ILLUSTRATION 1.2

Questions asked by external
users

Investors and creditors are the main external users of accounting information, but there
are also many other external users with a large variety of information needs and questions.
Some examples of other external users and their information needs are the following:

« Labour unions want to know whether the owners can afford to pay increased salaries
and benefits to their members.

« Customers are interested in whether a company will continue to honour its product
warranties and support its product lines.

« Taxing authorities, such as the Canada Revenue Agency, want to know whether the com-
pany respects the tax laws.

« Regulatory agencies, such as provincial securities commissions that regulate companies
that sell shares to the public, want to know whether the company is respecting established
rules.

« Economic planners use accounting information to forecast economic activity.

Some questions that external users may ask about a company are shown in Illustration 1.2.

Creditors
Does the company generate enough cash
flow to pay me the amounts | am owed?

Investors
Is the company earning enough to
give me a return on my investment?

Customers
Will the company stay in business long
enough to service the products | buy from it?

Labour Unions
Can the company afford to increase
our members’ benefits?

Photo Credits: Investors: Blend Images/Getty Images; Creditors: Claire Cordier/Getty Images;
Labour Unions: DebbiSmirnoff/Getty Images; Customers: Kirby Hamilton/Getty Images

Unlike internal users, external users have access to only the accounting information
available publicly and/or provided to them by the business. Determining what information
should be provided to external users, and how, is the focus of financial accounting.

Objective of Financial Reporting

As stated, accounting information is communicated in financial reports, and the most com-
mon reports are financial statements. The main objective of financial reporting is to pro-
vide useful information to investors and creditors (external users) to make decisions
about providing resources to a business. This information is most commonly supplied in
general purpose financial statements, which we will discuss later in the chapter. Recall that
internal users have access to a broader range of accounting information and do not necessarily
need general purpose financial statements to make informed decisions, although they can be
used by internal users as well.



To make the decision to invest in a business or to lend to a business, users need informa-
tion about the business’s ability to earn a profit and generate cash. Consequently, financial

statements must give information about the following:

1. The business’s economic resources. What resources does the business have that it can use

to carry out its business activities?

2. The claims to the business’s economic resources. What are the amounts owed by the busi-

ness and the owner’s rights to the business’s resources?

3. Economic performance. Is the business generating a profit and enough cash to pay its

debts, and provide a return to its owners?

We will learn more about financial statements in the following sections.

DOIT! 1.1 | Users of Accounting Information

The following is a list of some users of accounting information. For each user indicate:

a. whether they are an internal or external user, and

b. an example of a question that might be asked by that user.

1. Creditor
. Canada Revenue Agency

. Investor

2
3
4. General manager of the production department
5

. Manager of the human resources department

Solution
(a)
Internal or (b)
User External Question
1. Creditor External Will the business be able to pay back the loan?
2. Canada Revenue Agency External Is the company following the tax laws?
3. Investor External Should I invest money in the company?
4. General manager of the Internal How much will it cost to produce the product?
production department
5. Manager of the human Internal Can the company afford to give the employees

resources department

Related exercise material: BE1.1, E1.1, and E1.2.

raises?

Forms of Business Organization

LEARNING OBJECTIVE 2

Compare the different forms of business organization.

Now that we understand that accounting information is prepared to convey financial infor-
mation to various users, it is important to note that how the financial statements are prepared
depends on the form and nature of the business organization. Therefore, let’s now discuss
the different organizational forms a business can take. The most common forms of business

organization are the proprietorship, partnership, and corporation.

Forms of Business Organization 1-7

DO IT! exercises like the one
here ask you to put your new
knowledge to work. They also
outline an Action Plan you need
to follow to do the exercise.
Related exercise material tells
you which Brief Exercises (BE)
and Exercises (E) at the end of
the chapter have similar study
objectives.

ACTION PLAN

« Understand that in-
ternal users work for
the company and have
direct access to the
business’s accounting
information.

Understand that
external users are

users who do not work
for the company and
have access to only the
accounting information
available publicly and/
or provided to them by
the company.

Understand that users
require information to
make decisions.
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Helpful hints help clarify
concepts or items that are being
discussed.

HELPFUL HINT

You can usually tell if a
company is a corporation
by looking at its name.

The words Limited (Ltd.),
Incorporated (Inc.), or
Corporation (Corp.) usually
follow its name.

Proprietorship

A business owned by one person is a proprietorship. The owner is usually the operator of
the business. Small service businesses (hair stylists, plumbers, and mechanics), farms, and
small retail stores (antique shops, corner grocery stores, and independent bookstores) are often
proprietorships.

Often only a relatively small amount of money (capital) is needed to start in business as a
proprietorship. The owner (the proprietor) receives any profits, suffers any losses, and is per-
sonally liable (responsible) for all debts of the business. This is known as unlimited liability.

There is no legal distinction between the business as an economic unit and the owner.
Thus the life of a proprietorship is limited to the life of the owner. This also means that the
profits of the business are reported and taxed on the owner’s personal income tax return.
However, for accounting purposes, the records of the proprietorship’s business activities are
kept separate from the personal records and activities of the owner.

Many businesses in Canada are proprietorships, but they earn only a small percentage of
the revenue earned by Canadian businesses as a whole. In this textbook, we start with propri-
etorships because many students organize their first business this way.

Partnership

A business owned by two or more persons who are associated as partners is a partnership.
In most aspects, a partnership is similar to a proprietorship, except that there is more than one
owner. Partnerships are often used to organize service-type businesses, including profes-
sional practices (lawyers, doctors, architects, and accountants).

Typically, a partnership agreement (written or oral) defines the initial investments of each
partner, the duties of each partner, how profit (or loss) will be divided, and what the settlement will
be if a partner dies or withdraws. As in a proprietorship, for accounting purposes a partnership’s
business activities must be kept separate from the personal activities of each partner. The part-
ners’ share of the profit must be reported and taxed on the partners’ personal income tax returns.

Each partner generally has unlimited liability for all debts of the partnership, even if one
of the other partners created the debt. This means that any of the partners can be forced to give
up his or her personal assets in order to repay the partnership debt, just as can happen to an
owner in a proprietorship. We will learn more about partnerships in Chapter 12.

Corporation

A business that is organized (incorporated) as a separate legal entity under federal or provincial
corporate law is a corporation (see Helpful Hint). A corporation can have one owner or
many owners. A corporation is responsible for its debts and paying taxes on its profit. A cor-
poration’s ownership is divided into transferable shares. The corporation’s separate legal status
provides the owners of the shares (shareholders) with limited liability because they risk los-
ing only the amount that they have invested in the company’s shares. They are not personally
liable for the debts of the corporate entity. Shareholders, also known as investors, may sell all or
part of their shares to other investors at any time. Easy changes of ownership are part of what
makes it attractive to invest in a corporation. Because ownership can be transferred through the
sale of shares and without dissolving the corporation, the corporation enjoys an unlimited life.

Although there are many more proprietorships and partnerships than corporations in
Canada, the revenue produced by corporations is far greater. Most of the largest companies in
Canada—for example, Royal Bank of Canada, Canadian National Railway Company, Suncor
Inc., and BCE Inc.—are corporations.

Corporations such as these are publicly traded. That is, their shares are listed on Canadian
stock exchanges and the public can buy the shares. Public corporations commonly distribute
their financial statements to shareholders, creditors, other interested parties, and the general
public upon request. Aritzia Inc. is a public corporation, whose shares are traded on the Toronto
Stock Exchange (TSX). You can access Aritzia’s financial statements on its website and selected
statements are also presented in Appendix A at the back of this textbook.

Other companies are private corporations, because they do not issue publicly traded shares.
Some of the largest private companies in Canada include Hootsuite, Moosehead Breweries
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Limited, McCain Foods Limited, and Goodlife Fitness Centres Inc. Like proprietorships and
partnerships, these companies almost never distribute their financial statements publicly. We
will discuss the corporate form of organization in Chapters 13 and 14.

IMlustration 1.3 provides a summary of the important characteristics of each organiza-
tional form a business can take.

Characteristic Proprietorship Partnership Corporation
Owners Proprietor: one Partners: two or more | Shareholders: one or more
Owner’s liability Unlimited Unlimited Limited
Private or public Private Usually private Private or public
Taxation of profits Paid by the owner | Paid by the partners Paid by the corporation
Life of organization | Limited Limited Unlimited

DOIT! 1.2 | Types of Business Organization

For each type of organization (proprietorship, partnership, and corporation) indicate:
1. Number and type of owners.
2. If it has limited or unlimited liability.

3. If it is a separate legal entity from its owners.

Solution
Proprietorship Partnership Corporation
1. Proprietor: one Partners: two or more Shareholders: one or more
2. Unlimited Unlimited Limited
3. Not a separate legal Not a separate legal Separate legal entity from
entity from its owners entity from the partners the shareholders

Related exercise material: BE1.2 and E1.3.

Generally Accepted Accounting Principles

LEARNING OBJECTIVE 3

Explain the building blocks of accounting: ethics and the concepts included in the
conceptual framework.

In order to prepare useful financial information, the accounting profession has developed
standards that are generally accepted and universally practised. This common set of stan-
dards is called generally accepted accounting principles (GAAP). Generally accepted
accounting principles represent broad principles, procedures, concepts, and standards that
act as guidelines for accountants. Taken together, GAAP guide the reporting of economic
events. However, for these standards to be meaningful, a fundamental business concept must
be present—ethical behaviour.

Ethics in Financial Reporting

For financial information to have value to its users, whether internal or external, it must be
prepared by individuals with high standards of ethical behaviour. The standards of conduct

ILLUSTRATION 1.3

Characteristics of business
organizations

ACTION PLAN

Understand the
characteristics of the
most common forms of
business organization.
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by which actions are judged as right or wrong, honest or dishonest, fair or not fair are ethics.
Ethics in accounting is of the utmost importance to accountants and decision makers who
rely on the financial information they produce. Effective financial reporting depends on sound

ethical behaviour.

Fortunately, most individuals in business are ethical. Their actions are both legal and re-
sponsible. They consider the organization’s interests when they make decisions. Accountants
and other professionals have extensive rules of conduct to guide their behaviour with each
other and the public. In addition, many companies today have codes of conduct, or statements
of corporate values, that outline their commitment to ethical behaviour in their internal and
behaviour of management is critical for creating the appropriate

external relationships. The

tone from the top of the organization.

Throughout this textbook, ethical considerations will be presented to highlight the im-
portance of ethics in financial reporting. Every chapter includes an Accounting in Action Eth-
ics Insight case that simulates a business situation that asks you to put yourself in the position
of a key decision maker. When you analyze these ethical situations, you should follow the steps

outlined in Illustration 1.4.

IRRVE VNI WY Steps used to analyze ethics cases and situations

1. Identify the ethical issues
involved.

Use your personal ethics or an
organization’s code of ethics to

3. Consider the alternative
courses of action and the
consequences of each for the
various stakeholders.

2. Identify the stakeholders—
the persons or groups that
may benefit or face harm.

+ Ask the questions: Who are

A A identify ethical situations and the impacted parties? What « There may not always be one
eSS = issues. are their responsibilities and right answer. Some situations
» Some business and professional obligations? require an evaluation of the
organizations provide written alternatives and the impact
codes of ethics for guidance in of each alternative on the
common business situations. identified stakeholders.

+ Select the most ethical
alternative, considering all
the consequences.

Ethics Insight

What would you do if you suspected a
co-worker was stealing? Would you confront
them or tell your employer or the author-
ities? Would you keep quiet if you feared
losing your job? What to do about suspected
fraud is an ethical question facing not just
those working in the accounting field, but
employees in any role. Workplace fraud can take many forms. It
could be an employee forging a cheque or stealing inventory. But
it could also be an executive who falsifies financial information to
make their department’s sales figure look better, to meet company
targets and collect a bonus, or to keep their job. According to the
Association of Certified Fraud Examiners, the average occupational
fraud committed worldwide in 2016 caused a loss of US$150,000.

Organizations need to send a strong message that they won’t
tolerate fraud. One way of doing that is to protect and encourage
employees who suspect fraud and report it to their employers. The
federal government and most provinces in Canada have enacted
their own public employee protection legislation. Another way to
discourage fraud is to set up an internal crime hotline for employees
to report suspected wrongdoing. When fraud is not reported, every-
one is potentially harmed, not just the employer. Colleagues may
lose jobs, customers may be misled, and shareholders and the public
will lose trust in the accuracy of financial information.

Jennifer Trenchard/
Getty Images

Consider the following scenario: Jennifer is an accountant
who works for Currie Financial Services Company. Currie has
recently been given the opportunity to provide financial services
to a large transportation company but Currie must compete
against other financial service companies. Jennifer’s boss has in-
structed her to prepare a presentation for the transportation com-
pany and include some performance statistics that he created.
The potential client wants reassurance that whichever financial
services provider it chooses will be in business a long time to serve
its needs. Consequently, it wants to see financial figures from
bidders that show they have been profitable over several years.
Jennifer knows that the financial figures her boss wants her to
show the potential client do not reflect Currie’s actual perfor-
mance but her boss told her they must “get that contract at all
costs.” He also said that those statistics are “likely to reflect actual
performance in the future.”

Sources: Association of Certified Fraud Examiners, “Report to the Nations
on Occupational Fraud and Abuse,” 2016; David Malamed, “Whistle Where
You Work?”, CA Magazine, January/February 2012.

Who are the stakeholders in this situation? How would they
be impacted by this situation?
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Conceptual Framework

Some GAAP are so fundamental that we begin the study of them in introductory courses
because they help us understand why we prepare and report accounting information in the
manner we do.

As previously discussed in this chapter, the objective of financial reporting is to provide
information to assist users in making decisions. Illustration 1.5 is a representation of the
conceptual framework of accounting, which is a coherent system that guides the devel-
opment and application of accounting principles and standards and leads to the objective of
financial reporting. In this chapter, we introduce some of the central concepts contained in
the conceptual framework. The entire framework will be covered in more detail in Chapter 11.

Reporting Entity Concept

Financial statements are prepared for a business or reporting entity. This is referred to as the
reporting entity concept. This concept requires that the accounting for a reporting
entity’s economic activities be kept separate and distinct from the accounting for the
activities of its owner and all other reporting entities. A reporting entity can be any
organization or unit in society. Recall that proprietorships’ and partnerships’ records of their
business activities are kept separate from the personal records of their owners. That is because
proprietorships and partnerships are considered reporting entities for financial reporting pur-
poses. Similarly, a corporation (such as Aritzia) is considered a reporting entity for financial
reporting purposes. Other examples of reporting entities are a governmental unit (such as the
Province of Manitoba), a municipality (such as the Ville de Montréal), a native band council
(such as the Kingsclear First Nation), a school board (such as the Burnaby Board of Educa-
tion), and a club (such as the Rotary Club of Melfort).

Itis important to understand that a reporting entity (see Alternative Terminology) may
not necessarily be a separate legal entity. For example, proprietorships and partnerships are
not separate legal entities from their owners, but the reporting entity concept requires that
they be treated as separate entities for accounting purposes.

ILLUSTRATION 1.5

The conceptual framework
of accounting

Alternative Terminology notes
give synonyms that you may
hear or see in the workplace,

in companies’ financial
statements, and occasionally

in this textbook.

ALTERNATIVE
TERMINOLOGY

A reporting entity is also
referred to as an economic
entity.
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ALTERNATIVE
TERMINOLOGY

The going concern assump-
tion is also referred to as
the continuity assumption.

ALTERNATIVE
TERMINOLOGY

The Periodicity concept is
also referred to as the time
period concept.

Going Concern Assumption

The going concern assumption (see Alternative Terminology) is the assumption that
the reporting entity will continue to operate in the foreseeable future. Although some
businesses fail, most companies continue operating for a long time. The going concern
assumption presumes that the company will operate long enough to use its re-
sources for their intended purpose and to complete the company’s commitments.

This assumption is one of the most important assumptions in GAAP because it has
implications regarding what information is useful for decision makers and affects many of
the accounting standards you will learn. If a company is a going concern, then financial
statement users will find it useful for the company to report certain resources, such as land,
at their cost. Land is acquired so a company can use it, not so it can be resold. Therefore,
what matters is the amount the company gave up to acquire the land, not an estimate of its
current value. If a company is not a going concern, and the land is going to be sold, then
financial statement users will be more interested in the land’s current value.

If a company is not regarded as a going concern, or if there are significant doubts about
its ability to continue as a going concern, then this must be stated in the financial statements,
along with the reason why the company is not regarded as a going concern. Otherwise, you
can assume that the company is a going concern—even though this is not explicitly stated.

Periodicity Concept

Users require relevant accounting information; that is, the information must enhance or com-
plete their understanding of a particular enterprise. In order for accounting information to be
relevant, users require it on a timely basis. The periodicity concept (see Alternative Termi-
nology) guides organizations in dividing up their economic activities into distinct time
periods. The most common time periods are months, quarters, and years.

Fundamental Qualitative Characteristics

Fundamental characteristics include relevance and faithful representation. Accounting in-
formation has relevance if it would make a difference in a business decision. Faithful
representation means that information accurately depicts what really happened. To provide
a faithful representation, information must be complete (nothing important has been omit-
ted), neutral (is not biased toward one position or another), and free from error.

Enhancing Qualitative Characteristics

In addition to the fundamental qualities, there are a number of enhancing qualities of useful
information. These include comparability, verifiability, timeliness, and understandability.
In accounting, comparability results when different companies use the same accounting
principles. Comparability also implies that the accounting information should be consistent.
Consistency means that a company uses the same accounting principles and methods from
year to year. Information has the quality of verifiability if independent observers, using the
same methods, obtain similar results. For accounting information to have relevance, it must
be timely. This is referred to as timeliness and it means information must be available to deci-
sion makers before it loses its capacity to influence decisions. For example, public companies
like Aritzia, Apple, or Best Buy provide their annual financial statements to investors within
60 days of their year end. Information has the quality of understandability if it is presented
in a clear and concise fashion, so that reasonably informed users of that information can in-
terpret it and comprehend its meaning.

Recognition

Not all events are recorded and reported in the financial statements. For example, suppose a
new employee is hired. Should this event be recorded in the company’s accounting records?
The answer is no. Why? Not all events are recorded and reported in the financial statements.
Only events that cause changes in the business’s economic resources or changes to the claims
on those resources are recorded and reported. These transactions are called accounting
transactions. While the hiring of an employee will lead to future accounting transactions
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(e.g., the payment of a salary after the work has been completed), an accounting transaction
has not occurred at the time of hiring.

Recognition is the process of recording items in the accounting records. Once a transac-
tion has been recognized or recorded, it will be included in the financial statements. One of the
key recognition principles is the revenue recognition principle. When a company agrees to
perform a service or sell a product to a customer, it has a performance obligation. When the
company meets this performance obligation, it recognizes revenue. The revenue recognition
principle therefore requires that companies recognize revenue in the accounting period in
which the performance obligation is satisfied, not when cash is exchanged. To illustrate, assume
that Landon’s Laundry cleans clothing on June 30 but customers do not claim and pay for their
clothes until the first week of July. When should Landon’s recognize the revenue? Landon’s
should recognize the revenue and record the transaction in June when it performed the service
(satisfied the performance obligation) rather than in July when it received the cash.

This then gives rise to the matching concept, which often drives when we recognize
certain costs incurred to operate the business (known as expenses and discussed later in
the chapter). Generally when there is a direct association between the costs incurred and the
earning of revenue, accounting attempts to match these costs and revenues. In our Landon’s
Laundry example, this means that Landon’s should recognize wage costs incurred in perform-
ing the June 30 cleaning service in the same period in which it recognizes the service revenue.

Measurement

Measurement is the process of determining the amount that should be recognized. At the
time something is acquired, the transaction is first measured at the amount of cash that was
paid or at the value exchanged. For example, if Echo Company purchased land for $100,000,
the land is recorded in Echo’s records at its cost of $100,000. The land is an economic resource
of the business and $100,000 is referred to as the land’s historical cost.

But what should Echo Company do if, by the end of the next year, the land’s value has
increased to $120,000? Historical cost is the primary basis of measurement used in financial
statements, which means that Echo Company would continue to report the land at its his-
torical cost of $100,000. This is often called the historical cost measurement method (see
Alternative Terminology).

Historical cost has an important advantage over other valuations. It is definite and veri-
fiable. The values exchanged at the time something is acquired can be objectively measured.
Users can therefore rely on the information that is supplied, because they know it is based
on fact. Historical cost is relevant if a business is a going concern and the resource is going to
continue to be used in the business. We can ask the question, “what did the business give up
to acquire the resource to use in the business?”

However, historical cost may not always be the most relevant measure of certain types of
resources. Fair value may provide more useful information. For example, with an investment
purchased for the purpose of trading to make a gain, the current value or market value of the
investment provides more relevant information to the user. Fair value generally would be the
amount the resource could be sold for in the market.

Fundamental to this discussion is that only transactions that can be reliably expressed as
an amount of money can be included in the accounting records. This is known as the mon-
etary unit concept. This concept makes it possible for accounting to quantify (measure)
economic events. In Canada, we mainly use the Canadian dollar to record these transactions.
However, some companies report their results in U.S. dollars. In Europe, the euro (€) is used;
in China, the yuan (CNY) is used; and so on.

The monetary unit concept does prevent some relevant information from being included
in the accounting records. For example, the health of the owner, the quality of service, and
the morale of employees would not be included, because they cannot be reliably quantified in
monetary amounts.

In summary, a transaction is recognized in the accounting records if there is a change in
the business’s economic resources or a change to the claims on those resources and the change
can be reliably measured in monetary terms.

Ilustration 1.6 summarizes the process that is used to decide whether or not to record
an event.

ALTERNATIVE
TERMINOLOGY

The historical cost
measurement method is
also known as the cost
measurement method.

1-13
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ILLUSTRATION 1.6

Transaction
identification process

HELPFUL HINT

In accounting, there are two
types of economic events: (1)
external events are transac-
tions with another company;
and (2) internal events occur
within a company, such as
the use of equipment in
operations.

ALTERNATIVE
TERMINOLOGY

The terms standard and
principle are often used
interchangeably in
accounting.

HELPFUL HINT

Accounting standards

use the word “enterprise”
because it is a broader term
than “company” or “busi-
ness.” The word “enterprise”
means that the accounting
standard applies to the
different forms of business
organization, as well as
specific projects. Through-
out this text, instead of
using the word “enterprise,”
we will frequently use the
words “company” or “busi-
ness,” because they are more
common terms.

Event
Purchase computer Answer question from Pay rent
potential customer
1 1 1
- Is there a change in economic resources or claims on the resources
Criterion i
of the company and can the event be measured in monetary terms?
1 1 1
Yes No Yes
1 1 1
Record Don’t Record Record
Record/

Don’t record

&

Photo Credits: jcjgphotography/Shutterstock; Courtney Keating/iStockphoto; YinYang/iStockphoto

Accounting Standards

To make the information in financial statements meaningful, accountants have to prepare
the reports in a standardized way. As mentioned in the previous section, standards are de-
veloped from the guiding principles, assumptions, and concepts. Standards specify how to
report economic events (see Helpful Hint). Business transactions can be complex and
it is up to the professional accountant to ensure that transactions are correctly recorded
and relevant. As previously mentioned, all standards, principles, assumptions, and con-
cepts make up the body of knowledge known as generally accepted accounting principles
(GAAP).

In Canada, the Accounting Standards Board (AcSB), an independent standard-setting
body, has the main responsibility for developing GAAP. The AcSB’s most important criterion
for accounting standards is this: the standard should lead to external users having the most
useful financial information possible when they are making business decisions.

In Canada, accounting professionals follow different accounting standards (see Alterna-
tive Terminology) depending on the type of entity they work for. For-profit entities report
their financial statements using either (1) International Financial Reporting Standards (IFRS)
or (2) Accounting Standards for Private Enterprises (ASPE).

International Financial Reporting Standards (IFRS) are a set of global standards
developed by the International Accounting Standards Board (IASB) and adopted for use in
Canada by the AcSB. The IASB is charged with the responsibility to develop International
Financial Reporting Standards that bring transparency, accountability, and efficiency to finan-
cial markets around the world. IFRS make it easier for users to compare financial information
prepared across the globe. As markets become more global, it is often desirable to compare
the results of companies from different countries. That is more difficult when different com-
panies use different accounting standards. Therefore, in order to increase comparability, in
recent years, more and more countries are adopting IFRS. IFRS is the main basis of financial
reporting in nearly 120 countries, including Canada, Australia, Brazil, Russia, members of
the European Union, China, India, Japan, and Mexico. At the time this textbook was being
written, the United States had not yet agreed to adopt IFRS (in totality).

In Canada, IFRS standards must be followed by publicly accountable enterprises (see
Helpful Hint). Publicly accountable enterprises include publicly traded corporations,
as well as securities brokers and dealers, banks, and credit unions whose role is to hold
assets for the public as part of their primary businesses. In this textbook, we will discuss
publicly traded corporations. Discussion of the other types of businesses will be covered in
more advanced courses. Aritzia is a publicly traded company and therefore it is required to
follow IFRS.
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The AcSB recognized that, for most private companies in Canada, users can generally
obtain additional information from the company if required. Therefore, these users typically
require less information in the financial statements. As a result, the AcSB developed Account-
ing Standards for Private Enterprises (ASPE). Non-publicly traded companies can choose
to use ASPE instead of IFRS. ASPE requires considerably less information in financial statements
than is required by IFRS. Canadian private companies, such as McCain Foods and EllisDon Inc.,
have the choice to report under ASPE or IFRS. Because proprietorships and partnerships are
private companies, these entities will generally follow ASPE for financial reporting.

(X3 While both IFRS and ASPE are “principle based” (designed to encourage the use of
professional judgement in applying basic accounting principles), there are differences. Therefore,
financial statement users will need to know which standards the company is following. Com-
panies are required to report this in their financial statements. In this textbook, as we proceed
through the material, we will point out where there are differences in the two sets of standards.
However, the two sets of standards have a great deal in common regarding the type of material
covered in an introductory accounting textbook. The authoritative source of all accounting stan-
dards is the handbook produced by Chartered Professional Accountants Canada (CPA Canada),
the main professional accounting body in Canada, called the CPA Canada Handbook.

Regardless of the financial reporting framework, it is important to understand that GAAP
is not static and that it changes over time. Standard setters continue to develop new GAAP and
modify existing GAAP. Changes to GAAP may take a long time before being finalized. There-
fore, the length of time involved in changing existing accounting standards or adding new
ones can make it difficult to determine what information we should include in this textbook.
Should we cover the currently approved standard or the proposed new standard? Normally the
textbook will cover only the currently approved standards, which includes standards that are
approved and not yet effective. But where we believe it is important to do so, we will discuss
new standards that were proposed at the time the textbook was written.

DO IT! 1.3 | Building Blocks of Accounting

Indicate whether each of the five statements presented below is true or false.

1. The historical cost principle dictates that companies record economic resources at their cost.
In later periods, however, the fair value of the resource must be used if fair value is higher
than its cost.

2. Relevance means that financial information matches what really happened; the information
is factual.

3. A business owner’s personal expenses must be separated from expenses of the business to
comply with accounting’s reporting entity concept.

4. All events are recorded in the financial statements.

5. All companies in Canada must report their financial statements using IFRS.

Solution
1. False. The historical cost principle dictates that companies record economic resources at their
cost. Under the historical cost principle, the company must also use cost in later periods.

2. False. Faithful representation, not relevance, means that financial information matches
what really happened; the information is factual.

3. True.

4. False. Not all events are recorded and reported in the financial statements; only accounting
transactions are recorded as business transactions. Accounting transactions are events that
change the business’s economic resources or claims on those resources.

5. False. In Canada, publicly accountable entities must use IFRS, while private entities may
report using ASPE.

Related exercise material: BE1.3, BE1.4, BE1.5, BE1.6, and E1.4.

The ASPE word mark indicates
where differences between IFRS
and ASPE are explained. These
differences are also summarized
at the end of each chapter.

ACTION PLAN

« Review the discussion
of financial reporting
standards.

« Develop an
understanding of the
key terms used.
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The Accounting Model

ALTERNATIVE
TERMINOLOGY

The balance sheet is some-
times called the statement
of financial position.

LEARNING OBJECTIVE 4

Describe the components of the financial statements and explain the accounting
equation.

We can think of the accounting model as what it takes to prepare financial statements,
which are the end result of accounting. To prepare the financial statements, we need to
use the accounting equation, which is the basis for recording and summarizing all transac-
tions. The accounting model underpins everything we will do with transactions in the rest
of the textbook.

Financial Statements

You will recall that the main objective of the financial statements is to provide information to
allow investors and creditors (external users) to make decisions about a business. Here we will
introduce four basic financial statements—the balance sheet, income statement, statement of
owner’s equity, and cash flow statement—and show how this information is included in these
statements. Later in the chapter, we will illustrate how to prepare these statements.

The specific financial statements prepared differ depending on the nature of the busi-
ness organization; however, all businesses prepare a balance sheet and income statement.
As you go through this section, we recommend you refer to Aritzia’s financial statements
for the year ended February 25, 2018, in Appendix A of this textbook. We will refer to
these statements often throughout the textbook.

Balance Sheet

Users need information on the economic resources that the business can use to carry out its busi-
ness activities to earn a profit and the claims to these economic resources. In accounting, economic
resources that are owned or controlled by a business are called “assets.” Claims on the economic
resources are the amounts owed by the business and the owner’s rights to the resources. In ac-
counting, amounts owed by the business are called “liabilities” and the owner’s right to these
resources is called “owner’s equity.” Assets, liabilities, and owner’s equity are referred to as
elements of the financial statements and are reported in the balance sheet.

The balance sheet is like a snapshot of the company’s financial condition at a
specific point in time (usually the end of a month, quarter, or year). (See Alternative
Terminology.) The heading of a balance sheet must identify the company, statement, and
date. To indicate that the balance sheet is at a specific point in time, the date only mentions
the point in time (e.g., as at December 31, 2021). Let’s look at the components of the balance
sheet in more detail.

Assets Assets are present economic resources controlled by a business as a result of past
events and have the potential to produce economic benefit. In a business, economic benefits
generally refer to cash inflows (receipts) but can include other assets.

Assets are used to carry out activities, such as the production and distribution of mer-
chandise. For example, imagine that a local pizza restaurant, called Campus Pizza, owns a de-
livery truck. The truck provides economic benefits because it is used to deliver pizzas. Campus
Pizza also owns other assets, such as tables, chairs, a sound system, a cash register, an oven,
dishes, supplies, and, of course, cash.

Other common assets include merchandise held for resale (commonly referred to as
merchandise inventory), investments, land, buildings, patents, and copyrights. Accounts
receivable is the asset created when a company sells goods or services to customers who
promise to pay cash in the future. Prepaid expense, another common asset, is the asset



created when a business pays cash in advance and the goods or services will be used over
time. Common types of prepaid expenses are insurance, rent, and supplies.

Liabilities Liabilities are present obligations, arising from past events, the settlement of
which will include the transfer of economic benefits. An economic benefit here generally
refers to cash outflows (payments) but can also include other assets or services. An obliga-
tion is a duty or responsibility that a company has no practical ability to avoid. For example,
businesses of all sizes usually borrow money and purchase merchandise inventory on credit.
If a business borrows money to do such things as purchase equipment, it usually has a note
payable for the amount borrowed. A note payable is supported by a written promise to pay
a specific amount, at a specific time, in the future. Obligations to pay cash to suppliers in the
future are called accounts payable.

Sometimes customers might pay a business in advance of being provided a service or
product. This advance by the customer is a liability called unearned revenue, because the
business has an obligation to provide the service or product in the future. Businesses may
also have salaries payable to employees, Goods and Services Tax (GST/HST) payable and Pro-
vincial Sales Tax (PST) payable to the federal and provincial governments (respectively), and
property taxes payable to the municipality.

Recall that persons or other businesses that are owed money by the business, such as sup-
pliers and bankers, are called “creditors.” The law requires that creditor claims be paid before
ownership claims are paid.

Owner’s Equity The owner’s claim on the assets of the company is known as owner’s
equity. It is equal to total assets minus total liabilities. Since the claims of creditors must be paid
before ownership claims, the owner’s equity is often called “residual equity.” If the equity is
negative—that is, if total liabilities are more than total assets—the term “owner’s deficiency”
(or deficit) describes the shortage. Owner’s equity is a general accounting term that could be
used for any type of organization. It is used most frequently for proprietorships. Partnerships
use the term “partners’ equity”’; corporations, such as Aritzia, use “shareholders’ equity.”

A summary of the balance sheet accounts, assets, liabilities, and owner’s equity is pre-
sented in Ilustration 1.7.

ASSETS

+ Present economic resources controlled by the business that have the potential to produce
economic benefits.
o Examples: accounts receivable, merchandise inventory, vehicles

LIABILITIES
« Present obligations to transfer an economic resource
o Examples: accounts payable, salaries payable

OWNER’S EQUITY
« The owner’s claim on the assets
o Residual amount of assets minus liabilities

The Accounting Equation The relationship between assets, liabilities, and owner’s equity
(which are shown on the balance sheet) is expressed as an equation, called the accounting
equation (see Alternative Terminology). Assets must equal the sum of liabilities and owner’s
equity. Liabilities are shown before owner’s equity in the accounting equation because
creditors have the right to receive payment before owners. Illustration 1.8 shows the account-
ing equation for Aritzia as at February 25, 2018 (balances presented are in thousands).

Resources Claims Against the Resources

f \

Assets Liabilities + Owner’s Equity

$567,678 = $281,977 + $285,701
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ILLUSTRATION 1.7

The balance sheet: A snapshot
in time

ALTERNATIVE
TERMINOLOGY

The accounting equation
is sometimes referred to as
the balance sheet equation.

ILLUSTRATION 1.8

Accounting equation
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ALTERNATIVE
TERMINOLOGY

The income statement

is sometimes called the
statement of earnings or
statement of operations.

ALTERNATIVE
TERMINOLOGY

Profit is sometimes called
net income or earnings or
net earnings.

ILLUSTRATION 1.9

The income statement
for a period of time

The accounting equation is the same for all businesses regardless of their size, nature
of business, or form of business organization. It applies to a small proprietorship such as a
corner grocery store as much as it does to a large corporation such as Aritzia (where owner’s
equity is called shareholders’ equity). Not only is the balance sheet based on the equation, but
as we will see, the equation is the basis for recording and summarizing the economic events
of a company.

Because the balance sheet is based on the accounting equation, you should never see a
balance sheet where assets are not equal to liabilities plus owner’s equity. If you do, it contains
one or more errors. In that situation, we would say that the balance sheet is not balanced.

Income Statement

Users of the financial statements want to know if the business is generating a profit from its
business activities. The main purpose of the income statement (see Alternative Termi-
nology) is to report the profitability of the business’s operations over a specified period of
time (a month, quarter, or year). Profit is measured by the difference between revenues
and expenses (see Alternative Terminology). Revenue and expense are referred to
as elements of the financial statements and are reported in the income statement
along with profit or loss. Profit results when revenues are greater than expenses and
conversely a loss results when expenses are greater than revenues.

Revenues Revenues result from business activities that are undertaken to earn profit,
such as performing services, selling merchandise inventory, renting property, and lending
money. Revenues result in an increase in an asset or a decrease in a liability and an increase
in owner’s equity. They come from different sources and are given different names, depending
on the type of business. Campus Pizza, for instance, has two categories of revenue: food sales
and beverage sales. Common sources of revenue include sales, fees, services, commissions,
interest, and rent.

Expenses Expenses are the costs of assets that are consumed and services that are used
in a company’s business activities. Expenses are decreases in assets or increases in liabilities,
and result in a decrease in owner’s equity. Withdrawals of assets by an owner are not con-
sidered expenses. Like revenues, there are many kinds of expenses and they are identified
by various names, depending on the type of asset consumed or service used. For exam-
ple, Campus Pizza reports the following expenses: cost of ingredients (such as meat, flour,
cheese, tomato paste, and mushrooms); cost of beverages; salaries expense; utilities expense
(electric, gas, and water expense); telephone expense; repairs expense; fuel expense; sup-
plies expense (such as napkins, detergents, and aprons); rent expense; insurance expense;
and interest expense.

Illustration 1.9 shows the items reported on the income statement for a particular
period of time.

REVENUES

+ Result from business activities undertaken to earn profit, such as performing services, selling
merchandise inventory, renting property, and lending money
o Examples: sales revenue, service revenue

EXPENSES
+ The costs of assets consumed and services used in a company’s business activities
o Examples: cost of goods sold, salaries expense, rent expense, utilities expense

PROFIT
+ Measured by the difference between revenues and expenses

The balance sheet and income statement report balances for all of the elements of the
financial statements: assets, liabilities, equity, revenue, and expense. The next financial statement
that is prepared—the statement of owner’s equity—reports the change in equity from the begin-
ning of the period to the end of the period.



Statement of Owner’s Equity

The statement of owner’s equity shows the changes in owner’s equity for the same period
of time as the income statement. In a proprietorship, owner’s equity is increased by invest-
ments made by the owner and decreased by withdrawals made by the owner. Owner’s equity
is also increased when a business generates a profit from business activities or decreased if the
business has a loss. Let’s look at each of these equity components in more detail.

Investments Investments by the owner are contributions of cash or other assets (e.g.,
a vehicle or computer) made by the owners to the business. In a proprietorship, investments
are recorded as increases to what is known as the owner’s capital account. (Accounting re-
cords are made up of several accounts that group similar transactions, each one given a title
such as Owner’s Capital or Utilities Expense. An account records increases or decreases in
assets, liabilities, or owner’s equity items. We’ll learn more about recording transactions in
accounts in Chapter 2.) Accordingly, investments by owners result in an increase in an asset
and an increase in owner’s equity.

Drawings An owner may withdraw cash (or other assets) for personal use. In a proprietor-
ship, these withdrawals could be recorded as a direct decrease to the owner’s capital account.
However, it is generally considered better to use a separate account called drawings so that
the total withdrawals for the accounting period can be determined. Drawings result in a decrease
in an asset and a decrease in owner’s equity.

Profit As previously explained, revenues increase owner’s equity and expenses decrease
owner’s equity. We also learned that profit results from revenues being greater than expenses
and a loss results if expenses are greater than revenues. Therefore, profit increases owner’s
equity and losses decrease owner’s equity.

INlustration 1.10 summarizes the transactions that change owner’s equity.

Increases in owner’s equity Decreases in owner’s equity
Investments by the owner Drawings by the owner
Revenues Expenses

We will see later in the chapter how this information is shown in the statement of owner’s equity.

Cash Flow Statement

Investors and creditors need information on the business’s ability to generate cash from its
business activities and how the business uses cash. The cash flow statement (see Alter-
native Terminology) gives information about the cash receipts and cash payments for a
specific period of time. The cash flow statement gives answers to the following simple but
important questions:

1. Where did the cash come from during the period?
2. What was the cash used for during the period?

3. What was the change in the cash balance during the period?

To help investors, creditors, and others analyze a company’s cash, the cash flow statement
reports the following:

1. the cash effects of the company’s operating activities during a period;

2. the cash inflows and outflows from investing transactions (e.g., the purchase and sale of
land, buildings, and equipment);

3. the cash inflows and outflows from financing transactions (e.g., borrowing and repay-
ments of debt, and investments and withdrawals by the owner);

4. the net increase or decrease in cash during the period; and

5. the cash amount at the end of the period.
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ILLUSTRATION 1.10

Transactions that increase
and decrease owner’s equity

ALTERNATIVE
TERMINOLOGY

The cash flow statement
is sometimes called the
statement of cash flows.
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ILLUSTRATION 1.11

Accounting differences by
type of business organization

ILLUSTRATION 1.12

Expanded accounting
equation

Accounting in Action

Accounting Differences by Type of Business Organization

Previously, you were introduced to different forms of business organization: the proprietor-
ship, partnership, and corporation. Basically, accounting for assets, liabilities, revenues, ex-
penses, and cash flows is the same, regardless of the form of business organization. The main
distinction between the forms of organizations is found in (1) the terminology that is used to
name the equity section, (2) the accounting for the owner’s investments and withdrawals, and
(3) the name of the statement showing the changes in owner’s equity. In Illustration 1.11, we
summarize these differences.

Corporation (reporting
under IFRS)

Shareholders’ equity

Proprietorship Partnership

Equity section called: Owner’s equity Partners’ equity

Investments by owners
added to:

Owner’s capital

Partners’ capital

Share capital

Profits added to:

Owner’s capital

Partners’ capital

Retained earnings

Withdrawals by owners called:

Drawings

Drawings

Dividends

Withdrawals deducted from:

Owner’s capital

Partners’ capital

Retained earnings

Name of statement:

Statement of

Statement of

Statement of

owner’s equity partners’ equity changes in equity

In a proprietorship, equity is summarized and reported as one line item on the balance
sheet called “capital” and prefaced by the owner’s name. In a partnership, equity is summa-
rized and reported as one line item for each partner and each account is referred to as “capital”
prefaced by the individual partner’s name. In the next sections of this chapter, transaction
analysis will be demonstrated and the presentation of the balance sheet for a proprietorship
will be illustrated. Chapter 12 will illustrate the balance sheet for a partnership. In a corpo-
ration, investments by all of the shareholders are grouped together and reported on the balance
sheet as “share capital.” In a corporation, regardless of the number of shareholders, one ac-
count called Retained Earnings is used to record the accumulated profit (or earnings) that
has been retained (i.e., not paid out to shareholders) in the company and is also reported on
the balance sheet. We will cover corporation accounting in more depth in Chapters 13 and 14.
For now, note that account and statement names in a corporation are different from propri-
etorships and partnerships.

The Expanded Accounting Equation

The basic accounting equation in Illustration 1.8 shows that assets are equal to liabilities
plus owner’s equity. Recall that the basic equation is a summary of the information shown
on the balance sheet. But we also know that it is necessary to report on revenues, expenses,
and other changes in owner’s equity. In Illustration 1.12, we have expanded the basic
accounting equation to show the different parts of owner’s equity and the relationship
between revenues, expenses, profit (or loss), and owner’s equity.

Assets = Liabilities + Owner’s Equity

s \

Owner’s Capital

(Investments) Profit (or — Loss)

Drawings +

—_—————

Revenues — Expenses



By expanding the equation, we have created a framework that can be used to report the
information required in the income statement and the statement of owner’s equity, as well as
the balance sheet. The components in the expanded accounting equation are known as the
elements of the financial statements.

Remember that the equation must always balance. Assets must equal liabilities plus own-
er’s equity. From the expanded equation, we can see that if revenue increases, owner’s equity
increases and therefore either assets increase or liabilities decrease to keep the equation bal-
anced. Conversely, if expenses increase, owner’s equity decreases and therefore either assets
decrease or liabilities increase to keep the equation balanced.

DOIT! 1.4 | The Accounting Equation

The following are a few of the items that are reported in financial statements: (1) cash,
(2) service revenue, (3) drawings, (4) accounts receivable, (5) accounts payable, and (6) sal-
aries expense.

a. Classify the items as assets, liabilities, or owner’s equity. For the owner’s equity items, indicate
whether these items increase or decrease equity.

b. Indicate which financial statement the item is reported in.

Solution
(a) Type of Item (b) Financial Statement
1. Cash Asset Balance sheet
2. Service revenue Owner’s equity—increase Income statement
3. Drawings Owner’s equity—decrease Statement of owner’s equity
4. Accounts receivable Asset Balance sheet
5. Accounts payable Liability Balance sheet
6. Salaries expense Owner’s equity—decrease Income statement

Related exercise material: BE1.7, BE1.8, BE1.9, BE1.10, BE1.11, E1.6, and E1.7.

Transaction Analysis

LEARNING OBJECTIVE 5

Analyze the effects of business transactions on the accounting equation.

Once it has been determined that an event or transaction should be recognized, it must be
analyzed for its effect on the components of the accounting equation before it can be recorded.
This analysis must identify the specific items that are affected and the amount of change in
each item.

Each transaction must have a dual effect on the equation for the two sides of the accounting
equation to remain equal. For example, if an asset is increased, there must be a corresponding

1. decrease in another asset, or
2. increase in a liability, or

3. increase in owner’s equity.

Transaction Analysis

ACTION PLAN

« Understand that assets
are resources that are
capable of providing
future service or benefit
that are owned or
controlled by a business.
Understand that
liabilities are amounts
owed by a business.

