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ACCO
U

N
TIN

G
 SYSTEM

CO
LLECT AN

D PRO
CESS FIN

AN
CIAL 

IN
FO

RM
ATIO

N
S

REPO
RT THO

SE IN
FO

RM
ATIO

N
S TO

 
DECISIO

N
 M

AKERS

IN
TERN

AL DECISIO
N

 M
AKERSM

 REPO
RTS

(ex. m
anagers)

ACCO
U

N
TIN

G IN
FO

RM
ATIO

N
S FO

R IN
TERN

AL 
DECISIO

N
 M

AKERS ARE CALLED M
AN

AGERIAL O
R 

M
AN

AGEM
EN

T ACCO
U

N
TIN

G

ESTERN
AL DECISIO

N
 M

AKERS 
REPO

RTS (ex. investors or Banks)

ACCO
U

N
TIN

G IN
FO

RM
ATIO

N
 FO

R 
EXTERN

AL DECISIO
N

 M
AKERS ARE CALLED 

FIN
AN

CIAL ACO
O

U
N

TIN
G
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4 BASIC FIN
AN

CIAL STATEM
EN

TS

BALAN
CE SHEETS 

(BILAN
CIO

)

The purpose of balance sheet is to 
report the financial position of an 

accounting entity at a particular point 
in tim

e. 
It reports the am

ount of: 
assets (risorse, beni, patrim

onio)
liabilities (passività, perdite, debiti)
ƐƚŽcŬhŽůdeƌƐ͛ eƋƵiƚǇ ;patrim

onio 
netto)

of an accounting entity at a point in 
tim

e.

ASSETS (ECO
N

O
M

IC RESO
U

RCES) =  
LIABILITIES + STO

CKHO
LDERS 

EQ
U

ITY
Sources of financing for the 

econom
ic resources. Liabilities from

 
creditors, stockholders equity from

 
stockholders

IN
CO

M
E STATEM

EN
T 

(CO
N

TO
 ECO

N
O

M
ICO

)

The incom
e statem

ent (statem
ent of 

incom
e, statem

ent of earnings, or 
statem

ent of operations) reports the 
accoƵnƚanƚƐ͛ pƌim

aƌǇ m
eaƐƵƌe of 

perform
ance of a business, revenues 

(ricavi) less expenses  (spese) during 
the accounting period. W

hile the term
 

profit is used w
idely for this m

easure 
of perform

ance, accountants prefer to 
use the technical term

s net incom
e 

(reddito netto) or net earnings 
(guadagni netti). N

et incom
e m

easures 
the success in selling goods for m

ore 
than the cost to generate those sales. 

Incom
e statem

ent has three m
ajor 

captions: revenues, expenses, and net 
incom

e.

REVEN
U

ES -EXPEN
SES = 

N
ET IN

CO
M

E

STATEM
EN

T O
F RETAIN

ED EARN
IN

G
S

(ESTRATTO
CO

N
TO

 DEG
LI U

TILI N
O

N
 

DISTRIBU
ITI)

The statem
ent reports the w

ay 
that net incom

e and the 
distribution of dividendsaffected 
ƚhe com

panǇ
Ɛ͛ financial poƐiƚion 

during the accounting period. N
et 

incom
e earned during the year 

increases the balance of retained 
earnings, show

ing the relationship 
of the incom

e statem
ent to the 

balance sheet. The declaration of 
dividends to the stockholders 
decreases retained earnings.

BEG
IN

N
IN

G
 RETAIN

ED EARN
IN

G
S + N

ET 
IN

CO
M

E о DIVIDEN
DS с EN

DIN
G

 
RETAIN

ED EARN
IN

G
S

STATEM
EN

T O
F CASH FLO

W
S

(REN
DICO

N
TO

 FIN
AN

ZIARIO
)

The STATEM
EN

T O
F CASH FLO

W
S 

(Cash Flow
 Statem

ent) reports 
inflow

s and outflow
s of cash 

during the accounting period in 
the categories of operating, 

investing, and financing. The 
cash flow

 statem
ent equation 

describes the causes of the  
change in cash reported on the 
balance sheet from

 the end of 
last period to the end of the 

current  period:

н ͬ о CASH FLO
W

S FRO
M

 O
PERATIN

G
 

ACTIVITIES (CFO
) 

н ͬ о CASH FLO
W

S FRO
M

 IN
VESTIN

G
 

ACTIVITIES (CFI) 
н ͬ о CASH FLO

W
S FRO

M
 FIN

AN
CIN

G
 

ACTIVITIES (CFF)

CHAN
G

E IN
 CASH
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ASSETS are the econom
ic resources ow

ned by the com
pany. The exact item

s listed as assets on a 
com

pany's balance sheet depends on the nature of its operations. Each of these econom
ic resources is 

expected to provide future benefits to the firm
. (es. land, m

achines, buildings etc.). 
A com

pany first needed cash to purchase assets. W
hen the com

pany sells its products to others, it sells 
them

 on credit and receives prom
ises to pay called accounts receivable, w

hich are collected in cash 
later.  Every asset on the balance sheet is initially m

easured at the total cost incurred to acquire it. For 
exam

ple, the balance sheet for M
axidrive reports Land, $981; this is the am

ount paid (in thousands) 
for the land w

hen it w
as acquired. Balance sheets do not generally show

 the am
ounts for w

hich the 
assets could currently be sold. Assets provide a basis for judging w

hether the com
pany has sufficient 

resources available to operate. Assets are also im
portant because they could be sold for cash in the 

event that a com
pany run out of business.

LIABILITIES aƌe ƚhe com
panǇ

Ɛ͛ debƚƐ oƌ obligaƚionƐ͘ The accoƵnƚƐ paǇable em
eƌge fƌom

 ƚhe pƵƌchaƐe 
of goods or services from

 suppliers on credit w
ithout a form

al w
ritten contract (or a note). The notes 

payable result from
 cash borrow

ings based on a form
al w

ritten debt contract w
ith lending institutions 

such as banks.

STO
CKHO

LDERS͛ EQ
U

ITY indicates the am
ount of financing provided by ow

ners of the business and 
earnings. The investm

ent of cash and other assets in the business by the ow
ners is called contributed 

capital. The am
ount of earnings (profits) reinvested in the business (and thus not distributed to 

stockholders in the form
 of dividends) is called retained earnings.

TŽƚaů ƐƚŽcŬhŽůdeƌƐ͛ eƋƵiƚǇ iƐ ƚhe ƐƵŵ
 Žf ƚhe cŽŶƚƌibƵƚed caƉiƚaů ƉůƵƐ ƚhe ƌeƚaiŶed eaƌŶiŶgƐ͘ Creditors 

conƐideƌ ƐƚockholdeƌƐ͛ eqƵiƚǇ a pƌoƚecƚiǀe ͞cƵƐhionΗ͘

 

ASSETS 

 

LIABILITIES 

 

STO
CKHO

LDERS 
EQ

U
ITY 

BALANCE 
 SHEET 

 Cash 

Accounts 
receivable 

Inventories 

Etc.͙
 

  Accounts payable  

 N
otes payable 

 Contributed 
capital  

 Retained 
earnings 
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Com
panies earn revenues from

 the sale of goods or services to custom
ers. Revenues norm

ally 
are reported for goods or services that have been sold to a custom

er w
hether or not they have 

yet been paid for.Reƚail ƐƚoƌeƐ ƐƵch aƐ W
alm

aƌƚ and M
cDonald

Ɛ͛ ofƚen ƌeceiǀe caƐh aƚ ƚhe ƚim
e of 

sale. How
ever, w

hen M
axidrive sells its disk drives to Dell and Apple, it receives a prom

ise of future 
paym

ent called an account receivable, w
hich later is collected in cash. In either case, the business 

recognizes total sales (cash and credit) as revenue for the period . Various term
s are used in 

incom
e statem

ents to describe different sources of revenue (e.g., provision of services, sale of 
goods, rental of property). 

