Financial Accounting —

CHAPTER 3

The Accounting Cycle

Captur)’ng Economic Events

After studying this chapter, you should be able to:

Learning Objectives

LO3-1  Identify the steps in the accounting cycle and discuss the role
of accounting records in an organization.
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LO3-2 Describe a ledger account and a ledger.

Understand how balance sheet accounts are increased or
decreased.
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Explain the double-entry system of accounting.

Explain the purpose of a journal and its relationship to the
ledger.

Explain the nature of net income, revenue, and expenses.

LO3-7  Apply the realization and matching principles in recording
revenue and expenses,
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) LO3-8  Understand how revenue and expense transactions are
recorded in an accounting system.
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Prepare a trial balance and explain its uses and limitations:
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E'Sﬂngtﬂsh between accounting cycle procedures and the
nowledge of accounting,
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Capturing the economic activities of PwC is a com-
plex undertaking. PwC employs approximately 180,000
people across 157 countries in over 700 offices. In
FY 2015, PwC reported total revenues of approxi-

$35 billion, with audit and assurance repre-

PwC must capture

mately

senting $15 billion of that total.

the complex business transactions of its worldwide

operations.

Efficiently and effectively captu
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events—such as billings, purch

and dlsbursements-ls absolutely essentlal for survival.
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Chapter 3 The Accounting Cycle: Capturing Economic Events

Although Overnight Auto Service engaged in several business trans?ctions in ttlx)c previous
chapter, we did not illustrate how these events were captured by Overnight for use by manage-
ment and other interested parties. This chapter demonstrates how accounting systems record
economic events related to a variety of business transactions.

[The Accounting Cycle j

; In Chapter 2, we illustrated several transactions of Overnight Auto Service that occurred dur-

i O3 2 , ing the last week in January 2018. We prepared a complete set of financial statements imme-

LEARNING OBJECTIVE - diately following our discussion of these transactions. For practical purposes, businesses do

Identify the stepsinthe -~ -~ not prepare new financial statements after every transaction. Rather, they accumulate the

accounting cycle and discuss  effects of individual transactions in their accounting records. Then, at regular intervals, the
_the role of accounting records

et Sl data in these records are used to prepare financial statements, income tax returns, and other
fr R et types of reports.

The sequence of accounting procedures used to record, classify, and summarize account-

ing information in financial reports at regular intervals is often termed the accounting cycle.

The accounting cycle begins with the initial recording of business transactions and concludes

with the preparation of a complete set of formal financial statements. The term cycle indicates

that these procedures must be repeated continuously to enable the business to prepare new,

up-to-date financial statements at reasonable intervals,

The accoupting cycle generally consists of eight specific steps. In this chapter, we illus-
trate ho,w businesses (1) journalize (record) transactions, (2) post each journal entry to the
appropriate ledger accounts, and (3) prepare a trial balance. The remaining steps of the cycle

will be addressed in Chapters 4 and 5. They include (4) making end-of-period adjustments.
(5 preparing an adjusted trial balance, (6) preparing financial statements, (7) journalizing
and posting closing entries, and (8) preparin

g an after-closing trial balance.

S

ng financial information and maintainin fing record®

ili ; g accounting ]

::ses :ar r;]or-e than facilitate the Preparation of financial statements. Managers and employ

o rp(:) s : usiness frequently use the information stored in the accounting records for such
S as:

L.
2. Keeping track of routine
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intaini i ithin the orgal=™
3. Maintaining documentary evi epartments with "

laws require compani ;
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LaX returns ) Intain accounting records supporting the amounts

e
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LEARNING OBJECTIVE  and decre
: Describe a ledger account - :

an account, The entire Smufcs the el
a ledger, Exhibit 3-8 illust®
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Debit and Credit Entries

tl‘he Use of Accounts | j

An account is a means of accumulating in one place all the information about changes in
specific financial statement items, such as a particular asset or liability. For example, the Cash
account provides a company’s current cash balance, a record of its cash receipts, and a record
of its cash disbursements,

In its simplest form, an account has only three elements;
is called the debit side; and (3) a right side, which is called the credit side. This form of an
account, illustrated as follows and in the next s

ection, is called a T account because of its resem-
blance to the letter T. In a computerized system, of course, the elements of each account are

stored and formatted electronically. More complete forms of accounts will be illustrated later.