Review which
transactions affect
owner’s equity.

Recall what information
is included in each of
the financial statements.
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ILLUSTRATION 1.13

Investment of cash by owner

ILLUSTRATION 1.14

Purchase of equipment
for cash

Two or more items could be affected by a transaction. For example, an asset (equipment)
could increase by $10,000, a different asset (cash) could decrease by $6,000, and a liability
(notes payable) could increase by $4,000.

As a general example, we will now look at transactions conducted by Softbyte, a ficti-
tious computer programming business, during its first month of operations. You should study
these transactions until you are sure you understand them. They are not difficult, but they
are important to your success in this course. Being able to analyze how transactions affect the
accounting equation is essential for understanding accounting.

To keep it simple, we will not include cents in the dollar amounts we record in the fol-
lowing analysis of Softbyte’s transactions. In reality, it is important to understand that cents
should be, and are, used when transactions are recorded in a company’s internal accounting
records.

Transaction (1): Investment by Owner Andrew Leonid decides to open a computer
programming business, which he names Softbyte. On September 1, 2021, he invests $15,000
cash in the business, which he deposits in a bank account opened under the name of Softbyte.
This transaction results in an equal increase in both assets and owner’s equity for Softbyte, as
shown in Illustration 1.13.

Basic The asset Cash is increased by $15,000 and the owner’s equity account,
Analysis A. Leonid, Capital, is increased by $15,000.
Assets = Liabilities + Owner’s Equity
Equation A. Lec?nid,
Analysis Cash = Capital
(1)  +$15,000 = +$15,000

Notice that the two sides of the basic equation remain equal. Note also that investments by an
owner are not revenues and are not included in calculating profit. The increase therefore has
to be recorded as an investment in the owner’s capital account rather than as revenue from
operations.

Transaction (2): Purchase of Equipment for Cash Softbyte purchases computer
equipment for $7,000 cash. This transaction results in an equal increase and decrease in total
assets, though the composition of the assets changes. The specific effect of this transaction
and the cumulative effect of the first two transactions are demonstrated in Illustration 1.14.

AE:lSyfis The asset Cash is decreased by $7,000 and the asset Equipment is increased by $7,000.
Assets = Liabilities + Owner’s Equity
Cash + Equipment = A. Leonid, Capital
Equation Old Balances  $15,000 $15,000
Analysis 2) ~7,000 +$7,000
New Balances $ 8,000 + $7,000 = $15,000
$15,000 $15,000

Notice that total assets are still $15,000, and that Leonid’s equity also remains at $15,000, the
amount of his original investment.

Transaction (3): Purchase of Supplies on Credit Softbyte purchases $1,600 of com-
puter paper and other supplies that are expected to last several months from the Alpha Supply



Company. Alpha Supply will allow Softbyte to pay this bill next month (in October). This
transaction is referred to as a purchase on account, or a credit purchase. Assets are increased
because the use of the paper and supplies is capable of producing economic benefits. Liabil-
ities are increased by the amount that is due to Alpha Supply Company. Illustration 1.15
shows the equation analysis for this transaction.

UGN RN Purchase of supplies on credit

Transaction Analysis

AE:ls;;s The asset Supplies is increased by $1,600 and the liability Accounts Payable is increased by the same amount.
Assets = Liabilities + Owner’s Equity
Accounts A. Leonid,
Cash + Supplies + Equipment = Payable + Capital
Equation Old Balances  $8,000 + +  $7,000 = $15,000
Analysis
(3) +$1,600 +$1,600
New Balances  $8,000 +  $1,600 +  $7,000 = $1,600 + $15,000
$16,600 $16,600

Total assets are now $16,600. This total is matched by a $1,600 creditor’s claim and a $15,000
ownership claim.

Transaction (4): Services Provided for Cash Softbyte receives $1,200 cash from
customers for programming services it has provided. This transaction is Softbyte’s main
revenue-producing activity. Remember that revenue increases profit, which then increases
owner’s equity. Illustration 1.16 shows the equation analysis for this transaction.

RN BN Services provided for cash

Ar?:li/fis The asset Cash is increased by $1,200 and the owner’s equity account Service Revenue is increased by $1,200.
Assets = Liabilities + Owner’s Equity
Accounts A. Leonid,
Cash + Supplies + Equipment = Payable + Capital +  Revenues
Equation Old Balances $8,000 + $1,600 +  $7,000 = $1,600 +  $15,000
Analysis
4) +1,200 +5$1,200
New Balances ~ $9,200 + $1,600 +  $7,000 = $1,600 + $15,000 + $1,200
$17,800 $17,800

The two sides of the equation still balance at $17,800.

We don’t have room to give details for each revenue and expense account in this illustra-
tion, so revenues (and expenses when we get to them) will be summarized under one column
heading for Revenues and one for Expenses. However, it is important to keep track of the
account titles that are affected (e.g., Service Revenue), because they will be needed when the
income statement is prepared in the next section.

Transaction (5): Purchase of Advertising on Credit  Softbyte receives a bill for $250
from the local newspaper for advertising the opening of its business. It postpones payment of
the bill until a later date. The cost of advertising is an expense, and not an asset, because the
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benefits have already been used. Owner’s equity decreases because an expense is incurred.
Expenses reduce profit and owner’s equity. Illustration 1.17 shows the equation analysis for
this transaction.

ULV YS Purchase of advertising on credit

Basic
Analysis

Equation Old Balances
Analysis

New Balances

The liability Accounts Payable is increased by $250 and the owner’s equity account Advertising Expense is increased by $250.

Assets = Liabilities + Owner’s Equity
Accounts A. Leonid,
Cash + Supplies + Equipment = Payable +  Capital + Revenues — Expenses
$9,200 + $1,600 +  $7,000 = $1,600 + $15000 + $1,200
+250 —$250
$9,200 + $1,600 +  $7,000 = $1,850 + $15000 + $1,200 —  $250
$17,800 $17,800

The two sides of the equation still balance at $17,800. Note that, although the expense
increases, this is shown as a negative number because expenses reduce owner’s equity.

Expenses do not have to be paid in cash at the time they are incurred. When payment is
made on the later date, the liability Accounts Payable will be decreased and the asset Cash will
also be decreased [see transaction (8)].

Transaction (6): Services Provided for Cash and Credit Softbyte provides $3,500
of programming services for customers. Cash of $1,500 is received from customers, and the
balance of $2,000 is billed to customers on account. This transaction results in an equal in-
crease in assets and owner’s equity, as shown in Illustration 1.18.

DRIV R BN Services provided for cash and credit

Basic Three specific items are affected: the asset Cash is increased by $1,500; the asset Accounts Receivable is increased by $2,000;
Analysis and the owner’s equity account Service Revenue is increased by $3,500.
Assets = Liabilities + Owner’s Equity
Accounts Accounts A. Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital + Revenues — Expenses
Equation Old Balances $ 9,200 + $1,600 + $7,000 = $1,850 + $15000 + $1,200 —  $250
Analysis +1,500 +5$2,000 +3,500 _
New Balances $10,700 +  $2,000 + $1,600 + $7,000 = $1850 + $15000 + $4700 —  $250
$21Y,300 $21,300

You might wonder why owner’s equity is increased by $3,500 when only $1,500 has
been collected. The reason is that the assets from earning revenues do not have to be in cash.
Owner’s equity is increased when revenues are recognized. In Softbyte’s case, revenues are
recognized when the service (performance obligation) is provided and complete. When collec-
tions on account are received at a later date, Cash will be increased and Accounts Receivable
will be decreased [see transaction (9)].

Transaction (7): Payment of Expenses The expenses paid in cash for September are
store rent, $600; salaries of employees, $900; and utilities, $200. These payments result in an
equal decrease in assets and owner’s equity, as shown in Illustration 1.19.



ILLUSTRATION 1.19 Payment of expenses

Transaction Analysis 1-25

Basic The asset Cash is decreased by $1,700 in total ($600 + $900 + $200) and owner’s equity expense accounts are increased by the
Analysis same amount, which then decreases owner’s equity.
Assets = Liabilities + Owner’s Equity
Accounts Accounts A. Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital + Revenues — Expenses
Old Balances $10,700 + $2,000 + $1,600 + $7,000 = $1,850 + $15,000 + $4,700 — S 250
Equation
Analysis (7) —600 —600
—900 —900
—200 —200
New Balances $ 9,000 + $2,000 + $1,600 + $7,000 = $1,850 + $15,000 + $4,700 — $1,950
$19,600 $19,600

The two sides of the equation now balance at $19,600. Three lines are needed in the analysis
in order to show the different types of expenses that have been paid. Note that total expenses
increase but, as explained in transaction (5), it is shown as a negative number because expenses

decrease owner’s equity.

Transaction (8): Payment of Accounts Payable Softbyte pays its $250 advertising
bill in cash. Remember that the bill was previously recorded in transaction (5) as an increase
in Accounts Payable and a decrease in owner’s equity. Illustration 1.20 shows the equation

analysis for this transaction.

PAVEAILZUI BN Payment of accounts payable

AE:lsyigis The asset Cash is decreased by $250 and the liability Accounts Payable is decreased by $250.
Assets = Liabilities + Owner’s Equity
Accounts Accounts A. Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital + Revenues — Expenses
Equation Old Balances $9,000 + $2,000 + $1,600 + $7,000 = $1,850 + $15000 + $4,700 — $1,950
Analysis 50 50
New Balances §8,750 + $2,000 + $1,600 + $7,000 = $1,600 + $15000 + $4,700 — $1,9SOJ
$19,350 $19,350

Notice that the payment of a liability for an expense that has previously been recorded does not af-
fect owner’s equity. The expense was recorded in transaction (5) and should not be recorded again.

Transaction (9): Receipt of Cash on Account The sum of $600 in cash is received from
some customers who were billed for services in transaction (6). This transaction does not change
total assets, but it does change the composition of those assets, as shown in Illustration 1.21.

BTGV R 2N Receipt of cash on account

Ar?:lsyi;s The asset Cash is increased by $600 and the asset Accounts Receivable is decreased by $600.
Assets = Liabilities + Owner’s Equity
Accounts Accounts A. Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital + Revenues — Expenses
Equation Old Balances $8,750 + $2,000 + $1,600 + $7,000 = $1,600 + $15000 + $4,700 — $1,950
Analysis +600 —600
NewBalances $9,350 + $1,400 + $1,600 + $7,000 = $L600 + $15000 + $4700 — $1,950
$19,350 $19,350
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Note that a collection of an account receivable for services that were billed and recorded earlier
does not affect owner’s equity. Revenue was already recorded in transaction (6) and should not
be recorded again.

Transaction (10): Signed Contract to Rent Equipment in October Andrew
Leonid and an equipment supplier sign a contract for Softbyte to rent equipment for the
months of October and November at the rate of $250 per month. Softbyte is to pay each
month’s rent at the start of the month. There is no effect on the accounting equation because
the assets, liabilities, and owner’s equity have not been changed by the signing of the contract.
An accounting transaction has not occurred. At this point, Softbyte has not paid for anything,
nor has it used the equipment, and therefore it has not incurred any expenses. Illustration 1.22
shows the equation analysis for this transaction.

UGN P> Signed contract to rent equipment in October

Old Balances
(10) No entry

New Balances

Assets = Liabilities + Owner’s Equity
Accounts Accounts A. Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital + Revenues — Expenses
$9,350 + $1,400 + $1,600 + $7,000 = $1,600 + $15,000 + $4,700 — $1,950
$9,350 + $1,400 + $1,600 + $7,000 = $1,600 + $15000 + $4,700 — $1,950
$19,350 $19,350

Note that the new balances are all identical to the old balances because nothing has changed.

Transaction (11): Withdrawal of Cash by Owner Andrew Leonid withdraws $1,300
in cash from the business for his personal use. This transaction results in an equal decrease in
assets and owner’s equity, as shown in Illustration 1.23.

UL BN Withdrawal of cash by owner

Basic The asset Cash is decreased by $1,300, and the owner’s equity account Drawings is increased by $1,300, which then decreases
Analysis owner’s equity, as follows:
Assets = Liabilities + Owner’s Equity
Accounts Accounts  A.Leonid, A.Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital — Drawings + Revenues — Expenses
Equation Old Balances $9,350 + $1,400 + $1,600 + $7,000 = $1,600 + $15,000 + $4,700 — $1,950
Analysis
(11) —1,300 —$1,300
New Balances $8,050 + $1,400 + $1,600 + $7,000 = $1,600 + $15,000 — $1,300 + $4,700 — $1,950
$18,050 $18,050

Note that both drawings and expenses reduce owner’s equity, as shown in the accounting
equation above. However, owner’s drawings are not expenses. Expenses are incurred for
the purpose of earning revenue and are reported in the income statement. Drawings do not
generate revenue. They are a disinvestment; that is, the effect of an owner’s cash withdrawal
is the opposite of the effect of an owner’s investment. Like owner’s investments, drawings are
not included in the determination of profit.
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Summary of Transactions

Softbyte’s transactions are summarized in Illustration 1.24 to show their cumulative effect
on the accounting equation. The transaction number and the specific effects of each transaction
are indicated.

LN 2N Tabular summary of Softbyte transactions

Assets = Liabilities + Owner’s Equity
Accounts Accounts A. Leonid, A. Leonid,
Cash + Receivable + Supplies + Equipment = Payable + Capital — Drawings + Revenues — Expenses
(1) +$15,000 +$15,000
(2) -7,000 +$7,000
(3) +$1,600 +$1,600
(4)  +1,200 +$1,200
(5) +250 -$ 250
(6) +1,500 +$2,000 +3,500
(7) -600 -600
-900 -900
-200 -200
(8) -250 -250
) +600 -600
(10) Noentry
(11)  -1,300 —$1,300
N $ 8,050 + $1,400 + $1,600 + $7,000J = $1,600 + $15,000 — —$1,300 + $4,700 — $1,9501
$1§,050 $18,050

The illustration demonstrates some significant facts.

1. Each transaction must be analyzed for its effects on:
a. the three components (assets, liabilities, and owner’s equity) of the accounting
equation, and
b. specific items within each component.

2. The two sides of the equation must always be equal.

This section on transaction analysis does not show the formal method of recording trans-
actions. We will start illustrating that in Chapter 2. But understanding how transactions change
assets, liabilities, and owner’s equity is fundamental to understanding accounting and also
business in general.

DO IT! 1.5 | Tabular Analysis ACTION PLAN

« Analyze the effects of
Transactions for the month of August by Dawd & Co., a public accounting firm, are shown below. each transaction on the
Make a table that shows the effects of these transactions on the accounting equation, like the accounting equation.

tabular analysis shown in Illustration 1.24.

Use appropriate account

1. The owner, John Dawd, invested $25,000 of cash in the business. names for the account

2. Equipment was purchased on credit, $7,000. titles (not descriptions).

Keep the accounting
equation in balance.

3. Services were performed for customers for $8,000. Of this amount, $2,000 was received in
cash and $6,000 is due on account.

4. Rent of $850 was paid for the month.
5. Customers on account paid $4,000 (see transaction 3).

6. The owner withdrew $1,000 of cash for personal use.
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Solution
Assets = Liabilities + Owner’s Equity
Accounts Office Accounts J. Dawd, J. Dawd,
Cash 4+ Receivable + Equipment = Payable <+ Capital — Drawings + Revenues — Expenses
1. +$25,000 +$25,000
2 +$7,000 +$7,000
3 +2,000 +$6,000 +$8,000
4. -850 —$850
5 +4,000 —4,000
6 —1,000 —$1,000
$29,150 + $2,000 + $7,000 = $7,000 + $25,000 — $1,000 + $8,000 — $850
$38,150 $38,150

Related exercise material: BE1.12, BE1.13, BE1.14, E1.8, E1.10, E1.11, E1.12, and E1.13.

Preparing Financial Statements

HELPFUL HINT

The income statement,
statement of owner’s equity,
and cash flow statement

all report information for a
period of time. The balance
sheet reports information at
a point in time.

LEARNING OBJECTIVE 6
Prepare financial statements.

Once all transactions for the month have been recognized, financial statements can be prepared.
You will recall that these include the balance sheet, income statement, statement of owner’s
equity, and cash flow statement. (See Helpful Hint.)

Ilustration 1.25 shows Softbyte’s statements prepared from the transaction analysis in
Illustration 1.24 and how the statements are interrelated. It is important to note that, because
of the interrelationships of the financial statements, they are always prepared in the following
order:

1. income statement,

2. statement of owner’s equity,
3. balance sheet, and

4. cash flow statement.

The essential features of Softbyte’s four financial statements, and their interrelationships,
are briefly described in the following sections.

Income Statement

The income statement is prepared from the data in the owner’s equity columns (specif-
ically the Revenues and Expenses columns) of Illustration 1.24. The statement’s heading
names the company and type of statement, and to indicate that it applies to a period of time,
the income statement date names the time period. For Softbyte, this appears as Month Ended
September 30, 2021, which means the statement is for a one-month period—September 1 to
30, 2021 (Illustration 1.25).

On the income statement, revenues of $4,700 appear first, followed by a list of the expenses
totalling $1,950. Finally, profit of $2,750 is determined. The income statement is always pre-
pared first in order to determine the amount of profit or loss to be used in the statement of
owner’s equity.
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SOFTBYTE

Income Statement Financial statements and

Month Ended September 30, 2021 their interrelationships (see
Helpful Hint)
Revenues
Service revenue $4,700
Expenses
Advertising expense $250
Rent expense 600
Salaries expense 900
Utilities expense 200
Total expenses T 1,950
Profit $2,750
SOFTBYTE ®
Statement of Owner’s Equity
Month Ended September 30, 2021
A. Leonid, capital, September 1, 2021 $ 0
Add: Investments $15,000 |
Profit 2,750 17,750
17,750
Less: Drawings 1,300
A. Leonid, capital, September 30, 2021 $16,450
SOFTBYTE
Balance Sheet
September 30, 2021
Assets
Cash $ 8,050
Accounts receivable 1,400 Q)
Supplies 1,600
Equipment 7,000
Total assets $18,050
Liabilities and Owner’s Equity
Liabilities
Accounts payable $ 1,600
Owner’s equity
A. Leonid, capital 16,450 <&
Total liabilities and owner’s equity $18,050

HELPFUL HINT

The arrows in this
illustration show the
relationships between the
four statements.

SOFTBYTE

Cash Flow Statement
Month Ended September 30, 2021

Operating activities
Cash receipts from customers $ 3,300
Cash payments for operating expenses (1,950)
Net cash provided by operating activities $ 1,350
Investing activities
Purchase of equipment (7,000)
Net cash used by investing activities (7,000)
Financing activities
Investments by owner 15,000
Drawings by owner (1,300)
Net cash provided by financing activities 13,700
Net increase in cash 8,050
Cash, September 1, 2021
—|> Cash, September 30, 2021 $ 8,050

o
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Statement of Owner’s Equity

Data for preparing the statement of owner’s equity are taken from the owner’s equity columns
(specifically the Capital and Drawings columns) of the tabular summary (Illustration 1.24)
and from the income statement. The heading of this statement names the company and
type of statement, and shows the time period covered by the statement. Because the time
period is the same as it is for the income statement, it is also dated Month Ended September
30, 2021.

The beginning owner’s equity amount is shown on the first line of the statement. In this
example, it is a zero balance because it is Softbyte’s first period of operations. When financial
statements are again prepared for Softbyte on October 31, 2021, the beginning owner’s equity
amount will be $16,450, which is the ending balance on September 30, 2021. For a company
that is continuing its operations, the beginning balance is equal to the ending balance from
the previous period. What if Softbyte reported a loss in its first month? The loss would reduce
owner’s capital. Instead of adding profit, the loss would be deducted in the same section as
owner’s drawings.

Balance Sheet

The balance sheet is prepared from the Assets and Liabilities column headings and the month-
end data shown in the last line of the tabular summary (Illustration 1.24), and from the state-
ment of owner’s equity. Owner’s capital of $16,450 at the end of the reporting period in the
statement of owner’s equity is reported on the balance sheet.

The heading of a balance sheet must identify the company, statement, and date. To indi-
cate that the balance sheet is at a specific point in time, the date only mentions the point in time
(there is no indication of a time period). For Softbyte, the date is September 30, 2021. Some-
times, the words “as at” precede the balance sheet date. Notice that the assets are listed at the
top, followed by liabilities and owner’s equity. This presentation is a common convention used
in Canada but other orders of presentation are possible. Total assets must equal total liabilities
and owner’s equity. In other words, the balance sheet must balance.

Cash Flow Statement

Softbyte’s cash flow statement, shown in Illustration 1.25, is for the same period of time as the
income statement and the statement of owner’s equity. Note that the positive numbers indi-
cate cash inflows or increases. Numbers in parentheses indicate cash outflows or decreases.
At this time, you do not need to know how these amounts are determined. In Chapter 17, we
will look at the cash flow statement in detail. But you should note that Cash of $8,050 on the
September 30, 2021, balance sheet is also reported at the bottom of the cash flow statement.

Understanding the Information in
the Financial Statements

Ilustration 1.25 showed the financial statements for Softbyte. Every set of financial state-
ments also has explanatory notes and supporting schedules that are an essential part of the
statements. For example, as previously mentioned, at the very least a company will have to
indicate if it is following IFRS or ASPE.

Public corporations issue their financial statements and supplementary materials in an
annual report. The annual report is a document that includes useful non-financial informa-
tion about the company, as well as financial information.

Non-financial information may include a management discussion of the company’s mis-
sion, goals, and objectives; market position; and the people involved in the company. Financial
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information may include a review of current operations and a historical summary of key finan-
cial figures and ratios, in addition to comparative financial statements. Public company financial
statements are audited and include the auditors’ report. There is also a statement of management
responsibility for the statements.

Now is a good time to look again at Aritzia’s financial statements in Appendix A.
Carefully examine the format and content of each financial statement and compare them
with Softbyte’s financial statements in Illustration 1.25. What similarities can you find
between Softbyte’s financial statements and the more complicated financial statements
for Aritzia?

You will see that Aritzia’s transactions have been accumulated for the year ended February
25, 2018, and grouped together in categories. When similar transactions are grouped together,
they are being reported in aggregate. By presenting recorded data in aggregate, the accounting
information system simplifies a large number of transactions. As a result, the company’s activi-
ties are easier to understand and are more meaningful. This simplification does mean less detail,
however. Most companies report condensed information for two reasons: it’s simpler, and it also
avoids revealing significant details to competitors.

You should note that financial statement amounts are normally rounded to the nearest
dollar, thousand dollars, or million dollars, depending on the size of the company. Aritzia
rounds its numbers to the nearest thousand dollars. This is done to remove unimportant detail
and make the information easier for the reader to understand.

DOIT! 1.6 | Financial Statements

Listed below, in alphabetical order, are the financial statement items for Park Accounting
Services. Prepare an income statement, statement of owner’s equity, and balance sheet for
the month ended January 31, 2021.

Accounts payable $ 5,000 M. Park, capital, January 1, 2021 $10,350
Accounts receivable 2,500 M. Park, drawings 3,000
Advertising expense 500 Prepaid rent 1,300
Cash 8,200 Rent expense 850
Equipment 10,000 Service revenue 11,000
Solution

PARK ACCOUNTING SERVICES
Income Statement
Month Ended January 31, 2021

Revenues

Service revenue $11,000
Expenses

Advertising expense $500

Rent expense _850

Total expenses 1,350
Profit $ 9,650 ——
PARK ACCOUNTING SERVICES
Statement of Owner’s Equity ®
Month Ended January 31, 2021

M. Park, capital, January 1, 2021 $10,350
Add: Profit 9,650 ~—

20,000

1-31
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Less: Drawings 3,000
M. Park, capital, January 31, 2021 $17,000 —

PARK ACCOUNTING SERVICES
Balance Sheet
January 31, 2021

Assets
Cash $ 8,200
Accounts receivable 2,500 @
Prepaid rent 1,300
Equipment 10,000
Total assets $22,000
Liabilities and Owner’s Equity
Liabilities
Accounts payable $ 5,000
Total liabilities 5,000
Owner’s equity
M. Park, capital 17,000 <=
Total liabilities and owner’s equity $22,000

Related exercise material: BE1.15, BE1.16, BE1.17, BE1.18, E1.14, E1.15, E1.16, and E1.17.

Review and Practice

Comparing IFRS and ASPE

International Financial Reporting Accounting Standards for

Key Differences Standards (IFRS) Private Enterprises (ASPE)

Accounting standards Required for publicly accountable Private enterprises only
enterprises and optional for
private enterprises

Level of accounting Users require extensive detailed information Users require less information
information required

Equity reporting Statement of changes in equity « Proprietorships: Statement of owner’s equity
« Partnerships: Statement of partners’ equity

« Corporation: Statement of retained earnings

The Demonstration Problem is a final review before you work on the assignment material. The Action Plan strategies in the margins give
you tips about how to approach the problem. The solution shows both the form and the content of complete answers.

Demonstration Problem

Adina Falk opened her own law office on July 1, 2021. During the first month of operations, the following
transactions occurred:

1. Invested $15,000 in cash in the law practice.
2. Hired a legal assistant to work part-time for $1,500 per month.
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. Paid $1,800 for July rent on office space.

. Purchased equipment on account, $3,000.

. Provided legal services to clients for cash, $2,500.

. Borrowed $7,000 cash from a bank on a note payable.

. Provided legal services to a client on account, $4,000.

. Collected $1,200 of the amount owed by a client on account (see transaction 7).
. Paid monthly expenses: salaries, $1,500; telephone, $200; and utilities, $300.
10. Withdrew $2,000 cash for personal use.

O 00NN AW

Instructions
a. Prepare a tabular analysis of the transactions.

b. Prepare the income statement, statement of owner’s equity, and balance sheet for Adina Falk,
Barrister & Solicitor.

ACTION PLAN

. Make sure that assets equal liabilities plus owner’s equity - The statement of owner’s equity shows the changes in
in each transaction. owner’s equity for the same period of time as the income
. Investments and revenues increase owner’s equity. statement.
Withdrawals and expenses decrease owner’s equity. - The owner’s capital at the end of the period is carried
. Prepare the financial statements in the order listed. forward from the statement of owner’s equity to the balance
sheet.

- The income statement shows revenues and expenses for a

period of time. . The balance sheet reports assets, liabilities, and owner’s

equity at a specific date.
. Profit (or loss) is calculated on the income statement and ity P

carried forward to the statement of owner’s equity.

Solution to Demonstration Problem

a.
Assets Liabilities Owner’s Equity
Accounts Notes Accounts A. Falk, A. Falk,
Transaction Cash + Receivable + Equipment = Payable + Payable + Capital — Drawings + Revenues — Expenses
(1) +$15,000 +$15,000
(2) No Entry
3) -1,800 —$1,800
“) +$3,000 +$3,000
(5) +2,500 +$2,500
(6) +7,000 +$7,000
@) +$4,000 +4,000
(8) +1,200 -1,200
9) -1,500 -1,500
-200 -200
-300 -300
(10) -2,000 —$2,000
. $19,900 + $2,800 + $3,000 = $7,000 + $3,000 + $15,000 — $2,000 + $6,500 — $3,80(l

$25,700 $25,700
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ADINA FALK, BARRISTER & SOLICITOR

Income Statement

For the month ended July 31, 2021

Revenue
Service revenue
Expenses
Rent expense
Salaries expense
Telephone expense
Utilities expense
Total expenses

Profit

$6,500
$1,800
1,500
200
300
T 3,800
$2,700

ADINA FALK, BARRISTER & SOLICITOR

Statement of Owner’s Equity

For the month ended July 31,2021

Add: Investments
Profit

Less: Drawings

A. Falk, capital, July 1, 2021

A. Falk, capital, July 31, 2021

$ 0

$15,000
2,700 17,700
17,700
2,000
$15,700

ADINA FALK, BARRISTER & SOLICITOR

Balance Sheet
July 31, 2021

Cash
Accounts receivable
Equipment

Total assets

Liabilities
Notes payable
Accounts payable
Total liabilities
Owner’s equity
A. Falk, capital

Total liabilities and owner’s equity

Assets
$19,900
2,800
3,000
$25,700

Liabilities and Owner’s Equity

$ 7,000
3,000
10,000

15,700 <@}
$25,700

Summary of Learning Objectives

1 Identify the use and users of accounting and the
objective of financial reporting.

Accounting is the information system that identifies, records, and
communicates the economic events of an organization to a wide
variety of interested users. Good accounting is important to peo-
ple both inside and outside the organization. Internal users, such
as management, use accounting information to plan, control,
and evaluate business operations. External users include investors

and creditors, among others. Accounting data are used by investors
(owners or potential owners) to decide whether to buy, hold, or sell
their financial interests. Creditors (suppliers and bankers) evaluate
the risks of granting credit or lending money based on the account-
ing information. The objective of financial reporting is to provide
useful information to investors and creditors to make these deci-
sions. Users need information about the business’s ability to earn
a profit and generate cash. For our economic system to function
smoothly, reliable and ethical accounting and financial reporting
are critical.
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2 Compare the different forms of business organization.

The most common examples of business organization are proprie-
torships, partnerships, and corporations. Proprietorships and part-
nerships are not separate legal entities but are separate entities for
accounting purposes; income taxes are paid by the owners and own-
ers have unlimited liability. Corporations are separate legal entities
as well as separate entities for accounting purposes; income taxes are
paid by the corporation and owners of the corporation have limited
liability.

3 Explain the building blocks of accounting: ethics and
the concepts included in the conceptual framework.

Generally accepted accounting principles are a common set of guide-
lines that are used to prepare and report accounting information. The
conceptual framework outlines some of the body of theory used by
accountants to fulfill their goal of providing useful accounting infor-
mation to users. Ethical behaviour is fundamental to fulfilling the ob-
jective of financial accounting. The reporting entity concept requires
the business activities of each reporting entity to be kept separate from
the activities of its owner and other economic entities. The going con-
cern assumption presumes that a business will continue operations
for enough time to use its assets for their intended purpose and to
fulfill its commitments. The periodicity concept requires businesses to
divide up economic activities into distinct periods of time. Qualitative
characteristics include fundamental and enhancing characteristics
that help to ensure accounting information is useful.

Only events that cause changes in the business’s economic re-
sources or changes to the claims on those resources are recorded. Rec-
ognition is the process of recording items and measurement is the
process of determining the amount that should be recognized. The his-
torical cost concept states that economic resources should be recorded
at their historical (original) cost. Fair value may be a more appropri-
ate measure for certain types of resources. Generally, fair value is the
amount the resource could be sold for in the market. The monetary
unit concept requires that only transactions that can be expressed as
an amount of money be included in the accounting records, and it
assumes that the monetary unit is stable.

The revenue recognition principle requires companies to rec-
ognize revenue when a performance obligation(s) is satisfied. The
matching concept requires that costs be recognized as expenses in
the same period as revenue is recognized when there is a direct asso-
ciation between the cost incurred and revenue recognized.

In Canada, there are two sets of standards for profit-oriented
businesses. Publicly accountable enterprises must follow International
Financial Reporting Standards (IFRS) and private enterprises have
the choice of following IFRS or Accounting Standards for Private
Enterprises (ASPE).

4 Describe the components of the financial statements
and explain the accounting equation.

Assets, liabilities, and owner’s equity are reported in the balance sheet.
Assets are present economic resources controlled by the business as
a result of past events and have the potential to produce economic
benefits. Liabilities are present obligations of a business to transfer
an economic resource as a result of past events. Owner’s equity is
the owner’s claim on the company’s assets and is equal to total assets
minus total liabilities. The balance sheet is based on the accounting
equation: Assets = Liabilities + Owner’s equity.

The income statement reports the profit or loss for a specified peri-
od of time. Profit is equal to revenues minus expenses. Revenues are the
increases in assets, or decreases in liabilities, that result from business
activities that are undertaken to earn profit. Expenses are the cost of as-
sets consumed or services used in a company’s business activities. They
are decreases in assets or increases in liabilities, excluding withdrawals
made by the owners, and result in a decrease to owner’s equity.

The statement of owner’s equity summarizes the changes in own-
er’s equity during the period. Owner’s equity is increased by invest-
ments by the owner and profits. It is decreased by drawings and losses.
Investments are contributions of cash or other assets by owners. Draw-
ings are withdrawals of cash or other assets from the business for the
owner’s personal use. Owner’s equity in a partnership is referred to as
partners’ equity and in a corporation as shareholders’ equity.

A cash flow statement summarizes information about the cash
inflows (receipts) and outflows (payments) for a specific period of time.

5 Analyze the effects of business transactions on the
accounting equation.

Each business transaction must have a dual effect on the accounting
equation. For example, if an individual asset is increased, there must
be a corresponding (1) decrease in another asset, (2) increase in a lia-
bility, and/or (3) increase in owner’s equity.

6 Prepare financial statements.

The income statement is prepared first. Expenses are deducted from rev-
enues to calculate the profit or loss for a specific period of time. Then the
statement of owner’s equity is prepared using the profit or loss report-
ed in the income statement. The profit is added to (losses are deducted
from) the owner’s equity at the beginning of the period. Drawings are
then deducted to calculate owner’s equity at the end of the period. A bal-
ance sheet reports the assets, liabilities, and owner’s equity of a business
as at the end of the accounting period. The owner’s equity at the end of
period, as calculated in the statement of owner’s equity, is reported in
the balance sheet in the owner’s equity section.

Glossary

Account A record of increases and decreases in a specific asset, liability,
or owner’s equity item. (p. 1-19)

Accounting The information system that identifies, records, and com-
municates the economic events of an organization to a wide variety of
interested users. (p. 1-3)

Accounting equation Assets = Liabilities + Owner’s equity. (p. 1-17)

Accounting Standards for Private Enterprises (ASPE) A set of
standards developed by the Accounting Standards Board (AcSB) that may
be used for financial reporting by private enterprises in Canada. (p. 1-15)

Accounting transaction An economic event that is recorded in the
accounting records because it changes the assets, liabilities, or owner’s
equity items of the organization. (p. 1-12)




1-36 CHAPTER 1 Accountingin Action

Accounts payable A liability created by buying services or products on
credit. It is an obligation to pay cash to a supplier in the future. (p. 1-17)

Accounts receivable An asset created when selling services or prod-
ucts to customers who promise to pay cash in the future. (p. 1-16)

Annual report Information that a company gives each year to its share-
holders and other interested parties about its operations and financial
position. It includes the financial statements and auditors’ report, in addi-
tion to information and reports by management. (p. 1-30)

Assets Economic resources controlled by a business as a result of past
events that have the potential to produce economic benefit. (p. 1-16)

Balance sheet A financial statement that reports the assets, liabilities,
and owner’s equity at a specific date. (p. 1-16)

Cash flow statement A financial statement that provides information
about the cash receipts and cash payments for a specific period of time.
(p-1-19)

Comparability An enhancing qualitative characteristic that accounting
information has if it can be compared with the accounting information
of other companies because the companies all use the same accounting
principles. (p. 1-12)

Conceptual framework of accounting A coherent system that guides
the development and application of accounting principles. (p. 1-11)

Consistency The use of the same accounting policies from year to year.
Consistency is part of the comparability enhancing qualitative character-
istic of accounting information. (p. 1-12)

Corporation A business organized as a separate legal entity under cor-
poration law, with ownership divided into transferable shares. (p. 1-8)

Creditors All of the persons or entities that a company owes money to.
(p-1-5)

Drawings Withdrawals of cash or other assets from an unincorporated
business for the owner’s personal use. Drawings result in a decrease in an
asset and a decrease in owner’s equity. (p. 1-19)

Elements of the financial statements The components in the finan-
cial statements: assets, liabilities, owner’s equity, revenues, and expenses.
(p- 1-21)

Ethics The standards of conduct by which actions are judged as right or
wrong, honest or dishonest, fair or not fair. (p. 1-10)

Expenses The cost of assets consumed or services used in a company’s
ordinary business activities. Expenses are decreases in assets or increases
in liabilities, excluding withdrawals made by the owners, and result in a
decrease to owner’s equity. (p. 1-18)

Fair value Generally the amount the asset could be sold for in the mar-
ket assuming the company is a going concern, not the amount that a com-
pany would receive in an involuntary liquidation or distress sale. (p. 1-13)

Faithful representation A fundamental qualitative characteristic of
accounting information meaning information accurately depicts what
really happened. (p. 1-12)

Generally accepted accounting principles (GAAP) An accepted set
of accounting standards that includes broad principles, procedures, con-
cepts, and standards. GAAP guide the reporting of economic events. (p. 1-9)

Going concern assumption An assumption that a company will con-
tinue to operate in the foreseeable future. (p. 1-12)

Historical cost An accounting concept that states that assets should be
recorded at their historical (original) cost. (p. 1-13)

Income statement A financial statement that presents the revenues and
expenses and resulting profit (or loss) for a specific period of time. (p. 1-18)

International Financial Reporting Standards (IFRS) A set of global
standards developed by the International Accounting Standards Board
(IASB) used for financial reporting mostly by publicly accountable enter-
prises but also by certain private entities. (p. 1-14)

Investments by the owner The increase in owner’s equity that results
from assets put into the business by the owner. (p. 1-19)

Investors Owners or potential owners of a business. (p. 1-5)

Liabilities Present obligations, arising from past events, the settlement
of which will include an outflow of economic benefits. (p. 1-17)

Limited liability The legal principle that the owners’ liability for the debts
of the business is limited to the amount they invested in the business. (p. 1-8)

Loss The amount by which expenses are greater than revenues. A loss
decreases owner’s equity. (p. 1-18)

Matching concept The accounting concept that prescribes when a cost
incurred by a business should be recognized as an expense. The general
concept states that, if a direct association exists between a cost incurred
and a revenue recognized, the cost should be recognized as an expense in
the same period as the revenue is recognized. (p. 1-13)

Measurement The process of determining the amount that should be
recognized. (p. 1-13)

Monetary unit concept A concept that states that only transaction
data that can be expressed as an amount of money may be included
in the accounting records. It is also assumed that the monetary unit is
stable. (p. 1-13)

Neutral The characteristic of accounting information when it is not
biased toward one position or another. Neutrality is part of the faithful
representation fundamental qualitative characteristic of accounting
information. (p. 1-12)

Note payable A liability supported by a written promise to pay a specific
amount, at a specific time, in the future. (p. 1-17)

Objective of financial reporting The goal of providing useful infor-
mation to investors and creditors (external users) to make decisions about
providing resources to a business. (p. 1-6)

Owner’s equity The owner’s claim on the assets of the company, which
is equal to total assets minus total liabilities. (p. 1-17)

Partnership An association of two or more persons to carry on as
co-owners of a business for profit. (p. 1-8)

Performance obligation The obligation of a company to perform a ser-
vice or deliver goods to a customer. (p. 1-13)

Periodicity concept The accounting concept that guides organizations
in dividing up their economic activities into distinct time periods. The most
common time periods are months, quarters, and years. (p. 1-12)

Prepaid expense The asset created when a business pays cash for costs
incurred in advance of being used or consumed. (p. 1-16)

Profit The amount by which revenues are greater than expenses. Profit
increases owner’s equity. (p. 1-18)

Proprietorship A small business owned by one person. (p. 1-8)

Publicly accountable enterprises Publicly traded companies, as well
as securities brokers and dealers, banks, and credit unions, whose role is to
hold assets for the public as part of their primary business. (p. 1-14)

Recognition The process of recording a transaction in the accounting
records. (p. 1-13)

Relevance A fundamental qualitative characteristic that accounting
information has if it makes a difference in a decision. (p. 1-12)

Reporting entity concept The concept that the accounting for a report-
ing entity’s activities should be kept separate and distinct from the account-
ing for the activities of its owner and all other reporting entities. (p. 1-11)

Revenue recognition principle The principle that guides the recogni-
tion of revenue when a performance obligation is satisfied, not when cash
is exchanged. (p. 1-13)

Revenues The result of business activities that are undertaken to earn
profit, such as performing services, selling merchandise inventory, renting
property, and lending money. Revenues result in an increase in assets, or
decrease in liabilities, and an increase in owner’s equity. (p. 1-18)

Statement of owner’s equity A financial statement that summarizes
the changes in owner’s equity for a specific period of time. (p. 1-19)



Timeliness An enhancing qualitative characteristic that accounting
information has if information is made available to decision makers before
it loses its capacity to influence decisions. (p. 1-12)

Understandability An enhancing qualitative characteristic that
requires information to be presented in a clear and concise fashion, so
that reasonably informed users of that information can interpret it and
comprehend its meaning. (p. 1-12)
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Unearned revenue The liability created when a customer pays in
advance of being provided with a service or product. (p. 1-17)

Unlimited liability The principle that the owners of a business are per-
sonally liable (responsible) for all debts of the business. (p. 1-8)

Verifiability The characteristic that information has if independent
observers, using the same methods, obtain similar results. Verifiability is
an enhancing qualitative characteristic. (p. 1-12)

Self-Study Questions

Answers are at the end of the chapter.

1. (LO 1) K The main objective of the financial statements is to pro-
vide useful information to

a. government in deciding if the company is respecting tax laws
b. increase the value of the company

c. investors and creditors that is useful when they are making
decisions about the business

d. management that is useful when they are making decisions
about the business

2. (LO 1) K Which of the following statements about users of accounting
information is incorrect?

a. Management is an internal user.
b. Taxing authorities are external users.
c. Present creditors are external users.
d. Regulatory authorities are internal users.
3. (LO 2) K The three types of business organization forms are:
a. proprietorships, small businesses, and partnerships.
b. proprietorships, partnerships, and corporations.
c. proprietorships, partnerships, and large businesses.
d. financial, manufacturing, and service companies.

4. (LO 3) K Which of the following statements about International
Financial Reporting Standards (IFRS) is correct?

a. All Canadian enterprises must follow IFRS.

b. Under IFRS, companies that operate in more than one coun-
try must produce separate financial statements for each of
those countries.

c. All Canadian publicly accountable enterprises must use IFRS.

d. Canadian private enterprises are not allowed to use IFRS.
They must use ASPE.

5. (LO 3) € Which of the following statements about the going con-
cern assumption is correct?

a. The going concern assumption is the assumption that the re-
porting entity will continue to operate in the future.

b. Under the going concern assumption, all of the business’s as-
sets must be reported at their fair value.

c. The financial statements must report whether or not a com-
pany is a going concern.

d. The going concern assumption is not followed under ASPE.

6. (LO 3) K Which of the following best describes when an event
should be recognized in the accounting records?

a. An event should be recognized in the accounting records if
there is a change in assets, liabilities, or owner’s equity and
the change can be measured in monetary terms.

b. An event should be recognized in the accounting records if
it involves an interaction between the company and another
external entity.

c. Where there is uncertainty about a future event occurring or
not, it should not be recognized.

d. Accountants use tradition to determine which events to
recognize.

7. (LO4) AP Asat December 31, atit’s year end, Bruske Company has
assets of $12,500; revenues of $10,000; expenses of $5,500; beginning
owner’s capital of $8,000; and drawings of $1,500. What are the liabili-
ties for Bruske Company as at December 31?

a. $1,500

b. $2,500

c. $500

d. $3,500
8. (LO 5) AP Performing services on account will have the following
effects on the components of the basic accounting equation:

a. increase assets and decrease owner’s equity.

b. increase assets and increase owner’s equity.

c. increase assets and increase liabilities.

d. increase liabilities and increase owner’s equity.
9. (LO 5) AP Bing Company pays $700 for store rent for the month.
The basic analysis of this transaction on the accounting records is:

a. the asset Cash is increased by $700 and the expense Rent
Expense is increased by $700.

b. the asset Cash is decreased by $700 and the expense Rent
Expense is increased by $700.

c. the asset Cash is decreased by $700 and the liability Rent
Payable is increased by $700.

d. the asset Cash is increased by $700 and the liability Rent
Payable is decreased by $700.

10. (LO 6) € Which of the following statements is true?

a. An income statement presents the revenues, expenses, and
changes in owner’s equity for a specific period of time.

b. The income statement shows information as at a specific
point in time; the balance sheet shows information for a spec-
ified time period.

c. The statement of cash flows summarizes cash inflows (re-
ceipts) and outflows (payments) as at a specific point in time.

d. The income statement shows information for a specified time
period; the balance sheet shows information as at a specific
point in time.
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Questions

1. (LO 1) C “Accounting is ingrained in our society and it is vital to
our economic system.” Do you agree? Explain.