Sales revenue is norm
ally reported on the incom

e statem
ent w

hen goods or services have been 
delivered to custom

ers w
ho have either paid or prom

ised to pay for them
 in the future.

Expenses represent the dollar am
ount of resources the entity used to earn revenues during the 

period. Expenses reported in one accounting period m
ay actually be paid for in another accounting 

period. Som
e expenses require the paym

ent of cash im
m

ediately w
hile others require paym

ent at a 
later date. Som

e m
ay also require the use of another resource, such as an inventory item

, w
hich m

ay 
have been paid for in a prior period. These expenses include incom

e tax expense, w
hich, as a 

corporation, M
axidrive m

ust pay on pretax incom
e. 

Expenses are the dollar am
ount of resources used up to earn  revenues during the period. O

nly 
those goods that have been delivered to custom

ers have been used up.  Those disk goods that are 
still on hand are part of the asset inventory.

N
eƚ incom

e oƌ neƚ eaƌningƐ ;ofƚen called ͞ƚhe boƚƚom
 line͟Ϳ iƐ ƚhe eǆceƐƐ of ƚoƚal ƌeǀenƵeƐ oǀeƌ ƚoƚal 

expenses. If total expenses exceed total revenues, a net loss is reported. W
e noted earlier that 

revenues are not necessarily the sam
e as collections from

 custom
ers and expenses are not necessarily 

the sam
e as paym

ents to suppliers. As a result, net incom
e norm

ally does not equal the net cash 
generated by operations. This latter am

ount is reported on the cash flow
 statem

ent discussed later in 
this chapter.

 

INCOME STATEMENT 
 

REVEN
U

ES 

 

EXPEN
SES 

 N
ET IN

CO
M

E 
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The first item
 on the Statem

ent of Retained Earnings should be the balance of retained earnings you're carrying over from
 the

prior 
year. the com

es from
 the prior year's balance sheet. If the balance of retained earnings for a hypothetical firm

 w
ere $20,000, the 

first line for the Statem
ent of Retained Earnings w

ould look like this:
Retained Earnings, Decem

ber 31, 2017 $20,000

The second item
 entered is N

et Incom
e or Loss. If the sam

e hypothetical com
pany had a net incom

e of $10,000, the retained 
earnings statem

ent now
 looks like this:

Retained Earnings:Decem
ber 31, 2017 $20,000

Plus: N
et Incom

e 2018 +10,000
Total $30,000

If the com
pany has a net loss on the Incom

e Statem
ent, then the net loss is subtracted from

 the existing retained earnings.

If our hypothetical com
pany pays dividends, subtract the num

ber of dividends it pays out of N
et Incom

e. If it does not, then subtract $0. If 
the com

pany's dividend policy is to pay 50 percent of its net incom
e out to its investors, $5,000 w

ould be paid out as dividendsand subtracted 
from

 the current total.
Retained Earnings, Decem

ber 31, 2017 $20,000
Plus: N

et Incom
e 2018 +10,000

Total $30,000
M

inus: Dividends (5,000)
Dividends are treated as a debit, or reduction, in the retained earnings account w

hether they've been paid or not. If, for instance, W
idget 

Corporation's board of directors declares a dividend of $5.00/share on 10,000 shares stock, $50,000 is then deducted from
 the

com
pany's retained 

earnings even if the dividend has not yet been paid.  Subtract the dividends, if paid, and then calculate a total for the Statem
ent of Retained 

Earnings. This is the am
ount of retained earnings that is posted to the retained earnings account on the 2018 balance sheet.

Retained Earnings, Decem
ber 31, 2017 $20,000

Plus: N
et Incom

e 2018 $10,000
Total: $30,000

M
inus: Dividends Paid ($5,000)

Retained Earnings, Decem
ber 31, 2018 $25,000

This com
pletes the Statem

ent of Retained Earnings.

STATEMENT OF RETAINED EARNINGS 
BEG

IN
N

IN
G

 O
F 

THE YEAR 
RETAIN

ED 
EARN

IN
G

S 

 

N
ET IN

CO
M

E 

 

DIVIDEN
DS 
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Cash flow
s from

 operating activities are cash flow
s that are directly related to earning incom

e. For 
exam

ple, w
hen custom

ers pay the Com
pany for the goods, it lists the am

ounts collected as cash 
collected from

 custom
ers. W

hen the Com
pany pays salaries to its em

ployees in research and 
developm

ent or pays bills received from
 its parts suppliers, it includes the am

ounts in cash paid to 
suppliers and em

ployees.

Cash flow
s from

 investing activities include cash flow
s related to the acquisition or sale of the 

com
panǇ

Ɛ͛ pƌodƵcƚiǀe aƐƐeƚƐ͘ 

Cash flow
s from

 financing activities are directly related to the financing of the enterprise itself. They 
involve the receipt or paym

ent of m
oney to investors and creditors (except for suppliers). 

STATEMENT OF CASH FLOW 
 

CASH FLO
W

S 
FRO

M
 

O
PERATIN

G
 

ACTIVITIES 

(CFO
) 

 

CASH FLO
W

S 
FRO

M
 IN

VESTIN
G

 
ACTIVITIES 

(CFI)  

CASH FLO
W

S FRO
M

 
FIN

AN
CIN

G
 

(CFF) 
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The first type provides descriptions of the accounting
ƌƵleƐ applied in ƚhe com

panǇ
Ɛ͛ Ɛƚaƚem

enƚƐ͘

The second presents additional detail about a line on
the financial statem

ents.

The third type of note provides additional financial disclosures about item
s

not listed on the statem
ents them

selves.

NOTES 
͞The noƚeƐ aƌe an inƚegƌal paƌƚ of ƚheƐe financial ƐƚaƚemenƚƐ͘͟ It warns users that failure to read the notes 

(or footnotes) to the financial statements will result in an incomplete picture of the companǇ͛Ɛ financial 
health. Notes provide supplemental information about the financial condition of a company without which 

the financial statements cannot be fully understood. There are three basic types of notes. 

 

FIRST TYPE 
N

O
TE  

SECO
N

D TYPE 
N

O
TE 

 

THIRD TYPE 
N

O
TE 
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ͻ
U

N
ITED STATES

G
AAP

A decision m
aker should never attem

pt to use 
accounting inform

ation w
ithout first understanding 

the m
easurem

ent rules that w
ere used to develop 

the inform
ation. These m

easurem
ent rules are 

called generally accepted accounting principles, or 
GAAP. 

Financial accounting standards and disclosure 
requirem

ents are adopted by national regulatory 
agencies.

ͻ
EU

RO
PEAN

 U
N

IO
N

 (U
N

ITED KIN
GDO

M
, GERM

AN
Y, 

FRAN
CE, N

ETHERLAN
DS, BELGIU

M
, BU

LGARIA, 
PO

LAN
D, ETC.)

