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Introduction

ou may know individuals who make their living as accountants. You may

be thankful that they’re the accountants and you’re not. You may prefer
to leave accounting to the accountants, and think that you don’t need to know
anything about accounting. This attitude reminds me of the old Greyhound
Bus advertising slogan “Leave the Driving to Us.” Well, if you could get around
everywhere you wanted to go on the bus, that would be okay. But if you have
to drive most places, you'd better know something about autos. You do a lot
of “financial driving,” so you should know something about accounting as well.

Sure, accounting involves numbers. So does watching your car mileage,
knowing your vital health statistics, keeping track of your bank balance,
negotiating the interest rate on your home mortgage, monitoring your retire-
ment fund, and bragging about your kid’s grade point average. You deal with
numbers all the time. Accountants provide financial numbers. These numbers
are very important in your financial life. Knowing nothing about financial
numbers puts you at a serious disadvantage. In short, financial literacy
requires a working knowledge of accounting.

About This Book

This book, like all For Dummies books, consists of freestanding chapters. Each
chapter is like a tub standing on its own feet. You can read the chapters in any
order you please. You can tailor your reading plan to give priority to the chap-
ters of most interest to you, and read other chapters as time permits. Of course,
you could start on page 1 and continue straight through until the last page.
The choice is yours.

I've written this book for a wide audience. You may be a small business man-
ager who already has experience with financial statements, for example, but
you need to know more about how to use accounting information in analyzing
your profit performance and cash flow. Or, you may be an investor who needs
to know more about financial statements, so your chief interest probably will
be the chapters that explain those statements.
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This book offers several advantages:

v | explain accounting in plain English with a minimum of jargon and
technical details.

v~ | carefully follow a step-by-step approach in explaining topics.

v linclude only topics that non-accountants should understand; I avoid
topics that only practicing accountants have to know.

v linclude frank discussions of certain sensitive topics, which go
unmentioned in many accounting books.

I should emphasize one thing: This book is not an accounting textbook.
Introductory accounting textbooks are ponderous, dry as dust, and overly
detailed (in my judgment). However, textbooks have one advantage: They
include exercises and problems. You can learn much by reading this book. If
you have the time, you can gain additional insights and test your understand-
ing of accounting by working the exercises in my Accounting Workbook For
Dummies (Wiley).

Conventions Used in This Book

Learning accounting requires learning the fundamentals of financial statements.
You get accounting information in other forms of communication (in bank state-
ments and in business newspaper articles, for example), but financial statements
occupy center stage. To understand financial statements you don’t have to
be an expert. But you should know how to extract the main messages from
financial statements. Serious investors, investment analysts, lenders, and
business managers, in particular, need a sure grip on financial statements.

Financial statements are presented according to established (one could say
entrenched) conventions. Uniform styles and formats for reporting financial
statements have evolved over the years and become generally accepted. The
conventions for financial statement reporting can be compared to the design
rules for highway signs and traffic signals. Without standardization there
would be a lot of accidents.

[ present financial statements throughout the book. Therefore, I want to take
a moment now to explain the conventions for reporting financial statements.
To illustrate these points I use the following example of an income statement
for a business. Note: This business example is organized as a pass-through
entity for income tax purposes and, therefore, does not itself pay income tax.
(I discuss pass-through entities in Chapter 8.)
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Income Statement for Year

Sales revenue $5,218,000
Cost of goods sold expense $3,267,000
Gross margin $1,951,000
Selling, general, and $1.484.000
administrative expenses

Operating profit $467,000
Interest expense $186.000
Net income $281,000

Here are the conventions to keep in mind:

v It may seem obvious, but you read a financial statement from the top
down. Sales revenue is listed first, which is the total income from the
sale of products and services during the period before expenses in the
period are deducted. If the main revenue stream of the business is from
selling products, the first expense deducted from sales revenue is cost of
goods sold, as in this example.

Deducting the cost of goods sold expense from sales revenue gives gross
margin (also called gross profif). The number of other expense lines in an
income statement varies from business to business. Before interest
expense is deducted, the standard practice is to show operating profit
(also called operating earnings), which is profit before interest expense.

v An amount that is deducted from another amount — such as the cost of
goods sold expense — may be placed in parentheses to indicate that it is
being subtracted from the amount above it. Alternatively, the accountant
who prepares the financial statement may assume that readers know that
expenses are deducted from sales revenue, so no parentheses are put
around the number. You see expenses presented both ways in financial
reports, but you hardly ever see a minus (negative) sign in front of
expenses.

v Notice the use of dollar signs in the income statement example. In the
illustration all amounts have a dollar sign prefix. However, financial
reporting practices vary quite a bit on this matter. The first number in a
column always has a dollar sign, but from here down it’s a matter of per-
sonal preference.

v To indicate that a calculation is being done, a single underline is drawn
under a number, as you see under the $3,267.000 cost of goods sold
expense number in the example. This means that the expense amount is
being subtracted from sales revenue. The number below the underline,
therefore, is a calculated amount.
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Note that there are three calculated amounts in the example: $1,951,000
gross margin; $467,000 operating profit; and, $281,000 net income.

v Dollar amounts in a column are always aligned to the right, as your see
in the income statement example. Trying to read down a jagged column
of numbers that are not right-aligned would be asking too much; the
reader might develop vertigo.

v In the income statement example, dollar amounts are rounded to the
nearest thousand for ease of reading, which is why you see all zeros in
the last three places of each number. Really big businesses round off to
the nearest million and drop the last six digits. The accountant could
have dropped off the last three digits in the income statement, but prob-
ably wouldn’t in most cases.

Many accountants don’t like rounding off amounts reported in a finan-
cial statement, so you see every amount carried out to the last dollar,
and sometimes even to the last penny. However, this gives a false sense
of precision. Accounting for business transactions cannot be accurate
down to the last dollar; this is nonsense. The late Kenneth Boulding, a
well-known economist, once quipped that accountants would rather be
precisely wrong than approximately correct. Ouch! That stings because
there’s a strong element of truth behind the comment.

v The final number in a column typically is double underlined, as you see
for the $281,000 bottom-line profit number in the income statement. This
is about as carried away as accountants get in their work — a double
underline. Instead of a double underline for a bottom-line number, it may
appear in bold.

There’s one more convention I need to mention: [ give several Web addresses
(URLs) in this book. Some need to break across two lines of text. If this is the

case, rest assured that [ haven’t put in any extra characters (such as hyphens)
to indicate the break. So, when using one of these Web addresses, just type in

exactly what you see in this book, pretending as though the line break doesn’t
exist.

What You're Not To Read

While you’re reading, [ assume you’re on the edge of your seat and can hardly
wait to get to the next exciting sentence. Well, perhaps I get more pumped up
about accounting than you. So, one question you may have is this: Do I really
have to read every sentence in the book? To be honest, you can skip the para-
graphs marked with the Technical Stuff icon. You can simply leapfrog over these
sections without missing a beat. If you have time, you can return to these topics
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later. Also, the sidebars in the chapters are interesting, but not essential for
understanding the topics at hand. Sidebars are like when you say in a conver-
sation, “By the way, did you know . .. ?”

There’s reading, and then there’s remembering what you read. You should read
the examples I use throughout the book, but you don’t have to remember the
numbers in each example. For instance, consider the income statement example
in the previous section. You should understand that the bottom-line profit is the
amount remaining after all expenses are deducted from sales revenue. But, of
course, you don’t need to remember the specific amount of the bottom-line profit
in the example.

Foolish Assumptions

Although I assume that you have a basic familiarity with the business world, I
take nothing for granted regarding how much accounting you know. Even if
you have some experience with accounting and financial statements, I think
you'll find this book useful.

I have written this book with a wide audience in mind. You should find yourself
more than once in the following list of potential readers:

v Accountants to be: This book is a good first step for anyone considering
a career in professional accounting.

1 Active investors: Investors in marketable securities, real estate, and other
ventures need to know how to read financial statements backward and
forward.

v~ Passive investors: Many people let the pros manage their money by
investing in mutual funds or using investment advisors to handle their
money; even so, they need to understand the investment performance
reports they get, which use plenty of accounting terms and measures.

v People who want to take control of their personal finances: Many
aspects of managing your personal finances involve the accounting
vocabulary and accounting-based calculation methods.

1 Business managers (at all levels): Trying to manage a business without
a good grip on financial statements can lead to disaster. How can you
manage the financial performance of your business if you don’t even
understand the financial statements of your business?

v Anyone interested in following economic, business, and financial
news: Articles in The Wall Street Journal and other financial news
sources are heavy with accounting terms and measures.
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v Administrators and managers of government and not-for-profit entities:
Although making profit is not the goal of these entities, the focus is still
on the bottom line because the entity has to stay within its revenue
limits and keep on a sound financial footing.

1~ Politicians at local, state, and federal levels: These men and women
pass many laws having significant financial consequences, and the better
they understand accounting, the better their votes should be (we hope).

v Bookkeepers: Strengthening their knowledge of accounting should
improve their effectiveness and value to the organization.

v Entrepreneurs: As budding business managers, they need a solid grasp
of accounting basics.

+~ Business buyers and sellers: Anyone thinking of buying or selling a busi-
ness should know how to read its financial statements and how to “true
up” these accounting reports that serve as the basis for setting a market
value on the business.

1 Investment bankers, institutional lenders, and loan officers: [ don’t
really have to tell these folks that they need to understand accounting;
they already know.

v~ Business and finance professionals: This includes lawyers and financial
advisors, of course, but even clergy counsel their flock on financial matters
occasionally.

I could put others in the above list. But I think you get the idea that many dif-
ferent people need to understand the basics of accounting. Perhaps someone
who leads an isolated contemplative life and renounces all earthly possessions
does not need to know anything about accounting. But, then again, I don’t know.

How This Book Is Organized

This book is divided into parts, and each part is further divided into chap-
ters. The following sections describe what you can find in each part.

Part I: Opening the Books on Accounting

In Chapters 1 and 2, I introduce the three primary business financial state-
ments gradually, one step at a time. Rather than throwing you in the deep end
of the pool, hoping that you learn to swim before drowning in too many
details, I make sure you first learn to float and then move on to some basic
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strokes. The information for financial statements comes from the bookkeeping
system of the entity. The financial statements of an entity are no more reliable
and accurate than the reliability and accuracy of its bookkeeping system —
and the integrity of the company’s management, of course. So, in Chapter 3, I
offer a brief overview of bookkeeping and accounting systems. You could jump
over this chapter, if you must. But I recommend at least a quick read.

Part I1: Figuring Out Financial Statements

In Part I, [ complete the explanations of the three primary financial state-
ments of businesses (see Chapters 4, 5, and 6). In Chapter 7, I explain that
businesses are not in a straitjacket when it comes to deciding which account-
ing methods to use for recording their revenue and expenses. They can select
from two or more equally acceptable methods for recording certain revenues
and expenses. The choice of accounting methods affects the values recorded
for assets and liabilities.

Part 11I: Accounting in
Managing a Business

To start a business and begin operations, its founders must first decide on
which legal structure to use. Chapter 8 explains the legal entities for carrying
on business activities. Each has certain advantages and disadvantages, and
each is treated differently under the income tax law.

Chapter 9 explains an extraordinarily important topic: designing an account-
ing report template that serves as a good profit model, one that focuses on
the chief variables that drive profit and changes in profit. A hands-on profit
model is essential for decision-making analysis. A manager depends on the
profit model to determine the effects of changes in sales prices, sales volume,
product costs, and the other fundamental factors that drive profit.

In Chapter 10, I discuss accounting-based planning and control techniques,
through the lens of budgeting. Managers in manufacturing businesses should
be wary of how product costs are determined, as Chapter 11 explains. The
chapter also explains other economic and accounting cost concepts relevant
to business managers.

/
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Part JU: Preparing and Using
Financial Reports

In Part IV, I first explain how a financial report is put together (see Chapter 12).
Next I discuss how investors and lenders read financial statements (see
Chapter 13). Business managers need more information than is included in an
external financial report to investors and lenders. In Chapter 14, I survey the
additional information that managers need.

I close this part of the book with a chapter that explains audits of financial
statements by CPAs and the very serious problems of accounting and finan-
cial reporting fraud (see Chapter 15). If there were no Enrons in the world,
things would be a lot simpler. [ hate to say it, but the next Enron is just wait-
ing to happen. Unfortunately, you can’t necessarily depend on audits to dis-
cover accounting fraud.

Part U: The Part of Tens

In the For Dummies style, I close the book with a pair of chapters in “The Part
of Tens.” I condense the main lessons from the book’s chapters into two lists

of ten vital points each. Chapter 16 reviews ten important ways business man-
agers should use accounting information. Chapter 17 gives business investors
handy tips for getting the most out of reading a financial report — tips on how
to be efficient in reading a financial report and the key factors to focus on.

Glossary

The accounting terminology in financial statements is a mixed bag. Many terms
are straightforward, but accountants also use esoteric terms that you don’t see
outside of financial statements. Sometimes it must seem like accountants are
speaking a foreign language. [ must admit that accountants use jargon more
than they should. In some situations accountants resort to arcane terminology
to be technically correct, much like lawyers use arcane terminology in filing law-
suits and drawing up contracts.

Where I use jargon in the book, | pause and clarify what the terms mean in plain
English. Also, I present a helpful glossary at the end of the book that can assist
you on your accounting safari. This glossary provides quick access to succinct
definitions of key accounting and financial terms, with relevant commentary
and an occasional editorial remark. This is better than your average glossary.
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This icon points out especially important ideas and accounting concepts that
are particularly deserving of your attention. The material marked by this
icon describes concepts that are the undergirding and building blocks of
accounting — concepts that you should be very clear about and that clarify
your understanding of accounting principles in general.

[ use this icon sparingly; it refers to very specialized accounting stuff that is
heavy going, which only a CPA could get really excited about. However, you
may find these topics important enough to return to when you have the time.
Feel free to skip over these points the first time through and stay with the
main discussion.

This icon calls your attention to useful advice on practical financial topics. It
saves you the cost of buying a yellow highlighter pen.

This icon is like a caution sign that warns you about speed bumps and pot-
holes on the accounting highway. Taking special note of this material can
steer you around a financial road hazard and keep you from blowing a fiscal
tire. In short — watch out!

Where to Go from Here

There’s no law against you starting on page 1 and reading through to the last
page. However, you may first want to scan the book’s Contents at a Glance
and see which chapters pique your interest.

Perhaps you’re an investor who is very interested in learning more about finan-
cial statements and the key financial statement ratios for investors. You might
start with Chapters 4, 5, and 6 which explain the three primary financial state-
ments of businesses, and finish with Chapter 13 on reading a financial report.
(And don’t overlook Chapter 17.)

Perhaps you’re a small business owner/manager with a basic understanding
of your financial statements, but you need to improve how you use account-
ing information for making your key profit decisions, and for planning and
controlling your cash flow. You might jump right into Chapters 9 and 10,
which explain the analysis of profit behavior and budgeting cash flows.

The book is not like a five-course dinner in which you have to eat in the order
the food is served to you. It’s more like a buffet line from which you can pick
and choose, and eat in whatever order you like.
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annvalized vatio, I’ll rvealize a profit. Tt still
looks like a $6 tip on an 485 lunch.”




In this part . . .

A ccounting is essential in the worlds of business,
investing, finance, and taxes. In this part, you find
out why.

Accountants are the “information gatekeepers” in the
economy. Without accounting, a business couldn’t func-
tion, wouldn’t know whether it’s making a profit, and
would be ignorant of its financial situation. Accounting is
equally vital in managing the business affairs of not-for-
profit and governmental entities.

From its accounting records, a business prepares its
financial statements, its tax returns, and the reports to its
managers. In financial reports to investors and lenders, a
business must obey authoritative accounting and financial
reporting standards. If not, its financial reports would be
misleading and possibly fraudulent, which could have dire
consequences.

Bookkeeping — the record-keeping part of accounting —
must be done well to ensure that the financial information
of a business is timely, complete, accurate, and reliable —
especially the numbers reported in its financial state-
ments and tax returns. Wrong numbers in financial
reports and tax returns can cause all sorts of trouble.




Chapter 1

Accounting: The Language
of Business, Investing, Finance,
and Taxes

In This Chapter

Realizing how accounting is relevant to you

Grasping how all economic activity requires accounting
Watching an accounting department in action

Shaking hands with business financial statements

Mama, should you let your baby grow up to be an accountant?

A ccounting is all about financial information — capturing it, recording

it, configuring it, analyzing it, and reporting it to persons who use it.

[ don’t say much about how accountants capture, record, and configure fin-
ancial information in this book. But I talk a lot about how accountants commu-
nicate information in financial statements, and I explain the valuation methods
accountants use — ranging from measuring profit and loss to putting values
on assets and liabilities of businesses.

As you go through life, you come face to face with accounting information more
than you would ever imagine. Regretfully, much of this information is not self-
explanatory or intuitive, and it does not come with a user’s manual. Accounting
information is presented on the assumption that you have a basic familiarity
with the vocabulary of accounting and the accounting methods used to gener-
ate the information. In short, most of the accounting information you encounter
is not transparent. The main reason for studying accounting is to learn its
vocabulary and valuation methods, so you can make more intelligent use of the
information.
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Part I: Opening the Books on Accounting

People who use accounting information should know the basic rules of play
and how the financial score is kept, much like spectators at a football or
baseball game. The purpose of this book is to make you a knowledgeable
spectator of the accounting game.

Let me point out another reason you should know accounting basics — I call
it the defensive reason. A lot of people out there in the cold, cruel financial world
may take advantage of you, not necessarily by illegal means but by withholding
key information and by diverting your attention from unfavorable aspects of
certain financial decisions. These unscrupulous characters treat you as a lamb
waiting to be fleeced. The best defense against such tactics is to know some
accounting, which can help you ask the right questions and understand the
financial points that con artists don’t want you to know.

Accounting Is Not Just for Accountants

One main source of accounting information is in the form of financial statements
that are packaged with other information in a financial report. Accountants keep
the books and record the financial activities of an entity (such as a business).
From these detailed records the accountant prepares financial statements that
summarize the results of the activities.

Financial statements are sent to people who have a stake in the outcomes of
the activities. If you own stock in General Electric, for example, or you have
money in a mutual fund, you receive regular financial reports. If you invest
your hard-earned money in a private business or a real estate venture, or you
save money in a credit union, you receive regular financial reports. If you are a
member of a nonprofit association or organization, you're entitled to receive
regular financial reports.

In summary, one important reason for studying accounting is to make sense
of the financial statements in the financial reports you get. I guarantee that
Warren Buffett knows accounting and how to read financial statements. I sent
him a copy of my How To Read A Financial Report (Wiley). In his reply, he
said he planned to recommend it to his “accounting challenged” friends.

Affecting both insiders and outsiders

People who need to know accounting fall into two broad groups: insiders and
outsiders. Business managers are insiders; they have the authority and respon-
sibility to run a business. They need a good understanding of accounting terms
and the methods used to measure profit and put values on assets and liabilities.
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Accounting information is indispensable for planning and controlling the finan-
cial performance and condition of the business. Likewise, administrators of
nonprofit and governmental entities need to understand the accounting termi-
nology and measurement methods in their financial statements.

The rest of us are outsiders. We are not privy to the day-to-day details of a busi-
ness or organization. We have to rely on financial reports from the entity to know
what’s going on. Therefore, we need to have a good grip on the financial state-
ments included in the financial reports. For all practical purposes, financial
reports are the only source of financial information we get directly from a busi-
ness or other organization.

By the way, the employees of a business — even though they obviously have
a stake in the success of the business — do not necessarily receive its finan-
cial reports. Only the investors in the business and its lenders are entitled to
receive the financial reports. Of course, a business could provide this informa-
tion to those of its employees who are not shareowners, but generally speaking
most businesses do not. The financial reports of public businesses are in the
public domain, so their employees can easily secure a copy. However, financial
reports are not automatically mailed to all employees of a public business.

In our personal financial lives, a little accounting knowledge is a big help for
understanding investing in general, how investment performance is mea-
sured, and many other important financial topics. With some basic account-
ing knowledge, you’ll sound much more sophisticated when speaking with
your banker or broker. I can’t promise you that learning accounting will save
you big bucks on your income taxes, but it can’t hurt and will definitely help
you understand what your tax preparer is talking about.

Keep in mind that this is not a book on bookkeeping and recordkeeping sys-
tems. I offer a brief explanation of procedures for capturing, processing, and
storing accounting information in Chapter 3. Even experienced bookkeepers
and accountants should find some nuggets in that chapter. However, this
book is directed to users of accounting information. I focus on the end prod-
ucts of accounting, particularly financial statements, and not how informa-
tion is accumulated. When buying a new car, you're interested in the finished
product, not details of the manufacturing process that produced it.

Overcoming the stereotypes of accountants

I recently saw a cartoon in which the young son of clowns is standing in a circus
tent and is dressed as a clown, but he is holding a business briefcase. He is
telling his clown parents that he is running away to join a CPA firm. Why is this
funny? Because it plays off the stereotype of a CPA (certified public accountant)
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as a “bean counter” who wears a green eyeshade and has the personality of
an undertaker (no offense to morticians). Maybe you've heard the joke that
an accountant with a personality is one who looks at your shoes when he is
talking to you, instead his own shoes.

Like most stereotypes, there’s an element of truth in the preconceived image
of accountants. As a CPA and accounting professor for more than 40 years, I
have met and known a large number of accountants. Most accountants are
not as gregarious as used-car sales people (though some are). Accountants
certainly are more detail-oriented than your average person. However, you
don’t have to be good at mathematics to be a good accountant. Accountants
use very little math (no calculus and only simple algebra). Accountants are
very good at one thing: They want to see both sides of financial transactions:
the give and take. Accountants know better than anyone that, as economists
are fond of saying, there’s no such thing as a free lunch.

If you walked down a busy street in Chicago, New York, or Los Angeles, |
doubt that you could pick out the accountants. I have no idea whether
accountants have higher or lower divorce rates than others, whether they go
to church more frequently, whether most are Republicans or Democrats, or if
they generally sleep well at night. I do think that accountants are more
honest in paying their income taxes than other people, although I have no
proof of this.

Relating accounting to your
personal financial life

I'm sure you know the value of learning personal finance and investing funda-
mentals. (I can recommend Personal Finance For Dummies and Investing For
Dummies by Eric Tyson, MBA, both published by Wiley.) Well, a great deal of
the information you use in making personal finance and investing decisions is
accounting information. One knock | have on books in these areas is that they
often don’t make clear that you need a basic understanding of accounting ter-
minology and valuation methods in order to make good use of the financial
information.

You have a stake in the financial performance of the business you work for,
the government entities you pay taxes to, the churches and charitable organi-
zations you donate money to, the retirement plan you participate in, the busi-
nesses you buy from, and the healthcare providers you depend on. The
financial performance and viability of these entities has a direct bearing on
your personal financial life and well-being.
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We're all affected by the profit performance of businesses, even though we
may not be fully aware of just how their profit performance affects our jobs,
investments, and taxes. For example, as an employee your job security and
your next raise depend on the business making a profit. If the business suffers
a loss, you may be laid off or asked to take a reduction in pay or benefits.
Business managers get paid to make profit happen. If the business fails to
meet its profit objectives or suffers a loss, its managers may be replaced (or
at least not get their bonuses). As an author, | hope my publisher continues
to make profit so I can keep receiving my royalty checks.

Your investments in businesses, whether direct or through retirement accounts
and mutual funds, suffer if the businesses don’t turn a profit. I hope the
stores I trade with make profit and continue in business. The federal govern-
ment and many states depend on businesses making profit to collect income
taxes from them.

Looking for Accounting
in All the Right Places

Accounting extends into virtually every walk of life. You're doing accounting
when you make entries in your checkbook and when you fill out your federal
income tax return. When you sign a mortgage on your home, you should
understand the accounting method the lender uses to calculate the interest
amount charged on your loan each period. Individual investors need to
understand accounting basics in order to figure their return on invested capi-
tal. And it goes without saying that every organization, profit-motivated or
not, needs to know how it stands financially.

