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HORNGREN'S ACCOUNTING ...
REDEFINING TRADITION

MAKING CONNECTIONS

CONNECTING CHAPTER boxes appear at the
beginning of each chapter. These features combine
the chapter outline with the learning objectives, key
questions, and page r(.eferences.

KEY

COMPLETING THE

ACCOUNTING CYCLE

CONNECTING CHAPTER 4

LEARNING OBJECTIVE ) Prepare an accounting worksheet

How can we summarize data to prepare the financial statements?
The Worksheet, page 177

LEARNING OBJECTIVE (€) Completing the accounting cycle

Remind me: How does this all fit together?
Working Through the Accounting Cycle, page 181
Preparing the Financial Statements
Recording the Adjusting Entries
LEARNING OBJECTIVE (€)) Close the revenue, expense, and withdrawal accounts
What are closing entries, and how do we record them?
Closing the Accounts, page 185
Post-Closing Tral Balance

LEARNING OBJECTIVE ) Correct typical accounting errors

How do we fix accounting errors?
Correcting Journal Entries, page 189

LEARNING OBJECTIVE () Classfy assets and liabiltes as current or ong term, and prepare a classified balance sheet

How can assets and liabilties be classified for a more informative balance sheet?
Classifying Assets and Liabiltes, page 190
Assets

Liabilities
The Classified Balance Sheet

LEARNING OBJECTIVE @) Use the current ratio and the debt ratio to evaluate a company

How do decision makers evaluate a company using the current ratio and debt ratio?
Accounting Ratios, page 194
Current Ratio
Debt Ratio
Interpreting Ratios

LEARNING OBJECTIVE (@) Describe the accounting ycle and fnancia eporting implicaions of Iterational Financia Reporting
Standards (IFRS)

How does IFRS apply to the accounting cycle and financial reporting?
Accounting Cycle and Financial Reporting Implications of IFRS, page 195 @ ® @ © © © © o o o o o

LEARNING OBJECTIVE () Describe and prepare reversing entries

@ ® ® ® hatare reversing entries, and how do we record them?

Reversing Entries: An Optional Step, page 202

MyAccountinglab  The Summary for Chapter 4 appears on page 205 This lists all of the MyAccountingLab resources. Accounting

Vocabulary with definitions for this chapter's material appears on page 206,

174

QUESTIONS are questions about the impor-

tant concepts in the chapter, expressed in every-
day language.

e e 00000000

LEARNING OBJECTIVES provide a roadmap

>« <« showing what will be covered and what is

especially important in each chapter.

PAGE REFERENCES give students the ability
to quickly connect to the topic they are seeking
within the chapter.



CHAPTER OPENERS set up the concepts to be
covered in the chapter using stories students can
relate to. They show why the topics in the chap-
ter are important in the business world. These
vignettes are now 100 percent Canadian content.

NEW

INSTRUCTOR TIPS RIGHT IN THE CHAPTER
Found throughout the text, these handwritten
notes mimic the experience of having an experi-

retail stores. It also wholesales its Kawartha Dairy-branded products to other businesses,
enced teacher walk a student through concepts e spciato o e il o i boking indusy Pt e

. . . items for other companies
on the board. Many include mnemonic devices or Afiemlike this has a huge Investment in asets. Kawartha Dairy owns buidings, lan)
production equipment, and office furniture that it uses to run the business. It also has a
fleet of trucks to deliver its goods to its own retail outlets, independent specialty shops,

examples to help students remember the rules of ey ) T T

. How does the company record the purchase of these trucks in their accounting
accounting.

ee 00 o0

@0 000000000000 00

located in Bobcaygeon, Ontario, and is sill operated by the same family that started
it back in 1937. As a business, it is different from many in the food industry because
it not only operates its own production facility, but also runs a chain of eight of its own

awartha Dairy Limited is a 100% Canadian-owned ice cream and dairy processor
e o 00 00

records? Do they expense them or set them up as assets? Because they help the company
earn revenue over several periods, they are reported s assets.

How should Kawartha Dairy account for the use of the trucks? They record amortiza-
tion over each truck's useful lfe. Managers estimate how long they can use the truck and
how much they can sell it for when it is taken out of service. They don't amortize this last
amount because they get it back when they sell the truck or trade it in for a new one.

