Chapter 1 Introduction to Accounting and Business

This transaction increases Cash under Assets (on the left side of the equation) by
$25,000. To balance the equation, Common Stock under Stockholders’ Equity (on the
right side of the equation) increases by the same amount.

The effect of this transaction on NetSolutions’ accounting equation is as follows:

Assets | = [ Stockholders’ Equity

Cash = Common Stock

a. 25,000 25,000

The preceding accounting equation is only for the business, NetSolutions. Under
the business entity concept, Chris’s personal assets, such as a home or personal bank
account, and personal liabilities are excluded from the equation.

Nov. 5, 2015 NetSolutions paid $20,000 for the purchase of land as a future
building site.

The land is located in a business park with access to transportation facilities. Chris
Clark plans to rent office space and equipment during the first phase of the business
plan. During the second phase, Chris plans to build an office and a warehouse for
NetSolutions on the land.

The purchase of the land changes the makeup of the assets, but it does not change
the total assets. The items in the equation prior to this transaction and the effect of
the transaction follow. The new amounts are called balances.

Assets = (Stockholders’ Equity
Cash 4 Land Common Stock
Bal. 25,000 = 25,000
D 20,000 20,000
Bal. 5,000 20,000 25,000

Nov. 10, 2015  NetSolutions purchased supplies for $1,350 and agreed to pay
the supplier in the near future.

You have probably used a credit card to buy clothing or other merchandise. In this type of
transaction, you received clothing for a promise to pay your credit card bill in the future.
That is, you received an asset and incurred a liability to pay a future bill. NetSolutions
entered into a similar transaction by purchasing supplies for $1,350 and agreeing to pay
the supplier in the near future. This type of transaction is called a purchase on account
and is often described as follows: Purchased supplies on account, $1,350.

The liability created by a purchase on account is called an account payable. Items
such as supplies that will be used in the business in the future are called prepaid
expenses, which are assets. Thus, the effect of this transaction is to increase assets
(Supplies) and liabilities (Accounts Payable) by $1,350, as follows:

Assets = | Liahilities + Stockholders’ Equity
Accounts Common Stock
Cash + Supplies + Land _ Payable
Bal. 5,000 20,000 25,000
€. 1,350 1,350
Bal. 5,000 1,350 20,000 1,350 25,000

Nov. 18, 2015 NeiSolutions received cash of 37,500 for providing services to customers.

You may have earned money by painting houses or mowing lawns. If so, you received
money for rendering services to a customer. Likewise, a business earns money by
selling goods or services to its customers. This amount is called revenue.
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Assets = [ Liabilities + Stockholders’ Equity
Accounts Common Fees Wages Rent Utilities Misc.
Cash + Supplies + Land | _ Payable + Stock + Earned — Exp. - Exp. — Exp. — Exp.
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 -2,125 -800 —450 =275
f.  -950 950
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 -800 —450 -275
Paying an amount on account is different from paying an expense. The paying
of an expense reduces stockholders’ equity, as illustrated in transaction (e). Paying
an amount on account reduces the amount owed on a liability.
Nov. 30, 2015 Chris Clark determined that the cost of supplies on band at the Transaction G
end of the month was $550.
The cost of the supplies on hand (not yet used) at the end of the month is $550.
Thus, $800 ($1,350 — $550) of supplies must have been used during the month. This
decrease in supplies is recorded as an expense, as follows:
Assets = ( Liabilities + Stockholders’ Equity
Accounts Common Fees Wages Rent Supplies  Utilities  Misc.
Cash + Supplies + Land | _ Payable + Stock + Earned -~ Exp. - Exp. — Exp. — Exp. - Exp.
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 800 -450 =275
g. 800 o 800
Bal. 7,900 550 20,000 400 25,000 7,500 -2,125 -800 —-800 -450 =275
Nov. 30, 2015 Paid dividends, $2,000. Transaction H
Dividends are distributions of earnings to stockholders. The payment of dividends
decreases cash and stockholders’ equity. Like expenses, dividends are recorded in a
separate column to the right of Common Stock as a negative amount. The effect of
the payment of dividends of $2,000 is as follows.
Assets = [ Liabilities + Stockholders’ Equity
Accounts Common Fees Wages Rent Supplies  Utilities  Misc
Cash + Supp. + Land | _ Payable + Stock - Dividends + Earmed - Exp. - Exp. — Exp. — Exp. — Exp.
Bal. 7,900 550 20,000 400 25,000 7,500 —2:125 —800 —800 -450 —27¢
h. —2,000 o o 2,000
Bal. 5,900 550 20,000 400 25,000 —-2,000 7,500 -2,125 —800 -800 —450 2