ͻ
AU

STRALIA AN
D N

EW
 ZEALAN

D
ͻ

HO
N

G KO
N

G (S.A.R. O
F CHIN

A), IN
DIA, M

ALAYSIA, 
AN

D SO
U

TH KO
REA

ͻ
SRAEL AN

D TU
RKEY

ͻ
BRAZIL AN

D CHILE
ͻ

CAN
ADA AN

D M
EXICO

IFRS
Since 2002, there has been substantial m

ovem
ent 

tow
ard the adoption of International Financial 

Reporting Standards (IFRS) issued by the 
International Accounting Standards Board (IASB). 
In the U

nited States, the Securities and Exchange 
Com

m
ission now

 allow
s foreign com

panies w
hose 

stock is traded in the U
nited States to use IFRS and is 

considering requiring the use of IFRS for U.S. 
dom

estic com
panies by 2015. 
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SU
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M
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The balance sheet is a statem
ent of financial 

position that reports dollar am
ounts for the 

aƐƐeƚƐ͕ liabiliƚieƐ͕ and ƐƚockholdeƌƐ͛ eqƵiƚǇ aƚ 
a specific point in tim

e.
The incom

e statem
ent is a statem

ent of 
operations that reports revenues, expenses, 
and net incom

e for a stated period of tim
e.

The statem
ent of retained earnings explains 

changes to the retained earnings balance 
that occurred during the reporting period.

The statem
ent of cash flow

sreports inflow
s 

and outflow
s of cash for a stated period of 

tim
e.

The statem
ents are used by investors and 

creditors to evaluate different aspects of the 
fiƌm

Ɛ͛ financial poƐiƚion and peƌfoƌm
ance͘

G
AAP are the m

easurem
ent 

rules used to develop the 
inform

ation in financial 
statem

ents. Know
ledge of 

GAAP is necessary for 
accurate interpretation of 
the num

bers in financial 
statem

ents.M
anagem

enthas prim
ary 

responsibility for the 
accƵƌacǇ of a com

panǇ
Ɛ͛ 

financial inform
ation. 

Auditorsare responsible 
for expressing an opinion 

on the fairness of the 
financial statem

ent 
presentations based on 
their exam

ination of the 
reports and records of the 

com
pany.

U
sers w

ill have confidence in the 
accuracy of financial statem

ent 
num

bers only if the people 
associated w

ith their preparation 
and audit have reputations for 

ethical behavior and com
petence. 

M
anagem

ent and auditors can 
also be held legally liable for 

fraudulent financial statem
ents 

and m
alpractice.



16 
 

1. Recognize the inform
ation conveyed in each of the four basic financial statem

ents and the w
ay that it is used by different decision m

akers (investors, creditors, and m
anagers). p. 4  

x 
The balance sheet is a statem

ent of financial position that reports dollar am
ounts for the assets, liabiliƚieƐ͕ and ƐƚockholdeƌƐ͛ eqƵiƚǇ aƚ a Ɛpecific poinƚ in ƚim

e͘  
x 

The incom
e statem

ent is a statem
ent of operations that reports revenues, expenses, and net incom

e for a stated period of tim
e.  

x 
The statem

ent of retained earnings explains changes to the retained earnings balance that occurred during the reporting period.  
x 

The statem
ent of cash flow

s reports inflow
s and outflow

s of cash for a stated period of tim
e.  

x 
The Ɛƚaƚem

enƚƐ aƌe ƵƐed bǇ inǀeƐƚoƌƐ and cƌediƚoƌƐ ƚo eǀalƵaƚe diffeƌenƚ aƐpecƚƐ of ƚhe fiƌm
͛Ɛ financial position and perform

ance. 
2. Identify the role of generally accepted accounting principles (GAAP) in determ

ining the content of financial statem
ents. p. 18 

x 
GAAP are the m

easurem
ent rules used to develop the inform

ation in financial statem
ents. Know

ledge of GAAP is necessary for accurate interpretation of the num
bers in 

financial statem
ents. 

3. Distinguish the roles of m
anagers and auditors in the accounting com

m
unication process. p. 20  

x 
M

anagem
enƚ haƐ pƌim

aƌǇ ƌeƐponƐibiliƚǇ foƌ ƚhe accƵƌacǇ of a com
panǇ͛Ɛ financial infoƌm

aƚion͘  
x 

Auditors are responsible for expressing an opinion on the fairness of the financial statem
ent presentations based on their exam

ination of the reports and records of the 
com

pany. 
4. Appreciate the im

portance of ethics, reputation, and legal liability in accounting. p. 21  
x 

U
sers w

ill have confidence in the accuracy of financial statem
ent num

bers only if the people associated w
ith their preparation and audit have reputations for ethical behavior 

and com
petence.  

x 
M

anagem
ent and auditors can also be held legally liable for fraudulent financial statem

ents and m
alpractice.  

x 
In this chapter, w

e studied the basic financial statem
ents that com

m
unicate financial inform

ation to external users. Chapters 2, 3, and 4 provide a m
ore detailed look at 

financial statem
ents and exam

ine how
 to translate data about business transactions into these statem

ents. Learning how
 to translate back and forth betw

een business 
transactions and financial statem

ents is the key to using financial statem
ents in planning and decision m

aking. Chapter 2 begins our discussion of the w
ay that the accounting 

function collects data about business transactions and processes the data to provide periodic financial statem
ents, w

ith em
phasis on the balance sheet. To accom

plish this 
purpose, Chapter 2 discusses key accounting concepts, the accounting m

odel, transaction analysis, and analytical tools. W
e exam

ine the typical business activities of an actual 
service-oriented com

pany to dem
onstrate the concepts in Chapters 2, 3, and 4. 
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O
BJECTIVE O

F FIN
AN

CIAL 
REPO

RTIN
G

The prim
ary objective of external 

financial reporting is to provide useful 
econom

ic inform
ation about a business 

to help external parties, prim
arily 

investors and creditors, m
ake sound 

financial decisions. The users of 
accounting inform

ation are identified as 
decision m

akers. These decision m
akers 

include average investors, creditors, and 
experts w

ho provide financial advice. 
They are all expected to have a 

reasonable understanding of accounting 
concepts and procedures. M

any other 
groups, such as suppliers and 

custom
ers, also use external financial 

statem
ents.

To fulfill the prim
ary objective of 

providing useful inform
ation, 

inform
ation should be relevantto the 

decision (that is, it provides feedback and 
predictive value on a tim

ely basis) and 
reliable

(that is, it is accurate, unbiased, 
and verifiable).

M
ost users are interested in inform

ation 
ƚo help ƚhem

 pƌojecƚ a bƵƐineƐƐƐ͛ fƵƚƵƌe 
cash inflow

s and outflow
s. For exam

ple, 
creditors and potential creditors need to 

aƐƐeƐƐ aŶ eŶƚiƚǇ͛Ɛ abiůiƚǇ ƚŽ ;ϭͿ ƉaǇ 
interest on a loan over tim

e and also (2) 
pay back the principal on the loan w

hen 
it is due. Investors and potential 

investors w
ant to assess ƚhe eŶƚiƚǇ͛Ɛ 

ability to (1) pay dividends in the future 
and (2) be successful so that the stock 

price rises, enabling investors to sell 
their stock for m

ore than they paid.
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ACCOUNTING ASSUMPTIONS 
Three of the four basic assumptions that underlie accounting measurement and reporting relate

to the balance sheet.

SEPARATE-EN
TITY ASSU

M
PTIO

N
The separate-enƚiƚǇ aƐƐƵm

pƚion ƐƚaƚeƐ ƚhaƚ each bƵƐineƐƐƐ͛ acƚiǀiƚieƐ 
m

ust be accounted for separately from
 the activities of its ow

ners, 
all other persons, and other entities. This m

eans that, w
hen an 

ow
ner purchases property for personal use, the property is not an 

asset of the business. 

U
N

IT-O
F-M

EASU
RE ASSU

M
PTIO

N
U

nder the unit-of-m
easure assum

ption, each business entity 
accounts for and reports its financial results prim

arily in term
s of the 

national m
onetary unit (e.g., dollars in the U

nited States, yen in 
Japan, and euros in Germ

any).

