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ACCOUNT CLASSIFICATION AND PRESENTATION

Normal
Account Title Classification Financial Statement Balance
A
Accounts Payable Current Liability Balance Sheet Credit
Accounts Receivable Current Asset Balance Sheet Debit
Accumulated Depreciation—Buildings | Plant Asset—Contra Balance Sheet Credit
Accumulated Depreciation—Equipment | Plant Asset—Contra Balance Sheet Credit
Administrative Expenses Operating Expense Income Statement Debit
Allowance for Doubtful Accounts Current Asset—Contra Balance Sheet Credit
Amortization Expense Operating Expense Income Statement Debit
B
Bad Debt Expense Operating Expense Income Statement Debit
Bonds Payable Long-Term Liability Balance Sheet Credit
Buildings Plant Asset Balance Sheet Debit
C
Cash Current Asset Balance Sheet Debit
Common Stock Stockholders’ Equity Balance Sheet Credit
Copyrights Intangible Asset Balance Sheet Debit
Cost of Goods Sold Cost of Goods Sold Income Statement Debit
D
Debt Investments Current Asset/ Balance Sheet Debit
Long-Term Investment
Depreciation Expense Operating Expense Income Statement Debit
Discount on Bonds Payable Long-Term Liability—Contra | Balance Sheet Debit
Dividend Revenue Other Income Income Statement Credit
Dividends Temporary account closed Retained Earnings Debit
to Retained Earnings Statement
Dividends Payable Current Liability Balance Sheet Credit
E
Equipment | Plant Asset | Balance Sheet | Debit
F
Freight-Out | Operating Expense | Income Statement | Debit
G
Gain on Disposal of Plant Assets Other Income Income Statement Credit
Goodwill Intangible Asset Balance Sheet Debit
I
Income Summary Temporary account closed Not Applicable (1)
to Retained Earnings
Income Tax Expense Income Tax Expense Income Statement Debit
Income Taxes Payable Current Liability Balance Sheet Credit
Insurance Expense Operating Expense Income Statement Debit
Interest Expense Other Expense Income Statement Debit
Interest Payable Current Liability Balance Sheet Credit
Interest Receivable Current Asset Balance Sheet Debit
Interest Revenue Other Income Income Statement Credit
Inventory Current Asset Balance Sheet (2) Debit




Normal

Account Title Classification Financial Statement Balance
L
Land Plant Asset Balance Sheet Debit
Loss on Disposal of Plant Assets Other Expense Income Statement Debit
M
Maintenance and Repairs Expense Operating Expense Income Statement Debit
Mortgage Payable Long-Term Liability Balance Sheet Credit
N
Notes Payable Current Liability/ Balance Sheet Credit
Long-Term Liability
P
Patents Intangible Asset Balance Sheet Debit
Paid-in Capital in Excess of Par Stockholders’ Equity Balance Sheet Credit
Value—Common Stock
Paid-in Capital in Excess of Par Stockholders’ Equity Balance Sheet Credit
Value—Preferred Stock
Preferred Stock Stockholders’ Equity Balance Sheet Credit
Premium on Bonds Payable Long-Term Liability—Contra | Balance Sheet Credit
Prepaid Insurance Current Asset Balance Sheet Debit
Prepaid Rent Current Asset Balance Sheet Debit
R
Rent Expense Operating Expense Income Statement Debit
Retained Earnings Stockholders’ Equity Balance Sheet and Retained | Credit
Earnings Statement
S
Salaries and Wages Expense Operating Expense Income Statement Debit
Salaries and Wages Payable Current Liability Balance Sheet Credit
Sales Discounts Revenue—Contra Income Statement Debit
Sales Returns and Allowances Revenue—Contra Income Statement Debit
Sales Revenue Revenue Income Statement Credit
Selling Expenses Operating Expense Income Statement Debit
Service Revenue Revenue Income Statement Credit
Stock Investments fgg;?;ﬁtset/Long_Term Balance Sheet Debit
Supplies Current Asset Balance Sheet Debit
Supplies Expense Operating Expense Income Statement Debit
T
Treasury Stock Stockholders’ Equity Balance Sheet Debit
U
Unearned Service Revenue Current Liability Balance Sheet Credit
Utilities Expense Operating Expense Income Statement Debit

(1) The normal balance for Income Summary will be credit when there is a net income, debit when there is a net loss. The Income
Summary account does not appear on any financial statement.
(2) If a periodic system is used, Inventory also appears on the income statement in the calculation of cost of goods sold.




