
When you have completed this 
chapter, you will be able to:

Section 20.1
• Describe the accounting system.
• Identify the first five steps of the 

accounting cycle.
• Discuss the role of the general 

journal.
• Explain the purpose of posting.
• Summarize the purpose of a 

trial balance.
Section 20.2
• Identify items included on an 

income statement.
• Explain the purpose of a balance 

sheet.
• Define and explain the role of a 

statement of cash flows.

$ What You’ll Learn
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To get the most out of your reading:
Predict what you will learn in this chapter. 
Relate what you read to your own life.
Question what you are reading to be sure 
you understand.
React to what you have read.

Reading Strategies

Financial 
Accounting

20CHAPTER



In the Real World . . .

Jessica Scott runs a small bakery. She also caters events. She 

has made cupcakes for graduation parties, pastries for picnics, and 

cakes for weddings. Her accountant tells her that she should do more cater-

ing because it is more profi table and dependable than her daily business. 

Accounting records would help Jessica identify the goods and services to 

increase, such as take-and-bake items, biscuits for pets, and catering—as well 

as items to discontinue, such as low-carb donuts. Jessica has learned to trust 

her accountant’s advice. Though she may have to stop making some of her 

favorite items, Jessica wants to remain profi table.

As You Read Consider the types of accounting records a 

small store owner would need to understand and use. 

The Accounting Cycle 
Q: When I start my business, I am going to hire 

an accountant to keep my records. So why do I 

need to understand the accounting cycle?

A: A professional can help you maintain financial records. However, you still need 

to understand what information is represented in your financial statements and its 

relevance to the decisions you will need to make. Also, to communicate with your 

 accountant, you will need to understand what he or she is talking about.

Ask Yourself Can you think of any other reasons why it is important that 

you understand the accounting cycle?

Go to fi nance07.glencoe.com to complete the Standard & Poor’s Financial 

Focus activity.

ASK
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The Accounting 
Cycle: The First 
Five Steps 

The Language of Business
How is accounting used in business? 

Have you ever wondered how a rap group or a rock band deter-
mines what cities to play on tour? What determines the price of 
 tickets, and how much does a national tour cost? These questions are 
all answered by accountants and financial advisers.

Accounting plays a vital role in the day-to-day activities of your 
business—and of every business. Accounting records and reports help 
a business operate efficiently—and profitably—by keeping track of 
how much is earned and how much is spent. Accounting is so much 
a part of the business world that it is often called “the language of 
business.”

The Accounting System
What is the purpose of using the accounting system?

Whether you are keeping financial records for a rock band, a 
neighborhood bike shop, or a major corporation, accounting princi-
ples and procedures are universal. All businesses use the same system, 
which follows established accounting guidelines called “generally 
accepted accounting principles,” or GAAP. With all businesses using 
the same system, anyone who is interested in examining the records 
of a business will be able to understand its financial reports.

The accounting system is designed to collect, record, and report 
on financial transactions that affect a business. Financial reports
are written records that summarize the results of financial transac-
tions affecting a business and report its current financial position. 
They indicate how well your business is doing. There are many groups 
and individuals interested in your business’s finances:

• Potential buyers
• Government agencies
• Banks or other financial institutions
• Employees and consumers

Section 20.1
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Focus on
Reading

Read to Learn
• How to describe the 

accounting system.

• How to identify the 
first five steps of the 
accounting cycle.

• How to discuss the role 
of the general journal.

• How to explain the pur-
pose of posting.

• How to summarize the 
purpose of a trial balance.

Main Idea
All businesses should 
record and summarize their 
financial transactions in 
the same way, using the 
accounting cycle.

Key Terms
• financial reports
• accounting period
• accounting cycle
• accounting equation
• account
• accounts receivable
• accounts payable
• double-entry accounting
• T accounts
• debit
• credit (accounting)
• journal
• general ledger
• posting
• trial balance



Accounting Assumptions
When you are creating the accounting books for your business, 

you make two assumptions about the business. The first assumption 
is that the business will operate as a separate unit, or business entity. 
This means that the records and reports of your business will be kept 
completely separate from your personal finances. You never mix your 
business finances with your personal finances.

The second assumption is that your business will make its finan-
cial reports in specific blocks of time. An accounting period is a 
block of time covered by an accounting report. The accounting period 
can be one month or one quarter (three months), but the most com-
mon period is one year.

During this accounting period, you record all financial transac-
tions for your business and report the results. You engage in activ-
ities that maintain your accounting records in an orderly manner. 
The accounting cycle is the activities, or steps, that help a business 
keep its accounting records in an orderly manner.