(1) artitle; (2) a left side, which

 Leftor
~ DebitSide

@ebit and Credit Entries ]

An amount recorded on the left, or debit, side of an account is called a debit, or a Geliitentry
Likewise, any amount entered on the right, or credit, side is called a'credit, ora crec'hth :nt_l('iy
In simple terms, debits refer to the left side of an account, and credits refer to the right side
of an account, i

To illustrate the recording of debits and credits in an account, let us gohbzc]z;‘s’htmg:f
cash transactions of Overnight Auto Service described in Chapter 2. Wher} t % e 5 the pays
tions are recorded in the Cash account, the receipts are listed on the debit 511.6 ’ a: as shown
Tents are listed on the credit side. The dates of the transactions may also be e
in the following illustration:

120 80000 | 121 N0
1126 600 | 122 6000
mwo <200 -
131 o 1,200
1/31 Balance 16,600 |
I | ' el ipt or a cash pay-
% Each debit gng credit entry in the Cash account represents & cabhnliﬂ:: tge balance of the
acem' © amount of cash owned by the business at a given date 1s equ
Count op, that date, R
De count is the differe
be tErm|n|n9 the Balance of a T Account The balance of an ac ds the credit total,

®¢N the debyy and credit entries in the account, If the debit

ccount has a
. 5 . c
Credy b:l;;':.::s a debit balance; if the credit total exceeds th

debit total, the &

. the
; 1 Yollowing

N our i1ne , ross the accoun
lagt cas Hlustrageq Cash account, a line has been drawn ac

. unry
. (debits) recorded in Januz
Moy ansaction recorded in January. The total cash rccelPl:;t( ?;bgtﬁsg 200. By subtrm:l::::‘st
. 0 : )
Lhe Crediy total.froo' and the total cash payments (credits) nmdetermim: that the Cash 460
ag :

A deby m the debit total ($82,800 — $66,200), we
Thig deb.a]a"ce 0f $16,600 on January 31.
the ling cr, ' balance 18 entered in the debit side of the accoun
cates a “fregp, start” in the account, with the month-en

w the line. In effect

t just belo resenting the nef

d balance rep

in its simplest form :
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result of all the previous debit and credit entries. The Cash account now shf)ws the amount of
cash owned by the business on January 31. In a balance sheet prepared at this date, Cash in the
amount of $16,600 would be listed as an asset.

Debit Balances in Asset Accounts In the preceding illustration of a Cash account,
increases were recorded on the left, or debit, side of the account and decreases were recorded

on the right, or credit, side. The increases were greater than the decreases and the result was
a debit balance in the account.

s All asset accounts normally have debit balances. It is hard to imagine an account for an

103-3 asset such as land having a credit balance, as this would indicate that the business had dis-

B LEARNING OBJEcTive  Posed of more land than it had ever acquired. (For some assets, such as cash, it is possible to
Understand how balance

acquire a credit balance—but such balances are only temporary.)
The fact that assets are located on the left side of the balance sheet is a convenient means

of remembering the rule that an increase in an asset is recorded on the left (debit) side of the
account and an asset account normally has a debit (left-hand) balance.

sheet accounts are increased
_ordecreased.

e s, .

. ‘ Any Asset Account
=B Asset accounts normally hmj
gl debit balances Debit Credit
(to record {to record
. anincrease) a decrease)

o

Credit Balances in Liability and Owners’ Equity Accou
owpers’ equity accounts are recorded by credit entries,
recorded by debits. The relationship between entries in

ms  Increases in liability and
and decreases in these accom_xts are
these accounts and their position O

) counts
normally have credit (right-hand) balances. Moot nsmeod by
Any Liability A
Liability and owners’ ty Account
Emmﬂ“’ h,::m Or Owners’ Equity Account
Debit Credit
Ho recorg {to record
m? dgcrease) anincrease)
Concise State o ¥
ment of _ s
reco the Debit ang Credit Rules The use of debits and credl

rd changes i iabilit;
Bes in assets, liabilities, ang owners” equity may be summarized 88 follows:

Asset Accoynts "
’ Accou“
o) S s

tbala
Increases are recordeg b"m. Thus, Normally have credit balances. Thu
decrea Y debits ang jts and
e 565 are recordeq by credits Increases are recorded by cred