The following is a sample chart of accounts. It does not represent a comprehensive chart of all the accounts used in
this textbook but rather those accounts that are commonly used. This sample chart of accounts is for a company
that generates both service revenue as well as sales revenue. It uses the perpetual approach to inventory. If a periodic
system was used, the following temporary accounts would be needed to record inventory purchases: Purchases,

Freight-In, Purchase Returns and Allowances, and Purchase Discounts.
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From the Authors

Dear Student,

Why This Course? Remember your biology course in high school? Did you have one
of those “invisible man” models (or maybe something more high-tech than that)
that gave you the opportunity to look “inside” the human body? This accounting
course offers something similar. To understand a business, you have to understand
the financial insides of a business organization. An accounting course will help

you understand the essential financial components of businesses. Whether you

are looking at a large multinational company like Apple or Starbucks or a single-
owner software consulting business or coffee shop, knowing the fundamentals of
accounting will help you understand what is happening. As an employee, a manager,
an investor, a business owner, or a director of your

own personal finances—any of which roles you
will have at some point in your life—you will make
better decisions for having taken this course.

“Whether you are looking at a large
multinational company like Apple or
Starbucks or a single-owner software
Why This Book? Hundreds of thousands of students | consulting business or coffee shop,
have used this textbook. Your instructor has chosen | knowing the fundamentals of account-
it for you because of its trusted reputation. The ing will help you understand what is
authors have worked hard to keep the book fresh, happening.”

timely, and accurate.

How to Succeed? We've asked many students and many instructors whether there
is a secret for success in this course. The nearly unanimous answer turns out to be
not much of a secret: “Do the homework.” This is one course where doing is learn-
ing. The more time you spend on the homework assignments—using the various
tools that this textbook provides—the more likely you are to learn the essential
concepts, techniques, and methods of accounting. Besides the textbook itself,
WileyPLUS and the book’s companion website also offer various support resources.

Good luck in this course. We hope you enjoy the experience and that you put to
good use throughout a lifetime of success the knowledge you obtain in this course.
We are sure you will not be disappointed.

Paul D. Kimmel
Jerry J. Weygandt
Donald E. Kieso
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Developing effective problem solving skills requires
practice, relevant feedback, and insightful examples.

New PRACTICE QUESTIONS

WITH SOLUTIONS include:

ese
BRIEF EXERCISES RESOURCES Do 11 Review 7-3
Do lt* Beview 71 Your answer is partially comect. Try again,
L]0 1t Raview 73]
e Wilkingon Company estabished  §105 petty cash fund on August 1, On August 31, the fund had §7 cash
remaining and petty cash receipts for postage $36, office supplies $31, and miscellaneous expense $28.
EX E RC IS ES Prepare journal antries to astablish the fund on August 1 and replenish the fund on August 31, (Credit
— account titles are automatically indented when amount is entered, Do not indent manually.}
.
DO IT! Exercises R ST ) 1 ) 1 )
1 cash A | 1T 105|
PROBLEMS Aug. 31 fRcetane Expense i | 3| 1 |
Tovmeties | # 31 T |
Miscellansous Expense | 2| J
. . . 1 Cashoverandshort | [l 1 f |
All new practice questions provide
assessment, helping students see what SOLCTIONS TOFRACIICE SHERCEES
1. (a) Activity Cost Pools Cost Drivers Estimated Overhead
they understand and where they can Ol e = b
Design Number of sctups
Improve. Activity-based overhead rates:
Cutting Design
. . . . ?Bol:;&ﬂ] = §2 per machine hour SSIT;D!?O = §370 per sctup
Algorithmic versions of the questions '
Wool Cotton
allow students to revisit practice bl vosdag
. . 100,000 = §2 £200,000
questions until they understand a 100,000  $2 §200,000
Design
H 1,000 x §370 370,000
topic completely. 500 x $370 185,000
Total cost allocated £570,000 £385,000
(b) Estimated overhead _ $955,000 _ ., T
Diroct Inbors hours ~ 477,500 -2 Per dircoct labor hour

Solutions to select exercises and problems
are now available at the end of each chapter

INSTRUCTIONS

Prepare a schedule to determine the correct inventory amount. Provide explanations for

P> LEARNING OBJECTIVES REVIEW

1 Discuss how to classify and determine inventory.
Merchandisers need only one inventory classification,

Inventory turnover is calculated as cost of goods sold
divided by average inventory. It can be converted to

each item above, saying why you did or did not make an adjustment for each item.