In this chapter you will learn about the first five steps of the 
accounting cycle. In each accounting period—whether a month, a 
quarter, or a year—the entire accounting cycle is completed. You prob-
ably have heard news broadcasts such as: “Ford sales are up 4 percent 
over last quarter and up 6 percent from the same quarter last year.” By 
using a set period of time, such as a quarter, you can compare finan-
cial reports from one period to those from another period.

The Accounting Equation
Property is anything of value that you own or control. Both peo-

ple and businesses have property. You might own a CD player, a com-
puter, clothes, a television set, or maybe a car. For a business, property 
could include cash, office equipment, supplies, merchandise, or vehi-
cles. When you own an item of property, you have a legal right or 
financial claim to that item. In contrast, when you have control over 
an item, you have only the right to use it. A rented office is property, 
but a  business does not have a financial claim to it. In accounting, 
property or items of value owned by your business are called assets.

Your equity in a piece of property is your share of its value, or your 
financial claim to the property. This also applies to businesses. For exam-
ple, suppose that your business owns a truck valued at $16,000. You are 
the owner of the business, so your equity in the truck is $16,000. If the 
truck is completely paid for, you have financial claim to the truck. An 
owner’s claim to the assets of a business is called owner’s equity.

However, what if you still owe $3,000 to the Stratford Savings 
Bank for the truck? The truck is valued at $16,000, but the creditor (the 
bank) has $3,000 equity, while your equity is now only $13,000. Both 
you and the creditor have financial claims to (equity in) the asset.

 Property � Creditor’s Financial Claim � Owner’s Financial Claim
 $16,000 � $3,000 � $13,000
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PREDICT

Before 
You Read

What is the value of keep-
ing day-to-day track of 
your financial status?

Accounting for 
Your Money
1.  Put all receipts in 

labeled folders and 
file them in alpha-
betical order.

2.  Keep a budget and 
review it weekly.

3.  Balance your 
checkbook 
monthly.

4. Be aware of—and 
meet—all tax-filing 
deadlines.

5. Use a financial 
 software  program 
to track your 
finances.
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Creditors’ claims to the assets of a business are called liabilities, 
or the debts of a business. The relationship between assets and the 
two types of equity (liabilities and owner’s equity) is shown in the 
accounting equation:

 Property � Creditor’s Financial Claim � Owner’s Financial Claim
 Assets � Liabilities � Owner’s Equity

The accounting equation (Assets � Liabilities � Owner’s 
Equity) is the basis for keeping all accounting records in balance. 
The entire system of accounting is based on this equation. As your 
 business buys, sells, or exchanges goods and services involving many 
business transactions, the numbers may change. However, total assets 
will always equal total liabilities plus owner’s equity. As you learn 
more, you will understand why this equation is so important.

Establishing Accounts
What are accounts?

When you set up the books of a business, you create accounts for 
each of the three categories in the accounting equation: 

• Assets
• Liabilities
• Owner’s equity 

An account shows the balance for a specific item, such as cash 
or equipment. You must look at your business and determine what 
accounts your business needs. Businesses create only the accounts 
they need for their type of business operation. The accounts used by 
one business may differ from the accounts used by another.

� RENTED PROPERTY Many businesses rent space where they run 
their operations. Is rented space a  business asset?

Unit 6      Business Finance Basics 
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For example, Chris Archer uses the following accounts for his 
business, Archer Delivery Service:

Assets Liabilities Owner’s Equity

 Cash in Bank Accounts Payable Chris Archer, Capital
 Accounts Receivable 
 Office Equipment 
 Delivery Equipment

Asset Accounts
Chris has established four asset accounts. The first account 

shows all of the cash that enters or leaves the business. It is Cash in 
Bank because all cash received by his business is deposited in a bank 
account, and all cash paid out is paid by check. In accounting, both 
cash and checks are considered cash transactions.

The second asset account for the business is Accounts Receivable. 
Accounts receivable is the total amount of money owed to a busi-
ness by customers. Chris completed deliveries for other companies, 
and they owe his business money. This account represents a future 
value that will eventually bring cash into the business.

Chris will use the two remaining asset accounts, Office Equipment 
and Delivery Equipment, when he buys equipment. If he needs other 
accounts for other assets, he can create them.

Franchise  Ownership
Everyone loves ice cream. 
That is why there are at 
least 20 different  franchise 
opportunities  involving 
the sale of ice cream 
cones, dishes, and cakes. 
Learn more about these 
 opportunities.