Because most companies keep assets for as long as they can, they also need to make
repairs and maintain the trucks. How do you decide when work done on the truck is part
of the cost or considered a repair? Professional judgment s just as important in these
decisions as are the generally accepted accounting principles. Managers at Kawartha and
other companies need to know how to account for these assets

This chapter covers these and other matters about property, plant, and equipment,
the long-term tangible assets that a business uses to operate, such as airplanes for Air
Canada and automobiles for Discount Car and Truck Rentals. It also looks at intangibles—
those assets with no physical form, such as trademarks and copyrights, and finally, this
chapter shows how to account for natural resources such s oil and timber.

.
.
.
.
.

The entry to record each year's amortization is:

Notice that when there is'
more than one asset being
amortized in 2 business, we
update. the account names
to include the specific asset
information.

Dec. 31

Amortization Expense—Delivery Truck H 12,000 H

Accumulated Amortization—Delivery Truck 12,000

Assume that this truck was purchased on January 1,2017, and the business’s fis-
cal year ends on December 31. A straight-line amortization schedule is presented
in Exhibit 10-5. Spreadsheets are usually used to prepare these schedules.

559

we
ADJUSTING-PROCESS IMPLICATIONS OF IFRS o entng enteees N EW
Y NS NN - <+ ++ ¢+« ¢+« |FRS/ASPE COMPARISON Each applicable chap-

The concept of accrual accounting is accepted around the world. The accounting guidelines for all countries

e e e e e e ter ends with a table comparing how concepts in

logy, though.

i i e et [ S—— that chapter are dealt with for those using IFRS

cost of plant and equipment over ts estimated useful  tangible assets
L= * Depreciation Expense an d AS P E-
« Amortization Expense « Accumulated Depreciation

« Accumulated Amortizat .
ccumulated Amortization Amortization is the term used for intangible assets.

Businesses may choose to use the term depreciation
o depletion to be consistent with other companies in
their industry.

“This i the term used in Part I (ASPE), Section 3061, CPA Canada Handbook:

EXHIBIT 1-14 | Balance Sheet N E W

‘ ceeesccccccssnssscssss.. ANNOTATED EXHIBITS More annotated exhibits
have been developed for this edition to improve
clarity and reduce related explanations in the text.

Assets Liabilities
Cash $172,000  Accounts payable s 2000
Accounts receivable 10,000

Office supplies 7,000 Owner's Equity

Land 100,000 Lisa Hunter, capital 287,000

Total liabilities and
owner's equity

Total assets $289,000

S UAZ [ ¢ oeeeeeeceececceececeaeans... TRYIT! BOXES Found at the end of each learning objec-
5. CheckYesorNomlhefollowingtablesmindicalewhethereacllsflheaccoumswouldusually tiVe SeCtion in -the teXt, Try |t! featu res (former|y JUSt

require an adjusting entry to be made to the specific account listed.

Yo Mo Aot Yol Mo Checking) give students the opportunity to apply the

Accounts Receivable Supplies

Ealios = concepts they just learned to an accounting problem.

Interest Payable Prepaid Insurance

6. At the beginning of the month, Supplies were 500, During the month, the company purchased $600 For this edition, care was taken to streamline this feature

of supplies. At month’s end, November 30, $400 of supplies were still on hand.
a. What was the cost of supplies used during the month? Where is this item reported?

b What i the ending balanee of Supplies? Where s thi tem reported? to include fewer questions to avoid interrupting the flow
c. Make the adjusting entry to update the Supplies account at the end of the month. . . i . >

of student learning. Deep linking in the eText will allow
students to practise in MyAccountinglab without inter-
rupting their interaction with the eText. Try It! Solutions
are provided at the end of each chapter.

Solutions appear at the end of this chapter and on MyAccountinglab

132 Part 1 The Basic Structure of Accounting
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The top level of the framework

d how well the company has done in the past

reminds us that financial statements are

prepared to provide interested external
users with information about the financial health of the
company. These users have a variety of relationships
with the company—some may be creditors who have
lent money to the company, others may be sharehold-
ers or investors in the company. These groups want to

year. As well, they may want to predict how the com-
pany will do in the future.

