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CAUTION


When you open the tutorial, you should see a normal spreadsheet.  If the cell area is filled with text-filled rectangles, Do not save the spreadsheet.  You will need close the Excel spreadsheet and change your settings as follows:

1. Select "Tools" from the "Menu" bar

2. Select "Macro."  You may need to move your mouse over the down arrow before "Macro" appears.

3. Select "Security."

4. Change the security setting from "High" to "Medium."

5. Select "Close."

6. Reload the Excel tutorial.

DUBLIN SMALL ANIMAL CLINIC, INC.

Dublin Small Animal Clinic is a basic accounting tutorial.  It consists of a three parts:

1. A simple case that describes the founding of a veterinarian clinic.

2. An Excel tutorial that:

a. Lets you press buttons to automatically record the journal entries needed to reflect the activities involved in the founding of Dublin Small Animal Clinic. 

b. Prepares financial statements from the journal entries.

c. Contains explanations that you can access by pressing any of three buttons at the upper right of the spreadsheet (Start Here, Double Entry Bookkeeping, or Technical Details) or by pressing help (H) buttons in cells F4 through O4.

d. Provides definitions as you pass your cursor over the red triangles.

3. This document, which consists of:

a. This two-page cover document, which explains how to begin the tutorial.

b. The following three Exhibits, which contain the exact text from the Tutorial.    That material is duplicated from the Excel tutorial because some users prefer a hard copy for reference as they work through the Excel tutorial.

i. Exhibit 1.  Material from “Start Here,” “Double Entry Bookkeeping,” and “Technical Details.

ii. Exhibit 2.  Material from the 10 Help (H) buttons in cells F4-O4.

iii. Exhibit 3.  Definitions from the red triangles.
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BEGIN THE TUTORIAL

Accounting is often called the language of business and it is almost like learning a foreign language.  The basics of bookkeeping are unintuitive and many accounting terms will be unfamiliar.  It is best to work through this tutorial quickly, and then repeat it several times over a period of at least two or three weeks.

You should begin by skimming the Dublin Small Animal Clinic case.  Once you are familiar with the case, skim the material in Exhibit 1, or from the following three buttons:  (1) Select the yellow “Start Here” button in cell A1.  When you finish reading that material, click the yellow “Clear” button in cell B1.  (2) Select the light blue “Double Entry Bookkeeping” button in cell A2 and clear it with the light blue “Clear” button in cell B2.  (3) Select the darker blue “Technical Details” button in cell a3, and clear it with the darker blue “Clear” button in cell B3.


Once you are familiar with the material in Exhibit 1 (or the three buttons), it is probably best to work through the tutorial quickly to learn the mechanics of the spreadsheet.  You can then repeat the tutorial one or more times as you focus on the details of accounting.  It is also probably best to begin by automatically making the journal entries one at a time.  To make the first journal entry, press the “E” (Enter) button in cell F4.  That automatically makes the journal entry for the first transaction (to clear an entry, press the Ce button next to the E button).  
Each journal entry is automatically entered in account balances (column D) associated with the balance sheet or income statement, and then shown on the financial statements (column E).  The financial statements in this tutorial consist of the balance sheet and the income statement.  The balance sheet shows the firms assets, liabilities, and owners’ equity as of the end of the period.  The income statement shows the firm’s performance during a period of time.

Normally you need to decide what to debit and credit and then make a journal entry.  You would next record the journal entry in a general ledger and then prepare financial statements from the general ledger.  This tutorial does that for you.  It also provides an explanation of each journal entry.

To obtain an explanation for the first journal entry, select the help (“H”) button in Cell F4.  To clear an explanation, press the “Ch” button (Clear help) next to the H button.  Each journal entry has a help button associated with it and each help button must be closed using the “Ch” button next to it.  These explanations are also repeated in Exhibit 2.  As you place your mouse over a cell with a red triangle, a definition will appear for the term in that cell (if you have scrolled to the right so column F is hidden, parts of the definitions will be hidden).


After you make the first entry, make the additional nine journal entries at your own pace.  Use the help buttons as necessary, and observe the effect of each journal entry on the balance sheet and income statement.  As you make journal entries, the tutorial automatically updates the General ledger (column D) and the income statement and balance sheet (column E).  When you have clicked all 10 Enter (“E”) buttons, the income statement and balance sheet are complete.  If you would like to see the results without clicking all 10 buttons, select the “Enter 1st Part” button in cell C1.  That makes all journal entries prior to the section on Accrual Accounting.  Press “Clear 1st Part” in Cell C2 to clear those entries.  Press the “Enter All” button in cell C2 to record all entries in the case.  To clear all entries, select the “Clear All” button in cell D2.


