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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
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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.



1-6 CHAPTER 1 Accountingin Action

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.



1-10 CHAPTER 1 Accountingin Action

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?