SOLUTION

merchandise inventory, to describe the different items  average days in inventory by dividing 365 days by the 1. Ending inventory—as reported $650,000

that make up total inventory. Manufacturers, on the  inventory turnover. A higher inventory turnover or lower . R

other hand, usually classify inventory into three catego-  average days in inventory suggests that management is 1. Subtract from inventory: The goods belong to )

ries: finished goods, work in process, and raw materi-  {rying to keep inventory levels low relative to its sales Bosnia Corporation. Sergei is merely holding them for Bosnia. (200,000

als. To inventory i ; evel] : 2. Add to inventory: The goods belong to Sergei when

ers (1) take a physical inventory of goods on hand and The LIFO reserve represents the difference between they were shipped. 40,000

(2) determine the ownership of goods in transit or on  ending inventory using LIFO and ending inventory if FIFO X . ’

consignment. were employed instead. For some companies this differ- 3. Subtract from inventory: Office supplies should be

2 . § n . encecan be significant, and ignoring it can lead to inappro- carried in a separate account. They are not considered inventory

2 Apply inventory cost flow methods and discuss their  prigie conclusions when using the current ratio or inven- held for resale. (15,000)

financial effects. The primary basis of accounting for (o1 umover. - 3

inventories is cost. Cost includes all expenditures neces- - 4. Add to inventory: The goods belong to Sergei until

sary to acquire goods and place them in a condition ready ~ *4 Apply inventory cost flow methods to perpetual inven- they are shipped (Jan. 1) 30,000
£ thao ol A - D). !

for sale. Cost of goods available for sale includes (a) cost ~ tory records. Under FI

of beginning inventory and (b) cost of goods purchased. ~ on hand prior to each s: SOLUTIONS
The inventory cost flow methods are specific identification ~ Under LIFO, the cost of L . L N .
and three assumed cost flow methods—FIFO, LIFO, and  sale is charged to cost 1. (d) A physical inventory is usually taken when a limited number of goods are being sold or received, and at the end

of the company’s fiscal year. Choice (a) is incorrect because a physical inventory count is usually taken when the com-
pany has the least, not greatest, amount of inventory. Choices (b) and (c) are correct, but (d) is the better answer.

cost method, a new av
purchase.

average-cost.
The cost of goods available for sale may be allocated

to cost of goods sold and ending inventory by specific %5 | gicate the effects 2. (a) Goods held on consignment should not be included because another company has title (ownership) to the
T o by o e o e “f*“‘:‘e(‘;l;‘g; cial statements. In th goods. The other choices are incorrect because (b) goods shipped on consignment to another company and
":’e";"-md ;"‘s‘i’]“"s‘f: éi:)ew::“:gén :[ é‘:m'i‘:vsgfz :’“\‘d higher 7% (1) ?fn error in () goods in transit from another company shipped FOB shipping point should be included in a company’s ending
net income than the average-cost and the last-in, firsbout  1VeTSe r: rZ:tu la_nmnit inventory. Choice (d) is incorrect because (a) is not included in the physical inventory.
(LIFO) methods. The reverse is true when prices are fall- - ;- versa). (2) An err 3. (b) The inventory held on consignment by Rogers should be included in Railway’s inventory balance at cost
ing. In the balance sheet, FIFO results in an ending inven- "o "l Con e ($35,000). The purchased goods of $13,000 should not be included in inventory until January 3 because the goods
tory that is closest o current value, whereas the inven- 4 oniory requles in o are shipped FOB destination. Therefore, the correct amount of inventory is $215,000 ($180,000 + $35,000), not
tory under LIFO is the farthest from current value. LIFO /R PV P > 0 () $230,000, (¢) $228,000, or (d) $193,000.
4. (c) Under FIFO, ending inventory will consist of 5,000 units from the Nov. 8 purchase and 4,000 units from the
June 19 purchase. Therefore, ending inventory is (5,000 X $13) + (4,000 X $12) = $113,000, not (a) $99,000,
(b) $108,000, or (d) $117,000.
5. (d) Under LIFO, ending inventory will consist of 8,000 units from the inventory at Jan. 1 and 1,000 units from the

June 19 purchase. Therefore, ending inventory is (8,000 X $11) + (1,000 X $12) = $100,000, not (a) $113,000,
(b) $108,000, or (c) $99,000.
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Focus on the Accounting Cycle

To help students master accounting cycle concepts, we added (1) new, recurring illustrations that show students the
big picture of the accounting cycle, (2) new comprehensive accounting cycle exercises and problems, and (3) new
accounting cycle questions in the Test Bank and WileyPLUS with ORION.

Student Practice and Solutions

New practice opportunities with solutions are integrated throughout the textbook and WileyPLUS course. Each textbook
chapter now provides students with a Review and Practice section that includes learning objective summaries, multiple-
choice questions with feedback for each answer choice, practice exercises with solutions, and a practice problem with a
solution. Also, all learning objective modules in the textbook are followed by a exercise with an accompanying solution.