CO
N

TIN
U

ITY ASSU
M

PTIO
N

U
nder the continuity assum

ption (som
etim

es called the going-
concern assum

ption ), a business norm
ally is assum

ed to continue 
operating long enough to m

eet its contractual com
m

itm
ents and 

plans. If a com
pany w

as not expected to continue, for exam
ple, 

due to the likelihood of bankruptcy, then its assets and liabilities 
should be valued and reported on the balance sheet as if the 

com
pany w

ere to be liquidated (that is, discontinued, w
ith all of its 

assets sold and all debts paid). In future chapters, unless otherw
ise 

indicated, w
e assum

e that businesses m
eet the continuity 

assum
ption.

TIM
E PERIO

D ASSU
M

PTIO
N

The tim
e period assum

ption, provides guidance on m
easuring 

revenues and expenses that w
e w

ill introduce in Chapter 3.
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ELEMENT OF BALANCE SHEET
ASSETS

Assets are econom
ic resources w

ith probable future benefits ow
ned or 

controlled by an entity as a result of past transactions.  To be reported, assets 
m

ust have a m
easurable, verifiable value, usually based on the purchase price. 

How
ever, subsequent to acquisition, so as not to m

islead users by reporting a 
value for the assets that is too high, m

anagers use judgm
ent (and past 

eǆpeƌienceͿ ƚo deƚeƌm
ine an acqƵiƌed aƐƐeƚƐ͛ m

oƐƚ likelǇ fƵƚƵƌe benefiƚ͘ AƐƐeƚƐ 
are m

easured initially under the historical cost principle (or cost principle). That 
is, on the acquisition date, cash paid plus the dollar value of all noncash 

considerations (any assets, privileges, or rights) given in the exchange becom
e 

the historical cost of a new
 asset. 

CU
RREN

T ASSETS 
Current assets are assets that w

ill be used or turned into cash 
w

ithin one year. Inventory is alw
ays considered a current asset 

regardless of the tim
e needed to produce and sell it.

LO
N

G
 TERM

 O
R N

O
N

 CU
RREN

T ASSETS
All other assets are considered long term

 (or noncurrent). That 
is, they are to be used or turned into cash beyond the com

ing 
year.

LIABILITIES 
LiabiliƚieƐ aƌe pƌobable debƚƐ oƌ obligaƚionƐ ;claim

Ɛ ƚo a com
panǇ

Ɛ͛ ƌeƐoƵƌceƐͿ ƚhaƚ 
ƌeƐƵlƚ fƌom

 a com
panǇ

Ɛ͛ paƐƚ ƚƌanƐacƚionƐ and ǁ
ill be paid ǁ

iƚh aƐƐeƚƐ oƌ ƐeƌǀiceƐ͘ 
Entities that a com

pany ow
es m

oney to are called creditors. 

CU
RREN

T LIABILITIES 
Current liabilities are obligations that w

ill be settled by 
providing cash, goods, or services w

ithin the com
ing year. 

Just as assets are reported in order of liquidity, liabilities are 
usually listed on the balance  sheet in order of m

aturity (how
 

Ɛoon an obligaƚion iƐ ƚo be paidͿ͘ LiabiliƚieƐ ƚhaƚ Papa John
Ɛ͛  ǁ

ill 
need to pay or settle w

ithin the com
ing year (w

ith cash, 
services, or other current assets)  are classified as current 

liabilities. Distinguishing current assets and current liabilities 
assists  external users of the financial statem

ents in assessing 
the am

ounts and tim
ing of future cash  flow

s.

STO
CKHO

LDERS͛ EQ
U

ITY
STO

CKHO
LDERS͛ EQ

U
ITY ; alƐo called oǁ

neƌƐ͛ eqƵiƚǇ oƌ 
ƐhaƌeholdeƌƐ͛ eqƵiƚǇͿ is the financing provided by the ow

ners and 
business operations.O

w
ner-provided cash (and som

etim
es other 

assets) is referred to as contributed capital. O
w

ners invest in the 
business and receive shares of stock as evidence of ow

nership. 
O

w
ners w

ho invest (or buy stock) in a com
pany hope to benefit 

from
 their investm

ent in tw
o w

ays: receipts of dividends, w
hich are 

a diƐƚƌibƵƚion of a com
panǇ

Ɛ͛ eaƌningƐ ;a ƌeƚƵƌn on ƚhe 
ƐhaƌeholdeƌƐ͛ inǀeƐƚm

enƚͿ͕ and gains from
 selling the stock for 

m
ore than they paid (know

n as capital gains ). Earnings that are 
not distributed to the ow

ners but instead are reinvested in the 
business by m

anagem
ent are called retained earnings. 

CO
N

TRIBU
TED CAPITAL

Contributed capital results from
 ow

ners providing cash (and 
som

etim
es other assets) to the business.

RETAIN
ED EARN

IN
G

S 
Retained earnings refers to the cum

ulative earnings of a 
com

pany that are not distributed to the ow
ners and are 

reinvested in the business.
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EXCEPTIO
N

S TO
 THE M

EASU
REM

EN
T AN

D REPO
RTIN

G
 PRIN

CIPLES

M
ATERIALITY

M
ateriality exception suggests that sm

all am
ounts that are not likely to 

inflƵence a ƵƐeƌƐ͛ deciƐion can be accoƵnƚed foƌ in ƚhe m
oƐƚ coƐƚ-

beneficial m
anner.A

For exam
ple, pencil sharpeners that a com

pany purchases represent 
equipm

ent w
ith a life that usually is greater than one yearͶ

a noncurrent 
asset. How

ever, the cost of keeping track of, m
easuring, and reporting 

these inexpensive item
s as a noncurrent asset likely exceeds any value to 

ƵƐeƌƐ͛ deciƐionƐ͘ InƐƚead͕ ƚhe pencil ƐhaƌpeneƌƐ can be ƌecoƌded aƐ an 
expense w

hen purchased. For expediency, m
any com

panies have a 
threshold lim

it that is applied to low
-cost equipm

ent acquisitions (e.g., 
anything under $500 is expensed, not recorded as an asset). Throughout 
ƚhe ƚeǆƚ͕ ƵnleƐƐ ƚold oƚheƌǁ

iƐe͕ aƐƐƵm
e all am

oƵnƚƐ aƌe m
aƚeƌial ƚo ƵƐeƌƐ͛ 

decisions.

CO
N

SERVATISM
 

Conservatism
 exception suggests that care should be taken not to 

overstate assets and revenues or understate liabilities and expenses.

For inform
ation to be useful, it m

ust not m
islead users. The conservatism

 
exception suggests that, w

hen options in m
easurem

ent exist and no 
option is better than any other, accountants should apply the m

ethods 
that do not overstate assets and revenues or understate liabilities and 

expensesͶ
that is, they should choose conservative m

ethods.
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NATURE OF BUSINESS TRANSACTIONS

TRAN
SACTIO

N
Accounting focuses on certain events that have an 

econom
ic im

pact on the entity. Those events that are 
recorded as part of the accounting process are called 
transactions. The first step in translating the results of 

business events to financial statem
ent num

bers is 
determ

ining w
hich events to include.

A transaction is (1) an exchange of assets or services 
for assets, services, or prom

ises to pay betw
een a 

business and one or m
ore external parties to a 

business or (2) a m
easurable internal event such as 

the use of assets in operations.
As the definitions of assets and liabilities indicate, only 

econom
ic resources and debts resulting from

 past 
transactions are recorded on the balance sheet. 

