CHAPTER 1


Introduction to

Financial Statements

Learning Objectives
1. Describe the primary forms of business organization.

2. Identify the users and uses of accounting information.

3. Explain the three principal types of business activity.

4. Describe the content and purpose of each of the financial statements.

5. Explain the meaning of assets, liabilities, and stockholders’ equity, and state the basic accounting equation.

6. Describe the components that supplement the financial statements in an annual report.


Chapter Outline

Learning Objective 1 - Describe the Primary Forms of Business Organization.
A business may be organized as a sole proprietorship, partnership, or corporation.

· Sole proprietorship - a business owned by one person (Examples include hair salons,
 


          auto repair shops, and free-lance editors)
· Advantages

· simple to establish

· owner controlled

· tax advantages that are more favorable than a corporation

· Disadvantages

· proprietor personally liable for all business debts

· financing may be difficult

· transfer of ownership may be difficult

· Partnership - a business owned by two or more people (Examples include retail and

                  service type businesses including professional practices (lawyers,


       doctors, etc.)
· Advantages

· simple to establish

· shared control

· broader skills and resources

· tax advantages that are more favorable than a corporation

· Disadvantages

· partners personally liable for all business debts

· transfer of ownership may be difficult

· Corporation - a separate legal entity owned by stockholders (Examples include Coca-



       Cola, Exxon-Mobil, General Motors, Citigroup, and Microsoft)
· Advantages

· easier to transfer ownership

· easier to raise funds

· no personal liability for stockholders

· Disadvantages

· unfavorable tax treatment resulting in higher taxes paid by stockholders

The emphasis of this text is the corporate form of business.

	


There is a passage in the text that states, “The combined number of proprietorships and partnerships in the United States is more than five times the number of corporations. However, the revenue produced by corporations is eight times greater. Most of the largest enterprises in the United States—for example, Coca-Cola, ExxonMobil, General Motors, Citigroup, and Microsoft—are corporations.” Why do you think this is true?





There are hybrid business forms which combine the tax advantages of partnerships with the limited personal liability of stockholders. The most common of these types are limited liability companies (LLCs) and subchapter S corporations. 

Learning Objective 2 - Identify the Users and Uses of Accounting Information.

The purpose of financial information is to provide inputs for decision making. 

Accounting is the information system that identifies, records, and communicates the economic events of an organization to interested users.

The users of accounting information fall into two groups—internal users and external users.

· Internal users - users within the organization. Internal users and questions they may ask:

	Marketing
	What price will maximize the company’s net income?

	Human Resources
	Can we afford to give employees pay raises this year?

	Finance
	Is cash sufficient to pay dividends to stockholders?

	Management
	Which product line is most profitable? What should be 
eliminated?


· External users - users who are outside the organization. External users and questions they may ask:

	Investors (current and 
potential)
	Is the company earning satisfactory income? 
How does the company compare in size and 
profitability with competitors? Should I buy, sell, or hold this stock?

	Creditors (suppliers and 
bankers)
	Will the company be able to pay its debts as they 
come due? How risky is this company?

	IRS, SEC, FTC, labor 
unions, customers
	Is the company complying with rules and regulations? 
Is the company properly paying its taxes? Can the company afford to pay increased wage and salaries? Will the company be able to stand behind its warranties?


· Ethics in financial reporting (How would you like to do business or invest in a
       business if you couldn’t trust their financial statements?)
· In 2002, Congress passed the Sarbanes-Oxley Act (SOX) to reduce unethical corporate behavior and decrease the likelihood of future corporate scandals. As a result of SOX:
· Top management must now certify the accuracy of financial information

· The penalties for fraudulent financial activity are much more severe

· There is now increased independence of the outside auditor who review the accuracy of corporate financial statements

· Increased the oversight role of boards of directors

· Effective financial reporting depends on sound ethical behavior.

· Steps for solving ethical dilemmas:

1. Recognize an ethical situation and the ethical issues involved.

2. Identify and analyze the principal elements in the situation.

3. Identify the alternatives, and weigh the impact of each alternative on various stakeholders.

	


Ask students to assume they are managers of XYZ Corp., and consider possible questions they might have that could be answered using financial information. Next, ask them to assume they are creditors or potential investors and think of questions they might have that could be answered using financial information.