2. (LO 1) C Distinguish between internal and external users of ac-
counting information. Include in your answer what kinds of questions
both internal and external users might want answered.

3. (LO 1) K What is the main objective of financial reporting?

4. (LO 2) € Explain the differences between the following forms
of business organization: (a) proprietorship, (b) partnership,
(c) corporation.

5. (LO 3) € Why is ethics important to the accounting profession? To
statement users?

6. (LO 3) K Why are there two sets of standards for profit-oriented
enterprises in Canada?

7. (LO 3) K What is the reporting entity concept?

8. (LO 3) C Describe the fundamental qualitative characteristics of
relevance and faithful representation.

9. (LO 3) € What is the difference between historical cost and fair
value measurements?

10. (LO 3) € What criteria must be fulfilled for an event to be recog-
nized in the accounting records? Give two examples of events that
would not be recognized.

11. (LO 3) C Explain the monetary unit concept.

12. (LO 4) K Whatis the accounting equation and what is its purpose?

13. (LO 4) K (a) Define assets, liabilities, and owner’s equity. (b)
What items increase and decrease owner’s equity?

14. (LO 4) K What is the difference between Accounts Payable and
Accounts Receivable?

15. (LO 4) C How is profit or loss determined?

16. (LO 4) K List the types of accounts that are reported on (a) the
balance sheet and (b) the income statement.

17. (LO 5) C Can a business have a transaction in which only the
left (assets) side of the accounting equation is affected? If yes, give
an example.

18. (LO 5) AP Alessandro Bega withdrew $8,000 from his business,
Bega Pharmacy, which is organized as a proprietorship. Bega’s ac-
countant recorded this withdrawal as an increase in an expense and a
decrease in cash. Is this treatment correct? Why or why not?

19. (LO 6) K In what order should the financial statements be pre-
pared? Why?

20. (LO 6) € James is puzzled as he reads Aritzia Inc.’s financial
statements. He notices that the numbers have all been rounded to the
nearest thousand. He thought financial statements were supposed to
be accurate and he is now wondering what happened to the rest of the
money. Respond to James’s concern.

When the financial results of real companies are used in the end-of-chapter material, the

company’s name is shown in red.

Brief Exercises

Identify users of accounting
information. 1

BE1.1 (LO 1) K A list of decisions made by different users of accounting information follows:

. Decide whether the company pays fair salaries.

2. Decide whether the company can pay its obligations.

3. Decide whether a marketing proposal will be cost-effective.

4. Decide whether the company’s profit will permit an increase in drawings.

5. Decide how the company should finance its operations.

The different users are identified in the table that follows. (a) Insert the number (1-5) of the kind of
decision described above that each user would likely make. (b) Indicate whether the user is internal or

external.

User

Owner

Marketing manager
Creditor

Chief financial officer
Labour union

Identify forms of business organization.

(@ (b)

Kind of Decision Internal or External User

BE1.2 (LO 2) € Match each of the following forms of business organization with the correct set of char-

acteristics: proprietorship (PP), partnership (P), and corporation (C).

a. Shared control; combined skills and resources

b. Easier to transfer ownership and raise funds; no personal liability; entity pays income tax

c. Simple to set up; owner pays income tax
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BE1.3 (LO 3) AN Describe an ethical dilemma that each of the following individuals might encounter: Discuss ethical issues.
a. A student in an introductory accounting course
b. A production supervisor
c. A banker

BE1.4 (LO 3) C Indicate whether each of the following statements is true or false by placinga T or an F Identify application of concepts.
in the blank at the start of each statement.

a. Relevance is an enhancing qualitative characteristic.

b. Timeliness is enhanced when a business uses the same accounting methods from year to year.

c. Understandability is an enhancing qualitative characteristic that requires accounting infor-
mation to be clear and concise.

d. Information is verifiable if two independent people, using similar methods, achieve similar
results.

e. Information is neutral when it is unbiased.

BEL1.5 (LO 3) C Indicate whether each of the following statements is true or false by placinga T or an F Identify application of IFRS and ASPE.
in the blank at the start of each statement.

a. Canadian publicly accountable enterprises have the choice to report under IFRS or ASPE.
b. All private enterprises must follow ASPE.
c. Companies are required to include a note in their financial statements stating if they are
using IFRS or ASPE.
d. Using IFRS may help Canadian public companies attract investors from around the globe.
BE1.6 (LO 3) C Match each of the following terms with the best description below: Identify GAAP concepts.

1. Historical cost

2. Revenue recognition

3. Going concern assumption
4. Reporting entity concept
5

. Monetary unit concept

a. Transactions are recorded in terms of units of money.

b. Transactions are recorded based on the actual amount received or paid.

[ Indicates that personal and business record keeping should be kept separate.
d. Performance obligation has been satisfied.

e. Businesses are expected to continue operating indefinitely.

BE1.7 (LO 4) € Match the following components with the best description below and indicate if the Identify the components of the financial

component is reported on the balance sheet (BS) or income statement (IS). statements.
1. Assets 4. Revenues
2. Liabilities 5. Expenses
3. Owner’s equity 6. Profit
Balance Sheet or
Description Component Income Statement

a. The increase in assets, or decrease in lia-
bilities, resulting from business activities
carried out to earn profit.

b. Resources controlled by a business that
have the potential to produce economic
benefits.

c. The owner’s claim on the residual assets
of the company.

d. Present obligations that are expected to
result in an outflow of economic resources
as a result of a past transaction.

e. The cost of resources consumed or services
used in the company’s business activities.
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Solve accounting equation.

Solve accounting equation.

Solve accounting equation.

Solution Walkthrough Videos
also walk students through
the approach and solution to
selected questions.

Identify assets, liabilities, and owner’s
equity.

Determine effects of transactions on
accounting equation.

Match basic transaction analysis with
transaction description.

BE1.8 (LO 4) AP Presented below is the accounting equation. Determine the missing amounts:

Assets = Liabilities + Owner’s Equity
$75,000 $24,000 (a)

®) $150,000 $91,000
$89,000 () $52,000

BE1.9 (LO 4) AP Use the accounting equation to answer each of the following questions:
a. The liabilities of Weber Company are $120,000 and the owner’s equity is $232,000. What is the
amount of Weber Company’s total assets?
b. The total assets of King Company are $190,000 and its owner’s equity is $91,000. What is the amount
of its total liabilities?
c. The total assets of Smith Company are $800,000 and its liabilities are equal to one half of its total
assets. What is the amount of Smith Company’s owner’s equity?

BE1.10 (LO 4) AP Butler Company is owned by Rachel Butler. The company had total assets of $850,000
and total liabilities of $550,000 at the beginning of the year. Answer each of the following independent
questions:
a. During the year, total assets increased by $130,000 and total liabilities decreased by $80,000. What is
the amount of owner’s equity at the end of the year?
b. Total liabilities decreased by $95,000 during the year. The company incurred a loss of $40,000.
R. Butler made an additional investment of $100,000 and made no withdrawals. What is the amount
of total assets at the end of the year?

c. Total assets increased by $45,000 and total liabilities decreased by $50,000. There were no additional
owner’s investments, and R. Butler withdrew $40,000. What is the amount of profit or loss for the year?

BE1.11 (LO 4) K Indicate whether each of the following items is an asset (A), liability (L), or part of
owner’s equity (OE).

1. Accounts receivable 4. Supplies
2. Salaries payable 5. Owner’s capital
3. Equipment 6. Notes payable

BE1.12 (LO 5) AP Presented below are eight business transactions. Indicate whether the transactions
increased (+), decreased (—), or had no effect (NE) on each element of the accounting equation.

a. Purchased $250 of supplies on account.

. Performed $500 of services on account.

. Paid $300 of operating expenses.

. Paid $250 cash on account for the supplies purchased in item (a) above.
. Invested $1,000 cash in the business.

. Owner withdrew $400 cash.

. Hired an employee to start working the following month.

50 - 0 &6

. Received $500 from a customer who had been billed previously in item (b) above.

i. Purchased $450 of equipment in exchange for a note payable.

Use the following format, in which the first one has been done for you as an example:

Owner’s Equity
Transaction Assets Liabilities Capital Drawings Revenues Expenses
a +$250 +$250 NE NE NE NE

BE1.13 (LO 5) AP Match the following basic transaction analysis with the best description of the eco-
nomic event.

1. Cash increased by $9,000 and the owner’s equity account, M. Vijayakumar, Capital, is increased
by $9,000.

2. Cash is decreased by $6,000 and the asset account Prepaid Rent is increased.
3. Supplies is increased by $1,000 and the liability account Accounts Payable is increased by $1,000.

4. Accounts receivable is increased by $900 and the revenue account Service Revenue is increased
by $900.
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Description Transaction Analysis

a. Cash paid in advance for rent.

b. Owner invests cash in the business.

c. Supplies are purchased on account.

d. Company provides service on account.

BE1.14 (LO 4, 5) AP Classify each of the following items as owner’s investments (I), drawings (D), reve- Determine effects of transactions on
nue (R), expenses (E), or as having no effect on owner’s equity (NE): owner’s equity.

a. Advertising expense

b. Commission fees earned

c. Cash received from the company’s owner

d. Amounts paid to employees

e. Services performed on account

f. Utilities incurred

g. Cash distributed to company owner

BE1.15 (LO 4, 6) AP Presented below is information from the statements of owner’s equity for Kerkan Determine missing items in owner’s

Consulting for the first three years of operation. Determine the missing amounts: equity.
2019 2020 2021
J. Kerkan, capital, January 1 $ 0 $68,000 $ (o
Investment in the year 50,000 0 20,000
Profit (loss) for the year 25,000 (b) 17,000
Drawings in the year (a) 33,000 12,000
J. Kerkan, capital, December 31 68,000 65,000 (d)

BE1.16 (LO 6) AP Prairie Company is owned and operated by Natasha Woods. In alphabetical order Prepare an income statement.
below are the financial statement items for Prairie Company. Using the appropriate items, prepare an
income statement for the month ended October 31, 2021.

Accounts payable $90,000 N. Woods, capital, October 1, 2021 $36,000
Accounts receivable 77,500 N. Woods, drawings 6,000
Advertising expense 3,600 Rent expense 2,600
Cash 59,300 Service revenue 23,000
BE1.17 (LO 6) AP Refer to the data in BE1.16. Using these data and the information from Prairie’s in- Prepare a statement of owner’s equity.

come statement, prepare a statement of owner’s equity.

BE1.18 (LO 6) AP Refer to the data in BE1.16. Using these data and the information from Prairie’s state- Prepare a balance sheet.
ment of owner’s equity prepared in BE1.17, prepare a balance sheet for Prairie Company.

Exercises
E1.1 (LO1)C 1. The following are users of financial information: Identify users of accounting
information.
Customers Store manager
Canada Revenue Agency Supplier
Labour unions Chief Financial Officer
Marketing manager Loan officer

2. The following questions could be asked by an internal user or an external user.
Can the company afford to give our members a pay raise?
How does the company’s profitability compare with other companies in the industry?
Do we need to borrow money in the near future?
‘What does it cost to manufacture each unit produced?
Has the company paid all income tax amounts owing?

Which product should we emphasize?
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Instructions

a. In part 1, identify the users as being either external users (E) or internal users ().

b. Inpart 2, identify each of the questions as being more likely asked by an internal user (I) or an external

user (E).
Identify users and uses of accounting E1.2 (LO 1) C lululemon athletica inc., a public company, is known around the world for its clothing
information. and accessories. It has more than 400 stores in twelve countries.

Instructions

a.

b.

Identify two internal users of lululemon’s accounting information. Write a question that each user
might try to answer by using accounting information.

Identify two external users of lululemon’s accounting information. Write a question that each user
might try to answer by using accounting information.

Relate concepts to forms of business E1.3 (LO 2) C Listed below are several statements regarding different forms of business organization.

organization.

Instructions

For each statement, indicate if that statement is true or false for each of the forms of business organization
by placing a T or an F in each column.

=2

,oe a6

8.
h. Has a separate legal existence from its owners.

. Owners have limited liability.

Publicly Traded
Proprietorship Partnership  Corporation

. Records of the business are combined with
the personal records of the owner or owners.

. Required to follow IFRS.

. Pays income taxes on its profits.

. Owners are called “shareholders.”

. Will have more than one owner.

Has a limited life.

Match accounting concepts with E1.4 (LO 3) C Below is a list of accounting concepts:

descriptions.

S U1 A W N

. Relevance

. Faithful representation

. Comparability

. Verifiability

. Neutrality

. Understandability

Instructions

Match each concept with the best description that follows:

a. An economic event is reported so it represents what actually happened.
b. Users find the information in the financial statements helps them to make decisions.
c. The accounting information shows the profit of a business without consideration of what
the owner may want to report.
d. Financial statements make sense to business people.
e. Henry is able to confirm the information presented in the financial statements.
f. Tres Chic Boutique uses the same accounting methods as other similar boutiques.
Match words with descriptions. E1.5 (LO 1,3, 5) K Here are some terms from the chapter:
1. Accounts payable 7. Assets
2. Expenses 8. Corporation
3. Creditor 9. Unearned revenue
4. International Financial Reporting 10. Generally accepted accounting
Standards (IFRS) principles (GAAP)
5. Prepaid expense 11. Accounts receivable

6. Profit 12. Owner’s equity
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Instructions
Match each term with the best description that follows:

a. A company that raises money by issuing shares

b. An accepted set of accounting standards that includes broad principles, procedures, and
concepts

Obligations to suppliers of goods

Amounts due from customers

Owner’s claims against the residual company’s resources
Payment of cash for costs incurred in advance of being used

A party that a company owes money to

F®omoe oap

Resources owned by a business that have the potential to provide economic benefit

i. The set of accounting standards that all publicly traded enterprises in Canada must follow
j- Results when revenues exceed expenses

k. The cost of assets consumed or services used in a company’s ordinary business activities
1.

A liability arising when a customer pays in advance of receiving service

E1.6 (LO 4) AP Below is a partially completed income statement and statement of owner’s equity for Determine missing items.
Gary Dickson Engineering Company.

Consulting revenue $18,000
Expenses
Advertising expense $ 400
Rent expense (a)
Utilities expense 900
Salaries expense 3,500 6,800
Profit (loss) $ (b)
G. Dickson, capital, August 1 $ 5,000
Add: Investment (e)
Profit © 21,200
26,200
Less: Drawings (d)
G. Dickson, capital, July 31 $21,700

Instructions

Fill in the missing amounts.

E1.7 (LO4) AP Shane Cooke began a business, Cooke Company, on January 1, 2021, with an investment Calculate profit (or loss).
of $100,000. The company had the following assets and liabilities on the dates indicated:

e ere. Video
December 31 Total Assets Total Liabilities

2021 $370,000 $210,000
2022 440,000 290,000
2023 525,000 355,000

Instructions

Use the accounting equation and the change in owner’s equity during the year to calculate the profit (or
loss) for:

a. 2021, assuming Shane Cooke’s drawings were $50,000 for the year.
b. 2022, assuming Shane Cooke made an additional investment of $40,000 and had no drawings in 2022.

c. 2023, assuming Shane Cooke made an additional investment of $10,000 and his drawings were $60,000

for the year.
E1.8 (LO 5) C Below are some items found in the financial statements of Petra Zizler, Orthodontist. Classify accounts.
(@) (b)
1. Accounts payable L BS

2. Accounts receivable
3. Cash
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(@ (b)
. Equipment L BS
. Interest payable
. Interest revenue
. Interest expense

. Investment by the owner

© 00 N S U A

. Service revenue

10. Prepaid rent

11. P. Zizler, capital (opening balance)
12. P. Zizler, drawings

13. Salaries expense

14. Supplies

15. Supplies expense

16. Unearned revenue

Instructions
Indicate:
a. whether each of the above items is an asset (A), liability (L), or part of owner’s equity (Eq); and

b. which financial statement—income statement (IS), statement of owner’s equity (OE), or balance
sheet (BS)—it would be reported on. The first one has been done for you as an example.

Identify GAAP. E1.9 (LO 3,5, 6) C James Company, a proprietorship, had the following selected business transactions
during the year:

1. Land with a cost of $415,000 was recorded at its fair value of $465,000.

2. A lease agreement to rent equipment from an equipment supplier starting next year was signed.
The rent is $500 per month and the lease is for two years. Payments are due at the start of each
month. Nothing was recorded in James Company’s accounting records when the lease was signed.

3. James paid the rent for an apartment for the owner’s personal use and charged it to Rent Expense.

4. James prepaid for a one-year insurance policy for $1,200. The amount was charged to Insurance
Expense.

5. James included a note in its financial statements stating the company is a going concern.

6. James included a note in its financial statements stating the company is following ASPE.

Instructions
a. In each situation, identify whether the accounting treatment is correct or not, and why.

b. If it is incorrect, state what should have been done.

Determine events to be recognized. E1.10 (LO 3, 5) C The following is a list of independent events:

1. A company pays $10,000 cash to purchase equipment at a bankruptcy sale. The equipment’s fair
value is $15,000.

2. A Canadian company purchases equipment from a company in the United States and pays
US$5,000 cash. It cost the company $5,200 Canadian to purchase the U.S. dollars from its bank.

3. A company provides $4,000 of services to a customer on account.

4. A company hires a new chief executive officer, who will bring significant economic benefit to the
company. The company agrees to pay the new executive officer $500,000 per year.

5. A company signs a contract to provide $10,000 of services to a customer. The customer pays the
company $4,000 cash at the time the contract is signed. The performance obligation required by
the company has not been completed.

Instructions
a. Should the transaction be recorded in the accounting records? Explain why or why not.

b. If the transaction should be recorded, indicate the amount. Explain.

Give examples of transactions. E1.11 (LO 5) C A list of effects on the accounting equation follows.
1. Increases an asset and increases a liability.

2. Increases an asset and increases owner’s equity.
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3. Decreases an asset and decreases a liability.
4. Decreases owner’s equity and decreases an asset.
5. Increases a liability and decreases owner’s equity.

6. Increases one asset and decreases another asset.

Instructions

For each effect, give an example of a transaction that would cause it.

E1.12 (LO 5) AP At the beginning of March, Brister Software Company had Cash of $12,000, Accounts Analyze effects of transactions for
Receivable of $18,000, Accounts Payable of $4,000, and G. Brister, Capital of $26,000. During the month existing company.
of March, the following transactions occurred:

1. Purchased equipment for $23,000 from Digital Equipment. Paid $3,000 cash and signed a note payable
for the balance. 1Ce0

. Received $12,000 from customers for contracts billed in February.

. Paid $3,000 for March rent of office space.

. Paid $2,500 of the amounts owing to suppliers at the beginning of March.

. Provided software services to Kwon Construction Company for $7,000 cash.
. Paid BC Hydro $1,000 for energy used in March.

. G. Brister withdrew $5,000 cash from the business.
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. Paid Digital Equipment $2,100 on account of the note payable issued for the equipment
purchased in transaction 1. Of this, $100 was for interest expense.

9. Hired an employee to start working in April.

10. Incurred advertising expense on account for March, $1,500.

Instructions

Prepare a tabular analysis of the above transactions, as shown in Illustration 1.24 in the text. The first row
contains the amounts the company had at the beginning of March.

E1.13 (LO4,5) AP A tabular summary of the transactions for Star & Co., an accounting firm, for its first Analyze transactions. Calculate profit
month of operations, July 2021, follows: and increase in owner’s equity.

Accounts Prepaid Accounts B. Star, B. Star,

Cash + Receivable + Insurance + Equipment = Payable + Capital — Drawings + Revenues —  Expenses
1 $18,000 $6,000 $24,000
2 —4,000 8,000 $ 4,000
3 —750 $750
4 3,500 $4,800 $8,300
5 —2,000 —2,000
6 —3,300 -3,300
7  —800 —$800 Rent
8 1,350 —1,350
9 —2,700 —2,700 Salaries
10 420 —420 Utilities

Instructions
a. Describe each transaction that occurred in the month.
b. Calculate the amount of profit for the month.

c. Calculate the increase in owner’s equity for the month.
E1.14 (LO 6) AP An analysis of transactions for Star & Co. for July 2021 was presented in E1.13. Prepare financial statements.

Instructions

Prepare an income statement and statement of owner’s equity for July and a balance sheet at July 31.
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Prepare income statement and E1.15 (LO 6) AP Atlantic Cruise Co. is owned by Irina Temelkova. The following information is an al-

statement of owner’s equity. phabetical listing of financial statement items for the company for the year ended May 31, 2021:
Accounts payable $ 47,750 Interest expense $ 20,960
Accounts receivable 42,950 Investments by owner 5,847
Advertising expense 3,640 Maintenance expense 82,870
Building 122,570 Notes payable 379,000
Cash 20,080 Other expenses 66,500
Equipment 553,300 Prepaid insurance 1,283
I. Temelkova, capital, June 1, 2020 311,182 Revenue 350,640
I. Temelkova, drawings 33,950 Salaries expense 126,950
Insurance expense 2,566 Supplies 16,800

Instructions

Prepare an income statement and a statement of owner’s equity for the year.
Prepare balance sheet. E1.16 (LO 6) AP Refer to the financial information in E1.15 for Atlantic Cruise Co. at May 31, 2021.

Instructions

Prepare the balance sheet.

Calculate profit and owner’s equity and E1.17 (LO 6) AP Judy Cumby is the sole owner of Deer Park, a public camping ground near Gros Morne
prepare balance sheet. National Park. Judy has gathered the following financial information for the year ended March 31, 2021:
Revenues—camping fees $150,000 Revenues—general store $ 40,000
Operating expenses 150,000 Cash on hand 9,400
Supplies on hand 2,500 Original cost of equipment 110,000
Fair value of equipment 125,000 Notes payable 70,000
Accounts payable 11,500 J. Cumby, capital, April 1, 2020 17,000
Accounts receivable 21,000 J. Cumby, drawings 5,000
Camping fees collected for April 10,000 Insurance paid for in advance for April to June 2021 600

Instructions
a. Calculate Deer Park’s profit for the year.
b. Calculate Judy’s owner’s equity for the period as at March 31, 2021.
c. Prepare a balance sheet at March 31, 2021.

Problems: Set A
Identify users and uses of accounting P1.1A (LO 1) S Specific financial decisions often depend more on one type of accounting information
information. than another. Consider the following independent, hypothetical situations:

1. Pierson Industries is thinking about extending credit to a new customer. The terms of credit
would require the customer to pay within 45 days of receipt of the goods.

2. Dean Gunnerson owns Toys and Sports Co., a manufacturer of quality toys and sports equip-
ment. The company manufactures a line of mountain bikes and a line of treadmills. Dean wants
to know which line is more profitable.

3. The president of Hi-tech Adventure is trying to determine whether the company has enough cash
to buy additional equipment.

4. Standen Bank is thinking about extending a loan to a small company. The company would be

Taking It Further is an extra required to make interest payments at the end of each year for five years, and to repay the loan

question at the end of each at the end of the fifth year.

problem designed to challenge

you to think beyond the Instructions

basic concepts covered in the a. Identify types of user(s) of accounting information in each situation and indicate if they are external
problem and to provide written or internal.

explanations. Your instructor b. For each situation, state whether the user making the decision would depend mostly on information
may assign problems with or about (1) the business’s economic resources and claims to the resources, or (2) the economic perfor-

without this extra element. mance of the business. Justify your choice.




Taking It Further Why is it important to users of financial statements to know that the statements have
been prepared by individuals who have high standards of ethical behaviour?

P1.2A (LO 2, 3) AP Four independent situations follow:

1. Tom Courtney, a student looking for summer employment, started a dog-walking service. He
picks up the dog while its owner is at work and returns it after a walk.

2. Joseph Counsell and Sabra Surkis each own a bike shop. They have decided to combine their busi-
nesses and try to expand their operations to include snowboards. They expect that in the coming
year they will need funds to expand their operations.

3. Three chemistry professors have formed a business that uses bacteria to clean up toxic waste
sites. Each has contributed an equal amount of cash and knowledge to the venture. The use of
bacteria in this situation is experimental, and legal obligations could result.

4. Abdur Rahim has run a successful but small organic food store for over five years. The increased
sales at his store have made him believe the time is right to open a chain of organic food stores
across the country. Of course, this will require a substantial investment for inventory and equip-
ment, as well as for employees and other resources. Abdur has minimal personal savings.

Instructions

a. In each case, explain what form of organization the business is likely to take: proprietorship, part-
nership, or corporation. Give reasons for your choice.

b. In each case, indicate what accounting standards, IFRS or ASPE, the business is likely to use in its
financial statements. Give reasons for your choice.

Taking It Further Frequently, individuals start a business as a proprietorship and later incorporate the
business. What are some of the advantages of doing this?

P1.3A (LO4)AP The following selected data are for Carducci Importers for its first three years of operations:

2019 2020 2021

January 1:

Total assets $ 40,000 $ ® $ 6))

Total liabilities 0 50,000 (k)

Total owner’s equity (a) 75,000 ()
December 31:

Total assets (b) 140,000 172,000

Total liabilities 50,000 (g 65,000

Total owner’s equity (©) 97,000 (m)
Changes during year in owner’s equity:

Investments by owner during the year 7,000 0 (n)

Drawings by owner during the year 15,000 (h) 36,000

Profit or loss for the year (d) 40,000 (o)

Total revenues for the year 132,000 @) 157,000

Total expenses for the year (e) 95,000 126,000

Instructions

Determine the missing amounts.

Taking It Further What information does the owner of a company need in order to decide whether he
or she is able to withdraw cash from the business?

P1.4A (LO 4) AP Listed in alphabetical order, the following selected items (in thousands) were taken
from Parker Information Technology Company’s December 31, 2021, financial statements:

1. _L __BS Accounts payable $ 810 7. ________ Rentexpense $4,800
2. _ _ Accounts receivable 900 8. ___ S.Parker, capital, Jan. 1 6,600
3. _ _ Cash 3,500 9. __ S.Parker, drawings 3,900
4. _ _ Consultingrevenue 15,730 10. ___ Salaries expense 3,200
5. ____ Equipment 5700 11. _____ Utilities expense 350
6. __ Interest expense 790

Instructions

a. In each case, identify on the blank line in the first column whether the item is an asset (A), liability
(L), capital (C), drawings (D), revenue (R), or expense (E) item. The first one has been done for you
as an example.

Problems: SetA 1-47

Determine forms of business
organization and type of accounting
standards.

Determine missing items.

Classify accounts and prepare
accounting equation.
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Assess accounting treatment.

Analyze transactions and calculate
owner’s equity.

Analyze transactions and prepare
balance sheet.

b. Indicate on the blank line in the second column which financial statement—income statement (IS),
statement of owner’s equity (OE), or balance sheet (BS)—each item would be reported on. The first
one has been done for you as an example.

c. Calculate the company’s profit or loss for the year ended December 31, 2021.

Taking It Further Is it important for Parker Information Technology Company to keep track of its dif-
ferent types of expenses as separate items? Explain.

P1.5A (LO 3, 5) C Four independent situations follow:

1. Human Solutions Incorporated believes its people are its most significant asset. It estimates and
records their value on its balance sheet.

2. Sharon Barton, president and owner of Barton Industries, has instructed the accountant to
report the company’s land and buildings at its current value of $500,000 instead of its cost of
$350,000. “Reporting the land and buildings at $500,000 will make it easier to get a loan from
the bank next month,” Sharon states.

3. Will Viceira, owner of the Music To You Company, bought an electric guitar for his personal use.
He paid for the guitar with company funds and debited the Equipment account.

4. West Spirit Oil Corp. is a very small oil and gas company that is listed on the Toronto Stock Ex-
change. The president asked each of the shareholders to approve using ASPE instead of IFRS to
reduce expenses for accounting services. He received unanimous approval and has advised the
company accountant to prepare the 2021 financial statements accordingly.

Instructions

a. For each of the above situations, determine if the accounting treatment of the situation is correct or
incorrect. Explain why.

b. If the accounting treatment is incorrect, explain what should be done.

Taking It Further Why is it important for companies to follow generally accepted accounting principles
when preparing their financial statements?

P1.6A (LO 4, 5, 6) AP Frank Petronick decided to start an accounting practice after graduation from
university. The following is a list of events that occurred concerning Frank’s practice during June 2021,
the first month of operations.

June 1  After shopping around, Frank found an office to lease and signed a lease agreement. The
lease calls for a payment of $1,050 rent per month.
4  Borrowed $3,846 from his grandmother so that he could buy some office furniture for his
new office.
4 Deposited the $3,846 plus $530 of his own cash in a new bank account at BMO under the
name Petronick Accounting Services.
6  Paid the landlord the first month’s rent.
8  Purchased furniture for $3,160 on account.
11  Moved into the office and obtained the first assignment from a client to prepare year-end
financial statements for $1,865.
15  Performed the work on the assignment and sent an invoice to the customer for $1,865.
15  Paid half of the amount of the purchase of furniture.
18  Purchased supplies on account for $344.
26  Paid for Internet services, $49 cash.
28  Collected $900 of the June 15 billing to the customer.
30 Withdrew cash from the business of $128 for personal expenses.

Instructions

a. Prepare a tabular analysis of the effects of the above transactions on the accounting equation.

b. From an analysis of the owner’s equity, calculate the account balance in F. Petronick, Capital, at June 30.
Taking It Further Assume on June 30 there is $144 of supplies on hand and that $200 of supplies had

been used during June. What amount should be reported as an asset, Supplies, on the June 30 balance
sheet? What amount should be reported as Supplies Expense?

P1.7A (LO 3,4,5,6) AP The following events concern Anita LeTourneau, a Manitoba law school grad-
uate, for March 2021:

1. On March 4, she spent $20 on a lottery ticket.
2. On March 7, she won $250,000 in the lottery and immediately quit her job as a junior lawyer.



3. On March 10, she decided to open her own law practice, and deposited $50,000 of her winnings
in a business chequing account, LeTourneau Legal Services.

4. On March 14, she purchased a new luxury condominium with a down payment of $150,000
from her personal funds plus a home mortgage of $200,000.

5. On March 15, Anita signed a rental agreement for her law office space for $2,500 a month, start-
ing March 15. She paid the first month’s rent, as it is due on the 15th of each month.

6. On March 19, she hired a receptionist. He will be paid $500 a week and will begin working on
March 24.

7. On March 20, she purchased equipment for her law practice from a company that had just de-
clared bankruptcy. The equipment was worth at least $15,000 but Anita was able to buy it for
only $10,000.

8. On March 21, she purchased $400 of supplies on account.

9. On March 24, she purchased an additional $6,500 of equipment for her law practice for $3,000
plus a $3,500 note payable due in six months.

10. On March 31, she performed $3,500 of legal services on account.

11. On March 31, she received $2,500 cash for legal services to be provided in April.
12. On March 31, she paid her receptionist $500 for the week.

13. On March 31, she paid $400 for the supplies purchased on account on March 21.

Instructions
a. Prepare a tabular analysis of the effects of the above transactions on the accounting equation.
b. Calculate profit and owner’s equity for the month ended March 31.

c. Prepare a balance sheet at March 31.

Taking It Further How should Anita determine which transactions should be recorded and which ones
should not be recorded?

P1.8A (LO4,5,6)AP IzabelaJachopened a medical office under the name IzabelaJach, MD, on August 1,
2021. On August 31, the balance sheet showed Cash $3,000; Accounts Receivable $1,500; Supplies $600;
Equipment $7,500; Accounts Payable $5,500; Note Payable $3,000; and I. Jach, Capital, $4,100. During
September, the following transactions occurred:

Sept. 4  Collected $800 of accounts receivable.
5  Provided services of $10,500, of which $7,700 was collected from patients and the remainder
was on account.
7  Paid $2,900 on accounts payable.

12 Purchased additional equipment for $2,300, paying $800 cash and leaving the balance on
account.

15  Paid salaries, $2,800; rent for September, $1,900; and advertising expenses, $275.

18  Collected the balance of the accounts receivable from August 31.

20  Withdrew $1,000 for personal use.

26  Borrowed $3,000 from the Bank of Montreal on a note payable.

28  Signed a contract to provide medical services, not covered under the government health
plan, to employees of CRS Corp. in October for $5,700. CRS Corp. will pay the amount
owing after the medical services have been provided.

29  Received the telephone bill for September, $325.

30  Billed the government $10,000 for services provided to patients in September.

Instructions

a. Beginning with the August 31 balances, prepare a tabular analysis of the effects of the September
transactions on the accounting equation.

b. Prepare an income statement and statement of owner’s equity for September, and a balance sheet at
September 30.

Taking It Further What are the differences between purchasing an item on account and signing a note
payable for the amount owing?

P1.9A (LO 6) AP Pavlov’s Home Renovations was started in 2008 by Jim Pavlov. Jim operates the
business from an office in his home. Listed below, in alphabetical order, are the company’s assets

Problems: SetA 1-49

Analyze transactions and prepare
financial statements.

Prepare financial statements.
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and liabilities as at December 31, 2021, and the revenues, expenses, and drawings for the year ended
December 31, 2021:

Accounts payable $ 7,850 Operating expenses $ 3,545
Accounts receivable 10,080 Prepaid insurance 1,685
Cash 8,250 Salaries expense 88,230
Equipment 29,400 Service revenue 153,750
Insurance expense 3,375 Supplies 595
Interest expense 1,195 Supplies expense 20,095
J. Pavlov, drawings 44,800 Unearned revenue 15,000
Notes payable 30,800 Vehicles 42,000

Jim’s capital at the beginning of 2021 was $45,850. He made no investments during the year.

Instructions

Prepare an income statement, statement of owner’s equity, and balance sheet.

Taking It Further Why is it necessary to prepare the income statement first, then the statement of own-
er’s equity, and the balance sheet last?

Determine missing amounts, and P1.10A (LO 6) AN Here are incomplete financial statements for Lee Company:
comment.

LEE COMPANY
Balance Sheet
February 28, 2021

Assets Liabilities and Owner’s Equity

Cash $ 9,500 Liabilities
Accounts receivable 5,300 Notes payable $26,000
Land @) Accounts payable (iii)
Building and equipment 41,500 Total liabilities 43,300
M. Lee, Capital (iv)
Total assets $ (i) Total liabilities and owner’s equity $91,300

LEE COMPANY

Income Statement
Year Ended February 28, 2021

Revenues
Service revenue $95,000
Expenses
Salaries expense $32,000
Other expenses W)
Supplies expense 1,500
Total expenses 59,500
Profit (vi)
LEE COMPANY
Statement of Owner’s Equity
Year Ended February 28, 2021
M. Lee, capital, March 1, 2020 $22,000
Add: Investments (vii)
Profit (viii)
62,500
Less: M. Lee, drawings (ix)
M. Lee, capital, February 28, 2021 x)

Instructions
a. Calculate the missing amounts (i) to (x).
b. Write a memo explaining (1) the sequence for preparing the financial statements, and (2) the inter-
relationships between the income statement, statement of owner’s equity, and balance sheet.

Taking It Further Why isn’t the balance sheet dated the same way as the income statement and state-
ment of owner’s equity: “Year Ended February 28, 2021”7




P1.11A (LO 3,4,5,6) AP The balance sheet of Reflections Book Shop at April 30, 2021, is as follows:

REFLECTIONS BOOK SHOP
Balance Sheet
April 30, 2021

Assets Liabilities and Owner’s Equity

Building $110,000 Accounts payable $ 15,000
Accounts receivable 37,000 Equipment 58,000
C. Dryfuss, capital 85,000 Supplies 1,000
Cash 10,000 “Plug” 338,000
Land 50,000
Notes payable 120,000

$412,000 $412,000

Charles Dryfuss, the owner of the book shop, admits that he is not an accountant. In fact, he couldn’t get
the balance sheet to balance without “plugging” the numbers (making up numbers to give the desired
result). He gives you the following additional information:

1. A professional real estate appraiser estimated the value of the land at $50,000. The actual cost of
the land was $36,000.

2. Accounts receivable include amounts due from customers in China for 35,000 yuan, which is
about $5,000 Canadian. Dryfuss didn’t know how to convert the currency for reporting purposes
so he added the 35,000 yuan to the $2,000 due from Canadian customers. He thought it more
important to know how much he was owed by each customer in the currency they would likely
pay him with anyway.

3. Dryfuss reasons that equipment is a liability because it will cost him money in the future to
maintain these items.

4. Dryfuss reasons that the note payable must be an asset because getting the loan was good for the
business. If he had not obtained the loan, he would not have been able to purchase the land and
buildings.

5. Dryfuss believes that his capital account is also an asset. He has invested in the business, and
investments are assets; therefore his capital account is an asset.
Instructions

a. Identify any corrections that should be made to the balance sheet, and explain why by referring to
the appropriate accounting principle, assumption, or concept.

b. Prepare a corrected balance sheet for Reflections Book Shop at April 30. (Hint: The capital account
may need to be adjusted in order to balance.)

Taking It Further Explain to Dryfuss why all transactions affect at least two financial statement items.

Problems: SetB 1-51

Discuss errors and prepare corrected
balance sheet.

Problems: Set B

P1.1B (LO 1) S Specific financial decisions often depend more on one type of accounting information
than another. Consider the following independent, hypothetical situations:

1. Samuel Colt owns a company called Organics To You, which operates a chain of 20 organic food stores
across Canada. Samuel wants to determine which brand of pasta is the most profitable for the store.

2. The Backroads Company is considering extending credit to a new customer—Europe Tours Com-
pany. The terms of credit would require the customer to pay within 45 days of receipt of the goods.

3. The senior partner of Accountants R Us is trying to determine if the partnership is gen-
erating enough cash to increase the partners’ drawings and still ensure the partnership has
enough cash to expand its operations.

Instructions

a. Identify types of user(s) of accounting information in each situation and indicate if they are exter-
nal or internal.

b. For each situation, state whether the user making the decision would depend mostly on information
about (1) the business’s economic resources and claims to the resources, or (2) the economic perfor-
mance of the business. Justify your choice.

Identify users and uses of accounting
information.
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Determine forms of business
organization and types of accounting
standards.

Determine missing items.

Classify accounts and prepare
accounting equation.

Taking It Further Why is it important to users of financial statements to know that the statements have
been prepared by individuals who have high standards of ethical behaviour?

P1.2B (LO 2, 3) AP Four independent situations follow:

1. Three computer science students have formed a business to develop a new social media applica-
tion (app) for the Internet. Each has contributed an equal amount of cash and knowledge to the
venture. While their app looks promising, they are concerned about the legal liabilities that their
business might confront.

2. Shamira Hatami, a student looking for summer employment, opened a small cupcake shop out
of her summer vacation home.

3. Robert Steven and Tom Cheng each own a snowboard manufacturing business and have
now decided to combine their businesses. They expect that in the next year they will need
funds to expand their operations.

4. Darcy Becker, Ellen Leboeuf, and Meg Dwyer recently graduated with marketing degrees. Friends
since childhood, they have decided to start a consulting business that focuses on branding strat-
egies for small and medium-sized businesses.

Instructions

a. In each case, explain what form of organization the business is likely to take: proprietorship, part-
nership, or corporation. Give reasons for your choice.

b. In each case, indicate what accounting standards, IFRS or ASPE, the business is likely to use in its
financial statements. Give reasons for your choice.

Taking It Further What are the advantages of two individuals first forming a partnership to run a busi-
ness, and later incorporating?

P1.3B (LO 4) AP The following selected data are for Alexei Imports for its first three years of
operations.

2019 2020 2021

January 1:

Total assets (a) $75,000 $127,000

Total liabilities 0 (e) (k)

Total owner’s equity 60,000 ® ()}
December 31:

Total assets 75,000 (8 170,000

Total liabilities (b) 45,000 (m)

Total owner’s equity 45,000 (h) 100,000
Changes during year in owner’s equity:

Investments by owner during the year 5,000 @) 0

Drawings by owner during the year 0 10,000 (n)

Profit or loss for the year (©) 35,000 30,000

Total revenues for the year (d) ) 160,000

Total expenses for the year 120,000 95,000 (0)

Instructions

Determine the missing amounts.

Taking It Further What information does the owner of a company need in order to decide whether he
or she needs to invest additional cash in the business?

P1.4B (LO 4) AP Listed in alphabetical order, the following selected items (in thousands) were taken
from Paradise Mountain Family Resort’s December 31, 2021, financial statements:

1. _ L BS  Accounts payable $ 195 10. __ Operating expenses $ 871
2. Accounts receivable 160 11. Other assets 615
3. Cash 120 12. _  Other liabilities 396
4. Equipment 600 13. Other revenue 52
5 Insurance expense 15 14.  ~  Rentrevenues 1,295
6. Interest expense 45 15. __ Salaries payable 125
7. Land and buildings 1,495 16. __ T.Yuen,capital, January1 934
8. Notespayable 950 17. T Yuen, drawings 20
9. Prepaidinsurance 30 18. = Unearned rent revenue 24



Instructions

a. In each case, identify on the blank line, in the first column, whether the item is an asset (A), liabil-
ity (L), capital (C), drawings (D), revenue (R), or expense (E) item. The first one has been done for
you as an example.

b. Indicate on the blank line, in the second column, which financial statement—income statement
(IS), statement of owner’s equity (OE), or balance sheet (BS)—each item would be reported on. The
first one has been done for you as an example.

c. Calculate the company’s profit or loss for the year ended December 31, 2021.

Taking It Further Is it important for Paradise Mountain Family Resort to keep track of its different
types of expenses as separate items? Explain.

P1.5B (LO 3, 4) € Three independent situations follow:

1. In preparing its financial statements, Karim Company estimated and recorded the impact of the
recent death of its president.

2. Because of a “flood sale,” equipment worth $300,000 was purchased by Montigny Company for
only $200,000. The equipment was recorded at $300,000 on Montigny’s books.

3. Vertical Lines Company was on the verge of filing for bankruptcy, but a turnaround in the economy
has resulted in the company being very healthy financially. The company president insists that the
accountant put a note in the financial statements that states the company is a real going concern now.

Instructions

a. For each of the above situations, determine if the accounting treatment of the situation is correct or
incorrect. Explain why.

b. If the accounting treatment is incorrect, explain what should be done.

Taking It Further Why is it important for companies to follow generally accepted accounting principles
when preparing their financial statements?

P1.6B (LO 4,5, 6) AP Kensington Bike Repair Shop was started on April 1 by L. Depres. A summary of
the April transactions follows:

April 1  Invested $21,000 to start the repair shop.
2 Purchased equipment for $9,000, paying $3,000 cash and signing a note payable for the
balance.
5  Paid rent for the month, $1,050.
7  Purchased $975 of supplies on account.
9  Received $3,200 in cash from customers for repair services.
16  Provided repair services on account to customers, $2,900.
26  Collected $1,200 on account for services billed on April 16.
27  Paid for supplies purchased on April 7.
28  Paid $290 for advertising.
29  Withdrew $1,300 for personal use.
30  Received April utility bill, $200.
30  Paid part-time employee salaries, $1,400.
30  Billed a customer $750 for repair services.
30  Received an advance from a customer for repairs to be performed in May, $2,100.

Instructions
a. Prepare a tabular analysis of the effects of the above transactions on the accounting equation.

b. From an analysis of the owner’s equity, calculate the account balance in L. Depres, Capital at
April 30.

Taking It Further Assume on April 30 there is $500 of supplies on hand and that $475 of supplies had
been used during April. What amount should be reported as an asset, Supplies, on the April 30 balance
sheet? What amount should be reported as Supplies Expense?

P1.7B (LO 3,4,5,6) AP Lynn Barry started her own consulting firm, Barry Consulting, on June 1, 2021.
The following transactions occurred during the month of June:

June 1  Sold her shares in Big Country Airlines for $7,000, which she deposited in her personal
bank account.
1 Transferred $6,000 from her personal account to a business account in the name of
Barry Consulting.

Problems: SetB 1-53

Assess accounting treatment.

Analyze transactions and calculate
owner’s equity.

Analyze transactions and prepare
balance sheet.
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Analyze transactions and prepare
financial statements.

Prepare financial statements.