| decreases are recorded by debits-

i

e e B
Bt Gt T T B

iy i
e gy s

-
-

Asset
o o Liabilities + QOwners’ quits,
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The Journal
23
If this equation is to remain in balance, any change in th i :
must be accompanied by an equal change in the r lg1  the left s-1de. of the equation (assets) -
. ) - ght side (either liabilities or owners’ equi 1034
According to the debit and credit rules that we have just described. RIS eqmt_Y)- I e R
of the equation (assets) are recorded by debits, while increases in th; :11;::?131 l(rllig?l_]t‘?ﬁ S1d: LEARNING OBJECTIVE
. S ilities an Explai
owners’ equity) are recorded by credits, illustrated as follows, sy:tl:r: ofa affmumm
Assets = Liabitities + Owners’ Equity
Debit Credit Debit Credit Debit Credit
to to to to to to
increase decrease ) decrease increase decrease increase
(+) = : ) = - =) (+)
This system is often called double-entry accounting. The phrase double-entry refers to
the need for both debit entries and credit entries, equal in dollar amount, to record every
transaction. Virtually every business organization uses the double-entry system regardless of
whether the company’s accounting records are maintained manually or by computer. Later in
this chapter, we will see that the double-entry system allows us to measure net income at the
same time we record the effects of transactions on the balance sheet accounts.
Ehe Journal J
In the preceding discussion we illustrated how the debit and gredit rules ofs d?vibls:::ls:yd 035
tooounting are applied in the recording of econor.ni.C s Usll'nii'lgtaczzgnov'mers’ equity . LEARNING OBJECTIVE
the effects that business transactions have on md1v1due_|l ?lsset,rt ;t to):ealize, b mver. thal Expian he purpose ofa
accounts that comprise a company’s general ledger. It 1s Impo T an actual accounting Journal and it relationship to
transactions are rarely recorded directly in general ledger accounts. In an the ledger. :

Lt init in an accounting
system, the information about each business transaction 15 1muallythf:°:fd::pﬁate S
record called the journal. This information is later transferred to the app
the general ledger, |

iness ions. At convenient
~ The journal is a chronological (day-by-day) record of business transactions

t am 0 ' . . f ( ) '

. < e
accounts in the ledger. The updated ledger accounts, 1 turn, serv

the company’s financial statements. , let us examine
To illustz"atc the most basic type of journal, called a ge_nel‘lllzl e.l';;":lhzlt on January 20,
© Very first business transaction of Overnight Auto Service: ccal ook, Thus,the st
18, the McBryan family invested $80,000 in exchange for ca[?:al Stock increased by the
ash increased by $80,000, and the owners’ equity account Cap!
Same amount, know that increases in assets
Applying the debit and credit rules discussed previousty: ¥¢ corded by credits: AS suc:e.
© recorded by debits, whereas increases in owners’ €quity are 1o amount of $80,000.T

. : in the s the
mm EVent requires a debit to Cash and a credit 0 Cﬂp“ﬁl itﬁ‘];:slttl'lntcd i Exhibit 3-1. Note
action is r . ’ eral journal a
basic ¢ ccorded in the company's general }

aracteristics of this general journal entry.

I ! .
':'[I:e namF of the account debited (Cash) is written first, and the
) PEars in the left. hand money column.

© hame of the account credited (Capital Stock) 8pPe

illde . 5 ri ht :
» b:i‘;?o the right. The dotlar amount appears the li below the journal entry

., _ . ‘ate § .0 ns
eScription of the transaction appears immedi i ich trans® f:;fcc_

eA°C0unting software packages automate and streamiin ¢ VoY oputer— 3
tive yay However, recording transactions manually

0

. w the ac
" bc!zand money colum®

; ic event
NCeptualize the manner in which e"Onomlccial statements:
Subsequently reported in a company $ finan
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EXHIBIT 3-1
Recording a Transaction
in the General Journal

EXHIBIT 3~

nga Tranuctlon
from the Journa to Ledger
nts

\

ts
Chapter 3 The Accounting Cycle: Capturing Economic Even

GENERAL JOURNL

2018t TR S - . BOO0O.
Jan20 Cash .....eer.... e S B
. - “EROIEY B0, $5 8o st i e

- Ownersinvest cash in the business. ,

A familiarity with the general journal form of desc;ibing. msacﬁons is just as essenua! to
the study of accounting as a familiarity with plus and minus signs s to the stydy of mathe.maucs.
The journal entry is a tool for analyzing and describing the impact of various trfmsactlons on
a business entity. The ability to describe a transaction in journal entry form requires an l'mder-
standing of the nature of the transaction and its effect on the financial position of the business.

POSTING JOURNAL ENTRIES TO THE LEDGER ACCOUNTS
(AND HOW TO “READ” A JOURNAL ENTRY)

We have made the point that transactions are recorded first in the journal. Ledger accounts
are updated later, through a process called posting, (In a computerized system, postings often
occur instantaneously, rather than later.)