After you work through the tutorial once, repeat it at your own pace.  If you have questions, reread the definitions from the red triangles or reread the explanations from the Help (H) buttons or from the three buttons at the top left of the tutorial.  
Exhibit 1

Instructions

1. CONTENTS FROM THE “START HERE” BUTTON 

Background and Instructions.

     In 1494 a Luca Pacioli, a Franciscan monk and mathematician, published "Summa de Arithmetica, Geometria, Proportioni et Proportionalita," ("The Collected Knowledge of Arithmetic, Geometry, Proportion and Proportionality").  It was the most widely read mathematics book in Italy and one of the first books published on Gutenberg's press.  Using that textbook, Pacioli taught Leonardo da Vinci how to draw in perspective, as in "The Last Supper."

       Today Pacioli is far more famous for a segment of that book that described bookkeeping by the Venetian method.  Although the method had been in existence since the 1300s, Pacioli was the first person known to have described it in writing.

      It is the foundation of modern accounting.  The method has changed so little, and has proved to be so useful in so many settings, that someone trained in 1495 bookkeeping could probably quickly learn the accounting system in almost any business or not-for-profit organization in 2001, anywhere in the world.

     Accounting consists of three basic parts:

        a.  Double-entry bookkeeping, a system of recording business activity                                                                                         

             described in the next lower button, "Double Entry Bookkeeping."

        b.  Financial statements derived from double-entry bookkeeping records.

             This case uses two financial statements:  (a) the balance sheet, designed         

             to show a firm's value, and who owns it, and (b) the income statement,

             designed to show a firm's financial performance during a period of time.

        c.  The basic accounting rules.

       DOUBLE-ENTRY BOOKKEEPING

       Double-entry bookkeeping consists of preparing journal entries, recording them in a journal (General journal; second tab, below), and then entering them in a ledger (General ledger; third tab, below).

      To make the first journal entry in the case (formation of the company), simply select "E' in cell F4.  A positive number will appear in cell F7 and a negative number will appear in cell F15.  In a computer, a positive number represents a "Debit" and a negative number represents a "Credit."  The two entries in column 1 are a journal entry and columns 1-10 represent the General journal for Dublin Small Animal Clinic.  Those journal entries are summarized in column D, which represents DSAC's General Ledger.  For additional information, select the next lower button, "Double-entry bookkeeping."

FINANCIAL STATEMENTS

      Firms in the U.S. use three primary financial statements:  the balance sheet, the income statement, and the statement of cash flows.  This case uses only the first two.

     BALANCE SHEET.  The balance sheet is shown in Column E, rows 7-17.  Press "Enter All" in Column C2, which will make journal entries for all of the activities described in the case.  Note that in the balance sheet "Assets" ($74,700) equal "Liabilities plus Owners' Equity" ($74,700).  Also, note that both numbers are positive even though in the General Ledger (Column D) Liabilities and Owners' Equity have an opposite sign from the balance sheet (see Double-entry bookkeeping).

      INCOME STATEMENT.  The income statement is shown in Column E, Rows 23-29.  Note that the income statement shows net income of $ (1,300), or a loss.  Net income equals revenues minus expenses.  Since total revenues are $15,500, and total expenses are $16,800, the firm has lost $1,300 for July. 

     The balance sheet is as of a point in time, July 31, 2000, while the income statement is for a period of time, the month of July 2000.  Also note that in the income statement accounts, revenues and net income both change sign between column D, the General Ledger, and column E, the Income Statement.

      BASIC ACCOUNTING RULES

      MONEY MEASURE.   Accounting measures business activity in terms of money, not in terms of physical units.  Thus, accountants record inventory in terms of its cost, not the number of units in inventory.

      COST CONCEPT.   Accountants normally measure business activity in terms of the original cost, not in terms of current market value.  That principle has existed since Pacioli.  More recently, accountants now sometimes change the recorded cost to reflect market value.

      BUSINESS ENTITY.  Accountants measure activity for a business entity, not for individuals within the entity.