June 2  Paid $900 for office rent for the month.
3 Purchased $545 of supplies on account.
5  Paid $95 to advertise in the County News.
9  Received $3,275 for services provided.
12 Withdrew $600 for personal use.
15  Performed $5,000 of services on account.
17  Paid $1,800 for employee salaries.
21  Received $3,000 for services provided on account on June 15.
22 Paid for the supplies purchased on account on June 3.
25  Signed a contract to provide consulting services to a client for $5,500. Services will be
performed and paid for in July.
26  Borrowed $5,500 from the bank and signed a note payable.
29  Used part of the cash borrowed from the bank on June 26 to purchase equipment for
$2,150.
30  Paid $150 for telephone service for the month.
30  Received $2,500 from client for consulting to be provided in July.

Instructions
a. Prepare a tabular analysis of the effects of the above transactions on the accounting equation.
b. Calculate profit and owner’s equity for the month ended June 30.
c. Prepare a balance sheet at June 30.

Taking It Further How should Lynn determine which transactions should be recorded and which ones
should not be recorded?

P1.8B (LO 4, 5, 6) AP Fraser Baker opened Baker’s Accounting Service in Winnipeg on September
1, 2021. On September 30, the balance sheet showed Cash $5,700; Accounts Receivable $2,100;
Supplies $350; Equipment $7,600; Accounts Payable $4,300; and F. Baker, Capital $11,450. During
October, the following transactions occurred:

Oct. 1  Paid $3,800 of the accounts payable.

1  Paid $900 rent for October.

4 Collected $1,550 of the accounts receivable.

5 Hired a part-time office assistant at $80 per day to start work the following week.

8  Purchased additional equipment for $4,000, paying $500 cash and signing a note payable

for the balance.

14 Performed $900 of accounting services on account.

15  Paid $300 for advertising.

18  Collected $400 from customers who received services on October 14.

20  Paid $500 for family dinner celebrating Fraser’s son’s university graduation.

25  Borrowed $8,000 from the Manitoba Bank on a note payable.

26  Sent a statement reminding a customer that he still owed the company money from
September.

28  Earned revenue of $5,400, of which $3,100 was paid in cash and the balance was due in
November.

29  Paid the part-time office assistant $720 for working nine days in October.

29  Received $2,800 cash for accounting services to be performed in November.

30  Received the telephone bill for the month, $205.

30 Withdrew $1,200 cash for personal expenses.

Instructions
a. Beginning with the September 30 balances, prepare a tabular analysis of the effects of the October
transactions on the accounting equation.

b. Prepare an income statement and statement of owner’s equity for October, and a balance sheet at
October 31.

Taking It Further Fraser is confused about the accounting treatment of the October 20 transaction.
Explain the reason for this treatment.

P1.9B (LO 6) AP Judy Johansen operates an interior design business, Johansen Designs. Listed below,
in alphabetical order, are the company’s assets and liabilities as at December 31, 2021, and the revenues,
expenses, and drawings for the year ended December 31, 2021:



Problems: Set B 1-55

Accounts payable $ 6,590 Prepaid insurance $ 600
Accounts receivable 6,745 Rent expense 18,000
Cash 11,895 Salaries expense 70,500
Equipment 9,850 Service revenue 132,900
Furniture 15,750 Supplies 675
Insurance expense 1,800 Supplies expense 3,225
Interest expense 350 Telephone expense 3,000
J. Johansen, drawings 40,000 Unearned revenue 2,500
Notes payable 7,000 Utilities expense 2,400

Judy’s capital at the beginning of 2021 was $35,800. She made no investments during the year.

Instructions
Prepare an income statement, statement of owner’s equity, and balance sheet.

Taking It Further Why is the balance sheet prepared after the statement of owner’s equity?

P1.10B (LO 6) AN Here are incomplete financial statements for Deol Company: Determine missing amounts, and
comment.

DEOL COMPANY
Balance Sheet
October 31, 2021

Assets Liabilities and Owner’s Equity
Cash $ 5,000 Liabilities
Accounts receivable 10,000 Notes payable $59,600
Land (6))] Accounts payable (ii)
Building and equipment 45,000 Total liabilities 66,500
Owner’s equity
B. Deol, capital (iii)
Total assets $110,000 Total liabilities and owner’s equity $ (v)
DEOL COMPANY

Income Statement
Year Ended October 31, 2021

Revenues
Service revenue $80,000
Expenses
Salaries expense $37,500
Other expenses W)
Supplies expense 6,000
Total expenses 62,500
Profit $ (v
DEOL COMPANY
Statement of Owner’s Equity
Year Ended October 31, 2021
B. Deol, capital, November 1, 2020 $35,000
Add: Investments (vii)
Profit (viii)
57,500
Less: B. Deol, drawings (ix)
B. Deol, capital, October 31, 2021 $ ®

Instructions
a. Calculate the missing amounts (i) to (x).
b. Write a memo explaining (1) the sequence for preparing the financial statements, and (2) the inter-
relationships between the income statement, statement of owner’s equity, and balance sheet.

Taking It Further Why aren’t the income statement and the statement of owner’s equity dated the same
way as the balance sheet: “October 31, 2021”?
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Discuss errors and prepare corrected P1.11B (LO 3,4,5,6) AP GG Company was formed on January 1, 2021. On December 31, Gil Goodman,
balance sheet. the owner, prepared a balance sheet:
GG COMPANY
Balance Sheet
December 31, 2021
Assets Liabilities and Owner’s Equity
Cash $ 15,000 Accounts payable $ 45,000
Accounts receivable 55,000 Boat loan payable 13,000
Supplies 20,000 G. Goodman, capital 25,000
Boat 18,000 Profit for 2021 25,000

$108,000 $108,000

Gil willingly admits that he is not an accountant. He is concerned that his balance sheet might not be
correct. He gives you the following additional information:

1. The boat actually belongs to Gil Goodman, not to GG Company. However, because he thinks he
might take customers out on the boat occasionally, he decided to list it as an asset of the company.
To be consistent, he also listed as a liability of the company the personal bank loan that he took
out to buy the boat.

2. Gil spent $15,000 to purchase more supplies than he usually does, because he heard that the price
of the supplies was expected to increase. It did, and the supplies are now worth $20,000. He thought
it best to record the supplies at $20,000, as that is what it would have cost him to buy them today.

3. Gil has signed a contract to purchase equipment in January 2022. The company will have to pay
$5,000 cash for the equipment when it arrives and the balance will be payable in 30 days. Guy has
already reduced Cash by $5,000 because he is committed to paying this amount.

4. The balance in G. Goodman, Capital is equal to the amount Gil originally invested in the company
when he started it on January 1, 2021.

5. Gil paid $1,200 for a one-year insurance policy on December 31. He did not include it in the balance
sheet because the insurance is for 2022 and not 2021.

6. Gil knows that a balance sheet needs to balance but on his first attempt he had $108,000 of assets
and $83,000 of liabilities and owner’s equity. He reasoned that the difference was the amount of
profit the company earned this year and added that to the balance sheet as part of owner’s equity.

Instructions

a. Identify any corrections that should be made to the balance sheet, and explain why by referring to
the appropriate accounting concept, assumption, or principle.

b. Prepare a corrected balance sheet for GG Company at December 31. (Hint: To get the balance sheet
to balance, adjust owner’s equity.)

Taking It Further Assume that Gil did not make any withdrawals from the company in 2021, nor any
investments other than his initial investment of $25,000. What was the actual profit for the year?

Chapter 1: Broadening Your Perspective

Financial Reporting and Analysis

Financial Reporting Problem c. What five financial statements has Aritzia presented in its finan-

cial statements?
BYP1.1 Aritzia Inc.’s financial statements have been reproduced in

d. Where in the financial statements does it indicate that Aritzia
Appendix A at the back of the textbook.

reports the financial amounts in thousands of Canadian dollars?
e. What were Aritzia’s total assets as at February 25, 20187 As at

Instructions February 26, 2017?
a. Many companies use a calendar year for their financial statements. f. What were Aritzia’s total liabilities as at February 25, 2018? As at
What does Aritzia Inc. use? February 26, 2017?
b. Where in the financial statements does it indicate that Aritzia g. Whatis the amount of change in Aritzia’s profit (Aritzia calls this

statements have been prepared using IFRS? “net income”) from 2017 to 2018?




Interpreting Financial Statements

BYP1.2 Apple Inc. is an international corporation that designs,
manufactures, and markets a range of mobile communication and

Critical Thinking 1-57

media devices, personal computing products, and portable digital mu-
sic players, as well as a variety of related software, networking solu-
tions, and hardware products. In the assets section of its 2017 balance
sheet, the following data were presented:

APPLE INC.

Balance Sheets (partial)

(in U.S. millions)

Assets

Cash and cash equivalents
Short-term marketable securities
Accounts receivable, less allowance
Inventories
Vendor non-trade receivables
Other current assets
Long-term marketable securities
Property, plant and equipment, net
Goodwill
Acquired intangible assets, net
Other non-current assets

Total assets

September 30, September 24,
2017 2016
$ 20,289 $ 20,484
53,892 46,671
17,874 15,754
4,855 2,132
17,799 13,545
13,936 8,283
194,714 170,430
33,783 27,010
5,717 5,414
2,298 3,206
10,162 8,757
$375,319 $321,686

Instructions

a. For a company such as Apple, what do you think its most import-
ant economic resource is? Where is this recorded on the balance
sheet? At what value (if any) should it be shown?

b. Do the assets reported on the balance sheet above tell you what
Apple is worth? What information does the balance sheet give
you about the company’s value?

Critical Thinking

Collaborative Learning Activity

Note to instructor: Additional instructions and material for this group
activity can be found on the Instructor Resource Site and in WileyPLUS.

BYP1.3 In this group activity, students will be asked to identify (or
determine) the information they would require if they were making
a decision whether or not to lend money or to invest in a company.

Communication Activity

BYP1.4 Robert Joote is the owner of Peak Company. Robert has
prepared the following balance sheet:

PEAK COMPANY

Balance Sheet
Month Ended December 31, 2021

Assets
Equipment $20,500
Cash 10,500
Supplies 2,000
Accounts payable (5,000)
Total assets $28,000
Liabilities and Owner’s Equity
R. Joote, capital $23,500
Accounts receivable (3,000)
R. Joote, drawings (2,000)
Prepaid insurance (2,500)
Notes payable 12,000
Total liabilities and owner’s equity $28,000

Robert didn’t know how to determine the balance for his capital
account so he just “plugged” the number. (He made up a num-
ber that would give him the result that he wanted.) He had heard
somewhere that assets had to equal the total of liabilities and
owner’s equity so he made up a number for capital so that these
would be equal.

Instructions

In a memo, explain to Robert (a) how to determine the balance for
his capital account, (b) why his balance sheet is incorrect, and (c) what
he should do to correct it. Include in your explanation how the finan-
cial statements are interrelated, and why the order of preparation is
important.

“All About You” Activity

BYP1.5 In the “All About You” feature, we introduced the idea that
being financially literate has a major impact on our ability to meet
our financial goals and even on our health and happiness. We all face
financial decisions each day. Some of these decisions are small and
others are critical. Making the right financial decisions is important
to your well-being. Following are three financial decisions that you as
a student will likely have to make.

1. You have to pay for your tuition, books, and spending money
during college. You are trying to decide what kind of summer
job you should apply for and whether or not you need to work
part-time during the school year.

2. You need to have transportation to get back and forth to col-
lege each day. You are trying to decide if you can afford to
buy a second-hand car and pay for parking or whether you
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should use public transit. You will have to borrow money to
purchase the car.

3. You will be graduating this year and have received job offers
from two different companies. You are deciding which compa-
ny you should work for, and you want to accept a position in
a company that is financially stable and has growth potential.

Instructions

a. Foreach decision, indicate what financial information you would
want to have in order to make an optimal decision.

b. Based on what you have learned in Chapter 1, how will learning
about accounting help you with the above decisions?

The Santé Smoothie Saga starts in this chapter and continues in every chapter. This feature
chronicles the growth of a hypothetical small business to show how the concepts you learn in

each chapter can be applied in the real world.

Santé Smoothie Saga

BYP1.6 Natalie Koebel spent much of her youth playing sports. She
passed many hours on the soccer field and in the dance studio. As Natalie
grew older, her passion for healthy living continued as she started prac-
tising yoga. Now, at the start of her second year in college, Natalie is
investigating various possibilities for starting her own business as part of
the requirements of the Entrepreneurship program she is taking. A long-
time friend insists that Natalie has to somehow include healthy living in
her business plan and, after a series of brainstorming sessions, Natalie
settles on the idea of operating a smoothie business. She will start on a
part-time basis. She will make the product at home, bottle it, and take
it to the yoga studio where she exercises because they have agreed to
purchase it on a regular basis. Now that she has started thinking about
it, the possibilities seem endless. During the summer, she will concen-
trate on fresh fruit and vegetable smoothies. The first difficult decision is
coming up with the perfect name for her business. In the end, she settles
on “Santé Smoothies” and then moves on to more important issues.

Instructions

a. What form of business organization—proprietorship, partner-
ship, or corporation—do you recommend that Natalie use for her
business? Discuss the benefits and weaknesses of each form and
give the reasons for your choice.

b. Will Natalie need accounting information? If yes, what information
will she need and why? How often will she need this information?

c. In addition to Natalie, who do you anticipate to be the users of
Natalie’s accounting information? What information will these
identified users need and why?

d. Identify specific asset, liability, and equity accounts that Santé
Smoothies will likely use to record its business transactions.

e. Should Natalie open a separate bank account for the business?
Why or why not?

Answers to Chapter Questions

All About You Insight, p. 1-4

Q: How might learning accounting help you make sure that your
employer or bank hasn’t made an error with your paycheque or bank
account?

A: Learning accounting will provide you with tools that will help
you track your transactions and ensure that the bank balance is
correct. You will learn how to calculate how much your paycheque
should be. You will learn how to calculate interest on loans and the
total cost of borrowing. Examining your potential employer’s finan-
cial statements will help you predict if the company will have enough
cash to pay you now and if the company has growth potential. Stay
tuned to the “All About You” features and related activities for more!

Ethics Insight, p. 1-10

Q: Who are the stakeholders in this situation? How would they be
impacted by this situation?

A: The stakeholders include Jennifer, who risks violating her pro-
fession’s ethical code of conduct if she goes along with the falsified
performance statistics; Currie’s employees, who may lose their jobs
if the company doesn’t get more contracts; Currie’s competitors, who
are at an unfair disadvantage if they lose the contract to Currie based
on its falsified information; and the transportation company, which
risks Currie not being able to fulfill its contract in the long term if
it goes out of business because its performance is not as good as it
presented.

Answers to Self-Study Questions

1.c 2.d 3.b 4.c 5.a 6.a 7.2 8b 9.b 10.d



CHAPTER 2

The Recording Process

Chapter Preview

In Chapter 1, we used the accounting equation to analyze transactions. The combined effects
of these transactions were presented in a tabular form. This method could work for small
companies like Softbyte (the fictitious company discussed in Chapter 1) because they have
relatively few transactions. But imagine Tonica Kombucha, in the feature story, which pro-
cesses many more transactions, using the same tabular format as Softbyte. With the volume of
kombucha sales during a year, the company has too many transactions to record each one this
way. This would be impractical, expensive, and unnecessary. Instead, companies use a set of
procedures and records to keep track of transaction data more easily.

The entire set of procedures used to prepare an entity’s financial statements is called the
accounting cycle. The accounting cycle begins with the analyzing, recording, and posting
of transactions, which is the focus of this chapter. The remainder of the accounting cycle is
discussed in Chapters 3 and 4 and is illustrated here.

Moe Doiron/The Globe and Mail
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CHAPTER 2
1. Analyze
2. Journalize
3. Post

4. Trial Balance

Feature Story

Slaying the Dragons to Brew Up Sales

TORONTO, Ont.—Tonica Kombucha went face to face with
the dragons and prevailed. The idea for this beverage start-up
was sparked when yoga instructor Zoey Shamai visited New
Mexico. While there, she was introduced to a centuries-old
fermented tea beverage called kombucha. It’s said to have
many health benefits, including helping digestion and metab-
olism and detoxing the liver. “Everyone was making it down
there,” said Ms. Shamai “But when I returned to Toronto, it
wasn’t really available, so I started making it myself.”

Ms. Shamai originally brewed about 15 litres of kombu-
cha a week in her kitchen and sold it to her yoga students.
Then she started selling it in Toronto health food stores. Word
spread, and she decided to turn her sideline into a full-fledged
business.

To raise enough money to produce kombucha commer-
cially, she faced the dragons on the CBC TV show Dragons’ Den.
Getting ready to pitch her idea to the potential investors meant
she had to pore over her financial figures. “Just sitting down
and combing through your numbers to put together a pitch is
an eye-opening process, and one that I might not have done as
carefully if I wasn’t going on the show,” said Ms. Shamai.

Chapter Outline

LEARNING OBJECTIVES

CHAPTER 4
8. Closing Entries
9. Post-Closing Trial Balance

CHAPTER 3

5. Adjusting Entries

6. Adjusted Trial Balance
7. Financial Statements

Doing her accounting homework paid off. The show’s
“dragons” pledged $125,000 in capital in return for a one-quarter
interest in Tonica. Thanks to accounting, when the “dragons”
asked Ms. Shamai what her projected sales were, she could
answer—she told them that she expected to bring in $303,000
in the coming year and that she had about a 71% markup—
the amount she charges customers above her costs.

The year that Ms. Shamai appeared on Dragons’ Den, sales
were about 9,000 cases. A few years later, she sold more than
50,000 cases. The successful start-up moved into a 4,000-square-
foot facility in Toronto. The product, in flavours such as peach,
ginger, and blueberry, is sold in hundreds of stores across Canada,
including Loblaws, Whole Foods, and Shoppers Drug Mart. She
also now sells kombucha in bulk to bars and restaurants.

Ms. Shamai is certain to keep a close eye on her business
transactions to determine how much to charge retailers and how
much to expect in sales.

Sources: Jonathan Zettel, “Brews Without Buzz: How Operators Can Bolster
Non-alcoholic Beverage Profits,” Restaurant News, October 9, 2014; Jump
Branding and Design Inc., “Tonica Kombucha Slays the Dragons,” www.
howhigh.ca, November 22, 2012; Derek Flack, “Toronto Beverage Startup

Set to Enter the Dragon’s Den,” blogTO.com, November 21, 2012; “Pitches:
Tonica Kombucha,” Dragons’ Den, November 21, 2012, and Update, March 2,
2016, www.cbc.ca/dragonsden/pitches/tonica-kombucha; Tonica Kombucha
website, www.tonicakombucha.com.
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The Account

LEARNING OBJECTIVE 1
Describe how accounts, debits, and credits are used to record business transactions.

An account is an individual accounting record of increases and decreases in a specific asset,
liability, or owner’s equity item. For example, Softbyte has separate accounts called Cash,
Accounts Receivable, Accounts Payable, Service Revenue, Salaries Expense, and so on.

In its simplest form, an account has three parts: (1) the title of the account, (2) a left or a
debit side, and (3) a right or a credit side. Because these parts of an account are positioned like
the letter T, it is called a T account. The basic form of an account is shown in Illustration 2.1.

ILLUSTRATION 2.1

Basic form of T account

Title of Account
Left or debit side | Right or credit side J

Cr %

The actual format that is used in real life is more complex than the above T, and will
be explained later in the chapter. The T account format is a learning tool that will be used
throughout the book to explain basic accounting relationships. It is also a format used by
professional accountants for analytical purposes.
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ILLUSTRATION 2.2

Tabular summary and account

form comparison

ILLUSTRATION 2.3

The accounting equation

Debits and Credits

The term debit means left. The term credit means right. These terms are often abbreviated as
“Dr.” for debit and “Cr.” for credit. Debit and credit are simply directional signals that describe
where entries are made in the accounts. Entering an amount on the left side of an account
is called debiting the account. Entering an amount on the right side is called crediting the
account.

When the totals of the two sides are compared, an account will have a debit balance if the
total of the debit amounts exceeds the credits. On the other hand, an account will have a credit
balance if the credit amounts are more than the debits.

The recording of debits and credits in an account is shown in Illustration 2.2 for Soft-
byte’s cash transactions. The data are taken from the Cash column of the tabular summary in
Ilustration 1.13.

Tabular Summary Account Form
Cash Cash
+$15,000 (Debits) (Credits)

—7,000 15,000 7,000

+1,200 1,200 600

+1,500 1,500 900
—600 600 200
—900 250
—200 1,300
—250 Balance 8,050
+600

—1,300

$ 8,050

In the tabular summary, every positive item is the receipt of cash. Every negative item is the
payment of cash. Notice that in the account format, the increases in cash are recorded as deb-
its, and the decreases in cash are recorded as credits. The account balance, a debit of $8,050,
indicates that Softbyte had $8,050 more increases than decreases in cash. We will learn in the
next section why debits and credits are used in this way.

Debit and Credit Procedure

It is very important to understand that debit does not mean increase nor does it mean de-
crease. Sometimes we use a debit to increase an account and sometimes we use a debit to
decrease an account. Credits are the same—sometimes a credit is used to increase an account
and sometimes a credit is used to decrease an account. The system of using debits and credits
is based on the accounting equation, introduced in Chapter 1, and the definitions of debit and
credit, as shown in Illustration 2.3.

Assets = Liabilities +  Owner’s Equity

Debit or left side

Credit or right side

We will use this diagram to apply debit and credit procedures to each part of the accounting
equation—assets, liabilities, and owner’s equity—in the following sections.

Assets and Liabilities All accounts have a normal balance, which is the side that increases
the account balance. Because assets are on the left or debit side of the accounting equation,
the normal balance of an asset is also on the left or debit side of the account. Logically, then,
increases to asset accounts need to be recorded on the debit side and decreases in assets must
be entered on the right or credit side. This is why in Illustration 2.2, the Softbyte illustration,



increases in Cash—an asset account—were entered on the debit (left) side, and decreases in
Cash were entered on the credit (right) side.

Similarly, because liabilities are on the right or credit side of the accounting equation, the
normal balance of a liability account is on the right or credit side. This means increases in lia-
bilities are entered on the right or credit side, and decreases in liabilities are entered on the left
or debit side. The effects that debits and credits have on assets and liabilities are summarized
in Illustration 2.4.

Debits Credits
Increase assets Decrease assets
Decrease liabilities Increase liabilities

To summarize, because assets are on the left side of the accounting equation and this
is the opposite of liabilities, increases and decreases in assets are recorded opposite from in-
creases and decreases in liabilities. The effects that debits and credits have on assets and liabil-
ities and the normal balances are shown in Illustration 2.5 (see also Helpful Hint).

Assets Liabilities
Debit for increase | Credit for decrease Debit for decrease | Credit for increase
Normal balance Normal balance

Knowing the normal balance in an account may help you find errors. For example, a credit
balance in an asset account such as Land or a debit balance in a liability account such as Wages
Payable probably means there was a recording error. Occasionally, an abnormal balance may be
correct. The Cash account, for example, will have a credit balance when a company has overdrawn
its bank balance.

Owner’s Equity As liabilities and owner’s equity are on the same side of the accounting
equation, the rules of debit and credit are the same for these two types of accounts. Credits
increase owner’s equity and debits decrease owner’s equity. And as explained in Chapter 1,
owner’s equity is increased by owner’s investments and revenues. It is decreased by owner’s
drawings and expenses. Separate accounts are kept for each of these types of transactions.

Owner’s Capital The normal balance of the Owner’s Capital account is a credit balance.
Therefore, investments by owners are credited to the owner’s capital account and this increases
owner’s equity. For example, when cash is invested in the business, the Cash account is debited
and Owner’s Capital is credited. Illustration 2.6 shows the rules of debit and credit for the
Owner’s Capital account.

Debits Credits
Decrease Owner’s Equity Increase Owner’s Equity

The rules of debit and credit for the Owner’s Capital account and the normal balance
are shown in Illustration 2.7.

Owner’s Capital

Debit for decrease | Credit for increase

Normal balance

Owner’s Drawings An owner may withdraw cash or other assets for personal use. With-
drawals are recorded as debits because withdrawals decrease owner’s equity. Withdrawals
could be debited directly to Owner’s Capital. However, it is better to have a separate account,

The Account 2-5

ILLUSTRATION 2.4

Debit and credit effects—
assets and liabilities

ILLUSTRATION 2.5

Normal balances—assets
and liabilities

HELPFUL HINT

Increases in accounts are
always on the same side

as the normal balance for
that account. For assets,
increases are to the left,
and for liabilities, increases
are to the right.

ILLUSTRATION 2.6

Debit and credit effects—
Owner’s Capital

ILLUSTRATION 2.7

Normal balance—Owner’s
Capital
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ILLUSTRATION 2.8

Debit and credit effects—
Owner’s Drawings

ILLUSTRATION 2.9

Normal balance—Owner’s
Drawings

ILLUSTRATION 2.10

Debit and credit effects—
revenues and expenses

ILLUSTRATION 2.11

Normal balances—revenues
and expenses

called Drawings, as we did in Chapter 1. The separate account makes it easier to add up the
total withdrawals for the accounting period and to prepare the statement of owner’s equity.

Because withdrawals decrease owner’s equity, the drawings account has a normal debit
balance. Credits to an owner’s drawings account are unusual, but might be used, for example,
to correct a withdrawal recorded in error. Illustration 2.8 shows the rules of debit and credit
for the Owner’s Drawings account.

Debits Credits

Increase Owner’s Drawings

Decrease Owner’s Drawings

The rules of debit and credit for the Drawings account and the normal balance are shown
in Illustration 2.9.

Drawings

Debit for increase | Credit for decrease
Normal balance |

Note that increases and decreases to the drawings account are recorded opposite to
increases and decreases in Owner’s Capital. That is because investments, which increase
owner’s equity, are recorded in Owner’s Capital, and withdrawals, which decrease owner’s
equity, are recorded in Drawings.

Revenues and Expenses Revenues normally have a credit balance; therefore, increases
to revenues are credits. This is because when revenues are recognized this benefits the owners
of the business, and so owner’s equity increases. Therefore, like the Owner’s Capital account,
revenue accounts are increased by credits and decreased by debits. Credits to revenue accounts
should exceed the debits.

Expenses normally have a debit balance; therefore, increases to expenses are debits. This
is because as expenses are incurred, owner’s equity decreases. Therefore, like the Owner’s
Drawings account, expense accounts are increased by debits and decreased by credits. Debits
to expense accounts should exceed the credits. Illustration 2.10 shows the rules of debits and
credits for revenues and expenses.

Debits Credits

Decrease revenues
Increase expenses

Increase revenues
Decrease expenses

Since revenues are the positive factor in calculating profit, and expenses are the negative
factor, it is logical that the increase and decrease sides of revenue accounts should be the
reverse of expense accounts.

The effect of debits and credits on revenues and expenses and the normal balances
are shown in Illustration 2.11.

Revenues Expenses
Debit for decrease | Credit for increase Debit for increase | Credit for decrease
Normal balance Normal balance

Summary of Debit and Credit Effects

INlustration 2.12 shows the expanded accounting equation and a summary of the debit/credit
rules on each type of account.



URRER VN PR PR Summary of debit/credit rules and effects for the expanded accounting
equation

The Account

Assets = Liabilities + Owner’s Equity
| | | |
Assets = Liabilities + Owner’s Capital — Drawings + Revenues —  Expenses
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
+ - - + - + + - - + + -

Remember, the normal balance of each account is on its increase side. So assets, draw-
ings, and expense accounts have a normal debit balance, while liabilities, owner’s capital, and
revenue accounts have a normal credit balance.

Double-Entry Accounting

In Chapter 1, you learned that each transaction must affect two or more accounts to keep
the basic accounting equation in balance. This means that, when we record transactions,
debits must equal credits. (See Helpful Hint.) This is known as the double-entry
accounting system in which the dual (two-sided) effect of each transaction is recorded
in the appropriate accounts.

If every transaction is recorded with equal debits and credits, then the sum of all the deb-
its to the accounts must equal the sum of all the credits. And, if the debit and credit procedures
are correctly applied, the total amount of debits will always equal the total amount of credits
and the accounting equation stays in balance. This provides a logical method for recording
transactions and ensuring the amounts are recorded accurately.

The debit and credit conventions are the building blocks for understanding the double-
entry accounting system and the accounting cycle.

DO IT! 2.1 | Normal Account Balances

Brooke Schwenke has just rented space in a shopping mall where she will open a salon and spa
called the Oasis Spa. Brooke has determined that the company will need the following accounts:
. Accounts Payable

Cash

. B. Schwenke, Capital

. B. Schwenke, Drawings

Equipment

. Rent Expense

. Service Revenue

® N & v A W N &

. Supplies

a. Indicate whether each of these accounts is an asset, liability, or owner’s equity account.
If it is an owner’s equity account, indicate what type it is (e.g., owner’s capital, drawings,
revenue, Or expense).

b. What is the normal balance of these accounts?

c. Will a debit increase or decrease these accounts?

HELPFUL HINT

Debits must equal credits

for each transaction.

ACTION PLAN

« Use the expanded
accounting equation to
determine the type of
account.

« Remember that the
normal balance of an
account is on its
increase side.

« Remember that assets
are increased by debits,
and that liabilities and
owner’s equity are
increased by credits.

2-7
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HELPFUL HINT Solution (See Helpful Hint.)
Normal balances a. b. c.
DR | CR .
. Account Type of Account Normal Balance  Debit Effect

Assets Liabilities

Expenses Revenues 1. Accounts Payable Liability Credit Decrease

Drawings Owner’s 2. Cash Asset Debit Increase

Capital 3. B. Schwenke, Capital Owner’s Equity (capital) Credit Decrease

4. B. Schwenke, Drawings ~ Owner’s Equity (drawings) Debit Increase
5. Equipment Asset Debit Increase
6. Rent Expense Owner’s Equity (expense) Debit Increase
7. Service Revenue Owner’s Equity (revenue) Credit Decrease
8. Supplies Asset Debit Increase

Related exercise material: BE2.1, BE2.2, BE2.3, BE2.4, BE2.5, E2.1, E2.2, E2.3, and E2.4.

Analyzing and Recording Transactions

LEARNING OBJECTIVE 2

State how a journal is used in the recording process and journalize transactions.

The Accounting Cycle and Steps in the
Recording Process

As stated in the chapter preview, the accounting cycle is a series of steps followed by ac-
countants in preparing financial statements. There are nine steps in this cycle, as shown in

ILLUSTRATION 2.13

The accounting cycle

Illustration 2.13.

1.
Analyze
business

9. transactions 2.
Prepare a Journalize
post-closing the
trial balance transactions
8. 3.
Journalize Post to
and post ledger
closing entries accounts
7. 4.
Prepare Prepare
financial a trial
statements balance
AN g 5, rg
: Journalize and
Prepare an it
adlj)usted P post adjusting
oo e entries (prepaids

and accruals)
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The procedures used in analyzing and recording transaction information are the first two
steps, shown in Illustration 2.14. These two steps along with posting are also known as the
recording process. We will consider the remaining steps in Chapters 3 and 4.

URRV VNI [\ PR ER The accounting cycle—Steps 1 and 2

. L. Adjusted . Post-closin
q Trial Adjusting . Financial Closing 1
Analyze ournalize P R Trial . i
vz J ost Balance Entries na Statements Entries el
Balance Balance

Analyzing Business Transactions

As shown in Illustration 2.14, the recording process begins with analyzing the transaction.
Recall that a transaction is recorded only if it causes the financial position of the entity—that
is, the assets, liabilities, and/or owners’ equity—to change. Evidence of a transaction comes
from a source document, such as a sales slip, cheque, bill, cash register tape, or bank statement.
A company analyzes this evidence to determine the transaction’s effects on specific accounts.

Recall also from Chapter 1 that we started to learn how to analyze transactions. Once we
determined that a transaction should be recorded, we analyzed it to determine how the transac-
tion affected the accounting equation. We saw in the transaction analysis process that we needed
to identify the accounts that were changed, whether the account increased or decreased, and
if so, by how much. This analysis is often referred to as the basic analysis of the transaction.

After the basic analysis is complete, then the debit and credit procedures you learned
in the previous section of this chapter are applied to determine which account or accounts
should be debited and which account or accounts should be credited. This is often referred to
as the debit/credit analysis of the transaction.

Analyzing transactions is the most difficult part of the accounting cycle because there
are so many different types of transactions. Throughout this textbook, and in later accounting
courses, you will continue to be introduced to different transactions. As you learn about new
transactions, remember to first do your basic analysis and then the debit/credit analysis. If you
follow this system, you will improve your ability to correctly analyze and record transactions.

After the transaction has been analyzed, then it can be entered in the accounting
records—steps 2 and 3 of the accounting cycle. We will explain how this is done in the follow-
ing sections on the journal and the ledger.

Business Insight

Does hiring a great employee add value for salary cap in a year that’s financially advantageous to the team. For

a company? In the case of sports teams, example, in July 2017, the Edmonton Oilers signed an eight-year

owners, players, and fans all agree that hav- deal to keep captain Connor McDavid, the NHL’s highest-paid

ing the most talented players makes a huge player. The contract will pay him a reported $100 million over that

difference. But how does a team attractand  period, consisting mostly of $86 million in signing bonuses. The

keep those players? Is simply offering the accounting question as to whether these bonuses should be con-

player a contract enough to attract talent? Not these days. And ac- sidered assets or expenses is complicated.

countants would agree that simply having a player sign a contract

doesn’t change the team’s assets, liabilities, or owner’s equity. This Sources: Jim Cerny, “Connor McDavid’s Monster Contract with Oilers,

isn’t a transaction that would get recorded in the team’s account- in Perspective,” Sportingnews.com, July 17, 2017; Travis Yost, “As CBA

ing records even if it does bring value to the team. Watch Grows, So Do Signing Bonuses,” TSN.ca, July 13, 2017; “Connor
Signing bonuses are different because they affect cash. In  McDavid Signs Eight-Year, $100M Extension with Oilers,” Sportsnet.ca,

the National Hockey League, they are used partly to deal with the July 5, 2017.

league’s salary caps, which restrict how much can be included in

individual players’ and the whole team’s salaries in each year. A What are the issues involved in determining if a signing

signing bonus can be paid in one year but be included in the team’s bonus is an asset or an expense?

Pali Rao/Getty Images
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ILLUSTRATION 2.15

Journalizing transactions—
tabular form

ILLUSTRATION 2.16

Technique of journalizing

A = L + OE
+ 15,000 + 15,000

*Cash flows: + 15,000

A = L + OE

+ 7,000
— 7,000

+ Cash flows: — 7,000

In the margins next to journal
entries are equation analyses
that show the effect of the
transaction on the accounting
equation (A=L+ OE) and on
cash flows. You should think of
these as part of Step 1 of the
accounting cycle.

The Journal

We are all familiar with the term “journal.” It usually refers to a book where personal events
are recorded in chronological order. Similarly, accounting transactions are also recorded in a
journal in chronological (date) order. For this reason, the journal is referred to as the book
of original entry. As transactions are sequentially recorded, the debit and credit effects can
be seen on specific accounts.

Companies can use various kinds of journals, but every company has a general journal.
Whenever we use the term “journal” in this textbook, we mean the general journal
unless we specify otherwise.

The journal makes some important contributions to the recording process:

« It discloses the complete effect of a transaction in one place.
« It provides a chronological record of transactions.

« It helps to prevent and locate errors, because the debit and credit amounts for each entry
can be easily compared.

Journalizing Transactions

Entering transaction data in the journal is known as journalizing. A separate journal entry
is made for each transaction. A complete entry consists of the following: (1) the date of the
transaction, (2) the accounts and amounts to be debited and credited, and (3) a brief explana-
tion of the transaction.

To illustrate the technique of journalizing, let’s look at the first two transactions of Softbyte
from Chapter 1. These transactions were (1) September 1, Andrew Leonid invested $15,000 cash
in the business, and (2) computer equipment was purchased for $7,000 cash (we will assume that
this transaction also occurred on September 1). In tabular form, as shown in Chapter 1, these
transactions appeared as shown in Illustration 2.15.

Assets = Liabilites +  Owner’s Equity
A. Leonid,
Cash +  Equipment Capital
(1) +$15,000 +$15,000
() —7,000 +$7,000

IMlustration 2.16 shows the standard form of journal entries for these two transactions.
(The circled numbers correspond to explanations in the list below the illustration.)

GENERAL JOURNAL J1

Date Account Titles and Explanation Ref Debit Credit
2021 9

Sept. 1 Cash @ 15,000

o A. Leonid, Capital 6 15,000

@ Invested cash in the business.

1 Equipment 7,000
Cash 7,000
Purchased equipment for cash.

Since this is the first page of Softbyte’s general journal, it is numbered J1. You should note
the following features of journal entries:

@ The date of the transaction is entered in the Date column.

@ The debit account title (that is, the account to be debited) is entered first at the extreme left
margin of the column headed “Account Titles and Explanation,” and the amount of the
debit is recorded in the Debit column.

© The credit account title (that is, the account to be credited) is indented and entered on the
next line in the column headed “Account Titles and Explanation,” and the amount of the
credit is recorded in the Credit column.
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O A brief explanation of the transaction appears on the line below the credit account title. A
space is left between journal entries. The blank space separates individual journal entries
and makes the entire journal easier to read.

© The column titled Ref (which stands for Reference) is left blank when the journal entry is
made. This column is used later when the journal entries are transferred to the ledger accounts.

It is important to use correct and specific account titles in journal entries. While there
is some flexibility in creating account titles, each title has to accurately describe the
account’s content. For example, the account title used for the computer equipment pur-
chased by Softbyte may be Equipment, Computer Equipment, Computers, or Office Equip-
ment. However, once a company chooses the specific title to use, all transactions for the
account should be recorded with the same title.

When you complete the assignments in this text, if specific account titles are given, you
should use those. If account titles are not given, you should create account titles that identify
the nature and content of each account. Account titles used in journalizing should not
contain explanations (such as Cash Paid or Cash Received).

If an entry affects only two accounts, it will have one debit and one credit. This is consid-
ered a simple journal entry. Some transactions, however, involve more than two accounts. When
three or more accounts are required in one journal entry, the entry is called a compound
entry. To illustrate, recall from Chapter 1 that Softbyte provided $3,500 of programming ser-
vices to customers (assume this was on September 9). It received $1,500 cash from the customers
for these services. The balance, $2,000, was owed on account. The compound entry to record this
transaction is shown in Illustration 2.17.

GENERAL JOURNAL J1

Compound journal entry

Date Account Titles and Explanation Ref Debit Credit
2021 A = L + OE
Sept. 9 Cash 1,500 + 1,500 +3,500
Accounts Receivable 2,000 + 2,000
Service Revenue 3,500 *
Performed services for cash and credit. Cash flows: + 1,500

DO IT! 2.2 | Recording Business Activities ACTION PLAN
« Understand which activ-
Brooke Schwenke performed the following activities in setting up her salon and spa, the Oasis Spa: ities need to be recorded

1. On May 1, opened a bank account in the name of the Oasis Spa and deposited $20,000 of her and which do not.

own money in this account as her initial investment. + Analyze the transac-
tions. Determine the

accounts affected and
whether the transaction

2. On May 3, purchased equipment on account (to be paid in 30 days) for a total cost of $4,800.

3. On May 7, interviewed three people for the position of esthetician.

4. During the first two weeks, performed $1,280 of massage services, all collected in cash. increases or decreases
(Note: Date this entry May 14.) the account.
5. On May 15, paid the employee, hired on May 7, her $500 weekly salary. « Apply the debit and

. . . . . . . credit rules.
For each of the transactions, prepare a basic analysis, a debit/credit analysis, and a journal entry.

« Record the transactions
in the general journal
Solution following the format-
ting rules. Remember
Transaction 1 that the name of the
account to be credited
is indented and the
amount is recorded in

Basic Analysis The asset account Cash is increased by $20,000. The owner’s equity
account B. Schwenke, Capital is increased by $20,000.

Debit/Credit Debits increase assets: debit Cash $20,000. the right-hand column.
Analysis Credits increase owner’s equity: credit B. Schwenke, Capital $20,000.
Journal Entry May1l  Cash 20,000

B. Schwenke, Capital 20,000

Invested cash in business.
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9
Transaction 2

Basic Analysis The asset account Equipment is increased by $4,800. The liability account
Accounts Payable is increased by $4,800.
Debit/Credit Debits increase assets: debit Equipment $4,800.
Analysis Credits increase liabilities: credit Accounts Payable $4,800.
Journal Entry May 3 Equipment 4,800
Accounts Payable 4,800
Purchased equipment on account.

Transaction 3

Basic Analysis

May 7 An accounting transaction has not occurred.

Transaction 4

Basic Analysis The asset account Cash is increased by $1,280. The revenue account
Service Revenue is increased by $1,280.
Debit/Credit Debits increase assets: debit Cash $1,280.
Analysis Credits increase revenues: credit Service Revenue $1,280.
Journal Entry May 14 Cash 1,280
Service Revenue 1,280
Performed services for cash.

Transaction 5

Basic Analysis The expense account Salaries Expense is increased by $500. The asset
account Cash is decreased by $500.
Debit/Credit Debits increase expenses: debit Salaries Expense $500.
Analysis Credits decrease assets: credit Cash $500.
Journal Entry May 15  Salaries Expense 500
Cash 500
Paid salary for a week.

Related exercise material: BE2.6, BE2.7, BE2.8, BE2.9, BE2.10, BE2.11, BE2.12, BE2.13, E2.5, E2.6, E2.7,
E2.8, and E2.9.

The Ledger

LEARNING OBJECTIVE 3
Explain how a ledger helps in the recording process and post transactions.

The entire group of accounts maintained by a company is called the ledger. The ledger pro-
vides the balance in each of the accounts and keeps track of changes in these balances.

Companies can use different kinds of ledgers, but every company has a general ledger.
A general ledger contains accounts for all the asset, liability, equity, revenue, and expense
accounts. Whenever we use the term “ledger” in this textbook, we are referring to the general
ledger, unless we specify otherwise.

Companies arrange the ledger in the sequence in which they present the accounts,
beginning with the balance sheet accounts. First in order are the asset accounts, followed
by liability accounts, owner’s capital, drawings, revenues, and expenses. Each account is
numbered for easier identification.



The ledger provides the balance in each of the accounts. For example, the Cash account
shows the amount of cash available to meet current obligations. The Accounts Receivable
account shows amounts due from customers. Accounts Payable shows amounts owed to
creditors.

There are different standard forms of accounts. One of them, the simple T account
form, is used in accounting textbooks and is often very useful for analyzing illustrations,
and for learning accounting. However, in practice, T accounts are not generally used in
the accounting cycle. Generally, the account forms that are used in ledgers as presented
in Illustration 2.18 are the norm. A very popular form in both manual and computerized
systems using the data (and assumed dates) from Softbyte’s Cash account in Illustration 2.2
is shown in Illustration 2.18.

GENERAL LEDGER

Cash
Date Explanation Ref Debit Credit Balance

2021
Sept. 1 15,000 15,000
1 7,000 8,000

3 1,200 9,200

9 1,500 10,700

17 600 10,100

17 900 9,200

20 200 9,000

25 250 8,750

30 600 9,350

30 1,300 8,050

This form is often called the three-column form of account because it has three
money columns: debit, credit, and balance. The balance in the account is determined after
each transaction. The explanation and reference columns make it possible to give more in-
formation about the transaction. In manual accounting systems, the explanation column is
usually left blank because it is too time-consuming to copy explanations from the general
journal. Computerized accounting systems will automatically copy the explanation that was
originally recorded in the journal entry into the ledger.

Posting

Transferring journal entries to the ledger accounts is called posting. It is the third step in the
accounting cycle (see Illustration 2.19). This phase of the recording process accumulates the
effects of journalized transactions into the individual accounts.

UNAVS VNI [P ER The accounting cycle—Step 3

Adjusted

Trial Adjusting Trial

Analyze Journalize Post
Balance

Steps in the Posting Process

Posting has the following steps:

© In the general ledger, to post to the debit account, enter the date, the journal page number,
and the amount.

@ In the journal, enter the debit account number in the journal reference column.

Financial Closing
Balance Entries Statements Entries

The Ledger

ILLUSTRATION 2.18

Three-column form of
account

2-13

Post-closing
Trial
Balance
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ILLUSTRATION 2.20

Posting a journal entry

© In the general ledger, to post to the credit account, enter the date, the journal page number,
and the amount.

@ 1n the journal, enter the credit account number in the journal reference column.

These steps are shown in Illustration 2.20 using Softbyte’s first journal entry.

