=
i
o
2
=
o
o
=

1
(o]
b
e«
&
<
=

=
o
=
W
=
Xz
24

NORWOOD

“ e s, S—
E =
. A
*

— e e e =
L
o e
1
%

¥

———p .--I.|L
h

f F
— i =

- _jr':
]

__.r___..

-
i
¥

1

|




ACCOUNTING

VOLUME ONE

NINTH CANADIAN EDITION

CHARLES T. HORNGREN
Stanford University

WALTER T. HARRISON, JR.
Baylor University

JO-ANN L. JOHNSTON
British Columbia Institute of Technology

CAROL A. MEISSNER
Georgian College

PETER R. NORWOOD
Langara College

PEARSON

Toronto



Library and Archives Canada Cataloguing in Publication
Accounting / Charles T. Horngren ... [et al.]. — 9th Canadian ed.
Includes bibliographical references and indexes.
ISBN 978-0-13-269009-6 (v. 1)-ISBN 978-0-13-269008-9 (v. 2)

1. Accounting—Textbooks. I. Horngren, Charles T., 1926-2011
HF5635.H8125 2013 657’.044 C2012-904344-3

Copyright © 2014, 2011, 2007, 2005, 2002, 1999, 1996, 1993, 1991 Pearson Canada Inc. All rights reserved.

Manufactured in the United States of America. This publication is protected by copyright and permission
should be obtained from the publisher prior to any prohibited reproduction, storage in a retrieval system,
or transmission in any form or by any means, electronic, mechanical, photocopying, recording, or likewise.
To obtain permission(s) to use material from this work, please submit a written request to Pearson Canada
Inc., Permissions Department, 26 Prince Andrew Place, Don Mills, Ontario, M3C 2T8§, or fax your request to
416-447-3126, or submit a request to Permissions Requests at www.pearsoncanada.ca.

Original edition published by Pearson Education, Inc., Upper Saddle River, New Jersey, USA. Copyright © 2012
Pearson Education, Inc. This edition is authorized for sale only in Canada.

Credits and acknowledgments of material borrowed from other sources and reproduced, with permission, in
this textbook appear on the appropriate page within the text and below.

If you purchased this book outside the United States or Canada, you should be aware that it has been
imported without the approval of the publisher or author.

1098765432 [CKV]
ISBN: 978-0-13-269009-6

Vice-President, Editorial Director: Gary Bennett
Editor-in-Chief: Nicole Lukach
Acquisitions Editor: Megan Farrell
Marketing Manager: Claire Varley
Developmental Editor: Anita Smale

Project Manager: Deborah Starks
Manufacturing Manager: Jane Schell
Production Editor: GEX Publishing Services
Copy Editor: Anita Smale

Proofreader: GEX Publishing Services
Compositor: GEX Publishing Services
Photo Researcher: Rachel Irwin
Permissions Researcher: Rachel Irwin

Art Director: Julia Hall

Cover and Interior Designer: Miriam Blier
Cover Image: Getty Images/Romeo Banias

Photo Credits

3 Hansenn/Dreamstime/GetStock.com; 59 Courtesy Guelph Toyota; 121 Masterfile; Andy Dean/Fotolia;
Nadeika/Dreamstime/GetStock.com; Andy Dean/Fotolia; 185 Darryl Dyck/CP; 257 Edward Simons/
GetStock; 343 Courtesy Danier Leather Inc.; 395 Courtesy Swimnews Publishing; 463 Kompasstudio/
Dreamstime; 521 violetkaipa/Shutterstock; 579 Charles Polidano/Touch The Skies/GetStock; 637 Dtguy/
Dreamstime

PEARSON



BRIEF

Contents

Part 1  The Basic Structure of Accounting

1 Accounting and the Business Environment 2

2 Recording Business Transactions 58

3 Measuring Business Income: The Adjusting Process 720
4 Completing the Accounting Cycle 784

5 Merchandising Operations and the Accounting Cycle 256
6 Accounting for Merchandise Inventory 342

7 Accounting Information Systems 394

Part 2 Accounting for Assets and Liabilities

8 Internal Control and Cash 462
9 Receivables 520

10 Property, Plant, and Equipment; Goodwill; and
Intangible Assets 578

11 Current Liabilities and Payroll 636

Part 3  Accounting for Partnerships and
Corporate Transactions

12 Partnerships

13 Corporations: Share Capital and the Balance Sheet

14 Corporations: Retained Earnings and the Income
Statement

15 Long-Term Liabilities
16 Investments and International Operations

Part 4 Analysis of Accounting Information

17 The Cash Flow Statement
18 Financial Statement Analysis



Contents

Part 1 The Basic Structure of
Accounting 1

1 Accounting and the Business

Environment 2

Accounting: The Language of Business 5

Decision Makers: The Users of Accounting Information 5
The History and Development of Accounting 7
Ethical Considerations in Accounting and Business 7
Forms of Business Organizations 9

Accounting Concepts 11

The Accounting Equation 16

Accounting for Business Transactions 17

Evaluating Business Transactions 22

The Financial Statements 23

Relationships among the Financial Statements 24
Summary Problem for Your Review 27

Summary 30

Assignment Material* 35

Extending Your Knowledge™** 55

2 Recording Business

Transactions 58

The Account, the Ledger, and the Journal 61
Chart of Accounts 64

Double-Entry Accounting 65

Increases and Decreases in the Accounts 66

Expanding the Rules of Debit and Credit: Revenues and
Expenses 68

Normal Balance of an Account 69

Source Documents—The Origin of Transactions 70

Posting (Transferring Information) from the Journal
to the Ledge 72

The Trial Balance 84

Recording Business Transactions Under International Financial
Reporting Standards (IFRS) 87

Summary Problem for Your Review 87

Summary 92

Assignment Material 95

Extending Your Knowledge 115

3 Measuring Business Income:

The Adjusting Process 120

Recognition Criteria for Revenues and Expenses 124

Accrual-Basis Accounting versus Cash-Basis Accounting 126

Adjusting the Accounts 128

The Adjusted Trial Balance 141

Preparing the Financial Statements from the Adjusted
Trial Balance 143

Relationships among the Three Financial Statements 143

Adjusting-Process Implications of International Financial
Reporting Standards (IFRS) 146

Summary Problem for Your Review 147

Summary 151

Chapter 3 Appendix 152

Assignment Material 156

Extending Your Knowledge 180

*In each chapter, Assignment Material includes Questions, Starters, Exercises (including Serial and Challenge Exercises),
Beyond the Numbers, and Ethical Issue, and Problems (Group A and B, and Challenge Problems).
**Extending Your Knowledge includes Decision Problems, Financial Statement Cases, and, in select chapters, IFRS Mini-Cases.

vi



4 Completing the Accounting

Cycle 184

The Accounting Cycle 187

Completing the Accounting Cycle 192

Closing the Accounts 195

Correcting Journal Entries 200

Classifying Assets and Liabilities 201

Accounting Ratios 206

Accounting-Cycle and Financial-Reporting Implications
of IFRS 207

Summary Problem for Your Review 209

Summary 214

Chapter 4 Appendix 215

Assignment Material 221

Extending Your Knowledge 248

5 Merchandising Operations and the

Accounting Cycle 256

What Are Merchandising Operations? 259

The Operating Cycle for a Merchandising Business 261

Inventory Systems: Perpetual and Periodic 262

Accounting for Inventory Purchases in the Perpetual
Inventory System 264

Selling Inventory and Recording Cost of Goods Sold 269

Adjusting and Closing the Accounts of a Merchandising
Business 273

Preparing a Merchandiser's Financial Statements 276

Two Ratios for Decision Making 280

The Effect of IFRS on Merchandising Operations 282

Summary Problem for Your Review 283

Chapter 5 Appendix A 287

Chapter 5 Appendix B 300

Chapter 5 Appendix C 302

Summary 303

Assignment Material 308

Extending Your Knowledge 336

6 Accounting for Merchandise

Inventory 342

Inventory Costing Methods 345

Inventory Costing in a Perpetual System 347
Inventory Costing in a Periodic System 352
Accounting Concepts and Inventories 353
Other Inventory Issues 355

Estimating Ending Inventory 359

Inventory Recording and Reporting Implications of IFRS 361
Summary Problem for Your Review 362
Summary 363

Assignment Material 367

Extending Your Knowledge 388

7 Accounting Information

Systems 394

Effective Accounting Information Systems 397
How Accounting Systems Work 399

Special Journals 404

Special Journals in a Manual System 404

The Role of the General Journal 417

Special Journals and Sales Taxes 421
Implications of IFRS on Accounting Information Systems 423
Summary Problem for Your Review 424
Summary 428

Assignment Material 432

Extending Your Knowledge 454
Comprehensive Problems for Part 1 455

vii



Part 2 Accounting for Assets
and Liabilities 462

8 Internal Control and Cash 462

Cash 465

Internal Control 465

Internal Control Procedures 468

The Bank Account as a Control Device 472
Internal Control over Cash Receipts 480
Internal Control over Cash Payments 483
Reporting Cash on the Balance Sheet 487
Ethics and Accounting 488