Transactions include tw
o types of events:

EXTERN
AL EVEN

TS 
These are exchanges of assets, goods, or services by 

one party for assets, services, or prom
ises to pay 

(liabilities) by one or m
ore other parties. Exam

ples 
include the purchase of a m

achine from
 a supplier, 

sale of m
erchandise to custom

ers, borrow
ing cash 

from
 a bank, and investm

ent of cash in the business 
by the ow

ners.

IN
TERN

AL EVEN
TS

These include certain events that are not exchanges 
betw

een the business and other parties but 
nevertheless have a direct and m

easurable effect on 
the entity. Exam

ples include using up insurance paid 
in advance and using buildings and equipm

ent over 
several years.

Some important events that have a future economic impact on a company, however, 
are not reflected in the financial statements. In most cases, signing a contract is not 
considered to be a transaction  because it involves only the exchange of promises, 
not of assets such as cash, goods, services, or property. 
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ACCO
U

N
TS

To accum
ulate the dollar effect of transactions on each financial statem

ent item
, 

organizations use a standardized form
at called an account. The resulting balances 

are kept separate for financial statem
ent purposes. To facilitate the recording of 

transactions, each com
pany establishes a chart of accounts , a list of all account 

titles and their unique num
bers. The accounts are usually organized by financial 

statem
ent elem

ent, w
ith asset accounts listed first, follow

ed by liability, 
ƐƚockholdeƌƐ͛ eqƵiƚǇ͕

 ƌeǀenƵe͕ and eǆpenƐe accoƵnƚƐ in ƚhaƚ oƌdeƌ͘ EǀeƌǇ com
panǇ 

creates its ow
n chart of accounts to fit the nature of its business activities. The 

accounts you see in the financial statem
ents of m

ost large corporations are actually 
sum

m
ations (or aggregations) of a num

ber of specific accounts in their 
recordkeeping system

.

M
anageƌƐ͛ bƵƐineƐƐ deciƐionƐ ofƚen ƌeƐƵlƚ in ƚƌanƐacƚionƐ ƚhaƚ affecƚ ƚhe financial 

statem
ents. For exam

ple, decisions to expand the num
ber of stores, advertise a 

new
 product, change an em

ployee benefit package, and invest excess cash w
ould 

all affect the financial statem
ents. Som

etim
es these decisions have unintended 

consequences as w
ell. The decision to purchase additional inventory for cash in 

anticipation of a m
ajor sales initiative, for exam

ple, w
ill increase inventory and 

decrease cash. But if there is no dem
and for the additional inventory, the low

er 
caƐh balance ǁ

ill alƐo ƌedƵce ƚhe com
panǇ

Ɛ͛ abiliƚǇ ƚo paǇ iƚƐ oƚheƌ obligaƚionƐ͘ 
Because business decisions often involve an elem

ent of risk, m
anagers should 

understand exactly how
 transactions im

pact the financial statem
ents. The process 

for determ
ining the effects of transactions is called transaction analysis.<
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PRINCIPLES OF TRANSACTION ANALYSIS

Transaction analysis is 
the process of studying 

a transaction to 
determ

ine its econom
ic 

effect on the entity in 
term

s of the accounting 
equation (also know

n 
as the fundam

ental 
accounting m

odel ).

Every transaction affects at least tw
o accounts; correctly 

identifying those accounts and the direction of the effect 
(w

hether an increase or a decrease) is critical.
The idea that every transaction has at least tw

o effects 
on the basic accounting equation is know

n as the D
UAL 

EFFECTS CO
N

CEPT. M
ost transactions w

ith external 
parties involve an exchange by w

hich the business entity 
both receives som

ething and gives up som
ething in 

return.

The accounting equation m
ust rem

ain in balance after each 
transaction. That is, total assets (resources) m

ust equal total 
liabiliƚieƐ and ƐƚockholdeƌƐ͛ eqƵiƚǇ ;claim

Ɛ ƚo ƌeƐoƵƌceƐͿ͘ If all 
correct accounts have been identified and the appropriate 

direction of the effect on each account has been determ
ined, 

the equation should rem
ain in balance. A system

atic 
transaction analysis includes the follow

ing steps, in this order:
Step 1: Identify and classify accounts and effects

■
Identify the accounts (by title) affected, m

aking sure that at 
least tw

o accounts change. Ask yourself: W
hat w

as received 
and w

hat w
as given?

■
Classify them

 by type of account. W
as each account an asset 

;AͿ͕ a liabiliƚǇ ;LͿ͕ oƌ a ƐƚockholdeƌƐ͛ eqƵiƚǇ ;SEͿ͍
■

Determ
ine the direction of the effect. Did the account 

incƌeaƐe ; н Ϳ oƌ decƌeaƐe ; о Ϳ͍
Step 2: Verify accounting equation is in balance

■
Verify that the accounting equation (A = L + SE) rem

ains in 
balance.

Success in performing transaction analysis depends on a clear understanding 
of these principles. 
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As noted earlier, not all-im
portant business activities result in a 

transaction that affects the financial statem
ents. M

ost 
im

portantly, signing a contract involving the exchange of tw
o 

prom
ises to perform

 does not result in an accounting transaction 
that is recorded. For exam

ple͕ if Papa John͛Ɛ Ɛenƚ an oƌdeƌ foƌ 
m

ore napkins to its paper supplier and the supplier accepted the 
order but did not fill it im

m
ediately, no transaction took place. As 

soon aƐ ƚhe goodƐ aƌe Ɛhipped ƚo Papa John͛Ɛ͕ hoǁ
eǀeƌ͕ ƚhe 

supplier has given up its inventory in exchange for a prom
ise 

fƌom
 Papa John͛Ɛ ƚo paǇ foƌ ƚhe iƚem

Ɛ in ƚhe neaƌ fƵƚƵƌe͕ and 
Papa John͛Ɛ haƐ eǆchanged iƚƐ pƌom

iƐe ƚo paǇ foƌ ƚhe ƐƵpplieƐ iƚ 
receives. Because a prom

ise has been exchanged for goods, a 
transaction has taken place. Boƚh Papa John͛Ɛ and ƚhe ƐƵpplieƌ͛Ɛ 
statem

ents w
ill be affected. 
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EXEM
PLE O

F TAN
SACTIO

N
S 

  

Events (a) and (b) are financing 
transactions. Com

panies that 
need cash for investing purposes 

(to buy or build additional 
facilities) often seek funds by 
selling stock to investors as in 

event (a) or by borrow
ing from

 
creditors as in event (b). 
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 N
otice that m

ore than tw
o 

accounts w
ere affected by 

transaction (c). 

The effects are included in the 
chart that follow

s transaction (f). 

The effects are included in the 
chart that follow

s transaction (f). 
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The effects are included in the 
chart that follow

s. 
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HO
W

 DO
 CO

M
PAN

IES KEEP TRACK O
F ACCO

U
N

T BALAN
CES? 

To handle the m
ultitude of daily transactions that a business generates, com

panies establish 
accounting system

s, usually com
puterized, that follow

 a cycle: 

During the accounting period, transactions that result in exchanges betw
een the com

pany and other external 
parties are analyzed and recorded in the general journal in chronological order, and the related accounts are 
updated in the general ledger. These form

al records are based on tw
o very im

portant tools used by accountants: 
journal entries and T-accounts. From

 the standpoint of accounting system
s design, these analytical tools are a 

m
ore efficient w

ay to reflect the effects of transactions, determ
ine account balances, and prepare financial 

statem
ents. 
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To rem
em

ber w
hich accounts 

debits, increase and w
hich 

accounts credits increase, recall 
that a debit (left) increases asset 
accounts because assets are on the 
left side of the accounting 
equation (A = L + SE). Sim

ilarly, a 
credit (right) increases liability and 
ƐƚockholdeƌƐ͛ eqƵiƚǇ accounts 
because they are on the right side 
of the accounting equation. 