GENERAL JOURNAL J1

Date | Account Titles and Explanation Ref | Debit | Credit
2021
 Sept. 1 Cash 101 15,000
A. Leonid, Capital 301 15,000 ©
Invested cash in business.
o GENERAL LEDGER é
Cash No. 101
Date | Explanation | Ref | Debit | Credit | Balance
2021
—> Sept. 1 n 15,000 15,000
A. Leonid, Capital No. 301 j
Date | Explanation | Ref | Debit | Credit | Balance
2021
Sept. 1 J1 15,000 15,000
A

The reference column in the journal shows the entries that have been posted. The
references also show the account numbers to which the amounts have been posted. The
reference column of a ledger account indicates the journal page where the transaction was
posted from.

Posting should be done in chronological order. That is, all the debits and credits of one
journal entry should be posted before going to the next journal entry. Postings should be made
on a timely basis to keep the ledger up to date. In a computerized accounting system, posting
is done automatically, usually right after each journal entry is prepared.

Chart of Accounts

When creating an accounting system, the first step is to develop a framework for the ac-
counting information. Whether using a computerized or manual system, this is done by
creating a chart of accounts. The chart of accounts is a list of the accounts and account
numbers that identify where the accounts are in the ledger. The numbering system used
to identify the accounts usually starts with the balance sheet accounts and follows with
the income statement accounts. Because each company is different, the types and number
of accounts they have vary. The number of accounts depends on the amount of detail that
management requires. For example, the management of one company may want to use
one account for all utility expenses, while another company may keep separate expense
accounts for each type of utility expense, such as gas, electricity, and water. Many com-
panies, such as Tonica Kombucha, in our feature story, use different revenue accounts for
different sources of revenue.

We now introduce the chart of accounts for Lynk Software Services, a new technology
company started by Tyler Jacobs, which is presented in Illustration 2.21. Accounts 100-199
indicate asset accounts; 200-299 indicate liabilities; 300-399 indicate owner’s equity accounts;
400-499, revenues; and 500-999, expenses. There are gaps in the numbering system to permit
the insertion of new accounts as needed during the life of the business.
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LYNK SOFTWARE SERVICES

Chart of accounts

Chart of Accounts

Assets Owner’s Equity
101  Cash 301 T.Jacobs, Capital

112 Accounts Receivable 306 T.Jacobs, Drawings
129  Supplies 350 Income Summary
130  Prepaid Insurance

151  Equipment Revenues

152 Accumulated Depreciation— 400  Service Revenue
Equipment

Expenses

Liabilities 711  Depreciation Expense

200  Notes Payable 722 Insurance Expense
201  Accounts Payable 726  Rent Expense

209  Unearned Revenue 729  Salaries Expense
212 Salaries Payable 740  Supplies Expense
230 Interest Payable 905 Interest Expense

In this and subsequent chapters, we will show the accounting cycle for Lynk Software
Services. This proprietorship was started by Tyler Jacobs to provide consulting services to
businesses looking to make e-commerce sales. Accounts shown in red are used in this
chapter; accounts shown in black are explained in later chapters.

The Recording Process Illustrated

We will now show the three steps in the recording process—analyze, journalize, and post—
using the October 2021 transactions of Lynk Software Services. The company’s accounting
period is one month. Because Lynk Software Services was started on October 1, 2021, there
are no balances in its accounts from prior transactions. Had the business previously existed,
each account would have an opening balance.

Study these transactions carefully. Remember that in Step 1 of the recording process,
the transaction is analyzed to identify (1) the types of accounts involved, (2) whether the
accounts are increased or decreased, and (3) whether the accounts need to be debited or
credited. This is shown in the basic analysis and the debit/credit analysis for each transaction
in the illustrations before journalizing and posting. For simplicity, Illustrations 2.22 to 2.34
use the T account form to show posting instead of the standard account form.

[RRUF VNI WV PN Investment of cash by owner

. October 1, Tyler Jacobs invests $10,000 cash in a technology venture to be known
Transaction as Lynk Software Services.

Basic The asset Cash is increased by $10,000, and the owner’s equity account T. Jacobs,
Analysis Capital, is increased by $10,000.

Debit/Credit Debits increase assets: debit Cash $10,000.
Analysis Credits increase owner’s equity: credit T. Jacobs, Capital, $10,000.
10,000 J
10,000

ct. 1 | Cash 101
Journal Entry T. Jacobs, Capital 301
Invested cash in business.

Cash 101 T. Jacobs, Capital 301
Oct. 1 10,000 Oct. 1 10,000

Posting
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UNAVES 7N [o] WX N Purchase of office equipment

October 2, office equipment costing $5,000 is purchased by signing a $5,000, 6% note

Transaction
payable, due in three months on January 2, 2022.
Basic The asset account Equipment is increased by $5,000, and the liability account Notes Payable
Analysis is increased by $5,000.
Debit/Credit Debits increase assets: debit Equipment $5,000.
Analysis Credits increase liabilities: credit Notes Payable $5,000.
ct. 2 | Equipment 151 5,000 J
Journal Entry Notes Payable 200 5,000

Issued a three-month, 6% note
for equipment.

Equipment 151 Notes Payable 200
Oct. 2 5,000 Oct. 2 5,000

Posting

[RRUS TSI WIVY S Receipt of cash in advance from customer
October 3, a $1,200 cash advance is received from R. Knox, a client, for consulting services

Transaction that are expected to be completed by December 31.
The asset account Cash is increased by $1,200; the liability account Unearned Revenue is
Sl increased by $1,200 because the service has not been provided yet. That is, when an advance
Analysis payment is received, unearned revenue (a liability) should be recorded in order to recognize
the obligation that exists. Note also that unearned revenue is not a revenue account and does
not increase owner’s equity even though the word “revenue” is used.
Debit/Credit Debits increase assets: debit Cash $1,200.
Analysis Credits increase liabilities: credit Unearned Revenue $1,200.

ct.3 | Cash 101 1,200 J
Unearned Revenue 209 1,200

Received advance from R. Knox for
future services.

Journal Entry

Cash 101 Unearned Revenue 209
Posting Oct. 1 10,000 Oct. 3 1,200
3 1,200

(RRVES VNI ] P18 Payment of monthly rent

Transaction October 3, office rent for October is paid in cash, $900.
Basic The expense account Rent Expense is increased by $300 because the payment is only for the
Analysis current month. Note that expenses decrease owner’s equity. The asset account Cash is
decreased by $900.

Debit/Credit Debits increase expenses: debit Rent Expense $900.

Analysis Credits decrease assets: credit Cash $900.

ct. 3 | Rent Expense 726 900 J
Journal Entry Cash 101 900
Paid October rent.

Cash 101 Rent Expense 726

Posting Oct. 1 10,000 | Oct. 3 900  Oct.3 900
3 1,200
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[RRUS VNI PV Payment of insurance

October 3, $600 is paid for a one-year insurance policy, which will expire next year on

Transaction September 30,
The asset account Prepaid Insurance is increased by $600 because the payment is for more
Basic than the current month. The asset account Cash is decreased by $600. Note that costs paid
Analysis in advance that will benefit more than one accounting period are identified as prepaid
expenses or prepayments. When a prepayment is made, an asset account is debited in
order to show the service or benefit that will be received in the future.
Debit/Credit Debits increase assets: debit Prepaid Insurance $600.
Analysis Credits decrease assets: credit Cash $600.
ct. 3 | Prepaid Insurance 130 600
Cash 101 600 <=

Journal Entry Paid one-year policy, expiring on

September 30, 2022.

Cash 101 Prepaid Insurance 130
Posting Oct. 1 10,000 | Oct. 3 900  Oct.3 600
3 1,200 3 600
Purchase of supplies on credit
Transaction October 4, a supply of materials is purchased on account from Aero Supply for $2,500.
Basic The asset account Supplies is increased by $2,500. The liability account Accounts Payable is
Analysis increased by $2,500.
Debit/Credit Debits increase assets: debit Supplies $2,500.
Analysis Credits increase liabilities: credit Accounts Payable $2,500.
Oct. 4 | Supplies 129 2,500
Accounts Payable 201 2,500 <=
Journal Entry Purchased supplies on account from
Aero Supply.
) Supplies 129 Accounts Payable 201
Posting
Oct. 4 2,500 Oct. 4 2,500

IR VN1 P E N Hiring of employees

. October 4, four employees are hired to begin work on October 11. Each employee is to
Transaction receive a weekly salary of $500 for a five-day workweek (Monday—Friday), payable every two
weeks. The first payment will be on October 25.

An accounting transaction has not occurred. There is only an agreement between the
Basic employer and the employees to enter into a business transaction beginning on October 11.
Analysis Thus, a debit/credit analysis is not needed because there is no accounting entry. (See October
25 transaction for first entry.)

[NAVES VN o] R Withdrawal of cash by owner

Transaction October 20, Tyler Jacobs withdraws $500 cash for personal use.

The owner’s equity account T. Jacobs, Drawings is increased by $500. Note that drawings

Basic decrease owner’s equity. The asset account Cash is decreased by $500.

Analysis
Debit/Credit Debits increase drawings: debit T. Jacobs, Drawings, $500.

Analysis [Credits decrease assets: credit Cash $500.

Oct. 20 | T. Jacobs, Drawings 306 500 J
Journal Entry Cash 101 500
Withdrew cash for personal use.
Cash 101 T. Jacobs, Drawings 306
Posting Oct. 1 10,000 | Oct. 3 900 Oct. 20 500
3 1,200 3 600

20 500




2-18 CHAPTER 2 The Recording Process

UREVEY VN (o] (P18 Service performed on account

Transaction

Basic
Analysis

Debit/Credit
Analysis

Journal Entry

Posting

October 21, a customer, Copa Company, is billed $10,000 for consulting services
performed to date.

The asset account Accounts Receivable is increased by $10,000. The revenue account
Service Revenue is increased by $10,000. Note that revenue is recorded when the service
is performed, regardless of when the cash is received. Accounts Receivable is an asset
because Lynk Software Services expects a future benefit—the cash payment by Copa

Company.
10,000 J
10,000

Debits increase assets: debit Accounts Receivable $10,000.
[Credits increase revenues: credit Service Revenue $10,000.
0

ct. 21 | Accounts Receivable 112

Service Revenue 400

Performed services on account for

Copa Company.
Accounts Receivable 112 Service Revenue 400
Oct. 21 10,000 Oct. 21 10,000

IRAVES 7N o) (P33 Receipt of cash for services provided

Transaction

Basic
Analysis

Debit/Credit
Analysis

Journal Entry

Posting

October 25, services were provided to a customer and $800 cash was received immediately.

The asset account Cash is increased by $800. The revenue account Service Revenue is

increased by $800.
800 4J

Debits increase assets: debit Cash $800.
Credits increase revenues: credit Service Revenue $800

Oct. 25 | Cash 101 800
Service Revenue 400
Received cash for services provided.
Cash 101 Service Revenue 400
Oct. 1 10,000 | Oct. 3 900 Oct. 21 10,000
3 1,200 3 600 25 800
25 800 20 500

[RRUSF VNI PPN Payment of salaries

Transaction

Basic
Analysis

Debit/Credit
Analysis

Journal Entry

Posting

October 25, employee salaries of $4,000 (4 x $500 x 2) are owed and paid. (See October
4 transaction.)

The expense account Salaries Expense is increased by $4,000. The asset account Cash is
decreased by $4,000.

Debits increase expenses: debit Salaries Expense $4,000.
Credits decrease assets: credit Cash $4,000.

Oct. 25 | Salaries Expense 729 4,000 J
Cash 101 4,000
Paid biweekly salaries.
Cash 101 Salaries Expense 729
Oct. 1 10,000 | Oct. 3 900 Oct. 25 4,000
3 1,200 3 600
25 800 20 500

25 4,000



NV VNP N Receipt of cash from collecting part of an account receivable

Transaction October 31, received $9,QOO cash from Copa Company in payment of part of its account.
(See October 21 transaction.)

Basic The asset account Cash is increased by $9,000. The asset account Accounts Receivable is
; decreased by $9,000. Note that service revenue is not recorded here; it was recorded on
Analysis ;
October 21 when the service was performed.

Debit/Credit Debits increase assets: debit Cash $9,000.
Analysis [Credits decrease assets: credit Accounts Receivable $9,000.
Oct. 31 | Cash 101 9,000 J
Accounts Receivable 112 9,000
Journal Entry Received cash on account from
Copa Company.
Cash 101 Accounts Receivable 112
. Oct. 1 10,000 | Oct. 3 900 Oct. 21 10,000 | Oct. 31 9,000
Posting 3 1,200 3 600
25 800 20 500
31 9,000 25 4,000

[RRVES VN ]\ WZ 8 Partial payment of account payable

Transaction October 31, paid Aero Supply $750 as partial payment of its account payable. (See
October 4 transaction.)

Basic The liability account Accounts Payable is decreased by $750. The asset Cash is decreased
Analysis by $750.
Debit/Credit Debits decrease liabilities: debit Accounts Payable $750.
Analysis Credits decrease assets: credit Cash $750.
Oct. 31 | Accounts Payable 201 750
Journal Entry Cash 101 750
Paid cash on account to Aero Supply.
Cash 101 Accounts Payable 201
) Oct. 1 10,000 | Oct. 3 900 Oct. 31 750 | Oct. 4 2,500
Posting 3 1,200 3 600
25 800 20 500
31 9,000 25 4,000
31 750

Summary Illustration of Journalizing and Posting

You should always think through the basic analysis and debit/credit analysis before journaliz-
ing a transaction. The analysis will help you understand the journal entries discussed in this
chapter, as well as more complex journal entries in later chapters.

However, the actual accounting records will not show this analysis for each transaction.
Instead, the accounting records will show a chronological list of the transactions in the jour-
nal, and a ledger showing the effect on each account of posting all of the transactions.

The general journal for Lynk Software Services for October 2021 is summarized in
Ilustration 2.35.

The Ledger

2-19
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ILLUSTRATION 2.35 GENERAL JOURNAL J1
General journal entries

Date Account Titles and Explanation Ref Debit Credit
2021
Oct. 1 Cash 101 10,000
T. Jacobs, Capital 301 10,000
Invested cash in business.
2 Equipment 151 5,000
Notes Payable 200 5,000
Issued three-month, 6% note for equipment.
3 Cash 101 1,200
Unearned Revenue 209 1,200
Received advance from R. Knox for future
services.
3 Rent Expense 726 900
Cash 101 900
Paid October rent.
3 Prepaid Insurance 130 600
Cash 101 600

Paid one-year policy, expiring on
September 30, 2022.

4 Supplies 129 2,500
Accounts Payable 201 2,500
Purchased supplies on account from
Aero Supply.
20 T. Jacobs, Drawings 306 500
Cash 101 500
Withdrew cash for personal use.
21 Accounts Receivable 112 10,000
Service Revenue 400 10,000
Performed services on account for
Copa Company.
25 Cash 101 800
Service Revenue 400 800
Received cash for services provided.
25 Salaries Expense 729 4,000
Cash 101 4,000
Paid biweekly salaries.
31 Cash 101 9,000
Accounts Receivable 112 9,000
Received cash on account from Copa Company.
31 Accounts Payable 201 750
Cash 101 750

Paid cash on account to Aero Supply.

The general ledger, with all account balances highlighted in red, for Lynk Software Services is
shown in Ilustration 2.36.

GENERAL LEDGER
General ledger

Cash 101 Accounts Payable 201
Oct. 1 10,000 | Oct. 3 900 Oct. 31 750 | Oct. 4 2,500
3 1,200 3 600 Bal. 1,750

25 800 20 500
31 9,000 25 4,000 Unearned Revenue 209
31 750 Oct. 3 1,200
Bal. 14,250 Bal. 1,200
Accounts Receivable 112 T. Jacobs, Capital 301
Oct. 21 10,000 | Oct. 31 9,000 Oct. 1 10,000
Bal. 1,000 Bal. 10,000




Supplies 129 T. Jacobs, Drawings 306
Oct. 4 2,500 Oct. 20 500
Bal. 2,500 Bal. 500
Prepaid Insurance 130 Service Revenue 400
Oct. 3 600 Oct. 21 10,000
25 800
Bal. 600
Bal. 10,800
Equipment 151
Rent Expense 726
Oct. 2 5,000
Oct. 3 900
Bal. 5,000
Bal. 900
Notes Payable 200 Salaries Expense 729
Oct. 2 5,000 Oct. 25 4,000
Bal. 5,000 Bal. 4,000

DOIT! 2.3 | Posting

Brooke Schwenke recorded the following transactions in the general ledger during the month
of June:

June 4 Cash 2,280
Service Revenue 2,280

15 Salaries and Wages Expense 400
Cash 400

19 Utilities Expense 92
Cash 92

Post these entries to the Cash account of the general ledger to determine its ending balance. The
beginning cash of June 1 was $600.

Solution
Cash
June 1  Bal 600 | June 15 400
4 2,280 19 92
Bal. 2,388

Related exercise material: BE2.14, BE2.15, E2.10, E2.11, E2.12, E2.13, and E2.15.

The Trial Balance

LEARNING OBJECTIVE 4
Prepare a trial balance.

As previously discussed, the first three steps in the accounting cycle are analyzing, journal-
izing, and posting. The fourth step in the accounting cycle, as shown in Illustration 2.37, is
to prepare a trial balance.

The Trial Balance

ILLUSTRATION 2.36

(continued)

ACTION PLAN

» Posting involves trans-
ferring the journalized
debits and credits to
specific accounts in the
ledger.

Determine the ending
balances by netting
(calculating the differ-
ence between) the total
debits and credits.

2-21
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IRV VNI WY A The accounting cycle—Step 4

ot Adjusted . . ., Post-closing
. Adjustin .
Analyze Journalize Post Trial Balance el Trial pauiia) Clos'mg Trial
Entries Statements Entries
Balance Balance

A trial balance is a list of the accounts and their balances at a specific time. If any
accounts have a zero balance, they can be omitted from the trial balance. It is prepared at the
end of an accounting period. In the trial balance, the accounts are listed in the same order as
they are in the ledger, with debit balances in the left column and credit balances in the right

column.
HELPFUL HINT The main purpose of a trial balance is to prove (check) that the debits equal the
When the totals of the two credits after posting. That is, the sum of the debit account balances must equal the sum of
columns are equal, the the credit account balances. (See Helpful Hint.) If the totals are not the same, this means an
trial balance is considered error was made in journalizing or posting the transactions, or in preparing the trial balance.
“balanced.” For example, the trial balance will not balance if an incorrect amount is posted in the ledger.
If the trial balance does not balance, then the error must be located and corrected before
proceeding.

A trial balance is also useful in preparing financial statements, as we will explain in the
next two chapters. The procedure for preparing a trial balance is as follows:

1. List the account titles and their balances in the same order as in the chart of accounts.
Debit balances are entered in the debit column and credit balances are entered in the
credit column.

2. Total the debit and credit columns.

3. Ensure that the totals of the two columns are equal.

To illustrate how a trial balance is prepared, we will continue with the Lynk Software
Services illustration in the previous section of this chapter. We use the information in Lynk
Software Services’s general ledger to prepare its trial balance shown in Illustration 2.38.

o LYNK SOFTWARE SERVICES

Lynk Software Services’s trial Trial Balance

balance October 31, 2021

Debit Credit

Cash $14,250
Accounts receivable 1,000
Supplies 2,500
Prepaid insurance 600
Equipment 5,000
Notes payable $ 5,000
Accounts payable 1,750
Unearned revenue 1,200
T. Jacobs, capital 10,000
T. Jacobs, drawings 500
Service revenue 10,800
Rent expense 900
Salaries expense 4,000
Totals $28,750 $28,750

You should note the following:

1. The accounts are listed in the same order they were in the general ledger (and chart of
accounts in Illustration 2.21).



2. The balance at October 31, 2021 of each account in the general ledger is included in the
correct debit or credit column.

3. The total of the debit accounts, $28,750, is equal to the total of the credit accounts, $28,750.

Limitations of a Trial Balance

Although a trial balance can reveal many types of bookkeeping errors, it does not prove that
all transactions have been recorded or that the ledger is correct. There can be many errors even
when the trial balance columns agree. (See Ethics Note.) For example, the trial balance may
balance even when:

a transaction is not journalized,
a correct journal entry is not posted,
a journal entry is posted twice,

incorrect accounts are used in journalizing or posting, or

i Wb

offsetting errors (errors that hide each other) are made in recording the amount of a
transaction.

As long as equal debits and credits are posted, even to the wrong account or in the wrong
amount, the total debits will equal the total credits when the trial balance is prepared.

The Trial Balance 2-23

ETHICS NOTE

An error is the result of
an unintentional mistake;
it is neither ethical nor
unethical. An irregularity
is an intentional misstate-
ment, which is viewed as
unethical.

Vu Hung is the assistant chief accoun-
tant at Lim Company, a manufacturer of
computer chips and cellular phones with
annual sales of $20 million. At the end
of the first quarter, Vu hurriedly tries to
prepare a general ledger trial balance so

<&

Chris Burt/
iStockphoto

force the debits and credits into balance by adding the amount of
the difference to the Equipment account. She chose Equipment
because it is one of the larger account balances. Proportionally,
it will be the least misstated. She believes that the difference will
not affect anyone’s decisions. She wishes that she had more time
to find the error, but realizes that the financial statements are

that quarterly financial statements can be
prepared and released to management and regulatory agencies.
The credits on the trial balance add up to $1,000 more than the
debits. In order to meet the 4:00 p.m. deadline, Vu decides to

already late.

Who are the stakeholders in this situation and what impact
will Vu’s action have on them?

Locating Errors

Errors generally result from mathematical mistakes, incorrect postings, or simply recopying
data incorrectly. In a computerized system, the trial balance is usually balanced because most
computerized systems will not let you enter an unbalanced journal entry, and because there
are rarely software errors in posting or in the preparation of the trial balance.

What do you do if you have a manual trial balance that does not balance? First, determine
the amount of the difference between the two columns of the trial balance. After you know
this amount, try the following steps:

1. If the error is an amount such as $1, $100, or $1,000, re-add the trial balance columns and
recalculate the account balances.

2. If the error can be evenly divided by two, scan the trial balance to see if a balance equal to
half the error has been entered in the wrong column.

3. If the error can be evenly divided by nine, retrace the account balances on the trial bal-
ance to see whether they are incorrectly copied from the ledger. For example, if a balance
was $12 but was listed as $21, a $9 error has been made. Reversing the order of numbers
is called a transposition error.
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4. If the error cannot be evenly divided by two or nine, scan the ledger to see whether an
account balance in the amount of the error has been omitted from the trial balance. Scan

the journal to see whether a posting in the amount of the error has been omitted.

All About You

As a student, you need to do more than
just eat macaroni and cheese and sleep on
a second-hand futon to survive: you need
to watch money coming in and going out
so your bank account doesn’t go in the
red. The same is true for small businesses,
which must track revenues and expenses to
ensure that the employee payroll and cheques to suppliers don’t
bounce. Small business owners also need to know how much
profit they’re earning to see whether their hard work is paying
off. Accounting experts recommend that business owners set

Michal Popiel/
Shutterstock

financial records through the year also helps when it’s time to
prepare an income tax return. You, too, can adopt these good
bookkeeping habits to ensure your bank account is in the black
and you won’t have to borrow from the Bank of Mom and Dad
at the end of the school year.

Sources: “The Fundamentals of Financial Management for Small Busi-
nesses,” Business Matters magazine, April 12, 2017; Rose Legg-Tero, “The
Easy Way to Spring Clean Your Finances,” Brighterbusiness.co.uk, April
29, 2016; Kendra Murphy, “Small Business Accounting 101: Ten Steps to
Get Your Startup on Track,” Shopify.ca, September 9, 2014.

aside time every week to organize receipts and track finances
to determine whether to raise prices, add services, or cut back
on certain spending. They also advise business owners to shop
around for the best bank account fee package. Having good

What categories of expenses do you have that a small busi-
ness would also have?

Some Process Explanations

Use of Dollars and Cents

In this textbook, in order to simplify the process, we have not included cents in the amounts
we record in journal entries, general ledger accounts, and trial balances. In reality, cents are
used in the formal accounting records. When a transaction is recorded in the journal and then
posted to the ledger, cents are always used. But when the financial statements are prepared,
the account balances are normally rounded to the nearest dollar, and in larger companies,
they may be rounded to the nearest thousand or even million. Even though the Canadian
government has eliminated the penny for cash transactions, cheques will still be written to
the nearest cent.

Use of Dollar Signs and Underlining

Both in practice and in accounting textbooks, dollar signs are not used in the journals or
ledgers. Dollar signs are used only in the trial balance and the financial statements. Gen-
erally, a dollar sign is shown only for the first item in the column, and for the total of that
column.

A single line is placed under a column of figures to be added or subtracted. Total amounts
are double-underlined to indicate they are the final sum. In other words, a double underline
under a number means that no further amounts will be added to, or subtracted from, that
amount.

Account Numbers

As previously mentioned, in practice companies use both account names and account
numbers. In this textbook, we have included account numbers in some of our examples
and in some of the end-of-chapter exercises and problems. But in most of the examples
throughout the textbook, we will use only account names, not account numbers, to sim-
plify the process.
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DOIT! 2.4 | Trial Balance ACTION PLAN
« Reorder the accounts
Koizumi Kollections has the following alphabetical list of accounts and balances at July 31, 2021: as they would normally
Account Amount Account Amount be in the general ledger:
balance sheet accounts
Accounts payable $33,700 Land $ 51,000 are listed first (assets,
Accounts receivable 71,200 Notes payable 49,000 liabilities, and equity)
Building 86,500 Operating expenses 102,000 followed by income state-
Cash 3,200 Prepaid insurance 3,100 ment accounts (revenues
Equipment 35,700 Service revenue 172,000 and expenses).
J. Koizumi, capital 99,000 Unearned revenue 3,000 . Determine whether
J. Koizumi, drawings 4,000 each account has a
normal debit or credit

Each of the above accounts has a normal balance. Prepare a trial balance with the accounts in the
same order as they would be in the ledger (in other words, in financial statement order).

balance.

List the amounts in the
appropriate debit or
Solution credit column.

Total the trial balance

KOIZUMI KOLLECTIONS columns. Total debits
Trial Balance must equal total credits
July 31,2021 or a mistake has been
made.
Debit Credit
Cash $ 3,200
Accounts receivable 71,200
Prepaid insurance 3,100
Land 51,000
Building 86,500
Equipment 35,700
Accounts payable $ 33,700
Unearned revenue 3,000
Notes payable 49,000
J. Koizumi, capital 99,000
J. Koizumi, drawings 4,000
Service revenue 172,000
Operating expenses 102,000
Totals $356,700 $356,700

Related exercise material: BE2.16, BE2.17, BE2.18, E2.17, E2.18, and E2.19.

Review and Practice

Comparing IFRS and ASPE

International Financial Reporting Accounting Standards for Private

Key Differences Standards (IFRS) Enterprises (ASPE)

No significant differences
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Demonstration Problem

Katrina Aung opened Katrina’s Catering on September 1, 2021. During the first month of operations,
the following transactions occurred:

Sept. 1

Invested $15,000 cash and cooking equipment worth $5,000 in the business.

2 Paid $1,000 cash for rent for the month of September.
3 Borrowed $15,000 cash from the bank and signed a $15,000, 6-month, 5% note payable.
3 Purchased an industrial oven for $20,000 cash.
6  Paid $1,200 for a one-year insurance policy.
10  Received a bill for $300 from The Daily News for advertising the opening of the catering

company.

15  Billed a nearby law firm $500 for catering services performed on account.

20  Withdrew $700 cash for personal use.

25  Received $300 cash from the law firm billed on September 15. The balance of the
account will be collected in October.

29  Received a $400 cash advance from a customer for services to be performed in October.

30  Cash receipts for catering services performed for the month were $6,200.

30  Paid employee salaries of $1,600.

30  Paid The Daily News $200 of the amount owed from the bill received September 10.

The chart of accounts for the company is the same as the one for Lynk Software Services in
Ilustration 2.21 except for the following: No. 610 Advertising Expense and the names of the
capital and drawing accounts.

Instructions

a. Journalize the September transactions.

. Open ledger accounts and post the September transactions.

b
c. Prepare a trial balance at September 30, 2021.
d

. Prepare an income statement, statement of owner’s equity, and balance sheet for Katrina’s Catering.

ACTION PLAN
. Determine if the transaction should be recorded or not.

- Do a basic analysis of the transaction. Identify the accounts
that were changed and determine if these accounts in-
creased or decreased and by how much.

- Do a debit/credit analysis of the transaction. Determine which
account or accounts should be debited and which account or
accounts should be credited and make sure debits equal credits.

- In the journal entry, use specific account titles taken from
the chart of accounts.

- Include an appropriate description of each journal entry.

- Arrange the ledger in statement order, beginning with the
balance sheet accounts.

- Post in chronological order.

. Put account numbers in the reference column of the
journal to indicate the amount has been posted.

. In the trial balance, list the accounts in the same order as in
the ledger (financial statement order).

. List debit balances in the left column of the trial balance
and credit balances in the right column.

. Prepare the income statement first, then the statement of
owner’s equity, then the balance sheet.

- Use the profit from the income statement when preparing
the statement of owner’s equity.

. Use the owner’s capital balance at September 30, 2021, in the
statement of owner’s capital when preparing the balance
sheet.

- Remember that an income statement and a statement of
owner’s equity are for a period of time. A balance sheet is at
a point in time.

Solution to Demonstration Problem

a.
General Journal J1
Date Account Titles and Explanation Ref Debit Credit
2021
Sept. 1  Cash 101 15,000
Equipment 151 5,000
K. Aung, Capital 301 20,000

Invested cash and equipment in business.

(continued)




General Journal J1
Date Account Titles and Explanation Ref Debit Credit
2021
Sept. 2 Rent Expense 726 1,000
Cash 101 1,000
Paid September rent.
3 Cash 101 15,000
Notes Payable 200 15,000
Borrowed from bank and signed a 6-month,
5% note payable.
3 Equipment 151 20,000
Cash 101 20,000
Purchased kitchen equipment for cash.
6  Prepaid Insurance 130 1,200
Cash 101 1,200
Paid for a one-year insurance policy.
10  Advertising Expense 610 300
Accounts Payable 201 300
Received bill from The Daily News for
advertising.
15  Accounts Receivable 112 500
Service Revenue 400 500
Performed catering services on account.
20 K. Aung, Drawings 306 700
Cash 101 700
Withdrew cash for personal use.
25 Cash 101 300
Accounts Receivable 112 300
Received cash on account.
29 Cash 101 400
Unearned Revenue 209 400
Received cash in advance from customer.
30 Cash 101 6,200
Service Revenue 400 6,200
Received cash for catering services.
30 Salaries Expense 729 1,600
Cash 101 1,600
Paid employee salaries.
30  Accounts Payable 201 200
Cash 101 200
Made a partial payment to The Daily News.
b.
General Ledger
Cash 101 Unearned Revenue 209
Sept. 1 15,000 | Sept. 2 1,000 Sept. 29 400
3 15,000 3 20,000 Bal. 400
25 300 6 1,200
29 400 20 700 K. Aung, Capital 301
30 6,200 30 1,600 Sept. 1 20,000
30 200 Bal. 20,000
Bal. 12,200 K. Aung, Drawings 306
Accounts Receivable 112 Sept. 20 200
Sept. 15 500 | Sept.25 300 Bal. 700
Bal. 200 Service Revenue 400
Prepaid Insurance 130 Sept. 15 500
Sept. 6 1,200 30 6,200
Bal. 1,200 Bal. 6,700

Demonstration Problem 2-27
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Equipment 151 Advertising Expense 610
Sept. 1 5,000 Sept. 10 300
3 20,000 Bal. 300
Bal. 25,000
Notes Payable 200 Rent Expense 726
Sept. 3 15,000 Sept. 2 1,000
Bal. 15,000 Bal. 1,000
Accounts Payable 201 Salaries Expense 729
Sept. 30 200 | Sept.10 300 Sept. 30 1,600
Bal. 100 Bal. 1,600
c.
KATRINA’S CATERING
Trial Balance
September 30,2021
Debit Credit
Cash $12,200
Accounts receivable 200
Prepaid insurance 1,200
Equipment 25,000
Notes payable $15,000
Accounts payable 100
Unearned revenue 400
K. Aung, capital 20,000
K. Aung, drawings 700
Service revenue 6,700
Advertising expense 300
Rent expense 1,000
Salaries expense 1,600
Totals $42,200 $42,200

KATRINA’S CATERING

Income Statement
Month Ended September 30,2021

Revenues
Service revenue
Expenses

$6,700

Advertising expense
Rent expense
Salaries expense

Profit

$ 300
1,000
1,600

KATRINA’S CATERING

Statement of Owner’s Equity
Month Ended September 30, 2021

K. Aung, capital, September 1 $ 0
Add: Investments $20,000
Profit 3,800 23,800



Less: Drawings
K. Aung, capital, September 30

KATRINA’S CATERING

Balance Sheet

Summary of Learning Objectives 2-29

700
$23,100

September 30,2021

Assets
Cash
Accounts receivable
Prepaid insurance
Equipment
Total assets
Liabilities and Owner’s Equity
Liabilities
Notes payable
Accounts payable
Unearned revenue
Total liabilities
Owner’s equity
K. Aung, capital
Total liabilities and owner’s equity

Summary of Learning Objectives

1 Describe how accounts, debits, and credits are used to
record business transactions.

Debit means left and credit means right. The normal balance of an
asset is a debit because assets are on the left side of the accounting
equation. Assets are increased by debits and decreased by credits.
The normal balance of liabilities and owner’s capital is a credit
because they are on the right side of the accounting equation. Lia-
bilities and owner’s capital are increased by credits and decreased by
debits. Revenues increase owner’s equity and therefore are recorded
as credits because credits increase owner’s equity. Credits increase
revenues and debits decrease revenues. Expenses and drawings
decrease owner’s equity and therefore are recorded as debits because
debits decrease owner’s equity. Expenses and drawings are increased
by debits and decreased by credits.

2 State how a journalis used in the recording process
and journalize transactions.

The steps in the recording process are the first three steps in the
accounting cycle. These steps are: (a) analyze each transaction for
its effect on the accounts, (b) record the transaction in a journal,
and (c) transfer the journal information to the correct accounts in
the ledger.

A journal (a) discloses the complete effect of a transaction in
one place, (b) provides a chronological record of transactions, and
(c) helps to prevent and locate errors because the debit and credit
amounts for each entry can be easily compared.

3 Explain how a ledger helps in the recording process
and post transactions.

The ledger is the entire group of accounts maintained by a company.
The ledger provides the balance in each of the accounts and keeps
track of changes in these balances. Posting is the procedure of trans-
ferring journal entries to the ledger accounts. After the journal entries
have been posted, the ledger will show all of the increases and de-
creases that have been made to each account.

4 Prepare a trial balance.

A trial balance is a list of the accounts in the ledger and the account
balances at a specific time. Its main purpose is to prove that debits
and credits are equal after posting. A trial balance uncovers certain
types of errors in journalizing and posting, and is useful in preparing
financial statements. Preparing a trial balance is the fourth step in the
accounting cycle.




2-30 CHAPTER 2 The Recording Process

Glossary

Account A record of increases and decreases in a specific asset, liability,
or owner’s equity item. (p. 2-3)

Accounting cycle A series of steps followed by accountants in prepar-
ing financial statements. (p. 2-8)

Chart of accounts A list of accounts and the account numbers that
identify where the accounts are in the ledger. (p. 2-14)

Compound entry A journal entry that affects three or more accounts.
(p. 2-11)

Credit The right side of an account. (p. 2-4)

Debit The left side of an account. (p. 2-4)

Double-entry accounting system A system that records the dual
(two-sided) effect of each transaction in appropriate accounts. (p. 2-7)

General journal The most basic form of journal in which transactions
are recorded when they are not recorded in other specialized journals.
(p. 2-10)

General ledger A ledger that contains accounts for all assets, liabilities,
equities, revenues, and expenses. (p. 2-12)

Journal An accounting record where transactions are recorded in
chronological (date) order. It shows the debit and credit effect of each
transaction on specific accounts. (p. 2-10)

Journalizing The entering of transaction data in the journal. (p. 2-10)

Ledger A record that contains all of a company’s accounts. It keeps all
the information about changes in each account in one place. (p. 2-12)

Posting The procedure of transferring journal entries to the ledger
accounts. (p. 2-13)

Recording process The first three steps of the accounting cycle. (p. 2-9)
T account A form of account that looks like the letter T. It has the title

above the horizontal line. Debits are shown to the left of the vertical line,
credits to the right. (p. 2-3)

Three-column form of account An account form with columns for
debit, credit, and balance amounts in an account. (p. 2-13)

Trial balance A list of the accounts in the ledger and the account
balances at a specific time, usually at the end of the accounting period.
(p. 2-22)

Self-Study Questions

Answers are at the end of the chapter.

1. (LO 1) K Which of the following statements about an account is
true?

a. The left side of an account is the credit or decrease side.

b. An account is an individual accounting record of increases
and decreases in specific asset, liability, and owner’s equity
items.

c. There are separate accounts for specific assets and liabilities
but only one account for owner’s equity items.

d. The right side of an account is the debit or increase side.
2. (LO1) K Credits:

a. increase both assets and liabilities.

b. decrease both assets and liabilities.

c. increase assets and decrease liabilities.

d. decrease assets and increase liabilities.

3. (LO 1) K Accounts that normally have debit balances are:

a. assets, expenses, and revenues.

b. assets, expenses, and owner’s capital.

c. assets, liabilities, and drawings.

d. assets, expenses, and drawings.
4. (LO 2) K What is the correct sequence of steps in the recording
process?

a. Analyzing transactions; preparing a trial balance

b. Analyzing transactions; entering transactions in a journal;
posting transactions

c. Entering transactions in a journal; posting transactions; pre-
paring a trial balance

d. Entering transactions in a journal; posting transactions; ana-
lyzing transactions

5. (LO 2) AP Performing services for a customer on account should
result in:

a. adecrease in the liability account Accounts Payable and an
increase in the revenue account Service Revenue.

b. an increase in the asset account Cash and a decrease in the
asset account Accounts Receivable.

c. an increase in the asset account Accounts Receivable and an
increase in the liability account Unearned Revenue.

d. an increase in the asset account Accounts Receivable and an
increase in the revenue account Service Revenue.
6. (LO2) AP The purchase of equipment on account should result in:
a. adebit to Equipment and a credit to Accounts Payable.
b. adebit to Equipment Expense and a credit to Accounts Payable.
c. adebit to Equipment and a credit to Cash.

d. adebit to Accounts Receivable and a credit to Equipment.

7. (LO3) K A ledger:
a. contains only asset and liability accounts.
b. should show accounts in alphabetical order.

c. is a collection of the entire group of accounts maintained by
a company.

d. is a book of original entry.
8. (LO 3) K Posting:
a. is normally done before journalizing.

b. transfers ledger transaction data to the journal.



c. is an optional step in the recording process.

d. transfers journal entries to ledger accounts.

9. (LO4) K A trial balance:
a. is alist of accounts with their balances at a specific time.
b. proves that journalized transactions are accurate.
c. will not balance if a correct journal entry is posted twice.

d. proves that all transactions have been recorded.
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10. (LO 4) AP A trial balance will not balance if:
a. the collection of an account receivable is posted twice.

b. the purchase of supplies on account is debited to Supplies and
credited to Cash.

c. a $100 cash drawing by the owner is debited to Drawings for
$1,000 and credited to Cash for $100.

d. a$450 payment on account is debited to Accounts Payable for
$45 and credited to Cash for $45.

Questions

1. (LO 1) € What is an account? Will a company need more than one
account? Explain.

2. (LO 1) K What is debiting an account? What is crediting an account?

3. (LO 1) K Explain the relationship between the normal balance in
each type of account and the accounting equation.

4. (LO 1) C Dmitri Karpov doesn’t understand how a debit increases
Equipment and a credit increases Accounts Payable. He believes that
debits and credits cannot both increase account balances. Explain to
Dmitri why he is wrong.

5. (LO 1) € Why are increases to drawings and expenses recorded as
debits?

6. (LO 1) C Gustave Orsen, an introductory accounting student,
thinks that a double-entry accounting system means that each trans-
action is recorded twice. Is Gustave correct? Explain.

7. (LO 2) € MacKenzie Harper doesn’t understand why some events
are recorded as accounting transactions but others are not. Explain.

8. (LO 2) K What are the basic steps in the recording process?
9. (LO 2) € What is involved in analyzing a business transaction?

10. (LO 2) K What is the difference between a simple and a com-
pound journal entry? What rule must be followed when recording a
compound entry so the accounting equation remains balanced?

11. (LO 2) C A company receives cash from a customer. List three
different accounts that could be credited and the circumstances under
which each of these accounts would be credited.

12. (LO 3) K What are the advantages of first recording transactions
in the journal?

13. (LO 3) C Explain the differences between the format of a T account
and the standard form of accounts. In your explanation, include the
benefits of each format, and when each format is typically used.

14. (LO 3) C What are the differences between a ledger and a chart
of accounts?

15. (LO 4) K What is a trial balance? What are its purposes?

16. (LO 4) C Does it matter in what order the accounts are listed on a
trial balance? Explain.

17. (LO 4) € Yue Shin thinks it doesn’t matter in what order the first
four steps in the accounting cycle are completed, as long as they are
all done before moving on to the remaining steps. Do you agree or
disagree with Yue? Explain.

18. (LO 4) C Jamal Nazari is doing the accounting for a company that
has a December 31 year end. He is wondering if the heading on its trial
balance should read “Year Ended December 31” or just “December 31.”
‘Which one is correct? Explain why.

19. (LO4)AN Two students are discussing the use of a trial balance.
They wonder if the following errors in different companies would
prevent a trial balance from balancing. For each error, tell the stu-
dents whether the trial balance will balance or not.

a. The bookkeeper debited Supplies for $750 and debited Accounts
Payable for $750 for the purchase of supplies on account.

b. Cash collected on account was debited to Cash for $1,000 and
credited to Service Revenue for $1,000.

c. Ajournal entry recording the payment of rent expense was posted
to the general ledger as a $650 debit to Rent Expense and a $560
credit to Cash.

20. (LO 4) AP Madison Melnyk has just prepared a trial balance for
a company and found that the total debits were $450 higher than the
total credits. Assuming that the account balances in the ledger are
correct, give Madison three examples of things that she might have
done incorrectly when preparing the trial balance.

Brief Exercises

BE2.1 (LO 1) AP For the three accounts that follow, fill in the missing amounts (a) through (f):

Calculate missing amounts and
account balances.

Accounts Receivable Supplies Notes Payable

7,500 6,400 100,000

16,700 © 24,000
15,400 6,800 45,000
Bal. (a) Bal. 3,800 Bal. (e)
13,100 7,700 ®

(b) 5,900 27,000
Bal. 4,700 Bal. (d) Bal. 149,000
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Indicate the normal balance.

Indicate type of account and normal
balance.

Determine the account balance.

Indicate normal balance and debit and
credit effects.

Indicate type of account and when to
use debits and credits.

Prepare basic analysis and debit/credit
analysis for transactions.

Identify accounts and debit/credit
analysis.

BE2.2 (LO 1) K Identify the normal balance for the following accounts:

Prepaid Insurance
Accounts Payable
Land

Service Revenue

Utilities Expense
Owner’s Capital
Equipment
Salaries Expense

9. Supplies
10. Unearned Revenue
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BE2.3 (LO 1) K For each the following accounts, indicate (a) if the account is an asset, liability, or own-
er’s equity account; and (b) whether the account would have a normal debit or credit balance.

1. Accounts Receivable
2. Rent Expense
3. B. Damji, Drawings

4. Supplies
5. Unearned Revenue
6. Service Revenue

7. Prepaid Insurance
8. Notes Payable

BE2.4 (LO 1)K Calculate the account balance for the following accounts:

Cash Service Revenue Accounts Payable Salaries Expense
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
500 8,720 9,500 1,720 | 6,740 4,550
800 495 3,200 495 | 2,500 550
8,920 6,750 4,500 6,750 3,750
5,355 1,050 425
10,435

BE2.5 (LO 1) K For each of the following accounts, indicate (a) the normal balance, (b) the effect of a
debit on the account, and (c) the effect of a credit on the account:

7. Service Revenue
8. Unearned Revenue

1. Accounts Payable
2. Supplies
3. J. Takamoto, Capital

4. J. Takamoto, Drawings
5. Prepaid Rent
6. Utilities Expense

BE2.6 (LO 2) K For each of the following, indicate (a) if the account is an asset, liability, or owner’s
equity account; and (b) whether you would use a debit or credit to record the change:

1. Increase in D. Parmelee, Capital 5. Increase in D. Parmelee, Drawings
2. Decrease in Cash 6. Increase in Equipment

3. Decrease in Notes Payable 7. Increase in Accounts Payable

4. Increase in Rent Expense 8. Increase in Service Revenue

BE2.7 (LO 2)C Levine Legal Services had the following transactions:

Cash is paid for the purchase of $439 of office supplies.