To continue with 
Task 3 of your 

WebQuest project, visit 
fi nance07.glencoe.com.

Rich enjoys explaining, giving instruction, and providing inspiration for others. After working behind 
a desk as an accountant for ten years, Rich needed a change of pace. He decided to work as a 
teacher. Rich finds it rewarding to help his students master a skill that will be helpful to them pro-
fessionally and personally. He creates lesson plans to help students learn concepts, practice transac-
tions, and test their understanding. Teachers enjoy working with students, other teachers, parents, 
and administrators to foster success for students in class and life.

SKILLS:  Accounting, communication, computer, math, organizational, and time 
management

PERSONAL TRAITS:  Works well with people and numbers, patience, and sense of humor

EDUCATION:  Bachelor’s degree in education or business education and/or a master’s degree 
in accounting, finance, or business; experience in field

ANALYZE What skills might an accounting teacher need that an accountant may not need?

To learn more about career paths for accounting teachers, visit finance07.glencoe.com.

Rich Jackson 
Portland Unified School District

CREDIT ANALYST

Careers in Finance
ACCOUNTING 
TEACHER
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Liabilities Account
Chris listed only one liability account—Accounts Payable. 

Accounts payable is the amount of money owed, or payable, to 
the creditors of a business. The balance owed will remain in Accounts 
Payable until the business pays the debt.

Owner’s Equity Account
The owner’s equity account is identified by the owner’s name, 

Chris Archer, followed by the word Capital. This account will report 
the owner’s share of assets. Most businesses have more accounts than 
those presented here for Archer Delivery Service. Businesses often 
have many accounts, such as revenue or sales, utilities and other 
expenses, merchandise, payroll, and many more.

T Accounts
When accountants analyze and record business transactions, 

they use double-entry accounting, which is a system of record-
keeping in which each business transaction affects at least two 
accounts. Remember, Archer Delivery Service has six accounts that 
can be used.

An efficient way to understand double-entry accounting is to 
use T accounts. A T account is a tool to increase or decrease each 
account that is affected by a transaction.

Account Name
Left Side Right Side
Debit Credit

As you can see by this illustration, a T account has the account 
name at the top and has a left side and right side. An amount entered 
on the left side of a T account is called a debit. An amount entered 
on the right side of a T account is called a credit.

Rules of Debit and Credit
Debits and credits are used to record the increases or decreases 

in accounts affected by a business transaction. Under double-entry 
accounting, for each debit in one account (or accounts), there must 
be a credit of an equal amount in another account (or accounts).

The rules of debit and credit vary, depending on whether the 
account is an asset, a liability, or an owner’s equity account. Regard-
less of the type of account, the left side is always the debit side and 
the right side is always the credit side. The general rules are:

• An asset account increases on the debit side and decreases on 
the credit side.

• Liability accounts and owner’s equity accounts increase on the 
credit side and decrease on the debit side.

Account Name
Left Side Right Side
Debit Credit

Costly Corrections
When recording trans-
actions manually, never 
erase errors. The erasure 
may look like an illegal 
cover-up. Instead, cross 
out the error and write 
the correction above 
it. Accounting errors can 
cost businesses money. In 
what other ways might a 
 business suffer as a result 
of  accounting errors?

CommonCommon
CENTSCENTS



      Chapter 20      Financial Accounting 641

Using the Five Steps
How do businesses use the first five steps of the 
accounting cycle?

The accounting cycle consists of ten steps. This section describes 
how businesses apply and benefit from the first five activities, or 
steps, of the accounting cycle:

1. Collect and verify source documents.
2. Analyze each transaction.
3. Journalize each transaction.
4. Post to the general ledger.
5. Prepare a trial balance.

Step 1: Collect and Verify Source Documents
When a business transaction occurs, a paper called a source docu-

ment is prepared. A source document is evidence that a business trans-
action happened. Common source documents include check stubs, 
invoices, receipts, and memorandums. Collect and check all source 
documents before recording anything in your business’s books.

Step 2: Analyze Each Transaction
Applying the rules of debit and credit to analyze transactions 

using T accounts is simple. Remember that every transaction must 
have a debit (or debits) and a credit (or credits) of an equal amount of 
money. Use these steps to analyze Transaction #1:

1. Identify the two accounts affected.
2. Classify each of the accounts.
3. Decide whether each account is increasing or decreasing.
4. Determine which account is debited and which is credited.

Transaction #1 On May 5, Archer Delivery Service purchased a 
photocopier for $900. Check 104 was written for the full amount.

