Einancial Accounting

LEARNING OBJECTIVE
Understand how revenue

Chapter 3 The Accounting Cycle: Capturing Economic Events

Recording Income Statement Transactions:
An lllustration

In Chapter 2, we introduced Overnight Auto Service, a small auto repair shop formed on
January 20, 2018. Early in this chapter, we journalized and posted all of Overnight's balance
sheet transactions through January 27. At this point we will illustrate the manner in which
Overnight's January income statement transactions were handled and continue into February
with additional transactions.

Three transactions involving revenue and expenses were recorded by Overnight on January
31, 2018. The following illustrations provide an analysis of each transaction.

Jan.31 Recorded revenue of $2,200, all of which was received in cash.




Recording Income Statement Transactions: An lllustration

Jan. 31 Paid for utilities used in J. anuary, $200.

Having analyzed and recorded all of Overnight's January transactions, next we focus upon

the company’s February activities. Overnight’s February transactions are described, analyzed,
and recorded as follows.

Feb.1  Paid Daily Tribune $360 cash for newspaper advertising to be run during
February.
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Recording Income Statement Transactions: An llustration

Feb. 15

Collected $4,980 cash for Tepairs made to vehicles of Airport Shuttle Service.

Feb. 28 Billed Harbor Cab Co. $5,400 for maintenance and repair services Overnight

provided in February. The agreement with Harbor Cab calls for payment to be
received by March 10.
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Feb. 28 Paid employees’ wages earned in February, $4,900.
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| Your good friend, Fred Jonas, is the manager of Harbor Cab Co. Your family and Fred el
nt barbecue- F

meet frequently outside of your respective workplaces for fun. At a recel
you about the amount of repair services rendered by Overnight Auto 1 Airport S0 m the airport

February. Airport Shuttie Services competes with Harbor Cab Co. for fares toan
What should you say to Fred?

(See our comments in Connect.)
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Recording Income Statement Transactions: An I

Feb.28 Overnight Auto Services declares and pays a dividend of 40 cents per share to the
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owners of its 8,000 shares of capital stock—a total of $3,200.!
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THE JOURNAL

In our illustration, journal <
made in Overnight's journ

include short explanations of the trans
credit transactions and the nam

EXHIBIT 3-7
General Journal Entries:
January 31 through

February 28
Date

2018
Jan. 31

Journal entries contain more
information than just dollar 31

31
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" purchased radio advertising on account

Economic Events

. e a very abbreviated form. The actug] ep,..
entries We_n Exhibit 3-7- Notice that these formal journg ennum:
appear 1 actions, which include such details as the o

es of customers and creditors.

OVERNIGHT AUTO SERVICE
GENERAL JOURNAL
JANUARY 31—FEBRUARY 28, 2018

es and Explanation

Account Titl

.......

I R venue ........................
air Service Revenue .. .- -
e dered to various customers.

Repair services rendered to various customers-
Wages EXpense ...-cotctttn

CaSh coereenesmemmenrmmrestes
id all wages for January.
B .. . e « ] .3 e o 8 Bl 3 ¢ e & 200

......................

Cash
Paid all utilities for January.
Advertising EXPENSE .. vessssmmmssmsssrsrr st 360

Cash voovvinvnneraenens 3 g e s e
Purchased newspaper advertising from

Daily Tribune to run in February.
470

Advertising EXPENSE ... covenerrenrmramatiiatiiL,
Accounts Payable

470

..................................

from KRAM; payment due in 30 days.

Shop Supplies
Accounts Payable

Purchased shop supplies on account
from CAPA; payment due in 30 days.

07 11 1
Repair Service Revenue ........ ...,
Repair services rendered to Airport
Shuttle Service.
AccountsReceivable ..... ...
Repair Service Revenue ............................. 5,400
Billed Harbor Cab for services rendered in
February.
Wages EXPeNsSe ........... it
MCRSHE -« 4 e £ 300 £ 022 5 905 B i o m e 0 3 6 5 B 5 6 3 S 430
Paid all wages for February.
Utilities Expense .............. ... .
Accounts Payable ................ ... ... . ... ... 1.600
Recorded utility bill for February.
Dividends ... ...
Cash .. 30
Paid cash dividend of 40 cents per share

..........................................