The Effects of IFRS on Cash 489
Summary Problem for Your Review 490
Summary 492

Assignment Material 495

Extending Your Knowledge 516

9 Receivables 520

Receivables: An Introduction 523

Accounting for Uncollectible Accounts (Bad Debts) 525
Credit Balances in Accounts Receivable 534
Credit-Card and Debit-Card Sales 535

Notes Receivable: An Overview 537

Accounting for Notes Receivable 538

Using Accounting Information for Decision Making 542
Understanding the Impact of IFRS on Accounts Receivable 544
Summary Problem for Your Review 545

Chapter 9 Appendix 546

Summary 548

Assignment Material 552

Extending Your Knowledge 573

viii

Property, Plant, and Equipment;

1 O Goodwill; and Intangible Assets 578

Measuring the Cost of Property, Plant, and
Equipment (PPE) 581

A Lump-Sum (or Basket) Purchase of Assets 584

Betterments versus Repairs 586

Measuring Amortization 587

Other Issues in Accounting for Property, Plant, and
Equipment 593

Disposing of Property, Plant, and Equipment 596

Internal Control of Property, Plant, and Equipment 599

Accounting for Natural Resources 600

Goodwill and Intangible Assets 601

Ethical Issues: Property, Plant, and Equipment, and
Intangible Assets 605

The Impact of IFRS on Property, Plant, and Equipment, and
Intangibles 606

Summary Problems for Your Review 607

Summary 609

Assignment Material 613

Extending Your Knowledge 630

Current Liabilities and
Payroll 636

11

Current Liabilities of Known Amount 639

Current Liabilities that Must Be Estimated 648

Contingent Liabilities 650

Ethical Issues in Accounting for Current and

Contingent Liabilities 652

Accounting for Payroll 653

Gross Pay and Net Pay 654

Payroll Entries 659

The Payroll System 661

Recording Cash Payments for Payroll 663

Internal Control over Payroll 666

Reporting Payroll and Other Current Liabilities 668

The Impact on Current Liabilities of International Financial

Reporting Standards (IFRS) 669

Summary Problem for Your Review 670

Summary 672

Assignment Material 675

Extending Your Knowledge 692

Comprehensive Problem for Part 2 694

Appendix A Gildan Activewear Inc. 2011 Annual Report 698

Appendix B Typical Chart of Accounts for Service
Proprietorships 738

Glossary 739
Index 749



About the Authors

CHARLES T. HORNGREN was the Edmund W. Littlefield Professor of
Accounting, Emeritus, at Stanford University. A graduate of Marquette University,
the late Professor Horngren received his MBA from Harvard University and his
PhD from the University of Chicago. He is also the recipient of honorary doctorates
from Marquette University and DePaul University.

A Certified Public Accountant, Horngren served on the Accounting Principles
Board for six years, the Financial Accounting Standards Board Advisory Council
for five years, and the Council of the American Institute of Certified Public
Accountants for three years. For six years, he served as a trustee of the Financial
Accounting Foundation, which oversees the Financial Accounting Standards
Board and the Government Accounting Standards Board. Horngren is a member
of the Accounting Hall of Fame.

A member of the American Accounting Association, Horngren has been its
President and its Director of Research. He received its first annual Outstanding
Accounting Educator Award. The California Certified Public Accountants
Foundation gave Horngren its Faculty Excellence Award and its Distinguished
Professor Award. He is the first person to have received both awards. The American
Institute of Certified Public Accountants presented its first Outstanding Educator
Award to Horngren. Horngren was named Accountant of the Year, Education, by
the national professional accounting fraternity, Beta Alpha Psi.

Professor Horngren was also a member of the Institute of Management
Accountants, from whom he received its Distinguished Service Award. He was
also a member of the Institute’s Board of Regents, which administers the Certified
Management Accountant examinations.

Horngren is the author of other accounting books published by Pearson Prentice
Hall: Cost Accounting: A Managerial Emphasis, Thirteenth Edition, 2008 (with Srikant
Datar and George Foster); Introduction to Financial Accounting, Ninth Edition, 2006
(with Gary L. Sundem and John A. Elliott); Introduction to Management Accounting,
Fourteenth Edition, 2008 (with Gary L. Sundem and William Stratton); Financial
& Managerial Accounting, Second Edition, 2009 and Financial Accounting, Eighth
Edition, 2009 (with Walter T. Harrison, Jr. and M. Suzanne Oliver).

Horngren was the Consulting Editor for the Charles T. Horngren Series in
Accounting.

WALTER T. HARRISON, JR. is Professor Emeritus of Accounting at the
Hankamer School of Business, Baylor University. He received his BBA from Baylor
University, his MS from Oklahoma State University, and his PhD from Michigan
State University.

Professor Harrison, recipient of numerous teaching awards from student
groups as well as from university administrators, has also taught at Cleveland
State Community College, Michigan State University, the University of Texas, and
Stanford University.

A member of the American Accounting Association and the American Institute
of Certified Public Accountants, Professor Harrison has served as Chairman of
the Financial Accounting Standards Committee of the American Accounting
Association, on the Teaching/Curriculum Development Award Committee, on
the Program Advisory Committee for Accounting Education and Teaching, and
on the Notable Contributions to Accounting Literature Committee.

Professor Harrison has lectured in several foreign countries and published
articles in numerous journals, including Journal of Accounting Research, Journal
of Accountancy, Journal of Accounting and Public Policy, Economic Consequences of
Financial Accounting Standards, Accounting Horizons, Issues in Accounting Education,
and Journal of Law and Commerce.

ix



He is co-author of Financial & Managerial Accounting, Second Edition, 2009 and
Accounting, Eighth Edition, 2009 (with Charles T. Horngren and M. Suzanne Oliver),
published by Pearson Prentice Hall. Professor Harrison has received scholar-
ships, fellowships, and research grants or awards from PriceWaterhouseCoopers,
Deloitte & Touche, the Ernst & Young Foundation, and the KPMG Foundation.

JO-ANN L. JOHNSTON is a program head and instructor in the Accounting,
Finance and Insurance Department at the British Columbia Institute of Technology
(BCIT). She obtained her Diploma of Technology in Financial Management
from BCIT, her Bachelor in Administrative Studies from British Columbia Open
University, and her MBA from Simon Fraser University. She is also a Certified
General Accountant and completed the Canadian Securities Course.

Prior to entering the field of education, Mrs. Johnston worked in public practice
and industry for over ten years. She is a past member of the Board of Governors of
the Certified General Accountants Association of British Columbia and has served
on various committees for the Association. She was also a member of the Board of
Directors for the BCIT Faculty and Staff Association, and served as Treasurer dur-
ing that tenure. She currently serves as chair of the CGA Student Advisory Group
and is a member of CGA-BC Education Foundation and the Strategic Planning
Committee for the Certified General Accountants Association of British Columbia.

In addition to teaching duties and committee work for the British Columbia Institute
of Technology, Mrs. Johnston is the financial officer for a family-owned business.

CAROL A. MEISSNER is a professor in the School of Business at Georgian
College in Barrie, Ontario, where she is a member of several curriculum commit-
tees. She is also a professor and program coordinator for the Bachelor of Business
(Automotive Management) degree at the Automotive Business School of Canada,
which is part of Georgian’s School of Business. She teaches in both degree and
diploma programs, primarily in the areas of introductory financial accounting for
non-majors and dealership financial analysis, both in class and online.

A self-professed “learning junkie,” Professor Meissner holds a Bachelor of
Commerce degree, a Master of Business Administration degree, a Master of Arts
degree in Education (Community College concentration), and is a Certified General
Accountant. She has also earned Georgian College’s Professional Development
Teaching Practice Credential and is a graduate of Georgian’s Aspiring Leaders
program in addition to attending numerous conferences related to teaching,
accounting, and the automotive industry. She is currently a member of the National
Association of Fleet Administrators Student Advisory Task Force.

Professor Meissner has always been a teacher. She started as a part-time College
instructor when she completed her first degree and moved to full-time teaching
in 2005. Her “real world” experience includes car dealership controllership, and
self-employment as a part-time controller and consultant for a wide variety of
businesses. Professor Meissner has recently worked on several online projects for
publishers as a subject-matter expert.

PETER R. NORWOOD is an instructor in accounting and coordinator of the
Accounting program at Langara College in Vancouver. A graduate of the University
of Alberta, he received his MBA from the University of Western Ontario. He is
a Chartered Accountant, a Fellow of the Institute of Chartered Accountants of
British Columbia, a Certified Management Accountant, and a Fellow of the Society
of Management Accountants of Canada.

Before entering the academic community, Mr. Norwood worked in public practice
and industry for over fifteen years. He is a Past President of the Institute of Chartered
Accountants of British Columbia and Chair of the Chartered Accountants School
of Business (CASB). He is also the Chair of the Chartered Accountants Education
Foundation for the British Columbia Institute of Chartered Accountants, and has
been active on many provincial and national committees, including the Board of
Evaluators of the Canadian Institute of Chartered Accountants. Mr. Norwood is also
a sessional lecturer in the Sauder School of Business, University of British Columbia.