In WileyPLUS, two brief exercises, two exercises, two exercises, and a new problem are available for practice
with each chapter. All of the new practice questions are algorithmic, providing students with multiple opportunities for
advanced practice. WileyPLUS assessment now includes new narrative student feedback.

WileyPLUS with ORION

Over 5,000 questions, including new medium-level, computational, and accounting-cycle-based questions, are avail-
able for practice and review. WileyPLUS with ORION is an adaptive study and practice tool that helps students build
proficiency in course topics.

WileyPLUS Videos

Over 350 videos are available in WileyPLUS. More than 150 of the videos are new to the Sixth Edition. The videos walk
students through relevant homework problems and solutions, review important concepts, provide overviews of Excel
skills, and explore topics in a real-world context.

Updated Content and Design

We scrutinized all content to find new ways to engage students and help them learn accounting concepts.

A new learning objective structure helps students practice their understanding of concepts with exercises before
they move on to different topics in other learning objectives. Coupled with a new interior design, revised infographics,
and the newly designed interactive chapter tutorials, the new outcomes-oriented approach motivates students and
helps them make the best use of their time.

Real World Context: Feature Stories and Comprehensive Problems

New feature stories frame chapter topics in a real-world company example. Also, the feature stories now closely cor-
relate with the Using Decision Tools problem at the end of each chapter. In WileyPLUS, real-world Insight boxes now
have questions that can be assigned as homework.

Excel

New Excel skill videos help students understand Excel features they can apply in their accounting studies. A continuing
Excel tutorial is also available at the end of each managerial chapter.

More information about the Sixth Edition is available on the book’s website at www.wiley.com/college/kimmel.
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Introduction to Financial Statements

The Chapter Preview describes the purpose of the chapter and highlights
CHAPTER PREVI EW major topics.

How do you start a business? How do you determine whether your business is making or losing

money? How should you finance expansion—should you borrow, should you issue stock, should

you use your own funds? How do you convince banks to lend you money or investors to buy your

stock? Success in business requires making countless decisions, and decisions require financial

information.

The purpose of this chapter is to show you what role accounting plays in providing financial

information.

The Chapter Outline presents the chapter’s topics and subtopics, as well as practice opportunities.

CHAPTER OUTLINE

LEARNING OBJECTIVES

|dentify the forms of business
1 | organization and the uses of
accounting information.

PRACTICE
DO IT!

e Forms of business
organization

® Users and uses of financial
information

e Ethics in financial reporting

Business Organization
Forms

Explain the three principal types of
2| Explein the th
usiness activity.

DO IT!

® Financing activities
® Investing activities

2 | Business Activities
e Operating activities

Describe the four financial statements
3
and how they are prepared.

® Income statement

¢ Retained earnings statement

® Balance sheet

e Statement of cash flows

¢ Interrelationships of statements
e Other annual report elements

DO IT!
3a Financial Statements
3 [3b Components of Annual
Reports

Go to the REVIEW AND PRACTICE section at the end of the chapter for a targeted summary and exercises with solutions.

Visit WileyPLUS for additional tutorials and practice opportunities.
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 FEATURE STORY

The Feature Story helps you picture how the chapter topic relates to the real world of accounting and business.

Many students who take this course do not plan to be
accountants. If you are in that group, you might be
thinking, “If I'm not going to be an accountant, why
do I need to know accounting?”
Well, consider this quote from
Harold Geneen, the former
chairman of IT&T: “To be good at
your business, you have to know
the numbers—cold.” In business,
accounting and financial
statements are the means for
communicating the numbers. If
you don't know how to read financial statements, you
can't really know your business.

Knowing the numbers is sometimes even a matter of
corporate survival. Consider the story of Columbia
Sportswear Company, headquartered in Portland,
Oregon. Gert Boyle's family fled Nazi Germany when
she was 13 years old and then purchased a small hat
company in Oregon, Columbia Hat Company. In 1971,
Gert's husband, who was then running the company,
died suddenly of a heart attack. The company was in
the midst of an aggressive expansion, which had taken
its sales above $1 million for the first time but which
had also left the company financially stressed. Gert
took over the small, struggling company with help from
her son Tim, who was then a senior at the University of
Oregon. Somehow, they kept the company afloat.

Knowing the
Numbers

Today, Columbia has more than 4,000 employees and

annual sales in excess of $1 billion. Its brands include

Columbia, Mountain Hardwear, Sorel, and Montrail.
Gert still heads up the Board of
Directors, and Tim is the company's
President and CEQO.