Dividends should not be confused with expenses. Dividends do not represent assets
or services used in the process of earning revenues. Instead, dividends are considered
a distribution of earnings to stockholders.

Summary

The transactions of NetSolutions are summarized in Exhibit 5. Each transaction is
identified by letter, and the balance of each accounting equation element is shown
after every transaction.

You should note the following:

* The effect of every transaction is an increase or a decrease in one or more of the ac-
counting equation elements.

® The two sides of the accounting equation are always equal.

® The stockholders’ equity is increased by amounts invested by stockbolders (common
stock).

* The stockholders’ equity is increased by revenues and decreased by expenses.

* The stockholders’ equity is decreased by dividends paid to stockbolders.
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Stockholders’ Equity

Effects of
Types of ;:D: — .:“]:. — Transactions ’on -
Transactions Stockholders® Dt s e B e Expenses Stoitiolders Equity
Investments Earnings to
{Common Stock) Stockholders’ - ~ J ,.9’\) Dynamic
(Dividends) Net Income (Net Loss}) = Exhibit

Example Exercise 1-3 Transactions ) \4;

The following selected transactions were completed by Salvo Delivery Service during February:

Received cash from owner as additional investment in exchange for common stock, $35,000.
Paid creditors on account, $1,800.

Billed customers for delivery services on account, $11,250.

Received cash from customers on account, $6,740.

Paid dividends, $1,000.

d Rt ol S

Indicate the effect of each transaction on the following accounting equation elements: Assets, Liabilities, Common Stock,
Dividends, Revenue, and Expense. To illustrate, the answer to (1) follows:
(1) Asset (Cash) increases by $35,000; Common Stock increases by $35,000.

Follow My Example 1-3 )

(2) Asset (Cash) decreases by $1,800; Liability (Accounts Payable) decreases by $1,800.

(3) Asset {Accounts Receivable) increases by $11,250; Revenue (Delivery Service Fees) increases by $11,250.
(4) Asset (Cash) increases by $6,740; Asset (Accounts Receivable) decreases by $6,740.

(5) Asset (Cash) decreases by $1,000; Dividends increases by $1,000.

Practice Exercises: PE 1-3A, PE 1-3B

Financial Statements @ Describe the

" financial
statements of a corporation

After transactions have been recorded and summarized, reports are prepared for users. The _
and explain how they

accounting reports providing this information are called financial statements. The primary

: \ . " : interrelate.
financial statements of a corporation are the income statement, the retained earnings state-
ment, the balance sheet, and the statement of cash flows. The order in which the financial
statements are prepared and the nature of each statement are described in Exhibit 7.
Order
Prepared Financial Statement Description of Statement . ;
Financial
1. Income statement A summary of the revenue and expenses for a specific Statements
period of time, such as a month or a year.
2. Retained earnings A summary of the changes in the retained earnings
statement that have occurred during a specific period of time,
such as a month or a year.
3. Balance sheet A list of the assets, liabilities, and stockholders’ equity

as of a specific date, usually at the close of the last day
of a month or a year.

4, Statement of cash flows A summary of the cash receipts and cash payments
for a specific period of time, such as a month or a year.
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on the balance sheet. Because of this, the retained earnings statement is often viewed as
the connecting link between the income statement and balance sheet.

The following two types of transactions affected NetSolutions’ retained earnings
during November:

* Revenues and expenses, which resulted in net income of $3,050.
¢ Dividends of $2,000 paid to stockholders (Chris Clark).

These transactions are summarized in the retained earnings statement for
NetSolutions shown in Exhibit 6.

Since NetSolutions has been in operation for only one month, it has no retained
earnings at the beginning of November. For December, however, there is a beginning
balance—the balance at the end of November. This balance of $1,050 is reported on
the retained earnings statement.