Here’s a quick sweep to give you an idea of the range of accounting:

v Accounting for organizations and accounting for individuals

v Accounting for profit-motivated businesses and accounting for nonprofit
organizations (such as hospitals, homeowners’ associations, churches,
credit unions, and colleges)

v Income tax accounting while you're living and estate tax accounting
when you die

v Accounting for farmers who grow their products, accounting for miners
who extract their products from the earth, accounting for producers who
manufacture products, and accounting for retailers who sell products
that others make
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v Accounting for businesses and professional firms that sell services
rather than products, such as the entertainment, transportation, and
healthcare industries

v Past-historical-based accounting and future-forecast-oriented accounting
(budgeting and financial planning)

v Accounting where periodic financial statements are legally mandated
(public companies are the primary example) and accounting where such
formal accounting reports are not legally required

v Accounting that adheres to historical cost mainly (businesses) and account-
ing that records changes in market value (mutual funds, for example)

v Accounting in the private sector of the economy and accounting in the
public (government) sector

v Accounting for going-concern businesses that will be around for some
time and accounting for businesses in bankruptcy that may not be
around tomorrow

Accounting is necessary in a free-market, capitalist economic system. It’s
equally necessary in a centralized, government-controlled, socialist economic
system. All economic activity requires information. The more developed the
economic system, the more the system depends on information. Much of the
information comes from the accounting systems used by the businesses, insti-
tutions, individuals, and other players in the economic system.

Some of the earliest records of history are the accounts of wealth and trading
activity. The need for accounting information was a main incentive in the
development of the numbering system we use today. The history of account-
ing is quite interesting (but beyond the scope of this book).

Taking a Peek into the Back Office

Every business and not-for-profit entity needs a reliable bookkeeping system
(see Chapter 3). Keep in mind that accounting is a much broader term than
bookkeeping. For one thing, accounting encompasses the problems in mea-
suring the financial effects of economic activity. Furthermore, accounting
includes the function of financial reporting of values and performance mea-
sures to those that need the information. Business managers and investors,
and many other people, depend on financial reports for information about
the performance and condition of the entity.
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Bookkeeping refers to the process of accumulating, organizing, storing, and
accessing the financial information base of an entity, which is needed for two
basic purposes:

v Facilitating the day-to-day operations of the entity

v Preparing financial statements, tax returns, and internal reports to
managers

Bookkeeping (also called recordkeeping) can be thought of as the financial
information infrastructure of an entity. Of course the financial information
base should be complete, accurate, and timely. Every recordkeeping system
needs quality controls built into it, which are called internal controls or inter-
nal accounting controls.

Accountants design the internal controls for the bookkeeping system, which
serve to minimize errors in recording the large number of activities that an
entity engages in over the period. The internal controls that accountants design
are also relied on to detect and deter theft, embezzlement, fraud, and dishonest
behavior of all kinds. In accounting, internal controls are the ounce of prevention
that is worth a pound of cure.

[ explain internal controls in Chapter 3. Here, [ want to stress the importance
of the bookkeeping system in operating a business or any other entity. These
back-office functions are essential for keeping operations running smoothly,

efficiently, and without delays and errors. This is a tall order, to say the least.

Most people don’t realize the importance of the accounting department in
keeping a business operating without hitches and delays. That’s probably
because accountants oversee many of the back-office functions in a business —
as opposed to sales, for example, which is front-line activity, out in the open and
in the line of fire. Go into any retail store, and you're in the thick of sales activi-
ties. But have you ever seen a company’s accounting department in action?

Folks may not think much about these back-office activities, but they would
sure notice if those activities didn’t get done. On payday, a business had better
not tell its employees, “Sorry, but the accounting department is running a little
late this month; you’ll get your checks later.” And when a customer insists on
up-to-date information about how much he or she owes to the business, the
accounting department can’t very well say, “Oh, don’t worry, just wait a week
or so and we’ll get the information to you then.”
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Typically, the accounting department is responsible for the following:

v Payroll: The total wages and salaries earned by every employee every
pay period, which are called gross wages or gross earnings, have to be
calculated. Based on detailed private information in personnel files and
earnings-to-date information, the correct amounts of income tax, social
security tax, and several other deductions from gross wages have to be
determined.

Stubs, which report various information to employees each pay period,
have to be attached to payroll checks. The total amounts of withheld
income tax and social security taxes, plus the employment taxes
imposed on the employer, have to be paid to federal and state govern-
ment agencies on time. Retirement, vacation, sick pay, and other bene-
fits earned by the employees have to be updated every pay period.

In short, payroll is a complex and critical function that the accounting
department performs. Many businesses outsource payroll functions to
companies that specialize in this area.

v~ Cash collections: All cash received from sales and from all other sources
has to be carefully identified and recorded, not only in the cash account
but also in the appropriate account for the source of the cash received.
The accounting department makes sure that the cash is deposited in the
appropriate checking accounts of the business and that an adequate
amount of coin and currency is kept on hand for making change for cus-
tomers. Accountants balance the checkbook of the business and control
who has access to incoming cash receipts. (In larger organizations, the
treasurer may be responsible for some of these cash flow and cash-
handling functions.)

v~ Cash payments (disbursements): In addition to payroll checks, a business
writes many other checks during the course of a year — to pay for a
wide variety of purchases, to pay property taxes, to pay on loans, and to
distribute some of its profit to the owners of the business, for example.
The accounting department prepares all these checks for the signatures
of the business officers who are authorized to sign checks. The accounting
department keeps all the supporting business documents and files to
know when the checks should be paid, makes sure that the amount to be
paid is correct, and forwards the checks for signature.

v Procurement and inventory: Accounting departments usually are
responsible for keeping track of all purchase orders that have been
placed for inventory (products to be sold by the business) and all other
assets and services that the business buys — from postage stamps to
forklifts. A typical business makes many purchases during the course of
a year, many of them on credit, which means that the items bought are
received today but paid for later. So this area of responsibility includes
keeping files on all liabilities that arise from purchases on credit so that
cash payments can be processed on time. The accounting department
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also keeps detailed records on all products held for sale by the business
and, when the products are sold, records the cost of the goods sold.

v Property accounting: A typical business owns many different substan-
tial long-term assets called property, plant, and equipment — including
office furniture and equipment, retail display cabinets, computers, machin-
ery and tools, vehicles (autos and trucks), buildings, and land. Except for
relatively small-cost items, such as screwdrivers and pencil sharpeners, a
business maintains detailed records of its property, both for controlling the
use of the assets and for determining personal property and real estate
taxes. The accounting department keeps these property records.

The accounting department may be assigned other functions as well, but this
list gives you a pretty clear idea of the back-office functions that the account-
ing department performs. Quite literally, a business could not operate if the
accounting department did not do these functions efficiently and on time.
And to repeat one point: To do these back-office functions well the account-
ing department must design a good bookkeeping system and make sure that
it is accurate, complete, and timely.

Focusing on Transactions
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Accounting focuses on transactions. A good bookkeeping system captures and
records every transaction that takes place without missing a beat. Transactions
are economic exchanges between a business or other entity and the parties
with which the entity interacts and makes deals. Transactions are the lifeblood
of every business, the heartbeat of activity that keeps it going. Understanding
accounting, to a large extent, means understanding how accountants record
the financial effects of transactions. The immediate and future financial
effects of some transactions can be difficult to determine.

A business carries on economic exchanges with six basic types of persons or
entities:

v~ Its customers, who buy the products and services that the business sells.

v~ Its employees, who provide services to the business and are paid wages
and salaries and provided with benefits, such as a retirement plan, med-
ical insurance, workers’ compensation, and unemployment insurance.

v~ Its suppliers and vendors, who sell a wide range of things to the busi-
ness, such as legal advice, products for resale, electricity and gas, tele-
phone service, computers, vehicles, tools and equipment, furniture, and
even audits.
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v~ Its debt sources of capital who loan money to the business, charge
interest on the amount loaned, and are due to be repaid at definite dates
in the future.

v Its equity sources of capital, the individuals and financial institutions
that invest money in the business and expect the business to earn profit
on the capital they invest.

v The government, or the federal, state, and local agencies that collect
income taxes, sales taxes, payroll taxes, and property taxes from the
business.

Figure 1-1 illustrates the interactions between the business and the other par-
ties in its economic exchanges.

Even a relatively small business generates a surprisingly large number of
transactions, and all transactions have to be recorded. Certain other events
that have a financial impact on the business have to be recorded as well. These
are called events because they’re not based on give-and-take bargaining —
unlike the something-given-for-something-received nature of economic
exchanges. Events such as the following have an economic impact on a busi-
ness and are recorded:

v A business may lose a lawsuit and be ordered to pay damages. The liability
to pay the damages is recorded.

v A business may suffer a flood loss that is uninsured. The waterlogged
assets may have to be written down, meaning that the recorded values
of the assets are reduced to zero if they no longer have any value to the
business. For example, products that were being held for sale to cus-
tomers (until they floated down the river) must be removed from the
inventory asset account.

v A business may decide to abandon a major product line and downsize
its workforce, requiring that severance compensation be paid to the laid-
off employees.

As I explain in more detail in Chapter 3, at the end of the year the accountant
makes a special survey to make sure that all events and developments during
the year that should be recorded have been recorded, so that the financial
statements and tax returns for the year are complete and correct.
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Figure 1-1:
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Financial Statements
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I devote a good deal of space in this book to discussing financial statements.
In Chapter 2, I explain the fundamental information components of financial
statements, and then Part I gets into the nitty-gritty details. Here, I simply
want to introduce you to the three primary kinds of financial statements so
you know from the get-go what they are and why they’re so crucial.

Financial statements are prepared at the end of each accounting period. A
period may be one month, one quarter (three calendar months), or one year.
Financial statements report summary amounts, or totals. Accountants seldom
prepare a complete listing of the details of all the activities that took place during
a period, or the individual items making up a total amount. Business managers
occasionally need to search through a detailed list of all the specific transactions
that make up a total amount. When they want to drill down into the details, they
ask the accountant for the more detailed information. But this sort of detailed
listing is not a financial statement.

Outside investors in a business see only summary-level financial statements.
For example, investors see the total amount of sales revenue for the period
but not how much was sold to each and every customer.
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Meeting the balance sheet and
the accounting equation

One type of accounting report is a “Where do we stand at the end of the
period?” type of report. This is called the statement of financial condition or,
more commonly, the balance sheet. The date of preparation is given in the
header, or title, above this financial statement.

A balance sheet shows two sides of the business, which [ suppose you could
think of as the financial yin and yang of the business:

v Assets: On one side of the balance sheet the assets of the business are listed,
which are the economic resources owned and being used in the business.
The asset values reported in the balance sheet are the amounts recorded
when the assets were originally acquired — although [ should mention that
an asset is written down below its historical cost when the asset has suffered
aloss in value. (And to complicate matters, some assets are written up to
their current fair values.) Some assets have been on the books only a few
weeks or a few months, so their reported historical values are current. The
values for other assets, on the other hand, are their costs when they were
acquired many years ago.

1 Sources of assets: On the other side of the balance sheet is a breakdown
of where the assets came from, or their sources. Assets are not like manna
from the heavens. Assets come from two basically different sources: creditors
and owners. First, the creditors: Businesses borrow money in the form of
interest-bearing loans that have to be paid back at a later date, and they
buy things on credit that are paid for later. So, part of total assets can be
traced to creditors, which are the liabilities of a business. Second are the
owners: Every business needs to have owners invest capital (usually money)
in the business. Also, businesses retain part or all of the annual profits
they make, and profit increases the total assets of the business. The total
of invested capital and retained profit is called owners’ equity.

Suppose a business reports $2.5 million in total assets (without going into the
details of which particular assets the business holds). I know that the total of
its liabilities, plus the capital invested by its owners, plus its retained profit,
adds up to $2.5 million. Otherwise its books would be out of balance, which
means there are bookkeeping errors.

Continuing with this example, suppose that the total amount of the liabilities of
the business is $1.0 million. This means that the total amount of owners’ equity
in the business is $1.5 million, which equals total assets less total liabilities.
Without more information we don’t know how much of total owners’ equity is
traceable to capital invested by the owners in the business and how much is
the result of profit retained in the business. But we do know that the total of
these two sources of owners’ equity is $1.5 million.
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A pop quiz

Here's a teaser for you. If a business’s total
assets equal $2.5 million and its total liabilities
equal $1.0 million, we know that its total owners'’
equity is $1.5 million. Question: Could the owners
have invested more than $1.5 million in the busi-
ness? Answer: Yes. One possibility is that the
owners invested $2.5 million but the business has

the amount invested, so the owners’ equity is
only $1.5 million net of its cumulative loss of $1.0
million. The $1.0 million of cumulative loss is
money down the rat hole. Owners bear the risk
that the business may be unable to make a profit.
A loss falls on the owners and, accordingly,
causes a decrease in the owners’ equity amount

so far accumulated $1.0 million of losses instead
of making profit. The accumulated loss offsets

reported in the balance sheet.
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The financial condition of the business in this example is summarized in the
following accounting equation (in millions):

$2.5 assets = $1.0 Tiabilities + $1.5 owners' equity

Looking at the accounting equation, you can see why the statement of financial
condition is called the balance sheet; the equal sign means the two sides balance.

Double-entry bookkeeping is based on the accounting equation — the fact
that the total of assets on the one side is counterbalanced by the total of lia-
bilities, invested capital, and retained profit on the other side. I discuss
double-entry bookkeeping in Chapter 3. Basically, double-entry bookkeeping
simply means that both sides of transactions are recorded. For example, if
one asset goes up, another asset goes down — or, alternatively, either a liabil-
ity or owners’ equity goes up. This is the economic nature of transactions.
Double-entry means two-sided, not that the transactions are recorded twice.

Reporting profit and loss, and cash flows

Other financial statements are different from the balance sheet in one impor-
tant respect: They summarize the flows of activities over the period. (An
example of a flow number is the total attendance at Colorado Rockies base-
ball games over its entire 82 home game regular season; the cumulative count
of spectators passing through the turnstiles over the season is the flow.)
Accountants prepare two types of financial flow reports for a business:

v The income statement summarizes the inflow from sales revenue and
income, which is offset by the outflows for the expense during the period.
Deducting expenses from revenue and income leads down to the well-
known bottom line, which is the final net profit or loss for the period and
is called net income or net loss (or some variation of these terms).
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Alternative titles for this financial statement are the statement of operations
and the statement of earnings. Inside a business, but not in its external
financial reports, the income statement is commonly called the profit
and loss statement, or P&L report.

v The statement of cash flows summarizes the business’s cash inflows
and outflows during the period. The accounting profession has adopted
a three-way classification of cash flows for external financial reporting:
cash flows from making sales and incurring expenses; cash flows from
investing in assets and selling assets; and cash flows from raising capital
from debt and equity sources, returning capital to these sources, and
making distributions from profit to owners.

Respecting the importance of this trio

[ explain more about the three primary financial statements (balance sheet,
income statement, and statement of cash flows) in Chapter 2. They constitute
the hard core of a financial report to those persons outside a business who
need to stay informed about the business’s financial affairs. These individuals
have invested capital in the business, or the business owes them money;
therefore, they have a financial interest in how well the business is doing.

The managers of a business, to keep informed about what’s going on and the
financial position of the business, also use these three key financial statements.
They are absolutely essential in helping managers control the performance of a
business, identify problems as they come up, and plan the future course of a busi-
ness. Managers also need other information that is not reported in the three basic
financial statements. (In Part III of this book, I explain these additional reports.)

The three primary financial statements constitute a business’s financial
center of gravity. The president and chief executive officer of a business (plus
other top-level officers) are responsible for seeing that the financial state-
ments are prepared according to applicable financial reporting standards and
according to established accounting principles and methods.

If a business’s financial statements are later discovered to be seriously in error
or deliberately misleading, the business and its top executives can be sued for
damages suffered by lenders and investors who relied on the financial state-
ments. For this reason, business managers should understand their responsi-
bility for the financial statements and the accounting methods used to prepare
the statements. In a court of law, they can’t plead ignorance.

[ have met more than one business manager who doesn’t have a clue about
his or her financial statements. This situation is a little scary; a manager who
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doesn’t understand financial statements is like an airplane pilot who doesn’t
understand the instrument readouts in the cockpit. Such a manager could run
the business and “land the plane safely,” but knowing how to read the vital
signs along the way is much more prudent.

Business managers at all levels need to understand financial statements and
the accounting methods used to prepare them. Also, lenders to a business,
investors in a business, business lawyers, government regulators of business,
entrepreneurs, anyone thinking of becoming an entrepreneur and starting a
business, and, yes, even economists should know the basics of financial
statement accounting. I've noticed that even experienced business journal-
ists, who ought to know better, sometimes refer to the balance sheet when
they’re talking about profit performance. The bottom line is found in the
income statement, not the balance sheet!

Considering Accounting Careers

In our highly developed economy, many people make their living as accoun-
tants — and here I'm using the term accountant in the broadest possible
sense. If you look in the Statistical Abstract of the United States you’ll see that
upwards of 2 million people make their living as bookkeepers, accountants,
and auditors. They work for businesses, government agencies, nonprofit
organizations, and other organizations and associations.

Because accountants work with numbers and details, you hear references to
accountants as bean counters, digit heads, number nerds, and other names I
don’t dare mention here. Accountants take these snide references in stride
and with good humor. Actually, accountants rank among the most respected
professionals in many polls.

Certified public accountant (CPA)

In the accounting profession, the mark of distinction is to be a CPA, which
stands for certified public accountant. The term public means that the person
has had some practical experience working for a CPA firm; it does not indi-
cate whether that person is presently in public practice (as an individual CPA
or as an employee or partner in a CPA firm that offers services to the public
at large) rather than working for one organization. For example, [ have a CPA
certificate in Colorado, but I'm on inactive status because I have retired and
do not offer my services to the public.
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To become a CPA, you go to college, graduate with an accounting major in a
five-year program (in most states), and pass the national, computer-based
CPA exam. You also must satisfy professional employment experience; this
requirement varies from state to state but generally is one or two years. After
satisfying the education, exam, and experience requirements, you get a CPA
certificate to hang on your wall. More important, you get a permit from your
state to practice as a CPA and offer your services to the public. States require
continuing education hours to maintain an active CPA permit.

The controller: The chief accountant
in an organization

The top-level accounting officer in a business organization is usually called the
controller. The controller designs the entire accounting system of the business
and keeps it up-to-date with changes in the tax laws and changes in the account-
ing rules that govern reporting financial statements to outside lenders and
owners. Controllers are responsible for hiring, training, evaluating, promoting,
and sometimes firing the persons who hold the various bookkeeping and
accounting positions in an organization — which range from payroll functions
to the several different types of tax returns that have to be filed on time with dif-
ferent government agencies.

The controller is the lead person in the financial planning and budgeting process
of the business organization. Furthermore, the controller designs the accounting
reports that all the managers in the organization receive — from the sales and
marketing managers to the purchasing and procurement managers. These inter-
nal reports should be designed to fit the authority and responsibility of each
manager; they should provide information for managers’ decision-making analy-
sis needs and the information they need to exercise effective control. The con-
troller also designs and monitors the accounting reports that go to the
business’s top-level vice presidents, the president, the chief executive officer, and
the board of directors. All the tough accounting questions and problems get
referred to the controller.

Smaller businesses may employ only one accountant. In many cases a small
company’s full-time bookkeeper or office manager carries out many of the
duties that would be done by the controller in a larger organization. Smaller
businesses often call in a CPA for advice and help. The CPA may function
more or less as a part-time controller for a small business, preparing its
annual income tax returns and helping to prepare the business’s external
financial reports.
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State incorporation laws typically require that someone in the business be
designated the treasurer, who has fiduciary responsibilities. Also, these laws
usually require that someone be designated the secretary. The organizational
charts of larger businesses usually put their controller under their vice presi-
dent for finance, or chief financial officer (CFO). The accounting functions in a
business are integrated with and work in close coordination with its financial,
treasury, and secretary functions.

A springboard to other careers

Many CPAs move on to other careers. A recent article in the Journal of
Accountancy featured former CPAs who moved on to other interesting
careers. One became a Harley-Davidson dealer, another a high school
teacher, another an auto racing track owner, another a physical fitness coach-
ing business owner, and one even became a stand-up comedian whose stage
name is “Debitman.” Serving time as a CPA is a good springboard to many
careers, even being the author of Accounting For Dummies.

By the way, if you're interested in accounting, you may think about getting a
Ph.D. in accounting and becoming an accounting professor. After a few years
in public accounting, I went back to school, got my Ph.D., and spent the rest
of my career in that capacity. These days, the starting salaries for new assis-
tant professors of accounting are well into six digits!
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Chapter 2

Financial Statements and
Accounting Standards

In This Chapter

Fleshing out the three key financial statements

Noting the difference between profit and cash flow
Finding answers in the financial statements

Knowing who sets accounting standards

f you read Chapter 1, you got a very brief introduction to the three pri-

mary business financial statements: the income statement, the balance
sheet, and the statement of cash flows. In this chapter, you get some juicy
details. Then, in Part II, you really get the goods. Think back to when you
learned to ride a bicycle. Chapter 1 is like getting on the bike and learning to
keep your balance. In this chapter, you put on your training wheels and start
riding. Then, when you're ready, the chapters in Part Il explain all 21 gears of
the financial statements bicycle, and then some.

The financial effects of making profit are not as simple as you may think. Profit-
making activities cause changes in the financial condition of a business — but
maybe not the changes you suppose. Many people assume that making a profit
increases a business’s cash balance by the same amount and that’s the end of
it. That’s simply not true. Making profit leaves many footprints on the financial
condition of a business.

Also in this chapter, I briefly discuss financial accounting and reporting
standards. Businesses comply with established rules for recording revenue,
income, expenses, and losses; for putting values on assets and liabilities; and
for presenting and disclosing information in their financial reports. The basic
idea is that all businesses should follow uniform methods for measuring and
reporting profit performance, and reporting financial condition and cash
flows. Consistency in accounting from business to business is the goal. |
explain who makes the rules, and I discuss two important recent develop-
ments: the internationalization of accounting standards, and the increasing
divide between financial reporting for public and private companies.
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Introducing the Information Content
of Financial Statements

This chapter focuses on the basic information components of each financial
statement reported by a business. In this first step, I do not address the clas-
sification, or grouping, of these information packets within each financial
statement. The first step is to get a good idea of the information content
reported in financial statements. The second step is to become familiar with
the “architecture,” rules of classification, and other features of financial state-
ments, which I explain in Part II of the book.

Setting up the business example

To better illustrate the three primary financial statements, I need a realistic
business example. The information content of its financial statements
depends on the line of business a company is in — in other words, which
types of products and services it sells. The financial statements of a movie
theater chain are different from those of a bank, which are different from
those of an airline, which are different from an automobile manufacturer.
Here, I use a fairly common type of business example.

Here are the particulars of the business I use for the example:

v It sells products, mainly to other businesses.
v It sells on credit, and its customers take a month or so before they pay.
v It holds a fairly large stock of products awaiting sale (its inventory).

v It owns a wide variety of long-term operating assets that have useful
lives from 3 to 30 years or longer (a building, machines, tools, comput-
ers, office furniture, and so on.).

v It’s been in business for many years and has made a steady profit over
the years.

v It borrows money for part of the total capital it needs.

v It’s organized as a corporation and pays federal and state income taxes
on its annual taxable income.

v It has never been in bankruptcy and is not facing any immediate finan-
cial difficulties.
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The company’s annual income statement for the year just ended, its balance
sheet at the end of the year, and its statement of cash flows for the year are
presented in Figures 2-1, 2-2, and 2-3 respectively. Dollar amounts in the three
financials are rounded off to the nearest thousand, which is not uncommon.
Dollar amounts can be reported out to the last dollar, or even the last penny
for that matter. But too many digits in a dollar amount are hard to absorb, so
many businesses round off the dollar amounts in their financial statements.