Columbia doesn't just focus on
financial success. The company is very
committed to corporate, social, and
environmental responsibility. For
example, several of its factories have
participated in a project to increase
health awareness of female factory workers in developing
countries. Columbia was also a founding member of the
Sustainable Apparel Coalition, which is a group that
strives to reduce the environmental and social impact of
the apparel industry. In addition, it monitors all of the
independent factories that produce its products to
ensure that they comply with the company’s Standards of
Manufacturing Practices. These standards address issues
including forced labor, child labor, harassment, wages
and benefits, health and safety, and the environment.

Employers such as Columbia Sportswear generally
assume that managers in all areas of the company
are "financially literate.” To help prepare you for
that, in this textbook you will learn how to read and
prepare financial statements, and how to use basic
tools to evaluate financial results.
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LEARNING 1
OBJECTIVE

Sole Proprietorship
-Simple to establish
-Owner controlled
-Tax advantages

-Simple to establish
-Shared control

-Broader skills and resources

-Tax advantages

Corporation

-Easier to transfer ownership

-Easier to raise funds
-No personal liability

ALTERNATIVE TERMINOLOGY

Stockholders are sometimes
called shareholders.

Identify the forms of business organization and the uses of

accounting information.

Suppose you graduate with a business degree and decide you want to start your
own business. But what kind of business? You enjoy working with people, espe-
cially teaching them new skills. You also spend most of your free time outdoors,
kayaking, backpacking, skiing, rock climbing, and mountain biking. You think
you might be successful in opening an outdoor guide service where you grew up,
in the Sierra Nevada mountains.

FORMS OF BUSINESS ORGANIZATION

Your next decision is to determine the organizational form of your business. You
have three choices—sole proprietorship, partnership, or corporation.

SOLE PROPRIETORSHIP You might choose the sole proprietorship form for your
outdoor guide service. A business owned by one person is a sole proprietorship.
It is simple to set up and gives you control over the business. Small owner-
operated businesses such as barber shops, law offices, and auto repair shops are
often sole proprietorships, as are farms and small retail stores.

PARTNERSHIP Another possibility is for you to join forces with other individuals
to form a partnership. A business owned by two or more persons associated as
partners is a partnership. Partnerships often are formed because one individual
does not have enough economic resources to initiate or expand the business.
Sometimes partners bring unique skills or resources to the partnership. You
and your partners should formalize your duties and contributions in a written
partnership agreement. Retail and service-type businesses, including professional
practices (lawyers, doctors, architects, and certified public accountants), often
organize as partnerships.

CORPORATION As a third alternative, you might organize as a corporation. A busi-
ness organized as a separate legal entity owned by stockholders is a corporation.
Investors in a corporation receive shares of stock to indicate their ownership
claim. Buying stock in a corporation is often more attractive than investing in a
partnership because shares of stock are easy to sell (transfer ownership). Selling
a proprietorship or partnership interest is much more involved. Also, individuals
can become stockholders by investing relatively small amounts of money. There-
fore, it is easier for corporations to raise funds. Successful corporations often
have thousands of stockholders, and their stock is traded on organized stock
exchanges like the New York Stock Exchange. Many businesses start as sole pro-

Alternative Terminology
notes present synonymous
terms that you may come

prietorships or partnerships and eventually incorporate.

Other factors to consider in deciding which organizational form to choose
are taxes and legal liability. If you choose a sole proprietorship or partnership,
you generally receive more favorable tax treatment than a corporation. However,
proprietors and partners are personally liable for all debts and legal obligations
of the business; corporate stockholders are not. In other words, corporate stock-
holders generally pay higher taxes but have no personal legal liability. We will
discuss these issues in more depth in a later chapter.

Finally, while sole proprietorships, partnerships, and corporations represent
the main types of business organizations, hybrid forms are now allowed in all
states. These hybrid business forms combine the tax advantages of partnerships
with the limited liability of corporations. Probably the most common among
these hybrids types are limited liability companies (LLCs) and subchapter S
corporations. These forms are discussed extensively in business law classes.

The combined number of proprietorships and partnerships in the United
States is more than five times the number of corporations. However, the revenue

across in practice.
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produced by corporations is eight times greater. Most of the largest businesses
in the United States—for example, Coca-Cola, ExxonMobil, General Motors,
Citigroup, and Microsoft—are corporations. Because the majority of U.S. business
is done by corporations, the emphasis in this textbook is on the corporate form of
organization.