Analysis:

1. The accounts affected are Office Equipment and Cash in Bank.
2. Both are asset accounts.
3. The business is buying office equipment. The  balance in 

the Office Equipment account is increasing. Cash in Bank 
is decreasing .

4. According to the debit-credit rules, increases in asset 
accounts are recorded as debits. Office Equipment is debited 
$900. Decreases in asset accounts are recorded as credits. 
Cash in Bank is credited $900.

Office Equipment
Debit Credit
�900 �

Put on 
Your 
Financial
Planner’s 
Cap

You are considering enter-
ing a business partnership 
with an accountant. What 
might be the advantages and 
disadvantages of such an 
 arrangement?

Cash in Bank
Debit Credit

� �900
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Here is another example:

Transaction #2 On May 7, Archer Delivery Service bought a truck 
for $11,000 from Gail’s Auto Land. The entire cost was financed by 
Wilton Bank.

Analysis:

1. The accounts affected are Delivery Equipment and Accounts 
Payable.

2. Delivery Equipment is an asset account. Accounts Payable is 
a liability account. In this transaction, the business is buying 
a truck.

3. The balance in the account Delivery Equipment is increas-
ing. The balance in Accounts Payable is increasing.

4. The Delivery Equipment account is debited $11,000. 
Accounts Payable is credited $11,000.

Delivery Equipment
Debit Credit

�11,000 �

Notice that both Transactions #1 and #2 have a debit to one account 
and a credit to another account. Every business transaction will have 
balancing debit and credit entries. This is how the system of double-
entry accounting works.

RELATE

As You 
Read

Do you have a checkbook 
register? Do you have to 
stay within a budget? How 
do you think these activi-
ties are similar to and/or 
different from keeping 
books for a business?

Accounts Payable
Debit Credit

� �11,000

� EQUIPPED FOR BUSINESS Expensive equipment, such as a truck for 
a business, is usually financed rather than paid for in full. What types of 
accounts in the accounting equation are affected by financing  equipment?
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Learn to identify and understand the standard 
financial documents you will use in the real world.

Investigate: An Income Statement
An income statement contains the 
following information:
• Income generated
• Expenses incurred
• Profit or loss 

Your Motive: If you own or work in a 
business, you will want to know if the 
business is profi table or not. If you are not 
bringing in enough income to offset your 
expenses, you will not make a profi t. 

Key Points: An income statement shows 
how much a company earns after it pays all 
its expenses, such as salaries, advertising, 
rent, utilities, maintenance, insurance, and 
other operating expenses.

Find the Solutions
1. How is gross profit calculated? 
2. What time period is covered in the statement? 
3. What percent of net profit does this com-

pany pay in taxes? 
4. How much did it cost this company to pro-

duce the goods it sold? 
5. What could this company do to increase its 

profits?
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Step 3: Journalize Each Transaction
Do you keep a diary or journal? Many people do. They write down 

the day-to-day events that they want to remember. Businesses do the 
same thing. The financial events of your business are your business 
transactions, which you record in a journal. You use T accounts to ana-
lyze the transactions, but to record the transactions, you use a journal. 
A journal is a record of all of the transactions of a business. Business 
transactions are recorded in the order in which they occur. The process 
of recording business transactions in a journal is called journalizing.

A business journal uses accounting stationery. The stationery has 
lined  columns for recording dollar amounts. You do not use commas, 
decimal points, or dollar signs. For example, the amount $1,846.20 is 
entered as shown in Figure 20.1.

One of the most common accounting journals is the general 
journal. A general journal is an all-purpose journal in which all the 
transactions of a business may be recorded. When a business trans-
action occurs, a source document—such as a receipt or invoice—is 
 created. Then you analyze the transaction, using T accounts, and 
enter it in the general journal. You record the date of the transaction, 
the accounts affected, and the amount of the debit and credit entries. 
Figure 20.2 shows how Transactions #1 and #2 on pages 641 and 
642 are entered in a general journal.

