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Investing and Financing 

Decisions and the 

Accounting System

Chapter 2

Conceptual Framework

Objective of Financial Reporting

To provide useful economic information to external users 

for decision making and for assessing future cash flows.

Qualitative Characteristics

Relevancy

Reliability

Comparability

Consistency

Elements of Statements

Asset

Liability

Stockholders’ Equity

Revenue

Expense

Gain

Loss
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Conceptual Framework

� A joint project of the Financial Accounting Standards 
Board (FASB) and International Accounting Standards 
Board (IASB)

� Objective
� To provide financial information about the reporting 

entity

� Three major features of the framework
� Objectives of Financial Reporting

� Qualitative Characteristics of Accounting Information 
(Chapter 5)

� Elements of Financial Statements (Chapter 1)

Objectives of Financial 

Statements

� Who are the users?
� The users include present and potential investors and 

creditors and other users in making rational 
investment, credit, and similar decisions. 

� How do they use the information?
� In making investment and credit decisions

� In assessing cash flow prospects

� In understanding enterprises resources, claims to 
those resources, and changes in them
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Accounting Assumptions

� Separate entity assumption
� Activities of the business are separate from 

activities of owners.

� Unit-of-measure assumption
� Accounting measurements will be in the national 

monetary unit (i.e., $ in the U.S.).

� Continuity assumption
� The business entity is not expected to liquidate 

and will continue operating in the foreseeable 
future.

Accounts

Cash

Equipment

Inventory

Notes 
Payable

An organized format used by companies 
to accumulate the dollar effects of 

transactions.

An organized format used by companies 
to accumulate the dollar effects of 

transactions.
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Typical Account Titles

A chart of accounts lists all account titles and 
their unique numbers. 

Elements of the balance sheet

A =   L +  SE
(Assets) (Liabilities) (Stockholders’ Equity)

Economic resources 
with probable future 
benefits owned or 
controlled by the 
entity. Measured by 
the historical cost 
principle.

Probable debts or 
obligations (claims 
to a company’s 
resources) that 
result from a 
company’s past 
transactions and will 
be paid with assets 
or services. Entities 
that a company 
owes money to are 
called creditors.

The financing 
provided by the 
owners and by 
business operations. 
Often referred to as 
contributed capital.
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Elements of the Balance Sheet 

- Assets

� Assets are resources or properties owned or 
controlled by the company which are 
expected to provide probable future 
economic benefits to the company. 

� Most companies list assets in order of 
liquidity (i.e. how soon an asset is expected 
to be turned into cash or used).
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Elements of the Balance Sheet 

- Assets

� Current assets

� Resources that can be converted to cash within 
one year.

� Examples: Accounts receivable, prepaid 
expenses and cash

� Long term assets

� Used or turned into cash beyond the coming year.

� Examples: Investments, plant property and 
equipment and intangible assets

Elements of the Balance Sheet 

- Liabilities

� Liabilities are probable future sacrifices of 
economic benefits arising from present 
obligations of a particular entity to transfer 
assets or provide services to other entities in 
the future as a result of past transactions or 
events.

� Most companies list liabilities in order of 
maturity (i.e. how soon an obligation is to be 
paid).
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Elements of the Balance Sheet 

- Liabilities

� Current liabilities

� Liabilities that require payment within one year.

� Examples: Accounts payable, accrued expenses 
and current portion of long-term debt

� Long-term liabilities

� Liabilities not requiring payment till after one year.

� Examples: Mortgage payable, long-term notes 
payable and bonds payable

Elements of the Balance Sheet 

– Stockholders’ Equity

� Owners’ equity is the residual interest in the 
assets of a company after deducting its 
liabilities.
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Transaction Analyses

� Financial statements are merely summaries of 
financial events that affect the company. 

� How do transactions flow through the financial 
statements?  

The key is that the Balance Sheet Equation 
/Accounting Equation must always hold:

� This is the basis for what is called the double-entry 
method of accounting.

Assets Liabilities Stockholders’ Equity= +

Balancing the Accounting 

Equation

Step 1: Ask--What was received and what was 
given?
� Identify the accounts (by title) affected and make sure at 

least two accounts change.

� Classify them by type of account. Was each account an 
asset (A), a liability (L), or a stockholders’ equity (SE)?

� Determine the direction of the effect. Did the account 
increase [+] or decrease [-]?

Step 2: Verify--Is the accounting equation in 
balance?
� Verify that the accounting equation (A = L + SE).
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Analyzing chipotle’s Transactions
(a) Chipotle issued 10,000 additional shares of common stock, receiving $62,300 in 
cash from investors.