Connections in Accountin

NEW

Key Questions are the
important concepts in
the chapter expressed in
everyday language.

Learning Objectives are
the important concepts in

each chapter.

Measuring Business Income:
The Adjusting Process

KEY QUESTIONS

When does a sale really happen? And when do we
record an expense?

Why can’t we wait to record transactions until the
cash comes in or the cash goes out?

What is the adjusting process, and why is it
important?

How to we get the accounting records ready to
prepare the financial statements?

Remind me. How do we prepare the financial
statements?

How does IFRS apply to adjusting entries?

CHAPTER 3 APPENDIX

Is there another way to record prepaids?

Is there another way to record unearned
revenues?

LEARNING OBJECTIVES

Apply the recognition criteria for revenues and
expenses

Distinguish accrual-basis accounting from cash-basis
accounting

Make adjusting entries

Prepare an adjusted tral balance

Prepare the financial statements from the adjusted
trial balance

Describe the adjusting-process implications of inter-
national financial eporting standards (IFRS)

Account for a prepaid expense recorded iniially as
an expense

Account for an uneamed (deferred) revenue recorded
initially s a revenue

base is men. Their business model is unique in that it is a salon that does not look like
asalon!

Customers are invited in for more than just haircuts. They offer haircuts, tanning,
shaves, and salon products.

How does the owner know if the salon is making money? Can the salon hire another
stylst? Would the business be able to get a loan to open a new location? The information
to answer these sorts of questions can only come from accurate recordkeeping and the
preparation of the financial statements. To produce complete and accurate financial state-
ments, the business needs to account for all transactions, even those that may not have
typical source documents.

Suppose Tracy Daytona's stylists work today but receive their paycheques next week
If the financial statements need to be prepared before payday next week, wages expense
on the income statement would be too low if several days of wages were not recorded
An adjusting entry would ensure that the wages expense and the wages payable liability
are included in the accounting records so the income statement and balance sheet are
complete and accurate.

Suppose an order of tanning supplies arrived today without an invoice. If the financial
statements must be prepared tomorrow, the supplies asset and the account payable to the
supplier would be too low if this transaction is not recorded. Again, an adjusting entry will
make the accounting records complete, which willlead to complete and accurate financial
statements. This chapter will look at adjusting entries—why they are done and how they
are done—and the documents accountants use to create the financial statements.

Tracy Daytona’s Trim and Detail is a NASCAR-themed hair salon whose primary customer

A chapter-opening story shows why the topics in the
chapter are important to real companies and business people.
We refer to this story throughout the chapter.



CONNECTING CHAPTER 1
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Define accounting, | Explain why Explain the develop- | Describe and use the | Prepare and evalu-
and descibe the ethics and rules of ment of accounting | accounting equation | ate the financial

Describe and discuss
the forms of business

users of accounting | conductare crucial | organizations standards, and to analyze business | statements
information in accounting and describe the concepts | transactions
business and principles
Whyis accounting | Whyis itimportant | In what form can we | What are the rules of | How do business What finandial
im and for accountants to be | set up a company? | accounting, and why | transactions affect | statements are prepared
who uses the ethical? page 7 page 9 do we need them? | bya company, and how
information? page 5 page 11 records of a do we eate them?
company? page 16 | page 23
Accounting: The Ethical Forms of Business Accounting The Accounting The Financial
Language of Considerations in Organizations, Concepts, page 11 Equation, page 16 | Statements,
Business, page 5 Accounting and page 9 page 23
Decision Makers: The Accounting for Relationships
= u\xyn Users of Accounting Business Transactions, | among the Financial
Connecting Chapter “X" appears at the vl e e S 2

The History and Evaluating Business

beginning of each chapter. Don’t read a chapter erdopnerf Tiaons,
from the beginning to the end? Need to find a Videa:Atmumm; Videos: The ’ Animation: ’
topic quickly when you're studying? This guide to R | S | s
B Owner's Equity )
the content of the chapter gives page references, - e | Vi
mumt o | Sl

on the Accounting
Equation

~ Financing and
Investing Activities
and Their Impact
on the Accounting
Equation

as well as references to MyAccountingLab so you
can connect to what you need quickly and easily.

* Chapter 1: Accounting Cycle Tutorial
« Chapter 1: DemoDoc covering Basic Transactions
MyAccountinglab = Chapter 1: Student PowerPoint Slides
Chapter 1 Audio Chapter Summary

All MyAccountinglab resources can be found in the Chapter Resources section and in the Multimedia Librry.

The Summary for Chapter 1 appears on page 30.
Accounting Vocabulary with defintions appears on page 33

MyAccountingLab references in the
margin direct you to the special features
on MyAccountingLab.

Connecting Chapter “X" Wh at role does accounting play in Lisa Hunter’s situation? Lisa had to
ezt decide how to organize her company. She set up her business as a proprietorship—
of each chapter and gives ingle ith he b 1 h . As her busi s, sh
P e a single-owner company—with herself as the owner. As her business grows, she
e ey ‘may decide to expand it by taking on a partner. She might also choose to incorpo-
g i s e rate—that is, to form a corporation. In this chapter, we discuss all three forms of
toMyAccountinglab so you business ization: pr p ips, and corporations.
Gan comnect to what you You may already know various accounting terms and relationships, because
need quickly and ey accounting affects people’s behaviour in many ways. This first accounting course
will sharpen your focus by explaining how accounting works. As you progress

+ JUST CHECKING

13. a. If the assets of a business are $75,000 and the liabilities total $65,000, how much
is the owner’s equity?
b. If the owner’s equity in a business is $50,000 and the liabilities are $20,000, how
much are the assets?

Part 1 The Basic Structure of Accounting

MyAccountinglLab 4

Videos: The Accounting Equation
uation: Impact on

14, g;il.c;‘?o%})‘e::z:\f(‘rza)c?:: Pl;s“t:: (1;1::: o‘i:t(n) asset (A), liability (L), owner’s e J u st C h ec k N g qu estions a ppear at the end
P e e of each Learning Objective. Test your mastery of
SSoi Copinl —— Cah — the concepts in this Learning Objective before
Rent Expense — Notes Payable S .

Supplies . Supplies Expense _ movin g on.
S. Scott, Withdrawals Accounts Payable
15. A customer pays a deposit of $20,000 to your company for a service that you

will begin to provide six months from now. How do you account for this
transaction?

NEW

The Just Checking Solutions appear at the end
of the chapter and on MyAccountingLab.

Just Checking Solutions appear at the end of this chapter and on MyAccountingLab.

CHECKING Solutions for C|

Accounting is the information system that measures business 13, To answer both questions, use the accounting equation
financial activities, processes that information into reports, a. Assels — Liabilities = Owner’s Equity

and communicates the results to d £ $75,000 — $65,00 $10,000

Individuals use accounting in day-to-day affairs. Businesses b. Assets = Liabilities + Owner's Equity

use accounting information to set goals for their organiza- 570,000 = $20,000 + $50,000

These margin items
tion. Investors need accounting information to evaluate their 14. Indicate whether each account listed below is a(n) asset (A),

investments or potential investments. Creditors could use liability (L), owner’s equity (OE), revenue (R), or expense (E) h I g h I I g ht Im porta nt
financial information to evaluate their ongoing relationship account. d . | d h h
A etails and show how

with a company
Financial accounting communicates financial information about

El

»

KEY | POINTS

Accounts Receivable

» » A .
a company to interested users who are external to the company Computer Equipment LA ¢ I h
(investors, creditors, and regulators,for example). Management s, Scort, Capital oF real companies use the
accounting is a branch of accounting that is used within a com- e R

Rent Expense

o — accounting concepts.

pany to help make better future-oriented decisions.

WEALD EXAMPLE

WHY IT'S DONE THIS WAY

NEW

Why It's Done This Way links “how” the
accounting is done to “why it's done the way it's
done” by connecting the chapter topic back to the
basic principles of financial reporting described in

Chapter 1.

A primary focus in this chapter has been on vari-
ous types of adjustments. You now know that
these adjustments are all “non-cash” and they
are recorded to provide more relevant financial
statements to users. In terms of the accounting
framework in Exhibit 1-6 in Chapter 1 (and on
the back inside cover of this book), let's take a
closer look at the role of adjustments.

A good example of this role can be found
by examining prepaid accounts. Assume that
a company has purchased its business insur-
ance for the next year. If we look at Level 4 of
the accounting framework, we quickly realize
that this transaction should be recognized as
a financial transaction and we should mea-
sure the transaction at its cost. Level 3 of the
accounting framework tells us that the com-
pany would categorize this transaction as an
asset, since there is future economic benefit
to the company—the company has insurance
coverage for the next year. Thus, we have
now recognized an asset, which is prepaid

insurance. By recording and measuring the
transaction in this manner, we have provided
information that is relevant and reliable at the
time the insurance is purchased.