     GOING CONCERN.  Accountants assume the business will continue to operate for at least the intermediate term.  Thus, recorded costs are not changed to reflect their liquidation value.

     ACCOUNTING PERIOD.  Business activity is recorded for a specific period, such as net income for July 2000.

     ACCRUAL CONCEPT.  Accountants record not only those activities that result in cash exchanges but also try to match costs with revenues.  That is, they try to record costs in the same period as the revenues that were generated by the related cost expenditures.

       REALIZATION CONCEPT.  A set of rules to decide when to record revenues and expenses.

      CONSERVATISM.  When there is a choice of how to record business activity, accounting tends to favor the more conservative alternative.  That is, accounting favors recording expenses sooner rather than later and favors recording revenues later rather than sooner.  

      DUAL ASPECT.  The idea that for every business activity there is an offsetting activity.  That is, for everything a business receives, it must give up something.  If it receives revenues, it must exchange goods or services.  If it receives goods or services, it must give up cash or the rights to cash (liability).

           NOTE:  As you pass your cursor over a triangle, a comment appears with information about the associated cell.  If you scroll to the right and column F is not visible, some comment windows will be cut off.                                                                                                                                                               

        You may enter journal entries in columns F through O (1-10).  You may also make each entry automatically by pressing buttons labeled "E" in cells F4-O4.  Cells F4-O4 each contain four buttons:

        If you click “E (Enter)” in cell F4, the journal entry appears in column F.  Debits appear as positive numbers and credits as (negative) numbers.  “If you click “Ce" (Clear entry), the column is cleared.  If you click “H (Help)," an explanation window appears; if you click "Ch (Clear help)," the window disappears.

        You may make all of the entries in the first part of the case by pressing "Enter 1st part" in cell C1; cell D1 "Clear 1st part," clears those entries.  You may make all of the entries in the case by pressing "Enter All" in cell C2.  Press "Clear All" in cell D2 to clear those entries.  

     For each journal entry, debits should equal credits.  In a computer, and in this spreadsheet, debits are shown as positive numbers and credits as (negative) numbers.  To verify that debits equal credits, or that positive numbers equal negative numbers, the Cells F30-O30 total should equal zero.

2. CONTENTS FROM THE “DOUBLE ENTRY BOOKKEEPING” ENTRY

DOUBLE ENTRY BOOKKEEPING

     Double entry bookkeeping is highly unintuitive but it has changed little in 500 years because it is so useful.  The basic idea is that any transaction has two effects.  For example, a business may acquire an asset, but it must pay for it by: (1) exchanging another asset; (2) incurring a liability; or (3) giving up equity in the firm.  Similarly, a business may eliminate a liability by: (1) giving up an asset; (2) incurring a different liability; or (3) giving up equity in the firm,  

     Double entry bookkeeping requires offsetting entries for any activity:  debits equal credits.  That method provides a wealth of useful information.  It also provides a test for bookkeeping errors.   If debits equal credits, the accounts are in balance.  When entries were recorded by hand, it was common to transpose a number (record $ 4,119 instead of $ 4,191), and common to record a debit in the credit column.  The offsetting nature of double-entry bookkeeping helped accounts learn they had made an error (since debits did not equal credits) and also helped them locate the errors.

     In the past, that was important.  Now, accounting software verifies that debits equal credits for each journal entry (computers represent debits with "+" signs and credits with "–" signs).

      In the balance sheet, asset accounts usually have positive balances and liability and owners’ equity accounts usually have negative balances.  In the income statement, revenue accounts usually have negative balances and expense accounts usually have positive balances.

     For readability, accountants change signs for liability and owners’ equity accounts on the balance sheet.  As a result, in the general ledger, balance sheet accounts (assets, liabilities, and owners' equity) sum to zero.   In contrast, in a published balance sheet the sum of all asset accounts equals the sum of all liability and owners' equity accounts.

     The income statement, by tradition, accountants change the sign for revenue accounts.  As a result, all numbers on the income statement also normally have positive balances.

     Select "Technical Details" in cell A3 for additional details on accounting procedures.

3. CONTENTS FROM THE “TECHNICAL DETAILS” BUTTON

Technical details

     This spreadsheet is separated into several sections.  Cells A7- E19 contain balance sheet information while cells A21-E29 contain income statement information. 