Learning Objective 3 - Explain the Three Principal Types of Business Activity.
All businesses are involved in three types of activity. The accounting information system keeps track of the results of each of these activities.

· Financing activities – Cash is often obtained from outside sources to start or expand a business. The two primary sources are:

· Borrowing from creditors which creates liabilities
· bank loan (note payable)

· debt securities (bonds payable)

· goods on credit from suppliers (accounts payable)

· Issuing ownership interests in the corporation to investors (selling common stock to shareholders)
· In addition, financing activities include using cash to pay dividends to stockholders.

	


At this point, ask students to assume they have extra money to invest and ask them how they would prefer to invest the money. Would they consider loaning money to a corporation or would they rather buy shares of stock in the company? Then ask students why they made the decision to lend or buy.


· Investing activities – Cash raised through financing activities is used for investing in resources (assets) needed to operate the business (i.e., land, buildings, delivery trucks, equipment, computers, furniture, etc.).

· Operating activities – Once a business has the assets it needs to get started, it begins its operations. Operating activities involve revenue and expenses. 

· Revenue is the increase in assets resulting from the sale of goods or the performance of services – Sources of revenue common to many businesses are sales revenue, service revenue, and interest revenue. Assets that result from operating activities include supplies, inventory, and accounts receivable.
· Expenses are the cost of assets consumed or services used in generating revenues – Expenses take their name from the type of asset consumed or service used. Cost of goods sold, selling expenses, marketing expenses, administrative expenses, interest expense, and income taxes are common types of expenses. The related liabilities created include accounts payable, wages payable, interest payable, sales taxes payable, and income taxes payable

	


Stress the fact that just because a business is making money is no reason to assume that the business has a lot of money in the bank. Focus students’ attention on the three types of business activity and let them think about what could have happened to the money the business has made. You might also ask students how a business reporting a net loss could have money in the bank.


	


Ask students to think about some of the ‘dotcom’ businesses. Many of these companies received large amounts of cash from stockholders and creditors (financing activities). The cash was spent on salaries, advertising, entertainment, equipment and other expenses and assets (investing and operating activities). Unfortunately, many of these businesses were unable to generate sufficient revenues. When the cash ran out, many of the businesses went under. Many shareholders lost their investments and many creditors were unable to collect on debts.


Learning Objective 4 - Describe the Content and Purpose of Each of the     Financial Statements.
Accounting information is communicated through four different financial statements:

· Income Statement
· Reports the success or failure of the company’s operations for a period of time. 

· Summarizes all revenue and expenses for period—month, quarter, or year. 
· If revenues exceed expenses, the result is a net income. If expenses exceed revenue, the result is a (net loss).

· Dividends are payments to the stockholders and are not expenses.

· Amounts received from issuing stock or obtaining loans are not revenues.

· Retained Earnings Statement 
· Reports the amount paid out in dividends and the amount of net income or net loss for a specific period of time.

· Shows changes in the retained earnings balance during period covered by statement.

· Ending retained earnings represents net income since the inception of the business that has not been paid out as dividends.

Learning Objective 5 - Explain the Meaning of Assets, Liabilities, and

                                        Stockholders’ Equity, and State the Basic Accounting
                                        Equation.
· Balance Sheet 

· Shows the relationship between assets and claims on assets which include liabilities (claims of the creditors) and stockholders’ equity (claims of the owners)  at a specific point in time..

· Assets and claims (liabilities and stockholders’ equity) must balance.

· The basic accounting equation; Assets = Liabilities + Stockholders’ Equity. The accounting equation is just that. It is an equation. The components can be moved in the same way the components of an algebraic equation can be moved.
· Assets - resources owned by the business (things of value)

	


Give examples of assets (i.e. cash, accounts receivable, inventories, furniture and fixtures, and equipment. Explain the difference between accounts receivable and notes receivable.


	


Explain that assets do not have to be fully paid for. Many students do not want to record assets if there is a related liability. They do not understand that a company owns an asset even if it has been financed.