Posting simply means updating the ledger accounts for the effects of the transactions
recorded in the journal. Viewed ag a mechanical task, posting basically amounts to perform-
ing the s'teps you describe when youread a journal entry aloud,

Consider the first entry appearing in Overnight's general journal, Tf you were to read this
entry aloud, you would say: “Dep;f Cash, $80,000; credit Capital Stock, $80,000.” Thats

precf' sely what. a person posting this entry should do: Deb;t the Cash account for $80,000, and
credit the Capital Stock account for $80,000,

The posting of OVemjght's first ; .. . . e
* % . jOllmal en 18 ln §ae g that no
information is recordeg during the posting i llstratedin Exhibig 3-2. Notice

i . process. POSting involves copyi g into the ledgcf
::;Zurhtissmfogneauon.mat alregdy has been recorded in the journal. In mgny:;] accounting $Y8
instang a::]z;n ?todious and time-consuming Process, but in computer-based systems, itis 0

y automatically, I, addition, Computerizeq posting greatly reduces the risk of errof™

GENERAL JOURNAL
Date
Account Titles ang I Debl =
2018 Bl Explanation —
Jan, 20 Cash

...........
LY

W‘iﬂm Invest cagh in the business,

I‘?t-'.*cording Bal ' e

An Mustragiqn M€ Sheet Transacy
To illustme how “"‘::::

10 the 0 yge deb : s
tl.um“’cjtiil;:!llls nsacﬁ‘-’nsl::;s o eredi for recording transactions I ac(;gcu 0'.‘“-1[‘" \
ated 1 Vernight Auto Servi is point, we & 4

Nanges iy e compan)g: rg:\i;cﬁ:l t;uoiigz“ wd 71 /

re]
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Recording Balance Sheet Transactions: An lilustration 95

its balance sheet. The revenue and expense transactions that took
addressed later in the chapter.

Each transaction from January 20 through January 27 is analyzed first in terms of increases
in assets, liabilities, and owners’ equity. Second, we follow the debit and credit rules for enter-
ing these increases and decreases in specific accounts. Asset ledger accounts are shown on the
left side of the analysis; liability and owners’ equity ledger accounts are shown on the right
side. For convenience in the following transactions, both the debit and credit figures for the
transaction under discussion are shown in red. Figures relating to earlier transactions appear
in black.

place on January 31 will be

Jan. 20 Michael McBryan and family invested $80,000 cash in exchange for capital stock.

i 1 both the City of Santa Teresa
Jan. 21 Representing Overnight, McBryan negotiated with bo e e .

and Metropolitan Transit Authority (MTA) to purchase
(The city owned the land, but the MTA 0
Overnight Auto Service purchased the lan

' ding.) On January 21,
wned the building.) $52,000 Y

d from the city for

Puchaseotn sset b O
R DU S Sy ot S :': i s Liabiibes oy * g‘
' iv asset Land Is Increased $52,000. 81 —~E Al L

P e R e R
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26
: isiti i i location by purchasing the
.22 Overnight completed the acquisition of its business ( : :

Jan ab‘;doi ed building from the MTA. The purchase price was $36,000; Overnight
made a $6,000 cash down payment and issued a 90-day, non-interest-bearing note
payable for the remaining $30,000.

Purchase of an asset, makinga | . i 8
small down payment R
) Owners’
Assets = Liabites + Equity
+836,000  +$30,000
-$ 6,000
ght purchased tools and equi
¢ g
purchase price was $13 800 ducqil:lJ %I(T)lzm on account from Snappy Tools. Th
Credit purchase of an asset S o ays.

Josets = Lisbiltis + gquny
+412800 413800

) Taols and Equipment . 13,800
=3 '-- ' Afgounu Pﬂyﬂbiﬁ traasaguageentt ":

T Vg, L o .
2 Wring = -
T L O st O
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$ S W a2
ince the tools hre.sold at.cost; there js ne'
: An asset Accounts Recer

, ; gain or loss on this transacti
vable Is acquired In the amount of $1,800; the
t Tools and Equipm, ntis decreased $1,800. . . i

Overnight received $600 in partial collection of the account receivable from

Ace Towing.

7
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[Ledger Accounts after Posting J
: ight Auto Service from January 20 through anuary
The seven journal entries made by Overnig
27 are summarized in Exhibit 3-3.
EXHIBIT 3-3 OVERNIGHT AUTO SERVICE
General Journal Entries: GENERAL JOURNAL
January 20 through 27 JANUARY 20-27, 2018
Date Account Titles and Explanation Debit Credit
2018
Jan. 20 CEBI o s 50+ o 508 5w ¢ B e 80,000
Capital Stock ... 80,000
Owners invest cash in the business,
21 MO e 52,000
OO 52,000
Purchased land for business site, '
22 PO 0 ot e g g 36,000
Cash ... R B8 S k1 gy 6 b e e e 6,000
Notes Payable ... . e 30,000
Purchased building from the MTA. Paig part
cash; balance payabie within 90 days,
23 ot 13,800
Accounts Payable | 13,800

.
-----------------------------

Purchaseq tools ang €quipment on Credit from
Snappy Tools. Dug jn 60 days.