     The balance sheet and income statement are prepared directly from a firm’s accounting records (from the General Ledger, which is shown in the third Tab of this spreadsheet, and also Column D in this tab).  Thus, column, D, which contains the General Ledger account balances, is used to prepare the balance sheet and income statement.

     Columns F-O let users enter journal entries that are automatically recorded in the account balances (column D) and in the balance sheet or income statement (column E).

     The balance sheet shows the firm’s assets in rows 7-10 and its liabilities and owners’ equity in rows 14-16.  The sum of the asset accounts (cell E11) equals the sum of the liabilities and owners’ equity accounts (cell E17).  In the general ledger (Row D), however, assets equals the negative of the sum of liabilities and owners' equity.  Thus, in column D the total of assets, liabilities, and owners' equity equals zero.

Exhibit 2
Journal Entry Explanations

1.  Record the sale of stock:  

      This journal entry records the formation of Dublin Small Animal Clinic (DSAC).  DSAC received an asset, cash and in exchange gave Dr. Saunders ownership of the firm.  If DSAC had sold $50,000 of stock to Dr. Saunders, and $25,000 of stock to her mother, Dr. Saunders would own 2/3 of the firm and her mother would own 1/3.  

     In a computer, and in this spreadsheet, debits are shown as positive numbers and credits as (negative) numbers.

     Debit: cash 



$75,000  

            Credit: common stock 


$75,000

          The asset and owner’s equity section of the balance sheet (cells D7 and D15) each increase by $75,000.  This entry has no effect on the income statement (rows 23-28).                                                 

        We debit cash and it increases.  If this is your first exposure to accounting, you may have two misconceptions.  First, you may believe that a debit makes you better off.  Second, you may believe that type of accounting is different from the accounting used by some firms, since when you are told your account is being credited you know you are better off.

      First, some debits indicate that you are better off while others indicate that you are worse off.  A debit to an asset account may indicate you are better off but a debit to an expense account indicates you are worse off.   Second, when a company tells you they are crediting your account you are better off but the company is worse off.  If you and the company were each keeping accounting records of the transaction, the company would credit your account and it would be worse off.  You, on the other hand, would debit an account on your own records and you would be better off.                                                       

       Traditionally, the book where journal entries are recorded is called the General Journal (middle Tab, below), which corresponds to columns F through O, rows 7-283.  Journal entries are then entered into a General Ledger (right tab, below), which contains detailed information for each account, such as Cash.

       At the end of a period, the balances in each account are used to prepare financial statements.  Accounting software and this spreadsheet, do that automatically.  For example, this spreadsheet sums all journal entries from columns f-O (entries 1-10) and shows that total in column D, rows 7-33.  This corresponds to the account balances in the General Ledger.

      Note, that the signs for liabilities and owners’ equity accounts change from column D to column E because of Double Entry Bookkeeping.  As we will see with later entries, signs also change for revenues.  That is, in our account balances (column D) liabilities show as credits or negative numbers.  On the balance sheet (column E) assets, liabilities, and owners' equity all normally show as positive numbers.

2.
This journal entry records the purchase of furniture and equipment for $60,000 on July 1, 2000.  

Furniture and equipment
$ 60,000


Cash


        $ 60,000

     This journal entry increases one asset account by $60,000 (furniture and equipment) and decreases another asset account (cash) by $60,000.  We still have assets of $75,000 but now they consist of $15,000 of cash and $60,000 of Furniture & Equipment.  DSAC still has no activity in its income statement.

    When we compare this and the previous journal entry, we can see observe a feature of double entry bookkeeping.  In the previous entry we increased an asset account and increased an equity account by recording a debit and a credit.  In this journal entry we increased one asset account and decreased a different asset account by recording a credit and a debit.

     With double entry bookkeeping, we debits always equal credits.  In a computer, positive numbers represent debits and negative numbers represent credits, so the sum of journal entries always equals zero.

      That equality greatly simplifies accounting.  Accountants make journal entries almost without thinking because they know that debits must equal credits.  It is still possible to make an error, but that equality eliminates many other possible errors.

      For example, suppose we had a system such that increases to accounts were always debits, or positive numbers, and decreases were always credits, or negative numbers.  In the first entry, we would increase an asset account and increase a liability account, so we would record two debits, or two positive numbers.  In the second entry, we would have recorded one debit, since the asset account "Furniture & equipment" increased and one credit, since the asset account "Cash" decreased.