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

on 8,000 shares of capital stock owned by

the McBryan family. 4

U:ebr uary’s Ledger Balances

After posti
. sholv)v ; il: % i[;l (l,)tl* tﬂ;e ; ar,;?ary and February transactions, Overnight's Jed&¢" 23r ncw“‘?
—0. 10 conse i ledger 1 .
Ive space, we have illustrated the le gt:1 ForcoﬂM

ccouts

and have carri
e forward cach accoun's summary balance from January 31-
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o Economic EVent®
.t balances appear to the left of

14 Chapter 3
e of ea
. pruary 28 pileng i ¢ order—that is, bal
we show 1n red ﬂ:le Fe ar to the rig ancial statemern - » balance
the account; .tba:gc;iu?:f:ﬁon appear ;crfs-' equity)- followed by the Income statemen;
The accoun;—srsl:l(;sslets' iabilities: d oW
sheet accounts It ]
accounts (revenue al expenses) ’
i accounts for every transac.
f deb dits are cntesl;eg:;;tzl to the sum of all the ma(ci-
Since equal dollar amoz;“:]l the debits in the ledbiifnlggcumte‘ it follows that the total of the
— i d, the surm alances b nts with credit balan
1039 tion recordec. P - of account b tal of the accoun's ’ ces.
i o its. If the computzfuoﬂ 0 o must be al to the t:l ce sheet, it i desirable to prove that the
LEARNING OBJECTIVE accounts with debit balan b alances (0 P pare a balan b f accounts with credit balances
 Prepare a trial balance, - sing the account - { equal to the to , . s
- : Before using .+ palances is in : ¢rial balance. A trial balance i
and explain its uses and with debit balan . balances is called a ! lance s
.+ . total of accounts . of debitand € t bal Il the accounts in the order in which
TS s proof of the e the names and balaneon o.f ‘ ft-hand column and the cred;
" column schedule listing the ! palances aré Jisted in the left- : it
a two n the ledger; the ebit Is of the two columns should agree. A trial balance
they appgarth right-hand column. The tota’s Exhibit 3-8 is shown in Exhibit 3-9.
balam;‘_: mo‘:;mi ght Auto’s ledger accounts from
taken from
OVERNIGHT AUTO SERVICE
EXHIBIT 3-9 TRIAL BALANCE
Overnight Auto Service’ FEBRUARY 28,2018
TralBalonce $ 13,120
Qash «.cneveveere st 6.600
Accounts fecelvable .. -.cveeeeene T .
ShOP SUPPIIES v ceessessnemn et 12,000
lance proves the T R LA AR
:qmtmm andards—| 7090521 I T T IRy 36,000
but It also glves you @ ::e! bf:tr BUIIING «vvvrvesrrmmmrrrsses st s : -
mm. Mﬂmmﬂ " ............................................ ISR y
vt theresmoretoconsider | LN oo $ 30,000
NOLES PAYBDIE . . vvcevrsnssresrse s 0470
Accounts payable .......o..vens TR AR . 80,000
COPHAISIOCK o oerervewessemssesesnen e et | a 0»
REtGINEd EAIMINGS - «.vrvrersresrsnssssnsarsme st .
DIVIDENAS .. v v vvinaeeeennnnenens B AR LA 3,20 -
Repair service revenue T L AR 12,
Advertising expense ....... oo s+ o b § 5K giresevine ey 6 B o
~ Wagesexpense .......... RETRRRRRRRTRRRRR RERCRRE ERRREES e
Utilities expense ..... .. RO e P A PP T )

This trial balance proves the equality of the debit and credit entries in the company's account;
ing system. Notice that the trial balance contains both balance sheet and incom® statt:m*:;t
accounts. Note also that the Retained Earnings balance is zero. It is zero because 10 decr-
or credit entries were made to the Retained Earnings account in January of February OvIll

night, like most companies, updates its Retaig
Chapter 5, we will show how the Retainedi
at year-end on December 31,2