USERS AND USES OF FINANCIAL INFORMATION

The purpose of financial information is to provide inputs for decision-making.
Accounting is the information system that identifies, records, and communicates
the economic events of an organization to interested users. Users of accounting
information can be divided broadly into two groups: internal users and external users.

Internal Users

Internal users of accounting information are managers who plan, organize, and
run a business. These include marketing managers, production supervisors,
finance directors, and company officers. In running a business, managers
must answer many important questions, as shown in Illustration 1-1.

Questions Asked by Internal Users

ILLUSTRATION 1-1
Questions that internal users ask

Snack chips  Beverages

Finance Marketing Human Resources Management
Is cash sufficient to pay ~ What price should Apple charge Can General Motors afford Which PepsiCo product line is
dividends to for an iPad to maximize the to give its employees pay the most profitable? Should any
Microsoft stockholders? company's net income? raises this year? product lines be eliminated?

To answer these and other questions, you need detailed information on a timely
basis. For internal users, accounting provides internal reports, such as financial
comparisons of operating alternatives, projections of income from new sales
campaigns, and forecasts of cash needs for the next year. In addition, companies
present summarized financial information in the form of financial statements.

1 The original Clif Bar® energy bar
was created in 1990 after six
. months of experimentation by
Gary Erickson and his mother in
' her kitchen. Today, the company
| has almost 300 employees and

decisions.

| is considered one of the leading
Landor’s Breakaway Brands®. One
of Clif Bar & Company’s proudest
moments was the creation of an
employee stock ownership plan

© Dan Moore/iStockphoto

additional questions.)

Accounting Across the
Organization boxes show
applications of accounting
information in various
business functions.

ACCOUNTING ACROSS THE ORGANIZATION el § -1 Yot 1, T-E1)Y

Owning a Piece of the Bar (ESOP) in 2010. This plan gives its employees 20% ownership
of the company. The ESOP also resulted in Clif Bar enacting an
open-book management program, including the commitment
to educate all employee-owners about its finances. Armed
with basic accounting knowledge, employees are more aware
of the financial impact of their actions, which leads to better

What are the benefits to the company and to the
employees of making the financial statements available
to all employees? (Go to WileyPLUS for this answer and
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External Users

There are several types of external users of accounting information. Investors
(owners) use accounting information to make decisions to buy, hold, or sell stock.
Creditors such as suppliers and bankers use accounting information to evaluate
the risks of selling on credit or lending money. Some questions that investors and
creditors may ask about a company are shown in Illustration 1-2.

Questions Asked by External Users

What do we do

Investors Investors Creditors
Is General Electric earning How does Disney compare in size Will United Airlines be able
satisfactory income? and profitability with Time Warner? to pay its debts as they come due!

ILLUSTRATION 1-2
Questions that external users ask

The information needs and questions of other external users vary consider-
ably. Taxing authorities, such as the Internal Revenue Service, want to know
whether the company complies with the tax laws. Customers are interested in
whether a company like General Motors will continue to honor product warran-
ties and otherwise support its product lines. Labor unions, such as the Major
League Baseball Players Association, want to know whether the owners have the
ability to pay increased wages and benefits. Regulatory agencies, such as the
Securities and Exchange Commission or the Federal Trade Commission, want to
know whether the company is operating within prescribed rules. For example,
Enron, Dynegy, Duke Energy, and other big energy-trading companies reported
record profits at the same time as California was paying extremely high prices for
energy and suffering from blackouts. This disparity caused regulators to inves-
tigate the energy traders to make sure that the profits were earned by legitimate
and fair practices.

ACCOUNTING ACROSS THE ORGANIZATION

them quantify and understand. Making a sale is meaningless

Spinning the Career Wheel

unless it is a profitable sale.

How will the study of accounting Finance: Do you want to be a banker for Citicorp, an invest-

” :
help you? A working knowledge ment analyst for Goldman Sachs, or a stock broker for Merrill

of ‘accounting is desirable for Lynch? These fields rely heavily on accounting knowledge to an-

virtually every field of business. alyze financial statements. In fact, it is difficult to get a good job

Somt.e examples of |:10w account- in a finance function without two or three courses in accounting.
ing is used in business careers
include the following.