 DEBIT (dr) is on the left side of an 
account. 

CREDIT (cr) is on the right side of an 
account. 
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AN
ALYTICAL TO

O
LS - TH

E JO
U

RN
AL EN

TRY 

A JO
U

RN
AL EN

TRY is an accounting 
m

ethod for expressing the effects of a 
transaction on accounts in a debits-equal-

credits form
at. 

� 
It is useful to include a date or som

e form
 of reference for each transaction. The 

debited accounts are w
ritten first (on top) w

ith the am
ounts recorded in the left 

colum
n. The credited accounts are w

ritten below
 the debits and are usually indented 

in m
anual records; the credited am

ounts are w
ritten in the right colum

n. The order of 
the debited accounts or credited accounts does not m

atter, as long as the debits are 
on top and the credits are on the bottom

 and indented to the right. 
� 

Total debits ($10,000) equal total credits ($2,000 + $8,000). 
� 

Three accounts are affected by this transaction. Any journal entry that affects m
ore 

than tw
o accounts is called a com

pound entry. Although this is the only transaction in 
ƚhe Papa John͛Ɛ illƵƐƚƌaƚion ƚhaƚ affecƚƐ m

oƌe ƚhan ƚǁ
o accoƵnƚƐ͕ m

anǇ ƚƌanƐacƚionƐ in 
subsequent chapters require a com

pound journal entry. 
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By them
selves, JO

U
RN

AL EN
TRIES do not provide the balances in accounts. After the journal entries have been 

recorded, the bookkeeper posts (transfers) the dollar am
ounts to each account affected by the transaction to 

determ
ine the new

 account balances. (In m
ost com

puterized accounting system
s, this happens autom

atically). As 
a group, the accounts are called a G

EN
ERAL LEDG

ER. In the m
anual accounting system

 used by som
e sm

all 
organizations, the ledger is often a three-ring binder w

ith a separate page for each account. In a com
puterized 

system
, accounts are stored on a disk. O

ne very useful tool for sum
m

arizing the transaction effects and 
determ

ining the balances for individual accounts is a T-ACCO
U

N
T, a sim

plified representation of a ledger 
account.  

 

T-ACCO
U

N
T 
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SU
M

M
ARY CHAPTER 2 

CU
RREN

T RATIO
 

Current ratio m
easures the ability of the com

pany to pay its 
short-term

 obligations w
ith current assets. Although a ratio 

betw
een 1.0 and 2.0 indicates sufficient current assets to 

m
eet obligations w

hen they com
e due, m

any com
panies w

ith 
sophisticated cash m

anagem
ent system

s have ratios below
 

1.0.: 
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1. Define the objective of financial reporting, the elem
ents of the balance sheet, and the related key accounting assum

ptions and principles. p. 45  
x 

The prim
ary objective of external financial reporting is to provide useful econom

ic inform
ation about a business to help external parties, prim

arily investors and creditors, 
m

ake sound financial decisions.  
x 

Q
ualitative characteristics of useful financial inform

ation are relevancy (possessing predictive and feedback value and being tim
ely) and reliability (neutral, representative of 

reality, and verifiable). Inform
ation should also be com

parable to other com
panies and be consistent over tim

e.  
x 

Elem
ents of the balance sheet:  

a. AssetsͶ
probable future econom

ic benefits ow
ned by the entity as a result of past transactions.  

b. LiabilitiesͶ
probable debts or obligations acquired by the entity as a result of past transactions, to be paid w

ith assets or services.  
c. SƚockholdeƌƐ͛ eqƵiƚǇͶ

the financing provided by the ow
ners and by business operations.  

x 
Key accounting assum

ptions, principles, and constraints:  
a. Separate-entity assum

ptionͶ
transactions of the business are accounted for separately from

 transactions of the ow
ner.  

b. U
nit-of-m

easure assum
ptionͶ

financial inform
ation is reported in the national m

onetary unit.  
c. Continuity (going-concern) assum

ptionͶ
a business is expected to continue to operate into the foreseeable future.  

d. Historical cost principleͶ
financial statem

ent elem
ents should be recorded at the cash equivalent cost on the date of the transaction.  

e. ConstraintsͶ
the benefits of providing inform

ation should outw
eigh the costs, im

m
aterial am

ounts (those that do not affect a decision) can be accounted for in the 
least costly, m

ost expedient m
anner, inform

ation should be conservative (assets and revenues are not overstated and liabilities and expenses are not understated), and 
industry practices are acceptable. 

2. Identify w
hat constitutes a business transaction and recognize com

m
on balance sheet account titles used in business. p. 50  

A transaction includes:  
x 

An exchange of cash, goods, or services for cash, goods, services or prom
ises betw

een a business and one or m
ore external parties to a business, 

O
r 

x 
A m

easurable internal event, such as adjustm
ents for the use of assets in operations. 

An account is a standardized form
at that organizations use to accum

ulate the dollar effects of transactions related to each financial statem
ent item

. Typical balance sheet account 
titles include the follow

ing:  
x 

Assets: Cash, Accounts Receivable, Inventory, Prepaid Expenses, and Buildings and Equipm
ent.  

x 
Liabilities: Accounts Payable, N

otes Payable, Accrued Expenses Payable, U
nearned Revenues, and Taxes Payable.  

x 
SƚockholdeƌƐ͛ EqƵiƚǇ͗ ConƚƌibƵƚed Capiƚal and Retained Earnings. 

3. Apply transaction analysis to sim
ple business transactions in term

s of the accounting m
odel: Assets = Liabilities + SƚŽcŬhŽůdeƌƐ͛ Equity. p. 52  

To determ
ine the econom

ic effect of a transaction on an entity in term
s of the accounting equation, each transaction m

ust be analyzed to determ
ine the accounts (at least tw

o) 
that are affected. In an exchange, the com

pany receives som
ething and gives up som

ething. If the accounts, direction of the effects, and am
ounts are correctly analyzed, the 

accounting equation w
ill stay in balance. The transaction analysis m

odel is: 

                                                                                 
 

SU
M

M
ARY CHAPTER 2 
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4. Determ
ine the im

pact of business transactions on the balance sheet using tw
o basic tools, journal entries and T-accounts. p. 57 

x 
Journal entries express the effects of a transaction on accounts in a debits-equal-credits form

at. The accounts and am
ounts to be debited are listed first. Then the accounts 

and am
ounts to be credited are listed below

 the debits and indented, resulting in debit am
ounts on the left and credit am

ounts on the right. 

                                          
 

x 
T-accounts sum

m
arize the transaction effects for each account. These tools can be used to determ

ine balances and dƌaǁ
 infeƌenceƐ aboƵƚ a com

panǇ͛Ɛ acƚiǀiƚieƐ͘ 

                                                         
 

5. Prepare a sim
ple classified balance sheet and analyze the com

pany using the current ratio. p. 66  
Classified balance sheets are structured as follow

s:  
x 

Assets are categorized as current assets (those to be used or turned into cash w
ithin the year, w

ith inventory alw
ays considered a current asset) and noncurrent assets, such 

as long-term
 investm

ents, property and equipm
ent, and intangible assets.  

x 
Liabilities are categorized as current liabilities (those that w

ill be paid w
ith current assets) and long-term

 liabilities.  
x 

SƚockholdeƌƐ͛ eqƵiƚǇ accoƵnƚƐ aƌe liƐƚed aƐ ConƚƌibƵƚed Capiƚal fiƌƐƚ͕ folloǁ
ed bǇ Reƚained EaƌningƐ͘ 

The current ƌaƚio ;CƵƌƌenƚ AƐƐeƚƐ р CƵƌƌenƚ LiabiliƚieƐͿ m
eaƐƵƌeƐ a com

panǇ͛Ɛ liqƵidiƚǇ͕ ƚhaƚ iƐ͕ ƚhe abiliƚǇ of ƚhe com
panǇ ƚo paǇ iƚƐ Ɛhort-term

 obligations w
ith current assets. 