Step 4: Post to the General Ledger
By looking at a general journal, you cannot easily see what the 

balance is in each of your accounts. You may want to know how 
much cash you have, how much your business owes in accounts pay-
able, how much office equipment you have, and most important, 
whether your business is making a profit.
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In order to find the balance of each account, you must trans-
fer the amounts that are in the general journal to a general ledger. 
A general ledger is a book or set of electronic files that contains 
the accounts used for a business. Each account has its own page. In a 
manual accounting system, the accounts used by a business are kept 
on separate pages or cards. These pages or cards are kept together in 
a book or file, which is the ledger. In a computerized accounting sys-
tem, the electronic files of the accounts comprise the ledger. Keeping 
accounts together in a general ledger makes information easy to find. 
When you need financial statements, you can take the information 
from the ledger and present it as well-organized reports. Figure 20.3 
shows a blank ledger page.
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Making Entries The manual accounting system uses a ledger 
account form, which is accounting stationery for recording financial 
information about specific accounts. There are several common ledger 
account forms. These forms are described by the number of amount 
columns they have. For example, the ledger page in Figure 20.3 on 
page 645 is a four-column ledger account form. The four-column 
account form has spaces to enter the account name, the account number, 
the date, a description of the entry, and the posting reference.

To make entries, next to the title Account, you enter one of your 
business’s account names, such as Cash in Bank. As you can see, the 
page has four amount columns. You use the first two amount col-
umns to enter the debit or credit amounts from the general journal. 
You use the last two amount columns to enter the new account bal-
ance after you make an entry from the general journal.

The type of account determines which balance amount column 
you will use. For example, asset account balances are recorded on the 
debit side. Liability and owner’s equity account balances are recorded 
on the credit side.

Posting is the process of recording transfers of amounts from 
the general journal to individual accounts in the general ledger. 
Figure 20.4 shows how you would post the general journal entry 
for May 5 to the corresponding accounts in the general ledger.

QUESTION

As You 
Read

What balances are 
recorded on the debit side?
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The date you record on the account in the general ledger is the 
date on which the transaction occurred. You may also enter a brief 
description of the transaction. You then transfer the debit entry of 
$900 from the general journal to the account in the general ledger 
account called Office Equipment. Because this account had a previous 
balance of $1,600, it now has a new balance of $2,500. Remember 
that debit entries increase the balance in asset accounts.

You then record the credit entry to the general ledger account 
Cash in Bank. This amount is entered in the credit column. Cash 
in Bank is an asset account. Remember that credit entries decrease 
asset account balances. Thus, the balance in the Cash in Bank 
account decreases by $900. The new debit balance for Cash in Bank is 
$6,418.40. Both account balances are recorded on the debit side.

Final Balances At the end of an accounting period, you will post 
the figures from the general journal to the appropriate accounts in 
the general ledger. After all entries have been posted, the final balance 
for each account will appear on the general ledger. For example, at the 
end of the accounting period, the general ledger account for Office 
Equipment may look like Figure 20.5.

This account had a beginning balance of $1,600. Three debit 
entries were made: $900, $2,350, and $3,680. Each of these entries 
increased the account balance. On May 18, a credit entry of $400 
decreased the balance. So, the account called Office Equipment has a 
final debit balance of $8,130.

Time to Post The size of the business, the number of transactions, 
and whether the business uses a manual accounting system or a 
computerized accounting system will affect how often posting 
occurs. Ideally, businesses should post daily to keep their accounts 
up to date. 
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Step 5: Prepare a Trial Balance
When you have journalized all your business transactions and 

posted each of them to the accounts in the general ledger, you need 
to know if the account balances are correct. Did you post all the 
amounts from the general journal to the general ledger accounts? Is 
the accounting equation still in balance?
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Section 20.1 Assessment

QUICK CHECK
1. What are the first five steps of the 

 accounting cycle?
2. What is recorded in a general journal?
3. How does a general ledger help you keep 

your business records organized?

THINK CRITICALLY
4. Suppose that you prepare a trial balance 

and discover that total debits do not equal 
total credits. What are some of the errors 
that you might have made?

USE COMMUNICATION SKILLS
5. The Accounting Cycle Dione teaches 

computer classes at a local senior citizen 
center. He has just been asked to teach 
a course on the basics of accounting for 
small businesses.

Write About It Write a paragraph 
explaining the first five steps of the 

accounting cycle that would help Dione 
begin a course outline.

SOLVE MONEY PROBLEMS
6. Account Names Jake Adams recently 

started Jake’s Janitor Services. He cleans 
several office buildings in town. He 
 borrowed money from two creditors to 
 purchase his cleaning equipment. 

Write About It Make a list of the 
account names that Jake might use 

for his cleaning business.

To answer these questions, you will prepare a trial balance. A 
trial balance is a list of all the account names for a business and 
their current balances. After you complete all posting, the total of all 
the debit balances should equal the total of all the credit balances. 
If the debit and credit totals are the same, then the general ledger is 
balanced. You can assume that the posting is complete and that the 
math is correct.  Figure 20.6 shows an example of a trial balance for 
the month of May 20 - - .