\

2
fI‘h; b.alance of $0 in the Retained Earnings g

;:IH In1ts first year of operations, no entries |

: ance prepared after the firs year of busine
ave a balance other than §), '



/’—_—_
\
Financial Accounting, 17th Edition -

Concluding Remarks

 USES AND LIMITATION "
The trial balance provides proof tha? Ll TRIAL BALANCE

. 8 the ledger is §
credit totals of the trial balance gives assurarglzz 1;\:(1 balance. The agreement of the debit and

; ) 21131;:;]3.@ and credits have been recorded for all transactj
. The addition of the account balances in the trial balan sal:uo:‘
ce has been

Suppose that the debit and credj

o redit totals of :

indicates that o of the trial bal :

. » OT Vice versa; (2) arithmetic mi ’ errors are (1) the postin

3) clerical errors in copyi metic mistakes in determini “

gn)the credit column gf }31“8 account balances into the trial balanc:'.‘?f;n:?g'accoum })alanceS;
e trial balance, or vice versa; and + (4) listing a debit balance

balance. ; and (5) errors in addition of the trial

The preparation 9f a trial balance does not prove that tran

lyledda';d ;ecgrg'eq in the proper accounts. If, for example, a receipt of cash

recorded by debiting the Land account instead of the Cash account th:striravle;ealxoneous:y
; ce would

still balance. Also, if a transaction were co

: , . mpletely omitted
not be dlsc10sed. by the trial balance. In brief, the trial balanf:l:?roﬂ\::slzcﬁer’ o s o
ledger, and that is the equality of debits and credits. b Cheaspesiaihe

performed correctly.

sactions have been correctly ana-

(Conch)ding Remarks }
THE ACCOUNTING CYCLE IN PERSPECTIVE

We view the accounting cycle as an efficient means of introducing basic accounting terms ‘10310

concepts, processes, and reports. This is why we introduce it early in the course. As we con: R T g g

clude the accounting cycle in Chapters 4 and 5, please don’t confuse your familiarity with ;AN CRIVTIRE -«

this sequence of procedures with a knowledge of accounting. The accounting cycle is but one mﬂﬁgwmﬂm

accounting process—and a relatively simple one at that. ~ Candthe knowledge of v i
Computers now free accountants to focus upon the more analytical aspects of their disci- accounting.

pline. These include, for example:

« Determining the information needs of decision makers.

« Designing systems to provide the information quickly and efficiently.
+ Evaluating the efficiency of operations throughout the organization.
« Assisting decision makers in interpreting accounting information.

« Auditing (confirming the reliability of accounting information).

« Forecasting the probable results of future operations.

« Tax planning.

We will emphasize such topics in later chapters of this text. But let us ﬁrst repeat a very
basic point from Chapter 1: The need for some familiarity with accounting concepts and
processes is not limited to individuals planning careers in accounti.ng. Today, an understand-
ing of accounting information and of the business world go hand in hand. You cannot know

much about one without understanding quite a bit about the other.




AS dls.cussed in Chapter 2, the Sarbanes-Oxley Act (SOX) P"“?"l;
tially increases the civil and criminal penaltics associd ‘;‘l:
securtties fraud, including fraudulent financial reporting ¢
increased penalties—which can be substantial—

reduce illegal behaviors. For example, in 2090

former chief executive officer of Enron, w38 convic ed

eral fraud-related criminal charges for which
24 years.

metimes 1O d
thical and in some 1r_1s'
management is ¢

to a prison term exceeding
Businesspeople are SO

commit actions that ar¢ une

illegal. The clear message of
behavior or find a job elsewhere.” Management

intimidation can make it difficult to resist dcm'and
unethical behavior. Employees sometimes believe t
insulated from responsibility and liability because "t

just following orders.” ] .
As you encounter ethical dilemmas duriné your Pusmess
riors that

career, remember that obeying orders from your supe
are unethical, and certainly those that ar¢ illegal, may expose

you to serious consequences, including criminal prosecution

and incarceration.
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