As the year goes along, however, we use up
the prepaid asset. The insurance coverage will
expire a year from the date it was purchased,
50 the value of the prepaid asset declines with
the passage of time. If we were to prepare the
financial statements five months after the insur-
ance was purchased, would the balance sheet
be relevant if it still showed the prepaid insur-
ance atits original cost? The answer is no. Since
the insurance policy only has seven months
of coverage remaining, we need to adjust the
value of the prepaid insurance by expensing the
used-up portion. By completing the adjustment,
our financial statements remain both reliable
and relevant to users (Level 2 of the accounting
framework) and the balance sheet and income
statement will communicate useful information
to users (Level 1)



Adjusting-Process Implications of
International Financial Reporting
Standards (IFRS)

The concept of accrual accounting is accepted around the world. The accounting

all countrie dthe use of accrual accounting, Consequently,
the adjustment process that has been described in this chapter is applicable in

International financial reporting
standards (IFRS) is covered in the final

o al developed countres that provide siandards forthe preparaion of financal Learning O bl ective in each chapter
statements.
How does IFRS apply to adjusing The use of IFRS for publicly accountable enterprises has no direct impact on the ( ) | |
el adjusting process for these companies. Companies reporting under IFRS and ASPE exce pt C h a pte r 1 0 H ow Is | F R S d Iffe rent fro m
go through the same adjusting process. In terms of the accrual journal entries we ; g :
Rovescon i this chaprr th e agmiicantdiffvcnceberween IFRSand ASPE accounting standards for private enterprises
in the terms used in the amortization journal entries. IFRS specify that depreciation q : :
ie the term to be used, shoreas ASPE allows both ariortization and deprecintion to (ASPE)? Here is where we highlight the
be used. Thus, you will see the terms Accumulated Depreciation and Depreciation s .
Expense on IFRS financial statements for PPE. ASPE companies might choose to Simi Ia r|t|es an d d |ffere nces.

use the IFRS terms to be consistent with companies reporting under IFRS.
As we will see in future chapters, there is an impact on the way the financial
d for companies reporting under IFRS versus ASPE. This

a
topic will be discussed in Chapter 4.

JJUST CHECKING

13. Do international financial reporting standards (IFRS) for publicly accountable
enterprises in Canada have an impact on the adjusting process for these companies?

Just Checking Solutions appear at the end of this chapter and on MyAccountingLab.

Summary Problem for Your Review pulls

Summary Problem for Your Review together the chapter concepts. It comes with
hints and reminders for solving the problem,
The unadjusted trial balance of Retail Employment Specialists pertains to and f U” SO|uti0n S.

November 30, 2014, which s the end of its year-long (fiscal) accounting period.

RETAIL EMPLOYMENT SPECIALISTS
Unadjusted Trial Balance
November 30, 2014

Cash $ 13,800
Accounts receivable 10,000
Supplies 2,000
Furniture 20,000
Accumulated amortization—furniture $ 8,000
Building 100,000
Accumulated amortization—building 60,000
Land 44,000
Accounts payable 4,000
Salaries payable 0
Unearned service revenue 16,000
Gerry Barg, capital 64,000
Gerry Barg, withdrawals 50,000

{17} Learning Objective 1: Apply the recognition crteria for revenues and expenses

When does a sale really o The recognition criteria for revenues tell one when to record revenue and the amount Pg.124
happen? And when do of revenue to record. The matching objective guides accounting for expenses. It directs
we record an expense? accountants to match expenses against the revenues eared during a particular period
of time.
{72} Learning Objective 2: Distinguish accruak-basis accounting from cash-basis accounting
Why can't we wait to o Accrual-basis accounting: Business events are recorded as they occur. This is part of Pg. 126
record transactions until GAAP, and, therefore, a basis for ASPE and IFRS.
the cash comes in or the Cash-basis accounting: Only those events that affect cash are recorded. It omits
cash goes out? important events such as purchases and sales of assets on account. It also distorts the

financial statements by labelling as expenses those cash payments that have long-term
effects, such as the purchases of buildings and equipment.

MyAccountinglab Video: Cash Basis versus Accrual Basis of Accounting

Summary appears at the end of each chapter,
organized by Learning Objective. The point-form
format with key diagrams and formulas keeps it
concise. Page references help you find the topics
you want to review.




SELF-STUDY QUESTIONS

Test your understanding of the chapter by marking the cor- 7. If the owner’s equity in a business is $70,000 and the
rect answer for each of the following questions: liabilities are $35,000, how much are the assets? (p. 16)
1. The organization that formulates generally accepted a. $35,000
accounting principles is the (p. 12) b. $70,000
a. Ontario Securities Commission (OSC) <. $105,000
b. Public Accountants Council of Canada d. $45,000
¢ Accounting Standards Board 8. Purchasing office supplies on account will (p. 18)
d. Canada Revenue Agency (CRA) a. Increase an asset and increase a liability
2. Which of the following forms of business organization b. Increase an asset and increase owner's equity
is an “artificial person” and must obtain legal approval c. Increase one asset and decrease another asset
from the federal government or a province to conduct d. Tncrease an asset and decrease a liability Q H 1 |
"“SE““S; (v.10) 9. Performing a service for a customer or client and receiv- Se If-Stud y uestions are mu ltl p l e Ch oice
a. Law firm ing the cash immediately will (p. 19) g ; f
b Proprictrship o ncrose ons aseet an decronse another asset guestions with page references you can use to
¢. Partnership b. Increase an asset and increase owner’s equity . .
. Corporaion . Decrene an st and decsenes bty test your understanding. The answers are given.
3. You have purchased some T-shirts for $6,000 and can d. Increase an asset and increase a liability
sell them ly for $6,000. What €O 10, Paying an account payable will (p. 20)
ideration, or overns the .
P a. Increase one asset and decrease another asset
amount at which fo record the goods you purchased? o asse
o1 b. Decrease an asset and decrease owner's equity
Lty s ¢ Decrease an asset and decrease a liability
a. Economic-entity assumption a1 di liabili ’
b. Reliability characteristic . Increase an asset and increase a liability
¢, Cost principle 1. The financial statement that summarizes assets liabili-
d Going concern assumption ties, and owner's equity is called the (p. 24)
. a. Cash flow statement
4. The economic resources of a business are called (p. 16)
b. Balance sheet
a. Assets c. Income statement
b. Liabilities g N -
) d. Statement of owner’s equity
c. Owner’s equity X .
& Accounts payable 2. The financial statements that are dated for a time
¢ v period (rather than for a specific point in time) are the
5. 1If the assets of a business are $200,000 and the liabilities (pp. 24-25)
are *z‘/’;’u‘g%‘:] how muchis the owner’s equity? (p. 16) a. Balance sheet and income statement
a. $290, b. Balance sheet and statement of owner’s equity
b. $110,000 : ) B
c. Income statement, statement of owner’s equity, and
<. $200,000
d " cash flow statement
- $90,000 d. All financial statements are dated for a time period.
6. A business has assets of $160,000 and liabilities of
$180,000. How much is its owner’s equity? (p. 16)
a. $0
b (520,000
<. $160,000
d. §340,000
A to Self-Study Q
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Accounting Vocabulary lists all

the bolded terms in the chapter with
definitions and page references. There
is also a complete Glossary at the end of

the book.

SIMILAR ACCOUNTING TERMS

ACCOUNTING VOCABULARY

Accounting period Time frame, or period of
time, covered by financial statements and other
reports  (p. 123).

Accrual-basis accounting  Accounting that recog-
nizes (records) the impact of a business event as it
oceurs, dless of whether the ion affected
cash  (p. 126).

Accrued expense  An expense that has been
incurred but not yet paid in cash (p. 135).
Accrued revenue A revenue that has been earned
but not yet received in cash  (p. 136).

Accumulated amortization The cumulative sum of
all amortization expense from the date of acquiring a
capital asset (p. 133).

Adjusted trial balance
accounts with their adjusted balances

Alist of all the ledger

(p. 141).
Adjusting entry Entry made at the end of the
period to assign revenues to the period in which
they are earned and expenses to the period in which
they are incurred. Adjusting entries help measure the
period’s income and bring the related asset and
liability accounts to correct balances for the financial
statements (p. 129).

Amortization The term the CICA Handbook uses to
describe the writing off to expense of the cost of capi-
tal assets; also called depreciation (p. 132).

Carrying value (of property, plant, and equipment)
The asset's cost less accumulated amortization (p. 134).
Cash-basis accounting Accounting that records only
transactions in which cash is received or paid (p. 126).

Contra account  An account that always has a
companion account and whose normal balance is
opposite that of the companion account  (p. 133).
Deferred revenue Another name for unearned
revenue  (p. 137).

Intangible asset An asset with no physical form
giving a special right to current and expected future
benefits (p. 132).

Matching objective The basis for recording
expenses. Directs accountants to identify all expenses
incurred during the period, measure the expenses,
and match them against the revenues earned during
that same span of time  (p. 125).

Prepaid expense A category of miscellaneous
assets that is an advance payment of an expense that
typically expires or gets used up in the near future.
Examples include prepaid rent, prepaid insurance,
and supplies  (p. 130).

