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Chapter 1

Financial Statements and Business 
Decisions



© 2004 The McGraw-Hill CompaniesMcGraw-Hill/Irwin

1-3

Understanding the Business

Owner-Managers

Founders of the business who also 
function as managers are called 
Owner-Managers.

Creditors

Creditors lend money for a specific period 
of time and gain by charging interest on 
the money they lend.

Investors

Investors buy ownership in the company 
in the form of stock.
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The Accounting System

Collects and processes
financial information

Reports
information
to decision

makers

Managers
(internal)

Investors 
and 

Creditors
(external)
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The Accounting System

Accounting System

Financial Accounting System
Periodic financial statements and 

related disclosures

Managerial Accounting System
Detailed plans and continuous 

performance reports

External Decision Makers
Investors, creditors,

suppliers, customers, etc.

Internal Decision Makers
Managers throughout the

organization
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The Four Basic Financial 
Statements

BALANCE SHEET – reports the amount of assets, liabilities, and 
stockholders’ equity of an accounting entity at a point in time.

INCOME STATEMENT – reports the revenues less the expenses 
of the accounting period.

STATEMENT OF STOCKHOLDERS’ EQUITY – reports the changes 
in each of the company’s stockholders’ equity accounts, including the 
change in the retained earnings balance caused by net income and 
dividends during the reporting period. 

STATEMENT OF CASH FLOWS – reports inflows and outflows of 
cash during the accounting period in the categories of 
operating, investing, and financing. 
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The Four Basic Financial 
Statements

Companies can prepare financial 
statements at the end of the year, 

quarter or month.  

2003

X

Financial statements prepared at the end 
of the year are called annual reports.  
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Business activies and financial 
statements affected

1-8
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The Accounting Equation

A  =  L + SE
Assets Liabilities Stockholders’

Equity

Economic 
Resources

Sources of Financing for 
Economic Resources
Liabilities: From Creditors

Stockholders’ Equity: From Stockholders
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Balance Sheet

Assets
Cash
Short-Term Investment
Accounts Receivable
Notes Receivable
Inventory (to be sold)
Supplies
Prepaid Expenses
Long-Term Investments
Equipment
Buildings
Land
Intangibles

Liabilities
Accounts Payable
Accrued Expenses
Notes Payable
Taxes Payable
Unearned Revenue 
Bonds Payable

Stockholders’ Equity
Common Stock
Retained Earnings

Elements of the Balance Sheet
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Balance Sheet
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Income Statement

Revenues
Sales Revenue
Fee Revenue
Interest Revenue
Rent Revenue

Expenses
Cost of Goods Sold
Wages Expense
Rent Expense
Interest Expense
Depreciation Expense
Advertising Expense
Insurance Expense
Repair Expense
Income Tax Expense

Elements of the Income Statement
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Income Statement
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Revenues

June 2015

Cash from sale
collected on June 10th.

X
May 2015

$1,000 sale made
on May 25th.

X

When will the revenue from this
transaction be recognized?

Revenue is recognized in the period in which
goods and services are sold, not necessarily

the period in which cash is received.
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Revenue

May 2015

$1,000 revenue
recognized in May

June 2015

When will the revenue from this
transaction be recognized?

Earnings from the sale of goods or services.
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Expenses

May 2015 June 2015

May 11 paid $75 cash
for newspaper ad.

X

Ad appears
on June 8th.

X

When will the expense for this
transaction be recognized?

An expense is recognized in the period in which
goods and services are used, not necessarily

the period in which cash is paid.
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Expenses

May 2015 June 2015

Advertising expense
recorded in June.

The dollar amount of resources used
up by the entity to earn revenues

during a period.

When will the expense for this
transaction be recognized?
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Statement of 
Stockholders’ equity

Common Stock Retained Earnings

Elements of the Statement 
of Stockholders’ Equity

Beginning Retained Earnings
+Net Income
-Dividends
Ending Retained Earnings
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Statement of 
Stockholders’ equity
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Statement of Cash Flows

Because 
revenues reported 

do not always equal
cash collected. . .

. . . and expenses
reported do not

always equal
cash paid . . .

net income is
usually not 

equal
to the change

in cash for
the period.
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Cash Flows from Operating Activities 
Cash Flows from Investing Activities 
Cash Flows from Financing Activities 

Statement of cash flows
Elements of the Statement 

of Cash Flows

Note that each of the three cash flow 
sources can be positive (net cash 
inflow) or negative (net cash outflow).

+ -/
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Statement of Cash Flows
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Relationships Among the 
Statements

1-24
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Notes
❖ Notes provide supplemental 

information about the financial 
condition of a company.

❖ Three basic types of notes:
❖ Description of accounting rules applied.
❖ Presentation of additional detail about 

an item on the financial statements.
❖ Provides additional information about 

an item not on the financial 
statements.
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Financial Statement SUMMARY
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The Securities and Exchange Commission (SEC)
has been given broad powers to determine 

measurement rules for 
financial statements.

Securities Act of 1933
Securities and Exchange Act of 1934

Generally Accepted Accounting 
Principles (GAAP)
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Generally Accepted Accounting 
Principles (GAAP)

Currently, the Financial Accounting
Standards Board (FASB) is 

recognized
as the body to formulate GAAP.

The SEC has worked closely with the
accounting profession to

work out the detailed rules that have
become known as GAAP.
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Generally Accepted Accounting 
Principles

Companies incur the cost of 
preparing the financial statements 
and bear the following economic 

consequences of their publication . 
. .

� Effects on the selling price of stock.
� Effects on the amount of bonuses 
    received by managers and other employees.
� Loss of competitive information to other
    companies.
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Since 2002, there has been substantial movement toward the adoption of 
International Financial Reporting Standards (IFRS) issued by the 

International Accounting Standards Board (IASB). 

Examples of jurisdictions requiring the use of IFRS either currently or by 
2012:
• European Union • Israel and Turkey
• Australia and New Zealand • Brazil and Chile
• Canada and Mexico • Hong Kong, India, Malaysia, & South Korea

In the United States, the Securities and Exchange Commission now allows 
foreign companies whose stock is traded in the U.S. to use IFRS and is 
considering requiring the use of IFRS for U.S. domestic companies.

The International Accounting Standards Board and 
Global Convergence of Accounting Standards

INTERNATIONAL PERSPECTIVE
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To ensure the accuracy of the company’s
financial information, management:
⬥ Maintains a system of controls.
⬥ Hires outside independent auditors.
⬥ Forms a board of directors to review these two 

    safeguards.

Management Responsibility and the 
Demand for Auditing