These financial statements are stepping-stone illustrations that are con-
cerned mainly with the basic information components in each statement.
Full-blown, classified financial statements are presented in Part II of the book.
(I know you can’t wait to get to those chapters.) The financial statements in
this chapter do not include all the information you see in actual financial
statements. Also, | use descriptive labels for each item rather than the terse
and technical titles you see in actual financial statements. And I strip out
subtotals that you see in actual financial statements because they are not
necessary at this point. So, with all these conventions in mind, let’s get going.

Oops, I forgot to mention a couple of things about financial statements. I
should give you quick heads-up on these points. Financial statements are
rather stiff and formal. No slang or street language is allowed, and I've never
seen a swear word in one. Financial statements would get a G in the movies
rating system. Seldom do you see any graphics or artwork in a financial state-
ment itself, although you do see a fair amount of photos and graphics else-
where in the financial reports of public companies. And, there’s virtually no
humor in financial reports. So, don’t look for cartoons like the ones by Rich
Tennant in this book. (However, I might mention that in his annual letter to
the stockholders of Berkshire Hathaway, Warren Buffett includes some won-
derful humor to make his points.)

The income statement

The income statement is the all-important financial statement that summa-
rizes the profit-making activities of a business over a period of time. Figure
2-1 shows the basic information content for an external income statement:
one released outside the business to its owners and lenders. The income
statement in Figure 2-1 shows six lines of information: sales revenue on the
top line, four types of expenses that are deducted from sales revenue, and
finally bottom-line net income. Virtually all income statements disclose at
least the four expenses shown in Figure 2-1. The first two expenses (cost of
goods sold and selling, general, and administrative expenses) take a big bite
out of sales revenue. The other two expenses (interest and income tax) are
relatively small as a percent of annual sales revenue but important enough in
their own right to be reported separately.
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Company’s Name
Income Statement
for Most Recent Year
(Dollar amounts in thousands)

Sales revenue $10,400
Cost of goods sold expense $6,240
Selling, general, and administrative expenses $3,235
Interest expense $125
Income tax expense $280
Netincome $520

Instead of one amount for all selling, general, and administrative expenses, a
business may separate out certain expenses from this broad category. For
example, a business could disclose separate expenses for advertising and
sales promotion, depreciation, salaries and wages, research and develop-
ment, and delivery and shipping — though reporting these expenses is not
common. Businesses do not disclose the compensation of top management in
their external financial reports (although this information can be found in the
proxy statements of public companies that are filed with the Securities and
Exchange Commission).

Inside most businesses an income statement is called a P&L (profit and loss)
report. These internal profit performance reports to the managers of a busi-
ness include a good deal more detailed information about expenses, and
about sales revenue also. Reporting just four expenses to managers (as shown
in Figure 2-1) would not do. Chapter 9 explains P&L reports to managers.

Sales revenue is from the sales of products and services to customers. Income
refers to amounts earned by a business from sources other than sales; for
example, a real estate rental business receives rental income from its tenants.
(In the example, the business has only sales revenue.) As | mention above,
businesses report the expenses shown in Figure 2-1 — cost of goods sold
expense, selling and general expenses, interest expense, and income tax
expense. Further breakdown of expenses is at the discretion of the business.

Net income, being the bottom line of the income statement after deducting all
expenses from sales revenue (and income, if any), is called, not surprisingly,
the bottom line. It is also called net earnings. A few companies call it profit or
net profit, but such terminology is not common.

The income statement gets the most attention from business managers,
lenders, and investors (not that they ignore the other two financial state-
ments). The very abbreviated versions of income statements that you see
in the financial press, such as in The Wall Street Journal, report the top line
(sales revenue and income) and the bottom line (net income) and not much
more. Refer to Chapter 4 for much more information on income statements.
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The balance sheet

Figure 2-2 shows the building blocks (basic information components) of a
typical balance sheet. One reason the balance sheet is called by this name is
that its two sides balance, or are equal in total amounts. In the example, the
$5.2 million total of assets equals the $5.2 million total of liabilities and
owners’ equity. The balance or equality of total assets on the one hand and
the sum of liabilities plus owners’ equity on the other hand is expressed in
the accounting equation, which I discuss in Chapter 1.

Generally speaking, five or more assets are reported in a typical balance
sheet, starting with cash, and then receivables, and then cost of products
held for sale, and so on down the line. Generally five or more liabilities are
disclosed, starting with trade credit liabilities (from buying on credit), and
then unpaid expenses, and then proceeding through the interest-bearing
debts of the business. Two or more owners’ equity accounts are generally
reported. In summary, you’ll find 12 or more lines of information in most bal-
ance sheets. Each of these information packets is called an account — so, a
balance sheet has a composite of asset accounts, liability accounts, and
owners’ equity accounts.

Company's Name
Balance Sheet
at End of Most Recent Year
(Dollar amounts in thousands)

Assets
Cash $1,000
Receivables from sales made on credit $800
Inventory of unsold products, at cost $1,560

Long-term operating assets, at cost less cumulative
amount charged off to depreciation expense $1,840

Total assets $5,200

Liabilities and Owners’ Equity

Fi 9.9 Non-interest-bearing liabilities from purchases on
1gure 2-: credit and for unpaid expenses $650
Basic
information Interest-bearing debt $2,080
components
ofthe  Owners’ equity capital invested in business
balance plus profit earned and retained in business $2,470
sheet. o )
Total liabilities and owners’ equity $5,200
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Most businesses need a variety of assets. You have cash, which every busi-
ness needs, of course. Businesses that sell products carry an inventory of
products awaiting sale to customers. Businesses need long-term resources
that are generally called property, plant, and equipment; this group includes
buildings, vehicles, tools, machines, and other resources needed in their
operations. All these, and more, go under the collective name “assets.”

As you’d suspect, the particular assets reported in the balance sheet depend
on which assets the business owns. I include just four basic assets in Figure
2-2. These are the hardcore assets that a business selling products on credit
would have. It’s possible that such a business could lease virtually all of its
long-term operating assets instead of owning them, in which case the busi-
ness would report no such assets. In this example, the business owns these
so-called fixed assets. They are fixed because they are held for use in the
operations of the business and are not for sale, and their usefulness lasts
several years or longer.

So, where does a business get the money to buy its assets? Most businesses
borrow money on the basis of interest-bearing notes or other credit instru-
ments for part of the total capital they need for their assets. Also, businesses
buy many things on credit and at the balance sheet date owe money to their
suppliers, which will be paid in the future. These operating liabilities are
never grouped with interest-bearing debt in the balance sheet. The accoun-
tant would be tied to the stake for doing such a thing. Note that liabilities are
not intermingled among assets — this is a definite no-no in financial report-
ing. You cannot subtract certain liabilities from certain assets and only report
the net balance. You would be given 20 lashes for doing so.

Could a business’s total liabilities be greater than its total assets? Well, not
likely — unless the business has been losing money hand over fist. In the vast
majority of cases a business has more total assets than total liabilities. Why?
For two reasons:

v~ Its owners have invested money in the business, which is not a liability
of the business.

v The business has earned profit over the years, and some (or all) of the
profit has been retained in the business. Making profit increases assets;
if not all the profit is distributed to owners, the company’s assets rise by
the amount of profit retained.

In the example (refer to Figure 2-2), owners’ equity is about $2.5 million, or
$2.47 million to be more exact. Sometimes this amount is referred to as net
worth, because it equals total assets minus total liabilities. However, net
worth is not a good term because it implies that the business is worth the



Chapter 2: Financial Statements and Accounting Standards

A\

amount recorded in its owners’ equity accounts. The market value of a busi-
ness, when it needs to be known, depends on many factors. The amount of
owners’ equity reported in a balance sheet, which is called its book value, is
not irrelevant in setting a market value on the business — but it is usually
not the dominant factor. The amount of owners’ equity in a balance sheet is
based on the history of capital invested in the business by its owners and the
history of its profit performance and distributions from profit.

A balance sheet could be whipped up anytime you want, say at the end of
every day. In fact, some businesses (such as banks and other financial institu-
tions) need daily balance sheets, but most businesses do not prepare balance
sheets that often. Typically, preparing a balance sheet at the end of each
month is adequate for general management purposes — although a manager
may need to take a look at the business’s balance sheet in the middle of the
month. In external financial reports (those released outside the business to
its lenders and investors), a balance sheet is required at the close of business
on the last day of the income statement period. If its annual or quarterly
income statement ends, say, September 30; then the business reports its bal-
ance sheet at the close of business on September 30.

The balance sheet could more properly be called the statement of assets, lia-
bilities, and owners’ equity. Its more formal name is the statement of financial
condition. Just a reminder: The profit for the most recent period is found in

the income statement; periodic profit is not reported in the balance sheet.
The profit reported in the income statement is before any distributions from
profit to owners. The cumulative amount of profit over the years that has not
been distributed to its owners is reported in the owners’ equity section of the
company’s balance sheet.

By the way, notice that the balance sheet in Figure 2-2 is presented in a top
and bottom format, instead of a left and right side format. Either the vertical
or horizontal mode of display is acceptable. You see both the portrait and the
landscape layouts in financial reports.

The statement of cash flows

To survive and thrive, business managers confront three financial imperatives:

v Make an adequate profit
v Keep financial condition out of trouble and in good shape

v Control cash flows
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The income statement reports whether the business made a profit. The bal-
ance sheet reports the financial condition of the business. The third impera-
tive is reported on in the statement of cash flows, which presents a summary
of the business’s sources and uses of cash during the income statement
period.

Smart business managers hardly get the word net income (or profit) out of
their mouths before mentioning cash flow. Successful business managers tell
you that they have to manage both profit and cash flow; you can’t do one and
ignore the other. Business is a two-headed dragon in this respect. Ignoring
cash flow can pull the rug out from under a successful profit formula. Still,
some managers are preoccupied with making profit and overlook cash flow.

For external financial reporting, the cash flows of a business are divided into
three categories, which are shown in Figure 2-3.

In the example, the company earned $520,000 profit during the year (see
Figure 2-1). One result of its profit-making activities was to increase its cash
$400,000, which you see in part (1) of the statement of cash flows (see Figure
2-3). This still leaves $120,000 of profit to explain, which I get to in the next
section. The actual cash inflows from revenues and outflows for expenses
run on a different timetable than when the sales revenue and expenses are
recorded for determining profit. It’s like two different trains going to the
same destination — the second train (the cash flow train) runs on a different
schedule than the first train (the recording of sales revenue and expenses

in the accounts of the business). In the next section, I give a scenario that
accounts for the $120,000 difference between cash flow and profit. I give a
more comprehensive explanation of the differences between cash flows and
sales revenue and expenses in Chapter 6.

The second part of the statement of cash flows sums up the long-term invest-
ments made by the business during the year, such as constructing a new pro-
duction plant or replacing machinery and equipment. If the business sold any
of its long-term assets, it reports the cash inflows from these divestments in
this section of the statement of cash flows. The cash flows of other invest-
ment activities (if any) are reported in this part of the statement as well. As
you can see in part (2) of the statement of cash flows (see Figure 2-3), the
business invested $450,000 in new long-term operating assets (trucks, equip-
ment, tools, and computers).

The third part of the statement sums up the dealings between the business
and its sources of capital during the period — borrowing money from lenders
and raising new capital from its owners. Cash outflows to pay debt are
reported in this section, as well as cash distributions from profit paid to the
owners of the business. As you can see in part (3) of the statement of cash
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flows (see Figure 2-3), the result of these transactions was to increase cash
$200,000. By the way, in this example the business did not make cash distrib-
utions from profit to its owners. It could have, but it didn’t — which is an
important point that [ discuss later in the chapter (see the section “Why no
cash distribution from profit?).

As you see in Figure 2-3, the net result of the three types of cash activities
was a $150,000 increase during the year. The increase is added to the cash
balance at the start of the year to get the cash balance at the end of the year,
which is $1 million. I should make one point clear here: The $150,000 increase
in cash during the year (in this example) is never referred to as a cash flow
bottom line, or any such thing. The term “bottom line” is strictly reserved for
the last line of the income statement, which reports net income — the final
profit after all expenses are deducted.

[ could tell you that the statement of cash flows is relatively straightforward
and easy to understand, but that would be a lie. The statements of cash flows
reported by most businesses are frustratingly difficult to read. (More about
this issue in Chapter 6.) Figure 2-3 presents the statement of cash flows for
the business example as simply as [ can possibly make it. Actual cash flow
statements are much more complicated than the brief introduction to this
financial statement that you see in Figure 2-3.

Company’s Name
Statement of Cash Flows
for Most Recent Year
(Dollar amounts in thousands)

(1) Cash effect during period from operating activities $400
(collecting cash from sales and paying cash
for expenses)

(2) Cash effect during period from making investments in
long-term operating assets ($450)

(3) Cash effect during period from dealings with lenders

and owners $200
Cash increase during period $150
Cash at start of year $850
Cash at end of year $1,000
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Imagine you have a highlighter pen in your hand, and the three basic finan-
cial statements of a business are in front of you. What are the most important
numbers to mark? Financial statements do not have any numbers highlighted;
they do not come with headlines like newspapers. You have to find your own
headlines. Bottom-line profit (net income) in the income statement is one
number you would mark for sure. Another key number is cash flow from oper-
ating activities in the statement of cash flows.

How Profit and Cash Flow
from Profit Differ

The income statement in Figure 2-1 reports that the business in our example
earned $520,000 net income for the year. However, the statement of cash
flows in Figure 2-3 reports that its profit-making, or operating, activities
increased cash only $400,000 during the year. This gap between profit and
cash flow from operating activities is not unusual. So, what happened to the
other $120,000 of profit? Where is it? Is there some accounting sleight of hand
going on? Did the business really earn $520,000 net income if cash increased
only $400,000? These are good questions, and I will try to answer them as
directly as I can without hitting you over the head with a lot of technical
details at this point.

Here’s one scenario that explains the $120,000 difference between profit (net
income) and cash flow from operating activities:

v Suppose the business collected $50,000 less cash from customers during
the year than the total sales revenue reported in its income statement.
(Remember that the business sells on credit and its customers take time
before actually paying the business.) Therefore, there’s a cash flow lag
between booking sales and collecting cash from customers. As a result,
the business’s cash inflow from customers was $50,000 less than the
sales revenue amount used to calculate profit for the year.

v Also suppose that during the year the business made cash payments
connected with its expenses that were $70,000 higher than the total
amount of expenses reported in the income statement. For example,

a business that sells products buys or makes the products, and then
holds the products in inventory for some time before it sells the items
to customers. Cash is paid out before the cost of goods sold expense
is recorded. This is one example of a difference between cash flow
connected with an expense and the amount recorded in the income
statement for the expense.
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In this scenario, the two factors cause cash flow from profit-making (operat-
ing) activities to be $120,000 less than the net income earned for the year.
Cash collections from customers were $50,000 less than sales revenue, and
cash payments for expenses were $70,000 more than the amount of expenses
recorded to the year. In Chapter 6, I explain the several factors that cause
cash flow and bottom-line profit to diverge.

<® At this point the key idea to hold in mind is that the sales revenue reported in
the income statement does not equal cash collections from customers during
the year, and expenses do not equal cash payments during the year. Cash col-
lections from sales minus cash payments for expenses gives cash flow from a
company’s profit-making activities; sales revenue minus expenses gives the
net income earned for the year. Cash flow almost always is different from net
income. Sorry mate, but that’s how the cookie crumbles.

Gleaning Key Information from
Financial Statements

The whole point of reporting financial statements is to provide important
information to people who have a financial interest in the business — mainly
its outside investors and lenders. From that information, investors and
lenders are able to answer key questions about the financial performance
and condition of the business. I discuss some of these key questions in this
section. In Chapters 13 and 17, I discuss a longer list of questions and explain
financial statement analysis.

How'’s profit performance?

Investors use two important measures to judge a company’s annual profit
performance. Here, [ use the data from Figures 2-1 and 2-2 (the dollar
amounts are in thousands):

1 Return on sales = profit as a percent of annual sales revenue:

$520 bottom-line annual profit (net income) + $10,400 annual sales
revenue = 5.0%

v~ Return on equity = profit as a percent of owners’ equity:

$520 bottom-line annual profit (net income) + $2,470 owners’ equity =
21.1%
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Profit looks pretty thin compared with annual sales revenue. The company
earns only 5 percent return on sales. In other words, 95 cents out of every
sales dollar goes for expenses, and the company keeps only 5 cents for profit.
(Many businesses earn 10 percent or higher return on sales.) However, when
profit is compared with owners’ equity, things look a lot better. The business
earns more than 21 percent profit on its owners’ equity. I'd bet you don’t
have many investments earning 21 percent per year.

Is there enough cash?

Cash is the lubricant of business activity. Realistically a business can’t oper-
ate with a zero cash balance. It can’t wait to open the morning mail to see
how much cash it will have for the day’s needs (although some businesses
try to operate on a shoestring cash balance). A business should keep enough
cash on hand to keep things running smoothly even when there are interrup-
tions in the normal inflows of cash. A business has to meet its payroll on
time, for example. Keeping an adequate balance in the checking account
serves as a buffer against unforeseen disruptions in normal cash inflows.

At the end of the year, the business in our example has $1 million cash on
hand (refer to Figure 2-2). This cash balance is available for general business
purposes. (If there are restrictions on how it can use its cash balance, the
business is obligated to disclose the restrictions.) Is $1 million enough?
Interestingly, businesses do not have to comment on their cash balance. I've
never seen such a comment in a financial report.

The business has $650,000 in operating liabilities that will come due for pay-
ment over the next month or so (refer to Figure 2-2). So, it has enough cash to
pay these liabilities. But it doesn’t have enough cash on hand to pay its oper-
ating liabilities and its $2.08 million interest-bearing debt (refer to Figure 2-2
again). Lenders don’t expect a business to keep a cash balance more than

the amount of debt; this condition would defeat the very purpose of lending
money to the business, which is to have the business put the money to good
use and be able to pay interest on the debt.

Lenders are more interested in the ability of the business to control its cash
flows, so that when the time comes to pay off loans it will be able to do so.
They know that the other, non-cash assets of the business will be converted
into cash flow. Receivables will be collected, and products held in inventory
will be sold and the sales will generate cash flow. So, you shouldn’t focus just
on cash; you should throw the net wider and look at the other assets as well.
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Taking this broader approach, the business has $1 million cash, $800,000
receivables, and $1.56 million inventory, which adds up to $3.36 million of
cash and cash potential. Relative to its $2.73 million total liabilities ($650,000
operating liabilities plus $2.08 million debt), the business looks in pretty
good shape. On the other hand, if it turns out that the business is not able to
collect its receivables and is not able to sell its products, it would end up in
deep doo-doo.

One other way to look at a business’s cash balance is to express its cash bal-
ance in terms of how many days of sales the amount represents. In the exam-
ple, the business has an ending cash balance equal to 35 days of sales,
calculated as follows:

$10,400,000 annual sales revenue + 365 days =
$28,493 sales per day

$1,000,000 cash balance + $28,493 sales per day
= 35 days

The business’s cash balance equals a little more than one month of sales
activity, which most lenders and investors would consider adequate.

Can you trust the financial statement
numbers? Are the books cooked?

Whether the financial statements are correct or not depends on the answers
to two basic questions:

v Does the business have a reliable accounting system in place and
employ competent accountants?

v Has top management manipulated the business’s accounting methods
or deliberately falsified the numbers?

I'd love to tell you that the answer to the first question is always yes, and the
answer to the second question is always no. But you know better, don’t you?

What can I tell you? There are a lot of crooks and dishonest persons in the
business world who think nothing of manipulating the accounting numbers
and cooking the books. Also, organized crime is involved in many businesses.
And I have to tell you that in my experience many businesses don’t put much
effort into keeping their accounting systems up to speed, and they skimp on
hiring competent accountants. In short, there is a risk that the financial state-
ments of a business could be incorrect and seriously misleading.
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To increase the credibility of their financial statements, many businesses hire
independent CPA auditors to examine their accounting systems and records
and to express opinions on whether the financial statements conform to
established standards. In fact, some business lenders insist on an annual
audit by an independent CPA firm as a condition of making the loan. The out-
side, non-management investors in a privately owned business could vote to
have annual CPA audits of the financial statements. Public companies have no
choice; under federal securities laws, a public company is required to have
annual audits by an independent CPA firm.

Two points: CPA audits are not cheap, and these audits are not always effec-
tive in rooting out financial reporting fraud by high-level managers. I discuss
these and other points in Chapter 15.

Why no cash distribution from profit?

In this example the business did not distribute any of its profit for the year
to its owners. Distributions from profit by a business corporation are called
dividends. (The total amount distributed is divided up among the stockhold-
ers, hence the term “dividends.”) Cash distributions from profit to owners
are included in the third section of the statement of cash flows (refer to
Figure 2-3). But, in the example, the business did not make any cash distribu-
tions from profit — even though it earned $520,000 net income (refer to
Figure 2-1). Why not?

The business realized $400,000 cash flow from its profit-making (operating)
activities (refer to Figure 2-3). In most cases, this would be the upper limit on
how much cash a business would distribute from profit to its owners. So you
might very well ask whether the business should have distributed, say, at
least half of its cash flow from profit, or $200,000, to its owners. If you owned
20 percent of the ownership shares of the business, you would have received
20 percent, or $40,000, of the distribution. But you got no cash return on your
investment in the business. Your shares should be worth more because the
profit for the year increased the company’s owners’ equity. But you did not
see any of this increase in your wallet.

Deciding whether to make cash distributions from profit to shareowners is in
the hands of the directors of a business corporation. Its shareowners elect
the directors, and in theory the directors act in the best interests of the
shareowners. So, evidently the directors thought the business had better use
for the $400,000 cash flow from profit than distributing some of it to share-
owners. Generally the main reason for not making cash distributions from
profit is to finance the growth of the business — to use all the cash flow from
profit for expanding the assets needed by the business at the higher sales
level. Ideally, the directors of the business would explain their decision not to
distribute any money from profit to the shareowners. But, generally, no such
comments are made in financial reports.
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Is making profit ethical?

Many people have the view that making profit is
unethical; they think profit is a form of theft —
from employees who are not paid enough, from
customers who are charged too much, from find-
ing loopholes in the tax laws, and so on. (Profit
critics usually don’t say anything about the ethi-
cal aspects of a loss; they don't address the
question of who should absorb the effects of a
loss.) | must admit that profit critics are some-
times proved right because some businesses
make profit by using illegal or unethical means,
such as false advertising, selling unsafe prod-
ucts, paying employees lower wages than they
are legally entitled to, deliberately under-funding

retirement plans for employees, and other
immoral tactics. Of course in making profit a
business should comply with all applicable laws,
conduct itself in an ethical manner, and play fair
with everyone it deals with. In my experience
most businesses strive to behave according to
high ethical standards, although under pressure
they cut corners and take the low road in certain
areas. Keep in mind that businesses provide
jobs, pay several kinds of taxes, and are essen-
tial cogs in the economic system. Even though
they are not perfect angels, where would we be
without them?

b5

Keeping in Step with Accounting and
Financial Reporting Standards

The unimpeded flow of capital is absolutely critical in a free market economic
system and in the international flow of capital between countries. Investors
and lenders put their capital to work where they think they can get the best
returns on their investments consistent with the risks they’re willing to take.
To make these decisions, they need the accounting information provided in
financial statements of businesses.

Imagine the confusion that would result if every business were permitted
to invent its own accounting methods for measuring profit and for putting
values on assets and liabilities. What if every business adopted its own
individual accounting terminology and followed its own style for presenting
financial statements? Such a state of affairs would be a Tower of Babel.

Recognizing U.S. standards

The authoritative standards and rules that govern financial accounting and
reporting by businesses based in the United States are called generally
accepted accounting principles (GAAP). When you read the financial state-
ments of a business, you're entitled to assume that the business has fully
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complied with GAAP in reporting its cash flows, profit-making activities, and
financial condition — unless the business makes very clear that it has pre-
pared its financial statements using some other basis of accounting or has
deviated from GAAP in one or more significant respects.