You will notice that the accounting equation is still balanced:

Assets � Liabilities � Owner’s Equity

Keeping Records
To summarize, you have learned that businesses keep financial 

records according to an established set of principles and procedures. 
Every effective business, large and small, follows GAAP guidelines. 
The steps of the accounting cycle are universal. Figure 20.7 illus-
trates the first five steps of the accounting cycle that were introduced 
in this section. Businesses generate their financial statements by fol-
lowing the steps of the accounting cycle.



Financial Statements 
for a Business

Financial Statements
Why are financial statements important for 
operating a business?

To operate a business profitably, you need to have up-to-date 
financial information. You cannot make decisions if you do not have 
the current facts. Financial statements provide this information. 
Financial statements are reports that summarize changes that 
result from business transactions during an accounting period. By 
preparing and analyzing these statements, you can see if your busi-
ness is on course, having difficulty, or headed for serious trouble. Pre-
paring financial statements is another step in the accounting cycle.

The primary financial statements are the income statement (or 
the statement of operations or statement of earnings) and the balance 
sheet. A third statement, the statement of cash flows, is also used. The 
sources of information for your financial statements are the final bal-
ances in the general ledger accounts. When you prepared your trial 
balance, you proved that the posting from the general journal to the 
general ledger was correct and complete. Now you have to report 
what happened during this accounting period.

You will now examine financial statements from a small mer-
chandising business—Happy House Card Shop. A merchandising 
business is a business that buys goods, marks them up, and sells them 
to customers. Happy House Card Shop sells a variety of cards, gift 
wrapping, and small gifts bought from wholesalers or distributors.

Income Statement
At the end of an accounting period, you want to know how much 

money your business made or lost. You also want to know how much 
money you took in from sales and where the money went. You report 
this information on your income statement, which is a report of 
the net income or net loss for an accounting period. An income state-
ment for a merchandising business has five sections: revenue, cost 
of merchandise sold, gross profit on sales, operating expenses, and 
net income (or loss). The amounts entered on the income statement 
will be the ending balances in the accounts in the general ledger. 
Figure 20.8 shows an income statement.

Section 20.2
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Focus on
Reading

Read to Learn
• How to identify items 

included on an income 
statement.

• How to explain the pur-
pose of a balance sheet.

• How to define and 
explain the role of a 
statement of cash flows.

Main Idea
You need current financial 
statements that analyze 
your financial position in 
order to make sound finan-
cial decisions about your 
business.

Key Terms
• financial statements
• income statement
• cost of merchandise sold
• gross profit on sales
• net income
• balance sheet
• statement of cash flows

PREDICT

Before 
You Read

What do you think finan-
cial statements might tell a 
business owner?
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Revenue You will notice that the beginning of the statement 
reports the total sales (A), or revenue, for the period. Happy House 
earned $292,619 in sales for the year ending December 31, 20--. This 
is the total amount of money that the business earned from selling 
merchandise to customers.

Cost of Merchandise Sold Next, the cost of the merchandise sold 
(B) is calculated and reported. The cost of merchandise sold is 
the amount of money the business paid for the goods that it sold 
to customers. To arrive at this amount, Sheila first determines the 
cost of merchandise in the store at the beginning of the accounting 
period. In this case, $83,744 was on hand. Then she adds the cost of 
the additional merchandise that Happy House purchased during the 
year, which was $205,813. This means that the store had a total of 
$289,557 in merchandise available to be sold.

After counting her inventory, Sheila determines that she still has 
$93,281 in merchandise in the store. This means that the cost of the 
merchandise sold is $196,276.
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Gross Profit Sheila then subtracts the cost of the merchandise sold 
($196,276) from the amount earned from sales ($292,619) to arrive 
at (C), the gross profit on sales ($96,343). The gross profit on sales
is the profit made from selling merchandise before operating expenses 
are deducted. This is the profit Sheila made by marking up her 
merchandise and selling it.

Net Income Net income is the amount of revenue that remains 
after expenses for the accounting period are subtracted from the gross 
profit on sales. To calculate the net income for the period, Sheila 
subtracts the total operating expenses (D�$58,096) from the gross 
profit on sales (C�$96,343). For this period, Happy House Card Shop 
reported a net income (E) of $38,247.

Analyzing the Income Statement
You can see that Happy House made a profit. It is a good idea to 

compare the figures on this income statement to those on last year’s 
statement. A comparison of condensed income statements for Happy 
House is shown in Figure 20.9. By reviewing the changes, Sheila will 
have an idea of how well her business is doing.