24 Accounts Recelvable

5 T

b

"

Of thejoumﬂl 1 ? e » cr

I3

o the D
Sheet—hy, I8, asseqs firs u(., € accounts ge arranged in the same order a:s‘ Each l,‘dﬁe
LS preseneq in Wha - r:red by liabilije and owners’ equity accoun®™ = i

§ Hic
! Accounts), vy will noticel:h te . 8 8 running balance format (as oppoe spec g L

Whether g porr: € run ot indic8® ** e
f o I:CCO“M has g g it orn;:fdiali:?:: fonTrll]?: S:E:c: no difﬁculﬂ"d o’
. ce. This -t
equity — At asser pog, nts normally gy debit balances. and liability ¥
In the ledger aor;muy ,hm Credit balances e s . ghl'“‘ o
and N Exhip ' vernt
“XPenge ransactiong dicer 034, e have not yet included any of ue A s
Sactiong ace Pl hapter All of the company’s rcwn(;rcdit v \
fevenye and Xpenge . nn:mllary 31. Befm-c We can discuss the debit .aﬂd nted.
5,8 :

i . is
» 2 More In-depth discussion of net income
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Ledger Accounts after Posting | o

. EXHIBIT 3-4

1 Ledger Showing
Transactions

G i oo

NOTES PAYABLE 5 |
[ S “ylpss il oen I U . e M .. B -

T

— ACCOUNTS PAYABLE

i E . i

od gt

CAPITAL STOCK
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100
(What Is Net Income? j
e As previously noted, net income is an increase in owners’ equity resulting from the profitable
036 operation of the business. Net income does not consist of any cash or any other specific assets.
' Rather, net income is a computation of the overall effects of many business transactions on
LEARNING OBJECTIVE L . . i tion are illustrated
 Explain the nature of net owners’ equity. The effects of net income on the basic accounting equa n are illus
income, revenue, and as follows.
expenses.
Assets = Liabilities + Owners® Equity
Increase Increase
OR LI )
e sy e I Decrease Increase
equity
As income is earned, Net income
either an asset is always resu]ts in
increased or a the increase of
liability is decreased. Owners’ Equity.

](ziur phojmt is ltlhat net income represents an increase in owners’ equity and has no e
relationship to the types or amounts of assets on h i i ‘
and. Ev atapro
may run short of cash. e business opersine
ablinothe b;lance sheet, the ch.anges in owners’ equity resulting from profitable of unPn.)ﬁt.
Eammpira 1§ns are reflcct‘ed .1{1.the balance of the stockholders’ equity account, keis
acﬁViﬁg . The as_sets a.nd hablh.tles of the business that change as a result of income-rel
es appear in their respective sections of the balance sheet

RETAINED EARNINGS

sAef::i!c:l;sg?tft? “tl; (I:hapter n e Re‘fﬁned Earnings account appears in the stockholder o
ings ac € balance sheet. Earning net income causes the balance in the Ret® el
gs account to increase. However, many corporations follow a policy of distributing m‘sni‘
stoc.:kholders some of the resources generated by profitable meﬁon&l?pfﬁ
5“3003 of this nature are termed dividends, and they reduce both “::c«d b
gn Stoc.kholde,-s’ equity. The reduction in stockholders’ equity it
ecreasing the balance of the Retained Earnings account. pood! “
. The balance in the Retained Earnings account represent® \ oo
income of the corporation over the entire lifetime of the busine™* s
fjlvndends to its stockholders. In short, retained earnings Np““;ﬂ“‘ i
;ngs tFlat have bt':en retained by the corporation to finance 87" n 0¥ '»:
nrgf:st corporations have become large by consistently et in‘f’_’.{
ness most of the resources generated by profitable operation™ . &“3}
a recent annual fBpori of & Y P tock ol
$110 kil _ pple Inc., shows total SIOC ) ipiiof
tlion. O this amount, retained earnings of nearly

for over 77 percent of the company’s total equity-

THE INCOME STATEMENT: A PREVIEW il ""«Té

An incom : .
entity for ::m.ef'.ll e;ﬂt 18 u financial statement that summarizes the profi ned Y0

pecitied period of time. In this : is determi by ,4!"
sslit Prices ot : statement, net income is 461 rred ™ %
next i el ‘goods or services sold during the period with the cosis e ;ht{‘ o
nents of :e:\lierlng these goods or services. The technical accounting 'a:;blh" “dn; \

ncome are S8
revenue and expenses, Therefore, acc"‘“"mn“d Jos e

ual to re [
eq venue minus expenses. Should expenses exceed reventc: &




What Is Net Income?