If GAAP are not the basis for preparing its financial statements, a business
should make very clear which other basis of accounting is being used and
should avoid using titles for its financial statements that are associated with
GAAP. For example, if a business uses a simple cash receipts and cash dis-
bursements basis of accounting — which falls way short of GAAP — it should
not use the terms income statement and balance sheet. These terms are part
and parcel of GAAP, and their use as titles for financial statements implies
that the business is using GAAP.

[ won’t bore you with a lengthy historical discourse on the development of
accounting and financial reporting standards in the United States. The gen-
eral consensus (backed up by law) is that businesses should use consistent
accounting methods and terminology. General Motors and Microsoft should
use the same accounting methods; so should Wells Fargo and Apple. Of
course, businesses in different industries have different types of transactions,
but the same types of transactions should be accounted for in the same way.
That is the goal.

There are upwards of 10,000 public companies in the United States and easily
more than a million private-owned businesses. Now, am I telling you that all
these businesses should use the same accounting methods, terminology, and
presentation styles for their financial statements? Putting it in such a stark
manner makes me suck in my breath a little. The correct answer is that all
businesses should use the same rulebook of GAAP. However, the rulebook
permits alternative accounting methods for some transactions. Furthermore,
accountants have to interpret the rules as they apply GAAP in actual situa-
tions. The devil is in the details.

In the United States, GAAP constitute the gold standard for preparing financial
statements of business entities (although the gold is somewhat tarnished, as |
discuss in later chapters). The presumption is that any deviations from GAAP
would cause misleading financial statements. If a business honestly thinks it
should deviate from GAAP — in order to better reflect the economic reality

of its transactions or situation — it should make very clear that it has not
complied with GAAP in one or more respects. If deviations from GAAP are

not disclosed, the business may have legal exposure to those who relied on
the information in its financial report and suffered a loss attributable to the
misleading nature of the information.
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Financial accounting and reporting by government
and not-for-profit entities

In the grand scheme of things, the world of
financial accounting and reporting can be
divided into two hemispheres: for-profit busi-
ness entities and not-for-profit entities. A large
body of authoritative rules and standards called
generally accepted accounting principles
(GAAP) have been hammered out over the
years to govern accounting methods and finan-
cial reporting of business entities in the United
States. Accounting and financial reporting stan-
dards have also evolved and been established
for government and not-for-profit entities. This
book centers on business accounting methods
and financial reporting. Financial reporting by
government and not-for-profit entities is a broad
and diverse territory, which is beyond the scope
of this book. I'll say just a few words here.

People generally don’t demand financial reports
from government and not-for-profit organizations.
Federal, state, and local government entities
issue financial reports that are in the public
domain, although few taxpayers are interested in

reading them. When you donate money to a char-
ity, school, or church, you don't always get finan-
cial reports in return. On the other hand, many
private, not-for-profit organizations issue finan-
cial reports to their members — credit unions,
homeowners’ associations, country clubs, mutual
insurance companies (owned by their policy
holders), pension plans, labor unions, healthcare
providers, and so on. The members or partici-
pants may have an equity interest or ownership
share in the organization and, thus, they need
financial reports to apprise them of their financial
status with the entity.

Government and other not-for profit entities
should comply with the established accounting
and financial reporting standards that apply
to their type of entity. Caution: Many not-for-
profit entities use accounting methods differ-
ent than business GAAP — in some cases very
different — and the terminology in their finan-
cial reports is somewhat different than in the
financial reports of business entities.

Getting to know the U.S. standard setters

Okay, so everyone reading a financial report is entitled to assume that GAAP
have been followed (unless the business clearly discloses that it is using

another basis of accounting).

WBER

The basic idea behind the development of GAAP is to measure profit and to

value assets and liabilities consistently from business to business — to estab-
lish broad-scale uniformity in accounting methods for all businesses. The
idea is to make sure that all accountants are singing the same tune from the
same hymnal. The purpose is also to establish realistic and objective meth-
ods for measuring profit and putting values on assets and liabilities. The
authoritative bodies write the tunes that accountants have to sing.
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Who are these authoritative bodies? In the United States, the highest-ranking
authority in the private (non-government) sector for making pronouncements
on GAAP — and for keeping these accounting standards up-to-date — is the
Financial Accounting Standards Board (FASB). Also, the federal Securities and
Exchange Commission (SEC) has broad powers over accounting and financial
reporting standards for companies whose securities (stocks and bonds) are
publicly traded. Actually, the SEC outranks the FASB because it derives its
authority from federal securities laws that govern the public issuance and
trading in securities. The SEC has on occasion overridden the FASB, but not
very often.

GAAP also include minimum requirements for disclosure, which refers to how
information is classified and presented in financial statements and to the
types of information that have to be included with the financial statements,
mainly in the form of footnotes. The SEC makes the disclosure rules for
public companies. Disclosure rules for private companies are controlled by
GAAP. Chapter 12 explains the disclosures that are required in addition to the
three primary financial statements of a business (the income statement, bal-
ance sheet, and statement of cash flows).

The official set of GAAP rules is big — more than a thousand pages! These
rules have evolved over many decades — some rules remaining the same for
many years, some being superseded and modified from time to time, and new
rules being added. Like lawyers who have to keep up on the latest court
cases, accountants have to keep up with the latest developments at the FASB
and SEC (and other places as well).

Some people think the rules have become too complicated and far too techni-
cal. If you flip through the GAAP rulebook, you'll see why people come to this
conclusion. However, if the rules are not specific and detailed enough, differ-
ent accountants will make different interpretations that will cause inconsis-
tency from one business to the next regarding how profit is measured and
how assets and liabilities are reported in the balance sheet. So, the FASB is
between a rock and a hard place. For the most part it issues rules that are
rather detailed and technical.

Going worldwide

Although it’s a bit of an overstatement, today the investment of capital knows
no borders. U.S. capital is invested in European and other countries, and cap-
ital from other countries is invested in U.S. businesses. In short, the flow of
capital has become international. Accounting and financial reporting stan-
dards in other countries are not bound by U.S. GAAP, and in fact there are sig-
nificant differences that cause problems.
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Outside the United States, the main authoritative accounting standards setter
is the International Accounting Standards Board (IASB), which is based in
London. The IASB was founded in 2001. Over 7,000 public companies have
their securities listed on the several stock exchanges in the European Union
(EU) countries. In many regards, the IASB operates in a manner similar to the
Financial Accounting Standards Board (FASB) in the United States, and the
two have very similar missions. The IASB has already issued many standards,
which are called International Financial Reporting Standards.

The two main authoritative accounting rule-making bodies — the FASB and
the IASB — are not on a collision course. Just the opposite: They are on a
convergence course. They are working together toward developing global
standards that all businesses would follow, regardless of which country a
business is domiciled in. Of course political issues and national pride come
into play. The term harmonization is favored, which sidesteps difficult issues
regarding the future roles of the FASB and IASB in the issuance of interna-
tional accounting standards.

One major obstacle deterring the goal of world-wide accounting standards
concerns which sort of standards should be issued:

v The FASB follows a rules-based approach. Its pronouncements have been
very detailed and technical. The idea is to leave very little room for dif-
ferences of interpretation.

v The IASB favors a principles-based method. Under this approach,
accounting standards are stated in fairly broad general language and the
detailed interpretation of the standards is left to accountants in the field.

The two authoritative bodies have disagreed on some key accounting issues,
and the road to convergence of accounting standards will be rocky, in my
view. But no country’s economy is an island to itself. The stability, develop-
ment, and growth of an economy depend on securing capital from both inside
and outside the country. The flow of capital across borders by investors and
lenders gives enormous impetus for the development of uniform interna-
tional accounting standards. Stay tuned; in the coming decade I think we will
see more and more convergence of accounting standards in different coun-
tries. Then again, I could be dead wrong.

Noting a divide between public
and private companies

Traditionally, GAAP and financial reporting standards were viewed as equally
applicable to public companies (generally large corporations) and private
(generally smaller) companies. Today, however, we are witnessing a growing
distinction between accounting and financial reporting standards for public
versus private companies. Although most accountants don’t like to admit it,
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there’s always been a de facto divergence in actual financial reporting prac-
tices by private companies compared with the more rigorously enforced
standards for public companies. For example, many private companies still
do not include a statement of cash flows in their financial reports, even
though this has been a GAAP requirement since 1975.

It’s probably safe to say that the financial reports of most private businesses
measure up to GAAP standards in all significant respects. At the same time,
however, there’s little doubt that the financial reports of some private compa-
nies fall short. As a matter of fact, in the invitation to comment on the pro-
posal to establish an advisory committee for private company accounting
standards, the FASB said that “compliance with GAAP standards for many for-
profit private companies is a choice rather than a requirement because pri-
vate companies can often control who receives their financial information.”
The FASB and the American Institute of Certified Public Accountants (AICPA)
recently established the Private Company Financial Reporting Committee,
which will advise the FASB regarding how to adapt accounting standard pro-
nouncements for private companies.

Private companies do not have many of the accounting problems of large,
public companies. For example, many public companies deal in complex
derivative instruments, issue stock options to managers, provide highly
developed defined-benefit retirement and health benefit plans for their
employees, enter into complicated inter-company investment and joint ven-
ture operations, have complex organizational structures, and so on. Most pri-
vate companies do not have to deal with these issues.

Finally, [ should mention that smaller private businesses do not have as much
money to spend on their accountants and auditors. Big companies can spend
big bucks and hire highly qualified accountants. Furthermore, public compa-
nies are legally required to have annual audits by independent CPAs (see
Chapter 15). The annual audit keeps a big business up-to-date on accounting
and financial reporting standards. Frankly, smaller private companies are
somewhat at a disadvantage in keeping up with accounting and financial
reporting standards.

Recognizing how income tax methods
influence accounting methods

Generally speaking (and I'm being very general here), the U.S. federal income
tax accounting rules for determining the annual taxable income of a business
are in agreement with GAAP. In other words, the accounting methods used for
figuring taxable income and for figuring business profit before income tax are
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in general agreement. Having said this, I should point out that several differ-
ences do exist. A business may use one accounting method for filing its
annual income tax returns and a different method for measuring its annual
profit both internally for management reporting purposes and externally for
preparing its financial statements to outsiders.

Many people argue that certain income tax accounting methods have had an
unhealthy impact on GAAP. For example, the income tax law permits acceler-
ated methods for depreciating long-lived operating assets — machines, tools,
autos and trucks, and office equipment. (Even the cost of buildings can be
depreciated over shorter life spans than the actual lives of most buildings.)
Other depreciation methods may be more realistic, but many businesses use
accelerated depreciation methods both in their income tax returns and in
their financial statements.

Following the rules and bending the rules

An often repeated accounting story concerns three persons interviewing for
an important accounting position. They are asked one key question: “What’s
2 plus 2?” The first candidate answers, “It’s 4,” and is told, “Don’t call us, we’ll
call you.” The second candidate answers, “Well, most of the time the answer
is 4, but sometimes it’s 3 and sometimes it’s 5.” The third candidate answers:
“What do you want the answer to be?” Guess who gets the job. This story
exaggerates, of course, but it does have an element of truth.

Depending on estimates and assumptions

The importance of estimates and assumptions  estimates are subjective and arbitrary to some

in financial statement accounting is illustrated
in a footnote you see in many annual financial
reports such as the following:

“The preparation of financial statements in con-
formity with generally accepted accounting prin-
ciples requires management to make estimates
and assumptions that affect reported amounts.
Examples of the more significant estimates
include: accruals and reserves for warranty and
product liability losses, post-employment bene-
fits, environmental costs, income taxes, and
plant closing costs.”

Accounting estimates should be based on the
best available information, of course, but most

extent. The accountant can choose either pes-
simistic or optimistic estimates, and thereby
record either conservative profit numbers or
more aggressive profit numbers. One key pre-
diction made in preparing financial statements
is called the going-concern assumption. The
accountant assumes that the business is not
facing imminent shutdown of its operations and
the forced liquidations of its assets, and that it
will continue as usual for the foreseeable future.
If a business is in the middle of bankruptcy pro-
ceedings, the accountant changes focus to the
liquidation values of its assets.
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The point is that interpreting GAAP is not cut-and-dried. Many accounting
standards leave a lot of wiggle room for interpretation. Guidelines would be a
better word to describe many accounting rules. Deciding how to account for
certain transactions and situations requires seasoned judgment and careful
analysis of the rules. Furthermore, many estimates have to be made. (See the
sidebar “Depending on estimates and assumptions.”) Deciding on accounting
methods requires, above all else, good faith.

A business may resort to creative accounting to make profit for the period
look better, or to make its year-to-year profit less erratic than it really is
(which is called income smoothing). Like lawyers who know where to find
loopholes, accountants can come up with inventive interpretations that stay
within the boundaries of GAAP. | warn you about these creative accounting
techniques — also called massaging the numbers — at various points in this
book. Massaging the numbers can get out of hand and become accounting
fraud, also called cooking the books. Massaging the numbers has some basis
in honest differences for interpreting the facts. Cooking the books goes way
beyond interpreting facts; this fraud consists of inventing facts and good old-
fashioned chicanery. I say more on accounting fraud in Chapters 7 and 15.



Chapter 3

Bookkeeping and
Accounting Systems

In This Chapter
Distinguishing between bookkeeping and accounting
Getting to know the bookkeeping cycle
Making sure your bookkeeping and accounting systems are rock solid
Doing a double-take on double-entry accounting
Deterring and detecting errors and outright fraud

Choosing computer software wisely

think it’s safe to say that most folks are not enthusiastic bookkeepers. You

may balance your checkbook against your bank statement every month
and somehow manage to pull together all the records you need for your
annual federal income tax return. But if you're like me, you stuff your bills
in a drawer and just drag them out once a month when you're ready to pay
them. And when'’s the last time you prepared a detailed listing of all your
assets and liabilities (even though a listing of assets is a good idea for fire
insurance purposes)? Personal computer programs are available to make
bookkeeping for individuals more organized, but you still have to enter a lot
of data into the program, and most people decide not to put forth the effort.

[ don’t prepare a summary statement of my earnings and income for the year.
And I don’t prepare a breakdown of what [ spent my money on and how much
I saved. Why not? Because I don’t need to! Individuals can get along quite well
without much bookkeeping — but the exact opposite is true for a business.

There’s one key difference between individuals and businesses. Every busi-
ness must prepare periodic financial statements, the accuracy of which is
critical to the business’s survival. The business depends on the accounts and
records generated by its bookkeeping process to prepare these statements; if
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the accounting records are incomplete or inaccurate, the financial statements
are incomplete or inaccurate. And inaccuracy simply won’t do. In fact, inac-
curate and incomplete bookkeeping records could be construed as evidence
of fraud.

Obviously, then, business managers have to be sure that the company’s book-
keeping and accounting system is adequate and reliable. This chapter shows
you what bookkeepers and accountants do, mainly so you have a clear idea
of what it takes to be sure that the information coming out of your account-
ing system is complete, timely, and accurate.

Bookkeeping and Beyond
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Bookkeeping refers mainly to the record-keeping aspects of accounting; it is
essentially the process (some would say the drudgery) of recording all the
information regarding the transactions and financial activities of a business
(or other organization, venture, or project). Bookkeeping is an indispensable
subset of accounting. The term accounting is much broader, going into the
realm of designing the bookkeeping system, establishing controls to make
sure the system is working well, and analyzing and verifying the recorded
information. Accountants give orders; bookkeepers follow them.

You can think of accounting as what goes on before and after bookkeeping.
Accountants prepare reports based on the information accumulated by the
bookkeeping process: financial statements, tax returns, and various confiden-
tial reports to managers. Measuring profit is a critical task that accountants
perform — a task that depends on the accuracy of the information recorded
by the bookkeeper. The accountant decides how to measure sales revenue
and expenses to determine the profit or loss for the period. The tough ques-
tions about profit — how to measure it in our complex and advanced eco-
nomic environment, and what profit consists of — can’t be answered through
bookkeeping alone.

Pedaling Through the Bookkeeping Cycle

Figure 3-1 presents an overview of the bookkeeping cycle side-by-side with
elements of the accounting system. You can follow the basic bookkeeping
steps down the left side. The accounting elements are shown in the right
column. The basic steps in the bookkeeping sequence, explained briefly, are
as follows. (See also “Managing the Bookkeeping and Accounting System,”
later in this chapter, for more details on some of these steps.)
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cycle, with
the corre-
sponding
accounting
functions.
|

Steps in Bookkeeping Cycle |

(1) ldentify and prepare source
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documents for all transactions,
operations, activities, and
developments that should be recorded.

Enter in source documents financial
effects and other relevant details that
apply for the transactions and other
events.

Make original entries of financial
effects of transactions and other
events, file source documents, and
build accounting database.

Carry out end-of-period procedures,
which includes recording the very
important adjusting and correcting
entries.

Prepare adjusted trial balance, to
provide the up-to-date and accurate
listing of all accounts at end of period.

Perform closing procedures at end of
fiscal year to prepare accounts for
next period.
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Accounting Functions |

Design source documents that specify
the detailed information to record and
which approvals and signs-offs are
required.

Establish specific rules and methods
for determining the financial effects
of transactions and other events.

Establish formal chart of accounts,
both control and subsidiary accounts,
in which transactions and events are
recorded.

Oversee, review, and approve the end-
of-period adjusting and correcting
entries, both routine and unusual ones.

Prepare and distribute:

> Internal accounting reports to managers
> Tax returns to government agencies

> External financial statements

Give final approval to closing the books
for the year, and determine whether
changes are needed in accounting
system.

1. Prepare source documents for all transactions, operations, and other
events of the business; source documents are the starting point in the

bookkeeping process.

When buying products, a business gets a purchase invoice from the sup-
plier. When borrowing money from the bank, a business signs a note
payable, a copy of which the business keeps. When a customer uses a
credit card to buy the business’s product, the business gets the credit
card slip as evidence of the transaction. When preparing payroll checks,
a business depends on salary rosters and time cards. All of these key
business forms serve as sources of information into the bookkeeping
system — in other words, information the bookkeeper uses in recording
the financial effects of the activities of the business.

55
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2. Determine and enter in source documents the financial effects of the

transactions and other events of the business.

Transactions have financial effects that must be recorded — the busi-
ness is better off, worse off, or at least “different off” as the result of its
transactions. Examples of typical business transactions include paying
employees, making sales to customers, borrowing money from the bank,
and buying products that will be sold to customers. The bookkeeping
process begins by determining the relevant information about each
transaction. The chief accountant of the business establishes the rules
and methods for measuring the financial effects of transactions. Of
course, the bookkeeper should comply with these rules and methods.

. Make original entries of financial effects into journals and accounts,

with appropriate references to source documents.

Using the source document(s) for every transaction, the bookkeeper
makes the first, or original, entry into a journal and then into the busi-
ness’s accounts. Only the official, established chart of accounts should
be used in recording transactions. A journal is a chronological record
of transactions in the order in which they occur — like a very detailed
personal diary. In contrast, an account is a separate record, or page as
it were, for each asset, each liability, and so on. One transaction affects
two or more accounts. The journal entry records the whole transaction
in one place; then each piece is recorded in the two or more accounts
that are affected by the transaction.

Here’s a simple example that illustrates recording a transaction in a jour-
nal and then posting the changes caused by the transaction in the
accounts. Expecting a big demand from its customers, a retail bookstore
purchases, on credit, 50 copies of Accounting For Dummies, 4th Edition,
from the publisher, Wiley. The books are received and placed on the
shelves. (Fifty copies is a lot to put on the shelves, but my relatives
promised to rush down and buy several copies each.) The bookstore
now owns the books and also owes Wiley $650, which is the cost of the
50 copies. Here we look only at recording the purchase of the books, not
recording subsequent sales of the books and paying the bill to Wiley.

The bookstore has established a specific inventory account called
“Inventory-Trade Paperbacks” for books like mine. And the purchase
liability to the publisher should be entered in the account “Accounts
Payable-Publishers.” So the journal entry for this purchase is recorded
as follows:

Asset: Inventory-Trade Paperbacks  + $650.00
Liability:  Accounts Payable-Publishers  + $650.00
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This pair of changes is first recorded in one journal entry. Then, some-
time later, each change is posted, or recorded in the separate accounts —
one an asset and the other a liability.

In ancient days, bookkeepers had to record these entries by hand, and
even today there’s nothing wrong with a good hand-entry (manual)
bookkeeping system. But bookkeepers now can use computer programs
that take over many of the tedious chores of bookkeeping (see the last
section in this chapter, “Using Accounting Software”). Of course, typing
has replaced hand cramps with carpal tunnel syndrome, but at least the
work gets done more quickly and with fewer errors!

[ can’t exaggerate the importance of entering transaction data correctly
and in a timely manner. The prevalence of data entry errors was one
important reason that most retailers use cash registers that read bar-
coded information on products, which more accurately capture the
necessary information and speed up the entry of the information.

. Perform end-of-period procedures — the critical steps for getting the

accounting records up-to-date and ready for the preparation of man-
agement accounting reports, tax returns, and financial statements.

A period is a stretch of time — from one day to one month to one quar-
ter (three months) to one year — that is determined by the needs of the
business. A year is the longest period of time that a business would wait
to prepare its financial statements. Most businesses need accounting
reports and financial statements at the end of each quarter, and many
need monthly financial statements.

Before the accounting reports can be prepared at the end of the period
(refer to Figure 3-1), the bookkeeper needs to bring the accounts of the
business up-to-date and complete the bookkeeping process. One step,
for example, is recording the depreciation expense for the period (see
Chapter 4 for more on depreciation). Another step is getting an actual
count of the business’s inventory so that the inventory records can be
adjusted to account for shoplifting, employee theft, and other losses.

The accountant needs to take the final step and check for errors in the
business’s accounts. Data entry clerks and bookkeepers may not fully
understand the unusual nature of some business transactions and may
have entered transactions incorrectly. One reason for establishing inter-
nal controls (discussed in “Enforce strong — I mean strong! — internal
controls,” later in this chapter) is to keep errors to an absolute mini-
mum. Ideally, accounts should contain very few errors at the end of the
period, but the accountant can’t make any assumptions and should
make a final check for any errors that may have fallen through the
cracks.
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5. Compile the adjusted trial balance for the accountant, which is the
basis for preparing reports, tax returns, and financial statements.

After all the end-of-period procedures have been completed, the book-
keeper compiles a complete listing of all accounts, which is called the
adjusted trial balance. Modest-sized businesses maintain hundreds of
accounts for their various assets, liabilities, owners’ equity, revenue, and
expenses. Larger businesses keep thousands of accounts, and very large
businesses may keep more than 10,000 accounts. In contrast, external
financial statements, tax returns, and internal accounting reports to
managers contain a relatively small number of accounts. For example, a
typical external balance sheet reports only 25 to 30 accounts (maybe
even fewer), and a typical income tax return contains a relatively small
number of accounts.

The accountant takes the adjusted trial balance and telescopes similar
accounts into one summary amount that is reported in a financial report
or tax return. For example, a business may keep hundreds of separate
inventory accounts, every one of which is listed in the adjusted trial bal-
ance. The accountant collapses all these accounts into one summary
inventory account that is presented in the external balance sheet of the
business. In grouping the accounts, the accountant should comply with
established financial reporting standards and income tax requirements.

6. Close the books — bring the bookkeeping for the fiscal year just
ended to a close and get things ready to begin the bookkeeping
process for the coming fiscal year.

Books is the common term for a business’s complete set of accounts. A
business’s transactions are a constant stream of activities that don’t end
tidily on the last day of the year, which can make preparing financial
statements and tax returns challenging. The business has to draw a
clear line of demarcation between activities for the year (the 12-month
accounting period) ended and the year yet to come by closing the books
for one year and starting with fresh books for the next year.