6. Identify investing and financing transactions and dem
onstrate how

 they are reported on the statem
ent of cash flow

s. p. 70  
A statem

ent of cash flow
s reports the sources and uses of cash for the period by the type of activity that generated the cash flow

: operating, investing, and financing. Investing 
activities include purchasing and selling long-term

 assets and m
aking loans and receiving principal repaym

ents from
 others. Financing activities are borrow

ing and repaying to banks 
the principal on loans, issuing and repurchasing stock, and paying dividends. In this chapter, w

e discussed the fundam
ental accounting m

odel and transaction analysis. Journal 
entries and T-accounts w

ere used to record the results of transaction analysis for investing and financing decisions that affect balance sheet accounts. In Chapter 3, w
e continue our 

detailed look at the financial statem
ents, in particular the incom

e statem
ent. The purpose of Chapter 3 is to build on your know

ledge by discussing the m
easurem

ent of revenues 
and expenses and illustrating the transaction analysis of operating decisions.   
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The O
PERATIN

G
 (CASHTO

-CASH) CYCLE 
is the tim

e it takes for a com
pany to pay cash to 

suppliers, sell goods and services to custom
ers, 

and collect cash from
 custom

ers.

The long-term
 objective for any business is to turn cash into m

ore cash. If a com
pany 

is to stay in business, this excess cash m
ust be generated from

 operations (that is, 
from

 the activities for w
hich the business w

as established), not from
 borrow

ing 
m

oney or selling long-lived assets.

Com
panies (1) acquire inventory and the services of em

ployees and (2) sell inventory 
or services to custom

ers. The operating (or cash-to-cash) cycle begins w
hen a 

com
pany receives goods to sell (or, in the case of a service com

pany, has em
ployees 

w
ork), pays for them

, and sells to custom
ers; it ends w

hen custom
ers pay cash to the 

com
pany. The length of tim

e for com
pletion of the operating cycle depends on the 

nature of the business.

Shortening the operating cycle by creating incentives that encourage custom
ers to buy sooner and/or pay faster im

proves a com
panǇ͛Ɛ 

cash flow
s. M

anagers know
 that reducing the tim

e needed to turn cash into m
ore cash (that is, shortening the operating cycle) m

eans 
higher profit and faster grow

th. W
ith the excess cash, m

anagers m
ay purchase additional inventory or other assets for grow

th, repay 
debt, or distribute it to ow

ners as dividends. U
ntil a com

pany ceases its activities, the operating cycle is repeated continuously. 
How

ever, deciƐion m
akeƌƐ ƌeqƵiƌe infoƌm

aƚion peƌiodicallǇ aboƵƚ ƚhe com
panǇ͛Ɛ financial condiƚion and perform

ance. To m
easure 

incom
e for a specific period of tim

e, accountants follow
 the tim

e period assum
ption, w

hich assum
es that the long life of a com

pany can 
be reported in shorter tim

e periods, such as m
onths, quarters, and years. Tw

o types of issues arise in reporting periodic incom
e to 

users: 

� 
Recognition issues: W

hen should the effects of operating activities be recognized (recorded)?  

� 
M

easurem
ent issues: W

hat am
ounts should be recognized? 
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It show
s a recent incom

e statem
ent for Papa 

John͛Ɛ. It has m
ultiple subtotals, such as 

operating incom
e and incom

e before incom
e 

taxes. This form
at is know

n as M
U

LTIPLE STEP 
and is very com

m
on. 

O
PERATIN

G
 REVEN

U
ES 

Revenues are defined as increases in assets or settlem
ents of liabilities 

from
 ongoing operations of the business. O

perating revenues result 
fƌom

 ƚhe Ɛale of goodƐ oƌ ƐeƌǀiceƐ͘ W
hen Papa John͛Ɛ ƐellƐ pizza to 

consum
ers or supplies to franchisees, it has earned revenue. W

hen 
revenue is earned, assets, usually Cash or Accounts Receivable, often 
increase. Som

etim
es if a custom

er pays for goods or services in 
advance, a liability account, usually Unearned (or Deferred) Revenue, is 
created. At this point, no revenue has been earned. There is sim

ply a 
receipt of cash in exchange for a prom

ise to provide a good or service in 
the future. W

hen the com
pany provides the prom

ised goods or services 
to the custom

er, the revenue is recognized, and the liability settled. 

 

O
PERATIN

G
 EXPEN

SES 

Som
e students confuse the term

s expenditures and expenses. An 
expenditure is any outflow

 of cash for any purpose, w
hether to buy 

equipm
ent, pay off a bank loan, or pay em

ployees their w
ages. 

Expenses are decreases in assets or increases in liabilities from
 ongoing 

operations incurred to generate revenues during the period. Therefore, 
w

hile not all cash expenditures are expenses, expenses are necessary 
to generate revenues. 

Papa John͛Ɛ paǇƐ em
ploǇeeƐ ƚo m

ake and Ɛeƌǀe food͕ ƵƐeƐ elecƚƌiciƚǇ ƚo 
operate equipm

ent and light its facilities, advertises its pizza, and uses 
food and paper supplies. W

ithout incurring ƚheƐe eǆpenƐeƐ͕ Papa John͛Ɛ 
could not generate revenues. Although som

e of the expenses m
ay 

result from
 expenditures of cash at the tim

e they are incurred, som
e 

expenses m
ay be incurred after cash has been paid and others m

ay be 
incurred before cash is paid. W

hen an expense is incurred, assets such 
as Supplies decrease (are used up) or liabilities such as Salaries Payable 
or U

tilities Payable increase. 

O
THER ITEM

S 

N
ot all activities affecting an incom

e statem
ent are, how

ever, central to ongoing operations. Any revenues, 
expenses, gains, or losses that result from

 these other activities are not included as part of operating incom
e 

but are instead categorized as O
ther Item

s. Typically, these include: 

■ Investm
ent Incom

e (or Investm
ent, Interest, or Dividend Revenue  

■ Interest Expense 

■ Gains (or Losses) on Sales of Assets.  
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IN
CO

M
E TAX EXPEN

SE 

Adding and subtracting other item
s to operating incom

e gives a subtotal of 
Incom

e before Incom
e Taxes (or pretax incom

e). Incom
e Tax Expense 

(also called Provision for Incom
e Taxes) is the last expense listed on the 

incom
e statem

ent before determ
ining net incom

e. All profit-m
aking 

corporations are required to com
pute incom

e taxes ow
ed to federal, state, 

and foreign governm
ents. Incom

e tax expense is calculated as a 
percentage of pretax incom

e determ
ined by applying the tax rates of the 

federal, state, local, and foreign taxing authorities.  

 

EARN
IN

G
S PER SHARE 

Corporations are required to disclose earnings per share on the incom
e statem

ent or in the notes to the 
financial statem

ents. This ratio is w
idely used in evaluating the operating perform

ance and profitability of 
a com

pany. At this introductory level, w
e can com

pute earnings per share sim
ply as net incom

e divided 
by the average num

ber of shares of stock outstanding (N
et Incom

e ÷ Average N
um

ber of Shares of Stock 
O

utstanding). Please note, how
ever, that the calculation of the ratio is actually m

uch m
ore com

plex and 
beyond the scope of this course. 
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 EBIT 

Earnings before interest and taxes (EBIT) is a com
pany's net incom

e before incom
e tax expense and interest expense have been deducted. EBIT is used to analyze the perform

ance of a 
com

pany's core operations w
ithout tax expenses and the costs of the capital structure influencing profit. The follow

ing form
ula is used to calculate EBIT: 

EBIT= N
I + IE + TE   

w
here: N

I = N
et incom

e, IE = Interest expense, TE = Tax expense 
Since net incom

e is a figure that doesn't include interest expense and tax expense, they need to be added back to calculate EBIT. EBIT is often referred to as operating incom
e since they 

both exclude taxes and interest expenses in their calculations. How
ever, there are tim

es w
hen operating incom

e can differ from
 EBIT. 