     In other cases we would record two credits.  Without the requirement that debits equal credits, accountants could, in error, record two debits when they should record a debit and a credit, or two credits.  Thus, even though double entry bookkeeping is initially confusing and unintuitive, it prevents an entire class of errors.  Furthermore, until the advent of computers, these errors would have been extremely difficult to detect.

       With computers, programmers could prevent such errors.  However, double-entry bookkeeping is so intuitive for accountants that it is unlikely it will be replaced anytime soon.

3.    DSAC paid $5,000 in rent for July.  We must decide if this $5,000 cost is an expense or an asset.  If it has future value, it is an asset; if it has no future value it is an expense.

        Conceivably, we could argue that potential clients drove by the office in July, saw Dr. Saunders' sign, and will become clients in the future.  However, using the conservatism principle, that relationship is too tenuous for accountants to record rent as an asset.

      Dr. Saunders bought the right to use the office only for the Month of July.  As a result, accountants argue that the cost is used up by the end of July so it is expensed in July:


Rent expense

$5,000


        Cash


$5,000

     This entry decreases the asset account "Cash" and increases the expense account "Rent expense."  Thus, it affects both the balance sheet and the income statement.  

     The income statement shows an expense of $5,000.  In effect, DSAC has used $5,000 of its assets with, as of now, no offsetting benefits, so it a loss of $5,000.  This $5,000 loss on the income statement is transferred to the balance sheet account "Retained earnings."

       The sum of "Common stock" and "Retained earnings" equals Dr. Saunders' new ownership in the business.  It is $5,000 less than before because, as of now, the business suffered a $5,000 loss.  That will change as we record revenues and other expenses.         

4.    During July 2000 DSAC received $10,000 in cash from Dr. Saunders' clients.  An asset account, "Cash," increases and "Revenue" also increases.

          Cash
                          $10,000


  Revenues

          $10,000

     As in our previous journal entry, this entry affects both the balance sheet and the income statement.  And as in the previous journal entry, the entry that influences the income statement also indirectly influences the balance sheet because net income is added to "Retained earnings."

       Our income statement now shows a net income of $5,000 because our revenues ($10,000) exceed our expenses ($5,000).  That $5,000 appears in retained earnings, so now both assets and liabilities plus owners' equity have increased from $70,000 in the previous journal entry to $80,000 in this journal entry.

  On March 31 Verona Springs paid $180,000 in cash for a building and equipment that will last for 15 years. This is clearly an asset and clearly material enough that it must be recorded as an asset.

          Machinery and equipment
$180,000


  Cash



$180,000

     This increases one asset account (machinery and equipment; D10)) and decreases another asset account (Cash, D7).  There is no effect on the income statement.  The statement of cash flows shows that cash is lower by $180,000 because the firm used (invested) $180,000 of cash to buy machinery and equipment.

5.    During July DSAC paid $500 for drugs that were used to treat animals in July (negligible supplies remain in inventory).  As a result, the drugs are recorded as an expense.  Assets (Cash) decrease by $500 and Retained earnings also decrease by $500 because net income has been reduced from $5,000 to $4,500.

      Drug expense
                       $ 500


Cash
                                 $ 500

     If the drugs had not been used, then the debit would have been to an asset account titled "Inventory," as follows:

          Inventory                            $ 500


      Cash
                                 $ 500

6.     During July DSAC paid $300 for office supplies that were used in July (negligible supplies remain in inventory).  As in the case of drugs, we record this as an expense.  Assets (Cash) decrease by $300 and Retained earnings also decrease by $300 because net income has been reduced from $4,500 to $4,200.

      Office supplies expense             $ 300


Cash
                                      $ 300

     As with drugs, if the office supplies had not been used, the debit would have been to an asset account titled "Office supplies inventory":

          Office supplies inventory       $ 300


      Cash
                                        $ 300

7.    DSAC paid its employees, including Dr. Saunders, $9,000 for wages and benefits.  As in the case of rent, we could argue that some of this cost is an asset.  Almost certainly some employees worked to organize the business, which will have some long-term benefits.  However, the relationship between cost and future benefit is too indirect for accountants to record this as an asset:

                Wage and benefit expense
$9,000


        Cash


$9,000

     This decreases an asset account (cash) and increases an Income Statement expense account.  As a result, our income statement changes from a $4,200 profit to a $4,800 loss, and retained earnings also changes from $4,200 to $(4,800).