Discuss the concept that assets are the resources that are used by the firm to create more money than what was paid for the assets. Liabilities and stockholders’ equity is how the assets were acquired by the business.

· Liabilities - creditors claims on total assets (obligations or debts of the business)

	


The difference between accounts payable and notes payable should be made clear.


· Stockholders’ Equity - ownership claim on total assets  

	


Students need to understand the difference between paid-in capital and retained earnings.


· Statement of Cash Flows
· Provides information about cash receipts and cash payments for a specific period of time.

· Reports the cash effects of a company’s operations for a period of time.

· Shows cash increases and decreases from investing and financing activities.

· Indicates the increase or decrease in cash as well as the ending cash balance.

· Provides answers to three important questions:

· Where did the cash come from during the period?

· How was cash used during the period?

· What was the change in the cash balance during the period?

· Interrelationship of Statements
· Retained earnings statement uses the results of the income statement.

· Balance sheet and retained earnings statement are also interrelated. The retained earnings amount on the balance sheet is the ending amount on the retained earnings statement.
· Statement of cash flows relates to balance sheet information. It shows how the Cash account changed during the period.
	


Ask students to prepare a personal income statement, balance sheet, and/or statement of cash flows. This activity allows them to relate to the text material. They may be encouraged to pay closer attention to their uses of cash and timing and amounts of expenditures.


Learning Objective 6 - Describe the Components that Supplement the  Financial Statements in an Annual Report.

Publicly traded U.S. Companies that are must provide shareholders with an annual report which always includes financial statements. In addition, the annual report includes the following information:

· Management Discussion and Analysis - covers three aspects of a company:  

· Its ability to pay near-term obligations 

· Its ability to fund operations and expansion 

· Its results of operations

· Notes to the Financial Statements 
· Clarify information presented in the financial statements  

· Provide additional detail (i.e. Describe accounting policies or explain uncertainties and contingencies)

· Auditor’s Report  

· An auditor, a CPA, conducts an independent examination of the company’s financial statements.

· The auditor gives an opinion if the financial statements provide a fair representation of the firm’s financial position and results of operations in accordance with generally accepted accounting principles. If they do, the auditor expresses an unqualified opinion.
· If the auditor doesn’t express an unqualified opinion, users of the financial statements are skeptical that the statements give an accurate picture of the firm’s financial health.

	


Encourage students to obtain annual report information from web sites. Explain to them that many companies are omitting the financial statements and notes from their annual reports on their web sites. The financial statements and notes can be obtained from the SEC fillings.


IFRS

· A Look at IFRS

Most agree that there is a need for one set of international accounting standards. Here is why:

Multinational corporations.  Today’s companies view the entire world as their market. For example, Coca-Cola, Intel, and McDonald’s generate more than 50% of their sales outside the United States, and many foreign companies, such as Toyota, Nestle, and Sony, find their largest market to be the United States.

Mergers and acquisitions.  The mergers between Fiat/Chrysler and Vodafone/Mannesmann suggest that we will see even more such business combinations in the future.

Information technology.  As communication barriers continue to topple through advances in technology, companies and individuals in different countries and markets are becoming more comfortable buying and selling goods and services from one another.

Financial markets.  Financial markets are of international significance today. Whether it is currency, equity securities (stocks), bonds, or derivatives, there are active markets throughout the world trading these types of instruments.

· KEY POINTS

· International standards are referred to as International Financial Reporting Standards (IFRS), developed by the International Accounting Standards Board (IASB). Over 115 countries require or permit use of IFRS.
· Recent events in the global capital markets have underscored the importance of financial disclosure and transparency not only in the United States but in markets around the world. As a result, many are examining which accounting and financial disclosure rules should be followed. 
· U.S. standards, referred to as generally accepted accounting principles (GAAP), are developed by the Financial Accounting Standards Board (FASB). The fact that there are differences between what is in this textbook (which is based on U.S. standards) and IFRS should not be surprising because the FASB and IASB have responded to different user needs. In some countries, the primary users of financial statements are private investors; in others, the primary users are tax authorities or central government planners. It appears that the United States and the international standard-setting environment are primarily driven by meeting the needs of investors and creditors.