Most medium-size and larger businesses have an accounting manual that
spells out in great detail the specific accounts and procedures for recording
transactions. But all businesses change over time, and they occasionally
need to review their accounting system and make revisions. Companies do
not take this task lightly; discontinuities in the accounting system can be
major shocks and have to be carefully thought out. Nevertheless, bookkeep-
ing and accounting systems can’t remain static for very long. If these systems
were never changed, bookkeepers would still be sitting on high stools making
entries with quill pens and bottled ink in leather-bound ledgers.
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Managing the Bookkeeping
and Accounting System

In my experience, too many business managers and owners ignore their book-
keeping and accounting systems or take them for granted — unless something
goes wrong. They assume that if the books are in balance, everything is okay.
The section “Double-Entry Accounting for Single-Entry Folks,” later in this
chapter, covers exactly what it means to have “books in balance” — it does
not necessarily mean that everything is okay.

To determine whether your bookkeeping system is up to snuff, check out the
following sections, which provide a checklist of the most important elements
of a good system.

Categorize your financial information:
The chart of accounts

Suppose that you're the accountant for a corporation and you're faced with
the daunting task of preparing the annual federal income tax return for the
business. This demands that you report the following kinds of expenses (and
this list contains just the minimum!):

v Advertising

v+ Bad debts

v Charitable contributions

v Compensation of officers

v Cost of goods sold

v Depreciation

v Employee benefit programs

v Interest

v Pensions and profit-sharing plans

» Rents

v Repairs and maintenance

v~ Salaries and wages

v Taxes and licenses
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You must provide additional information for some of these expenses. For
example, the cost of goods sold expense is determined in a schedule that
also requires inventory cost at the beginning of the year, purchases during
the year, cost of labor during the year (for manufacturers), other costs, and
inventory cost at year-end.

Where do you start? Well, if it’s March 1 and the tax return deadline is March
15, you start by panicking — unless you were smart enough to think ahead
about the kinds of information your business would need to report. In fact,
when your accountant first designs your business’s accounting system, he or
she should dissect every report to managers, the external financial state-
ments, and the tax returns, breaking down all the information into categories
such as those I just listed.

For each category, you need an account, a record of the activities in that cate-
gory. An account is basically a focused history of a particular dimension of a
business. Individuals can have accounts, too — for example, your checkbook
is an account of the cash inflows and outflows and the balance of your check-
ing account (assuming that you remember to record all activities and recon-
cile your checkbook against your bank statement). [ doubt that you keep a
written account of the coin and currency in your wallet, pockets, glove com-
partment, and sofa cushions, but a business needs to. An account serves as
the source of information for preparing financial statements, tax returns, and
reports to managers.

The term general ledger refers to the complete set of accounts established
and maintained by a business. The chart of accounts is the formal index of
these accounts — the complete listing and classification of the accounts used
by the business to record its transactions. General ledger usually refers to the
actual accounts and often to the balances in these accounts at some particu-
lar time.

The chart of accounts, even for a relatively small business, normally contains
100 or more accounts. Larger business organizations need thousands of
accounts. The larger the number, the more likely that the accounts are given
number codes according to some scheme — for example, all assets may be in
the 100 to 300 range, all liabilities in the 400 to 500 range, and so on.

As a business manager, you should make sure that the controller (chief
accountant), or perhaps an outside CPA consultant, reviews the chart of
accounts periodically to determine whether the accounts are up-to-date and
adequate for the business’s needs. Over time, income tax rules change, the
company goes into new lines of business, the company adopts new employee
benefit plans, and so on. Most businesses are in constant flux, and the chart
of accounts has to keep up with these changes.



Chapter 3: Bookkeeping and Accounting Systems

More than you may want to know right
now about types of accounts

Accounts fall into two basic types according to
which financial statement their balances are
reported in:

1~ Balance sheet accounts: Assets, liabilities,
and owners’ equity accounts

+* Income statement accounts: Revenue and
income accounts, and expense and loss
accounts

In other words, the accounts are divided
between those that constitute the financial con-
dition of the business (assets, liabilities, and
owners’ equity accounts) and those that sum-
marize the profit-making activities of the busi-
ness (revenue and expenses, plus income and
loss accounts).

In actual practice a business needs other types
of accounts as well. For example, a business
keeps so-called contra accounts, which are the
negative side of certain accounts. The two main
examples are these:

v* Accumulated depreciation, the balance of
which is deducted from the original cost
balance of long-term operating assets that
are being depreciated over time

v Allowance for doubtful accounts, the bal-
ance of which is deducted from the balance
of the accounts receivable asset accountin
anticipation that some receivables will not
be collected

Note: Although a business reports a statement
of cash flows, in addition to its balance sheet
and income statement, the cash flow amounts
that are reported in the cash flow statement are
prepared from information already included in
the balance sheet and income statement
accounts (see Chapter 6). So rest assured that
the balance sheet and income statement
accounts taken together are all the accounts a
business needs.

Standardize source document
forms and procedures

01

It’s said that armies move on their stomachs. Well, businesses move on their
paperwork. Placing an order to buy products, selling a product to a custometr,
determining the earnings of an employee for the month — virtually every
business transaction needs paperwork, generally known as source documents.
Source documents serve as evidence of the terms and conditions agreed
upon by the business and the other person or organization that it’s dealing
with. Both parties receive some kind of source document. For example, for a
sale at a cash register, the customer gets a sales receipt, and the business
keeps a running tape of all transactions in the register.
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Clearly, an accounting system needs to standardize the forms and procedures
for processing and recording all normal, repetitive transactions and should
control the generation and handling of these source documents. From the
bookkeeping point of view, these business forms and documents are very
important because they provide the input information needed for recording
transactions in the business’s accounts. Sloppy paperwork leads to sloppy
accounting records, and sloppy accounting records just won’t do when the
time comes to prepare tax returns and financial statements.

If you're the owner of a small business, you may want to check out an office
supply store to see the kinds of forms that you can buy right off the shelf. You
can find many of the basic forms and documents that you need for recording
business transactions. Also, computer accounting software packages today
include templates for most business forms and source documents needed by
a business.

Hire competent, trained personnel

A business shouldn’t be penny-wise and pound-foolish: What good is meticu-
lously collecting source documents if the information on those documents
isn’t entered into your system correctly? You shouldn’t try to save a few
bucks by hiring the lowest-paid people you can find. Bookkeepers and
accountants, like all other employees in a business, should have the skills
and knowledge needed to perform their functions. Here are some guidelines
for choosing the right people to enter and control the flow of your business’s
data and for making sure that those people remain the right people:

v College degree: Many accountants in business organizations have a
college degree with a major in accounting. However, as you move down
the accounting department, you find that more and more employees do
not have a college degree and perhaps don’t even have any courses in
accounting — they learned bookkeeping methods and skills through
on-the-job training. Although these employees may have good skills
and instincts, my experience has been that they tend to do things by the
book; they often lack the broader perspective necessary for improvising
and being innovative. So you want to at least look twice at a potential
employee who has no college-based accounting background.

v CPA or CMA: When hiring higher-level accountants in a business organi-
zation, you want to determine whether they should be certified public
accountants (CPAs). Most larger businesses insist on this credential,
along with a specific number of years’ experience in public accounting.
The other main professional accounting credential is the CMA, or certi-
fied management accountant, sponsored by the Institute of Management
Accountants (IMA). Unlike the CPA license (which I discuss in Chapter
1), the CMA designation of professional achievement is not regulated by
the state. The CMA is evidence that the person has passed tough exams
and has a good understanding of business accounting and income tax.
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In my opinion, a business is prudent to require the CPA or CMA creden-
tial for its chief accountant (who usually holds the title of controller),
or a business should regularly consult with a CPA in public practice for
advice on its accounting system and on accounting problems that
come up.

v+ Continuing education: Bookkeepers and accountants need continuing
education to keep up with changes in the income tax law and financial
reporting requirements, as well as changes in how the business oper-
ates. Ideally, bookkeepers and accountants should be able to spot
needed improvements and implement these changes — to make
accounting reports to managers more useful, for example. Fortunately,
many short-term courses, home-study programs, and the like are avail-
able at very reasonable costs for keeping up on the latest accounting
developments. Many continuing education courses are available on the
Internet, but be sure to check out the standards of an Internet course.
States require that CPAs in public practice take 30 to 40 hours per year
of continuing education in approved courses to keep their licenses.

v~ Integrity: What’s possibly the most important quality to look for is also
the hardest to judge. Bookkeepers and accountants need to be honest
people because of the control they have over your business’s financial
records. Conduct a careful background check when hiring new account-
ing personnel. After you hire them, periodically (and discreetly) check
whether their lifestyles match their salaries. Small-business owners and
managers have closer day-in and day-out contact with their accountants
and bookkeepers, which can be a real advantage — they get to know
their accountants and bookkeepers on a personal level. Even so, you can
find many cases where a trusted bookkeeper has embezzled many thou-
sands of dollars over the years. I could tell you many true stories about
long-time, “trusted” bookkeepers that made off with some of the family
fortune.

Enforce strong — | mean strong! —
internal controls

Any accounting system worth its salt should establish and vigorously enforce
effective internal controls — basically, additional forms and procedures over
and above what’s needed strictly to move operations along. These additional
procedures serve to deter and detect errors (honest mistakes) and all forms
of dishonesty by employees, customers, suppliers, and even managers them-
selves. Unfortunately, many businesses pay only lip service to internal con-
trols; they don’t put into place good internal controls, or they don’t seriously
enforce their internal controls (they just go through the motions).
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Internal controls against mistakes and theft

Accounting is characterized by a lot of paper-
work — forms and procedures are plentiful.
Most business managers and employees have
their enthusiasm under control when it comes
to the paperwork and procedures that the
accounting department requires. One reason
for this attitude, in my experience, is that non-
accountants fail to appreciate the need for
accounting controls.

These internal controls are designed to mini-
mize errors in bookkeeping, which has to
process a great deal of detailed information and
data. Equally important, controls are necessary
to deter employee fraud, embezzlement, and
theft, as well as fraud and dishonest behavior
against the business from the outside. Every
business is a target for fraud and theft, such as
customers who shoplift; suppliers who deliber-
ately ship less than the quantities invoiced to a
business and hope that the business won't
notice the difference (called short-counts); and
even dishonest managers themselves, who may
pad expense accounts or take kickbacks from
suppliers or customers.

For these reasons a business should take steps to
avoid being an easy target for dishonest behavior
by its employees, customers, and suppliers. Every
business should institute and enforce certain
control measures, many of which are integrated

into the accounting process. Following are five
common examples of internal control procedures:

v Requiring a second signature on cash dis-
bursements over a certain dollar amount

v Matching up receiving reports based on
actual counts and inspections of incoming
shipments with purchase orders before cut-
ting checks for payment to suppliers

v Requiring both a sales manager's and
another high-level manager’s approval for
write-offs of customers’ overdue receivable
balances (that is, closing the accounts on
the assumption that they won't be col-
lected), including a checklist of collection
efforts that were undertaken

v Having auditors or employees who do not
work in the warehouse take surprise counts
of products stored in the company’s ware-
house and compare the counts with inven-
tory records

v Requiring mandatory vacations by every
employee, including bookkeepers and
accountants, during which time someone
else does that person's job (because a
second person may notice irregularities or
deviations from company policies)

Internal controls are like highway truck weigh stations, which make sure that
a truck’s load doesn’t exceed the limits and that the truck has a valid plate.
You're just checking that your staff is playing by the rules. For example, to

prevent or minimize shoplifting, most retailers now have video surveillance,
as well as tags that set off the alarms if the customer leaves the store with the
tag still on the product. Likewise, a business should implement certain proce-
dures and forms to prevent (as much as possible) theft, embezzlement, kick-
backs, fraud, and simple mistakes by its own employees and managers.

The Sarbanes-Oxley Act of 2002 applies to public companies that are subject
to the Securities and Exchange Commission (SEC) jurisdiction. Congress
passed this law mainly in response to Enron and other massive financial
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reporting fraud disasters. The act, which is implemented through the SEC
and the Public Company Accounting Oversight Board (PCAOB), requires that
public companies establish and enforce a special module of internal controls
over their financial reporting. You can find more on this topic in Chapter 15,
where I discuss audits and accounting fraud. Although the law applies only to
public companies, some accountants worry that the requirements of the law
will have a trickle-down effect on smaller private businesses as well.

In my experience, smaller businesses tend to think that they’re immune to
embezzlement and fraud by their loyal and trusted employees. These are per-
sonal friends, after all. Yet, in fact, many small businesses are hit very hard
by fraud and usually can least afford the consequences. Most studies of fraud
in small businesses have found that the average loss is well into six figures!
You know, even in a friendly game of poker with my buddies, we always cut
the deck before dealing the cards around the table. Your business, too,
should put checks and balances into place to discourage dishonest practices
and to uncover any fraud and theft as soon as possible.

Complete the process with
end-of-period procedures

Suppose that all transactions during the year have been recorded correctly.
Therefore, the accounts of the business are ready for preparing its financial
statements, aren’t they? Not so fast! Certain additional procedures are neces-
sary at the end of the period to bring the accounts up to snuff for preparing
financial statements for the year. Two main things have to be done at the end
of the period:

v Record normal, routine adjusting entries: For example, depreciation
expense isn’t a transaction as such and therefore isn’t included in the
flow of transactions recorded in the day-to-day bookkeeping process.
(Chapter 4 explains depreciation expense.) Similarly, certain other
expenses and income may not have been associated with a specific
transaction and, therefore, have not been recorded. These kinds of
adjustments are necessary to have correct balances for determining
profit for the period, such as, to make the revenue, income, expense,
and loss accounts up-to-date and correct for the year.

v Make a careful sweep of all matters to check for other developments
that may affect the accuracy of the accounts: For example, the com-
pany may have discontinued a product line. The remaining inventory of
these products may have to be removed from the asset account, with a
corresponding loss recorded in the period. Or the company may have
settled a long-standing lawsuit, and the amount of damages needs to be
recorded. Layoffs and severance packages are another example of what
the chief accountant needs to look for before preparing reports.

65
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Lest you still think of accounting as dry and dull, let me tell you that end-of-
period accounting procedures can stir up controversy of the heated-debate
variety. These procedures require that the accountant make decisions and
judgment calls that upper management may not agree with. For example, the
accountant may suggest recording major losses that would put a big dent in
profit for the year or cause the business to report a loss. The outside CPA
auditor (assuming that the business has an independent audit of its financial
statements) often gets in the middle of the argument. These kinds of debates
are precisely why business managers need to know some accounting: to hold
up your end of the argument and participate in the great sport of yelling and
name-calling — strictly on a professional basis, of course.

Leave good audit trails

Good bookkeeping systems leave good audit trails. An audit trail is a clear-cut
path of the sequence of events leading up to an entry in the accounts. An
accountant starts with the source documents and follows through the book-
keeping steps in recording transactions to reconstruct this path. Even if a
business doesn’t have an outside CPA do an annual audit, the accountant

has frequent occasion to go back to the source documents and either verify
certain information in the accounts or reconstruct the information in a differ-
ent manner. Suppose that a salesperson is claiming some suspicious-looking
travel expenses; the accountant would probably want to go through all this
person’s travel and entertainment reimbursements for the past year.

If the IRS comes in for a field audit of your business, you’d better have good
audit trails to substantiate all your expense deductions and sales revenue for
the year. The IRS has rules about saving source documents for a reasonable
period of time and having a well-defined process for making bookkeeping
entries and keeping accounts. Think twice before throwing away source doc-
uments too soon. Also, ask your accountant to demonstrate and lay out for
your inspection the audit trails for key transactions, such as cash collections,
sales, cash disbursements, and inventory purchases. Even computer-based
accounting systems recognize the importance of audit trails. Well-designed
computer programs provide the ability to backtrack through the sequence of
steps in the recording of specific transactions.

Look out for unusual events
and developments

Business managers should encourage their accountants to be alert to
anything out of the ordinary that may require attention. Suppose that the
accounts receivable balance for a customer is rapidly increasing — that is,
the customer is buying more and more from your company on credit but isn’t
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paying for these purchases quickly. Maybe the customer has switched more
of his company’s purchases to your business and is buying more from you
only because he is buying less from other businesses. But maybe the cus-
tomer is planning to stiff your business and take off without paying his debts.
Or maybe the customer is planning to go into bankruptcy soon and is stock-
piling products before the company’s credit rating heads south.

Don’t forget internal time bombs: A bookkeeper’s reluctance to take a vaca-
tion could mean that she doesn’t want anyone else looking at the books.

To some extent, accountants have to act as the eyes and ears of the business.
Of course, that’s one of the main functions of a business manager as well, but
the accounting staff can play an important role.

Design truly useful reports for managers

[ have to be careful in this section; | have strong opinions on this matter. I
have seen too many off-the-mark accounting reports to managers — reports
that are difficult to decipher and not very useful or relevant to the manager’s
decision-making needs and control functions.

Part of the problem lies with the managers themselves. As a business
manager, have you told your accounting staff what you need to know, when
you need it, and how to present it in the most efficient manner? When you
stepped into your position, you probably didn’t hesitate to rearrange your
office, and maybe you even insisted on hiring your own support staff. Yet you
most likely lay down like a lapdog regarding your accounting reports. Maybe
you assume that the reports have to be done a certain way and that arguing
for change is no use.

On the other hand, accountants bear a good share of the blame for poor man-
agement reports. Accountants should proactively study the manager’s deci-
sion-making responsibilities and provide the information that is most useful,
presented in the most easily digestible manner.

In designing the chart of accounts, the accountant should keep in mind the
type of information needed for management reports. To exercise control,
managers need much more detail than what’s reported on tax returns and
external financial statements. And as I explain in Chapter 9, expenses should
be regrouped into different categories for management decision-making
analysis. A good chart of accounts looks to both the external and the internal
(management) needs for information.
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So what’s the answer for a manager who receives poorly formatted reports?
Demand a report format that suits your needs! See Chapter 9 for a useful
profit analysis model, and show it to your accountant as well.

Double-Entry Accounting
for Single-Entry Folks

<MBER
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Businesses and nonprofit entities use double-entry accounting. But I've never
met an individual who uses double-entry accounting in personal bookkeep-
ing. Instead, individuals use single-entry accounting. For example, when you
write a check to make a payment on your credit card balance, you undoubt-
edly make an entry in your checkbook to decrease your bank balance. And
that’s it. You make just one entry — to decrease your checking account bal-
ance. It wouldn’t occur to you to make a second, companion entry to
decrease your credit card liability balance. Why? Because you don’t keep a
liability account for what you owe on your credit card. You depend on the
credit card company to make an entry to decrease your balance.

Businesses and nonprofit entities have to keep track of their liabilities as well
as their assets. And they have to keep track of all sources of their assets.
(Some part of their total assets comes from money invested by their owners,
for example.) When a business writes a check to pay one of its liabilities, it
makes a two-sided (or double) entry — one to decrease its cash balance and
the second to decrease the liability. This is double-entry accounting in action.
Double-entry does not mean a transaction is recorded twice; it means both
sides of the transaction are recorded at the same time.

Double-entry accounting pivots off the accounting equation:

Total assets = Total 1iabilities +
Total owners' equity

The accounting equation is a very condensed version of the balance sheet.
The balance sheet is the financial statement that summarizes a business’s
assets on the one side and its liabilities plus its owners’ equity on the other
side. Liabilities and owners’ equity are the sources of its assets. Each source
has different claims on the assets, which I explain in Chapter 5.

One main function of the bookkeeping/accounting system is to record all
transactions of a business — every single last one. If you look at transactions
through the lens of the accounting equation, there is a beautiful symmetry in
transactions (well, beautiful to accountants at least). All transactions have a
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natural balance. The sum of financial effects on one side of a transaction
equals the sum of financial effects on the other side.

Suppose a business buys a new delivery truck for $65,000 and pays by check.
The truck asset account increases by the $65,000 cost of the truck, and cash
decreases $65,000. Here’s another example: A company borrows $2 million
from its bank. Its cash increases $2 million, and the liability for its note
payable to the bank increases the same amount.

Just one more example: Suppose a business suffers a loss from a tornado
because some of its assets were not insured (dumb!). The assets destroyed
by the tornado are written off (decreased to zero balances), and the amount
of the loss decreases owners’ equity the same amount. The loss works its
way through the income statement but ends up as a decrease in owners’
equity.

Virtually all business bookkeeping systems use debits and credits for making
sure that both sides of transactions are recorded and for keeping the two
sides of the accounting equation in balance. A change in an account is
recorded as either a debit or a credit according to the following rules:

Assets = Liabilities + Owners’ Equity
+ Debit + Credit + Credit
- Credit — Debit — Debit

An increase in an asset is tagged as a debit; an increase in a liability or
owners’ equity account is tagged as a credit. Decreases are just the reverse.
Following this scheme, the total of debits must equal the total of credits in
recording every transaction. In brief: Debits have to equal credits. Isn’t that
clever? Well, the main point is that the method works. Debits and credits
have been used for centuries. (A book published in 1494 described how
business traders and merchants of the day used debits and credits in their
bookkeeping.)

Note: Sales revenue and expense accounts also follow debit and credit rules.
Revenue increases owners’ equity (thus is a credit), and an expense
decreases owners’ equity (thus is a debit).

The balance in an account at a point in time equals the increases less the
decreases recorded in the account. Following the rules of debits and credits,
asset accounts have debit balances, and liabilities and owners’ equity
accounts have credit balances. (Yes, a balance sheet account can have

a wrong-way balance in unusual situations, such as cash having a credit
balance because the business has written more checks than it has in its
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checking account.) The total of accounts with debit balances should equal
the total of accounts with credit balances. When the total of debit balance
accounts equals the total of credit balance accounts, the books are in
balance.

Balanced books don’t necessarily mean that all accounts have correct bal-
ances. Errors are still possible. The bookkeeper may have recorded debits or
credits in wrong accounts, or may have entered wrong amounts, or may have
missed recording some transactions altogether. Having balanced books
simply means that the total of accounts with debit balances equals the total
of accounts with credit balances. The important thing is whether the books
(the accounts) have correct balances, which depends on whether all transac-
tions and other developments have been recorded correctly.

Juggling the Books to Conceal
Embezzlement and Fraud
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Fraud and illegal practices occur in large corporations and in one-owner/
manager-controlled small businesses — and in every size business in
between. Some types of fraud are more common in small businesses, includ-
ing sales skimming (not recording all sales revenue, to deflate the taxable
income of the business and its owner) and the recording of personal
expenses through the business (to make these expenses deductible for
income tax). Some kinds of fraud are committed mainly by large businesses,
including paying bribes to public officials and entering into illegal conspira-
cies to fix prices or divide the market. The purchasing managers in any size
business can be tempted to accept kickbacks and under-the-table payoffs
from vendors and suppliers.

Some years ago we hosted a Russian professor who was a dedicated
Communist. I asked him what surprised him the most on his first visit to the
United States. Without hesitation he answered “The Wall Street Journal.” 1
was puzzled. He then explained that he was amazed to read so many stories
about business fraud and illegal practices in the most respected financial
newspaper in the world. At the time of revising this chapter, the backdating
of management stock options is very much in the news. Many financial
reporting fraud stories are on the front pages. And there are a number of sto-
ries of companies that agreed to pay large fines for illegal practices (usually
without admitting guilt).
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A gray area in financial reporting

In some situations, the same person or the
same group of investors controls two or more
businesses. Revenue and expenses can be
arbitrarily shifted among the different business
entities under common control. For one person
to have a controlling ownership interest in two
or more businesses is perfectly legal, and such
an arrangement often makes good business
sense. For example, a retail business rents a
building from a real estate business, and the
same person is the majority owner of both busi-
nesses. The problem arises when that person
arbitrarily sets the monthly rent to shift profit
between the two businesses; a high rent gen-
erates more profit for the real estate business
and lower profit for the retail business. This kind

of maneuver may be legal, butit raises a touchy
accounting issue.