The classified format of the balance sheet is an exam-
ple of how liquidity information can be provided to help
users get a better understanding about the financial con-
dition of a business, which they can use as they calculate
and interpret financial ratios.

<>+ REVISED WHY IT’S DONE THIS WAY BOXES
Descriptions in these boxes have been short-
ened to focus on the key new points in the
chapter, without referencing levels. For instruc-
tors who want longer and more technical
notes, these are included in the instructor’s

material.

REVISED END-OF-CHAPTER MATERIAL
The number of Starters and Exercises provided in each chapter has been
increased, while maintaining both A and B Problem sets.

All learning objectives now have consistent coverage in end-of-chapter
questions.

There is now more variety of questions provided.

ENGAGING REDESIGN The redesign of this text throughout includes clean and consistent
art for T-accounts, journal entries, financial statements, and the accounting equation.

New art types include clear explanations and connection arrows to help students follow
the transaction process. lllustrations are updated to be more modern and clean.

Margins have been decluttered, ensuring a smoother, more open and approachable
look, while keeping the most important content visible.

.

ee e 000 0o

Closing entry @) would then credit Income Summary to close its debit balance
and transfer the net loss to Lisa Hunter, Capital:

@ May 31 Lisa Hunter, Capital 1,000
Income Summary 1,000
To close the Income Summary account and
transfer net loss to the Capital account.
After posting, these two accounts would appear as follows:
Income Summary Lisa Hunter, Capital

Clo. @ 27,500 Clo. @ 26,500 Clo. ® 1,000 120,100
Bal. 1,000 Clo. ® 1,000 Bal. 119,100




Changes to the Tenth
Canadian Edition

Additional Starters and Exercises have been added to all chapters in Volume 1. Instructors wanted more
of these types of questions and more variety in the questions, so the Tenth Canadian Edition has been
updated to reflect this.

Chapter 1—Accounting and the Business Environment

e Chapter 1 has been completely reworked and refreshed. The explanation of accounts has been moved from
Chapter 2, thus removing duplication and ensuring students have all the information they need to create
financial statements.

e Updates to this chapter include information reflecting the changing professional landscape of accountants
in Canada, and the history of accounting material has been removed.

* Annotated exhibits for the balance sheet and income statement have been provided to strengthen explana-
tions of the financial statements.

Chapter 2—Recording Business Transactions

e The introduction of the accounting cycle has been moved from Chapter 4 to the start of this chapter because
this is where the topic is first introduced.

e The demonstration of posting to a T-account is now covered before introducing a more formal ledger
account.

e  Exhibits relating to the rules of debits and credits have been improved.

¢ The explanation of journal entries and calculating the balance of a T-account has been improved with new
annotated exhibits.

Chapter 3—Measuring Business Income: The Adjusting Process

e The discussion on cash-basis versus accrual-basis accounting has been reduced since instructors told us
that the accrual basis needed to be the focus of the lesson. We moved some cash-basis information to
MyAccountingLab for those instructors who still want to cover this topic in more detail.

e There is an expanded alternative presentation example of property, plant, and equipment (where we show
rather than tell).

® Again because of instructor requests, we added an additional example of partial pay periods to support
student learning of a very difficult concept.

e The flow of the chapter has been improved by moving the order of adjusting entry topics so that they are
in the same order as presented in the exhibit.

* The learning objective about using the worksheet to prepare the adjusted trial balance has been removed to
make it easier for some schools to skip the topic of worksheets.

Chapter 4—Completing the Accounting Cycle

® Duplicate information about worksheets and the accounting cycle has been removed.
¢ The complexity of the classified balance sheet example has been reduced.

Chapter 5—Merchandising Operations

e The summary problem has been updated to cover more of the key learning objectives. The Ninth Canadian
Edition solved problem, which included a merchandiser’s worksheet and closing entries, has been moved
to MyAccountingLab, so it is still available for those instructors who teach those topics.

e The information about sales taxes, which was included as Appendix C to this chapter, has been moved to
Chapter 11 (Current Liabilities) to remove the additional complexity this adds to the chapter and avoid
duplication of topics in the book.
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Chapter 6—Accounting for Merchandise Inventory

e The main change to this chapter is the removal of the learning objective, chapter section, and problem
material related to the assessment of the impact of IFRS on inventory recording and reporting.