Property, plant, and equipment (PPE) Long-lived
tangible capital assets, such as land, buildings, and
equipment, used to operate a business  (p. 132).

Accounting period Reporting period

Accrual-basis accounting Accrual accounting

Adjusting the accounts Making the adjusting entries; adjusting the books

Amortization Depreciation; depletion
Carrying value Book value
Deferred Unearned

Property, plant, and equipment (PPE) ~ Capital asset; plant asset; fixed asset; tangible capital asset

Similar Accounting Terms link the accounting
terms from the chapter with similar terms you may
have heard outside the classroom. This may make
new terms easier to remember.



All question numbers
in red appear on
MyAccountingLab.

Excel Spreadsheet Template
appears in the margin
when a spreadsheet is
available to complete the
question.

All questions come with
a brief description and
the Learning Objective(s)
covered.

Check figures are given
in the margin when
appropriate so you can be
sure you're “on track.”

Preparing the financial
statements

®
2/
Net income $55,000

Excel Spreadsheet
Template

Recording prepaids in two ways

3%
e

Recording unearned revenues in

two ways

1>

Unearned Service Revenue bal.

$3,500

Recording prepaids as expenses

Working Papers are available for
purchase. They are a set of tear-out
forms to use to solve all the Exercises
and Problems in Volume 1. Avoid
time-consuming set-up and focus on
the accounting right away.

and unearned revenues as
revenues, adjusting entries

o
& @
Supplies Expense Cr $700

Business memos are formatted as follows:

Date: (fill in)
To: Supervisor
From: (Student Name)

Subject: Difference between the unadjusted and the adjusted
amounts on an adjusted trial balance

Exercise 3-19

Refer to the adjusted trial balance in Exercise 3-16. Prepare Smith ¢
income statement and statement of owner’s equity for the month ended
its balance sheet on that date. Draw the arrows linking the three stateme

*Exercise 3-20

At the beginning of the year, supplies of $4,800 were on hand. During the
paid $10,800 for more supplies. At the end of the year, the count of
supplies of $3,400 on hand.

Required

1. Assume that the business records supplies by initially debiting
Therefore, place the beginning balance in the Supplies T-account, anc
entries directly in the accounts without using a journal.

2. Assume that the business records supplies by initially debiting as
Therefore, place the beginning balance in the Supplies Expense T-ac
the above entries directly in the accounts without using a journal.

3. Compare the ending account balances under both approaches. Are they

*Exercise 3-21

At the beginning of the year, a business had a liability to customers of $
service revenue collected in advance. During the year, the business
cash receipts of $20,000. At year end, the company’s liability to custom
unearned service revenue collected in advance.

Required

1. Assume that the company records unearned revenues by initially «
account. Open T-accounts for Unearned Service Revenue and Sert
place the beginning balance in Unearned Service Revenue. Journalize
and adjusting entries, and post their dollar amounts. As references
label the balance, the cash receipt, and the adjustment.

2. Assume that the company records unearned revenues by initially ¢
account. Open T-accounts for Unearned Service Revenue and Service I
the beginning balance in Service Revenue. Journalize the cash collec
entries, and post their dollar amounts. As references in the T-accounts
the cash receipt, and the adjustment.

3. Compare the ending balances in the two accounts. Explain why they are tt

*Exercise 3-22

Fort Services initially records all prepaid expenses as expenses and all t
as revenues. Given the following information, prepare the necessary a
December 31, 2014, the company’s year-end.

a. OnJanuary 3, 2014, the company’s first day of operations, $2,500 of <
chased. A physical count revealed $700 of supplies still on hand at D«

b. On January 4, 2014, a $15,000 payment for insurance was made to ar
for a 30-month policy.

c. On June 30, 2014, Fort Services received nine months’ rent totalling ¢
from a tenant.

* These Exercises cover Chapter 3 Appendix topics.
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The Group A Problems have check figures in the margin, but the Group B Problems do not.

Problem 3-3A

Journalize the adjusting entry needed on December 31, the company’s year-end, for c&
the following independent cases affecting Eagle Communications:

Journalizing adjusting entries

c. Supplies Expense $9,

o

. Each Friday the company pays its employees for the current week’s work. The amount
of the payroll is $15,000 for a five-day workweek. The current accounting period ends on
Wednesday.

s

Eagle has received notes receivable from some clients for professional services. During the
current year, Eagle has earned interest revenue of $800, which will be received next year.

Journalizing adjusting entries ournalize the adjusting entry needed on December 31, the company’s year-end, for each

of the following independent cases affecting East Coast Contractors:

®
ce of Supplies was $4,800. During the ? S tﬁ&éoﬁﬂ?fﬁ?&iﬁﬁﬂ%%&mw“ in the account:

¢. The beginning b
supplies costing {87,600, and at December 31 the inventory of supplies remaining on Prepaid Rent
hand is $3,200.
N . ) - an. 1 Bal. 4,500
d. The company is d@eloping a wireless communication system for a large comp: .-igé]\ 9,000
the client paid Eqgle $120,000 at the start of the project. Eagle recorded this a 9
Unearned Consulfing Revente. The development will take several months to c 9,000
Eagle executives @timate that the company has earned th ice rent semi on March 31 and September 30. At
ing the current year. December 31 part of the last payment is still available to cover January to March of the
e. Amortization forffhe current year includes the following: WFFicE 800} recorded during the year.
Design Equipmefif} $16,000. Make a compound entry. Hinathi b prys its employees each Friday. The amount of the weekly
thing in one journ@l entry and not two. payroll is $5,000 for a five-day workweek, and the daily salary amounts are equal. The
f. Details of Prepaidlinsurance are shown in the account: ~ current accounting period ends on Wednesday.
" c. East Coast Contractors has lent money to help employees find housing, receiving notes
Prepaid Insurance . i ble in return. During the current year the entity has earned interest revenue of
Jan.2 Bal. 6,000 $1,400 from employees’ loans, which it will receive next year.
d. The beginning balance of Supplies was $5,100. During the year the company purchased
Eagle Communidafions prepays a full year’s i at December 31 the inventory of supplies remaining on
expense for the ended December 31 as one annual adjustiier#5f680vhat was used
for the year. e. East Coast Contractors is installing cable in a large building, and the owner of the build-
ing paid East Coast Contractors $42,000 as the annual service fee. East Coast Contractors
Problem 3-4A recorded this amount as Unearned Service Revenue. Robin Zweig, the general manager,

lan Printing at December 31, 2014, apﬁé@?ﬂ&é&hmmééﬁ’ehas earned one-fourth of the total fee during the current year.
stments follow the trial balance. ~ f. Amortization for the current year includes: Equipment, $14,000; and Trucks, $33,000.
Make a compound entry. Hint: This means include all the accounts in one journal entry.

KAPLAN PRINTING

Unadjusted Trial Balance Problem 3-4B
Journalizipoember@l @014  The trial balance of Wellwood Realty at December 31, 2014, appears below. The data

ments to T-accounts, preparing nccdcdég%%: month-end adjustments follow the trial balance.
the adjusted trial balance L

Journalizing and posting adjust-  The trial balance of

ments to T-accounts, preparing for the month-end af
and using the adjusted trial
balance

3. Adjusted trial bal

Cash

Accounts receivabl @ @ 18,600 WELLWOOD REALTY
Prepaid rent 4500 Unadjusted Trial Balance
Supplies 1200 31,2014
- Cash $ 24,180
Furniture and eq ent 19,200
e fion_furniture and equi . Accounts receivable T 44,500
ceumulted amoffation—furniture and equipment = ; 200
Accounts payable Supplies 3,400 2100
Salaries payable Furniture 0 69,000
Unearned printingifevenue Accumulated amortizaBdQ0-furniture $ 34,500
S. Kaplan, capital Accounts payable 23,140 5,800
S. Kaplan, withdrafials Salaries pagable 0
Printing revenue Unearned commissiorsggsmue 6,400
Salaries expense K. Wejlyegpd, capital 75,180
K. We].lwoBd, withdrawals 12,000
Rent expense
— . . Commission revenue 48,000
Amortization exj furniture and equipment
- Salaries g 7,200
Advertising expen| REneoas 0
Supplies expéfise Amortization expense—furniture 0
Miscellaneous expgise Advertis?8 expense 2,100
Total Supfds2pense  $71,200 0
Total $169,880 $169,880
FINANCIAL STATEMENT CASES
Fmanaal Statement Case 1
this x’ ook md on Ah Accountinglab.) ose the l(»H«M ing g juestions were raised at the '\3 G‘} a® 1 1
I ) s . : Financial Statement Cases appear
in almost every chapter, giving practice
Bt N g i e using real-company financial information.

n n cmploye of Rinmakers  nddelras on e frng
Sctounting and fnancal sttt  your o o cxplain h fectsofaciusl an deerals SEETENS
o Rinmaker's 07 nancil stomerts. (Rsmoaber's 2011 fnand ey 58 8@

glab.) Suppose

201, balance sheet. What items would be included in this balance, and why is this

of $1308 851 Deine an accrued liablity
3 Whatis “depreciton and amrtizatio,”and how much would have ben recorded for

the vear ended December 31, 20117 Lisa Hunter has been in business for two years and her company, Hunter Environmental

Consulting (HEC), has been very successful. Lisa would like to expand the business by
opening offices in central and eastern Canada, and eventually in the United States. How-
ever, Lisa realizes these plans require more money than she can borrow from a bank. One
option she is considering is to make Hunter Environmental Consulting a corporation so
she can list the company on a stock exchange and sell shares in the company to the general
public. Lisa knows you are studying accounting and asks you whether HEC has to change

the way it is reporting—HEC reports under ASPE currently—if HEC becomes a publicly

standards in Canada.