In Figure 20.9, you can see that sales increased by 3.10 percent 
from last year. Depending on where the business is located and on 
general economic conditions, this may be good. Notice that the net 
income rose by 5.44 percent. This could be because the business 
reduced total operating expenses by 5.19 percent. Sales increased, but 
the net income increased at a greater rate. This is an example of good 
financial management.

INTERNATIONAL 
FINANCE/MATH

The Internet has spurred 
an increase in globaliza-
tion. Even small companies 
can now market goods 
worldwide. Business peo-
ple need to understand 
how different currencies 
work and how to deter-
mine exchange value. The 
United States uses the 
dollar, much of Europe 
uses the euro, and Great 
 Britain still uses the pound. 
Using the Internet, track the 
exchange rate of the euro 
and the pound for three 
days, recording how many 
of each will equal $100.
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Another common method of analysis is to show figures on 
an income statement as a percentage of sales. Based on the present 
income statement and last year’s statement from Happy House, a par-
tial analysis is shown in Figure 20.10.

Last year the cost of merchandise sold was 65.63 percent of total 
sales. This year it increased to 67.08 percent of total sales. Sheila 
Henry paid more for her merchandise, but her sales did not increase 
at the same rate.

The gross profit on total sales decreased from 34.37 percent to 
32.92 percent. Happy House sold more merchandise but lowered its 
percentage of gross profit. If it were not for a drop in expenses this 
year, the business would have reported a lower net income. This anal-
ysis provides the owner of Happy House with some of the informa-
tion that she needs to make decisions regarding the store’s pricing.

� MAKING GOOD 

 DECISIONS Having current 
financial information about 
total sales is essential to 
making sound business deci-
sions. What kinds of financial 
statements would you examine 
to analyze a business?
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The Balance Sheet
The other primary financial statement of a business is a balance 

sheet. A balance sheet is a report of the balances of all asset, liability, 
and owner’s equity accounts at the end of an accounting period. The 
main purpose of the balance sheet is to present a business’s financial 
position by reporting the assets of a business and the claims against 
those assets (creditor’s claims and owner’s claims). It reports what the 
business owns, owes, and is worth on a specific date. It is like taking 
a financial photo of your business on the last day of the accounting 
period. This is your present financial situation. The balance sheet for 
Happy House Card Shop is shown in Figure 20.11.

You learned in Section 20.1 that the basic accounting equation 
must always be in balance. The balance sheet represents the basic 
accounting equation.

Assets � Liabilities � Owner’s Equity

Notice that a balance sheet consists of three sections: an asset sec-
tion, a liability section, and an owner’s equity section. On the Happy 
House balance sheet, the total assets ($211,209) equal the total lia-
bilities ($49,092) plus the owner’s equity ($162,117). This means the 
accounting equation is still in balance.

RELATE

As You 
Read

Do you think Happy House 
should raise its prices next 
year? Explain your answer. 
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Analyzing the Balance Sheet
To analyze these figures, you would compare the current 

amounts on the balance sheet with figures from last year, as shown 
in  Figure 20.12.

By examining the numbers and percentages, you can see that 
changes have taken place. Happy House bought various assets during 
the year. This is shown in various increased balances:

• Supplies
• Office Equipment
• Display Equipment

The business also has more cash and inventory on hand, and 
higher accounts receivable, than last year.

The balance sheet is an important financial statement, but to 
make wise decisions, you should always compare the financial data to 
a previous year’s balance sheet. Remember, the financial statements 
provide the information about assets, liabilities, and owner’s equity, 
but you must analyze and interpret it to make recommendations 
based on that information.

QUESTION

As You 
Read

What sections are included 
on a balance sheet?
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Statement of Cash Flows
Why are cash flows important?

The income statement and balance sheet provide vital financial 
information, but neither financial statement shows how cash came 
into or went out of the business during the period. You will want to 
know how much cash is available during business operations.

You may remember that your personal cash flow is the money 
that actually goes in and out of your wallet and bank accounts. In a 
business, cash flow refers to the sources and uses of cash during an 
accounting period.

Understanding cash flows will help you in cash management. 
Suppose that your school has a big dance coming up on Friday. All of 
your friends are going and will probably go somewhere to eat after it 
is over. You will need cash for Friday night, but you will not get your 
paycheck from your job until Saturday. In this example, money needs 
to go out for the dance before money comes in from your job. You 
have a “cash crunch” problem.