Customer is billed $1,020 for services provided that day.

Equipment with a cost of $2,230 is purchased on account.

The current month’s utility bill of $293 is paid in cash.

Cash of $750 is received for services provided that day.

Cash of $7,100 is received for services to be provided in the next month.
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For each transaction, prepare a basic analysis and a debit/credit analysis. Use the following format, in
which the first one has been done for you as an example:

Transaction 1

Basic Analysis The asset account Cash is decreased by $439. The asset account Supplies is
increased by $439.

Debit/Credit Analysis | Debits increase assets: debit Supplies $439.
Credits decrease assets: credit Cash $439.

BE2.8 (LO 2) C Fleming’s Logistics Consulting has the following transactions during August.

Aug. 1  Received $17,970 cash from the company’s owner, Barbara Fleming.
4 Paid rent in advance for three months, $4,720.
5  Purchased $625 of office supplies on account.
6  Received $560 from clients for services provided.
17  Billed clients $1,210 for services provided.
27  Paid secretary $980 salary.
29  Paid the company’s owner, Barbara Fleming, $720 cash for personal use.



For each transaction, indicate (a) the basic type of account to be debited and credited (asset, liability,
owner’s equity); (b) the specific accounts to debit and credit (for example, Cash, Service Revenue, Accounts
Payable); and (c) whether each account is increased (+) or decreased (—), and by what amount. Use the
following format, in which the first one has been done for you as an example:

Account Debited Account Credited
a. b. c. a. b. c.
Basic  Specific Basic Specific
Transaction Type Account Effect Type Account Effect
Aug. 1 Asset Cash +$17,970 Owner’s B. Fleming, +$17,970
Equity Capital

BE2.9 (LO 2) AP Pridham Welding Company had the following transactions for June.

June 1  Tyler Pridham invested $8,430 cash in a small welding business.
2 Bought used welding equipment on account for $2,620.
5 Hired an employee to start work on July 15. Agreed on a salary of $3,760 per month.
17  Billed R. Windl $2,500 for welding work done.
27  Received $1,190 cash from R. Windl for work billed on June 17.

For each transaction, prepare a basic analysis and a debit/credit analysis, and journalize the transaction.
Use the following format, in which the first one has been done for you as an example:

June 1 transaction

Basic Analysis | The asset account Cash is increased by $8,430. The owner’s equity account
T. Pridham, Capital is increased by $8,430.

Debit/Credit | Debits increase assets: debit Cash $8,430.
Analysis

Credits increase owner’s equity: credit T. Pridham, Capital $8,430.

Journal Entry | Junel Cash 8,430
T. Pridham, Capital 8,430
Invested cash in business.

BE2.10 (LO 2) AP Presented below is information related to Berge Real Estate Agency:

Oct. 1  Lia Berge begins business as a real estate agent with a cash investment of $30,000.
2 Pays rent, $700, on office space.
3 Purchases office equipment for $2,800, on account.
6  Sells a house and lot for Hal Smith; bills Hal Smith $4,400 for realty services performed.
27  Pays $1,100 on the balance related to the transaction of October 3.
30  Receives bill for October utilities, $130 (not paid at this time).

Journalize the transactions. (You may omit explanations.)

BE2.11 (LO2)AP Using the datain BE2.7 for Levine Legal Services, journalize the transactions. Assume
all of the transactions occurred on August 31.

BE2.12 (LO 2) AP Using the data in BE2.8 for Fleming’s Logistics Consulting, journalize the transactions.

BE2.13 (LO 2) AP Journalize the following transactions of M. Acosta, interior designer, in her first
month of business.

Jan. 2 Invested $10,000 cash in business.
3 Purchased a used car for $3,000 cash for use in the business.
9  Purchased supplies on account for $600.
11  Billed customers $2,400 for services performed.
16  Paid $350 cash for advertising.
20  Received $900 cash from customers billed on January 11.
28  Withdrew $1,000 cash for personal use by owner.

BE2.14 (LO 3) AP Tom Rast recorded the following transactions during the month of April:

April 3  Cash 3,400
Service Revenue 3,400

16  Rent Expense 700
Cash 700

20  Salaries Expense 250
Cash 250

Post these entries to the Cash T account of the general ledger to determine the ending balance in cash.
The beginning balance in cash on April 1 was $1,600.

Brief Exercises 2-33

Prepare basic analysis, debit/credit
analysis, and journal entry.

Record transactions.

Record transactions.

Record transactions.

Record transactions.

Post journal entries.
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Post journal entries. BE2.15 (LO 3) AP Using T accounts, post the following journal entries to the general ledger and calcu-
late ending balances.
General Journal
Date Account titles Debit Credit
Sept. 2 Accounts Receivable 4,400
Service Revenue 4,400
4 Cash 2,400
Accounts Receivable 2,400
10 Cash 3,000
Service Revenue 3,000
28 Cash 1,325
Accounts Receivable 1,325
Prepare trial balance. BE2.16 (LO 4) AP From the ledger balances given below, prepare a trial balance for Amaro Company at

June 30, 2021. All account balances are normal.

Accounts Payable $8,100, Cash $5,800, Owner’s Capital $15,000, Owner’s Drawings $1,200, Equipment
$17,000, Service Revenue $10,000, Accounts Receivable $3,000, Salaries Expense $5,100, and Rent
Expense $1,000.

Prepare trial balance. BE2.17 (LO 4) AP Use the ledger balances that follow to prepare a trial balance for Pettipas Company at
April 30, 2021. All account balances are normal.
Accounts payable $ 3,300 Prepaid rent $ 800
Accounts receivable 5,000 Rent expense 4,500
C. Pettipas, capital 22,500 Salaries expense 1,000
C. Pettipas, drawings 1,100 Service revenue 8,000
Cash 6,400 Supplies 650
Equipment 14,600 Unearned revenue 250
Explain errors in trial balance. BE2.18 (LO 4) AP There are two errors in the following trial balance: (1) one account has been placed in

the wrong column, and (2) there is a transposition error in the balance of the L. Bourque, Capital account.
Explain the two errors.

BOURQUE COMPANY
Trial Balance
December 31, 2021
Debit Credit
Cash $15,000
Accounts receivable 1,800
Prepaid insurance $ 3,500
Accounts payable 2,000
Unearned revenue 2,200
L. Bourque, capital 15,400
L. Bourque, drawings 4,900
Service revenue 27,500
Rent expense 2,400
Salaries expense 18,600
Totals $42,700 $50,600
Exercises
Analyze statements about accounting E2.1 (LO 1) K Kim Yi has prepared the following list of statements about accounts.

and the recording process. . . . . . s
&P . An account is an accounting record of either a specific asset or a specific liability.

. An account shows only increases, not decreases, in the item it relates to.
Some items, such as Cash and Accounts Receivable, are combined into one account.

. An account has a left, or credit side, and a right, or debit side.

7 B T R

. A simple form of an account consisting of just the account title, the left side, and the right side,
is called a T account.

Instructions

Identify each statement as true or false. If false, indicate how to correct the statement.
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E2.2 (LO1,2,3,4) K Here are some of the concepts discussed in the chapter: Match concepts with descriptions.
1. Account 5. Debit 9. Posting
2. Analyzing transactions 6. Journal 10. Trial balance
3. Chart of accounts 7. Journalizing
4. Credit 8. Ledger

Instructions

Match each concept with the best description below. Each concept may be used more than once, or may
not be used at all.

a. The normal balance for liabilities

The first step in the recording process

The procedure of transferring journal entries to the ledger accounts

A record of increases and decreases in a specific asset, liability, or owner’s equity item
The left side of an account

The entering of transaction data in the journal

A list of accounts and their balances at a specific time
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Used to decrease the balance in an asset account

-

A list of all of a company’s accounts
j- An accounting record where transactions are recorded in chronological (date) order

E2.3 (LO 1) C Kobayashi Company has the following accounts: Identify type of account, financial
1 2 3 statement, and normal balance.

Explain normal balances.
Account Type of Account Financial Statement Normal Balance

Cash Asset Balance Sheet Debit
M. Kobayashi, Capital
Accounts Payable
Building

Insurance Expense
Interest Revenue

M. Kobayashi, Drawings
Notes Receivable
Prepaid Insurance

Rent Expense

Service Revenue
Supplies

Instructions

a. Complete the table. Identify (1) the type of account as asset, liability, or owner’s equity (for owner’s
equity accounts, also identify if it is a capital, drawings, revenue, or expense account); (2) what
financial statement it is presented on; and (3) the normal balance of the account. The first one has
been done for you as an example.

b. Explain why the normal balance for each of the different types of accounts is either a debit or credit.
Refer to the accounting equation in your explanation.

E2.4 (LO 1) C In the first month of business, Jakmak Interior Design Company had the following Identify accounts and determine debits
transactions: and credits.
Mar. 5 The owner, Jackie MacKenzie, invested $10,220 cash in the business.
7  Paid $350 cash for advertising the launch of the business.
9  Purchased supplies on account for $1,050.
11  Purchased a used car for $8,770 cash, for use in the business.
13 Billed customers $1,520 for services performed.
25  Borrowed $10,880 from the bank and signed a note payable.
26  Received $1,140 cash from customers billed on March 13.
29  Paid for the supplies purchased on March 9.
30  Received $800 cash from a customer for services to be performed in April.
31  Paid Jackie MacKenzie $1,720 cash for her personal use.

Instructions
For each transaction, indicate:
a. the basic type of account debited and credited (asset, liability, or owner’s equity);
b. the specific account debited and credited (Cash, Rent Expense, Service Revenue, etc.); and

c. whether each account is increased (+) or decreased (—), and by what amount.
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Use the following format to complete the exercise. The first one has been done for you as an example.

Account Debited Account Credited

a. b. C. a. b. C.

Basic  Specific Basic Specific
Date Type Account Effect Type Account Effect

Mar. 5 Asset Cash +$10,220 Owner’s J. MacKenzie, +$10,220
Equity Capital

Record transactions. E2.5 (LO 2) AP Using the data in E2.4 for Jakmak Interior Design Company, journalize the transactions.

Prepare basic analysis, debit/credit E2.6 (LO 2) AP Bratt Plumbing Company had the following transactions for June.

analysis. June 1  Paid $550 for rent for the month of June.

2 Paid $175 for one month of insurance.
5  Collected $1,255 for plumbing services provided.
9  Provided Jeff Dupuis, a potential customer, with an estimate of $5,000 for plumbing
work that will be performed in July if the customer hires Bratt Plumbing.
14 Paid $675 for supplies purchased on account in May. The purchase in May had been
correctly recorded.
17  Billed Rudy Holland $1,420 for plumbing work performed.
19  Jeff Dupuis agreed to hire Bratt Plumbing (see the June 9 transaction) and gave Bratt
Plumbing a down payment of $1,000.
29  Purchased $1,575 of equipment on account.
30 Paid an employee $850.
30  Paid D. Bratt, the company owner, $1,250.

Instructions

For each transaction, prepare a basic analysis and a debit/credit analysis. Use the format shown in BE2.7.

Record transactions. E2.7 (LO 2) AP Selected transactions for Sophie’s Dog Care are as follows during the month of March:

Mar. 1  Paid the monthly rent of $1,200.
3 Performed dog grooming services for $160 on account.
5  Performed dog grooming services for cash of $75.
8  Purchased equipment for $300. The company paid cash of $100 and the balance was on
account.
12 Received cash from the customers billed on March 3.
14 Paid salaries to employees of $525.
22 Paid utilities of $172.
26  Paid $220 for plumbing repairs.
28  Paid the balance of the amount owed from the equipment purchase on March 8.
30  Paid $1,800 for six months of insurance in advance.
Instructions

Journalize the transactions.

Record transactions. E2.8 (LO 2) AP At the end of September 2021, total owner’s equity for Beaulieu Group Company was

$8,050. During October, the following transactions occurred:

. Provided services to a client and received $1,820 cash.

. Paid $1,095 for October’s rent.

. Purchased $450 of supplies on account.

. Provided services to a client and billed the client $2,105.

. Collected $1,225 from the client billed in transaction 4.

. Received $7,960 cash from a client for services to be provided in November.
. Paid $8,120 cash for insurance coverage for the next 12 months.

. Paid for the supplies purchased on account in transaction 3.
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. Shehla Beaulieu, the owner, withdrew $2,800 cash for personal use.

Instructions
Journalize the transactions.

Record and post transactions. E2.9 (LO2,3)AP Selected transactions for Polland Real Estate Agency during its first month of business
follow:

June 1  Samantha Polland opened Polland Real Estate Agency with an investment of $13,430
cash and $3,490 of equipment.
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2 Paid $1,420 for a one-year insurance policy.
3 Purchased additional equipment for $4,580, paying $930 cash and signing a note payable
for the balance.
10  Received $220 cash as a fee for renting an apartment.
16  Sold a house and lot for B. Rollins. The commission due from Rollins is $8,000. (It is not
paid by Rollins at this time.)
27  Paid $650 for advertising to run during June.
29  Received an $80 bill for telephone service during the month of June. (The bill is paid in
July.)
30  Paid an administrative assistant $1,830 in salary for June.
30  Received $8,000 cash from B. Rollins for the June 16 transaction.

Instructions

a. Journalize the transactions.

b. Open T accounts and post the journal entries to the general ledger. Note: Because this is the first year
of business, there are no opening balances to consider.

E2.10 (LO 3) AP On April 1, Adventures Travel Agency began operations. The following transactions Post journal entries and prepare trial
were completed during the month. balance.

Apr. 1 The owner, A. Santos, invested $24,000 in the business.

Paid $1,800 cash for April office rent.

Obtained a bank loan for $7,000 by issuing a note payable.

Paid $5,000 cash to buy equipment.

Paid $1,450 for supplies.

Purchased $1,600 of advertising on account. The advertising is to be aired in April.

10  Performed services for $18,000. Cash of $2,000 was received from customers, and the
balance of $16,000 was billed to customers on account.

15  The owner, A. Santos, withdrew cash of $1,000 for personal use.

18  Paid the amount due for the advertising from April 8.

20  Paid employees’ salaries of $6,400.

22 Received $12,000 cash from customers billed on April 10.

29  Paid the utility bill for the month of $500.

30  Paid $40 of interest on the bank loan obtained on April 3.
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Instructions

Journalize the transactions.

E2.11 (LO 3) K McKenna Para has prepared the following list of statements about the general ledger. Analyze statements about the ledger.

1.

The general ledger contains all the asset and liability but no owner’s equity accounts.

2. The general ledger is sometimes referred to as simply the ledger.

3. The accounts in the general ledger are arranged in alphabetical order.
4.
5

Each account in the general ledger is numbered for easier identification.

. The general ledger is a book of original entry.

Instructions

Identify each statement as true or false. If false, indicate how to correct the statement.

E2.12 (LO 3,4) AP On September 1, Depot Company has the following accounts and account balances: Post journal entries and prepare a trial

Cash $17,400, Accounts Receivable $2,000, Supplies $1,900, Accounts Payable $1,000, Unearned Revenue balance.
$1,600, Owner’s Capital $16,000, Service Revenue $4,100, and Salaries Expense $1,400

During the month of September, the bookkeeper for Depot Company created the following journal entries:

1.

2.

3.

4.

Cash 1,200
Service Revenue 1,200
To record cash received from services performed.
Salaries Expense 700
Cash 700
Paid salaries to date.
Accounts Payable 200
Cash 200
Paid creditors on account.
Cash 1,000

Accounts Receivable 1,000
Received cash in payment of account.
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5. Unearned Revenue 1,200
Service Revenue 1,200
Provided services.

6. Supplies 1,000
Accounts Payable 1,000
To record supplies purchased on account.

a. Create T accounts and post the opening balances.
b. Post the September transactions and determine the ending balance in each account.

c. Using the balances determined in part (b), create a trial balance at September 30, 2021.

Post journal entries and prepare a trial E2.13 (LO 3, 4) AP Transactions from the journal of June Feldman, investment broker, are presented
balance. below:
Date Account Titles and Explanation Ref Debit Credit
Aug. 1 Cash 5,000
J. Feldman, Capital 5,000
Owner’s investment of cash in business.
10 Cash 2,600
Service Revenue 2,600
Received cash for services performed.
12 Equipment 5,000
Cash 2,300
Notes Payable 2,700
Purchased equipment for cash and notes payable.
25 Accounts Receivable 1,700
Service Revenue 1,700
Billed clients for services performed.
31 Cash 900
Accounts Receivable 900

Received cash on account.

Instructions
a. Post the transactions to T accounts.
b. Prepare the trial balance at August 31, 2021.

Record transactions and prepare trial E2.14 (LO 2,4) AP Fortin Co.’s ledger is as follows:
balance. Cash A. Fortin, Capital
Oct. 1 1,200 | Oct. 3 400 Oct. 1 1,200
10 650 12 500 25 2,000
15 3,000 30 600
21 800 31 250 A. Fortin, Drawings
25 2,000 31 500 Oct. 30 600 |
Accounts Receivable Service Revenue
Oct. 6 1,000 | Oct. 21 800 Oct. 6 1,000
20 940 10 650
. 15 3,000
Supplies 20 940
Oct. 4 800 |
Equipment Advertising Expense
Oct. 3 5,400 | Oct. 28 400 |
Notes Payable Rent Expense
| Oct. 3 5,000 Oct. 31 250 |
Accounts Payable Salaries Expense
Oct. 12 500 | Oct. 4 800 Oct. 31 500 |
28 400
Instructions

a. Journalize the October transactions.

b. Determine the October 31, 2021, balance for each account. Prepare a trial balance at October 31,
2021.
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E2.15 (LO 3, 4) AP On July 31, 2021, Lee Meche, MD, had the following balances in the ledger for his Post journal entries and prepare trial
medical practice: Cash $8,800, Accounts Receivable $2,750, Supplies $585, Equipment $15,550, Notes balance.

Payable $10,000, Accounts Payable $850, L. Meche, Capital $15,000, L. Meche, Drawings $5,125, Service

Revenue $10,410, Rent Expense $1,200, and Salaries Expense $2,250. Transactions during August 2021

follow:
General Journal
Date Account titles Ref Debit Credit
2021
Aug. 1 Rent Expense 1,200
Cash 1,200
10 Accounts Payable 420
Cash 420
12 Cash 2,400
Accounts Receivable 2,400
25 Salaries Expense 2,250
Cash 2,250
30 Notes Payable 500
Interest Expense 40
Cash 540
31 Cash 5,910
Accounts Receivable 2,550
Service Revenue 8,460
31 L. Meche, Drawings 4,770
Cash 4,770

Instructions
a. Create T accounts and enter the July 31 balances.
b. Post the transactions to the T accounts. Create new T accounts if needed.
c. Prepare a trial balance at August 31.
E2.16 (LO 2, 3,4) AP Ahuja Dental Services’ general ledger at June 30, 2021, included the following: Prepare and post journal entries.

Cash $5,820, Supplies $1,180, Equipment $64,990, Notes Payable $50,020, Accounts Payable $680, and Prepare trial balance.
S. Ahuja, Capital $21,290. During July 2021, the following transactions occurred:

July 2 Paid July’s rent of $1,060.
4 Purchased $790 supplies on account.
15  Paid the accounts payable owing from June 30, 2021.
31  Paid the dental assistant’s salary of $2,420.
31  Provided $10,340 of dental services during July. Collected $9,940 of this in cash.
Instructions
a. Journalize the July transactions.
b. Create T accounts and enter the balances as at June 30, 2021.
c. Post the July journal entries.

d. Prepare a trial balance.

E2.17 (LO 4) AP A list of accounts and their balances of O’Neill’s Psychological Services, at its year end Prepare trial balance and financial

July 31, 2021, is presented below. statements.

Supplies $ 790 Notes Payable $22,960
Unearned Revenue 1,350 Salaries Expense 45,540
Supplies Expense 5,960 T. O’Neill, Drawings 57,980
Cash 6,470 Equipment 58,900
Accounts Receivable 7,340 T. O’Neill, Capital 64,340
Accounts Payable 9,030 Service Revenue 96,180
Rent Expense 10,880

Instructions
a. Prepare a trial balance in financial statement order.
b. Prepare an income statement, statement of owner’s equity, and balance sheet.
E2.18 (LO 4) AN The accountant for Smistad Guitar Repair Company made a number of errors in Analyze errors and their effect on the
journalizing and posting, as described below: trial balance.
1. A credit posting of $400 to Accounts Payable was omitted.
2. A debit posting of $750 for Rent Expense was debited to Prepaid Rent.
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Prepare corrected trial balance.

3. A collection on account of $100 was journalized and posted as a $100 debit to Cash and a $100
credit to Service Revenue.

4. A credit posting of $500 to Accounts Payable was made twice.

5. A cash purchase of supplies for $250 was journalized and posted as a $25 debit to Supplies and
a $25 credit to Cash.

6. A debit of $475 to Advertising Expense was posted as $457.

7. A journal entry for the payment of $1,200 of salaries expense was posted twice.

Instructions

Considering each error separately, indicate the following using the format below, where error number 1
is given as an example.

a. Will the trial balance be in balance?
b. What is the amount of the error if the trial balance will not balance?
c. Which trial balance column will have the larger total?

d. Which account or accounts have an incorrect balance? If the balance in all of the accounts is correct,
write “all correct.”

a. b. c. d.
Error In Balance Difference Larger Column Incorrect Accounts
1 No $400 Debit Accounts Payable

E2.19 (LO 4) AP Terry Zelinski, the owner of Royal Mountain Tours, prepared the following trial balance
at March 31, 2021.

Cash $12,800
Accounts receivable 4,090
Supplies 840
Equipment 7,350
Accounts payable $ 2,500
T. Zelinski, capital 24,000
T. Zelinski, drawings 3,650
Service revenue 6,750
Advertising expense 3,700
Salaries expense 400
Total $35,930 $30,150

A review shows that Terry made the following errors in the accounting records:
1. A purchase of $400 of supplies on account was recorded as a credit to Cash. The debit entry was
correct.
2. A $100 credit to Accounts Receivable was posted as $1,000.
3. Ajournal entry to record service revenue of $770 earned on account was not prepared or posted.

4. Ajournal entry to record the payment of $240 for an advertising expense was correctly prepared
but the credit to Cash was posted as a debit. The debit to Advertising Expense was properly
posted.

Instructions

Prepare the correct trial balance at March 31, 2021, using the format shown in the chapter. (Hint: You
should also make sure that the account balances are recorded in the correct columns on the trial balance.)

Problems: Set A

Perform transaction analysis and
Jjournalize transactions.

P2.1A (LO 1,2) AP ND Paint Designs began operations on April 1, 2021. The company completed the
following transactions in its first month:

Apr. 1  The owner, Nazim Dhaliwal, invested $12,800 cash in the company.
2 Purchased equipment for $5,000 on account.
2 Purchased a one-year insurance policy effective April 1, and paid the annual premium of
$1,500.



2 Purchased $590 of supplies for cash.
Paid cash for $600 of advertising expenses.
8  Finished a painting project for Maya Angelina and collected $630 cash.

10  Received a $1,270 contract from a customer, SUB Terrain Inc., to paint its new office
space. SUB Terrain will pay when the project is complete.

25  The owner, Nazim Dhaliwal, withdrew $960 cash for his use.

28  Completed the contract with SUB Terrain Inc. from April 10 and collected the amount
owing.

29  Received $1,800 cash from Memphis Shek for a painting project that ND Paint Designs
will start on May 5.

30  Paid for the equipment purchased on account on April 2.

~

Instructions

a. For each transaction, indicate: (1) the basic type of account debited and credited (asset, liability, or
owner’s equity); (2) the specific account debited and credited (Cash, Rent Expense, Service Revenue,
etc.); and (3) whether each account is increased (+) or decreased (—), and by what amount. Use the
following format, in which the first transaction is given as an example:

Account Debited Account Credited
1. 2. 3. 1. 2. 3.
Basic  Specific Basic Specific
Transaction Type Account Effect Type Account Effect
Apr. 1 Asset Cash +$12,800 Owner’s N. Dhaliwal, +$12,800
Equity Capital

b. Prepare a journal entry for each transaction.

Taking It Further Nazim doesn’t understand why a debit increases the cash account and yet a credit
to N. Dhaliwal, Capital increases that account. He reasons that debits and credits cannot both increase
account balances. Explain to Nazim why he is wrong.

P2.2A (LO 2) AP Bucket Club Miniature Golf and Driving Range was opened on May 1. The following
events and transactions are for May:

May 1 Amin Mawani, the owner, invested $73,800 cash in the business.

2 Purchased Lee’s Golf Land for $251,900. The price consists of land $108,500, building
$84,300, and equipment $59,100. Paid $60,300 cash and signed a note payable for the
balance.

4  Purchased golf clubs and other equipment for $17,000 from Woods Company on account.

5  Hired a golf pro to teach lessons at the golf range at a rate of $40 per hour.

6  Paid $2,580 cash for a one-year insurance policy.

15  Collected $1,830 of golf fees in cash from customers for services provided.

19  Paid Woods Company $5,480 for the items purchased on May 4.

20  Billed a customer, Deer Fern Inc., $500 for golf lessons provided. Deer Fern Inc. paid
$250 and agreed to pay the remaining amount owing in 10 days.

30  Received $250 from Deer Fern Inc. for the May 20 transaction.

31  Collected $3,100 cash from golfing customers for golf services provided.

31  Paid salaries of $2,220.

31  Paid $710 of interest on the note payable.

31  Paid Amin Mawani $1,540 for his personal use.

The company’s chart of accounts includes the following accounts: Cash; Accounts Receivable; Pre-
paid Insurance; Land; Buildings; Equipment; Accounts Payable; Notes Payable; A. Mawani, Capital;
A. Mawani, Drawings; Service Revenue; Salaries Expense; and Interest Expense.

Instructions

Journalize the May transactions.

Taking It Further After Amin has reviewed the journal entries, he complains that they don’t seem to be
very useful. Explain to Amin the purpose of the journal entries.

P2.3A (LO 2) AP You are presented with the following transactions for J. Green, a sole proprietorship
established in the month of August:

Aug. 2 The owner, Jason Green, invested $35,000 in the business.
2 Purchased supplies on account for $550.

Problems: SetA 2-41

Journalize transactions.

Journalize transactions.
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Journalize transactions, post, and
prepare trial balance.

Journalize transactions, post, and
prepare trial balance.

5  Purchased equipment for $10,000 by signing a note payable due in three months.
9  Provided services of $15,000. Of this amount, $7,500 was received in cash. The balance
was on account.
14  Paid salaries of $1,200.
15  Paid Jason Green $4,300 for his personal use.
19 A customer paid $2,450 in advance for services to be provided next month.
22 Paid the balance owing for the supplies purchased on August 2.
25  Collected the $7,500 of the amount owing from the August 9 transaction.
26  Paid office expense of $3,200.
30  Paid interest of $50 on the note payable signed on August 5.

Instructions

Journalize the August transactions.

Taking It Further Jason Green does not understand why service revenue and salaries expense are con-
sidered equity accounts. Explain why they are considered equity accounts. Include in your explanation
the debit and credit conventions.

P2.4A (LO1,2,3,4) AP Emily Valley is a licensed dentist. During the first month of operation of her
business, the following events and transactions occurred.

Apr. 1 Invested $20,000 cash in her business.
1  Hired a secretary-receptionist at a salary of $700 per week, payable monthly.
Paid office rent for the month of $1,100.
3 Purchased dental supplies on account from Dazzle Company of $4,000.
10  Performed dental services and billed insurance companies $5,100.
11  Received $1,000 cash advance from Leah Mataruka for an implant.
20  Received $2,100 cash for services performed from Michael Santos.
30  Paid secretary-receptionist $2,800 for the month.
30  Paid $2,400 to Dazzle for accounts payable due.

Emily uses the following chart of accounts: No. 101 Cash, No. 112 Accounts Receivable, No. 126 Supplies,
No. 201 Accounts Payable, No. 209 Unearned Revenue, No. 301 E. Valley, Capital, No. 400 Service Reve-
nue, No. 726 Salaries Expense, and No. 729 Rent Expense.

Instructions
a. Journalize the transactions.
b. Post the journal entries to the ledger accounts. (Use the ledger format provided in Illustration 2.20.)

c. Prepare a trial balance at April 30, 2021.

Taking It Further Emily Valley believes that now that she has posted the transactions for the month of
April, she no longer needs to do any further accounting for that month. Explain to Emily the next step of
the accounting cycle and the benefits of performing it.

P2.5A (LO 2, 3, 4) AP Grete Rodewald formed a dog grooming and training business called Grete
Kanines on September 1, 2021. After consulting with a friend who had taken introductory accounting,
Grete created a chart of accounts for the business as follows: No. 101 Cash; No. 112 Accounts Receiv-
able; No. 130 Prepaid Insurance; No. 151 Equipment; No. 201 Accounts Payable; No. 209 Unearned
Revenue; No. 301 G. Rodewald, Capital; No. 306 G. Rodewald, Drawings; No. 400 Service Revenue; No.
610 Advertising Expense; No. 726 Rent Expense; and No. 737 Utilities Expense. During September, the
following events and transactions occurred:

Sept. 1  Grete transferred $9,630 from her personal bank account to a bank account under the

company name Grete Kanines.

Signed a one-year rental agreement for $690 per month. Paid the first month’s rent.

Paid $750 for a one-year insurance policy effective September 1, 2021.

Purchased $2,640 of equipment on credit.

Paid $420 for advertising in several community newsletters in September.

13 Collected $500 cash for providing dog grooming services.

21  Attended a dog show and provided $800 of dog grooming services for one of the major
kennel owners. The kennel owner will pay the amount owing within two weeks.

24 Collected $540 from the kennel owner for the services provided on September 21. The
kennel owner promised to pay the rest on October 2.

28  Paid $210 for utilities for the month of September.

N DN



29  Paid $1,470 of the amount owed from the September 5 equipment purchase.
30  Received $860 cash for dog training lessons that will start on October 10.

30  Collected $1,045 cash for providing dog grooming services.

30  Paid the owner, Grete Rodewald, $1,490 for her personal use.

Instructions
a. Journalize the transactions.
b. Post the journal entries to the ledger accounts. (Use the ledger format provided in Illustration 2.20.)

c. Prepare a trial balance as at September 30, 2021.

Taking It Further Grete thinks she needs only one account for investments, drawings, revenues, and
expenses because these are all owner’s equity accounts. Explain to her why she needs separate accounts.

P2.6A (LO 2, 3,4) AP Abramson Financial Services was formed on May 1, 2021. The following events
and transactions are from its first month:

May 1 Jacob Abramson invested $44,810 cash and equipment worth $10,690 in the company.

1  Hired one employee to work in the office for a salary of $2,340 per month.

2 Paid $3,255 cash for a one-year insurance policy.

5 Signed a two-year rental agreement on an office and paid $4,550 cash. Half was for the
May 2021 rent and the other half was for the final month’s rent. (Hint: The portion for
the final month is considered prepaid rent.)

8  Purchased additional equipment costing $15,870. A cash payment of $7,150 was made
immediately. Signed a note payable for the balance.

9  Purchased supplies for $570 cash.

15  Purchased more supplies for $730 on account.

17  Completed a contract for a client for $3,200 on account.

22 Paid $320 for May’s telephone bill.

25  Completed services for a client and immediately collected $1,120.

26  Paid Jacob Abramson $1,980 cash for his personal use.

28  Collected $2,720 from the client billed on May 17.

30  Paid for the supplies purchased on account on May 15.

30 Paid $67 interest expense on the note payable.

31  Received a cash advance of $500 for services to be completed in June.
31  Paid the employee’s monthly salary, $2,340.

Instructions
a. Prepare journal entries to record the transactions.
b. Post the journal entries to ledger accounts. Use T accounts.

c. Prepare a trial balance as at May 31, 2021.

Taking It Further Jacob asks if the change in his cash account balance from the beginning to the end
of the month is equal to his profit or loss for the month. Explain to Jacob whether or not this is true
and why.

P2.7A (LO 2, 3, 4) AP Sequel Theatre, owned by Nadia Wood, is unique as it shows only movies that
are part of a theme with sequels. As at April 30, 2021, the ledger of Sequel Theatre showed the following:
Cash $18,900, Land $75,000, Buildings $69,800, Equipment $17,000, Accounts Payable $4,990, Mort-
gage Payable $106,300, and N. Wood, Capital $69,410. In May, the following events and transactions
occurred:

May 1 Rented the first four Harry Potter movies, to be shown in the first two weeks of May. The
film rental was $25,000. Of that amount, $10,784 was paid in cash and the balance will
be paid on May 10.

2 Hired M. Brewer to operate the concession stand. Brewer agreed to pay Sequel Theatre
15% of gross concession receipts, on the last day of each month, for the right to operate
the concession stand.

7  Paid advertising expenses, $1,090.

10  Received $35,940 cash from customers for admissions.

10  Paid the balance due from the May 1 movie rental transaction.

15  Received the final four Harry Potter movies to be shown in the last two weeks of May. The
film rental cost was $28,600. Paid $14,300 cash and the balance will be paid on June 1.

25  Paid the accounts payable owing at the end of April.

30  Paid salaries of $6,230.

Problems: SetA 2-43

Journalize transactions, post, and

prepare trial balance.

Journalize transactions, post, and
prepare trial balance.
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31  Received statement from Brewer showing gross receipts from concessions of $27,700 and
the balance due to Sequel Theatre of $4,155 ($27,700 x 15%) for May. Brewer paid $2,370
of the balance due and will pay the rest on June 5.

31  Received $41,800 cash from admissions.

31 Made a $1,790 mortgage payment. Of this amount, $1,185 is a principal payment, and
$605 is interest on the mortgage.

In addition to the accounts identified above, Sequel Theatre’s ledger includes the following: Accounts
Receivable; Admission Revenue; Concession Revenue; Advertising Expense; Film Rental Expense; Interest
Expense; and Salaries Expense.

Instructions

a. Journalize the May transactions.

b. Enter the beginning balances in the ledger as at May 1. Use the ledger format provided in Illus-
tration 2.20.

c. Post the May journal entries to the ledger.
d. Prepare a trial balance at the end of May.

Taking It Further A friend of yours is considering buying Sequel Theatre from the current owner. Using
the information in the trial balance, comment on whether or not this may be a sound company for your
friend to purchase.

Journalize transactions, post, and P2.8A (LO 2, 3, 4) AP Aduke Zhawaki is a talented musician who runs a business teaching music and

prepare trial balance. playing in gigs with a variety of other musicians. Her business is operated as a proprietorship, under the
name A to Z Music, which has a December 31 year end. On November 30, 2021, the company’s general
ledger included the following accounts (all accounts have normal balances):

A. Zhawaki, capital $19,500 Rent expense $ 5,225
A. Zhawaki, drawings 31,350 Service revenue 47,075
Accounts payable 4,235 Supplies 1,450
Accounts receivable 2,200 Telephone expense 1,485
Cash 2,965 Travel expense 6,050
Equipment 17,500 Unearned revenue 825
Insurance expense 3,410

December transactions were as follows:

Dec. 1  Paid December rent on her studio space, $475.

1  Purchased additional sound equipment for $3,500 from a friend who was going back to
school to study accounting. The equipment was probably worth $5,000, but the friend
needed the cash for tuition and was anxious to sell it. Paid $1,500 cash and promised to
pay the remaining amount by December 5.

Borrowed $2,500 cash from her parents and signed a note payable.

Paid her friend the remaining amount owing on the December 1 transaction.

Collected $1,800 from customers in payment of their accounts.

Paid the $310 monthly insurance premium.

Paid for $150 of supplies.

10  Paid $2,130 of the accounts payable from November.

15  Gave musical performances at two recitals, therefore providing services of $825. The
customers had paid her in November. (Hint: In November, Aduke had recorded the $825
received in advance as a liability, Unearned Revenue. By performing at the recitals, she
has “paid” this obligation.)

20  Received $3,300 cash from students for music lessons provided in December.

21  Paid her monthly telephone bill of $135.

22 Billed customers $2,250 for providing music at several holiday parties.

24 Withdrew $3,000 for personal use.

29  Received $525 cash advance from a customer for a performance in January.

30  Paid travel expenses of $695 for December in cash.

31  Paid her parents $210. Of this amount, $10 is interest and the remainder is a principal
payment on the note payable.

[oL IR [N N N OV

Instructions
a. Using T accounts, enter the November 30 balances in the ledger accounts.
b. Journalize the December transactions.
c. Post the December journal entries to the T accounts. Add new accounts if needed.

d. Prepare a trial balance at December 31, 2021.




Problems: SetA 2-45

Taking It Further Comment on A to Z Music’s cash balance at December 31, 2021. What concerns and
suggestions do you have for Aduke to consider in January?

P2.9A (LO 4) AP The following is an alphabetical list of accounts and balances for J. Saggit, proprietor- Prepare trial balance.
ship, at June 30, 2021:

Accounts Payable $12,500 Notes Payable $30,000
Accounts Receivable 10,250 Prepaid Expenses 3,000
Cash 8,000 Rent Expense 4,500
Equipment 18,250 Salaries Expense 7,500
Interest Expense 500 Service Revenue 63,050
J. Saggit, Capital 28,000 Supplies 5,000
J. Saggit, Drawings 12,000 Utilities Expense 550
Land 64,000

Instructions

Prepare a trial balance at June 30, sorting each account into the debit or the credit column.

Taking It Further J. Saggit believes that once the trial balance is prepared, if the debits equal the credits,
then his financial statements will be error free. Advise J. Saggit if he is correct in his belief.

P2.10A (LO 4) AP Oliver Nicholas, the owner of Nicholas Marketing Services, prepared the following Prepare financial statements.
trial balance at December 31, 2021.

NICHOLAS MARKETING SERVICES
Trial Balance
December 31, 2021

Debit Credit
Cash $ 5,500
Accounts receivable 20,380
Supplies 3,320
Prepaid insurance 4,450
Prepaid rent 2,265
Equipment 27,400
Unearned revenue $ 2,500
Notes payable 15,000
0. Nicholas, capital 34,460
O. Nicholas, drawings 3,600
Service revenue 35,800
Interest expense 150
Rent expense 6,600
Salaries expense 12,555
Telephone expense 1,540

$87,760 $87,760

Instructions
a. Prepare an income statement for the year ended December 31.
b. Prepare a statement of owner’s equity for the year ended December 31.
c. Prepare a balance sheet at the end of December 2021.

Taking It Further Discuss how well the company performed.

P2.11A (LO 2, 3,4)AP Derek Scoffin owns and operates YH Curling School on evenings and weekends. Journalize transactions, post, and
The company had the following balances in its general ledger at January 31, 2021: Cash $2,100, Accounts prepare trial balance and financial
Receivable $720, Equipment $12,400, Accounts Payable $1,470, and D. Scoffin, Capital $13,750. The fol- statements.

lowing events and transactions occurred during February 2021.

Feb. 1 Received and paid a $430 advertising bill.
2 Paid the YH Curling Club $1,050 rent for use of the ice for lessons during the first two
weeks of February.
3 Collected $4,240 cash for February’s curling lessons.
Collected all of the accounts receivable at January 31 in cash.
6  Paid $970 of the accounts payable at January 31.
14  Paid his part-time assistant $400.
15  Paid the YH Curling Club $1,050 rent for use of the ice for lessons during the last two
weeks of February.
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Prepare financial statements.

Prepare trial balance and financial
Statements.

23 Provided $1,475 of coaching services to curlers preparing for a tournament. The curlers
will pay him on March 2.

26  Paid $185 cash for the telephone bill for February.

27  Received $2,830 cash for curling lessons in March.

27  Withdrew $575 cash. Used the cash to pay his Visa bill.

28  Paid his part-time assistant $400.

28  Paid the YH Curling Club $1,050 rent for use of the ice for lessons during the first two
weeks of March.

Instructions
a. Prepare journal entries to record each of YH Curling School’s February transactions.

b. Using T accounts, open the required ledger accounts for the transactions that were journalized, and
enter the January 31, 2021, balances.

. Post the journal entries to the accounts in the ledger.
. Prepare a trial balance as at February 28, 2021.
. Prepare an income statement for YH Curling School for the month.

e Q6

Prepare a statement of owner’s equity for the month.

g. Prepare a balance sheet as at February 28, 2021.

Taking It Further Are the February payments to YH Curling Club for ice rental an asset, a reduction of
a liability, or an expense? Explain.

P2.12A (LO 4) AP Ella Mendes prepared the following trial balance for her yoga studio, Mindful Medi-
tation, for the year ended December 31, 2021.

MINDFUL MEDITATION
Trial Balance
December 31, 2021
Debit Credit

Cash $ 12,230
Accounts receivable 5,400
Supplies 1,120
Prepaid insurance 2,145
Equipment 15,200
Accounts payable $ 3,260
Notes payable 10,000
E. Mendes, capital 16,845
E. Mendes, drawings 24,000
Service revenue 85,050
Interest expense 550
Rent expense 15,500
Salaries expense 36,500
Telephone expense 2,510

$115,155 $115,155

Instructions

Use the trial balance to do the following:
a. Prepare an income statement for Mindful Meditation for the year ended.
b. Prepare a statement of owner’s equity.
c. Prepare a balance sheet.

Taking It Further Ella has reviewed the financial statements. She does not understand why the company’s
revenue is not equal to the cash she collected from customers. Explain.

P2.13A (LO 4) AP The ledger of Super Delivery Service has the following account balances at the com-
pany’s year end, August 31, 2021:

Accounts Payable $ 3,250 Repairs Expense $ 1,549
Accounts Receivable 4,226 Salaries Expense 5,698
Cash ? Salaries Payable 883
Equipment 49,660 Service Revenue 37,800
Utilities Expense 12,177 Supplies 299
Insurance Expense 2,016 Supplies Expense 2,606
Interest Expense 1,006 T. Rowe, Capital 48,840
Notes Payable 19,480 T. Rowe, Drawings 25,000

Prepaid Insurance 358 Unearned Revenue 643



Instructions

a. Prepare a trial balance, with the accounts arranged in ledger (financial statement) order, as illustrated
in the chapter, and determine the missing amount for Cash.

b. Prepare an income statement, statement of owner’s equity, and balance sheet.

Taking It Further The owner, Tom Rowe, is not sure how much cash he can withdraw from the company
each year. After reviewing the financial statements, comment on the amount he withdrew this year.

P2.14A (LO 4) AN A co-op student, working for Insidz Co., recorded the company’s transactions for
the month. At the end of the month, the owner of Insidz Co. reviewed the student’s work and had some
questions about the following transactions:

1. Insidz Co. received $425 cash from a customer on account, which was recorded as a debit to Cash
of $425 and a credit to Accounts Receivable of $425.

2. Aservice provided for cash was posted as a debit to Cash of $2,000 and a credit to Service Revenue
of $2,000.

3. A credit of $750 for interest earned was neither recorded nor posted. The debit was recorded and
posted correctly.

4. The debit to record $1,000 of drawings was posted to the Salary Expense account. The credit was
posted correctly.

5. Services of $325 were provided to a customer on account. The co-op student debited Accounts
Receivable $325 and credited Unearned Revenue $325.

6. A purchase of supplies for $770 on account was recorded as a credit to Supplies and a credit to
Accounts Payable.

7. Insidz Co. received a cash advance of $500 from a customer for work to be done next month. Cash
was debited $500 but there was no credit because the co-op student was not sure what to credit.

8. A cash payment of $495 for salaries was recorded as a debit to Salaries Expense and a credit to
Salaries Payable.

9. Insidz Co. purchased $2,600 of equipment on account and made a $6,200 debit to Equipment and
a $2,600 credit to Accounts Payable.

10. A $650 utility bill for the month was received at the end of the month. It was not recorded be-
cause it had not been paid.