Readers of financial statements are entitled to
assume that all activities between the business
and the other parties it deals with are based on
what's called arm’s-length bargaining, meaning
that the business and the other parties have a
purely business relationship. When that's not
the case, the financial report should — but usu-
ally doesn't — use the term related parties to
describe persons and organizations that are not
at arm'’s length with the business. According to
financial reporting standards, a business should
disclose any substantial related-party transac-
tions in its external financial statements.

I'm fairly sure that none of this is news to you. You know that fraud and illegal
practices happen in the business world. My point in bringing up this unpleas-

ant topic is that fraud and illegal practices require manipulation of a busi-
ness’s accounts. For example, if a business pays a bribe it does not record

the amount in a bald-faced account called “bribery expense.” Rather the busi-

ness disguises the payment by recording it in a legitimate expense account
(such as repairs and maintenance expense, or legal expense). If a business

records sales revenue before sales have taken place (a not uncommon type

of fraud), it does not record the false revenue in a separate account called
“fictional sales revenue.” The bogus sales are recorded in the regular sales

revenue account.

Here’s another example of an illegal practice. Money laundering involves
taking money from illegal sources (such as drug dealing) and passing it
through a business to make it look legitimate — to give the money a false
identity. This money can hardly be recorded as “revenue from drug sales”
in the accounts of the business. If an employee embezzles money from the

business, he has to cover his tracks by making false entries in the accounts

or by not making entries that should be recorded.

/1
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égN\BEH Manipulating accounts to conceal fraud, illegal activities, and embezzlement
& is generally called juggling the accounts. Another term you probably have
heard is cooking the books. Although this term is sometimes used in the same
sense of juggling the accounts, the term cooking the books more often refers
to deliberate accounting fraud, in which the main purpose is to produce
financial statements that tell a better story than are supported by the facts.

QNING/ When the accounts have been juggled or the books have been cooked, the

&V' financial statements of the business are distorted, incorrect, and misleading.
Lenders, other creditors, and the owners who have capital invested in the
business rely on the company’s financial statements. Also, a business’s man-
agers and board of directors (the group of people who oversee a business
corporation) may be misled — assuming that they’re not a party to the fraud,
of course — and may also have liability to third-party creditors and investors
for their failure to catch the fraud. Creditors and investors who end up suffer-
ing losses have legal grounds to sue the managers and directors (and per-
haps the independent auditors who did not catch the fraud) for damages
suffered.

[ think that most persons who engage in fraud cheat on their federal income
taxes; they don’t declare the ill-gotten income. Needless to say, the IRS is on
constant alert for fraud in federal income tax returns, both business and per-
sonal returns. The IRS has the authority to come in and audit the books of the
business and also the personal income tax returns of its managers and
investors. Conviction for income tax evasion is a felony, I might point out.

Using Accounting Software

It would be possible, though not very likely, that a very small business would
keep its books the old-fashioned way — record all transactions and do all the
other steps of the bookkeeping cycle with pen and paper and by making
handwritten entries. However, even a small business has a relatively large
number of transactions that have to be recorded in journals and accounts, to
say nothing about the end-of-period steps in the bookkeeping cycle (refer to
Figure 3-1).

When mainframe computers were introduced in the 1950s and 1960s, one of
their very first uses was for accounting chores. However, only large busi-
nesses could afford these electronic behemoths. Smaller businesses didn’t
use computers for their accounting until some years after personal comput-
ers came along in the 1980s. But, as the saying goes, “We’ve come a long way,
baby.” A bewildering array of accounting computer software packages is
available today.
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There are accounting software packages for every size business, from small
(say, $5 million annual sales or less and 20 employees or less) to very large
($500 million annual sales and up and 500 employees or more). Developing
and marketing accounting software is a booming business. You could go to
Google or Yahoo and type “accounting software” in the search field, but be
prepared for many, many references. Except for larger entities that employ
their own accounting software and information technology experts, most
businesses need the advice and help of outside consultants in choosing,
implementing, upgrading, and replacing accounting software.

If I were giving a talk to owners/managers of small to middle-size businesses, |

would offer the following words of wisdom about accounting software:

v Choose your accounting software very carefully. It’s very hard to pull up
stakes and switch to another software package. Changing even just one
module in your accounting software can be difficult.

v In evaluating accounting software, you and your accountant should con-
sider three main factors: ease of use; whether it has the particular fea-
tures and functionality you need; and the likelihood that the vendor will
continue in business and be around to update and make improvements
in the software.

v In real estate, the prime concern is “location, location, location.” The
watchwords in accounting software are “security, security, security.”
You need very tight controls over all aspects of using the accounting
software and who is authorized to make changes in any of the modules
of the accounting software.

v Although accounting software offers the opportunity to exploit your

accounting information (mine the data), you have to know exactly what
to look for. The software does not do this automatically. You have to ask

for the exact type of information you want and insist that it be pulled out

of the accounting data.

v Even when using advanced, sophisticated accounting software, a busi-
ness has to design the specialized reports it needs for its various man-

agers and make sure that these reports are generated correctly from the

accounting database.

v Never forget the “garbage in, garbage out” rule. Data entry errors can be
a serious problem in computer-based accounting systems. You can mini-

mize these input errors, but it is next to impossible to eliminate them
altogether. Even barcode readers make mistakes, and the barcode tags
themselves may have been tampered with. Strong internal controls for
the verification of data entry are extremely important.

/3
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v Make sure your accounting software leaves very good audit trails, which
you need for management control, for your CPA when auditing your
financial statements, and for the IRS when it decides to audit your

income tax returns. The lack of good audit trails looks very suspicious
to the IRS.

v Online accounting systems that permit remote input and access over
the Internet or a local area network with multiple users present special

security problems. Think twice before putting your accounting system
online.

Smaller businesses, and even many medium-size businesses, don’t have the
budget to hire full-time information system and information technology special-
ists. They use consultants to help them select accounting software packages,
install software, and get it up and running. Like other computer software,
accounting programs are frequently revised and updated. A consultant can
help keep a business’s accounting software up-to-date, correct flaws and secu-
rity weaknesses in the program, and take advantage of its latest features.
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In this part . . .

Fnancially speaking, managers, owners, and lenders
want to know three basic things about a business: its
profit or loss, its financial condition, and its cash flows.
Accountants answer this call for information by preparing
on a regular basis three financial statements, which are
detailed in this part.

The income statement summarizes the profit-making activi-
ties of the business and its bottom-line profit or loss for
the period. The balance sheet reports the financial posi-
tion of the business at a point in time — usually the last
day of the profit period. The statement of cash flows
reports the amount of cash generated from profit and
other sources of cash during the period, and what the
business did with this money. Its financial statements tell
the financial story of the business, for good or bad.

One word of caution: The numbers you see in its financial
statements depend, to a significant extent, on which
accounting methods the business chooses. Businesses
have more accounting alternatives than you may think.

In painting the financial picture of a business, the accoun-
tant can use somber or vivid colors from the palette of
acceptable accounting methods.




Chapter 4

Reporting Revenue, Expenses,
and the Bottom Line

In This Chapter

Taking a look at a typical income statement
Getting inquisitive about the income statement
Becoming more intimate with assets and liabilities

Handling unusual gains and losses in the income statement

n this chapter, 1 lift up the hood and explain how the profit engine runs.

Making a profit is the main financial goal of a business. (Not-for-profit orga-
nizations and government entities don’t aim to make profit, but they should
at least avoid a deficit.) Accountants are the designated financial scorekeep-
ers in the business world. Accountants are professional profit-measurers. I
find profit accounting a fascinating challenge. For one thing, you have to
understand how a business operates and its strategies in order to account for
its profit.

Making a profit and accounting for it aren’t nearly as simple as you may
think. Managers have the demanding tasks of making sales and controlling
expenses, and accountants have the tough tasks of measuring revenue and
expenses and preparing reports that summarize the profit-making activities.
Also, accountants are called on to help business managers analyze profit for
decision-making, which I explain in Chapter 9. And accountants prepare
profit budgets for managers, which I cover in Chapter 10.

This chapter focuses on the financial consequences of making profit and how
profit activities are reported in a business’s external financial reports to its
owners and lenders. In the United States, generally accepted accounting prin-
ciples (GAAP) govern the recording and reporting of profit; see Chapter 2 for
details about GAAP.
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Presenting a Typical Income Statement

At the risk of oversimplification, I would say that businesses make profit
three basic ways:

v Selling products (with allied services) and controlling the cost of the
products sold and other operating costs

v Selling services and controlling the cost of providing the services and
other operating costs

v Investing in assets that generate investment income and market value
gains and controlling operating costs

Obviously, this list isn’t exhaustive, but it captures a large slice of business
activity. In this chapter, [ concentrate on the first category of activity: selling
products. Products range from automobiles to computers to food to clothes
to jewelry. The customers of a business may be the final consumers in the
economic chain, or a business may sell to other businesses.

Figure 4-1 presents a typical profit report for a product-oriented business;
this report, called the income statement, would be sent to its outside owners
and lenders. The report could just as easily be called the net income state-
ment because the bottom-line profit term preferred by accountants is net
income, but the word net is dropped off the title. Alternative titles for the
external profit report include earnings statement, operating statement, state-
ment of operating results, and statement of earnings. (Note that profit reports
distributed to managers inside a business are usually called P&L [profit and
loss] statements, but this moniker is not used in external financial reporting.)

Typical Business, Inc.
Income Statement
For Year Ended December 31, 2009
Sales revenue $26,000,000
Cost of goods sold expense $14,300,000
Gross margin $11,700,000
|
Figure 4-1: Selling, general, and administrative expenses $8,700,000
Atypical | OQOperating earnings $3,000,000
income
statement Interest expense $400,000
fora | Earnings before income tax $2,600,000
business
that sells Income tax expense _$910,000
products. | Netincome $1,690,000
I —
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The heading of an income statement identifies the business (which in this
example is incorporated — thus the term “Inc.” following the name), the
financial statement title (“Income Statement”), and the time period summa-
rized by the statement (“Year Ended December 31, 2009”). I explain the legal
organization structures of businesses in Chapter 8.

You may be tempted to start reading an income statement at the bottom line.
But this financial report is designed for you to read from the top line (sales
revenue) and proceed down to the last — the bottom line (net income). Each
step down the ladder in an income statement involves the deduction of an
expense. In Figure 4-1, four expenses are deducted from the sales revenue
amount, and four profit lines are given: gross margin; operating earnings;
earnings before income tax; and, finally, net income.

If a business sells services and does not sell products, it does not have a cost
of goods sold expense; therefore, the company does not show a gross margin
line. On the other hand, some service-based businesses disclose a “cost of
sales expense” that is analogous to the cost of goods sold expense reported
by product-based companies, in which case a gross margin line is reported. I
should caution you that you find many variations on the basic income state-
ment example [ show in Figure 4-1. In particular, a business has a fair amount
of latitude regarding the number of expense lines to disclose in its external
income statement.

I can’t stress enough that the dollar amounts you see in an income statement
are flow amounts, or cumulative measures of activities during a period of time
(one year in Figure 4-1). To illustrate, suppose that the average sale of the
business in the example is $2,600. Therefore, the business made 10,000 sales
and recorded 10,000 sales transactions over the course of the year ($2,600 per
sale x 10,000 sale transactions = $26 million). The sales revenue amount (see
Figure 4-1) is the cumulative total of all sales made from January 1 through
December 31. Likewise for the expenses: For example, the cost of goods sold
expense is the cost of all products sold to customers in the 10,000 sales trans-
actions during the year, and the interest expense is the total of all interest
transactions recorded during the year.

Taking care of some housekeeping details

[ want to point out a few things about income statements that accountants
assume everyone knows but, in fact, are not obvious to many people.
(Accountants do this a lot: They assume that the people using financial state-
ments know a good deal about the customs and conventions of financial
reporting, so they don’t make things as clear as they could.) For an accoun-
tant, the following facts are second-nature:

79



80 Part II: Figuring Out Financial Statements

» Minus signs are missing. Expenses are deductions from sales revenue,
but hardly ever do you see minus signs in front of expense amounts to
indicate that they are deductions. Forget about minus signs in income
statements, and in other financial statements as well. Sometimes paren-
theses are put around a deduction to signal that it’s a negative number,
but that’s the most you can expect to see.

v Your eye is drawn to the bottom line. Putting a double underline under
the final (bottom-line) profit number for emphasis is common practice
but not universal. Instead, net income may be shown in bold type. You
generally don’t see anything as garish as a fat arrow pointing to the
profit number or a big smiley encircling the profit number — but again,
tastes vary.

v Profit isn’t usually called profit. As you see in Figure 4-1, bottom-line
profit is called net income. Businesses use other terms as well, such as
net earnings or just earnings. (Can’t accountants agree on anything?) In
this book, I use the terms net income and profit interchangeably.

* You don’t get details about sales revenue. The sales revenue amount in
an income statement is the combined total of all sales during the year;
you can’t tell how many different sales were made, how many different
customers the company sold products to, or how the sales were distrib-
uted over the 12 months of the year. (Public companies are required to
release quarterly income statements during the year, and they include a
special summary of quarter-by-quarter results in their annual financial
reports; private businesses may or may not release quarterly sales
data.) Sales revenue does not include sales and excise taxes that the
business collects from its customers and remits to the government.

Note: In addition to sales revenue from selling products and/or services,
a business may have income from other sources. For instance, a busi-
ness may have earnings from investments in marketable securities. In its
income statement, investment income goes on a separate line and is not
commingled with sales revenue. (The business featured in Figure 4-1
does not have investment income.)

»* Gross margin matters. The cost of goods sold expense is the cost of
products sold to customers, the sales revenue of which is reported
on the sales revenue line. The idea is to match up the sales revenue
of goods sold with the cost of goods sold and show the gross margin
(also called gross profit), which is the profit before other expenses are
deducted. The other expenses could in total be more than gross margin,
in which case the business would have a loss for the period.

Note: Companies that sell services rather than products (such as air-
lines, movie theaters, and CPA firms) do not have a cost of goods sold
expense line in their income statements, although as I mention above,
some service companies report a cost of sales expense and a corre-
sponding gross margin line.
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v Operating costs are lumped together. The broad category selling, gen-
eral, and administrative expenses (refer to Figure 4-1) consists of a wide
variety of costs of operating the business and making sales. Some exam-
ples are:

e Labor costs (wages, salaries, and benefits paid to employees)
¢ [nsurance premiums

* Property taxes on buildings and land

¢ Cost of gas and electric utilities

¢ Travel and entertainment costs

¢ Telephone and Internet charges

¢ Depreciation of operating assets that are used more than one year
(including buildings, land improvements, cars and trucks, comput-
ers, office furniture, tools and machinery, and shelving)

e Advertising and sales promotion expenditures
¢ Legal and audit costs

As with sales revenue, you don’t get much detail about operating
expenses in a typical income statement.

Vour job: Asking questions!

The worst thing you can do when presented with an income statement is to
be a passive reader. You should be inquisitive. An income statement is not
fulfilling its purpose unless you grab it by its numbers and starting asking
questions.

For example, you should be curious regarding the size of the business (see
the nearby sidebar “How big is a big business, and how small is a small
business?”). Another question to ask is: How does profit compare with sales
revenue for the year? Profit (net income) equals what’s left over from sales
revenue after you deduct all expenses. The business featured in Figure 4-1
squeezed $1.69 million profit from its $26 million sales revenue for the year,
which equals 6.5 percent. This ratio of profit to sales revenue means
expenses absorbed 93.5 percent of sales revenue. Although it may seem
rather thin, a 6.5 percent profit margin on sales is quite acceptable for many
businesses. (Some businesses consistently make a bottom-line profit of 10
to 20 percent of sales, and others are satisfied with a 1 or 2 percent profit
margin on sales revenue.) Profit ratios on sales vary widely from industry to
industry.
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How big is a big business and how
small is a small business?

One key measure of the size of a business is the
number of employees it has on its payroll. Could
the business shown in Figure 4-1 have 500
employees? Probably not. This would mean that
the annual sales revenue per employee would
be only $52,000 ($26 million annual sales rev-
enue divided by 500 employees). The average
annual wage per employee would have to be
less than half the sales revenue per employee
in order to leave enough sales revenue after
labor cost to cover the cost of goods sold and
other expenses. The average annual wage of
employees in many industries today is over
$35,000, and much higher in some industries.
Much more likely, the number of full-time
employees in this business is closer to 100. This
number of employees yields $260,000 sales rev-
enue per employee, which means that the busi-
ness could probably afford an average annual
wage of $40,000 per employee, or higher.

Public companies generally report their num-
bers of employees in their annual financial

reports, but private businesses generally do not.
U.S. GAAP do not require that the total number
and total wages and salaries of employees be
reported in the external financial statements of
a business, or in the footnotes to the financial
statements.

The definition of a “small business” is not uni-
form. Generally the term refers to a business
with less than 100 full-time employees, but in
some situations, it refers to businesses with less
than 20 employees. Even 20 employees earning,
say, only $25,000 annual wages per person (a
very low amount) require a $500,000 annual pay-
roll before employee benefits (such as Social
Security taxes) are figured in. Most businesses
have to have sales at least equal to two or three
times their basic payroll expense. Therefore, a
20-employee business paying minimum wages
would need more than $1 million annual sales
revenue.

GAAP are relatively silent regarding which expenses have to be disclosed

WMBER
Q‘?‘
&

on the face of an income statement or elsewhere in a financial report. For
example, the amount a business spends on advertising does not have to be
disclosed. (In contrast, the rules for filing financial reports with the Securities
and Exchange Commission [SEC] require disclosure of certain expenses, such
as repairs and maintenance expenses. Keep in mind that the SEC rules apply
only to public businesses.)

In the example shown in Figure 4-1, expenses such as labor costs and adver-
tising expenditures are buried in the all-inclusive selling, general, and adminis-
trative expenses line. (If the business manufactures the products it sells
instead of buying them from another business, a good part of its annual labor
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cost is included in its cost of goods sold expense line.) Some companies dis-
close specific expenses such as advertising and marketing costs, research
and development costs, and other significant expenses. In short, income
statement expense disclosure practices vary considerably from business to
business.

Another set of questions you should ask in reading an income statement con-
cern the profit performance of the business. Refer again to the company’s
profit performance report (refer to Figure 4-1). Profit-wise, how did the busi-
ness do? Underneath this question is the implicit question: relative to what?
Generally speaking, three sorts of benchmarks are used for evaluating profit
performance:

v Comparisons with broad, industry-wide performance averages
v Comparisons with immediate competitors’ performances
v Comparisons with the business’s performance in recent years

Chapter 13 explains the analysis of profit performance and key ratios that are
computed for this purpose.

The P word

I’'m sure you won't be surprised to hear that the
financial objective of every business is to make
an adequate profit on a sustainable basis. In the
pursuit of profit, a business should behave eth-
ically, stay within the law, care for its employ-
ees, and be friendly to the environment. | don't
mean to preach here. But the blunt truth of the
matter is that profit is a dirty word to many
people, and the profit motive is a favorite target
of many critics who blame it for unsafe working
conditions, exploitation of child labor, wages
that are below the poverty line, and other ills of
the economic system. The profit motive is an
easy target for criticism.

You hear a lot about the profit motive of business,
but you hardly ever see the P word in external
financial reports. In the financial press, the most

common term you see instead is earnings. Both
The Wall Street Journaland The New York Times
cover the profit performance of public corpora-
tions and use the term earnings reports. If you
look in financial statements, the term netincome
is used most often for the bottom-line profit that
a business earns. Accountants prefer net
income, although they also use other names, like
net earnings and net operating earnings.

In short, profitis more of a street name; in polite
company, you generally say net income.
However, | must point out one exception. | have
followed the financial reports of Caterpillar, Inc.,
for many years. Caterpillar uses the term profit
for the bottom line of its income statement; it's
one of the few companies that call a spade a
spade.
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Finding Profit

As I say in the previous section, when reading an income statement your job
is asking pertinent questions. Here’s an important question: What happened
to the business’s financial condition as the result of earning $1.69 million net
income for the year (refer to Figure 4-1)? The financial condition of a business
consists of its assets on the one side and its liabilities and owners’ equity on
the other side. (The financial condition of a business at a point in time is
reported in its balance sheet, which I discuss in detail in Chapter 5.)

To phrase the question a little differently: How did the company’s assets,
liabilities, and owners’ equity change during the year as the result of its
revenue and expense transactions that yielded $1.69 million profit? You
can’t record revenue without increasing a particular asset (or decreasing a
particular liability in some cases). And you can’t record an expense without
decreasing a particular asset or increasing a particular liability. Revenue and
expenses are not ephemeral things, like smoke blowing in the wind. These
two components of profit cause real changes in assets and liabilities.

When you see the sales revenue in Figure 4-1, you should be thinking that there
was $26 million inflow of assets during the year. (In the example, no liabilities
are involved in recording sales.) The company’s total expenses for the year
were $24.31 million ($26 million sales revenue minus $1.69 million net income).
Expenses decrease assets or increase liabilities. Therefore, you should be
thinking that there was an outflow of assets during the year and probably a
run-up of liabilities for a combined total of $24.31 million. In short, sales and
expenses cause considerable changes in assets and liabilities. Usually these
changes are rumbles, but they can cause a seismic event on occasion.

§‘\‘;,N\BEIf The question can be answered in terms of the accounting equation: a very
Y condensed version of the balance sheet. A useful version of the accounting
equation is the following, in which owners’ equity is divided between
invested capital and retained earnings:

Ownersi equity
Assets = Liabilities + Invested capital + Retained earnings

The owners’ equity of a business increases for two quite different reasons:
The owners invest money in the business, and the business makes a profit.
Naturally, a business keeps two types of accounts for owners’ equity: one for
invested capital and one for retained profit, or retained earnings (as it is gen-
erally called). The term retained is used because in most situations some or
all of annual profit is not distributed to owners but is retained in the busi-
ness. Unfortunately, the retained earnings account sounds like an asset in the
minds of many people. It is not! It is a source-of-assets account, not an asset
account. It’s on the right-hand side of the accounting equation; assets are on
the left side. See the “So why is it called retained earnings?” sidebar for more
information.
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So why is it called retained earnings?

The ending balance reported in the retained
earnings account is the amount after recording
increases and decreases in the account during
the period, starting with the opening balance at
the start of the period, of course. The retained
earnings account increases when the business
makes a profit and decreases when the business
distributes some of the profit to its owners. That
is, the total amount of profit paid out to the
owners is recorded as a decrease in the retained
earnings account. (Exactly how the profit is
divided among the owners depends on the own-
ership structure of the business; see Chapter 8.)

Bonus question: Why doesn’t a business pay
out all its annual profitto owners? One reason is

that the business may not have converted all its
profit into cash by the end of the year and may
not have enough cash to distribute all the profit
to the owners. Or the business may have had
the cash but needed it for other purposes, such
as growing the company by buying new build-
ings and equipment or spending the money on
research and development of new products.
Reinvesting the profitin the business in this way
is often referred to as plowing back earnings. A
business should always make good use of its
cash flow instead of letting the cash pile up in
the cash account. See Chapter 6 for more on
cash flow from profit.

The business in the Figure 4-1 example earned $1.69 million profit for the
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year. Therefore, its retained earnings account increased this amount, because
the bottom-line amount of net income for the period is recorded in this
account. We know this for sure. But what we can’t tell from the income state-
ment is how the assets and liabilities of the business were affected by its sale
and expense activities during the period. One possible scenario is the follow-
ing (in thousands of dollars):

Owners’ equity
Assets = Liabilities + Invested capital + Retained earnings
+ $1,990 = +$300 +$1,690

This scenario works because the sum of the right-hand-side changes
($300,000 increase in liabilities plus $1.69 million increase in retained earn-
ings) equals the $1.99 million increase in assets.

The “financial shift” in assets and liabilities from profit-making activities is
especially important for business managers to understand and pay attention
to, because they have to manage and control the changes. It would be dan-
gerous simply to assume that making a profit has only beneficial effects on
assets and liabilities. One of the main purposes of the statement of cash
flows, which I discuss in Chapter 6, is to summarize the financial changes
caused by the profit activities of the business during the year.
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To summarize, the company’s $1.69 million net income resulted in some com-
bination of changes in its assets and liabilities, such that its owners’ equity
(specifically, its retained earnings) increased $1.69 million. One such scenario
is given just above. In fact, this is what happened in the business example,
which [ summarize later in the chapter (see the section “Summing Up the
Financial Effects of Profit™).