A = L  + SE
$62,300 $62,300= 0 +

Analyzing chipotle’s Transactions

A = L  + SE
$64,300 $2,000 $62,300= +
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Analyzing chipotle’s Transactions

A = L  + SE
$72,300 $10,000 $62,300= +

Analyzing chipotle’s Transactions

A = L  + SE
$71,900 $9,600 $62,300= +
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Analyzing chipotle’s Transactions

$71,900 $9,600 $62,300

A = L  + SE
= +

Analyzing chipotle’s Transactions

A = L  + SE
$71,900 $12,600 $59,300= +
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The Accounting Cycle

During the Period
(Chapters 2 and 3)

1. Analyze transactions
2. Record journal entries in the general journal
3. Post amounts to the general ledger

Start of new period

At the End of the Period
(Chapter 4)

4. Prepare a trial balance to determine if debits equal credits
5. Adjust revenues and expenses and related balance sheet

accounts (record in journal and post to ledger) 
6. Prepare a complete set of financial statements and disseminate 

it to users
7. Close revenues, gains, expenses, and losses to Retained 

Earnings (record in journal and post to ledger)

How Do Companies Keep 

Track of Account Balances?

Journal entries

T-accounts
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Debits and Credits

The left side of the 
T-account is always the 

debit side.

The right side of the 
T-account is always 

the credit side.

Account Name

Left Right

Debit Credit

The formal accounting name for increases and 
decreases are debits and credits.

Transaction Analysis Model
T-Account

(Any account)

debit credit

“T-account” is merely a shorthand term for 
the entire ledger account. 

RULE: Debits = Credits
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Summary

DEBITS = CREDITS

Analytical Tool: The Journal 

Entry
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Transaction Analysis 

Illustrated

Transaction Analysis 

Illustrated
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Transaction Analysis 

Illustrated
After analyzing all transactions from (a) though (f) the balance in our 
T-accounts will appear as follows:

Trial balance

The trial balance is a 
listing of all accounts in 
the general ledger. The 
purpose of the trial 
balance is to make 
sure the debits and 
credits are equal 
before we prepare the 
balance sheet.
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k

Classified 

Balance 

Sheet

Example: Company XYZ

Give the journal entries for each of the following 
transactions:

1) The owner invests $20,000 cash and equipment worth 
$5,000 in business in exchange for 25,000 shares of 
$1 par common stock.

2) The company purchased $10,000 of new equipment, 
paying $1,000 in cash and signing a note payable for 
the rest.

3) The company purchased supplies of $1,000 on 
account.

4) The company declared and paid dividends of $500.
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Posting to T-Account from 

Journal

Preparing Balance Sheet from 

T-account
XYZ Company

Balance Sheet

At December 31, 2013

Assets

Current Assets:

Cash $18,500 

Supplies 1,000

Total Current Assets 19,500

Equipment 15,000

Total Assets 34,500

Liabilities

Current Liabilities:

Accounts payable 1,000

Total Current Liabilities 1,000

Notes Payable 9,000

Total Liabilities 10,000

Stockholders' equity

Commone stock 25,000

Retained Earnings -500

Total Stockholders' Equity 24,500

Total Liabilites and Stockholders' Equity 34,500
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Understanding Transactions:

Example

Analyze each of the following 6 transactions:

Key Ratio Analysis

Current
Ratio

Current Assets
Current Liabilities

=

The 2011 current ratio for Chipotle:

The current ratio for Chipotle shows a high level of liquidity, well 
above 1.0, and the ratio has varied slightly around the 3.1 level 
since 2009. Chipotle has high growth strategies requiring cash 
to fund expansion.

$501,200
$157,500

= 3.182
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P2-3
Cougar Plastics Company has been operating for three years. At December 31, 2014, the accounting 
records reflected the following: 

During the year 2015, the company had the following summarized activities: 

� Purchased short-term investments for $10,000 cash.

� Lent $5,000 to a supplier who signed a two-year note.

� Purchased equipment that cost $18,000; paid $5,000 cash and signed a one-year note for the 
balance.

� Hired a new president at the end of the year. The contract was for $85,000/year plus options to 
purchase company stock at a set price based on company performance.

� Issued additional 2,000 shares of $0.50 par value common stock for $11,000 cash.

� Borrowed $9,000 cash from a local bank, payable in three months.

� Purchased a patent (an intangible asset) for $3,000 cash.

� Built an addition to the factory for $24,000; paid $8,000 in cash and signed a three-year note for 
the balance.

� Returned defective equipment to the manufacturer, receiving a cash refund of $1,000.

End of Chapter 2