To illustrate, assume that NetSolutions earned net income of $4,155 and paid divi-

dends of $2,000 during December. The retained earnings statement for NetSolutions
for December follows:

NetSolutions
Retained Earnings Statement
For the Month Ended December 31, 2015

Retained earnings, December 1,2015 ..........oovovoooi. . $1,050
Net incometorNovemBEs e s s mvm s ST, $4,155
Lessdividends. ..ot 2,000
Increase in retained earnings . ..............cooo i 2,155

......................... $3,205

Example Exercise 1-5 Retained Earnings Statement )

Using the income statement for Chickadee Travel Service shown in Example Exercise 1-4, prepare a retained earnings
statement for the year ended April 30, 2016. Adam Cellini invested an additional $50,000 in the business in exchange for

common stock, and dividends of $30,000 were paid during the year. Retained earnings were $30,000 on

May 1, 2015, the beginning of the current year.
Chickadee Travel Service

Follow My Example 1-5 )
Retained Earnings Statement

For the Year Ended April 30, 2016

Retaib ed earain s May o 015 i
Netlincomelforkthelyea s e e S S R S $55,550
USSP [T [t 3 e ot ol sfor ittt o e L 30,000
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Practice Exercises: PE 1-5A, PE 1-5B

Balance Sheet

The balance sheet in Exhibit 8 reports the amounts of NetSolutions’ assets,
liabilities, and stockholders’ equity as of November 30, 2015. The asset and liability
amounts are taken from the last line of the summary of transactions in Exhibit 5.
Retained earnings as of November 30, 2015, is taken from the retained earnings
statement. The form of balance sheet shown in Exhibit 8 is called the account form.
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This is because it resembles the basic format of the accounting equation, with assets
on the left side and the liabilities and stockholders’ equity sections on the right side.?

The assets section of the balance sheet presents assets in the order that they
will be converted into cash or used in operations. Cash is presented first, followed
by receivables, supplies, prepaid insurance, and other assets. The assets of a more
permanent nature are shown next, such as land, buildings, and equipment.

In the liabilities section of the balance sheet in Exhibit 8, accounts payable is the
only liability. When there are two or more liabilities, each should be listed and the
total amount of liabilities presented as follows:

Liabilities
Accounts payable $12,900
Wages payable 2,570

Total liabilities $15,470

Example Exercise 1-6 Balance Sheet ) (\_j
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Bank loan officers

use a business’s

financial statements
in deciding whether to grant
a loan to the business. Once
the loan is granted, the
borrower may be required
to maintain a certain level of
assets in excess of liabilities.
The business’s financial
statements are used to
monitor this level.

Using the following data for Chickadee Travel Service as well as the retained earnings statement shown in Example
Exercise 1-5, prepare a balance sheet as of April 30, 2016.

Accounts payable $12,200
Accounts receivable 31,350
Cash 53,050
Common stock 100,000
Land 80,000
Supplies 3,350
Follow My Example 1-6 )
Chickadee Travel Service
Balance Sheet
April 30, 2016
Assets Liabilities
LT I e e o 0 e i ot $ 53,050 Accounts payable........................... $ 12,200
Accounts receivable.................. 31,350 Stockholders’ Equity
e o] [t st o it s 8 ey s i 3,350 8= Gommenistock. oo T L L $100,000
e e e e 80,000 Retained earnings .......................... 55,550
Total stockholders’ equity. .................. 155,550
it allassets B $167,750  Total liabilities and stockholders’ equity... . .. $167,750

Practice Exercises: PE 1-6A, PE 1-6B

The statement of cash flows consists of the following three sections, as shown in Exhibit 8:
1. operating activities
2. investing activities
3. financing activities

Each of these sections is briefly described in this section.

Cash Flows from Operating Activities This section reports a summary of cash
receipts and cash payments from operations. The net cash flow from operating activi-
ties normally differs from the amount of net income for the period. In Exhibit 8, Net-
Solutions reported net cash flows from operating activities of $2,900 and net income

* An alternative form of balance sheet, called the report form, is illustrated in Chapter 5. It presents the liabilities and stockholders’
equity sections below the assets section.