IFRS Mini-Cases appear in selected
chapters and highlight the similarities and
differences between ASPE and IFRS.



Supplements for Students and Instructors
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Studyon the Go

The primary goal of the supplements that accompany Accounting is to help
instructors deliver their course with ease, using any delivery method—traditional,
self-paced, or online—and for students to learn and practice accounting in a variety
of ways that meet their learning needs and study preferences.

MyAccountinglLab

The moment you know.

Educators know it. Students know it. It’s that inspired moment when something
that was difficult to understand suddenly makes perfect sense. MyAccountinglab
has been designed and refined with a single purpose in mind—to help educators
create that moment of understanding with their students.

MyAccountinglab delivers proven results in helping individual students succeed.
It provides engaging experiences that personalize, stimulate, and measure
learning for each student. And, it comes from a trusted partner with educa-
tional expertise and an eye on the future. MyAccountinglab is the portal to an
array of learning tools for all learning styles—practice questions with guided
solutions are only the beginning. MyAccountinglLab now includes Knewton, the
latest technology in Adaptive Assessment for individualized learning and mastery.
Students can access MyAccountinglab at www.myaccountinglab.com.

MyAccountinglab can be used by itself or linked to any learning management sys-
tem. To learn more about how MyAccountinglab combines proven learning applica-
tions with powerful assessment, instructors can visit www.myaccountinglab.com.

Study on the Go

Featured at the end of each chapter, you will find a unique barcode providing
access to Study on the Go. Study on the Go brings material from your textbook to
you and your smartphone. Now wherever you are—whatever you are doing—
you can study by listening to the Audio Summaries, quizzing yourself, or using
the awesome Glossary Flashcards. Go to one of the sites below to see how you
can download an app to your smartphone for free. Once the app is installed, your
phone will scan the code and link to a website containing Pearson’s Study on the
Go content that you can access anytime.

ScanlLife
http://get.scanlife.com/

NeoReader
http:/get.neoreader.com/

QuickMark
http://www.quickmark.com.tw/
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MyAccountingCourse Premium Online Courseware

Pearson’s MyAccountingCourse™ is a premium online course solution that
combines fully customizable course lessons and tutorials and the personalized
homework and assessment features of MyAccountinglLab™. Designed to be
used in fully online or blended learning environments, MyAccountingCourse
can accommodate various term lengths and includes an integrated eBook and
comprehensive Instructor Resource Guide.

Features of MyAccountingCourse include:

e A flexible, customizable solution where an instructor may add to, delete, and
reorganize content. Each topic-based MyAccountingCourse module is built
to specific learning outcomes, and MyAccountingCourse includes a compre-
hensive Instructor Resource Guide complete with course outcomes, lesson
objectives, and teaching tips.

¢ Interactive lesson presentations with a proven learning model, robust content,
and relevant video, audio, eBook, downloadable MP3 lectures, and other rich
media assets.

e Rich MyAccountinglLab-based assessment, pre-tests, quizzes, homework,
and tests.

CourseSmart for Students

CourseSmart goes beyond traditional expectations—providing instant, online
access to the textbooks and course materials you need at an average savings of 60%.
With instant access from any computer and the ability to search your text, you'll
find the content you need quickly, no matter where you are. And with online tools
like highlighting and note-taking, you can save time and study efficiently. See all
the benefits at www.coursesmart.com/students.

Pearson eText

Pearson eText gives you access to the text whenever and wherever you have access
to the Internet. eText pages look exactly like the printed text, offering powerful
new functionality for students and instructors. Users can create notes, highlight
text in different colours, create bookmarks, zoom, click hyperlinked words and
phrases to view definitions, and view in single-page or two-page view. Pearson
eText allows for quick navigation to key parts of the eText using a table of contents
and provides full-text search.

Technology Specialists

Pearson’s Technology Specialists work with faculty and campus course designers
to ensure that Pearson technology products, assessment tools, and online course
materials are tailored to meet your specific needs. This highly qualified team is
dedicated to helping schools take full advantage of a wide range of educational
resources, by assisting in the integration of a variety of instructional materials and
media formats. Your local Pearson Education sales representative can provide you
with more details on this service program.



Instructor’s Resources on the Online Catalogue at

http://catalogue.pearsoned.ca

This password-protected site provides a collection of resources to help faculty
with lecture preparation, presentation, and assessment. It contains the following
supplements:

¢ Instructor’s Solutions Manual Now provided in both Adobe PDF and MS Word
format for ease of use.

¢ Instructor’s Resource Manual Also provided in both Adobe PDF and
MS Word format, the Instructor’s Resource Manual includes Chapter
Overviews and Outlines, Assignment Grids, Ten-Minute Quizzes, and other
valuable teaching resources including how to integrate MyAccountinglLab
and MyAccountingCourse in your course. In addition, there is a new section
describing all the supplements that come with Accounting, along with sugges-
tions for how and when they can be used, written by an instructor who has used
them all!

¢ TestGen This powerful and user-friendly computerized test bank includes well
over 100 questions per chapter, ranging from True False, Multiple-Choice, and
Matching to Problems and Critical Thinking Exercises.

e PowerPoint Presentations For instructors and students, we provide a compre-
hensive set of PowerPoint files with 40 to 60 slides per chapter.

¢ Exhibits We are pleased to provide the exhibits from the text in GIF format for
use in the classroom and easy conversion to acetate format.

e Adapting Your Lecture Notes These detailed transition notes, including
comparison of tables of content, chapter objectives, and chapter content, will
facilitate your course preparation if you make the switch to Accounting from
another introductory accounting text.

Other items include:

* Group Projects

e Solutions to Group Projects

e Check Figures

* Excel Spreadsheet Templates

e Gildan Activewear Inc. 2011 Annual Report

e Rainmaker Entertainment Inc. 2011 Annual Report

Pearson Custom Publishing

We know that not every instructor follows the exact order of a course text. Some
may not even cover all the material in a given volume. Pearson Custom Publishing
provides the flexibility to select the chapters you need, presented in the order you
want, to tailor fit your text to your course and your students’ needs. Contact your
Pearson Education Canada Sales and Editorial Representative to learn more.

We hope you enjoy Accounting!

Acknowledgements for the Ninth

Canadian Edition of Accounting

We would like to thank the late Charles Horngren, and Tom Harrison for their
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Accounting and the Business
Environment

Key Questions are
questions about the
important concepts in
the chapter expressed in
everyday language.

KEY QUESTIONS

Why is accounting important, and who uses the
information?

Why is it important for accountants to be ethical?

In what form can we set up a company?

What are the rules of accounting, and why do we
need them?

How do business transactions affect the accounting
records of a company?

What financial statements are prepared by a
company, and how do we create them?

Learning Objectives
are a “roadmap”
showing what will be
covered and what is
especially important

in each chapter.

LEARNING OBJECTIVES

Define accounting, and describe the users of
accounting information

Explain why ethics and rules of conduct are crucial in
accounting and business

Describe and discuss the forms of business
organizations

Explain the development of accounting standards,
and describe the concepts and principles

Describe and use the accounting equation to analyze
business transactions

Prepare and evaluate the financial statements




isa Hunter graduated from university with a degree in environmental studies. She then

went to work with an environmental consulting company and gained extensive expe-

rience in the area of environmental sustainability. Lisa soon came to realize that many
businesses were starting to recognize the benefits of advancing their environmental per-
formance and were seeing increasing opportunities to participate in the green economy.
For these companies, the financial implications of “going green” were significant.

Lisa decided to go back to school to pursue an accounting designation. Within three
years, she had successfully completed all the requirements and became designated as a
professional accountant.

Lisa started her own consulting firm to combine her passion for environmental sus-
tainability with her recently developed accounting skills. She named her new company
“Hunter Environmental Consulting.” She was now an entrepreneur! She realized she
needed to develop a business plan, secure clients, set up an office, and hire staff.

Lisa’s first year in business was stressful and successful. Her work in the first year was
primarily in the area of energy efficiency, and how her clients could reduce their energy
consumption and their energy costs.

“My previous training and experience gave me the confidence to know that | could
be successful in this field. However, | did not realize how carefully you have to watch the
books—costs can get out control in a hurry if you are not careful!”