Chapter 7—Accounting Information Systems

e The learning objective that covered special journals with sales taxes (Learning Objective 6 in the Ninth
Canadian Edition) has been moved to MyAccountingLab to reduce complexity, since sales taxes are not
covered in detail until Chapter 11. Instructors who cover this topic still have the information they need.

* Information has been added on the use of new technology and security, such as the cloud.

Chapter 8—Internal Control and Cash

e All of the internal control information has been merged into one learning objective to streamline the con-
tent and reduce duplication.
e The Sarbanes-Oxley Act (SOX) discussion has been updated to include the Frank Dodd Act.

Chapter 9—Receivables

Duplication of statement presentation information has been removed.

¢ Online payments have been added to keep the text material current.

* Internal control topics have been removed to keep the chapter focus on the most important topics in the
chapter.

¢ Annotated T-account explanations about how to calculate the Allowance for Doubtful Accounts balance
have been added to clarify a difficult topic for students.

Chapter 10—Property, Plant, and Equipment; and Goodwill
and Intangible Assets

e The discussions of “construction in progress” and internal control have been removed to focus on key
chapter concepts.
* The discussion about operating leases has been removed because this topic is covered in Volume 2.

Chapter 11—Current Liabilities and Payroll

In order to reduce duplication, information about the presentation of liabilities has been consolidated.
Payroll and sales tax rates have been updated for consistency with legislation at the time of writing.

The concept of crowdfunding has been introduced to keep the text current.

Internal control topics have been removed to keep the chapter focus on the most important topics in the
chapter.

¢ The flow of recording payroll journal entries has been reworked to reduce duplication and improve clarity.
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Student and
Instructor Resources

Xiv

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

MyAccountinglLab

MyAccountinglab delivers proven results in helping individual students succeed. It provides
engaging experiences that personalize, stimulate, and measure learning for each student,
including a personalized study plan, mini-cases, and videos. MyAccountinglab is the portal to
an array of learning tools for all learning styles—algorithmic practice questions with guided
solutions are only the beginning!

For Students

The following features are NEW to MyAccountinglLab for the Tenth Canadian
Edition:

Assignable Accounting Cycle Tutorial—MyAccountinglab’s new interactive
tutorial helps students master the accounting cycle for early and continued suc-
cess in the introduction to accounting course. The tutorial, accessed by computer,
smartphone, or tablet, provides students with brief explanations of each concept
of the accounting cycle through engaging videos and/or animations. Students are
immediately assessed on their understanding, and their performance is recorded
in the MyAccountingLab gradebook. Whether the Accounting Cycle Tutorial is
used as a remediation self-study tool or course assignment, students have yet
another resource within MyAccountingLab to help them be successful with the
accounting cycle.

Enhanced Pearson eText—The Enhanced eText keeps students engaged in learn-
ing on their own time, while helping them achieve greater conceptual under-
standing of course material. The worked examples bring learning to life, and
algorithmic practice allows students to apply the concepts they are reading about.
Combining resources that illuminate content with accessible self-assessment,
MyAccountingLab with Enhanced eText provides students with a complete digital
learning experience—all in one place.

The Pearson eText gives students access to the text whenever and wherever
they have online 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.



Dynamic Study Modules—Canadian study modules allow students to work
through groups of questions and check their understanding of foundational
accounting topics. As students work through questions, the Dynamic Study
Modules assess their knowledge and only show questions that still require prac-
tice. Fully Assignable, flowing through the Gradebook, or Self-Directed Dynamic
Study Modules can be completed online using a computer, tablet, or mobile device.

Learning Catalytics—A “bring your own device” assessment and classroom activ-
ity system that expands the possibilities for student engagement. Using Learning
Catalytics, you can deliver a wide range of auto-gradable or open-ended ques-
tions that test content knowledge and build critical thinking skills. Eighteen differ-
ent answer types provide great flexibility, including graphical, numerical, textual
input, and more.

Audio Lecture Videos—These pre-class learning aids are available for every learn-
ing objective and are professor-narrated PowerPoint summaries that will help
students prepare for class. These can be used in an online or flipped classroom
experience or simply to get students ready for the lecture.