       At this point, we have recorded all of DSAC's cash transactions and the firm seems to have suffered a $4,800 loss for the month.  However, accountants use "Accrual accounting" to match revenues and expenses for the month of July.

       That is, some revenues may have resulted from costs that have been used up, but not yet paid.  In addition, Dr. Saunders may have not been paid for treatment she delivered in July even though all of the costs of those services were recorded as expenses in July.  The following three journal entries will account for those problems through what is called "Accrual accounting." 

8.    Dr. Saunders provided $5,500 of pet care that has not yet been paid for.  That care was provided by incurring expense in July for items such as rent, drug expense, office supplies, wages, and benefits.

       Accountants attempt to match revenues and expenses through the use of accrual accounting.  For revenues, that is accomplished by debiting an asset account "Accounts receivable," and crediting the "Revenues" account:

         Accounts receivable

$ 5,500

                        Revenues


$ 5,500

     This changes our income statement from a $4,800 loss to a $700 profit, and Dr. Saunders' equity accounts in the balance sheet (Common stock plus Retained earnings) is now $700 greater than when she started the firm.

      DSAC has $75,700 of assets and they are all owned by Dr. Saunders (Common stock of $75,000, plus retained earnings of $700).  Beginning with the next journal entry, DSAC's assets will be "owned," or will have claims against them, by both Dr. Saunders and by creditors.

9.    DSAC used an additional $1,000 of drugs in July it has not yet paid for.  We do not know whether these drugs are associated with the $10,000 of revenue paid in cash or the $5,500 of revenue still due from clients.  However, if we accrue the expenses they will be properly matched with related revenues because both paid and unpaid revenues are recorded in the DSAC accounting records:

                Drug expense

     $ 1,000


        Accounts payable
                  $ 1,000

Our income statement, which previously showed a $700 profit, now shows a $300 loss.  Note that DSAC still has assets of $75,700, as in the previous journal entry, even though it has shifted from a $700 profit to a $300 loss.  That is because the firm's assets, or claims to them, are now shared by Dr. Saunders and those creditors who extended credit to DSAC for drugs.  

     Every entry changes two balance sheet accounts.  In this case, there are two decreases (assets and retained earnings).  The following are possibilities:

       1.  Increase one asset account and

            decrease another asset account, 

       2.  Increase an asset account and

            increase a liability or owners’ equity account

       3.  Decrease an asset account and

            decrease a liability or owners’ equity account

       4.  Increase one liability or owners’ equity account and

            decrease another liability or owners’ equity 

   10.    DSAC purchased Furniture and equipment for $60,000 on July 1, 2000.  DSAC recorded that cost as an asset but furniture and equipment does not last forever.

    Accountants report the decline in value by recording depreciation expense.  In this case the assets have a five-year life (60 months).  The most basic depreciation method is to simply spread or allocate the $60,000 cost evenly over the 60 months by recording $1,000 depreciation expense each month.

             Depreciation expense                     $1,000

                        Accumulated depreciation                 $1,000

      We could have credited the "Furniture & equipment" account but, traditionally, accountants use an offsetting, or "contra" account 

such as "Accumulated depreciation" so that the "Furniture & equipment" account reports the historical cost of the assets.

        At this point we have finished our accounting for DSAC's first month of operations.  Net loss declined from $ (300) in our previous entry to $ (1,300) after this entry.  

Exhibit 3

Definitions
Accumulated depreciation
     The total depreciation expense recorded for an asset since it was acquired.  Assume the furniture and fixture account included only one asset, which was purchased six years ago for $60,000.   The asset has a life of five years and is being depreciated on a straight-line basis ($12,00 per year, or $1,000 per month).

     Depreciation expense each is $12,000 each year, so in year five the accumulated depreciation account would total $ (60,000) and the sum of Furniture and equipment plus its accumulated depreciation would total zero.  However, that is not an estimate of the asset's value.

    It is possible the asset is worth more than its original cost, and it is possible the asset has a negative value if it is on a polluted site.  Depreciation expense is a way to allocate costs over an asset's life; it is not a valuation method.

Assets

  A cost that has probable future economic benefits to the organization.  Typically, physical items are recorded as assets only if they are likely to have value for more than one year.