General management: Managers
of Ford Motors, Massachusetts

General Hospital, California

Real estate: Are you interested in being a real estate broker
for Prudential Real Estate? Because a third party—the bank—
is almost always involved in financing a real estate transaction,
brokers must understand the numbers involved: Can the buyer

oo afford to make the payments to the bank? Does the cash flow
State University—Fullerton, a

McDonald'’s franchise, and a Trek
bike shop all need to understand
accounting data in order to make wise business decisions. How might accounting help you? (Go to WileyPLUS for
Marketing: Marketing specialists at Procter & Gamble must  this answer and additional questions.)

be sensitive to costs and benefits, which accounting helps

from an industrial property justify the purchase price? What
are the tax benefits of the purchase?
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ETHICS IN FINANCIAL REPORTING

People won'’t gamble in a casino if they think it is “rigged.” Similarly, people won't
“play” the stock market if they think stock prices are rigged. At one time, the
financial press was full of articles about financial scandals at Enron, WorldCom,
HealthSouth, and AIG. As more scandals came to light, a mistrust of financial
reporting in general seemed to be developing. One article in the Wall Street
Journal noted that “repeated disclosures about questionable accounting prac-
tices have bruised investors’ faith in the reliability of earnings reports, which
in turn has sent stock prices tumbling.” Imagine trying to carry on a business
or invest money if you could not depend on the financial statements to be hon-
estly prepared. Information would have no credibility. There is no doubt that a
sound, well-functioning economy depends on accurate and dependable finan-
cial reporting.

United States regulators and lawmakers were very concerned that the econ-
omy would suffer if investors lost confidence in corporate accounting because of
unethical financial reporting. Congress passed the Sarbanes-Oxley Act (SOX)
to reduce unethical corporate behavior and decrease the likelihood of future
corporate scandals. As a result of SOX, top management must now certify the
accuracy of financial information. In addition, penalties for fraudulent financial
activity are much more severe. Also, SOX increased both the independence of the
outside auditors who review the accuracy of corporate financial statements and
the oversight role of boards of directors.

Effective financial reporting depends on sound ethical behavior. To sensi-
tize you to ethical situations and to give you practice at solving ethical dilem-
mas, we address ethics in a number of ways in this textbook. (1) A number of
the Feature Stories and other parts of the text discuss the central importance
of ethical behavior to financial reporting. (2) Ethics Insight boxes and marginal
Ethics Notes highlight ethics situations and issues in actual business settings.
(3) Many of the People, Planet, and Profit Insight boxes focus on ethical issues
that companies face in measuring and reporting social and environmental
issues. (4) At the end of each chapter, an Ethics Case simulates a business
situation and asks you to put yourself in the position of a decision-maker in
that case.

When analyzing these various ethics cases and your own ethical experiences,
you should apply the three steps outlined in Illustration 1-3.

Solving an Ethical Dilemma

< ETHICS NOTE

Circus-founder P.T. Barnum is
alleged to have said, “Trust
everyone, but cut the deck.”
What Sarbanes-Oxley does is
to provide measures that (like
cutting the deck of playing
cards) help ensure that fraud
will not occur.

Ethics Notes help sensitize
you to some of the ethical
issues in accounting.

ILLUSTRATION 1-3
Steps in analyzing ethics cases

I. Recognize an ethical
situation and the ethical
issues involved.

Use your personal ethics to
identify ethical situations and
issues. Some businesses and
professional organizations
provide written codes of
ethics for guidance in some
business situations.

2. Identify and analyze
the principal elements

in the situation.

Identify the stakeholders—
persons or groups who may
be harmed or benefited. Ask
the question: What are the

3. Identify the alternatives,
and weigh the impact of
each alternative on various
stakeholders.

Select the most ethical
alternative, considering all the
consequences. Sometimes there

responsibilities and obligations will be one right answer. Other

of the parties involved?

situations involve more than
one right solution; these
situations require you to
evaluate each alternative and
select the best one.

7
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“| felt the pressure.” That's what some
of the employees of the now-defunct
law firm of Dewey & LeBoeuf LLP
indicated when they helped to over-
state revenue and use accounting
tricks to hide losses and cover up cash

for the former finance director and for-
mer chief financial officer (CFO) of the

SaNgl[OiSR\S{[cioll Dewey & LeBoeuf LLP

| Felt the Pressure— e “lintentionally gave the auditors incorrect information in
Would You? the course of the audit.”

What happened here is that a small group of lower-level
employees over a period of years carried out the instructions
of their bosses. Their bosses, however, seemed to have no
concern as evidenced by various e-mails with one another
in which they referred to their financial manipulations as
accounting tricks, cooking the books, and fake income.

shortages. These employees worked

Source: Ashby Jones, "Guilty Pleas of Dewey Staff Detail the
Alleged Fraud,” Wall Street Journal (March 28, 2014).

Alliance/Shutterstock firm. Here are some of their comments:

e "] was instructed by the CFO to create invoices, knowing
they would not be sent to clients. When | created these

Why did these employees lie, and what do you believe
should be their penalty for these lies? (Go to WileyPLUS
for this answer and additional questions.)

invoices, | knew that it was inappropriate.”