A chapter-opening story shows
why the topics in the chapter are
important to real companies and
business people. We refer to this
story throughout the chapter.
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decide how to organize her company. She set up her business as a proprietorship—
a single-owner company—with herself as the owner. As her business grows, she
may decide to expand it by taking on a partner. She might also choose to incorpo-
rate—that is, to form a corporation. In this chapter, we discuss all three forms of
business organization: proprietorships, partnerships, and corporations.

You may already know various accounting terms and relationships, because
accounting affects people’s lives in many ways. This first accounting course will
help you see this by explaining how accounting works. As you progress through
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this course, you will see how accounting helps people like Lisa Hunter—and
you—achieve business goals.

Accounting: The Language of Business

Accounting is the information system that measures business financial activities,
processes that information into reports, and communicates the results to deci-
sion makers. For this reason it is called “the language of business.” The better you
understand the language, the better your decisions will be, and the better you can
manage financial information. It is generally recognized that business managers
believe it is more important for students to learn accounting than any other
business subject. Decisions concerning personal financial planning, education
expenses, loans, car payments, income taxes, and investments are based on the
information system that we call accounting.

Financial statements are a key product of an accounting system and provide infor-
mation that helps people make informed business decisions. Financial statements
report on a business in monetary terms. Is my business making a profit? Should I
hire assistants? Am I earning enough money to expand my business? Answering
business questions like these requires a knowledge of financial statements.

Students sometimes mistake bookkeeping for accounting. Bookkeeping is a pro-
cedural element of accounting, just as arithmetic is a procedural element of math-
ematics (or just as skating is a procedural element of hockey). There are many
accounting software packages that will handle detailed bookkeeping—in house-
holds, businesses, and organizations of all types. Exhibit 1-1 illustrates the role of
accounting in business. The process starts and ends with people making decisions.

EXHIBIT 1-1 | The Accounting System: The Flow of Information

o (‘Di

Why is accounting important,
and who uses the information?

Learning Objectives in the
margin signal the beginning

of the section that covers the
learning-objective topic. Look
for the Learning Objective when
you want to review this topic.

Boldfaced words are new
terms that are explained here
and defined in the Accounting
Vocabulary section at the end
of this chapter and the
Glossary at the end of the
book.

Business
transactions occur

People make
decisions

Businesses prepare
reports to show the results
of their operations

=<

Exhibits summarize key
ideas in a visual way.

Decision Makers: The Users of Accounting
Information

Decision makers need information. The more important the decision, the greater
the need for information. Virtually all businesses and most individuals keep
accounting records to aid decision making. Here are some decision makers who
use accounting information.

Individuals People use accounting information in day-to-day affairs to manage
bank accounts, evaluate job prospects, make investments, and even in deciding
whether to lease or buy a new car.

Businesses Business owners and managers use accounting information to set
goals for their organizations. They evaluate their progress toward those goals, and
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they take corrective action when it is necessary. For example, Lisa Hunter makes
decisions based on accounting information. She knows the amount of money that
will be earned, since she and her client will agree on a fee for the consulting work
she will perform. She needs to determine the scope of the work, how many consul-
tants she will require, and how many hours it will take to complete the project. She
needs to make sure that her costs do not exceed the fee she will receive from her
client if she wants to make sure that she maintains a profitable business.

Investors Outside investors often provide the money a business needs to
operate. To decide whether to invest, potential investors predict the amount
of income to be earned on their investment. This evaluation means analyzing
the financial statements of the business and keeping up with developments in the
world of business.

Creditors Before lending money, creditors (lenders) such as banks evaluate the
borrower’s ability to make scheduled payments. This evaluation includes a report
of the borrower’s financial position and a prediction of future operations, both of
which are based on accounting information.

Government Regulatory Agencies Most organizations face government regulation.
For example, the provincial securities commissions, such as the British Columbia
Securities Commission and the Ontario Securities Commission, dictate that busi-
nesses selling their shares to and borrowing money from the public disclose cer-
tain financial information to the investing public.

Taxing Authorities Provincial and federal governments levy taxes on individu-
als and businesses. Income tax is calculated by using accounting information as
a starting point. A business’s accounting system is required to keep track of pro-
vincial sales tax, goods and services tax, and harmonized sales tax that a company
collects from its customers and pays to its suppliers. Businesses use these account-
ing records to help them determine their taxes that must be paid to the provincial
and federal governments.

Not-for-profit Organizations Not-for-profit organizations such as churches, hospi-
tals, government agencies, universities, and colleges, which operate for purposes
other than to earn a profit, use accounting information to make decisions related to
the organization in much the same way that profit-oriented businesses do.

Other Users Employees and labour unions may make wage demands based on the
accounting information that shows their employer’s reported income. Consumer
groups and the general public are also interested in the amount of income that
businesses earn. And newspapers may report “an improved profit picture” of a
major company as it emerges from economic difficulties. Such news, based on
accounting information, relates to the company’s health.

Financial Accounting and Management Accounting

Users of accounting information are a diverse population, but they may be grouped
as external users or internal users. This distinction allows us to classify accounting
into two fields—financial accounting and management accounting.

Financial accounting provides information to people outside the company.
Creditors and outside investors, for example, are not part of the day-to-day
management of the company. Likewise, government agencies and the general
public are external users of a company’s accounting information. This book deals
primarily with financial accounting.

Management accounting generates information for internal decision makers,
such as company executives, department heads, university deans, and hospital
administrators.

Exhibit 1-2 shows how financial accounting and management accounting are
used by Hunter Environmental Consulting’s internal and external decision makers.
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EXHIBIT 1-2 | How Financial Accounting and Management Accounting Are Used

Hunter’s company lost
money on its first
consulting project.
Management accounting
information would be
used to help Hunter
determine costs and the
amount she should
charge for a consulting
project.

A bank manager

would use financial
accounting information
. to decide whether to
lend money to Hunter’s
company to expand
the business.

The History and Development of Accounting

Accounting has a long history. Some scholars claim that writing arose in order to
record accounting information. Accounting records date back to the ancient civi-
lizations of China, Babylonia, Greece, and Egypt. The rulers of these civilizations
used accounting to keep track of the cost of labour and materials used in building
structures like the great pyramids. The need for accounting has existed as long as
there has been business activity.

Accounting developed further as a result of the information needs of merchants
in the city-states of Italy during the 1400s. In that busy commercial climate, the
monk Luca Pacioli, a mathematician and friend of Leonardo da Vinci’s, published
the first known description of double-entry bookkeeping in 1494.

In the Industrial Revolution of the 19th century, the growth of corporations
spurred the development of accounting. The corporation owners—the
shareholders—were no longer necessarily the managers of their business.
Managers had to create accounting systems to report to the owners and govern-
ment how well their businesses were doing. Because managers want their perfor-
mance to look good, society needs a way to ensure that the business information
provided is reliable. To meet this need, generally accepted accounting principles
were developed. These will be discussed in more detail shortly.

As required in other segments of society, accounting must be practised in an
ethical manner. We look next at the ethical dimension of accounting.

< JUST CHECKING

1. What is accounting?

2. Name three decision makers that rely on financial information, and briefly describe
how they use it.

3. What s the difference between financial accounting and management accounting?

Just Checking Solutions appear at the end of this chapter and on MyAccountingLab.

Ethical Considerations in Accounting and
Business

Ethical considerations affect all areas of accounting and business. Investors,
creditors, and regulatory bodies need relevant and reliable information about a
company. Naturally, companies want to make themselves look as good as pos-
sible to attract investors, so there is a potential for conflict. An audit is a financial

Just Checking questions
appear at the end of each
Learning Objective, allowing
you to test your mastery

of the concepts in this
Learning Objective before
moving on to the next one.
The solutions appear at the
end of the chapter and on
MyAccountingLab.
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Why is it importar-n for
accountants to be ethical?
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examination. Audits are conducted by independent accountants who express an
opinion on whether or not the financial statements fairly reflect the economic
events that occurred during the accounting period. It is vital that companies and
their auditors behave in an ethical manner. Exhibit 1-3 illustrates the relationship
among accounting and business entities that are public companies (companies
that sell shares of stock to investors).

EXHIBIT 1-3 | Relationship among Accounting and Business Entities

Provincial securities commissions
oversee operations of public companies

Y

Decision makers
include investors,
creditors, and
regulatory
organizations

Independent
accounting firms
perform audit,
compliance, and
advisory services .

Unfortunately for the accounting profession, accounting scandals involving both
public companies and their auditors have made the headlines over the past fifteen
years. At the turn of this century, Enron Corporation, which was the seventh-largest
company in the United States, issued misleading financial statements. Enron was
forced into bankruptcy and its auditors’ actions were questioned. The impact of the
Enron bankruptcy was felt by many different parties, including Enron shareholders,
who saw their investments become worthless; employees who lost their jobs and
their pensions; and the accounting profession, which lost some of its integrity and
reputation as gatekeepers and stewards for the investing public. This situation
shocked the business community and caused investors to question the reliability of
financial information.

Since the financial health of a company is important to many different groups of
users, these users must be confident that they can rely on the financial information
they are given when they are making decisions. To increase users’ confidence, the
accounting profession and other interested stakeholder groups made important
changes over the past decade to improve the quality of the financial information
provided. We will describe these changes later in this chapter.