Adapative Assessment—Integrated directly into the MyAccountinglLab Study
Plan, Pearson’s adaptive assessment is the latest technology for individualized
learning and mastery. As students work through each question, they are provided
with a custom learning path tailored specifically to the concepts they need to prac-
tise and master.

In addition, students will find the following assets to help improve their learning
experience:

e Help Me Solve This Guides

¢ Worked Solutions

* Videos

® DemoDocs

e Check Figures

e Student PowerPoint Presentations

* Audio Chapter Summaries

¢ Accounting Cycle Tutorial Animations
¢ Excel Spreadsheet Templates

¢ General Ledger (NEW!)

® Open-Response Questions (NEW!)

For Instructors

The following resources are available for Instructors at the Instructor’s Resource
Centre on the catalogue, at catalogue.pearsoned.ca:

¢ Instructor’s Solutions Manual. This manual provides instructors with a com-
plete set of solutions to all the end-of-chapter material in the text. Available in
both Word and PDF formats.

e Computerized Testbank. The Testbank for Horngren’s Accounting offers a com-
prehensive suite of tools for testing and assessment. TestGen allows educators
to easily create and distribute tests for their courses, either by printing and
distributing through traditional methods or by online delivery. The more than
100 questions per chapter can be sorted by the chapter’s Learning Objectives,
difficulty ranking, Bloom’s Taxonomy, and—new to this edition—applicable
Canadian Professional Accounting Standards. Types of questions included are
Multiple Choice, True/False, Short Answer, and Essay. One NEW Essay ques-
tion has been created for each chapter, building on cumulative learning across
all previous chapters.

@@9 0

XV



XVi

¢ Test Item File. All the test questions from the TestGen testbank are available in
Microsoft Word format.

e Instructor’s Teaching Tips in Digital eText Resource: Instructors can eas-
ily locate useful teaching tips and resources throughout the eText, which is
annotated by apple icons throughout the chapters. This eText is located in
MyAccountingLab.

e PowerPoint Presentations. Prepared for each chapter of the text, these presen-
tations offer helpful graphics that illustrate key figures and concepts from the
text.

e Image Library. We are pleased to provide the exhibits from the text in .jpg for-
mat for use in the classroom or for building your own lectures or PowerPoint
presentations.

Learning Solutions Managers

Pearson’s Learning Solutions Managers 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 quali-
fied 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 sales representative can provide
you with more details on this service program.

Acknowledgements for Horngren’s Accounting,
Tenth Canadian Edition

Horngren’s Accounting, Tenth Canadian Edition, is the product of a rigorous
research process that included multiple reviews in the various stages of develop-
ment to ensure the revision meets the needs of Canadian students and instructors.
The extensive feedback from the following reviewers helped shape this edition
into a clearer, more readable and streamlined textbook in both the chapter content
and assignment material:
e Bharat Aggarwal, Seneca College
¢ Jonela Bacain, Humber College
® Maria Belanger, Algonquin College
® Robin Day, British Columbia Institute of Technology
* Meredith Delaney, Seneca College
* Denise Dodson, Nova Scotia Community College
e Stanley Faria, Humber College
e Carol Fearon, Seneca College
e Darla Lutness, Northern Alberta Institute of Technology
* Michael Malkoun, St. Clair College
e Vnit Nath, British Columbia Institute of Technology
¢ Dal Pirot, MacEwan University
* Raymond Sungaila, Humber College
¢ Selina Tang, Douglas College
e Dan Wong, Southern Alberta Institute of Technology
Special thanks to Brad Witt at Humber College for being a “super reviewer” of this
manuscript—his comments helped us improve the end-of-chapter material.
We would also like to thank the late Charles Horngren and Tom Harrison for
their support in writing the original material.

We would like to give special thanks to Chris Deresh, CPA, Manager, Curriculum
Content, at Chartered Professional Accountants of Canada for his guidance and



technical support. His willingness to review and discuss portions of the manu-
script was generous and insightful, and it is gratefully acknowledged.

The Chartered Professional Accountants, as the official administrator of gener-
ally accepted accounting principles in Canada, and the CPA Canada Handbook, are
vital to the conduct of business and accounting in Canada. We have made every
effort to incorporate the most current Handbook recommendations in this new edi-
tion of Accounting for both private enterprises (ASPE) and for publicly accountable
enterprises subject to International Financial Reporting Standards (IFRS).