Insight boxes provide examples of business situations from various perspectives—ethics, investor, international, and
corporate social responsibility. Guideline answers to the critical thinking questions are available in WileyPLUS and at
www.wiley.com/college/weygandt. Additional questions are offered in WileyPLUS.

DO IT! }1 Business Organization Forms

DO IT! exercises prompt you
to stop and review the key
points you have just studied.
The Action Plan offers you
tips about how to approach
the problem.

Action Plan

¢/ Know which organiza-
tional form best matches
the business type, size,
and preferences of the
owner(s).

In choosing the organizational form for your outdoor guide service, you should consider
the pros and cons of each. Identify each of the following organizational characteristics
with the organizational form or forms with which it is associated.

1.
. Simple to establish.

U B W N

Easier to raise funds.

. No personal legal liability.
. Tax advantages.

. Easier to transfer ownership.

SOLUTION

i A W N

. Easier to raise funds: Corporation.

. Simple to establish: Sole proprietorship and partnership.
. No personal legal liability: Corporation.

. Tax advantages: Sole proprietorship and partnership.

. Easier to transfer ownership: Corporation.

Related exercise material: BE1-1 and ey 1-1.

LEARNING 2
OBJECTIVE

Explain the three principal types of business activity.

All businesses are involved in three types of activity—financing, investing, and

operating. For example, Gert Boyle’s parents, the founders of Columbia Sports-
wear, obtained cash through financing to start and grow their business. Some of
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this financing came from personal savings, and some likely came from outside
sources like banks. The family then invested the cash in equipment to run the
business, such as sewing equipment and delivery vehicles. Once this equipment
was in place, they could begin the operating activities of making and selling
clothing.

The accounting information system keeps track of the results of each of the
various business activities—financing, investing, and operating. Let’s look at each
type of business activity in more detail.

FINANCING ACTIVITIES

It takes money to make money. The two primary sources of outside funds for
corporations are borrowing money (debt financing) and issuing (selling) shares
of stock in exchange for cash (equity financing).

Columbia Sportswear may borrow money in a variety of ways. For example,
it can take out a loan at a bank or borrow directly from investors by issuing debt
securities called bonds. Persons or entities to whom Columbia owes money are its
creditors. Amounts owed to creditors—in the form of debt and other obligations—
are called liabilities. Specific names are given to different types of liabilities,
depending on their source. Columbia may have a note payable to a bank for the
money borrowed to purchase delivery trucks. Debt securities sold to investors that
must be repaid at a particular date some years in the future are bonds payable.

Corporations also obtain funds by selling shares of stock to investors. Common
stock is the term used to describe the total amount paid in by stockholders for
the shares they purchase.

The claims of creditors differ from those of stockholders. If you loan money
to a company, you are one of its creditors. In lending money, you specify a pay-
ment schedule (e.g., payment at the end of three months). As a creditor, you have
a legal right to be paid at the agreed time. In the event of nonpayment, you may
legally force the company to sell property to pay its debts. In the case of financial
difficulty, creditor claims must be paid before stockholders’ claims.

Stockholders, on the other hand, have no claim to corporate cash until the
claims of creditors are satisfied. Suppose you buy a company’s stock instead of
loaning it money. You have no legal right to expect any payments from your stock
ownership until all of the company’s creditors are paid amounts currently due.
However, many corporations make payments to stockholders on a regular basis
as long as there is sufficient cash to cover required payments to creditors. These
cash payments to stockholders are called dividends.

INVESTING ACTIVITIES

Once the company has raised cash through financing activities, it uses that cash
in investing activities. Investing activities involve the purchase of the resources
a company needs in order to operate. A growing company purchases many
resources, such as computers, delivery trucks, furniture, and buildings. Resources
owned by a business are called assets. Different types of assets are given different
names. For example, Columbia Sportswear’s sewing equipment is a type of asset
referred to as property, plant, and equipment.

Cash is one of the more important assets owned by Columbia or any other
business. If a company has excess cash that it does not need for a while, it might
choose to invest in securities (stocks or bonds) of other corporations. Invest-
ments are another example of an investing activity.

OPERATING ACTIVITIES

Once a business has the assets it needs to get started, it begins operations.
Columbia Sportswear is in the business of selling outdoor clothing and footwear.
It sells TurboDown jackets, Millenium snowboard pants, Sorel® snow boots,

Financing

Mountain
Sportswear

Investing

ALTERNATIVE TERMINOLOGY
Property, plant, and equipment is
sometimes called fixed assets.

Operating