· The internal control standards applicable to Sarbanes-Oxley (SOX) apply only to large public companies listed on U.S. exchanges. There is a continuing debate as to whether non-U.S. companies should have to comply with this extra layer of regulation. Debate about international companies (non-U.S.) adopting SOX-type standards centers on whether the benefits exceed the costs. The concern is that the higher costs of SOX compliance are making the U.S. securities markets less competitive.

· The textbook mentions a number of ethics violations, such as Enron, WorldCom, and AIG. These problems have also occurred internationally, for example, at Satyam Computer Services (India), Parmalat (Italy), and Royal Ahold (the Netherlands).
· IFRS tends to be simpler in its accounting and disclosure requirements; some people say it is more “principles-based.” GAAP is more detailed; some people say it is more “rules-based.” This difference in approach has resulted in a debate the merits of “principles-based” versus “rules-based” standards.

· U.S. regulators have recently eliminated the need for foreign companies that trade shares in U.S. markets to reconcile their accounting with GAAP.

· The three most common forms of business organization, proprietorships, partnerships, and corporations, are also found in countries that use IFRS. Because the choice of business organization is influenced by factors such as legal environment, tax rates and regulations, and degree of entrepreneurism, the relative use of each form will vary across countries.

· The conceptual framework that underlies IFRS is very similar to that used to develop GAAP. The basic definitions provided in this textbook for the key elements of financial statements, that is, assets, liabilities, equity, revenues, and expenses, are simplified versions of the official definitions provided by the FASB. The more substantive definitions, using the IASB definitional structure, are as follows.

Assets.  A resource controlled by the entity as a result of past events and from which future economic benefits are expected to flow to the entity.

Liabiliites.  A present obligation of the entity arising from past events, the settlement of which is expected to result in an outflow from the entity of resources embodying economic benefits. Liabilities may be legally enforceable via a contract or law, but need not be, i.e., they can arise due to normal business practice or customs.

Equity.  A residual interest in the assets of the entity after deducting all its liabilities.

Income.  Increases in economic benefits that result in increases in equity (other than those related to contributions from shareholders). Income includes both revenues (resulting from ordinary activities) and gains.

Expenses.  Decreases in economic benefits that result in decreases in equity (other than those related to distributions to shareholders). Expenses includes losses that are not the result of ordinary activities.

· LOOKING TO THE FUTURE

Both the IASB and the FASB are hard at work developing standards that will lead to the elimination of major differences in the way certain transactions are accounted for and reported. In fact, at one time the IASB stated that no new major standards would become effective until 2009. The major reason for this policy was to provide companies the time to translate and implement IFRS into practice, as much has happened in a very short period of time. Consider, for example, that as a result of a joint project on the conceptual framework, the definitions of the most fundamental elements (assets, liabilities, equity, revenues, and expenses) may actually change. However, whether the IASB adopts internal control provisions similar to those in SOX remains to be seen.

Chapter 1 Review
· Describe the three primary forms of business organization and list advantages and disadvantages of each.

· Identify the users of accounting information. How do they use this information?

· Explain the three types of business activity.

· Describe the content and purpose of each of the financial statements.

· Define assets, liabilities, and stockholders’ equity, and state the basic accounting equation.

· Describe the components that supplement the financial statements in an annual report. 

Vocabulary Quiz
Name _______________ 

Chapter 1 

                           1. The process of identifying, recording, and communicating the economic events of a business to interested users of the information.
                           2.
Debts and obligations of a business.

                           3.
Resources owned by a business.
                           4.
The amount by which expenses exceed revenues.

                           5.
A business organized as a separate legal entity having ownership divided into transferable shares of stock.

                           6.
The amount of net income kept in the corporation for future use, not distributed to stockholders as dividends.

                           7.
Assets = Liabilities + Stockholders’ Equity.
                           8.
Payments of cash from a corporation to its stockholders.

                           9.
The cost of assets consumed or services used in the process of ongoing operations to generate resources.
                         10.
A financial statement that reports the assets, liabilities, and stockholders’ equity at a specific date.