CONNECTION

Would you be interested in investing in or lending money
to a company that reported eight straight years of losses in
the following amounts (all in millions): $0.3, $6, $31, $125,
$720, $1.4, $567, $149? Those numbers were the reported net
income (actually net loss) for Amazon in every year from 1995
through 2002. Amazon did not report a prefit until 2003 when
it reported a $35 million profit. Moreover, it took until 2009
before Amazon reported a positive balance in retained earnings.
Amazon was reporting large net losses as it invested heavily
in building its infrastructure and brand. By investing for the
long haul, Amazon grew net sales from $147 million in 1997
10 $6.9 billion in 2004, a compound annual growth rate of over
70 percent. :

The market recognized that Amazon’s Vreported losses were
enabling it to build a dominant online presence and, as a result,
during that time Amazon was able to finance itself by issuing
debt and stock (including the exercise of stock options). For

Financial Accounting, 17th Edition

example, Amazon issued long-term debt of $326 million
and $1.2 billion in 1998 and 1999, respectively. Moreover,
Amazon received cash proceeds from issuing stock (includ-
ing exercised stock options) of $64 million, $122 million,
and $163 million in 1999, 2002, and 2003, respectively.
Finally, although Amazon reported net losses every year
from 1995 to 2002, its cash flows from operations were in
some years positive. Certain expenses reduced Amazon’s
net income but not its cash flows—items like depreciation,
amortization, and stock-based compensation. And Ama-
zon financed much of its operations (i.e., generated cash
flow) by vendor-provided financing. These concepts are
covered when we introduce the Statement of Cash Flows in

* Chapter 13. Amazon shows that a business can report losses

for many years and still be viable, even quite successful,
if it is able to generate sufficient cash flow to finance its

operations.

A sample income statement for Overnight Auto Service for the year ended December 31,

201

8,is shown in Exhibit 3-5. In Chapter 5, we show exactly how this in
Geveloped from the company’s accounting records. For now, however,

come statement was
the illustration will

i i o s X ; . : income.
Asist us in discussing some of the basic concepts involved in measuring net In¢

Income Myst
inco,

Be Related to a Specified Period of
1 ™e statement covers a period of time—namely, the year
nancial position of 4 business at a particular date. We cannot eva

OVERNIGHT AUTO SERVICE
INCOME STATEMENT

B
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Chapter 3 The Accounting Cycle: Capturing Economic Events

associated with a specific time period. For example, if an executive says, “My business earns
a net income of $10,000,” the profitability of the business is unclear. Does it earn $10,000 per

week, per month, or per year?

The late J, Paul Getty, one of the world’s first billionaires, was once interviewed by a group of busi-
ness students. One of the students asked Getty to estimate the amount of his income, As the student
had not specified a time period, Getty decided to have some fun with his audience and responded,

- “About $11,000.” He paused long enough to allow the group to express surprise over this seemingly low
amount, and then completed his sentence, “an hour.”

Accounting Periods The period of time covered by an income statement is termed the
company’s accounting period. To provide the users of financial statements with timely infor-
mation, net income is measured for relatively short accounting periods of equal length. This
concept, called the time period principle, is one of the underlying accounting principles that
guide the interpretation of financial events and the preparation of financial statements.

The length of a company’s accounting period depends on how frequently managers, inves-
tors, and other interested people require information about the company’s performance. Every
business prepares annual income statements, and most businesses prepare quarterly &%
monthly income statements as well. (Quarterly statements cover a three-month period and are
prepared by all large corporations for distribution to their stockholders.)

The 12-month accounting period used by an entity is called its fiscal year. The fiscal Y&
uscd by most companies coincides with the calendar year and ends on December 31. Some
businesses, however, elect to use a fiscal year that ends on some other date.

For example, The Walt Disney Company ends its fiscal year on the first Saturday X
Octo‘ber. Why? For one reason, September and October are relatively slow months at the 00‘“
pany’s theme parks. Furthermore, September financial statements provide timely i"form‘-m 3
about the preceding summer, which is the company’s busiest season. Most large mw«m&;
s;:ch as Walmart and JCPenney, end their fiscal years at the end of January, after the m:th, in
;ncemfg)zl _ﬁ:iin. Many choose the last Saturday of January as their cutoff, which o

reporting period approximately five out of every six years.

N t:;t us now explore the meaning of the accounting terms revenwe and expense’ .