Thanks are extended to Indigo Books & Music Inc. and TELUS Corporation
for permission to use their annual reports in Volumes I and II of this text and
on MyAccountingLab. We acknowledge the support provided by the websites of
various news organizations and by the annual reports of a large number of public
companies.

We would like to acknowledge the people of Pearson Canada, in particu-
lar Senior Acquisitions Editor Megan Farrell, who put together a great team for
this project, and Marketing Manager Loula March. Special thanks to Suzanne
Simpson Millar, Queen Bee at Simpson Editorial Services, who was an awesome
Developmental Editor on this edition. Leanne Rancourt as Production Editor also
added her many talents as the project neared completion.

We would like to thank Media Editor Anita Smale for her excellent work on the
MyAccountinglLab that accompanies this textbook.

Our task is to provide educational material in the area of accounting to instruc-
tors and students to aid in the understanding of this subject area. We welcome
your suggestions and comments on how to serve you better.
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ACCOUNTING AND THE
BUSINESS ENVIRONMENT

Connecting Chapter “X" appears at the beginning
of each chapter and gives a guide to the content
of the chapter with page references.

CONNECTING CHAPTER 1

Learning Objectives are a

LEARNING OBJECTIVE o Define accounting, and describe the users of accounting information “roadmap” showing what will
be covered and what is especially
Why is accounting important, and who uses the information? important in each chapter.
Accounting: The Language of Business, page 4

Users of Accounting Information Key Questions are questions

Financial Accounting and Management Accounting about the important concepts

Accountants in the chapter expressed in

Ethics in Accounting and Business everyday language.

LEARNING OBJECTIVE e Compare and contrast the forms of business organizations

In what form can we set up a company?

Forms of Business Organizations, page 7
Proprietorship
Partnership
Corporation

LEARNING OBJECTIVE e Describe some concepts and principles of accounting

What are some of the guidelines for accounting, and why do we need them?

Accounting Concepts, page 9
Framework for Financial Reporting

LEARNING OBJECTIVE e Use the accounting equation to analyze business transactions

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

The Accounting Equation, page 12
Assets
Liabilities
Owner's Equity
Accounting for Business Transactions

LEARNING OBJECTIVE (@) Prepare financial statements

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

The Financial Statements, page 21
Income Statement
Statement of Owner's Equity
Balance Sheet
Cash Flow Statement
Relationships among the Financial Statements

LEARNING OBJECTIVE e Briefly explain the different accounting standards

What are IFRS and ASPE?
ASPE vs. IFRS, page 25

MyAccountinglab  The Summary for Chapter 1 appears on page 28. This lists all of the MyAccountingLab resources. Accounting
Vocabulary with definitions for this chapter’s material appears on page 29.




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
small businesses were starting to recognize the benefits of “going green.”

Lisa decided to start her own consulting firm, but she did not have a lot of knowledge
about businesses or their record keeping. She had so many questions. What kind of busi-
ness should she set up? How would she know if the business was making any money?
How would she know how much money she could take out of her business? She took
some night school courses in accounting and small business management before starting
her business to make sure she could answer those questions.

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
in the area of energy efficiency and suggesting 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 of control in a hurry if you're not careful!”

A chapter-opening story shows
why the topics in the chapter are
important to real companies and
businesspeople. We refer to this
story throughout the chapter.
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9 What role does accounting play in Lisa Hunter’s situation? Lisa had to

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.

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.

Exhibits summarize key
ideas in a visual way.

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 incorporate—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
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 activi-
ties, processes that information into reports, and communicates the results to
decision 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. And as with any language,
there is unique terminology that takes practice to learn. Students must practise
using this new language as much as possible. Many business managers believe
it is more important for students to learn accounting than any other business
subject.

Financial statements are a key product of an accounting system and provide
information that helps people make informed business decisions. Financial state-
ments report on a business in monetary terms and help you answer questions
such as, Is my business making a profit? Should I hire assistants? Who owes me
money? Am | earning enough money to expand my business?

Students sometimes mistake bookkeeping for accounting. Bookkeeping is a
procedural element of accounting, just as arithmetic is a step used when solving
a mathematical problem (or just as skating is an important part of hockey). There
are many accounting software packages that will handle detailed bookkeeping.
Recording the information is important, but understanding what it all means
and how it helps you make better decisions is even more important. Exhibit 1-1
illustrates the role of accounting in business.