Instructions
a. Indicate which transactions are correct and which are incorrect.
b. For each error identified in part (a), answer the following:
1. Will the trial balance be in balance?
2. Which account(s) will be incorrectly stated because of the error?

3. For each account you identified in (2) as being incorrect, is the account overstated or understated?
By how much?

4. Is the debit column total of the trial balance stated correctly? If not, does correcting the errors
increase or decrease the total and by how much?

5. Is the credit column total of the trial balance stated correctly? If not, does correcting the errors
increase or decrease the total and by how much?

Taking It Further Your best friend thinks it is a waste of time to correct all of the above errors. Your
friend reasons that, as long as the trial balance is balanced, then there is no need to correct an error. Do
you agree or disagree with your friend? Explain, using at least two of the above errors to make your points.

P2.15A (LO 4) AN The trial balance of Winter Co. does not balance:

WINTER CO.
Trial Balance
June 30, 2021
Debit Credit
Cash $ 2,835
Accounts receivable 1,861
Supplies 500
Equipment $ 7,900

(continued)

Problems: SetA 2-47

Analyze errors and effects on trial
balance.

Prepare correct trial balance.
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Debit Credit
Accounts payable 2,695
Unearned revenue 1,855
F. Winter, capital 11,231
F. Winter, drawings 800
Service revenue 3,460
Office expense 1,010
Salaries expense 3,000

$11,861 $25,286

Your review of the ledger reveals that each account has a normal balance. You also discover the following
errors:

1. Cash received from a customer on account was debited to Cash for $750 and Accounts Receivable
was credited for the same amount. The actual collection was $570.

2. The purchase of supplies on account for $360 was recorded as a debit to Equipment for $360 and
a credit to Accounts Payable for $360.

3. Services of $980 were performed on account for a client. Accounts Receivable was debited for $98
and Service Revenue was credited for $980.

4. A debit posting to Office Expense of $500 was not done.

5. A payment on account for $806 was credited to Cash for $806 and debited to Accounts Payable
for $608.

6. The withdrawal of $400 cash for Winter’s personal use was debited to Salaries Expense for $400
and credited to Cash for $400.

7. A transposition error (reversal of digits) was made when copying the balance in Service Revenue
to the trial balance. The correct balance recorded in the account was $4,360.

8. The general ledger contained a Prepaid Insurance account with a debit balance of $655.

Instructions

Prepare a correct trial balance.

Taking It Further After the trial balance is corrected for the above errors, could there still be errors in
any of the account balances? Explain why or why not.

Problems: Set B
Perform transaction analysis and P2.1B (LO 1,2)AP Battistella Couture & Design Co. began operations in 2021. During January 2021, the
Jjournalize transactions. company had the following transactions:

Jan. 2  Paid January rent, $525.
4  Finished sewing a suit, delivered it to the customer, and collected $1,055 cash.
5  Purchased supplies for $420 on account.
7 Received an order from another customer to design and sew a leather jacket for
$1,085.

10  Agreed to sew a wedding dress for a customer for $3,000. Received $1,500 cash from the
customer as a down payment.

12 The owner, Karen Battistella, withdrew $500 cash for personal use.

18  Finished sewing the leather jacket (see January 7 transaction), and delivered it to the cus-
tomer. The customer, a friend of Karen’s, asked if she could pay at the end of the month.
Karen agreed.

25  Paid for the supplies purchased on January 5.

27  The customer billed on January 18 paid the amount owing.

28  Borrowed $5,000 cash from the bank and signed a one-year, 5% note payable.

29  Used $1,950 of the note payable to purchase a new pressing machine.

Instructions

a. For each transaction, indicate: (1) the basic type of account debited and credited (asset, liability, or
owner’s equity); (2) the specific account debited and credited (Cash, Rent Expense, Service Revenue,
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etc.); and (3) whether each account is increased (+) or decreased (—), and by what amount. Use the
following format, in which the first transaction is given as an example:

Account Debited Account Credited
1. 2. 3. 1. 2. 3.
Basic Specific Basic Specific
Transaction Type Account Effect Type Account Effect
Jan. 2 Owner’s Rent +$525 Asset Cash -$525
Equity Expense

b. Prepare a journal entry for each transaction.

Taking It Further XKaren is confused about why credits are used to decrease cash. Explain.

P2.2B (LO 2) AP Mountain Adventure Travel Tours was started on May 1 by Dustin Tanner. The follow- Journalize transactions.
ing events and transactions are for May:

May 1 Tanner invested $70,000 cash in the business.

3 Purchased a country resort for $355,000, paying $35,000 cash and signing a five-year, 4.5%
note payable for the balance. The $355,000 purchase price consisted of land $225,000,
building $75,000, and equipment $55,000.

3 Obtained a one-year insurance policy effective May 1 for $9,360. Paid the first month’s
premium of $780.

8  Paid $1,950 for advertising expenses.

15  Received $5,400 cash from customers for travel services provided.

16  Paid salaries to employees, $2,600.

20  Billed a customer, Celtic Fern Ltd., $2,750 for bus tours provided. Celtic Fern Ltd. paid
$500 cash and agreed to pay the amount owing within 10 days.

22 Hired a manager to start June 1 at a salary of $4,000 per month.

29  Received the balance owing cash from Celtic Fern Ltd. for the May 20 transaction.

30 Received $5,750 cash for travel services provided.

31  Paid $6,533 on the note payable, of which $1,200 is interest expense.

31  Dustin Tanner, the owner, withdrew $1,800 cash for his personal use.

31 Paid salaries to employees, $3,800.

The company’s chart of accounts includes the following accounts: Cash; Accounts Receivable; Land;
Building; Equipment; Accounts Payable; Notes Payable; D. Tanner, Capital; D. Tanner, Drawings; Service
Revenue; Advertising Expense; Insurance Expense; Salaries Expense; and Interest Expense.

Instructions

Journalize the May transactions.

Taking It Further After Dustin has reviewed the journal entries, he complains that they don’t seem to be
very useful. Explain to Dustin the purpose of the journal entries and the next step in the accounting cycle. In-
clude in your answer whether or not Dustin will find any useful information after the next step is completed.

P2.3B (LO 2) AP You are presented with the following transactions for A. Rai, a sole proprietorship Journalize transactions.
established in the month of April:

The owner, A. Rai, invested $27,750 in the business.

Purchased equipment for $5,000 by signing a note payable due in three months.
Purchased supplies on account for $250.

Earned service revenue of $12,250. Of this amount, $6,300 was received in cash. The
balance was on account.

10  Paid A. Rai $4,300 for his personal use.

13 Paid the balance owing for supplies purchased on April 3.

15 A customer paid $2,450 in advance for services to be provided next month.

25  Collected the balance from the April 5 transaction.

26  Paid office expense of $1,200.

30  Paid interest of $45 on the note payable signed on April 2.

Apr.

v W N

Instructions

Journalize the April transactions.

Taking It Further Explain the relationship between the normal balance in each type of account and the
basic accounting equation.
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Journalize transactions, post, and
prepare trial balance.

Journalize transactions, post, and
prepare trial balance.

Journalize transactions, post, and
prepare trial balance.

P2.4B (LO 1,2, 3,4) AP Barbara Fair is a licensed architect. During the first month of operation of her
business, the following events and transactions occurred.

Apr. 1 Invested $45,000 cash.
1 Hired a secretary-receptionist at a salary of $500 per week payable monthly.
2 Paid office rent for the month $800.
3 Purchased architectural supplies on account from Dakin Company for $1,500.
10  Completed blueprints on a carport and billed client $1,800 for services performed.
11  Received $500 cash advance from D. Ellington for the design of a new home.
20  Received $1,500 cash for services completed and delivered to L. Leno.
30  Paid secretary-receptionist $2,000 for the month.
30  Paid $600 to Dakin Company for accounts payable due.

Barbara uses the following chart of accounts:

No. 101 Cash, No. 112 Accounts Receivable, No. 126 Supplies, No. 201 Accounts Payable, No. 209 Un-
earned Revenue, No. 301 B. Fair, Capital, No. 400 Service Revenue, No. 726 Salaries Expense, and No.
729 Rent Expense.

Instructions
a. Journalize the transactions.
b. Post the journal entries to the ledger accounts. (Use the ledger format provided in Illustration 2.20.)

c. Prepare a trial balance at April 30, 2021.

Taking It Further Barbara believes credit balances are favourable and debit balances are unfavourable.
Is Barbara correct? Discuss.

P2.5B (LO 2, 3, 4) AP Thanh Nguyen started a business, Nguyen Import Services, on August 1, 2021.
After consulting with a friend who had taken introductory accounting, Thanh created a chart of ac-
counts for the business as follows: No. 101 Cash; No. 112 Accounts Receivable; No. 126 Supplies; No. 151
Equipment; No. 201 Accounts Payable; No. 209 Unearned Revenue; No. 301 T. Nguyen, Capital; No. 306
T. Nguyen, Drawings; No. 400 Service Revenue; No. 610 Advertising Expense; No. 726 Rent Expense; and
No. 737 Utilities Expense. During August, the following events and transactions occurred:

Aug. 1  Thanh transferred $25,000 cash from his personal bank account to a bank account under
the company name, Nguyen Import Services.
1  Signed a one-year rental agreement for $750 per month. Paid the first month’s rent.
2 Paid $250 for utilities for August.
3 Purchased equipment for $5,250 cash.
5  Purchased $675 of supplies on account.
8  Provided services to a client and billed them $1,270.
12 Paid $945 for advertising the opening of the company.
20  Provided services to a client and collected $1,320 cash.
24 Received a $2,500 cash advance for a consulting engagement to be started in September.
25  Paid the balance due for the purchase of supplies on August 5.
28  Received $970 cash from the client billed in the August 8 transaction.
29  Paid Thanh, the owner, $1,225 cash for his personal use.
31  Received a $225 utility bill for August. It will be paid on September 1.

Instructions
a. Journalize the transactions.
b. Post the journal entries to the ledger accounts. (Use the ledger format provided in Illustration 2.20.)

c. Prepare a trial balance as at August 31, 2021.

Taking It Further Thanh asks why separate drawings, revenue, and expense accounts are necessary
since all of these accounts are owner’s equity accounts. Thanh thinks he should be able to use one account.
Explain if he is correct or not.

P2.6B (LO 2, 3, 4) AP Kiersted Financial Services was formed on November 1, 2021. During the month
of November, the following events and transactions occurred:

Nov. 1 Haakon Kiersted, the owner, invested $35,000 cash in the company. He also invested
equipment that had originally cost Haakon $25,000 but was currently worth $12,000.
2 Hired one employee to work in the office for a monthly salary of $2,825.



3 Signed a three-year contract to lease office space for $2,140 per month. Paid the first and
last month’s rent in cash. (Hint: The payment for the final month’s rent should be consid-
ered an asset and be recorded in Prepaid Rent.)

4 Purchased a one-year insurance policy for $4,740 to be paid in monthly instalments. Paid
the first month’s premium.

5  Purchased additional equipment for $18,000. Paid $6,000 cash and signed a note payable
for the balance.

6  Purchased supplies for $1,550 on account.

7  Purchased additional supplies for $475 cash.

16  Completed services for a customer and immediately collected $990.

20  Completed services for two customers and billed them a total of $4,500.

26  Paid $1,000 for the supplies purchased on account on November 6.

27  The telephone bill for November was $220. It will be paid in December.

27  Received a $750 cash advance from a customer for services to be provided in December.
29  Collected $2,800 from one of the customers billed on November 20.

30  Paid $60 interest on the note payable.

30 Paid the employee’s monthly salary, $2,825.

30 Paid Haakon Kiersted $700 for his personal use.

30  Paid Sony Ltd. for a new sound system for Haakon’s home, $1,150 cash.

Instructions
a. Prepare journal entries to record the transactions.
b. Post the journal entries to T accounts.

c. Prepare a trial balance as at November 30, 2021.

Taking It Further Haakon asks if the change in his cash account balance from the beginning to the end of
the month is equal to his profit or loss for the month. Explain to Haakon whether or not this is true and why.

P2.7B (LO 2, 3,4) AP Highland Theatre is owned by Finnean Ferguson. At June 30, 2021, the ledger
showed the following: Cash $6,000, Land $100,000, Buildings $80,000, Equipment $25,000, Accounts
Payable $5,000, Mortgage Payable $125,000, and F. Ferguson, Capital $81,000. During July, the fol-
lowing events and transactions occurred:

July 2  Paid film rental of $800 on first movie to run in July.

2 Paid advertising expenses, $620.

3 Ordered two additional films at $750 each.

5 Highland Theatre contracted with Seibert Company to operate a concession stand.
Seibert agreed to pay Highland Theatre 20% of gross concession receipts, payable monthly,
for the right to operate the concession stand.

10  Received $1,950 cash from admissions.

11  Paid $2,000 of the mortgage principal. Also paid $500 interest on the mortgage.

12 Paid $350 cash to have the projection equipment repaired.

16  Paid $2,800 of the accounts payable.

19  Received one of the films ordered on July 3 and was billed $750. The film will be shown
in July.

29  Received $3,500 cash from customers for admissions.

30  Paid Finnean Ferguson $1,200 for his personal use.

30 Prepaid a $700 rental on a special film to be shown in August.

31  Paid salaries, $1,900.

31  Received a statement from Seibert. It shows gross concession receipts of $2,600 and a
balance due to Highland Theatre of $520 ($2,600 X 20%) for July. Seibert paid one half of
the balance due and will pay the rest on August 5.

In addition to the accounts identified above, Highland Theatre’s ledger includes the following: Accounts
Receivable; Prepaid Film Rental; F. Ferguson, Drawings; Admission Revenue; Concession Revenue;
Advertising Expense; Film Rental Expense; Repairs Expense; Salaries Expense; and Interest Expense.
Instructions

a. Journalize the July transactions.

b. Enter the beginning balances in the ledger as at June 30. Use the ledger format provided in Illus-
tration 2.18.

c. Post the July journal entries to the ledger.

d. Prepare a trial balance at the end of July 2021.

Problems: Set B  2-51

Journalize transactions, post, and
prepare trial balance.
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Journalize transactions, post, and
prepare trial balance.

Prepare trial balance and financial
Statements.

Taking It Further A friend of yours is considering buying Highland Theatre from the current owner.
Using the information in the trial balance, comment on whether or not this may be a sound company for
your friend to purchase.

P2.8B (LO 2, 3, 4) AP Lena Kuznetsova provides coaching and mentoring services to individuals and
companies. She operates the business as a proprietorship, under the name LVK Coaching Services,
which has a December 31 year end. On November 30, 2021, the company’s general ledger included the
following accounts (all accounts have normal balances):

Accounts payable $ 4,245 L. Kuznetsova, drawings $31,190
Accounts receivable 2,110 Rent expense 5,775
Advertising expense 1,265 Salaries expense 6,310
Cash 3,165 Service revenue 47,963
Equipment 17,730 Supplies 1,340
Insurance expense 3,388 Unearned revenue 765
L. Kuznetsova, capital 19,300

December transactions were as follows:

Dec. 1  Paid December rent on her office space, $525.
1  Purchased additional equipment with a manufacturer’s suggested price of $3,270. After
negotiations with the retailer, paid $1,270 cash and signed a note payable for $2,000.
4 Collected $1,880 from customers in payment of their accounts.
Paid the $308 monthly insurance premium.
8  Purchased $135 of supplies on account.

10  Paid $2,140 of the accounts payable from November.

12 Finished a coaching contract with a client for $765. The client had paid her in November.
(Hint: In November, Lena had recorded the $765 as a liability, Unearned Revenue. By
finishing the coaching contract, she has “paid” this obligation.)

20  Received $3,480 cash from clients for services provided in December.

21  Paid office expenses of $115.

24 Withdrew $2,860 for personal use.

28  Billed clients $2,280 for coaching services provided in December. These clients will pay
in January.

29  Received $560 cash advance from a client for a coaching contract that will start in January.

30  Paid part-time office assistant $655 cash.

31 Made a $170 payment on the note payable. Of this amount, $10 is interest and the re-
mainder is a principal payment on the note payable.

~

Instructions
a. Using T accounts, enter the November 30 balances in the ledger accounts.
b. Journalize the December transactions.
c. Post the December journal entries to the T accounts. Add new accounts if needed.
d. Prepare a trial balance at December 31, 2021.

Taking It Further Comment on the company’s cash balance. What concerns and suggestions do you
have for the company to consider in January?

P2.9B (LO 4) AP The following is an alphabetical list of accounts and balances for the J. Nikko proprie-
torship at November 30, 2021:

Accounts Payable $12,500 Notes Payable $30,000
Accounts Receivable 10,250 Prepaid Expenses 3,000
Cash 8,000 Rent Expense 4,500
Equipment 18,250 Salaries Expense 7,500
Interest Expense 500 Service Revenue 63,050
J. Nikko, Capital 28,000 Supplies 5,000
J. Nikko, Drawings 12,000 Utilities Expense 550
Land 64,000

Instructions
a. Prepare a trial balance at November 30, sorting each account into the debit or the credit column.
b. Prepare an income statement for the year.
c. Prepare a statement of owner’s equity for the year.

d. Prepare a balance sheet.
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Taking It Further J. Nikko believes that accounting would be more efficient if transactions were record-
ed directly in the ledger accounts. Explain to him the advantages of first recording transactions in the
journal, and then posting them to the ledger.

P2.10B (LO 4) AP The following is the trial balance prepared for Owen’s Art Supplies. Prepare financial statements.

OWEN'’S ART SUPPLIES
Trial Balance
December 31, 2021

Debit Credit
Cash $ 2,550
Accounts receivable 3,310
Supplies 1,830
Equipment 21,000
Accounts payable $ 3,420
Unearned revenue 4,660
O. Leduc, capital 17,890
O. Leduc, drawings 10,300
Service revenue 26,600
Rent expense 6,000
Salaries expense 6,300
Supplies expense 1,280

$52,570 $52,570

Instructions
a. Prepare an income statement.
b. Prepare a statement of owner’s equity.

c. Prepare a balance sheet.

Taking It Further Discuss how well the company performed.

P2.11B (LO2,3,4)AP Hobson Nolan isahuman resources professional who operates a consulting practice Journalize transactions, post, prepare
under the name HN Consulting. The company had the following balances in its general ledger at February 28, trial balance, and financial statements.
2021: Cash $3,500, Accounts Receivable $14,450, Equipment $15,100, Accounts Payable $18,750, and

H. Nolan, Capital $14,300. The following events and transactions occurred during March 2021.

Mar. 1  Borrowed $12,000 cash from the bank, signing a note payable.
Paid $13,000 to creditors on account.
3 Paid the monthly insurance premium of $145.

10  Paid the monthly utilities of $550.

16  Collected accounts receivable of $8,000.

18  Paid an additional $5,000 to creditors on account.

30 Office expenses were paid in cash, $580.

31  Consulting services provided in March were for $2,000 cash and $5,000 on account.

31  Paid salaries, $1,650.

31  Paid the bank $555 on the note payable, of which $55 is interest and $500 is a partial
payment of the note.

31  Paid March and April’s rent, which totalled $1,900 ($950 per month).

31  Withdrew $1,000 cash for personal use.

Instructions

a. Prepare journal entries to record each of the March transactions.

b. Using T accounts, open the required ledger accounts for the transactions that were journalized, and
enter the February 28, 2021, balances.

. Post the journal entries to the accounts in the ledger.
. Prepare a trial balance as at the end of March.
. Prepare an income statement for the month.

Prepare a statement of owner’s equity for the month.

@ - 0o o o6

. Prepare a balance sheet as at March 31, 2021.

Taking It Further Is the March 31 rent payment an asset or an expense? Explain.
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Prepare financial statements. P2.12B (LO 4) AP Refer to the trial balance that follows for Edden Electrical for the year ended April
30, 2021.
EDDEN ELECTRICAL
Trial Balance

April 30, 2021

Debit Credit

Cash $ 15,425
Accounts receivable 13,680
Supplies 1,150
Prepaid insurance 1,600
Equipment 48,000
Accounts payable $ 3,085
Unearned revenue 8,250
N. Edden, capital 27,500
N. Edden, drawings 29,500
Service revenue 90,600
Insurance expense 800
Salaries expense 18,000
Supplies expense 1,280

$129,435 $129,435

Instructions

Use the trial balance to do the following:
a. Prepare an income statement.
b. Prepare a statement of owner’s equity.

c. Prepare a balance sheet.

Taking It Further Edden would like to close the business and retire. He has reviewed the financial
statements, and thinks he will be able to take out cash equal to the balance in his capital account. Do you

agree? Why or why not?
Prepare trial balance and financial P2.13B (LO4)AP The ledger of Lazdowski Marketing Services has the following account balances at the
statements. company’s year end, October 31, 2021:
Accounts payable $ 4,403 Interest expense $ 2,445
Accounts receivable 6,010 Notes payable 48,850
Advertising expense 14,970 Prepaid rent 975
Cash 4,930 Rent expense 11,700
Equipment 25,970 Salaries expense 20,545
Furniture 56,685 Service revenue ?
1. Lazdowski, capital 57,410 Supplies 1,240
1. Lazdowski, drawings 75,775 Supplies expense 5,000
Insurance expense 2,020 Unearned revenue 3,555

Instructions

a. Prepare a trial balance, with the accounts arranged in ledger (financial statement) order, as illustrated
in the chapter, and determine the missing amount for service revenue.

b. Prepare an income statement, statement of owner’s equity, and balance sheet.

Taking It Further The owner, Inga Lazdowski, is not sure how much cash she can withdraw from
the company each year. After reviewing the financial statements, comment on the amount she with-
drew this year.

Analyze errors and effects on trial P2.14B (LO 4) AN The bookkeeper for Shigeru’s Dance Studio did the following in journalizing and
balance. posting:

1. A debit posting to Prepaid Insurance of $3,600 was not done.
2. A debit posting of $500 to Accounts Receivable was debited to Accounts Payable.

3. A purchase of supplies on account of $850 was debited to Supplies for $850 and credited to
Accounts Payable for $850.
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4. A credit to Salaries Payable for $1,200 was posted as a credit to Cash.
5. A credit posting of $250 to Cash was posted twice.

6. A debit side of the entry to record the payment of $1,200 for drawings was posted to Salaries
Expense.

7. A credit to Unearned Revenue for $400 was posted as a credit to Service Revenue.
8. A credit to Accounts Payable of $375 was posted as a debit to Accounts Payable.

9. A purchase of equipment on account for $6,800 was posted as an $8,600 debit to Equipment and
an $8,600 debit to Cash.

10. The provision of $950 of services on account was not recorded because the customer did not pay
cash until the following month.

Instructions
a. Indicate which of the above transactions are correct and which are incorrect.
b. For each error identified in part (a), answer the following:
1. Will the trial balance be in balance?
2. Which account(s) will be incorrectly stated because of the error?

3. For each account identified in (2) as being incorrect, is the account overstated or understated and
by how much?

4. Is the debit column total of the trial balance stated correctly? If not, does correcting the errors
increase or decrease the total and by how much?

5. Is the credit column total of the trial balance stated correctly? If not, does correcting the errors
increase or decrease the total and by how much?

Taking It Further Your best friend thinks it is a waste of time to correct all of the above errors. Your

friend reasons that, as long as the trial balance is balanced, then there is no need to correct an error. Do
you agree or disagree with your friend? Explain using at least two of the above errors to make your points.

P2.15B (LO 4) AN The trial balance that follows for Shawnee Slopes Company does not balance: Prepare correct trial balance.

SHAWNEE SLOPES COMPANY
Trial Balance
June 30, 2021

Debit Credit
Cash $ 5,875
Accounts receivable $ 3,620
Equipment 14,020
Accounts payable 5,290
Property tax payable 500
A. Shawnee, capital 17,900
Service revenue 7,027
Advertising expense 1,132
Property tax expense 1,100
Salaries expense 4,150
Totals $37,462 $23,152

Your review of the ledger reveals that each account has a normal balance. You also discover the
following errors:

1. Property Tax Expense was understated by $500 and Property Tax Payable was overstated by $500.
2. A $650 credit to Service Revenue was incorrectly posted as a $560 credit.

3. A debit posting to Salaries Expense of $350 was not done.
4

. A $750 cash withdrawal by the owner was debited to A. Shawnee, Capital for $750 and credited to
Cash for $750.

5. A $650 purchase of supplies on account was debited to Equipment for $650 and credited to
Cash for $650.

6. A cash payment of $120 for advertising was debited to Advertising Expense for $210 and credited to
Cash for $210.




2-56 CHAPTER 2 The Recording Process

7. A $385 collection from a customer was debited to Cash for $385 and debited to Accounts Receivable
for $385.

8. A cash payment on account for $165 was recorded as a $165 credit to Cash and a $165 credit to
Accounts Payable.

9. A $2,000 note payable was issued to purchase equipment. The transaction was neither journal-
ized nor posted.
Instructions

Prepare a correct trial balance. (Note: You may need to add new accounts.)

Taking It Further After the trial balance is corrected for the above errors, could there still be errors?
Explain why or why not.

Chapter 2: Broadening Your Perspective

Financial Reporting and Analysis

Financial Reporting Problem Deferred income tax liability 309,694
BYP2.1 The financial statements of Aritzia Inc. are shown in Ap- Deferre.d feward; prograEm . 155,567
pendix A at the back of this textbook. They contain the following Depreciation and amortization expense 350,484
selected accounts: Employee profit share expense 59,342
Guest revenues 3,556,941

Finance Expense Prepaid Expenses and Income tax expense 120,775

Cash and Cash Equivalents Other Current Assets Intangibles 66,187
Intangible Assets Net Revenue Inventory 33,535
Inventory Accounts Payable and Long-term debt 2.046.658
Long-Term Debt Accrued Expenses Maintenance provisions liability 366,234
Instructions Non-operating expenses 23,864
a. Answer the following questions: Non-refundable guest credits liability 42,942
L Inwhich fi ial stat i b ¢ included? Other assets 95,368

. In which financial statement is each account included? Other expenses 291,024

2. Isit an asset, liability, revenue, or expense? Other liabilities 8,374

3. What is the normal balance (debit or credit) for each of these Other revenues 565,918
accounts? Prepaid expenses and deposits 181,070

4. What are the increase side and decrease side (debit or credit) Property and equipment 4,036,880

for each of these accounts? Rates and fee expense 617,573

b. Identify the probable other account(s) in the transaction, and the Restr'lcted cash 102,649
effect on that account(s), when: Salaries and benefits expense 854,056

L A ‘ ble and d d d Sales and marketing expense 356,745

. Accounts payable and accrued expenses are decreased. Shareholders’ (owners’) “drawings” 66,967

- Long-term debt is increased. Shareholders’ (owners’) equity, Jan. 1, 2016 1,832,211

. Net revenues are increased.
Instructions

a. WestJet Airlines Ltd. is a corporation. Which of the items listed
above are used only in corporations?

2
3
4. Inventory is increased.
5

. Prepaid expenses and other current assets are increased.

Interpreting Financial Statements b. Prepare a trial balance for WestJet with the accounts in financial

statement order.
BYP2.2 WestJet Airlines Ltd., a Canadian airline, was profitable in

2016. The following list of accounts and amounts was taken from its
December 31, 2016, financial statements (in thousands):

c. WestJet has grouped several items together in its financial state-
ments. For example, salaries and benefits expenses are shown as
one amount. What are some possible reasons for doing this?

Accounts payable and accrued liabilities $ 547,490 d. In this chapter, you learned about unearned revenue. Would
Accounts receivable 127,785 you expect a company like WestJet to have unearned revenue?
Advance ticket sales liability 626,635 If so, what account name has WestJet used for its unearned
Aircraft fuel, leasing, and maintenance expense 1,153,538 revenue?

Cash and cash equivalents 1,520,822
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Critical Thinking

Collaborative Learning Activity

Note to instructor: Additional instructions and material for this
group activity can be found on the Instructor Resource Site and in
WileyPLUS.

BYP2.3 In this group activity, students will be given a trial balance
and will be asked to work backwards to create a set of journal entries
that would result in the trial balance.

Communication Activity

BYP2.4 White Glove Company offers home cleaning services. Three
common transactions for the company are signing contracts with
new customers, billing customers for services performed, and paying
employee salaries. For example, on March 15 the company did the
following:

1. Signed a contract with a new customer for $125 per week
starting the first week in April.

2. Sent bills that totalled $6,000 to customers.

3. Paid $2,000 in salaries to employees.

Instructions

Write an email to your instructor that explains if and how these
transactions are recorded in the double-entry system. Include in your
email (a) whether, and why, the transaction should or should not be
recorded, and (b) how the debit and credit rules are applied if the
transaction is recorded.

“All About You” Activity

BYP2.5 The “All About You” feature shows the importance of good
record-keeping for small businesses and students.

You are a first-year university student and very excited about
moving away from home to go to university. Your parents have given
you $4,000 and you have a $14,000 student loan. Your parents have
told you that $4,000 is all you get for the school year and you are not
to phone home for more money.

At September 1, you had $18,000 cash ($4,000 + $14,000),
$1,000 worth of clothes, and a cell phone that cost $200. You have
kept all of the receipts for all of your expenditures between Sep-
tember 1 and December 15. The following is a complete list of your
receipts.

Receipts Amount
Rent on furnished apartment ($400 per month) $1,600
Damage deposit on apartment 400
Groceries 1,200
Tuition for September to December 2,800
Textbooks 600
Entertainment (movies, beverages, restaurants) 1,500
New clothes 1,500
Cell phone charges 250
Internet bill 200
Computer 1,000
Eight-month bus pass (September to April) 500
Airfare to go home at Christmas 450

You are enrolled in an accounting course and you have set up an
accounting system to track your expenditures. On December 15, you
prepared the following personal trial balance from your accounting
records:

PERSONAL TRIAL BALANCE

December 15,2021
Account Debit Credit
Cash $ 6,500
Clothes 2,500
Cell phone 200
Computer 100
Student loan $14,000
Personal equity 5,200
Rent expense 2,000
Groceries 1,200
Tuition for September to December 2,300
Textbooks for September to December 600
Entertainment expense 1,500
Cell phone expense 250
Internet expense 200
Bus pass expense 500
Airfare 540
$17,690 $20,400

On December 15, you checked the balance in your bank account
and you only have $6,000 cash. You can'’t sleep, because you know
there are some errors in your accounting records and that you will
probably have to ask your parents for more money for the next
semester.

Instructions
a. Calculate your personal equity (deficit) at September 1, 2021.

b. Prepare a corrected trial balance at December 15, 2021. For each
error identified, describe the error.

c. Calculate your total expenses for the semester and your personal
equity (deficit) at December 15, 2021.

d. Prepare a personal balance sheet at December 15, 2021.

e. Assuming you will have the same expenses in the second semes-
ter, will you have enough cash to pay for them?

f. Are there any expenses you might be able to avoid in the second
semester to save cash?

g. Are there any additional cash expenditures that will need to be
made in the second semester?

h. Will it be necessary for you to ask your parents for more money
for the next semester? Explain.
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Santé Smoothie Saga

(Note: The Santé Smoothie Saga began in Chapter 1 and will continue
in each chapter.)

BYP2.6 After researching the different forms of business organ-

ization, Natalie Koebel decides to operate Santé Smoothies as a

proprietorship. She then starts the process of getting the business

running. During the month of April 2021, the following activities
take place:

Apr. 12 Natalie cashes her Canada Savings Bonds and re-
ceives $980, which she deposits in her personal bank
account.

13 She opens a bank account under the name “Santé
Smoothies” and transfers $900 from her personal ac-
count to the new account.

15 Natalie realizes that her initial cash investment is not
enough. Her mother lends her $3,000 cash, for which
Natalie signs a one-year, 3% note payable in the name
of the business. Natalie deposits the money in the
business bank account.

18 Natalie pays $325 to advertise in the April 20 issue
of her community newspaper. Natalie hopes that this
ad will generate revenue during the months of May
and June.

Apr. 20 She buys supplies, such as protein powder, cups,

straws, and fresh fruit and vegetables, for $198 cash.

22 Natalie starts to investigate juicing machines for
her business. She selects an excellent top-of-the-line
juicer that costs $825. She pays for it using her own
personal account.

23 Natalie prepares her first batch of smoothies to bring
to the yoga studio. At the end of the first day, Natalie
leaves an invoice for $300 with the studio owner. The
owner says the invoice will be paid some time in May.

24 A $98 invoice is received for the use of Natalie’s cell
phone. The cell phone is used exclusively for the
Santé Smoothies business. The invoice is for services
provided in April and is due on April 30.

28 The yoga studio where Natalie sold her first smooth-
ies orders smoothies for the next month. Natalie is
thrilled! She receives $125 in advance as a down pay-
ment.

Instructions
a. Prepare journal entries to record the transactions.

b. Post the entries to T accounts.

c. Prepare a trial balance as at April 30, 2021.

Answers to Chapter Questions

Business Insight, p. 2-9

Q: What are the issues involved in determining if a signing bonus is
an asset or an expense?

A: Signing bonuses are paid because a company expects to benefit
in the future from hiring the individual. Bonuses could be recorded as
an asset at the time they are paid. A decision would be made by the
team’s management to treat the bonus as an expense once the benefit
represented by this asset was used up. In the NHL, they would have to
consider such things as the length of the contract, how well the player
is performing, and whether or not the player is injured in order to
decide when to record the bonus as an expense.

Ethics Insight, p. 2-23

Q: Who are the stakeholders in this situation and what impact will
Vu’s action have on them?

A: The stakeholders in this situation are Vu, internal and external
users of Lim Company’s financial statements, and Vu’s supervisor, the
chief accountant.

While it is important that financial information be prepared on
a timely basis, it is also important that there are no material misstate-
ments (errors that would make a difference to the users). While the
net difference may be immaterial ($1,000), there may be more than
one error and each error could have a material effect on the financial
statements, leading the internal and external users to make decisions
based on inaccurate information. If the amount of $1,000 is deter-
mined not to be significant, and the intent is not to commit fraud,
Vu’s action might not be considered unethical in the preparation of
interim financial statements. However, she should disclose what she
has done to her supervisor. Otherwise, if Vu is violating a company
accounting policy, then she is acting unethically.

All About You Insight, p. 2-24

Q: What categories of expenses do you have that a small business
would also have?

A: Similar to a small business, you have expenses such as rent, util-
ities, phone and Internet, interest on loans (student loans, car loans,
credit cards), taxes, and equipment (computers, printers).

Answers to Self-Study Questions

1.b 2.d 3.d 4.b 5.d 6.a 7.c 8d 9.a 10.c
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Adjusting the Accounts

Chapter Preview

In Chapter 2, we learned the accounting cycle up to and including the preparation of the trial
balance. In this chapter, we will learn that additional steps are usually needed before prepar-
ing the financial statements. These steps adjust accounts for timing mismatches, like what
Maple Leaf Sports and Entertainment, in our feature story, does to account for advance ticket
sales to games. In this chapter, we introduce the accrual accounting concepts that guide the
adjustment process. The remainder of the accounting cycle is discussed in Chapter 4 and is
illustrated here.

3-1
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CHAPTER 2
1. Analyze
2. Journalize

3. Post

4. Trial Balance

Feature Story

Advance Sports Revenue Is Just the Ticket

TORONTO, Ont.—Professional sports teams sell millions of
dollars worth of tickets before the players ever step onto the ice,
court, or field. Some teams, such as the National Hockey League’s
Toronto Maple Leafs, have thousands of loyal season-ticket hold-
ers and a waiting list of season-ticket hopefuls.

Not only that, but the average price of a single ticket
to a Leafs’ game in the 2017-18 season was US$187—the
third-highest among all NHL teams.

Such strong ticket sales are good news to the Leafs’ owner,
Maple Leaf Sports and Entertainment Ltd. (MLSE), which also
owns the Toronto Raptors National Basketball Association
team, the Toronto FC professional soccer club, and the Toronto
Marlies of the American Hockey League. MLSE also saw a reve-
nue boost when Toronto FC sold 24,500 season tickets for 2018.

How do these teams account for advance ticket sales,
which are considered unearned revenue? MLSE is a private
company (jointly owned by Rogers Communications Inc.,

Chapter Outline

LEARNING OBJECTIVES

CHAPTER 4
8. Closing Entries
9. Post-Closing Trial Balance

CHAPTER 3
5. Adjusting Entries

6. Adjusted Trial Balance
7. Financial Statements

BCE Inc., and Kilmer Sports Inc.) and so its financial state-
ments are not made public. But teams typically record advance
ticket sales as an increase in the liability account Unearned
Revenue, because they are obligated to provide the service—
the game—that customers have paid for.

However, sports ticket revenue is often received in a dif-
ferent accounting period than the games are held. Under the
most common method of recognizing revenues and expenses—
the accrual basis—transactions are recorded in the period in
which they occur, not when the payment is received. That
means that when preparing financial statements, sports teams
need to make journal entries to adjust this mismatch in timing.
These adjusting entries can be for very large amounts. Based
on the price of Leafs’ tickets, an adjusting entry that MLSE
might make for just one game held in a different accounting
period could be for several million dollars.

Sources: Kurtis W. Larson, “With Toronto FC Booming, Top Boss Bill Manning
Looks to Improve Embattled Argos Situation,” Toronto Sun, January 24, 2018; Cody
Benjamin, “Canadiens Tickets Are Most Expensive in NHL; Vegas Outselling Other

30 Teams,” CBSSports.com, October 3, 2017; Grant Robertson and Tara Perkins, The
Globe and Mail, “Rogers, Bell Agree to Deal for MLSE,” BNN, December 10, 2011.

LO 1 Explain accrual basis
accounting, and when to recognize
revenues and expenses.

Timing Issues

« Accrual versus cash basis
accounting

+ Revenue and expense recognition

DOIT! 3.1 Accrual accounting

LO 2 Describe adjusting entries
and prepare adjusting entries for
prepayments.

Adjusting Entries and Prepayments

+ The basics of adjusting entries

+ Adjusting entries for prepayments

DO IT! 3.2 Adjusting entries for
prepayments
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LO 3 Prepare adjusting entries for Adjusting Entries for Accruals DO IT! 3.3 Adjusting entries for
accruals. accruals
LO 4 Describe the nature and The Adjusted Trial Balance and DOIT! 3.4 Trial balance

purpose of an adjusted trial balance, Financial Statements

and prepare one. + Preparing the adjusted trial

balance

« Preparing financial statements

Timing Issues

LEARNING OBJECTIVE 1

Explain accrual basis accounting, and when to recognize revenues and expenses.

Accounting would be simple if we could wait until a company ended its operations before
preparing its financial statements. As the following anecdote shows, if we waited until then,
we could easily determine the amount of lifetime profit earned:

A grocery store owner from the old country kept his accounts payable on a wire
memo spike, accounts receivable on a notepad, and cash in a shoebox. His daughter, a
CPA, chided her father: “I don’t understand how you can run your business this way. How
do you know what you’ve earned?”

“Well,” her father replied, “when I arrived in Canada 40 years ago, I had nothing but
the pants I was wearing. Today, your brother is a doctor, your sister is a teacher, and you
are a CPA. Your mother and I have a nice car, a well-furnished house, and a home by the
lake. We have a good business and everything is paid for. So, you add all that together,
subtract the pants, and there’s your profit.”

Although the grocer may be correct in his evaluation about how to calculate his profit
over his lifetime, most companies need more immediate feedback on how they are doing. For
example, management usually wants monthly financial statements. Investors want to view
the results of publicly traded companies at least quarterly. The Canada Revenue Agency re-
quires financial statements to be filed with annual income tax returns.

Consequently, accountants divide the life of a business into artificial time periods,
such as a month, a three-month quarter, or a year. This is permitted by the periodicity
concept explained in Chapter 1. Recall that this concept allows organizations to divide up
their economic activities into distinct time periods.

An accounting time period that is one year long is called a fiscal year. Time periods of
less than one year are called interim periods. The fiscal year used by many businesses is the
same as the calendar year (January 1 to December 31). This is the case for many businesses.
Illustration 3.1 is a timeline that shows when monthly, quarterly, and annual financial state-
ments would be prepared for an entity with a December year end.

Aritzia Inc’s fiscal year is not the same as the calendar year, as its financial statements are
dated February 26. Fiscal year ends can be different for other entities and businesses. It is not
uncommon for retail companies like Aritzia to use a 52-week period, instead of exactly one
year, for their fiscal year. Lululemon does this, and has chosen the closest Sunday to January
31 as the end of its fiscal year. This usually results in a 52-week year, but occasionally may
result in an additional week, resulting in a 53-week year. As another example, most govern-
ments use March 31 as their year end.
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ARV VNI B E Timeline of the preparation of December year-end financial statements
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Because the life of a business is divided into accounting time periods, determining when
to record transactions is important. Many business transactions affect more than one account-
ing time period. For example, many of Maple Leaf Sports and Entertainment’s sports venues
were constructed years ago, yet they are still in use today. We must consider the consequence
of each business transaction to each specific accounting period. For example, how much does
the cost of the arena contribute to operations this year?

Accrual Versus Cash Basis Accounting

There are two ways of deciding when to recognize or record revenues and expenses:

1. Accrual basis accounting means that transactions and other events are recorded
in the period when they occur, and not when the cash is paid or received. For
example, service revenue is recognized when services are performed, rather than when
the cash is received. Expenses are recognized when services (e.g., salaries) or goods (e.g.,
supplies) are used or consumed, rather than when the cash is paid.

2. Under cash basis accounting, revenue is recorded when cash is received, and expenses
are recorded when cash is paid. This sounds appealing due to its simplicity; however, it
often leads to misleading financial statements. If a company fails to record revenue when
it has performed the service because it has not yet received the cash, the company will not
match expenses with revenues and therefore profits will be misrepresented.

Consider this simple example. Suppose you own a painting company and you paint a
large building during year 1. In year 1, you pay $50,000 cash for the cost of the paint and your
employees’ salaries. Assume that you bill your customer $80,000 at the end of year 1, and that
you receive the cash from your customer in year 2.

On an accrual basis, the revenue is reported during the period when the service is
performed—year 1. Expenses, such as employees’ salaries and the paint used, are recorded
in the period in which the employees provide their services and the paint is used—year 1.
Thus, your profit for year 1 is $30,000. No revenue or expense from this project is reported
in year 2.

If, instead, you were reporting on a cash basis, you would report expenses of $50,000 in
year 1 because you paid for them in year 1. Revenues of $80,000 would be recorded in year 2
because you received cash from the customer in year 2. For year 1, you would report a loss of
$50,000. For year 2, you would report a profit of $80,000.

INlustration 3.2 summarizes this information and shows the differences between the
accrual-based numbers and cash-based numbers.

Note that the total profit for years 1 and 2 is $30,000 for both the accrual and cash bases.
However, the difference in when the revenues and expenses are recognized causes a difference
in the amount of profit or loss each year. Which basis provides better information about how
profitable your efforts were each year? It’s the accrual basis, because it shows the profit recog-
nized on the job in the same year as when the work was performed.

Thus, accrual basis accounting is widely recognized as being significantly more useful
for decision-making than cash basis accounting. Accrual basis accounting is there-
fore in accordance with generally accepted accounting principles, as mentioned
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Purchased paint, painted building, Received payment for
paid employees work doneinyear 1
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Revenue $ 0 Revenue $80,000
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Cumulative
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in Chapter 1. In fact, it is assumed that all financial statements are prepared using accrual
basis accounting. While accrual basis accounting provides better information, it is more
complex than cash basis accounting. It is easy to determine when to recognize revenues
or expenses if the only determining factor is when the cash is received or paid. But when
using the accrual basis, it is necessary to have standards about when to record revenues
and expenses.

Revenue and Expense Recognition

Recall that revenue is an increase in assets—or a decrease in liabilities—as the result
of the company’s business activities with its customers. It can be difficult to determine
when to report revenues and expenses. The revenue recognition principle provides
guidance about when revenue is to be recognized. In general, revenue is recognized
when the service has been performed or the goods have been sold and delivered,
regardless of when cash is collected. Both ASPE and IFRS include revenue recogni-
tion standards. Under ASPE, there is a requirement that performance be substantially
complete. We also need to ensure that revenue can be reliably measured, and collection is
reasonably certain. IFRS has a five-step process that includes having the entity complete
the performance obligation (to provide the goods or services). This will be discussed in
more detail in Chapter 11.