Solutions to Vocabulary Quiz

Chapter 1 

  1.
Accounting

  2.
Liabilities

  3.
Assets

  4.
Net loss

  5.
Corporation

  6.
Retained earnings

  7.
Accounting equation

  8.
Dividends

  9.
Expenses

10.
Balance sheet

Multiple Choice Quiz
 



Name _______________ 

Chapter 1 

  1.
All of the following are characteristics of a sole proprietorship except:
a.
a business owned by one person.

b.
owner has control of the business.

c.
a separate legal entity.

d.
small owner-operated business.

  2.
All of the following are characteristics of a corporation except:
a.
a separate legal entity.

b.
ownership evidenced by shares of stock.

c.
produce eight times more revenue than sole proprietorships and partnerships in the United States.

d.
owners have unlimited liability.

  3.
The term used to describe the stock representing the primary ownership interest in a corporation is:

a.
common stock.

b.
retrained earnings.

c.
financing activity.

d.
dividends.

  4.
Resources owned by a business and used in carrying out its operating activities are:

a.
liabilities.

b.
stockholders’ equity.

c.
revenues.

d.
assets.

  5.
Acquiring assets necessary to operate the business is called a(n):

a.
financing activity.

b.
operating activity.

c.
revenue activity.

d.
investing activity.

  6.
Debt securities sold to investors and due to be repaid at a particular date some years in the future are called:

a.
bonds payable.

b.
accounts payable.

c.
wages payable.

d.
notes payable.

  7.
The term used to describe the total assets that Starbucks receives in exchange for its coffee is:

a.
cash.

b.
revenue.

c.
inventory.

d.
accounts receivable.

  8.
The financial statement which presents a picture on a particular date of what a business owns and owes is a(n):

a.
income statement.

b.
retained earnings statement.

c.
balance sheet.

d.
statement of cash flows.

  9.
Net income shown on the income statement is added to the beginning balance of retained earnings in the:

a.
income statement.

b. retained earnings statement. 

c. balance sheet.

d.
statement of cash flows.

10.
To report the success or failure of the company’s operations during the period is the purpose of the:

a.
income statement.

b.
retained earnings statement.

c.
balance sheet.

d.
statement of cash flows.

Solutions to Multiple Choice Quiz

Chapter 1 

  1.
c

  2.
d

  3.
a

  4.
d

  5.
d

  6.
a

  7.
b

  8.
c

  9.  
b

10.
a

Exercise 1 - Research and Communication Activity

Chapter 1
You and your college roommate have decided to go into business together after graduation. Your roommate contends that you have always gotten along and therefore do not need a partnership agreement. You, however, feel somewhat uncomfortable about not having a formal partnership agreement. Not wanting to argue, you decide to write your roommate a memo to (1) explain why you need a formal agreement and (2) outline the issues that need to be addressed in the agreement.

Solution:
DATE:
5/1/0X

TO:

My Roommate

FROM:
Marketing Student

SUBJECT:
Partnership Agreement

After conducting research, speaking with a number of professionals, and considering the venture we are about to undertake, I am even more confident that we need a partnership agreement. Although we have remained friends during the four years of college, a misunderstanding concerning the partnership could jeopardize our friendship.  

At a minimum, the partnership agreement should address:

· Exact name of the business

· Specific nature of the venture

· Names and addresses of partners

· Duties and responsibilities of partners

· Division of profits or losses

· Addition of new partners

· Withdrawal of existing partner

· Additional investments

If there are other issues you would like to see addressed, please let me know. I am excited about our new business undertaking. However, I am more concerned that our friendship stays intact.

Exercise 2 - Research and Communication Activity

Chapter 1
In your textbook you will find a passage that reads, “The combined number of proprietorships and partnerships in the United States is more than five times the number of corporations. However, the revenue produced by corporations is eight times greater. Most of the largest enterprises in the United States—for example Coca-Cola, ExxonMobil, General Motors, Citigroup, and Microsoft—are corporations.

Given these facts, chances are that at some point in your life you may work for a corporation or want to form a corporation.  

1.
List the advantages of the corporate form of organization.

2.
Search the web or call the Secretary of State in your state to determine how you would go about forming a corporation in your state. Outline the major steps in forming a corporation. Provide the source of your information.