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

Businesses prepare reports
to show the results
of their operations

People make Business
decisions transactions occur

Part 1 The Basic Structure of Accounting



Users of Accounting Information

It seems that almost everyone uses financial information to make decisions.

Individuals People use accounting information in day-to-day affairs to manage
bank accounts, evaluate job prospects, make investments, and decide 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
they make changes when 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 consultants 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 and Creditors Investors and creditors provide the money to finance
business activities. To decide whether to invest, investors predict the amount of
income that will be earned on their investment. Before lending money, creditors
such as banks and suppliers evaluate the borrower’s ability to pay them back.

Government and Regulatory Bodies Provincial and federal governments levy
taxes on individuals 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 provincial sales tax, goods and services tax, and harmonized sales tax
that a business collects from its customers and pays to its suppliers. In addition,
some companies are regulated by provincial securities commissions, such as the
British Columbia Securities Commission or the Ontario Securities Commission,
which dictate that businesses selling their shares to and borrowing money from
the public disclose certain financial information.

Not-for-Profit Organizations Organizations such as churches, hospitals, govern-
ment agencies, universities, and colleges, which operate for purposes other than
to earn a profit, use accounting information to make decisions related to the orga-
nization 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.

Financial Accounting and Management Accounting

Users of accounting information 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 primarily 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 managers, and hospital administrators.
Internal users ask questions such as, What price should we set for our product in
order to make the most money? How much of a raise can we afford to give our
employees?

Exhibit 1-2 shows how financial accounting and management accounting
are used by Hunter Environmental Consulting’s internal and external decision
makers.

Chapter 1 Accounting and the Business Environment
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EXHIBIT 1-2 | How Financial Accounting and Management Accounting Are Used

Hunter’s company lost A bank manager would
money on its first consulting use financial accounting
project. Management information to decide
accounting information Hunter whether to lend money
would be used to help ——)  Environmental ¢~ to Hunter's company to
Hunter determine costs Consulting expand the business.

and the amount she should
charge for a consulting
project.

Accountants

Canadian accountants have been going through a period of transition. The
largest organization of designated accountants in Canada is now the Chartered
Professional Accountants (CPAs). Until recently, there were three professional
designations for accountants in Canada—Chartered Accountants (CAs), Certified
General Accountants (CGAs), and Certified Management Accountants (CMAs).
Those accountants who joined the CPA as a result of the merger of these organiza-
tions will retain their legacy designation on their business cards.

Professional Conduct Professional accountants are governed by standards of
professional conduct. Many of these standards apply whether the members
are public accountants who perform work for other businesses or private
accountants who are employed by a particular business. These rules concern
the confidentiality of information the accountant is privy to, maintenance of the
profession’s reputation, the need to work with integrity and due care, competence,
refusal to be associated with false or misleading information, and compliance with
professional standards. Other rules are applicable only to those members in public
practice and deal with things like the need for independence and how to adver-
tise, seek clients, and conduct a practice. This helps the public determine its expec-
tations 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.

Audits One type of work done by designated accountants is an audit. An audit
is a financial 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. Companies and their
auditors must 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

Decision makers Public companies Independent
include investors, sell shares to accounting firms
creditors, and ———) investors, borrow  ¢—— perform audit,
regulatory money, and issue compliance, and
organizations financial reports advisory services
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CPA Canada Advanced Certificate in Accounting and Finance (ACAF) The
ACAF certificate program prepares people for a career in accounting and finance
as an alternative to pursuing a professional designation.

Ethics in Accounting and Business

We need to consider ethics in all areas of accounting and business. Investors, cred-
itors, and regulatory bodies need reliable information about a company. Naturally,
companies want to make themselves look as good as possible to attract investors,
so there is a potential for conflict. Unfortunately for the accounting profession,
accounting scandals involving both public companies and their auditors have
made the headlines over the 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 differ-
ent parties, including Enron shareholders, who saw their investments become
worthless; employees, who lost their jobs and their pensions; and the account-
ing 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.

SEGyAlt!

Try It! questions appear at
the end of each learning-
objective section, 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.