   For example, if a firm purchases a car, it will almost certainly record its cost as an asset on its balance sheet.  On the other hand, if the firm purchases gas for its automobile, the gas will almost certainly be expensed since it will soon be used up.

   On the other hand, if a firm maintains a large supply of gas for a fleet of automobiles, then the gas would probably be recorded as an asset.

Balance Sheet
     The balance sheet was designed for two purposes:

         (1) To report the value of a firm  (its assets), and

         (2) To report who owns or has claim to the firm's assets (its creditors or its investors).

      There are many reasons why the balance sheet is not ideal for those purposes.  For example, some assets, such as the value of a trademark are not reported on a balance sheet in the U.S. because that value is too subjective.  However, the balance sheet still provides highly useful information about a firm.

     The balance shows the recorded amounts for three categories of accounting records:

        (1)  Assets

        (2)  Liabilities

        (3)  Owners' equity

    "Assets" equal the sum of "Liabilities" plus "Owners' equity."  That is, an organization acquires assets by (1) exchanging them for other assets; (2) borrowing from others (Liabilities); or (3) obtaining funds from the firm's owners (Owners' equity).

  Assets include items such as cash, accounts receivable (amounts owed to a firm by its customers), inventory, buildings, equipment, land, and intangible assets such as patents, trademarks, and copyrights.  In the U.S. assets are normally, but not always, recorded at their historical cost.  As a result, some assets may be worth far more than their market value.  If assets are worth less than their fair market value, they frequently must be written down to fair market value.

Balance sheet amounts
  The account balances recorded in a firm's accounting records as of a point in time.  In this case, as of July 31, 2000.

Cash:  or cash and equivalents

     Coins, currency, petty cash funds, overnight repos (repurchase agreements) and funds on deposit at a bank (checking accounts).  Also, certified, personal, or cashier's checks, money orders, and bank drafts are considered cash or cash equivalents. 

     Certificates of deposits, money market funds, treasury bills, and commercial paper are all included in an account titled "Short term investments." 

Common stock

     Amounts the company's shareholders have paid the company in exchange for their ownership interests.  Common stock is the stock that entitles shareholders to a percent ownership in the business.  If the business does extremely well, common shareholders may earn a large return on their investment.

    In contrast, preferred stock only gives owners the right to receive preferred dividends and, upon liquidation of the company, the right to receive the stated value of the preferred shares.  Unless the preferred shares include conversion rights (right to convert preferred shares to common shares), preferred shareholders do not benefit when a company does well.

     In the U.S., the common stock section is normally separated into two parts: "Par value" and "Additional paid in capital."   The idea of Par value was established in the early part of the 20th century to limit the rampant fraud in U.S. capital markets.  Today, in most states the term "par value" is meaningless.  However, it is shown in published financial statements.  

     Suppose that a company's common stock has a par value of $1 per share, while the company's stock price is $105.  If the company sells 1 million shares to the public for $105 million, it record a $1 million credit to common stock at par value and a $104 million credit to additional paid in capital.

Depreciation expense

      When costs are recorded as assets, they are usually later recorded as expenses, as the costs are used up or as they expire.  For example, a company may purchase a car with a four-year life for $20,000.  The company may spread those costs evenly over the four-year period by recording depreciation expense of $5,000 each year.

     There are many other ways to compute depreciation expense.  Autos normally decline more in value during earlier years.  Instead of using the above method (straight-line depreciation), the firm could use an accelerated method that showed greater depreciation expense in earlier years.

     An exception to the rule that assets are used up is land, which usually remains on a company's balance sheet at its historical cost, since it is not normally used up.  There are exceptions, however.  For example, land may be used for waste disposal.  Once it can no longer hold waste, it has far less value, so the land is gradually written down in value as it is filled with waste.

Furniture & equipment

    Physical assets acquired for operating a business; they are not for resale in the ordinary course of business.  They are usually long-term in nature (a life of more than one year) and are subject to depreciation.

Income Statement

     The income statement was originally designed to compute the increase in a firm's value over a period of time, such as a month, quarter, or year.  For a variety of reasons, the income statement performs that task only reasonably well.  For example, if a firm purchases a building for $1 million and it increases in value to $2 million, accountants in the U.S. would not record that increase in value in a firm's accounting records because the change in value is too subjective.  As a result, the increase in value would not show up on a firm's income statement as an increase in the firm's value.