REVENUE i

Ri‘:;gus 's the price of goods sold and services rendered during a 8iVe" aﬂs‘:"ﬂi‘fg
gc "- arning revenue causes owners’ equity to increase, When a business r€ i iv
tr,luef % merchandise 1o it customers, it usually receives cash or acquires an accous e |ol‘!
:s ‘:mrorfn :lhc customer. The inflow of cagh and receivables from customers incre’ i ncmps:;
% nhl © company; on the other side of the accounting equation, owners’ m"“iﬁ' et
match the nerease in total assets, Thus, revenye is the gross increase if o :
rcsulm.\g from operation of the business, e ,b"ﬁs
ncs:/::;us ;ccoum lt‘itlcvs are used (o describe differen types of revenue. For cxnﬂ;gw v
» that sells merchandise rather thap servi er AS
rvices, such as or Grenel™ = cpA>

the term Sales to describe it revenu cl.\ v Walm'a " si ""s'wcht o |

attorneys, revenue usually is called Fees Eq ver
m e, howe ¥
revenue Commissions Earned, 0 K.0eal eaale offic gits © 5

Overnight Auto Service's income slate recor AP
. ‘ ment reveals that the company od £ !
In two separate accounts; (1) Repair Service Revenue and (2) Rent Revenve B:s coﬂ“’d
sional sports team might also have Separate revenue accounts for Ticke! Sal /

in
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What Is Net Income?

Revenue, and Revenue from Television Contracts. Another type of revenue common to many
businesses is Interest Revenue (or Interest Earned), stemming from the interest earned on
bank deposits, notes receivable, and interest-bearing investments.

The Realization Principle: When to Record Revenue When should revenue be rec-
ognized? In most cases, the realization principle indicates that revenue should be recognized
at the time goods are sold or services are rendered. At this point, the business has essentially
completed the earnings process, and the sales value of the goods or services can be measured
objectively. At any time prior to the sale, the ultimate value of the goods or services sold can
only be estimated. After the sale, the only step that remains is to collect from the customer,

usually a relatively certain event. )
To illustrate, assume that on July 25 a radio station contracts with a car dealership to air

a series of one-minute advertisements during August. If all of the agreed-upon ads are aired
in August, but payment for the ads is not received until September, in which month shoul.d
the station recognize the advertising revenue? The answer is August, the month in.which it
rendered the services that earned the advertising revenue. In other words, revenue 15 recog-
nized when it is earned, without regard to when a contract is signed or when cash payment for

providing goods or services is received.

EXPENSES |
Expenses are the costs of the goods and services used up in the process of earning revenue.
Examples include the cost of employees’ salaries, advertising, rent, utilities, and the deprecia-
tion of buildings, automobiles, and office equipment. All these costs are necessary to attract
and serve customers and thereby earn revenue. Expenses are often called the ' costs of doing
business,” that is, the cost of the various activities necessary to carry on business.

' lated changes in the account-

_ Anexpense always causes a decrease in owners’ equity. 'Ijhe relatec ci e hn GxgSE
Ing equation can be either (1) a decrease in assets or (2) an increase in liabilities.

red i i

uces assets i is incurred. If the expense wil
if payment occurs at the time that the expense :

payment ocours 8 sing services on account, the

Not bc_Paid until later, as, for example, the purchase of adve!'ti e
recording of the expense will be accompanied by an increase in liabilites-

The Mat _
ching Principle: When to Record Expenses A signifi ‘
VEen revenue and expenses, Expenses are incurred for the purpose of producing revente.

5 expenses
inw:ed -asurement of net income for a period, revenue should be offset by_ :SI: ::enu;:on :
I producing that revenue. This concept of offsetting €xpenses agal

“4i5 of cauge ang effect is called the matching principle. es

cl;n;ng ' an important factor in matching (goffscm'ﬂg) revenue With meﬁmrl:t:)d ::ff::l :his
Momh.smp le. in the preparation of monthly income statements, it 1S 1PO aonth's expenses
Raing ,::pe"m against this month’s revenue. We should not Offsft m'? nt]x(wecn the two.
: sum: month’s revenue because there is no cause and effect rclanonsh"_) rving customers
" July gre n"m' the salaries carned by a company’s marketing feam for sef be regarded as
Fxpensck.j o\ Piid until car ly August. In which month should these sal.m c;' h the market-
ing tegmre uly'orAugum The answer is July, because July is the month in Whi¢ " ot one
id the nm“emces helped to produce revenue.Just as revenue and cash receipts l:mem of an
K0 oy PENSES and cash payments are not identical. In fact the cash ﬁidinﬂ when
:fpon ani:cc o b?f"rt. after, or in the same period that revenuc 'i‘ 0“’ ““:I' I'n riod does the
hexpeng; Pr:nse in the income statement, the critical question 15. Inw 3; gt? cash occur?”