Getting Particular about
Assets and Liabilities

a\J

The sales and expense activities of a business involve inflows and outflows
of cash, as I'm sure you know. What you may not know, however, is that the
profit-making process also involves four other basic operating assets and
three basic types of operating liabilities. Each of the following sections
explains one of these operating assets and liabilities. This gives you a more
realistic picture of what’s involved in making profit.

Making sales on credit —
Accounts receivable asset

Many businesses allow their customers to buy their products or services on
credit. They use an asset account called accounts receivable to record the
total amount owed to the business by its customers who have made pur-
chases “on the cuff” and haven’t paid yet. In most cases, a business doesn’t
collect all its receivables by the end of the year, especially for credit sales
that occur in the last weeks of the year. It records the sales revenue and the
cost of goods sold expense for these sales as soon as a sale is completed and
products are delivered to the customers. This is one feature of the accrual
basis of accounting, which records revenue when sales are made and records
expenses when these costs are incurred. When sales are made on credit, the
accounts receivable asset account is increased; later, when cash is received
from the customer, cash is increased and the accounts receivable account is
decreased. Collecting the cash is the follow-up transaction trailing along after
the sale is recorded.

The balance of accounts receivable at the end of the year is the amount of
sales revenue that has not yet been converted into cash. Accounts receivable
represents cash waiting in the wings to be collected in the near future (assum-
ing that all customers pay their accounts owed to the business on time). Until
the money is actually received, the business is without the cash inflow.
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Selling products — Inventory asset

The cost of goods sold is one of the primary expenses of businesses that sell
products. (In Figure 4-1, notice that this expense is equal to more than half
the sales revenue for the year.) This expense is just what its name implies:
the cost that a business pays for the products it sells to customers. A busi-
ness makes profit by setting its sales prices high enough to cover the actual
costs of products sold, the costs of operating the business, interest on bor-
rowed money, and income taxes (assuming that the business pays income
tax), with something left over for profit.

When the business acquires a product, the cost of the product goes into an
inventory asset account (and, of course, the cost is either deducted from the
cash account or added to the accounts payable liability account, depending
on whether the business pays with cash or buys on credit). When a customer
buys that product, the business transfers the cost of the product from the
inventory asset account to the cost of goods sold expense account because
the product is no longer in the business’s inventory; the product has been
delivered to the customer.

The first step in the income statement is deducting the cost of goods sold
expense from the sales revenue for the goods sold. Almost all businesses
that sell products report the cost of goods sold as a separate expense in
their income statements, as you see in Figure 4-1.

A business that sells products needs to have a stock of those products on
hand to sell to its customers. This stockpile of goods on the shelves (or in
storage space in the backroom) waiting to be sold is called inventory. When
you drive by an auto dealer and see all the cars, SUVs, and pickup trucks
waiting to be sold, remember that these products are inventory. The cost of
unsold products (goods held in inventory) is not yet an expense; only after
the products are actually sold does the cost get listed as an expense. In this
way, the cost of goods sold expense is correctly matched against the sales
revenue from the goods sold. Correctly matching expenses against sales rev-
enue is the essence of accounting for profit.

Prepaying operating costs —
Prepaid expense asset

Prepaid expenses are the opposite of unpaid expenses. For example, a busi-
ness buys fire insurance and general liability insurance (in case a customer
who slips on a wet floor or is insulted by a careless salesperson sues the
business). Insurance premiums must be paid ahead of time, before coverage
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starts. The premium cost is allocated to expense in the actual period bene-
fited. At the end of the year, the business may be only halfway through the
insurance coverage period, so it charges off only half the premium cost as

an expense. (For a six-month policy, you charge one-sixth of the premium
cost to each of the six months covered.) So at the time the premium is paid,
the entire amount is recorded in the prepaid expenses asset account, and for
each month of coverage, the appropriate fraction of the cost is transferred to
the insurance expense account.

Another example of something initially put in the prepaid expenses asset
account is when a business pays cash to stock up on office supplies that it
may not use for several months. The cost is recorded in the prepaid expenses
asset account at the time of purchase; when the supplies are used, the appro-
priate amount is subtracted from the prepaid expenses asset account and
recorded in the office supplies expense account.

Using the prepaid expenses asset account is not so much for the purpose of
reporting all the assets of a business, because the balance in the account
compared with other assets and total assets is typically small. Rather, using
this account is an example of allocating costs to expenses in the period bene-
fited by the costs, which isn’t always the same period in which the business
pays those costs. The prepayment of these expenses lays the groundwork for
continuing operations seamlessly into the next year.

Fived assets — Depreciation expense

Long-term operating assets that are not held for sale in the ordinary course
of business are called fixed assets; these include buildings, machinery, office
equipment, vehicles, computers and data-processing equipment, shelving
and cabinets, and so on. Depreciation refers to spreading out the cost of a
fixed asset over the years of its useful life to a business, instead of charging
the entire cost to expense in the year of purchase. That way, each year of use
bears a share of the total cost. For example, autos and light trucks are typi-
cally depreciated over five years; the idea is to charge a fraction of the total
cost to depreciation expense during each of the five years. (The actual frac-
tion each year depends on which method of depreciation used, which I
explain in Chapter 7.)

Of course, depreciation applies only to fixed assets that you buy, not those
you rent or lease. (If you lease or rent fixed assets, which is quite common,
the rent you pay each month is charged to rent expense.) Depreciation is a
real expense but not a cash outlay expense in the year it is recorded. The
cash outlay occurs when the fixed asset is acquired. See “The positive impact
of depreciation on cash flow” sidebar for more information.
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The positive impact of depreciation on cash flow

Depreciation is good news for cash flow. This
concept gets a little complex, so stay with me
here. To start with, fixed assets wear out and
lose their economic usefulness over time. Some
fixed assets last many years, such as office fur-
niture and buildings. Other fixed assets last just
a few years, such as delivery trucks and com-
puters. Accountants argue, quite logically, that
the cost of a fixed asset should be spread out or
allocated over its predicted useful life to the
business. Depreciation methods are rather arhi-
trary, but any reasonable method is much better
than the alternative of charging off the entire
cost of a fixed asset in the year it is acquired.

A business has to pass the cost of its fixed
assets through to its customers and recover the
cost of its fixed assets through sales revenue. A
good example to illustrate this critical pointis a
taxicab driver who owns his cab. He sets his
fares high enough to pay for his time; to pay for

the insurance, license, gas, and oil; and to
recover the cost of the cab. Included in each
fare is a tiny fraction of the cost of the cab,
which over the course of the year adds up to the
depreciation expense that he passed on to his
passengers and collected in fares. At the end of
the year, he has collected a certain amount of
money that pays him back for part of the cost of
the cab.

In summary, fixed assets are gradually /iqui-
dated, or turned back into cash, each year. Part
of sales revenue recovers some of the cost of
fixed assets, which is why the decrease in the
fixed assets account to record depreciation
expense has the effect of increasing cash
(assuming your sales revenue is collected in
cash during the year). What the company does
with this cash recovery is another matter.
Sooner or later, you need to replace fixed assets
to continue in business.

Take another look back at the business example in Figure 4-1. From the infor-
mation supplied in its income statement, we don’t know how much deprecia-

tion expense the business recorded in 2009. However, the footnotes to its
financial statements reveal this amount. In 2009, the business recorded
$775,000 depreciation expense. Basically, this expense decreases the book

value (the recorded value) of its fixed assets. Chapter 5 goes into more detail

regarding how depreciation expense is recorded.

Unpaid expenses — Accounts payable,
accrued expenses payable,
and income tax payable

A typical business pays many expenses after the period in which the
expenses are recorded. Following are some common examples:
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v A business hires a law firm that does a lot of legal work during the year,
but the company doesn’t pay the bill until the following year.

v A business matches retirement contributions made by its employees but
doesn’t pay its share until the following year.

1 A business has unpaid bills for telephone service, gas, electricity, and
water that it used during the year.

Accountants use three different types of liability accounts to record a busi-
ness’s unpaid expenses:

1 Accounts payable: This account is used for items that the business buys
on credit and for which it receives an invoice (a bill). For example, your
business receives an invoice from its lawyers for legal work done. As
soon as you receive the invoice, you record in the accounts payable lia-
bility account the amount that you owe. Later, when you pay the invoice,
you subtract that amount from the accounts payable account, and your
cash goes down by the same amount.

v Accrued expenses payable: A business has to make estimates for sev-
eral unpaid costs at the end of the year because it hasn’t yet received
invoices for them. Examples of accrued expenses include the following:

¢ Unused vacation and sick days that employees carry over to the fol-
lowing year, which the business has to pay for in the coming year

¢ Unpaid bonuses to salespeople

¢ The cost of future repairs and part replacements on products that
customers have bought and haven’t yet returned for repair

¢ The daily accumulation of interest on borrowed money that won’t
be paid until the end of the loan period

Without invoices to refer to, you have to examine your business opera-
tions carefully to determine which liabilities of this sort to record.

v Income tax payable: This account is used for income taxes that a busi-
ness still owes to the IRS at the end of the year. The income tax expense
for the year is the total amount based on the taxable income for the
entire year. Your business may not pay 100 percent of its income tax
expense during the year; it may owe a small fraction to the IRS at year’s
end. You record the unpaid amount in the income tax payable account.

Note: A business may be organized legally as a pass-through tax entity for
income tax purposes, which means that it doesn’t pay income tax itself
but instead passes its taxable income on to its owners. Chapter 8
explains these types of business entities. The example I offer here is for
a business that is an ordinary corporation that pays income tax.
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Summing Up the Financial
Effects of Profit
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Business managers should understand not only how to make profit, but also
the financial effects of making profit. Profit does not simply mean an increase
in cash. Sales revenue and expenses affect several assets other than cash and
operating liabilities. [ realize that | make this point several times in this chap-
ter, so forgive me if [ seem to be harping. | simply want to drive home the
importance of understanding this fact.

Making profit involves additional transactions that are closely allied with sales
and expenses. These tightly connected transactions include the following:

v Collecting cash from customers for credit sales made to them, which
takes place after recording the sales revenue

v Purchasing (or manufacturing) products that are put in inventory and
held there until the products are sold sometime later, at which time the
cost of products sold is charged to expense in order to match up with
the revenue from the sale

v Paying certain costs in advance of when they are charged to expense

v Paying for products bought on credit and for other items that are not
charged to expense until sometime after the purchase

v~ Paying for expenses that have been recorded sometime earlier

v Making payments to the government for income tax expense that has
already been recorded

These allied transactions are the “before and after” of recording sales and
expense transactions. The allied transactions are not reported as such in a
financial statement. However, the allied transactions change assets and liabil-
ities, and they definitely affect cash flow. I explain how the changes in assets
and liabilities caused by the allied transactions affect cash flow in Chapter 6.

Figure 4-2 is a summary of the changes in assets and liabilities during the
year that are caused by a company’s profit-making activities — including the
sales and expense transactions (summarized in the income statement) and
the allied transactions (which are not reported in a financial statement). This
sort of summary is not usually prepared for business managers, nor is such a
summary presented in external financial reports. But it is a useful way to sum
up the financial consequences of making profit.
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Typical Business Inc.
Summary of Changes in Assets and Liabilities
from Sales and Expenses and Allied Transactions
Through Year Ended December 31, 2009

Assets
Cash $1,515,000
WEImm——  Receivables from credit sales $450,000
Figure 4-2:  Cost of unsold products in inventory $725,000
Summary of - Amount of expenses paid in advance $75,000
changes in Cost of fixed assets, net of depreciation ($775,000)
assetsand oo in total assets $1,990,000
liabilities
from sales, yjapilities
expzn;eg, Payables for products and things bought on credit $125,000
an atlliilc; Unpaid expenses $150,000
transactions |NCOMe tax payable $25,000
during the Change in liabilities $300,000
year.
emmmmmm Vet income for year $1,690,000

Note in Figure 4-2 that [ use descriptive names for the assets and liabilities,
instead of the formal account titles that you see in actual financial state-
ments. You can refer to the formal account titles earlier in the chapter (see
the section “Getting Particular about Assets and Liabilities”). When explain-
ing the balance sheet in Chapter 5, [ stick to the formal titles of the accounts.

Other transactions also change the assets, liabilities, and owners’ equity of a
business, such as borrowing money and buying new fixed assets. These non-
revenue and non-expense transactions are reported in the statement of cash
flows, which I explain in Chapter 6.

Reporting Extraordinary
Gains and Losses

[ have a small confession to make: The income statement example shown in
Figure 4-1 is a sanitized version as compared with actual income statements
in external financial reports. If you took the trouble to read 100 income state-
ments, you’d be surprised at the wide range of things you’d find in these
statements. But [ do know one thing for certain you would discover.
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Many businesses report unusual, extraordinary gains and losses in addition to
their usual revenue, income, and expenses. In these situations, the income
statement is divided into two sections:

v The first section presents the ordinary, continuing sales, income, and
expense operations of the business for the year.

v The second section presents any unusual, extraordinary, and nonrecur-
ring gains and losses that the business recorded in the year.

The road to profit is anything but smooth and straight. Every business expe-
riences an occasional discontinuity — a serious disruption that comes out of
the blue, doesn’t happen regularly or often, and can dramatically affect its
bottom-line profit. In other words, a discontinuity is something that disturbs
the basic continuity of its operations or the regular flow of profit-making
activities.

Here are some examples of discontinuities:

+ Downsizing and restructuring the business: Layoffs require severance
pay or trigger early retirement costs; major segments of the business
may be disposed of, causing large losses.

v Abandoning product lines: When you decide to discontinue selling a
line of products, you lose at least some of the money that you paid for
obtaining or manufacturing the products, either because you sell the
products for less than you paid or because you just dump the products
you can't sell.

1 Settling lawsuits and other legal actions: Damages and fines that you
pay — as well as awards that you receive in a favorable ruling — are
obviously nonrecurring extraordinary losses or gains (unless you're in
the habit of being taken to court every year).

1 Writing down (also called writing off) damaged and impaired assets:
If products become damaged and unsellable, or fixed assets need to be
replaced unexpectedly, you need to remove these items from the assets
accounts. Even when certain assets are in good physical condition, if
they lose their ability to generate future sales or other benefits to the
business, accounting rules say that the assets have to be taken off the
books or at least written down to lower book values.

1 Changing accounting methods: A business may decide to use a different
method for recording revenue and expenses than it did in the past, in
some cases because the accounting rules (set by the authoritative
accounting governing bodies — see Chapter 2) have changed. Often,
the new method requires a business to record a one-time cumulative
effect caused by the switch in accounting method. These special items
can be huge.
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v Correcting errors from previous financial reports: If you or your
accountant discovers that a past financial report had an accounting
error, you make a catch-up correction entry, which means that you
record a loss or gain that had nothing to do with your performance
this year.

According to financial reporting standards (GAAP), which I explain in
Chapter 2, a business must make these one-time losses and gains very visible
in its income statement. So in addition to the main part of the income state-
ment that reports normal profit activities, a business with unusual, extraordi-
nary losses or gains must add a second layer to the income statement to
disclose these out-of-the-ordinary happenings.

If a business has no unusual gains or losses in the year, its income statement
ends with one bottom line, usually called net income (which is the situation
shown in Figure 4-1). When an income statement includes a second layer, that
line becomes net income from continuing operations before unusual gains and
losses. Below this line, each significant, nonrecurring gain or loss appears.

Say that a business suffered a relatively minor loss from quitting a product
line and a very large loss from adopting a new accounting standard. The
second layer of the business’s income statement would look something like
the following:

Net income from continuing operations $267,000,000
Discontinued operations, net of income taxes ($20.000.000)
Earnings before cumulative effect of changes $247,000,000

in accounting principles

Cumulative effect of changes in accounting principles, ($456,000,000)
net of income taxes

Net earnings (loss) ($209,000,000)
The gains and losses reported in the second layer of an external income
statement are generally complex and may be quite difficult to follow. So
where does that leave you? In assessing the implications of extraordinary
gains and losses, use the following questions as guidelines:

v Were the annual profits reported in prior years overstated?

v Why wasn’t the loss or gain recorded on a more piecemeal and gradual
year-by-year basis instead of as a one-time charge?

v Was the loss or gain really a surprising and sudden event that could not
have been anticipated?

v Will such a loss or gain occur again in the future?
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Every company that stays in business for more than a couple of years experi-
ences a discontinuity of one sort or another. But beware of a business that
takes advantage of discontinuities in the following ways:

v Discontinuities become continuities: This business makes an extraordi-
nary loss or gain a regular feature on its income statement. Every year
or so, the business loses a major lawsuit, abandons product lines, or
restructures itself. It reports “nonrecurring” gains or losses from the
same source on a recurring basis.

v A discontinuity is used as an opportunity to record all sorts of write-
downs and losses: When recording an unusual loss (such as settling a
lawsuit), the business opts to record other losses at the same time, and
everything but the kitchen sink (and sometimes that, too) gets written
off. This so-called big-bath strategy says that you may as well take a big
bath now in order to avoid taking little showers in the future.

A business may just have bad (or good) luck regarding extraordinary events
that its managers could not have predicted. If a business is facing a major,
unavoidable expense this year, cleaning out all its expenses in the same year
so it can start off fresh next year can be a clever, legitimate accounting tactic.
But where do you draw the line between these accounting manipulations and
fraud? All I can advise you to do is stay alert to these potential problems.

Closing Comments

A\

The income statement occupies center stage; the bright spotlight is on this
financial statement because it reports profit or loss for the period. But remem-
ber that a business reports three primary financial statements — the other
two being the balance sheet and the statement of cash flows, which I discuss
in the next two chapters. The three statements are like a three-ring circus. The
income statement may draw the most attention, but you have to watch what’s
going on in all three places. As important as profit is to the financial success of
a business, the income statement is not an island unto itself.

Also, keep in mind that financial statements are supplemented with footnotes
and contain other commentary from the business’s executives. If the financial
statements have been audited, the CPA firm includes a short report stating
whether the financial statements have been prepared in conformity with
GAAP. Chapter 15 explains audits and the auditor’s report.

[ don’t like closing this chapter on a sour note, but I must point out that an
income statement you read and rely on — as a business manager, investor,
or lender — may not be true and accurate. In most cases (I'll even say in the
large majority of cases), businesses prepare their financial statements in
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good faith, and their profit accounting is honest. They may bend the rules a
little, but basically their accounting methods are within the boundaries of
GAAP even though the business puts a favorable spin on its profit number.

But some businesses resort to accounting fraud and deliberately distort their
profit numbers. In this case, an income statement reports false and mislead-
ing sales revenue and/or expenses in order to make the bottom-line profit
appear to be better than the facts would support. If the fraud is discovered at
a later time, the business puts out revised financial statements. Basically, the
business in this situation rewrites its profit history. [ wish I could say that
this doesn’t happen very often, but the number of high-profile accounting
fraud cases in recent years has been truly alarming. The CPA auditors of
these companies did not catch the accounting fraud, even though this is one
purpose of an audit. Investors who relied on the fraudulent income state-
ments ended up suffering large losses.

Anytime I read a financial report, | keep in mind the risk that the financial
statements may be “stage managed” to some extent — to make year-to-year
reported profit look a little smoother and less erratic, and to make the finan-
cial condition of the business appear a little better. Regretfully, financial state-
ments don’t always tell it as it is. Rather, the chief executive and chief
accountant of the business fiddle with the financial statements to some
extent. [ say much more about this tweaking of a business’s financial state-
ments in later chapters.



Chapter 5

Reporting Assets, Liabilities,
and Owners’ Equity

In This Chapter

Identifying three basic types of business transactions

Classifying assets and liabilities

Connecting revenue and expenses with their assets and liabilities
Examining where businesses go for capital

Understanding balance sheet values

Flis chapter explores one of the three primary financial statements
reported by businesses — the balance sheet, which is also called the
statement of financial condition and the statement of financial position. This
financial statement is a summary at a point in time of the assets of a business
on the one hand, and the liabilities and owners’ equity sources of the busi-
ness on the other hand. It’s a two-sided financial statement, which can be
condensed in the accounting equation:

Assets = Liabilites + Owners' equity

The balance sheet may seem to stand alone — like an island to itself —
because it’s presented on a separate page in a financial report. But keep

in mind that the assets and liabilities reported in a balance sheet are the
results of the activities, or transactions, of the business. Transactions are
economic exchanges between the business and the parties it deals with:
customers, employees, vendors, government agencies, and sources of capi-
tal. Transactions are the stepping stones from the start-of-the year to the end-
of-the-year financial condition.
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Understanding That Transactions
Drive the Balance Sheet
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A balance sheet is a snapshot of the financial condition of a business at an
instant in time — the most important moment in time being at the end of the
last day of the income statement period. If you read Chapter 4, you’ll notice
that I continue using the same business example in this chapter. The fiscal, or
accounting, year of the business ends on December 31. So its balance sheet
is prepared at the close of business at midnight December 31. (A company
should end its fiscal year at the close of its natural business year or at the
close of a calendar quarter — September 30, for example.) This freeze-frame
nature of a balance sheet may make it appear that a balance sheet is static.
Nothing is further from the truth. A business does not shut down to prepare
its balance sheet. The financial condition of a business is in constant motion
because the activities of the business go on nonstop.

The activities, or transactions, of a business fall into three basic types:

v Operating activities: This category refers to making sales and incurring
expenses, and also includes the allied transactions that are part and
parcel of making sales and incurring expenses. For example, a business
records sales revenue when sales are made on credit, and then, later,
records cash collections from customers. Another example: A business
purchases products that are placed in its inventory (its stock of prod-
ucts awaiting sale), at which time it records an entry for the purchase.
The expense (the cost of goods sold) is not recorded until the products
are actually sold to customers. Keep in mind that the term operating
activities includes the allied transactions that precede or are subsequent
to the recording of sales and expense transactions.

v Investing activities: This term refers to making investments in assets
and (eventually) disposing of the assets when the business no longer
needs them. The primary examples of investing activities for businesses
that sell products and services are capital expenditures, which are the
amounts spent to modernize, expand, and replace the long-term operat-
ing assets of a business.

v+~ Financing activities: These activities include securing money from debt
and equity sources of capital, returning capital to these sources, and
making distributions from profit to owners. Note that distributing profit to
owners is treated as a financing transaction, not as a separate category.

Wondering where to find these transactions in a financial report? See the
sidebar “How transactions are reported in financial statements.”
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How transactions are reported
in financial statements

Sales revenue and expenses, as well as any
gains or losses that are recorded in the period,
are reported in the income statement. However,
the total flows during the period of the allied
transactions connected with sales and expenses
are not reported. For example, the total of cash
collections from customers from credit sales
made to them is not reported. The net changes

in the assets and liabilities directly involved in
operating activities are reported in the statement
of cash flows (see Chapter 6). Financing and
investing transactions are also found in the
statement of cash flows. (Reporting the cash
flows from investing and financing activities is
one of the main purposes of the statement of
cash flows.)
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Figure 5-1 shows a summary of changes in assets, liabilities, and owners’
equity during the year for the business example I introduce in Chapter 4.
Notice the middle three columns in Figure 5-1, for each of the three basic
types of activities of a business. One column is for changes caused by its
revenue and expenses and their allied transactions during the year, which
collectively are called operating activities. The second column is for changes
caused by its investing activities during the year. The third column is for the
changes caused by its financing activities.