Under both ASPE and IFRS, the revenue recognition principle follows the accrual basis
of accounting—thatis, revenueisrecognized primarily when goods are sold and delivered or
theservicesareprovided.RecallthatinthepaintingexampleshowninIllustration3.2,revenue
wasrecordedinyear 1 when theservice wasperformed. Atthatpoint, therewasanincreasein
the painting business’s assets—specifically Accounts Receivable—as the result of doing
the work. At the end of year 1, the painting business would report the receivable on its
balance sheet and revenue on its income statement for the service performed. In year 2,
when the cash is received, the painting business records a reduction of its receivables, not
revenue.

Timing Issues

ILLUSTRATION 3.2

Accrual versus cash
basis accounting

3-5
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Recall from Chapter 1 that we introduced the matching concept. The matching con-
cept often determines when we recognize expenses. Generally, accounting attempts to match
these costs and revenues, so expense recognition is tied to revenue recognition. For example,
as we saw with the painting business, under accrual basis accounting, the salaries and cost of
the paint for the painting in year 1 are reported in the income statement for the same period in
which the service revenue is recognized. Sometimes, however, there is no direct relationship
between expenses and revenue. For example, we will see in the next section that long-lived
assets may be used to help generate revenue over many years, but the use of the asset is not
directly related to earning specific revenue. In these cases, we will see that expenses are recog-
nized in the income statement over the life of the asset.

In other cases, the benefit from the expenditure is fully used in the current period, or
there is a great deal of uncertainty about whether or not there is a future benefit. In these sit-

Turnervisual/
iStockphoto

uations, the costs are reported as expenses in the period in which they occur.

Allegations of abuse of the revenue rec-
ognition principle have become all too
common in recent years. For example,
it was alleged that Krispy Kreme some-
times doubled the number of doughnuts
shipped to wholesale customers at the end
of a quarter to boost quarterly results. The
customers shipped the unsold doughnuts
back after the beginning of the next quar-
ter for a refund. One reason why compa-
nies want to accrue all possible revenues
and defer as many expenses as possible is

to smooth their earnings, to avoid a drop in share price that could
make a public company a takeover target. For example, a pesticide
manufacturer might have low sales in the year in which certain
chemicals were banned by law. The company would want to re-
cord as much revenue as possible in the current year and defer as
many expenses to the next year, when sales were expected to pick
up with its new, environmentally friendly products.

Who are the stakeholders when companies participate in
activities that result in inaccurate reporting of revenues?

ACTION PLAN

« For cash basis account-
ing, revenue is equal to
the cash received.

« For accrual basis
accounting, revenue is
recognized in the period
in which the goods or
services are provided,
not when cash is
collected.

« Under accrual basis
accounting, cash
collected in 2021 for
revenue recognized
in 2020 should not be
included in the 2021
revenue.

« Under accrual basis
accounting, amounts
receivable at the end
of 2021 for services
provided in 2021 should
be included in the 2021
revenue.

DO IT! 3.1 | Accrual Accounting

On January 1, 2021, customers owed Joma Company $30,000 for services provided in 2020.
During 2021, Joma Co. received $125,000 cash from customers. On December 31, 2021, customers
owed Joma $19,500 for services provided in 2021. Calculate revenue for 2021 using (a) cash basis
accounting, and (b) accrual basis accounting.

Solution
a. Revenue for 2021, using cash basis accounting $125,000
b. Cash received from customers in 2021 $125,000
Deduct: Collection of 2020 receivables (30,000)
Add: Amounts receivable at December 31, 2021 19,500
Revenue for 2021, using accrual basis accounting $114,500

Related exercise material: BE3.1, E3.1, and E3.2.
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Adjusting Entries and Prepayments

LEARNING OBJECTIVE 2

Describe adjusting entries and prepare entries for prepayments.

The Basics of Adjusting Entries

Before we learn how to prepare adjusting entries for prepayments, we need to understand why it
is important to record adjusting entries. For revenues and expenses to be recorded in the correct
period, adjusting entries are made at the end of the accounting period. Adjusting entries are
needed to ensure that revenue is recorded when services are performed or goods are provided, and
expenses are recorded as incurred and that the correct amounts for assets, liabilities, and owner’s
equity are reported on the balance sheet.

Adjusting entries are needed every time financial statements are prepared. This
may be monthly, quarterly, or annually. Companies reporting under IFRS must prepare
quarterly financial statements and thus adjusting entries are required every quarter. Compa-
nies following ASPE must prepare annual financial statements and thus need only annual
adjusting entries. For both public and private companies, if management wants monthly
statements, then adjustments are prepared every month end.

You will recall that we learned the first four steps of the accounting cycle in Chapter 2.
Adjusting entries are Step 5 of the accounting cycle, as shown in Illustration 3.3.

(RRVE TN (o] (B8 The accounting cycle—Step 5

A Adjusted . . q Post-closing
9 q Adjusting . Financial Closing .
Analyze Journalize Post Trial Balance . Trial " Trial
Entries Statements Entries
Balance Balance

There are some common reasons why the trial balance—from Step 4 in the accounting
cycle—may not contain complete and up-to-date data.

1. Some events are not recorded daily because it would not be efficient to do so. For example,
companies do not record the daily use of supplies or the earning of wages by employees.

2. Some costs are not recorded during the accounting period because they expire with the
passage of time rather than through daily transactions. Examples are rent and insurance.

3. Some items may be unrecorded. An example is a utility bill for services in the current
accounting period that will not be received until the next accounting period.

Therefore, we must analyze each account in the trial balance and prepare any required
adjusting entries every time a company prepares financial statements to see if the account
is complete and up to date. The analysis requires a full understanding of the company’s operations
and the interrelationship of accounts. Every adjusting entry will include one income state-
ment and one balance sheet account. Preparing adjusting entries is often a long process. For
example, to accumulate the adjustment data, a company may need to count its remaining supplies.

Adjusting entries can be classified as prepayments or accruals, as shown in Illustration 3.4.

PREPAYMENTS ACCRUALS

Categories of adjusting entries

1. Prepaid Expenses 1. Accrued Expenses
Expenses paid in cash and recorded as assets Expenses incurred but not yet paid in cash or
before they are used. recorded.

2. Unearned Revenues 2. Accrued Revenues
Cash received and recorded as a liability Revenues for services performed but not yet
before services are performed. received in cash or recorded.
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ILLUSTRATION 3.5

Trial balance

HELPFUL HINT

A cost can be an asset or

an expense. If it provides a
right that has the poten-
tial to produce economic
benefits, it is an asset. If
the benefits have expired or
been used, it is an expense.

Examples and explanations of each type of adjustment are given on the following pages.
Each example is based on the October 31 trial balance of Lynk Software Services from Chapter
2, reproduced here in Illustration 3.5.

LYNK SOFTWARE SERVICES
Trial Balance
October 31,2021

Debit Credit
Cash $14,250
Accounts receivable 1,000
Supplies 2,500
Prepaid insurance 600
Equipment 5,000
Notes payable $ 5,000
Accounts payable 1,750
Unearned revenue 1,200
T. Jacobs, capital 10,000
T. Jacobs, drawings 500
Service revenue 10,800
Rent expense 900
Salaries expense 4,000
Totals $28,750 $28,750

For illustration purposes, we assume that Lynk Software uses an accounting pe-
riod of one month. Thus, monthly adjusting entries will be made and they will be dated
October 31.

Adjusting Entries for Prepayments

Prepayments are either prepaid expenses or unearned revenues. Adjusting entries are used to
record the portion of the prepayment used in the current accounting period and to reduce the
asset account where the prepaid expense was originally recorded. This type of adjustment is
necessary because the prepayment has provided the economic benefit and consequently is no
longer an asset—it has been used.

For unearned revenues, the adjusting entry records the revenue to be recognized in the
current period and reduces the liability account where the unearned revenue was originally
recorded. This type of adjustment is necessary because the unearned revenue is no longer
owed and so is no longer a liability—the service has been provided and the revenue should be
recognized.

Prepaid Expenses Recall from Chapter 1 that costs paid in cash before they are
used are called prepaid expenses. When such a cost is incurred, an asset (prepaid) ac-
count is debited to show the service or benefit that will be received in the future and cash
is credited. Therefore, prepaid items such as prepaid expenses and supplies are assets on
the balance sheet. (See Helpful Hint.)

Prepaid expenses are assets that expire either with the passage of time (e.g., rent
and insurance) or through use (e.g., supplies). It is not practical to record the use of
these assets daily. Instead, companies record these entries when the financial statements are
prepared. At each statement date, they make adjusting entries: (1) to expense the cost of an
asset that has been used up in that period, and (2) to show an asset for the remaining amount
(unexpired costs).

Before the prepaid expenses are adjusted, assets are overstated and expenses are under-
stated. Therefore, an adjusting entry is required to reduce the amount of the asset used and to
reflect the expense incurred.
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As shown in Illustration 3.6, an adjusting entry for prepaid expenses resultsin an
increase (debit) to an expense account and a decrease (credit) to an asset account.

Prepaid Expenses ILLUSTRATION 3.6

Adjusting entries for prepaid

Expense
Asset P expenses

Unadjusted Credit Adjusting ——p DebitAdjusting
Balance Entry (-) Entry (+)

In the following section, we will look at three examples of adjusting prepaid expenses:
supplies, insurance, and depreciation.

Supplies The purchase of supplies, such as pens and paper, results in an increase (debit)
to an asset account (Supplies). During the accounting period, the company uses the supplies.
Rather than record the related supplies expense as the supplies are used, an adjusting entry
is recorded at the end of the accounting period to recognize the supplies used over
the period. This adjustment is determined when the company counts the supplies on hand at
the end of the accounting period. The difference between the balance in the Supplies (asset)
account and the cost of supplies actually remaining gives the supplies used (the expense).

Recall from Chapter 2 that Lynk Software Services purchased supplies costing $2,500 on
October 4. The following journal entry was prepared:

A = L + OE

Oct. 4 Supplies | 2,500 | +2,500 +2,500

Accounts Payable 2,500 Cash flows: no effect

Now the Supplies account shows a balance of $2,500 in the October 31 trial balance. At
the end of the accounting period, Tyler Jacobs, the proprietor, counts the supplies left at the
end of the day on October 31. He determines that only $1,000 of supplies remain. This means
that over the accounting period $1,500 ($2,500 — $1,000) of supplies were used and $1,000 of
supplies remain on hand. An adjusting entry must now be prepared to reflect this usage. The
adjusting entry will reduce the asset account (Supplies) and decrease the owner’s equity as the
Supplies Expense account increases by $1,500.

IMlustration 3.7 outlines the analysis used to determine the adjusting journal entry to
record and post. Note that the debit-credit rules you learned in Chapter 2 are also used for
adjusting journal entries.

Basic The use of the supplies decreases the asset account Supplies by $1,500
Analysis and increases the expense account Supplies Expense by $1,500. Journal entry for prepaid
expenses: Supplies
Assets = Liabilities + Owner's Equity
Supplies Supplies Expense
-1,500 -1,500

Equation
Analysis

Debit-Credit Debits increase expenses: Debit Supplies Expense $1,500.
Analysis Credits decrease assets: Credit Supplies $1,500.

Adjusting Oct. 31 Supplies Expense 1,500
Journal Supplies 1,500
Entry To record supplies used.

Supplies Supplies Expense
Posting Oct. 4 2,500(Oct. 31 Adj. 1,500 Oct. 31 Adj. 1,500
Oct. 31 Bal. 1,000

After the adjustment, the asset account Supplies now shows a balance of $1,000, which is
equal to the cost of supplies remaining at the statement date. Supplies Expense shows a bal-
ance of $1,500, which equals the cost of supplies used in October. If the adjusting entry is
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HELPFUL HINT
Summary journal entries
for Supplies:
When purchased:
Supplies
Cash/Accounts Payable
To adjust:
Supplies Expense
Supplies
A = L + OE
+600
-600

+ Cash flows: —600

ILLUSTRATION 3.8

Adjustment for insurance

HELPFUL HINT

Summary journal entries

for Prepaid Insurance:

When purchased:

Prepaid Insurance
Cash/Accounts Payable

To adjust:

Insurance Expense
Prepaid Insurance

not made, October expenses will be understated and profit overstated by $1,500. Also,
both assets and owner’s equity will be overstated by $1,500 on the October 31 balance
sheet. (See Helpful Hint for a summary of journal entries for Supplies.)

Insurance Companies purchase insurance to protect themselves from losses caused by
fire, theft, and unforeseen accidents. Insurance must be paid in advance, often for one year.
Insurance payments (premiums) made in advance are normally charged to the asset account
Prepaid Insurance when they are paid. At the financial statement date, it is necessary to
make an adjustment to debit (increase) Insurance Expense and credit (decrease) Pre-
paid Insurance for the cost of insurance that has expired during the period.

On October 3, Lynk Software Services paid $600 for a one-year fire insurance policy. The
starting date for the coverage was October 1. The premium was charged to Prepaid Insurance
when it was paid. The following journal entry was prepared:

Oct. 3 Prepaid Insurance

600
Cash

600

This account shows a balance of $600 in the October 31 trial balance. An analysis of
the policy reveals that $50 ($600 + 12 months) expires each month. An adjusting entry must
now be prepared to reflect this expiration over time. The adjusting entry will reduce the asset
account (Prepaid Insurance) and decrease the owner’s equity by increasing the Insurance
Expense account by $50. The adjusting entry for Prepaid Insurance is made as shown in
Ilustration 3.8.

One month of insurance ($50) has expired. This decreases the asset

Basm_ account Prepaid Insurance by $50 and increases the expense account
Analysis
Insurance Expense by $50.

. Assets = Liabilities + Owner's Equity
Equation — s — adAAN R bl
A . Prepaid Insurance Insurance Expense

nalysis —_— ToTaRE BAPETIST
-50 -50
Debit-Credit Debits increase expenses: Debit Insurance Expense $50.
Analysis Credits decrease assets: Credit Prepaid Insurance $50.
Adjusting Oct. 31 Insurance Expense 50
Journal Prepaid Insurance SO
Entry To record insurance expired.

Prepaid Insurance

Posting Oct. 3 600 |Oct. 31
Oct. 31 Bal. 550

Insurance Expense
Adj.50 Oct. 31 Adj. 50

After the adjustment, the asset Prepaid Insurance shows a balance of $550. This amount
represents the unexpired cost for the remaining 11 months of coverage (11 X $50). The $50 in
the Insurance Expense account equals the insurance cost that expired in October. If this adjust-
ment is not made, October expenses will be understated by $50 and profit overstated
by $50. Also, both assets and owner’s equity will be overstated by $50 on the October 31
balance sheet. (See Helpful Hint for a summary of journal entries for Prepaid Insurance.)

Depreciation A business usually owns a variety of assets that have long lives, such as
land, buildings, and equipment. These long-lived assets provide service for a number of years.
The length of service is called the useful life. Companies record these assets at cost, as re-
quired by the historical cost principle explained in Chapter 1. A portion of the cost of a long-
lived asset is recognized each period over the useful life of the asset. The process of allocating
the cost of a long-lived asset over its useful life is called depreciation. From an accounting
perspective, the purchase of a long-lived asset is basically a long-term prepayment for services.
Similar to other prepaid expenses, an adjusting entry is necessary to recognize the cost that
has been used up (the expense) during the period, and to report the unused cost (the asset) at
the end of the period. Only assets with limited useful lives are depreciated; these are called de-
preciable assets. When an asset, such as land, has an unlimited useful life, it is not depreciated.
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It is important to note that depreciation is an allocation concept, not a valuation
concept. Depreciation allocates an asset’s cost over the periods it is used. Deprecia-
tion does not attempt to report the actual change in the value of an asset.

Some companies use the term “amortization” instead of “depreciation,” especially pri-
vate companies following ASPE. The two terms mean the same thing—allocation of the cost
of a long-lived asset to expense over its useful life. In Chapter 9, we will learn that the term
“amortization” is also used under both ASPE and IFRS for the allocation of cost to expense for
certain intangible long-lived assets.

Calculation of Depreciation A common method of calculating depreciation expense is
to divide the cost of the asset by its useful life. This is called the straight-line depreciation
method. The useful life must be estimated because, at the time an asset is acquired, the com-
pany does not know exactly how long the asset will be used. Thus, depreciation is an estimate
rather than a factual measurement of the expired cost.

Lynk Software Services purchased equipment that cost $5,000 on October 2. If its useful
life is expected to be five years, annual depreciation is $1,000 ($5,000 + 5). Illustration 3.9
shows the formula to calculate annual depreciation expense in its simplest form.

Cost - U§eful Life _
(in years)

Annual Depreciation
Expense

Of course, if you are calculating depreciation for partial periods, the annual expense
amount must be adjusted for the relevant portion of the year. For example, if we want to de-
termine the depreciation for one month, we would multiply the annual expense by 1/, as there
are 12 months in a year. (See Helpful Hint.)

Adjustments of prepayments involve decreasing (or crediting) an asset by the amount
that has been used or consumed. Therefore, it would be logical to expect we should credit
Equipment when recording depreciation. But in the financial statements, we must report both
the original cost of long-lived assets and the total cost that has been used. We therefore use
an account called Accumulated Depreciation to show the total sum of the depreciation
expense since the asset was purchased. This account is a contra asset account because it
has the opposite (credit) balance to its related asset Equipment, which has a debit balance
(see Helpful Hint). Thus the Accumulated Depreciation account is offset against the
value of the asset account on the balance sheet.

For Lynk Software Services, depreciation on the equipment is estimated to be $83 per
month ($1,000 X 1/;,). Because depreciation is an estimate, we can ignore the fact that Lynk
bought the equipment on October 2, not October 1. The adjusting entry to record the depre-
ciation on the equipment for the month of October is made as shown in Illustration 3.10.
(See Helpful Hint for recording depreciation.)

One month of depreciation increases the contra asset account Accumulated

Ba5|c_ Depreciation—Equipment (which decreases assets) by $83 and increases the
Analysis o
expense account Depreciation Expense by $83.
Assets = Liabilities + Owner's Equity
Equation Accumulated
Analysis Depreciation—Equipment Depreciation Expense
-83 -83
Debit-Credit Debits increase expenses: Debit Depreciation Expense $83.
Analysis Credits increase contra assets: Credit Accumulated Depreciation—Equipment $83.
Adjusting Oct. 31 Depreciation Expense 83
Journal Accumulated Depreciation—Equipment 83
Entry To record monthly depreciation.
Equipment Depreciation Expense
Posting Oct. 2 5,000 | Oct.31  Adj. 83
Accumulated Depreciation—Equipment
|Oct. 31 Adj. 83

ILLUSTRATION 3.9

Formula for straight-line
depreciation

HELPFUL HINT

To make the depreciation
calculation easier to
understand, we have
assumed the asset has

no value at the end of its
useful life. In Chapter 9, we
will show how to calculate
depreciation when there is
an estimated value at the
end of the asset’s useful life.

HELPFUL HINT

Increases, decreases, and
normal balances of contra
accounts are the opposite of
the accounts they relate to.

ILLUSTRATION 3.10

Adjustment for depreciation

HELPFUL HINT

To record depreciation:

Depreciation Expense
Accumulated
Depreciation
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ILLUSTRATION 3.11

Accumulated depreciation:
Equipment

ALTERNATIVE
TERMINOLOGY

An asset’s carrying amount
is also called its carrying
value, net book value, or
book value.

ILLUSTRATION 3.12

Accounting for prepaid
expenses

ALTERNATIVE
TERMINOLOGY

Unearned revenues are
sometimes referred to as
deferred revenues or future
revenues.

The balance in the Accumulated Depreciation account will increase by $83 each month
and the balance in the Equipment account will remain unchanged until the asset is sold. We
will learn in Chapter 9 that both the Accumulated Depreciation and Equipment accounts are
reduced when the asset is sold. If the adjusting entry is not made, expenses will be un-
derstated by $83. Total assets, total owner’s equity, and profit will be overstated and
expenses will be understated.

Statement Presentation As indicated, Accumulated Depreciation—Equipment is a
contra asset account. It is offset against equipment on the balance sheet. In the financial
statements, the normal balance of a contra asset account is a credit; therefore, it
always offsets against (is deducted from) its related asset account. Thus, on the bal-
ance sheet, Accumulated Depreciation—Equipment is deducted from Equipment, as shown
in Ilustration 3.11.

Oct. Nov. Dec.
Equipment $5,000 $5,000 $5,000
Less: Accumulated depreciation—equipment 83 166 249
Carrying amount $4,917 $4,834 $4,751

The difference between the cost of any depreciable asset and its accumulated depreciation
is called the carrying amount of that asset (see Alternative Terminology). In the above
chart, the carrying amount of the equipment at October 31, 2021, is $4,917. As demonstrated,
as the asset is depreciated, the balance in the Equipment account does not change. However,
the carrying amount is reduced every month by the increase to the contra asset account
Accumulated Depreciation—Equipment. Also, remember that depreciation does not attempt
to show what an asset is worth. The carrying amount and the fair value of the equipment (the
price at which it could be sold) are generally two different amounts.

If a company owns both equipment and buildings, it calculates and records depreciation
expense on each category. It can use one depreciation expense account but it must create sep-
arate accumulated depreciation accounts for each category.

IMlustration 3.12 summarizes the accounting for prepaid expenses.

Accounting for Prepaid Expenses

Reason for Accounts Before Adjusting
Examples Adjustment Adjustment Entry
Insurance, supplies, Prepaid expenses Assets overstated. Dr. Expenses
advertising, rent, recorded in asset Expenses Cr. Assets
depreciation accounts have understated. or Contra

been used. Assets

Unearned Revenues

When companies receive cash before the services are performed, they record a liability by
increasing (crediting) a liability account called Unearned Revenue (see Alternative Termi-
nology). In other words, the company now has an obligation to provide one of its customers
with a service. Examples include rent, magazine subscriptions, and customer deposits for fu-
ture services. Airlines such as Air Canada treat receipts from the sale of tickets as unearned
revenue until the flight service is provided. Similarly, as we saw in the feature story, advance
ticket sales for sporting events such as Toronto Raptors and Toronto Maple Leafs games that
are received before the game takes place are considered unearned revenue.

Unearned revenues are the opposite of prepaid expenses. Indeed, unearned revenue on
the books of one company is likely to be a prepayment on the books of the company that
has made the advance payment. For example, your landlord will have unearned rent revenue
when you (the tenant) have prepaid rent.
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Recall that, when a payment is received for services that will be provided in a future ac-
counting period, Cash is debited (increased) and an Unearned Revenue account (a liability)
should be credited (increased) to recognize the obligation that exists. The company subse-
quently recognizes revenues when the service is provided to the customer.

It may not be practical to make daily journal entries as the services are performed.
Instead, recognition of revenue is normally delayed until the end of the accounting period.
Then an adjusting entry is made to record the revenue for the services performed and to
show the liability that remains at the end of the accounting period. Typically, prior to the
adjustment, revenues are understated and profit and owner’s equity are also understated.
As shown in Illustration 3.13, the adjusting entry for Unearned Revenue resultsin a
decrease (debit) to a liability account and an increase (credit) to a revenue account.

Unearned Revenue

Liability Revenue
Debit Adjusting ‘ Unadjusted Credit Adjusting
Entry (—) Balance Entry (+)

A A

In our Lynk Software Services example, the company received $1,200 on October 3 from
R. Knox for consulting services that will be completed by December 31. The following journal
entry was prepared:

Oct. 3 Cash

1,200
Unearned Revenue

1,200

Now the Unearned Revenue account shows a credit balance of $1,200 in the October 31
trial balance. An evaluation of work performed by Lynk for Knox during October shows that
$400 of work was done. The adjusting entry shown in Illustration 3.14 is used to record this
revenue.

Basic The liability account Unearned Revenue is decreased by $400 for the services
Analysis provided and the revenue account Service Revenue is increased by $400.

. Assets = Liabilities + Owner's Equity
Equation —_— - '
Analvsi Unearned Revenue Service Revenue

nalysis —400 +400
Debit-Credit Debits decrease liabilities: Debit Unearned Revenue $400.
Analysis Credits increase revenues: Credit Service Revenue $400.
o Oct. 31 Unearned Revenue 400
Adjusting Service Revenue 400 G
Journal .
Entry To record revenue for services
provided in October.
Unearned Revenue Service Revenue

) Oct. 31 Adj. 400 | Oct. 4 1,200 Oct. 21 10,000

Posting Oct. 31 Bal. 800 25 800
31 Adj. 400
Oct. 31 Bal. 11,200

The liability Unearned Revenue now shows a balance of $800. This amount represents the
remaining advertising services to be performed in the future. At the same time, Service Reve-
nue shows that $400 of the related services were provided in October. If this adjustment is
not made, revenues and profit will be understated by $400 in the income statement.
As well, liabilities will be overstated by $400 and owner’s equity understated by that
amount on the October 31 balance sheet. (See Helpful Hint for recording journal entries
for Unearned Revenue.)

ILLUSTRATION 3.13

Adjusting for unearned
revenue

A = L +
+1,200 +1,200

OE

*Cash flows: +1,200

ILLUSTRATION 3.14

Service revenue accounts
after adjustment

HELPFUL HINT

Summary journal entries
for Unearned Revenue:
When cash received:
Cash
Unearned Revenue
To adjust:
Unearned Revenue
Service Revenue
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ILLUSTRATION 3.15

Accounting for unearned
revenues

IMlustration 3.15 summarizes the accounting for unearned revenues.

Accounting for Unearned Revenues

Reason for Accounts Before Adjusting
Examples Adjustment Adjustment Entry
Rent, magazine Unearned revenues Liabilities Dr. Liabilities

subscriptions, Cr. Revenues
customer deposits

for future service

recorded in liability overstated.
accounts are now Revenues
recognized as understated.

revenue for services
performed.

Across the Organization

skodonnell/iStockphoto

Gift Card Sales

Gift cards are among the hottest market-
ing tools in merchandising today. Custom-
ers purchase gift cards and give them to
someone for later use. Globally, gift card
sales average about US$90 billion.

Although these programs are popular
with marketing executives, they create Suppose that Sanjay Sharma purchases a $100 gift card at
accounting questions. Should revenue be recorded at the time Canadian Tire on December 24, 2020, and gives it to his wife,
the gift card is sold, or when it is exercised? How should expired Deepa, on December 25, 2020. On January 3, 2021, Deepa uses
gift cards be accounted for? Gift card sales can amount to millions the card to purchase a $100 barbecue. When do you think
of dollars for a company. For example, in 2016, Canadian Tire Canadian Tire should recognize revenue and why?

Corporation reported deferred revenue of $39.5 million, includ-
ing unearned revenue relating to gift cards.

Sources: Canadian Tire Corporation 2016 annual report; “Gift Card
Marketing,” First Data Canada, https://www.firstdatacanada.ca/sell-more/
gift-cards/, n.d.

ACTION PLAN

« Make sure you prepare
adjustments for the
correct time period.

» Adjusting entries
for prepaid expenses
require a debit to an
expense account and
a credit to an asset or
contra asset account.

« Adjusting entries for
unearned revenues
require a debit to a
liability account and a
credit to a revenue
account.

DO IT! 3.2 | Adjusting Entries for Prepayments

The trial balance of Panos Co. on March 31, 2021, includes the following selected accounts
before adjusting entries:

Debit Credit
Prepaid insurance $ 1,200
Supplies 2,800
Equipment 24,000
Accumulated depreciation—equipment $2,200
Unearned revenue 9,300

An analysis of the accounts shows the following:

1. A one-year insurance policy for $1,200 was purchased on March 1, 2021.
2. Supplies on hand at March 31, 2021, total $800.
3. Equipment was purchased on April 1, 2020, and has an estimated useful life of 10 years.

4. One-third of services related to the unearned revenue was performed in March 2021.

Prepare the adjusting entries for the month of March.



Solution

1. Mar. 31 Insurance Expense 100

Prepaid Insurance 100

To record insurance expired: $1,200 + 12.
Supplies Expense 2,000
Supplies 2,000
To record supplies used: $2,800 previously on
hand - $800 currently on hand = $2,000 used.

Depreciation Expense 200

Accumulated Depreciation—Equipment 200
To record monthly depreciation:
$24,000 + 10 X 1.

Unearned Revenue 3,100

Service Revenue 3,100

To record revenue for services performed:

$9,300 X /s = $3,100.

Related exercise material: BE3.2, BE3.3, BE3.4, BE3.5, BE3.6, BE3.7, BE3.8, BE3.9, E3.5, and E3.6.

Adjusting Entries for Accruals

LEARNING OBJECTIVE 3
Prepare adjusting entries for accruals.

The second category of adjusting entries is accruals. Unlike prepayments, which have already
been recorded in the accounts, accruals are not recognized through transaction journal entries
and thus are not included in the accounts. Accruals are required in situations where cash will
be paid or received after the end of the accounting period.

Until an accrual adjustment is made, the revenue account (and the related asset account)
is understated for accrued revenues. Similarly, the expense account (and the related liability
account) is understated for accrued expenses. Thus, adjusting entries for accruals increase
both a balance sheet account and an income statement account. We now look at each
type of adjusting entry for accruals—accrued revenues and accrued expenses—in more detail.

Adjusting Entries for Accruals  3-15

Business Insight

At Western University in London, Ontario,
as at campuses across the country, classes
for most students start in September and
end in April. Likewise, the university’s fis-
cal year end is April 30. So essentially, the
university closes its books at the same time
the students do. This cohesion helps the
university to satisfy the criteria needed to recognize revenues and
expenses at the appropriate time when services are performed
and expenses incurred, respectively.

Archive Photos/
Getty Images

spot for the coming year?

However, many students at Western take intersession
courses. They pay their course fees before the year end of April 30,
but the courses don’t start until May or later. The university delays
the recognition of that revenue until the following accounting
period, the one in which it provides the teaching services.

When should a university like Western recognize the advance
fees that students pay for residence admission to hold their

Accrued Revenues

Revenues for services performed but not yet recorded at the financial statement date are
accrued revenues (see Alternative Terminology). Accrued revenues may accumulate
(accrue) with the passage of time, as happens with interest revenue and rent revenue. These are
unrecorded because the earning of interest does not involve daily transactions. Companies do

ALTERNATIVE
TERMINOLOGY

Accrued revenues are also
called accrued receivables.



3-16 CHAPTER 3 Adjusting the Accounts

ILLUSTRATION 3.16

Adjusting entries for accrued
revenues

ILLUSTRATION 3.17

Adjustment for accrued
revenue

HELPFUL HINT

Summary journal entries
for accrued revenues:
To adjust at end of period
when services have been
performed but not recorded:
Accounts Receivable
Service Revenue
When cash is collected:
Cash
Accounts Receivable

A = L + OE

+200
-200

*Cash flows: +200

not record interest revenue daily because this is often impractical. Accrued revenues may also
result when services have been performed but the payment has not been billed or received, as
can happen with commissions and fees.

An adjusting entry is required for two purposes: (1) to show the receivable that exists at
the balance sheet date, and (2) to record the revenue for services performed during the period.
Before the adjustment is recorded, both assets and revenues are understated. Accordingly,
as shown in Illustration 3.16, an adjusting entry for accrued revenues results in an
increase (debit) to an asset account and an increase (credit) to a revenue account.

Accrued Revenues

Asset Revenue
Debit Adjusting Credit Adjusting
Entry (+) Entry (+)

A A

In October, Lynk Software Services performed services worth $200 that were not billed
to clients until November. Because these services have not been billed, they have not been
recorded. An adjusting entry on October 31 is required as shown in Illustration 3.17.

Basic The asset account Accounts Receivable is increased by $200 for the services
Analysis provided and the revenue account Service Revenue is increased by $200.

. Assets = Liabilities + Owner's Equity
Equation . _— —
Analysis Accounts Receivable Service Revenue

+200 +200
Debit-Credit Debits increase assets: Debit Accounts Receivable $200.
Analysis Credits increase revenues: Credit Service Revenue $200.
o Oct. 31 Accounts Receivable 200
Adjusting Service Revenue 200 -
Journal .
i To accrue revenue for services
performed but not billed or collected.
Accounts Receivable Service Revenue
Oct. 21 10,000| Oct.31 9,000 Oct. 21 10,000
Posting 31 Adj. 200 25 800
Oct. 31 Bal. 1,200 31  Adj. 400
31 Adj. 200
Oct. 31 Bal. 11,400

The asset Accounts Receivable shows that $1,200 is owed by clients at the balance sheet
date. The balance of $11,400 ($10,000 + $800 + $400 + $200) in Service Revenue represents
the total revenue for services performed during the month. Without the adjusting entry, as-
sets and owner’s equity on the balance sheet, and revenues and profit on the income
statement, will all be understated. (See Helpful Hint for a summary of journal entries
for accrued revenues.)

On November 10, Lynk receives $200 cash for the services performed in October. The
following entry is made:

Nov. 10 Cash 200
Accounts Receivable 200
To record cash collected on account.

The company records the collection of the receivables by a debit (increase) to Cash and
a credit (decrease) to Accounts Receivable. Illustration 3.18 summarizes the accounting for
accrued revenues.



Accounting for Accrued Revenues

Reason for Accounts Before Adjusting
Examples Adjustment Adjustment Entry
Interest, rent, Services performed Assets understated. Dr. Assets

Revenues Cr. Revenues

understated.

services but not yet paid for

in cash or recorded.

Accrued Expenses

Expenses incurred but not yet paid or recorded at the statement date are called accrued
expenses (see Alternative Terminology). Interest, rent, property taxes, and salaries can
be accrued expenses. Companies make adjustments for accrued expenses to record the obli-
gations that exist at the end of the current accounting period. In fact, accrued expenses result
from the same causes as accrued revenues; therefore, an accrued expense on the books of
one company is an accrued revenue for another company. For example, the $200 accrual of
revenue by Lynk is an accrued expense for the client that received the service.

Adjustments for accrued expenses are needed for two purposes: (1) to record the obli-
gations that exist at the balance sheet date, and (2) to recognize the expenses that apply to
the current accounting period. Before adjustment, both liabilities and expenses are under-
stated. Profit and owner’s equity are overstated. Therefore, an adjusting entry for accrued
expenses results in an increase (debit) to an expense account and an increase (credit)
to a liability account, as shown in Illustration 3.19.

Accrued Expenses

Expense Liability
Debit Adjusting Credit Adjusting
Entry (+) Entry (+)

A A

There are many types of expenses that might need to be accrued at the end of an account-
ing period. Two of the most common are interest and salaries.

Interest On October 2, Lynk Software Services signed a $5,000, three-month note payable,
due January 2, 2022. The note requires interest to be paid at an annual rate of 6%. The amount
of interest recorded is determined by three factors: (1) the principal amount of the note; (2) the
interest rate, which is always expressed as an annual rate; and (3) the length of time that the
note is outstanding (unpaid). The principal amount is the amount borrowed or the amount
still owed on a loan, separate from interest.

Interest is sometimes due monthly, and sometimes when the principal is due. For Lynk,
the total interest due on the $5,000 note at its due date three months later is $75 ($5,000 x
6% X 3/, months). Again note, interest rates are always expressed as an annual rate. Because
the interest rate is for one year, the time period must be adjusted for the fraction of the year
that the note is outstanding.

The formula for calculating interest and how it applies to Lynk Software Services for the
month of October are shown in Illustration 3.20 (see also Helpful Hint).

Principal Annual Interest Time in Terms Interest
Amount Rate of One Year
$5,000 X 6% x Yo = $25

Adjusting Entries for Accruals

3-17

ILLUSTRATION 3.18

Accounting for accrued
revenues

ALTERNATIVE
TERMINOLOGY

Accrued expenses are also
called accrued liabilities.

ILLUSTRATION 3.19

Adjusting entries for accrued
expenses

HELPFUL HINT

To make the illustration
easier to understand, we
have used a simplified
method for calculating
interest. In reality, interest
is calculated using the
exact number of days in the
interest period and year.

ILLUSTRATION 3.20

Formula for calculating
interest
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ILLUSTRATION 3.21

Adjustment for accrued
interest

HELPFUL HINT

Summary journal entries
for accrued interest:
To adjust at end of each
period when interest has
accrued, but it is not
recorded or due:
Interest Expense

Interest Payable
When interest and
principal are due and paid:
Interest Expense (for time
elapsed from last entry)
Interest Payable
Notes Payable

Cash

A = L + OE

-5,075 -75
-5,000

+ Cash flows: -5,075

ILLUSTRATION 3.22

Lynk Software’s pay periods

The accrued interest expense adjusting entry at October 31 is shown in Illustration 3.21.

Basic The liability account Interest Payable is increased by $25 for the accrued
Analysis interest; the expense account Interest Expense is increased by $25.

. Assets = Liabilities + Owner's Equity
Equation = — —
A i Interest Payable Interest Expense

nalysis s _—
+25 -25
Debit-Credit Debits increase expenses: Debit Interest Expense $25.
Analysis Credits increase liabilities: Credit Interest Payable $25.
Adjusting Oct. 31 Interest Expense 25
Journal Interest Payable 05 < Gum—
Entry To accrue interest on note payable.
Interest Expense Interest Payable
Posting 2 i

Oct. 31 Adj. 25 | | Oct. 31 Adj. 25

Interest Expense shows the interest charges for the month of October. The amount of
interest owed at the statement date is shown in Interest Payable. It will not be paid until the
note comes due, on January 2, 2022. The Interest Payable account is used instead of crediting
Notes Payable in order to show the two types of obligations (interest and principal) in the
accounts and statements. Without this adjusting entry, liabilities and interest expense
will be understated, and profit and owner’s equity will be overstated.

Since this is a three-month note, Lynk Software Services will also need to make identical
adjustments at the end of November and at the end of December to accrue for interest expense
incurred in each of these months. After the three adjusting entries have been posted, the bal-
ance in Interest Payable is $75 ($25 X 3). The following entry is made on January 2, 2022, when
the note and interest are paid:

Jan. 2 Interest Payable 75
Notes Payable 5,000
Cash 5,075

To record payment of note and interest.

This entry does two things: (1) it eliminates the liability for Interest Payable that was
recorded in the October 31, November 30, and December 31 adjusting entries; and (2) it elim-
inates the note payable. Notice also that the Interest Expense account is not included in this
entry, because the full amount of interest incurred was accrued in previous months. (See
Helpful Hint for a summary of journal entries for accrued interest.)

Salaries Some types of expenses, such as employee salaries and commissions, are paid
after the work has been performed. At Lynk Software, employees began work on October 11.
They are paid every two weeks and were last paid on October 25 for the pay period that ended
October 22. The next payment of salaries will not occur until November 8. As shown on the
calendar, in Illustration 3.22, there are five working days that remain unpaid at the end of
the month (October 25 to 29).
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Start of 3 4 5 6 71 8 9 7 8. 9 10 11 12 13
pay period b
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Adjustment period | Payday

Payday



At October 31, the salaries for the last five working days (Monday, October 25, to Friday,
October 29) represent an accrued expense and a related liability for Lynk Software because the
employees have worked but have not been paid for this work as at October 31 (they will be paid
November 8). (See Helpful Hint.)

Recall from Chapter 2 that each of the four employees earns a salary of $500 for a
five-day workweek, which is $100 per day. Thus, at October 31 the accrued salaries are $2,000
(4 employees x $100/day x 5 days). Lynk’s accrued salaries expense adjusting entry is shown
in Illustration 3.23.

Basic The liability account Salaries Payable is increased by $2,000 for the accrued
Analysis salaries; the expense account Salaries Expense is increased by $2,000.
. Assets = Liabilities + Owner’s Equity
S Salaries Payabl Salaries E
ER—. alaries Payable alaries Expense
+2,000 -2,000
Debit-Credit Debits increase expenses: Debit Salaries Expense $2,000.
Analysis Credits increase liabilities: Credit Salaries Payable $2,000.
Adjusting Oct. 31 Salaries Expense 2,000
Journal Salaries Payable 2,000 G
Entry To record accrued salaries.
Salaries Expense Salaries Payable
Oct. 31 Adj. 2,000
Posting OCt-25 4,000 )
31 Adj. 2,000
Oct. 31 Bal. 6,000

After this adjustment, the balance in Salaries Expense of $6,000 (4 employees X
$100/day x 15 days) is the actual salary expense for October. (The employees have
worked 15 days in October.)

The balance in Salaries Payable of $2,000 is the amount of the liability for salaries owed
as at October 31. Without this adjusting entry, Lynk’s expenses and liabilities will be
understated by $2,000. Profit and owner’s equity will be overstated by $2,000.

At Lynk Software, salaries are payable every two weeks. The next payday is November 8,
when total salaries of $4,000 will again be paid. The November 8 payment consists of $2,000
of salaries payable at October 31 plus $2,000 of salaries expense for November. The following
entry is therefore made on November 10:

Nov. 10 Salaries Payable 2,000
Salaries Expense 2,000
Cash 4,000

To record November 10 payroll.

This entry does two things: (1) it eliminates the liability for salaries payable that was
recorded in the October 31 adjusting entry, and (2) it records the proper amount of salaries ex-
pense for the five-day period from Monday, November 1, to Friday, November 5. (See Helpful
Hint for a summary of journal entries for accrued salaries.)

Ilustration 3.24 summarizes the accounting for accrued expenses.

Accounting for Accrued Expenses

Reason for Accounts Before Adjusting
Examples Adjustment Adjustment Entry
Interest, rent, Expenses have been Expenses understated. Dr. Expenses
salaries incurred but not Liabilities understated. Cr. Liabilities

yet paid in cash or
recorded.

Adjusting Entries for Accruals 3-19

HELPFUL HINT

Recognition of an accrued
expense does not mean
that a company is slow or
bad at paying its debts. The
accrued liability may not
be payable until after the
balance sheet date.

ILLUSTRATION 3.23

Adjustment for accrued
salaries payable

HELPFUL HINT

Summary journal entries
for accrued salaries:
To adjust at end of each
period when employees
have worked, but have not
been paid:
Salaries Expense

Salaries Payable
When salaries are paid the
next pay period:
Salaries Payable
Salaries Expense (for days
not recorded)

Cash
A = L + OE
-4,000 -2,000 -2,000

+ Cash flows: —4,000

ILLUSTRATION 3.24

Accounting for accrued
expenses
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All About You

You are probably paying a lot for your
education. According to Statistics Canada,
in 2017-18, the average undergraduate
tuition fee for Canadian full-time uni-
versity students was $6,571. If the cost
of books, supplies, student fees, trans-
portation, housing, and other expenses
MiguelMalo/iStockphoto/  is factored in, that amount can rise sub-
Getty Images stantially. In 2014-15, it was estimated
that the average four-year undergraduate degree in Canada cost
about $66,000.

That is the cost, but what is the future value of your educa-
tion? According to CIBC, “On average, higher education gives you
a leg up in the job market.” Post-secondary graduates are more
likely to be employed, and typically earn more money over their
lifetimes. The CIBC says that a bachelor’s degree results in 30%
higher earnings than those without one, while getting a master’s
degree or PhD adds another 15% in income.

There are also indirect benefits of post-secondary education.
Graduates tend to have higher literacy and financial management
skills, manage their health better, are more active in their com-
munity, and are more likely to pursue continuing education and
therefore adapt better to the information economy.

When you consider all these benefits, the money you’re
spending now on your education should be a significant advan-
tage to you in the future.

Sources: “Cost of Post-Secondary Education,” Government of Canada,
https://www.canada.ca/en/employment-social-development/programs/
post-secondary/cost.html; Statistics Canada, “Tuition Fees for Degree
Programs, 2017/2018,” The Daily, September 6, 2017; Benjamin Tal and
Emanuella Enenajor, “Degrees of Success: The Payoff to Higher Education
in Canada,” In Focus, CIBC Economics, August 26, 2013.

How should you account for the cost of your post-secondary
education? Should you be recognizing the cost as an expense
each year or should you recognize it as an asset?

Summary of Basic Relationships

ILLUSTRATION 3.25

Summary of adjusting entries

The four basic types of adjusting entries are summarized in Illustration 3.25. Take some
time to study and analyze the adjusting entries in the summary. Be sure to note that each
adjusting entry affects one balance sheet account and one income statement
account.

Type of Adjustment Accounts Before Adjustment Adjusting Entry

Prepaid expenses Assets overstated. Dr. Expenses

Unearned revenues

Accrued revenues

Accrued expenses

Expenses understated.

Liabilities overstated.

Revenu