The Professional Accounting Bodies and Their
Standards of Professional Conduct

The members of the four accounting organizations in Canada—Chartered
Accountants (CAs), Certified General Accountants (CGAs), Certified Management
Accountants (CMAs), and Chartered Professional Accountants (CPAs)—are all
governed by rules of professional conduct created by their respective organiza-
tions. Many of the rules apply whether the members are public accountants work-
ing in public practice or private accountants working in industry or government.
These rules concern the confidentiality of information the accountant is privy to,
maintenance of the reputation of the profession, the need to perform accountancy
work with integrity and due care, competence, refusal to be associated with false or
misleading information, and compliance by the accountant with professional stan-
dards. Other rules are applicable only to those members in public practice, and deal
with things like the need for independence, and how to advertise, seek clients, and
conduct a practice.
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The rules of professional conduct serve both the members of the accounting
bodies and the public. The rules serve members by setting standards that they
must meet, and providing a benchmark against which they will be measured by
their peers. The public is served because the rules of professional conduct provide
it with a list of the standards to which the members of the body adhere. This helps
the public determine its expectations of members’ behaviour. However, the rules
of professional conduct should be considered a minimum standard of performance;
ideally, the members should continually strive to exceed them.

Throughout this book, we provide several problems that allow you to consider
ethical dilemmas. Consider them carefully. The perception that accountants follow
the highest standard of professional conduct must also be the reality. In today’s
business climate, behaving in an ethical manner is crucial.

Codes of Business Conduct of Companies

Many companies have codes of conduct that apply to their employees in their
dealings with each other and with the companies’ suppliers and customers. Some
of these companies mention their code in their annual report or on their website.
For example, Vancouver City Savings Credit Union states on its website:

Our Values

Integrity: We act with courage, consistency and respect to do what is honest,
fair and trustworthy.

Innovation: We anticipate and respond to challenges and changing needs with
creativity, enthusiasm and determination.

Responsibility: We are accountable to our members, employees, colleagues
and communities for the results of our decisions and actions.

Source: From Vancouver City Savings Credit Union’s website, www.vancity.com (accessed
May 25, 2012)

The company indicates to its employees and to the general public how manage-
ment expects employees to behave.

JJUST CHECKING

4. What is an audit, and why is it important that it be performed by independent
accountants?

5. Why do the professional accounting bodies establish rules of professional conduct
for their members?

6. Refer to the Student Policies, Bylaws, and Codes of Conduct of your college or
university. Why do these policies exist?

Just Checking Solutions appear at the end of this chapter and on MyAccountingLab.

Forms of Business Organizations

A business can be organized as a
* Proprietorship
¢ Partnership

¢ Corporation
You should understand the differences among the three.

Proprietorship A proprietorship has a single owner, called the proprietor, who
often manages the business. Proprietorships tend to be small retail stores, res-
taurants, and service businesses, but also can be very large. From an accounting
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A proprietorship and a partnership
(Ch. 12) are not legal entities
separate from their owners, so the
income from proprietorships and
partnerships is taxable to their
owners, not to the business. But
in accounting, the owner and the
business are considered separate
entities, and separate records are
kept for each. A corporation

(Ch. 13) is a separate legal entity.
The corporation is taxed on its
income, and the owners are taxed
on any income they receive from
the corporation.

Key Points highlight impor-
tant details from the text and
are good tools for reviewing
concepts.

EXHIBIT 1-4

The Formation and
Ownership of a
Corporation

Federal or provincial
government
approves Atrticles of
Incorporation

viewpoint, each proprietorship is distinct from its owner. Thus, the accounting
records of the proprietorship do not include the proprietor’s personal account-
ing records. However, from a legal perspective, the business is the proprietor,
so if the business cannot pay its debts, lenders can take the proprietor’s per-
sonal assets (cash and belongings) to pay the proprietorship’s debt. In this book,
we start with a proprietorship because many students organize their first busi-
ness that way.

Partnership A partnership joins two or more individuals together as
co-owners. Each owner is a partner. Many retail stores and professional orga-
nizations of physicians, lawyers, and accountants are partnerships. Most
partnerships are small and medium-sized, but some are quite large; there are
public accounting firms and law firms in Canada with several hundred partners.
Accounting treats the partnership as a separate organization distinct from the
personal affairs of each partner. But again, from a legal perspective, a partner-
ship is the partners in a manner similar to a proprietorship. If the partnership
cannot pay its debts, lenders can take each partner’s personal assets to pay the
partnership’s debts.

Corporation A corporation is a business owned by shareholders. These are
the people or other corporations who own shares of ownership in the business.
The corporation is the dominant form of business organization in Canada.
Although proprietorships and partnerships are more numerous, corporations
engage in more business and are generally larger in terms of total assets, income,
and number of employees. In Canada, generally, corporations must have Ltd. or
Limited, Inc. or Incorporated, or Corp. or Corporation in their legal name to indi-
cate that they are incorporated. Corporations need not be large; a business with
only a few assets and employees could be organized as a corporation.

From a legal perspective, a corporation is formed when the federal government
or a provincial government approves its articles of incorporation. Unlike a propri-
etorship or a partnership, once a corporation is formed, it is a legal entity separate
and distinct from its owners. The corporation operates as an “artificial person”
that exists apart from its owners and that conducts business in its own name. The
corporation has many of the rights that a person has. For example, a corporation
may buy, own, and sell property. The corporation may enter into contracts and
sue and be sued.

Since corporations are entities separate from their owners, they will
prepare financial reports separate from their owners. Over the years, the
accounting profession has developed accounting and reporting standards
that corporations must follow when preparing their financial reports. We will
examine them in greater detail in the next section of this chapter. Corporations
differ significantly from proprietorships and partnerships in another way.
If a proprietorship or partnership cannot pay its debts, lenders can take the
owners’ personal assets to satisfy the business’s obligations. But if a corporation
goes bankrupt, lenders cannot take the personal assets of the shareholders. This
limited personal liability of shareholders for corporate debts explains why cor-
porations are so popular compared to proprietorships and partnerships, which
have unlimited personal liability. Exhibit 1-4 shows the formation and ownership
of a corporation.

Another factor for corporations is the division of ownership into individual
shares. Companies such as WestJet, Canadian Imperial Bank of Commerce, and
Canadian Tire Corporation, Limited, have issued millions of shares of stock and
have tens of thousands of shareholders. An investor with no personal relation-
ship either to the corporation or to any other shareholder can become an owner
by buying 30, 100, 5,000, or any number of shares of its stock. For most corpora-
tions, the investor may sell the shares at any time. It is usually harder to sell one’s
investment in a proprietorship or a partnership than to sell one’s investment in a
corporation.
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Limited-Liability Partnership (LLP) A limited-liability partnership (LLP) is a part-
nership in which one partner cannot create a large liability for the other partners.
Each partner is liable only for his or her own actions and those actions under his
or her control.

Exhibit 1-5 summarizes the differences between proprietorships, partnerships,
and corporations.

Accounting for corporations includes some unique complexities. For this rea-
son, we initially focus on proprietorships. We cover partnerships in Chapter 12
and begin our discussion of corporations in Chapter 13.

EXHIBIT 1=-5 | Comparison of the Three Forms of Business Organization

Proprietorship Partnership Corporation
1. Owner(s) Proprietor—one owner Partners—two or more Shareholders—generally
owners many owners
2. Life of organization Limited by owner’s choice Limited by owners’ Indefinite
or death choices or death of one of
the partners
3. Personal liability of Proprietor is personally Partners are personally Shareholders are not person-
owner(s) for business liable liable* ally liable
debts
4. Legal status The proprietorship is the The partnership is the The corporation is sepa-
proprietor partners* rate from the shareholders

*Unless it is a limited-liability partnership (LLP)

JJUST CHECKING

7. How does a partnership differ from a proprietorship?

8. How does a corporation differ from either a proprietorship or a partnership?

9. List two advantages of the corporate form of business over a proprietorship.

Just Checking Solutions appear at the end of this chapter and on MyAccountingLab.

Accounting Concepts

Earlier in this chapter, we discussed the importance of financial information to
various user groups. Users must be confident that they can rely on the financial
information they are given when they are making decisions. To increase users’ con-
fidence, accounting practices need to follow certain guidelines. The rules that gov-
ern how accountants measure, process, and communicate financial information
are known as generally accepted accounting principles, or GAAP. Accounting
principles draw their authority from their acceptance in the business community.
They are generally accepted by those people and organizations who need guide-
lines in accounting for their financial undertakings.

For the past eighty years, individual countries determined their own GAAP.
Their goal was to provide accounting standards that could be used by companies
in their countries to produce reliable, comparable financial statements. During this
period of time, most companies did not compete in an international economy and
most of a company’s shareholders were residents of the country where the com-
pany was headquartered.

In the past twenty-five years, the circumstances under which companies com-
pete for business, and where their shareholders and creditors reside have changed.

(owners)

Lo @
What are the rules of
accounting, and why do
we need them?
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