     The income statement lists a firm's revenues and expenses for a period of time.  In the U.S., publicly traded firms must report financial statements quarterly and annually.  For internal purposes, most firms also prepare monthly financial statements.

     Revenues minus expenses equals net income (or net loss).  Ideally, net income or net loss are measures of how much better or worse off a firm is as a result of its operating activities for a period.  In the past, for stable firms in periods of low inflation, the income statement often did a reasonable job of showing if a firm was better or worse off.

     In the U.S. today, a reader must make numerous adjustments to an incomes statement to evaluate operating performance.  Many firms invest massive amounts in intellectual property such as software, patentable subject matter, copyrights, and trademarks.  They also spend large amounts for advertising and customer acquisition costs.  Usually, most costs associated with these intangible assets are expensed immediately even though benefits (revenues) will not be realized until later years.

Income statement accounts  

     The account balances recorded in a firm's accounting records for a period of time; in this case, for July 2000.  At the end of the period, Net Income is transferred to (closed to) the balance sheet account titled "Retained earnings."

     In the U.S., income statements usually report activity for one month, one quarter, or one year.

Liabilities and Owners' Equity

     Liabilities:  Probable future sacrifices of economic resources as a result of past transactions or events.

    Equities:  Mathematically, Assets minus Liabilities.  It is the residual interest that remains for the organization's owners after subtracting liabilities.  For a business, equity is the shareholders' ownership interest.

Net income

     Revenues less expenses for some period of time, such as a month, quarter, or year.  Ideally, net income is a reasonable measure of whether a firm is better off (net income) or worse off (net loss) as a result of its operations.  As business become more complex, net income is an increasingly worse performance measure.  Three areas are particularly troublesome:

     Intangibles.  Intangibles such as patents, copyrights, trademarks, and customers lists are now the primary assets of many firms.  In most cases, the costs to develop these intangibles are expensed immediately.  For example, marketing that enhances the value of Coke's trademark is expensed.  That trademark, which may have a market value of $50 billion, is probably recorded as an asset on Coke's balance sheet for a few dollars.  Similarly, most costs to develop Microsoft Windows and Office are expensed.  Each product may have a market value of $75 billion; both are probably on Microsoft's balance sheet at a few million dollars or less.  This distorts the income statement as a measure of performance and the balance sheet as a measure of value.

     Items relegated to footnote disclosure.  Firms are not required to include the cost of employee stock options in their income statements.  Instead, they may disclose the cost in a financial statement footnote.

     Deliberate accounting distortions. Some companies have probably always distorted their financial statements.  The widespread use of employee stock options has made executive compensation far more related to a company's stock price.  Many people, including senior executives at the SEC (Securities Exchange Commission), believe accounting distortions are far more common and serious than in the past.

Net Income

Net income is not normally an account balance.  Typically, the sum of all revenue and expense accounts is temporarily transferred to an income account, which has a credit (negative) balance if the firm has net income.  That balance is then transferred to retained earnings, since the earnings are retained in the firm until paid out.

Retained earnings     

     Each year the firm's net income is added to retained earnings while dividends paid to shareholders are subtracted from retained earnings.  This amount is cumulative, so it is the earnings that have been retained within the business.

.

Revenues:  Sales; turnover in England

     The amounts a firm receives from selling goods or services in the ordinary course of business.  The amount received is defined as an asset inflow, which can be the receipt of cash, or an increase in accounts receivable when goods are sold on credit.

     Revenues only include the sale of goods or services that are the firm's primary business.  If Sun Microsystems sells workstations or software, the sale is recorded as revenues.  If Sun sells a building it no longer needed, it would be shown as an asset sale. 

     Revenues are typically recorded when goods are shipped but there are many exceptions to that rule.  If goods are sold to a customer who is a poor credit risk, the sale should not be recorded until payment is reasonably assured.

Wage and benefit expenses

     When companies pay for goods or services, they incur a cost.  In some cases that cost is considered and asset, in other cases it is considered an expense.

  The general rule is that if an item is expected to help generate revenues in the future, it should be recorded as an asset, otherwise it should be recorded as an expense.

The salaries and wages a firm pays its employees may either be expensed or capitalized, depending on the circumstances.  For example, wages paid to marketing or sales personnel are almost always expensed.  

     Wages paid to hourly factory workers are often added to the value of the goods they produce.  Those wages are then included as part of the value of inventory until the goods are sold.
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