1. For each of the following users of accounting information, indicate if the user is an internal or

external user.

a. Supplier

b. Owner

c. Marketing manager

d. Lender

e. Ontario Securities Commission

Solutions appear at the end of this chapter and on MyAccountinglab

FORMS OF BUSINESS ORGANIZATIONS

A business can be organized as a

® Proprietorship
¢ Partnership
e Corporation

Exhibit 1-4 summarizes some of the differences between the three forms of
business organization.

Proprietorship

A proprietorship has a single owner, called the proprietor, who often manages
the business. Proprietorships tend to be small retail stores, restaurants, and ser-
vice businesses, but they can also be very large. From an accounting viewpoint,
each proprietorship is distinct from its owner. Thus, the accounting records of

In what form can we set
up a company?

Chapter 1 Accounting and the Business Environment
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EXHIBIT 1-4 | Comparison of the Forms of Business Organization

Owner(s)

Proprietorship

Proprietor—one owner

Partnership

Partners—two or more owners

Corporation
Shareholder(s)—one

Oor many owners

Life of organization

Limited by owner’s choice
or death

Limited by owners’ choices or
death of one of the partners

Indefinite

Personal liability of
owner(s) for business

debts

Owner is personally liable

Partners are personally liable*

Shareholders are not
personally liable

Legal status

The owner and the business
are not legally separate

The partnership is the partners;
they are not legally separate

The corporation is separate
from the shareholders
(owners).

8

Taxation

The owner pays tax on the
proprietorship’s earnings;
income is added onto the
owner’s personal tax return

The owners each pay tax on

their share of the partnership’s
earnings; income is added onto
each partner’s personal tax return

Separate taxable entity; the
corporation pays tax on its
earnings

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

the proprietorship do not include the proprietor’s personal accounting 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 personal assets (cash and
belongings) to pay the proprietorship’s debt.

Partnership

A partnership joins two or more individuals together as co-owners. Each owner
is a partner. Many retail stores and professional organizations of physicians,
lawyers, and accountants are partnerships. Accounting treats the partnership as
a separate organization distinct from the personal affairs of each partner. From a
legal perspective, though, a partnership is the partners in a manner similar to a
proprietorship. If the partnership cannot pay its debts, lenders can take each part-
ner’s personal assets to pay the partnership’s debts.

Limited-Liability Partnership (LLP) A limited-liability partnership (LLP) is a
partnership in which one partner cannot create a large liability for the other part-
ners. Each partner is liable only for his or her own actions and those actions under
his or her control.

Corporation

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

From a legal perspective, a corporation is formed when the federal or provincial
government approves its articles of incorporation. Unlike a proprietorship 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

Part 1 The Basic Structure of Accounting



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.

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 cor-
poration goes bankrupt, lenders cannot take the personal assets of the sharehold-
ers. This limited personal liability of shareholders for corporate debts explains
why corporations are so popular compared to proprietorships and partnerships,
which have unlimited personal liability.

Corporations divide ownership into individual shares. Companies such as
WestJet Airlines Ltd. and Canadian Tire Corporation, Limited, have issued mil-
lions of shares of stock and have tens of thousands of shareholders. An investor
with no personal relationship 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 corporations, 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.

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.

SENLYALt!

2. For each of the following scenarios, indicate the applicable form of business in the space provided.

Proprietorship Partnership Corporation

a. The business is not making enough money to pay
its bills. The owners do not have to make up the
difference with their personal funds.

b. Anna and Sui have owned their business together :
for 5 years. Anna dies. The business must be closed
if they chose this form of business. :

¢. An unincorporated business with five owners is a

d. The profits of Chi’s business must be reported on
her tax return.

e. There is a lawsuit against a business and there is not
enough money to pay the claim. The owners only :
lose the amount they have invested into the business. :

Solutions appear at the end of this chapter and on Accounting

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’
confidence, accounting practices need to follow certain guidelines that govern
how accountants measure, process, and communicate financial information. They
are known as generally accepted accounting principles, or GAAP.

Individual countries determine their own GAAP. In the past, the standards used
around the world were very different. Over time, as more businesses operated in
multiple countries, the preparation of different statements for each country became

What are some of the
guidelines for accounting,
and why do we need
them?

Chapter 1 Accounting and the Business Environment
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