©lp t0 produce revenue?"and not, “When does the paymet

xp@nd't
u i
o Be"‘"““ﬂ More Than One Accounting Period  Many expend

a buune ; e
s i ire i licies,
c 8 benefit two of more accounting periods. Fire lnsurancc_po
monthly in "
urance expense each mon
f the policy by months 18 an
urance expense r

cant relationship exists

[
T 5
thag u’:lon Of the 4 Period of 12 months, If company preparcs

tayy , Policy jg i:st Of such a policy should be allocated to ins

Atter, 1 the ee. In this case, apportionment of the cost 0

am“'"“s to 32-m°mh policy costs $2,400, for example, the ins
00 (52,400 cost + 12 months).
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Not all transactions can be divided so precisely by accounting periods. The purchase ofa
building, furniture and fixtures, machinery, a computer, Or an automobile provides benefits to
the business over all the years in which such an asset is used. No one can determine in advance

uch long-lived assets. Nevertheless,

exactly how many years of service will be received from such |
in measuring the net income of a business for a period of one year or less, accountants must

estimate what portion of the cost of the building and other long-lived assets is applicable to
sts are estimates rather than precise measure-

the current year. Since the allocations of these co
ments, it follows that income statements should be regarded as useful approximations of net

income rather than as absolutely correct measurements.
For some expenditures, such as those for employee training programs, it is not possible

to estimate objectively the number of accounting periods over which revenue is likely to be
produced. In such cases, generally accepted accounting principles require that the expenditure
be cha{gf:d immediately to expense. This treatment is based upon the accounting principle of
obj_ectlylty and the concept of conservatism. Accountants require objective evidence that an
expegdlturc will produce revenue in future periods before they will view the expenditure as
creagng 3;1 asset. When this obje'ctive evidence does not exist, they follow the conservative
srarl: ir;e l:h recordmg the expenditure as an expense. Conservatism, in this context, means
pplying the accounting treatment that results in the lowest (most conservative) estimate 0

net income for the current period.

INTERNATIONAL CASE IN POINT

Internati : ;

Wit espet 1o o e oring standards (IFRSS) iffersigificanty fom US. GAY

example, IFRS 38 allows d t;Xpensed immediately and costs that are capitalized- F"

but under U.S. GAAP the evelopment costs to be capitalized if certain criteria are ¢

they oceur. Comensl ;e 5ame costs would need to be expensed in the period in whi

under some limited ') advertising costs are expensed as incurred under IFRS. Whe™®
| N umstances advertising costs can be capitalized under US GAAP

An alterngj '
Ve 0 the g conomic activity

accounting, reyep il basis iy col r

»revenue i ed cash Unde e
ey et B s
father than when the rely o g o, Expenses are rec e'Led when p e )
i of Bczounting o ed goods or seryices are used i ofmz s operatio®™ par‘“L
but it does noy provide g l::; the amounts of cash receive:ina l(;b“::d out durin mcfi“g
period, 890d measure of the profitability of a:tivl:ucs undertsl<” g

Exhibit 3-6 llustrates thyg "
ursements m » Under the i '

8y oceur prior tg crual basis of accounting, ¢4 4
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EXHIBIT 3-6

Cash Flow versus Income
Statement Recognition

Cash is received The income statement

or paid here Z reports revenue or
3 N, expense here

The income statement ¥ Cash Is received

reports revenue or or paid here

k. expense here

accounts are a natural extension of the rules for recording changes in owners’ equity. The

;u :]e S previously stated for recording increases and decreases in owners’ equity arc as
Ollows,

. I 3 i )
Z;ICMases In owners’ equity are recorded by credits.
9 .
écreases in owners’ equity are recorded by debits.
This ruje ;
Tule is now extended to cover revenue and expense accounts.

* Rey ; . .
“nue increases owners’ equity; therefore, revenue is recorded by credits.
e . .

nses decrease owners’ equity; therefore, expenses are recorded by debits.

A divig,, J

$ome e nd is a'df'su'ibution of assets (usually cash) by a corporation to its stockholders. Il'l
ity in the dividends are similar fo expenses—they reduce both the assets and the owners
"CVenye in el{slness, However, dividends are not an expense, and they are not deducted frm.n
e these pay;,: nco‘me Statement, The reason why dividends are not viewed as an expense 18

b 900t serve to generate revenue. Rather, they are a distribution of profits

Since :::ld‘:i:he business,
"eCorgdeq by dep “ration of 4 dividend reduces stockholders’ equity, the dividend could lr;

a $p § ' '
diﬁggr Dl'Vid::,’:ﬁ the Retained Earnings account. However, a clearer record is cm.ued A
in the ;- “°COUNt i3 debited for all dividends to stockholders. The reporting ©

5 Inan !
follow, dcb"‘c"edig rﬁ;al $tatements will be illustrated in Chapter S. _
; e for revenye, expenses, and dividends are summarized below as

Dabit-crodit rules related 10
Dec"“@s " Owners' Equity offect on owners’ oquity

.cﬂrd.d
C Py dtcn.,:y o Increases recorded by Credits
Dy, EAre 'md:"quuuy Revenue Increases owners’ equity
D encs uce b Debits Revenue Is recorded by Credits
'Vld y Wn.r,. .quny
e r'cordgd Debits