Solution:

1.
Easy transfer of ownership, greater raising capital potential, and lower personal liability.
2.
In the Commonwealth of Kentucky, one or more persons may act as an incorporator or incorporators of a corporation by delivering articles of incorporation to the Secretary of State for filing.  
The articles of incorporation of a business corporation must set 

forth:
a.
The name of the corporation that satisfies the requirements of the Commonwealth of Kentucky;

b.
The number of shares the corporation is authorized to issue;
c.
The street address of the corporation’s initial registered office and the name of its initial registered agent at that office;

d.
The mailing address of the corporation’s principal office; and

e.
The name and mailing address of each incorporator.

The articles of incorporation may set forth:

a.
The names and mailing addresses of the individuals who will serve as the initial directors.

b.
Other provisions not inconsistent with the laws of the Commonwealth of Kentucky.

Exercise 3 – Financial Statement and Creative Activity

Chapter 1
Assume that you own a business (small or large) in Campus Town USA. Assume further that you are considering a project (enlarging the parking lot, redecorating the interior, etc.) that will require you to borrow money from a local bank. The lending officer has told you that she will need to know how much money the business is making, how much money the business owes suppliers and other creditors, and how much cash and inventory you have on hand.  

As part of your exercise, you are required to do the following:

1.
Complete the form on the next page outlining:

a.
The type of business you own.

b.
The amount of money you need to borrow.

c.
The detail of the project that will require you to borrow money.

d.
Any additional information you think would help in applying for the loan.

2.
Complete the attached loan application form for your fictitious business. Remember:  You may be creative on this exercise. The numbers don’t have to be real, just realistic.   

Note:  The attached form and loan application do not need to be typed. However, forms should be neatly handwritten.

(This activity is intended for group assignment. Also, you may want to retain students’ work. After studying later chapters and learning to analyze financial statements, students can play the role of loan officer and determine whether to grant the loan.)
Exercise 3 - Financial Statement and Creative Activity (Continued)

Chapter 1
Name of Company

Type of Business

Amount Need to Borrow

Reason for Applying for the Loan

Exercise 3 - Financial Statement and Creative Activity (Continued)

Chapter 1
LOAN APPLICATION FORM

Name of Company 








Address 









Phone Number 








Annual Income

Revenues                      

                                    

Cost of goods sold


                                    

Operating expenses

Rent                       

                                    
Utilities                

                                    

Wages                  

                                    

Advertising          

                                    

Others                    

                                    

Net income (loss)               

                                                   

Assets

Cash                                        

                                        

Account receivable               

                                                   

Inventory                           

                                                

Property, plant, & equipment

                                                        

Other          



                                                                    

Total assets                           

                                              

Liabilities

Account payable



                                    
Notes payable



                                    
Other




                                    
Total liabilities   



                                    

Stockholders’ Equity

Total stockholders’ equity      

                                                   

Total liabilities & stockholders’ equity   
                                            

Exercise 4 - World Wide Web Accounting Research Activity

Chapter 1
The authors provide a vignette that focuses on Tootsie Roll in chapter 1 of your text book. Learn more about Tootsie Roll by going to www.tootsie.com, then click on Financial. Open the latest annual report and find these answers.

1.
Outline Tootsie Roll’s Corporate Principles.

2.
What was the total amount of Tootsie Roll’s assets in the most current year available?

3.
What was the total amount of Tootsie Roll’s liabilities in the most current year available?

4.
What is the amount of the difference between Tootsie Roll’s assets and liabilities? What is this difference called?

Solutions: Information available on website

Note:  The website is constantly being updated. Please check to see that the information requested in this exercise is available.
Exercise 5 - World Wide Web, International, and Social Responsibility Activity

Chapter 1
Levi-Strauss, an international company with headquarters in San Francisco, was a forerunner in addressing ethical and social responsibility. You can find more about Levi-Strauss’ core values by visiting its website at www.levistrauss.com.

1.  Outline the four core values that are at the heart of Levi Strauss & Co.

Solutions:

Information available on website
Note:  The website is constantly being updated. Please check to see that the information requested in this exercise is available.
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