 EBT 

Earnings before tax (EBT) reflects the operating profit that has been realized before accounting for taxes, w
hile EBIT excludes both taxes and interest paym

ents. EBT is calculated by taking 
net incom

e and adding taxes back in to calculate a com
pany's profit.  By rem

oving tax liabilities, investors can use EBT to evaluate a firm
's operating perform

ance after elim
inating a 

variable outside of its control. In the U
nited States, this is m

ost useful for com
paring com

panies that m
ight have different state taxes or federal taxes. EBT and EBIT are sim

ilar to each 
other and are both variations of EBITDA. 

 EBITDA 

EBITDA or earnings before interest, taxes, depreciation, and am
ortization is another w

idely used indicator to m
easure a com

pany's financial perform
ance and project earnings potential. 

EBITDA strips out debt financing as w
ell as depreciation, and am

ortization expenses w
hen calculating profitability. It also excludes taxes and interest expenses on debt. As a result, EBITDA 

helps to drill dow
n to the profitability of a com

pany's operational perform
ance. EBITDA can be calculated by taking net incom

e and adding back interest, taxes, depreciation, and 
am

ortization w
hereby: 

EBITDA = N
P + I + T + D + A 

w
here: 

N
P = N

et profit 

I = Interest 

T = Taxes 

D = Depreciation 

A = Am
ortization 
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 Return on equity (RO
E) and return on assets (RO

A) are tw
o of the m

ost im
portant m

easures for evaluating how
 effectively a com

panǇ͛Ɛ m
anagem

enƚ ƚeam
 iƐ doing iƚƐ job of m

anaging ƚhe 
capital entrusted to it. The prim

ary differentiator betw
een RO

E and RO
A is financial leverage or debt. Although RO

E and RO
A are different m

easures of m
anagem

ent effectiveness, the 
DuPont Identity form

ula show
s how

 closely related they are. 

                                                       
 

M
AIN

 DIFFEREN
CES 

The w
ay that a com

pany's debt is taken into account is the m
ain difference betw

een RO
E and RO

A. In the absence of debt, shareholder equity and the com
pany's total assets w

ill be 
equal. Logically, their RO

E and RO
A w

ould also be the sam
e. But if that com

pany takes on financial leverage, its RO
E w

ould rise above its RO
A. By taking on debt, a com

pany increases its 
assets thanks to the cash that com

es in. But since shareholder equity equals assets m
inus total debt, a com

pany decreases its equity by increasing debt. In other w
ords, w

hen debt 
increases, equity shrinks, and since shareholder equity is the RO

E's denom
inator, its RO

E, in turn, gets a boost. 

HO
W

 RO
A AN

D RO
E G

IVE A CLEAR PICTU
RE O

F CO
RPO

RATE HEALTH 

x 
RO

E: Let's calculate RO
E for the fictional com

pany Ed's Carpets. Ed's 2019 incom
e statem

ent puts its net incom
e at $3.822 billion. O

n the balance sheet, you'll find total stockholder 
equity for 2019 w

as $25.268 billion; in 2018 it w
as $6.814 billion. To calculate RO

E, average shareholders' equity for 2019 and 2018 ($25.268bn + $6.814bn ÷ 2 = $16.041 bn) and 
divide net incom

e for 2019 ($3.822 billion) by that average. You w
ill arrive at a return on equity of 0.23, or 23%

. This tells us that in 2019 Ed's Carpets generated a 23%
 profit on 

every dollar invested by shareholders. M
any professional investors look for a RO

E of at least 15%
. So, by this standard alone, Ed's Carpets' ability to squeeze profits from

 
shareholders' m

oney appears rather im
pressive. 

x 
RO

A: Let's look at Ed's again. You already know
 that it earned $3.822 billion in 2019 and you can find total assets on the balance sheet. In 2019, Ed's Carpets' total assets am

ounted 
to $448.507 billion. Its net incom

e divided by total assets gives a return on assets of 0.0085, or 0.85%
. This tells us that in 2019 Ed's Carpets earned less than 1%

 profit on the 
resources it ow

ned. This is an extrem
ely low

 num
ber. In other w

ords, this com
pany's RO

A tells a very different story about its perform
ance than its RO

E. Few
 professional m

oney 
m

anagers w
ill consider stocks w

ith a RO
A of less than 5%

. 

THE DIFFEREN
CE IS ALL ABO

U
T LIABILITIES 

The big factor that separates RO
E and RO

A is financial leverage or debt. The balance sheet's fundam
ental equation show

s how
 this is true: assets = liabilities + shareholders' equity. This 

equation tells us that if a com
pany carries no debt, its shareholders' equity and its total assets w

ill be the sam
e. It follow

s then that their RO
E and RO

A w
ould also be the sam

e. But if that 
com

pany takes on financial leverage, RO
E w

ould rise above RO
A. The balance sheet equationͶ

if expressed differentlyͶ
can help us see the reason for this: shareholders' equity = assets - 

liabilities. By taking on debt, a com
pany increases its assets, thanks to the cash that com

es in. But since equity equals assets m
inus total debt, a com

pany decreases its equity by increasing 
debt. In other w

ords, w
hen debt increases, equity shrinks, and since equity is the RO

E's denom
inator, RO

E, in turn, gets a boost. At the sam
e tim

e, w
hen a com

pany takes on debt, the 
total assetsͶ

the denom
inator of RO

AͶ
increase. So, debt am

plifies RO
E in relation to RO

A. Ed's balance sheet should reveal w
hy the com

pany's return on equity and return on assets 
w

ere so different. The carpet-m
aker carried an enorm

ous am
ount of debt, w

hich kept its assets high w
hile reducing shareholders' equity. In 2019, it had total liabilities that exceeded 

RETU
RN

 O
N

 EQ
U

ITY (RO
E) VS. RETU

RN
 O

N
 ASSETS (RO

A) 
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 $422 billionͶ

m
ore than 16 tim

es its total shareholders' equity of $25.268 billion. Because RO
E w

eighs net incom
e only against ow

ners' equity, it doesn't say m
uch about how

 w
ell a 

com
pany uses its financing from

 borrow
ing and issuing bonds. Such a com

pany m
ay deliver an im

pressive RO
E w

ithout actually being m
ore effective at using the shareholders' equity to 

grow
 the com

pany. RO
A, because its denom

inator includes both debt and equity, can help you see how
 w

ell a com
pany puts both these form

s of financing to use. 

THE BO
TTO

M
 LIN

E 

So, be sure to look at RO
A as w

ell as RO
E. They are different, but together they provide a clear picture of m

anagem
ent's effectiveness. If RO

A is sound and debt levels are reasonable, a 
strong RO

E is a solid signal that m
anagers are doing a good job of generating returns from

 shareholders' investm
ents. RO

E is certainly a "hint" that m
anagem

ent is giving shareholders 
m

ore for their m
oney. O

n the other hand, if RO
A is low

 or the com
pany is carrying a lot of debt, a high RO

E can give investors a false im
pression about the com

pany's fortunes. 

 