Typical Business, Inc.
Statement of Changes in Assets, Liabilities, and Owners’ Equity
for Year Ended December 31, 2009

(Dollar amounts in thousands)

Beginning Operating Investing Financing Ending
Balances Activities Activities Activities Balances

Cash $2,275 $1,515 ($1,275) ($350) $2,165

Accounts receivable $2,150 $450 $2,600

Inventory $2,725 $725 $3,450

s Prepaid expenses $525 $75 $600
Figure 5-1: Fixed assets, net of depreciation $5,535 ($775) $1,275 $6,035
Summary of Assets $13,210 $1,990 ($350) $14,850

changesin

assets, Accounts payable $640 $125 $765
liabilities, Accrued expenses payable $750 $150 $900
and owners’ Income tax payable $90 $25 $115
equity Interest-bearing debt $6,000 $250 $6,250
during the 0.E-invested capital $3,100 $150 $3,250
year. 0.E.-retained earnings $2,630 $1,690 ($750) $3,570
Liabilities & owners’ equity $13,210 $1,990 ($350) $14,850
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Note: Figure 5-1 is not — [ repeat not — a balance sheet. The balance sheet
for this business is presented later in the chapter (see Figure 5-2). Businesses
do not report a summary of changes in assets, liabilities, and owners’ equity
such as the one that [ show in Figure 5-1 (although personally I think that
such a summary would be helpful to users of financial reports). The purpose
of Figure 5-1 is to leave a trail of how the three major types of transactions
during the year change the assets, liabilities, and owner’s equity accounts of
the business during the year.

The 2009 income statement of the business in the example is shown in

Figure 4-1 in Chapter 4. You may want to flip back to this financial statement.
On sales revenue of $26 million, the business earned $1.69 million bottom-line
profit (net income) for the year. The sales and expense transactions of the
business during the year plus the allied transactions connected with sales

and expenses cause the changes shown in the operating activities column

in Figure 5-1. You can see in Figure 5-1 that the $1.69 million net income has
increased the business’s owners’ equity-retained earnings by the same amount.

The operating activities column in Figure 5-1 is worth lingering over for a few
moments because the financial outcomes of making profit are seen in this
column. In my experience, most people see a profit number, such as the $1.69
million in this example, and stop thinking any further about the financial out-
comes of making the profit. This is like going to a movie because you like its
title, but you don’t know anything about the plot and characters. You proba-
bly noticed that the $1,515,000 increase in cash in this column differs from
the $1,690,000 net income figure for the year. That’s because the cash effect
of making profit (which includes the allied transactions connected with sales
and expenses) is almost always different than the net income amount for the
year. Chapter 6 on cash flows explains this difference.

The summary of changes presented in Figure 5-1 gives a sense of the balance
sheet in motion, or how the business got from the start of the year to the
end of the year. It’s very important to have a good sense of how transactions
propel the balance sheet. A summary of balance sheet changes, such as
shown in Figure 5-1, can be helpful to business managers who plan and con-
trol changes in the assets and liabilities of the business. They need a clear
understanding of how the two basic types of transactions change assets and
liabilities. Also, Figure 5-1 provides a useful platform for the statement of
cash flows, which I explain in Chapter 6.

Presenting a Balance Sheet

Figure 5-2 presents a two-year, comparative balance sheet for the business
example that [ introduce in Chapter 4. The balance sheet is at the close of
business, December 31, 2008 and 2009. In most cases financial statements are
not completed and released until a few weeks after the balance sheet date.
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Figure 5-2:
The balance
sheets of a
business at
the end of
its two most
recent
years.
|

Therefore, by the time you would read this financial statement it’s already
out of date, because the business has continued to engage in transactions
since December 31, 2009. (Managers of a business get internal financial state-
ments much sooner.) When substantial changes have occurred in the interim,
a business should disclose these developments in its financial report.

When a business does not release its annual financial report within a few
weeks after the close of its fiscal year, you should be alarmed. There are rea-
sons for such a delay, and the reasons are all bad. One reason might be that
the business’s accounting system is not functioning well and the controller
(chief accounting officer) has to do a lot of work at year-end to get the
accounts up to date and accurate for preparing the financial statements.
Another reason is that the business is facing serious problems and can’t
decide on how to account for the problems. Perhaps a business may be
delaying the reporting of bad news. Or the business may have a serious dis-
pute with its independent CPA auditor that has not been resolved (see
Chapter 15 where I explain audits).

Typical Business, Inc.
Statement of Financial Condition
at December 31, 2008 and 2009

(Dollar amounts in thousands)

Assets 2008 2009
Cash $2,275 $2,165
Accounts receivable $2,150 $2,600
Inventory $2,725 $3,450
Prepaid expenses $525 $600
Current assets $7,675 $8,815
Property, plant, and equipment $11,175 $12,450
Accumulated depreciation ($5,640) ($6,415)
Net of depreciation $5,535 $6,035
Total assets $13,210 $14,850
Liabilities and Owners’ Equity 2008 2009
Accounts payable $640 $765
Accrued expenses payable $750 $900
Income tax payable $90 $115
Short-term notes payable $2,150 $2,250
Current liabilities $3,630 $4,030
Long-term notes payable $3,850 $4,000
Owners’ equity:
Invested capital $3,100 $3,250
Retained earnings $2,630 $3,570
Total owners’ equity $5,730 $6,820
Total liabilities and owners’ equity $13,210 $14,850
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In reading through a balance sheet such as the one shown in Figure 5-2, you
may notice that it doesn’t have a punch line like the income statement does.
The income statement’s punch line is the net income line, which is rarely
humorous to the business itself but can cause some snickers among analysts.
You can’t look at just one item on the balance sheet, murmur an appreciative
“ah-ha,” and rush home to watch the game. You have to read the whole thing
(sigh) and make comparisons among the items. Chapters 13 and 17 offer
more information on interpreting financial statements.

Notice in Figure 5-2 that the beginning and ending balances in the assets,
liabilities, and owner’s equity accounts are the same as in Figure 5-1. The
balance sheet in Figure 5-2 discloses the original cost of the company’s fixed
assets and the accumulated depreciation recorded over the years since
acquisition of the assets, which is standard practice. (Figure 5-1 presents
only the net book value of its fixed assets, which equals original cost minus
accumulated depreciation.)

égN\BEﬁ' The balance sheet is unlike the income and cash flow statements, which

& report flows over a period of time (such as sales revenue that is the cumula-
tive amount of all sales during the period). The balance sheet presents the
balances (amounts) of a company’s assets, liabilities, and owners’ equity at
an instant in time. Notice the two quite different meanings of the term bal-
ance. As used in balance sheet, the term refers to the equality of the two
opposing sides of a business — total assets on the one side and total liabili-
ties and owners’ equity on the other side, like a scale with equal weights on
both sides. In contrast, the balance of an account (asset, liability, owners’
equity, revenue, and expense) refers to the amount in the account after
recording increases and decreases in the account — the net amount after all
additions and subtractions have been entered. Usually, the meaning of the
term is clear in context.

¢Q‘N\BE” An accountant can prepare a balance sheet at any time that a manager wants

& to know how things stand financially. Some businesses — particularly finan-
cial institutions such as banks, mutual funds, and securities brokers — need
balance sheets at the end of each day, in order to track their day-to-day finan-
cial situation. For most businesses, however, balance sheets are prepared
only at the end of each month, quarter, and year. A balance sheet is always
prepared at the close of business on the last day of the profit period. In other
words, the balance sheet should be in sync with the income statement.

Kicking balance sheets
out into the real world

The statement of financial condition, or balance sheet, shown earlier in
Figure 5-2 is about as lean and mean as you’ll ever read. In the real world
many businesses are fat and complex. Also, I should make clear that

Figure 5-2 shows the content and format for an external balance sheet, which
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means a balance sheet that is included in a financial report released outside a
business to its owners and creditors. Balance sheets that stay within a busi-
ness can be quite different.

Internal balance sheets

For internal reporting of financial condition to managers, balance sheets
include much more detail, either in the body of the financial statement itself
or, more likely, in supporting schedules. For example, just one cash account
is shown in Figure 5-2, but the chief financial officer of a business needs to
know the balances on deposit in each of the business’s checking accounts.

As another example, the balance sheet shown in Figure 5-2 includes just one
total amount for accounts receivable, but managers need details on which
customers owe money and whether any major amounts are past due. Greater
detail allows for better control, analysis, and decision-making. Internal bal-
ance sheets and their supporting schedules should provide all the detail that
managers need to make good business decisions. See Chapter 14 for more
detail on how business managers use financial reports.

External balance sheets

Balance sheets presented in external financial reports (which go out to
investors and lenders) do not include much more detail than the balance
sheet shown in Figure 5-2. However, external balance sheets must classify

(or group together) short-term assets and liabilities. For this reason, external
balance sheets are referred to as classified balance sheets.

Let me make clear that the CIA does not vet balance sheets to keep secrets
from being disclosed that would harm national security. The term classified,
when applied to a balance sheet, does not mean restricted or top secret;
rather, the term means that assets and liabilities are sorted into basic
classes, or groups, for external reporting. Classifying certain assets and liabil-
ities into current categories is done mainly to help readers of a balance sheet
more easily compare current assets with current liabilities for the purpose of
judging the short-term solvency of a business.

Judging solvency

Solvency refers to the ability of a business to pay its liabilities on time. Delays
in paying liabilities on time can cause very serious problems for a business.
In extreme cases, a business can be thrown into involuntary bankruptcy. Even
the threat of bankruptcy can cause serious disruptions in the normal opera-
tions of a business, and profit performance is bound to suffer. If current liabil-
ities become too high relative to current assets — which constitute the first
line of defense for paying current liabilities — managers should move quickly
to resolve the problem. A perceived shortage of current assets relative to cur-
rent liabilities could ring alarm bells in the minds of the company’s creditors
and owners.
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Therefore, notice in Figure 5-2 the following groupings (dollar amounts refer
to year-end 2009):

v The first four asset accounts (cash, accounts receivable, inventory, and
prepaid expenses) are added to give the $8,815,000 subtotal for current
assets.

v The first four liability accounts (accounts payable, accrued expenses
payable, income tax payable, and short-term notes payable) are added
to give the $4.03 million subtotal for current liabilities.

v The total interest-bearing debt of the business is separated between
$2.25 million in short-term notes payable and $4 million in long-term notes
payable. (In Figure 5-1, only one total amount for all interest-bearing
debt is given, which is $6.25 million.)

The following sections offer more detail about current assets and liabilities.

Current (short-term) assets
Short-term, or current, assets include:

v Cash
v Marketable securities that can be immediately converted into cash

v Assets converted into cash within one operating cycle

The operating cycle refers to the repetitive process of putting cash into inven-
tory, holding products in inventory until they are sold, selling products on
credit (which generates accounts receivable), and collecting the receivables
in cash. In other words, the operating cycle is the “from cash — through
inventory and accounts receivable — back to cash” sequence. The operating
cycles of businesses vary from a few weeks to several months, depending on
how long inventory is held before being sold and how long it takes to collect
cash from sales made on credit.

Current (short-term) liabilities

Short-term, or current, liabilities include non-interest-bearing liabilities that
arise from the operating (sales and expense) activities of the business. A
typical business keeps many accounts for these liabilities — a separate
account for each vendor, for instance. In an external balance sheet you
usually find only three or four operating liabilities, and they are not labeled
as non-interest-bearing. It is assumed that the reader knows that these oper-
ating liabilities don’t bear interest (unless the liability is seriously overdue
and the creditor has started charging interest because of the delay in paying
the liability).
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The balance sheet example shown in Figure 5-2 discloses three operating
liabilities: accounts payable, accrued expenses payable, and income tax
payable. Be warned that the terminology for these short-term operating
liabilities varies from business to business.

In addition to operating liabilities, interest-bearing notes payable that have
maturity dates one year or less from the balance sheet date are included in
the current liabilities section. The current liabilities section may also include
certain other liabilities that must be paid in the short run (which are too
varied and technical to discuss here).

Current ratio

The sources of cash for paying current liabilities are the company’s current
assets. That is, current assets are the first source of money to pay current lia-
bilities when these liabilities come due. Remember that current assets consist
of cash and assets that will be converted into cash in the short run. To size up
current assets against total current liabilities, the current ratio is calculated.
Using information from the company’s balance sheet (refer to Figure 5-2), you
compute its year-end 2009 current ratio as follows:

$8,815,000 current assets = $4,030,000 current
liabilities = 2.2 current ratio

Generally, businesses do not provide their current ratio on the face of their
balance sheets or in the footnotes to their financial statements — they leave
it to the reader to calculate this number. On the other hand, many businesses
present a financial highlights section in their financial report, which often
includes the current ratio.

Folklore has it that a company’s current ratio should be at least 2.0. However,
business managers know that an acceptable current ratio depends a great
deal on general practices in the industry for short-term borrowing. Some
businesses do well with a current ratio less than 2.0, so take the 2.0 bench-
mark with a grain of salt. A lower current ratio does not necessarily mean
that the business won’t be able to pay its short-term (current) liabilities on
time. Chapters 13 and 17 explain solvency in more detail.

Preparing multiyear statements

The three primary financial statements of a business, including the balance
sheet, are generally reported in a two- or three-year comparative format. To
give you a sense of comparative financial statements, | present a two-year
comparative format for the balance sheet in Figure 5-2. Two- or three-year
comparative financial statements are de rigueur in filings with the Securities
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and Exchange Commission (SEC). Public companies have no choice, but pri-
vate businesses are not under the SEC’s jurisdiction. Generally accepted
accounting principles (GAAP) favor presenting comparative financial state-
ments for two or more years, but I've seen financial reports of private busi-
nesses that do not present information for prior years.

The main reason for presenting two- or three-year comparative financial
statements is for trend analysis. The business’s managers, as well as its out-
side investors and creditors, are extremely interested in the general trend of
sales, profit margins, ratio of debt to equity, and many other vital signs of the
business. Slippage in the ratio of gross margin to sales from year to year, for
example, is a very serious matter.

Coupling the Income Statement
and Balance Sheet

Chapter 4 explains that sales and expense transactions change certain assets
and liabilities of a business (which are summarized in Figure 5-1). Even in the
relatively straightforward business example introduced in Chapter 4, we see
that cash and four other assets are involved, and three liabilities are involved
in the profit-making activities of a business. | explore these key interconnec-
tions between revenue and expenses and the assets and liabilities of a busi-
ness here. It turns out that the profit-making activities of a business shape a
large part of its balance sheet.

Figure 5-3 shows the vital links between sales revenue and expenses and the
assets and liabilities that are driven by these profit-seeking activities. Please
note that I do not include cash in Figure 5-3. Sooner or later, sales and
expenses flow through cash; cash is the pivotal asset of every business.
Chapter 6 examines cash flows and the financial statement that reports the
cash flows of a business. Here I focus on the non-cash assets of a business, as
well as its liabilities and owners’ equity accounts that are directly affected by
sales and expenses. You may be anxious to examine cash flows, but as we say
in Iowa, “Hold your horses.” I'll get to cash in Chapter 6.

The income statement in Figure 5-3 continues the same business example I
introduce in Chapter 4. It’s the same income statement but with one modifica-
tion. Notice that the depreciation expense for the year is taken out of selling,
general, and administrative expenses. We need to see depreciation expense on
a separate line.
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Figure 5-3 highlights the key connections between particular assets and liabil-

\\3

ities and sales revenue and expenses. Business managers need a good under-
standing of these connections to control assets and liabilities. And outside

investors and creditors should understand these connections to interpret the

financial statements of a business (see Chapters 13 and 17).
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Turning over assets

Assets should be turned over, or put to use, by
making sales. The higher the turnover — the more
times the assets are used, and then replaced —
the better, because every sale is a profit-making
opportunity. The asset turnover ratio compares
annual sales revenue with total assets. In our
business example, the company's asset turnover
ratio is computed as follows for the year 2009
(using relevant data from Figures 5-2 and 5-3):

$26,000,000 annual sales
$14,850,000 total assets =
turnover ratio

revenue =+
1.75 asset

Some industries are very capital-intensive,
which means that they have low asset turnover
ratios; they need a lot of assets to support their
sales. For example, gas and electric utilities are
capital-intensive. Many retailers, on the other
hand, do not need a lot of assets to make sales.
Their asset turnover ratios are relatively high;
their annual sales are three, four, or five times
their assets. Our business example that has a
1.75 asset turnover ratio falls in the broad
middle range of businesses that sell products.

Sizing up assets and liabilities

Although the business example I use in this chapter is hypothetical, I didn’t
make up the numbers at random. For the example, [ use a modest-sized busi-
ness that has $26 million in annual sales revenue. The other numbers in its
income statement and balance sheet are realistic relative to each other.
assume that the business earns 45 percent gross margin ($11.7 million gross
margin + $26 million sales revenue = 45 percent), which means its cost of
goods sold expense is 55 percent of sales revenue. The sizes of particular
assets and liabilities compared with their relevant income statement num-
bers vary from industry to industry, and even from business to business in

the same industry.

Based on its history and operating policies, the managers of a business can
estimate what the size of each asset and liability should be, which provide
very useful control benchmarks against which the actual balances of the
assets and liabilities are compared, to spot any serious deviations. In other
words, assets (and liabilities, too) can be too high or too low relative to the
sales revenue and expenses that drive them, and these deviations can cause
problems that managers should try to correct.

For example, based on the credit terms extended to its customers and the
company’s actual policies regarding how aggressively it acts in collecting
past-due receivables, a manager determines the range for the proper, or
within-the-boundaries, balance of accounts receivable. This figure is the con-
trol benchmark. If the actual balance is reasonably close to this control
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benchmark, accounts receivable is under control. If not, the manager should
investigate why accounts receivable is smaller or larger than it should be.

The following sections discuss the relative sizes of the assets and liabilities
in the balance sheet that result from sales and expenses (for the fiscal year
2009). The sales and expenses are the drivers, or causes, of the assets and
liabilities. If a business earned profit simply by investing in stocks and bonds,
it would not need all the various assets and liabilities explained in this chap-
ter. Such a business — a mutual fund, for example — would have just one
income-producing asset: investments in securities. This chapter focuses on
businesses that sell products on credit.

Sales revenue and accounts receivable

In Figure 5-3 annual sales revenue for the year 2009 is $26 million. The year-
end accounts receivable is one-tenth of this, or $2.6 million. The average
customer’s credit period is roughly 36 days: 365 days in the year times the
10 percent ratio of ending accounts receivable balance to annual sales rev-
enue. Of course, some customers’ balances are past 36 days, and some are
quite new; you want to focus on the average. The key question is whether a
customer credit period averaging 36 days is reasonable.

Suppose that the business offers all customers a 30-day credit period, which
is fairly common in business-to-business selling (although not for a retailer
selling to individual consumers). The relatively small deviation of about 6
days (36 days average credit period versus 30 days normal credit terms)
probably is not a significant cause for concern. But suppose that, at the end
of the period, the accounts receivable had been $3.9 million, which is 15 per-
cent of annual sales, or about a 55-day average credit period. Such an abnor-
mally high balance should raise a red flag; the responsible manager should
look into the reasons for the abnormally high accounts receivable balance.
Perhaps several customers are seriously late in paying and should not be
extended new credit until they pay up.

Cost of goods sold expense and inventory

In Figure 5-3 the cost of goods sold expense for the year 2009 is $14.3 million.
The year-end inventory is $3.45 million, or about 24 percent. In rough terms,
the average product’s inventory holding period is 88 days — 365 days in the
year times the 24 percent ratio of ending inventory to annual cost of goods
sold. Of course, some products may remain in inventory longer than the
88-day average, and some products may sell in a much shorter period than
88 days. You need to focus on the overall average. Is an 88-day average inven-
tory holding period reasonable?
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The “correct” average inventory holding period varies from industry to
industry. In some industries, especially heavy equipment manufacturing,

the inventory holding period is very long — three months or longer. The
opposite is true for high-volume retailers, such as retail supermarkets, that
depend on getting products off the shelves as quickly as possible. The 88-day
average holding period in the example is reasonable for many businesses but
would be too high for some businesses.

The managers should know what the company’s average inventory holding
period should be — they should know what the control benchmark is for the
inventory holding period. If inventory is much above this control benchmark,
managers should take prompt action to get inventory back in line (which is
easier said than done, of course). If inventory is at abnormally low levels, this
should be investigated as well. Perhaps some products are out of stock and
should be immediately restocked to avoid lost sales.

Fived assets and depreciation expense

As Chapter 4 explains, depreciation is a relatively unique expense.
Depreciation is like other expenses in that all expenses are deducted from
sales revenue to determine profit. Other than this, however, depreciation is
very different from other expenses. When a business buys or builds a long-
term operating asset, the cash outlay for the asset is recorded in a fixed
asset account. The cost of a fixed asset is spread out, or allocated, over its
expected useful life to the business. The depreciation expense recorded in
the period does not require any further cash outlay during the period. (The
cash outlay occurred when the fixed asset was acquired.) Rather, deprecia-
tion expense for the period is that portion of the total cost of a business’s
fixed assets that is allocated to the period to record the cost of using the
assets during the period. Depreciation depends on which method is used to
allocate the cost of fixed assets over their estimated useful lives. | explain
different depreciation methods in Chapter 7.

The higher the total cost of its fixed assets (called property, plant, and
equipment in a formal balance sheet), the higher a business’s depreciation
expense. However, there is no standard ratio of depreciation expense to the
cost of fixed assets. The annual depreciation expense of a business seldom is
more than 10 to 15 percent of the original cost of its fixed assets. Either the
depreciation expense for the year is reported as a separate expense in the
income statement (as in Figure 5-3), or the amount is disclosed in a footnote.

Because depreciation is based on the gradual charging off, or writing-down
of, the cost of a fixed asset, the balance sheet reports not one but two num-
bers: the original (historical) cost of its fixed assets and the accumulated
depreciation amount (the total amount of depreciation that has been charged
to expense from the time of acquiring the fixed assets to the current balance
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sheet date). The purpose isn’t to confuse you by giving you even more num-
bers to deal with. Seeing both numbers gives you an idea of how old the fixed
assets are and also tells you how much these fixed assets originally cost.

In the example we’'re working with in this chapter, the business has, over sev-
eral years, invested $12,450,000 in its fixed assets (that it still owns and uses),
and it has recorded total depreciation of $6,415,000 through the end of the
most recent fiscal year, December 31, 2009. (Refer to the balance sheet pre-
sented in Figure 5-2.) The business recorded $775,000 depreciation expense
in its most recent year. (See its income statement in Figure 5-3.)

You can tell that the company’s collection of fixed assets includes some old
assets because the company has recorded $6,415,000 total depreciation since
assets were bought — a fairly sizable percent of original cost (more than
half). But many businesses use accelerated depreciation methods that pile up
a lot of the depreciation expense in the early years and less in the back years
(see Chapter 7 for more details), so it’s hard to estimate the average age of
the company’s assets. A business could discuss the actual ages of its fixed
assets in the footnotes to its financial statements, but hardly any businesses
disclose this information — although they do identify which depreciation
methods they are using.

SG&A expenses and their three
balance sheet accounts

Take yet another look at Figure 5-3 and notice that sales, general, and admin-
istrative (SG&A) expenses connect with three balance sheet accounts: pre-
paid expenses, accounts payable, and accrued expenses payable. The broad
SG&A expense category includes many different types of expenses in making
sales and operating the business. (Separate expense accounts are maintained
for specific expenses; depending on the size of the business and the needs of
its various managers, hundreds or thousands of specific expense accounts
are established.)

For bookkeeping convenience, a business records many expenses when the
expense is paid. For example, wage and salary expenses are recorded on
payday. However, this “record as you pay” method does not work for many
expenses. For instance, insurance and office supplies costs are prepaid, and
then released to expense gradually over time. The cost is initially put in the
prepaid expenses asset account. (Yes, | know that “prepaid expenses” doesn’t
sound like an asset account, but it is.) Other expenses are not paid until
weeks after the expenses are recorded. The amounts owed for these unpaid
expenses are recorded in an accounts payable or in an accrued expenses
payable liability account.

111
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I won’t go through all the details of how I came up with the year-end balances
in prepaid expenses, accounts payable, and accrued expenses payable (aren’t
you lucky!). For more details, you may want to take a look at Chapter 4.
Remember that the accounting objective is to match expenses with sales rev-
enue for t