Businesses often face similar problems. If a small business expe-
riences a cash crunch situation, it could have serious problems. Good 
cash control and management means that sufficient cash is available 
for operating the business on a daily basis and for emergencies.

Cash Inflows and Outflows
A statement of cash flows is a financial statement that 

reports how much cash a business took in and where the cash went. 
It explains changes in the Cash in Bank account during the account-
ing period.

� ENTERTAINMENT 

EXPENSES Theatrical com-
panies must pay for produc-
tion costs well before cash 
from ticket sales is received. 
What kind of cash flow would 
a theatre group experience 
before ticket sales begin?

Computerized 
Accounting Software 
There are many options 
to consider when look-
ing for computerized 
accounting software to 
help you run your busi-
ness. A businessperson’s 
decision about which 
one is right for his or her 
needs is an important 
choice—one that could 
mean the difference 
between success and fail-
ure. Looking for the right 
accounting software solu-
tion for your business can 
be a real challenge. 

You can learn 
about free software 

assistance and write a 
paragraph explaining the 
process used to make 
the best choice through 
finance07.glencoe.com.

TechByte

Unit 6      Business Finance Basics fi nance07.glencoe.com
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Cash flows include both cash inflows (cash that enters a busi-
ness) and cash outflows (cash that exits a business). Cash inflows may 
include sales and interest earned from investments or savings. Cash 
outflows may include operating expenses, merchandise purchases, 
supplies, and interest and taxes paid.

Figure 20.13 shows the statement of cash flows for Happy 
House. Notice that the statement of cash flows has three  sections:

• Cash Flows from Operating Activities
• Cash Flows from Investing Activities
• Cash Flows from Financing Activities

Analyzing the Statement of Cash Flows
Happy House has a positive cash flow. During the year, more cash 

entered the business than was paid out. The difference is $12,629.
When your business has negative cash flows, you will probably 

experience a lack of available cash. You may not be able to pay your 
bills or buy goods to resell. The business will not grow. Your state-
ment of cash flows can be a major consideration when you want to 
borrow money. Potential investors and lenders want to see cash flow-
ing into your business in a constant, positive manner.
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Computerized Accounting
How do businesses use accounting software?

Most businesses use some type of accounting software to record 
and report their business transactions. Even for an automated sys-
tem, you still need to collect and keep your source documents. Each 
business transaction must be separated into its debit and credit parts. 
However, you will enter the transaction in the computer system by 
using account numbers rather than the account names. You still need 
to enter the amounts.

Telecommunication services rank as a major 
industry in France. The telecom sector is an important 
part of the French economy, making up two-thirds of 
French exports in manufacturing goods. These exports 
grew by 29 percent during the 1990s and continue to 
grow. One of the industry stars, France Telecom, boasts 
125 million customers. The  company has a global out-
reach to five continents and revenue of nearly $60 bil-
lion in U.S. dollars. Headquartered in Paris, France, 
Telecom offers the second  largest wireless operation and 
Internet access service (called  Wannado) in Europe. 

To reach its goal as 
world leader in telecom-
munications, France Tele-
com has taken a page 
from its own book. It 
trains its personnel online. 
A computer program, 
called Train Us, matches 
the instruction offered 
for the jobs within the 
company.  Employees can 
learn new skills or change 
career paths without 
 leaving their desks.

Global Financial Landscape

FRANCE

Think Globally
What types of functions might an accounting student 
need to learn from an online training course?

DATABYTES

Capital Paris

Population 59,771,000

Languages French

Currency euro

Gross Domestic 
 Product (GDP) $1.65 trillion (2003 est.)

GDP per capita $27,500

Industry: Machinery, chemicals, automobiles, metal-
lurgy, aircraft, electronics, and textiles

Agriculture: Wheat, cereals, sugar, beets, potatoes, 
beef, and fish

Exports: Machinery and transportation equipment, 
aircraft, plastics, chemicals, pharmaceuticals, and food

Natural Resources: Coal, iron ore, bauxite, fish, and 
timber

Standard and Poor’s publishes the globally recognized 
S&P 500® financial index. It also gathers financial statis-
tics, information, and news, and analyzes this data for 
international businesses, governments, and individuals 
to help them guide their financial decisions. 
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Computerized Posting
When all transactions are entered, you can “tell” the program 

to post all amounts to the appropriate general ledger accounts. Com-
puterized posting is faster and eliminates accounting errors that you 
might make by doing it manually.

Using Accounting Principles
What are important financial tools for businesses?

You have learned about several basic financial statements that 
are some of the tools used to apply the first five accounting princi-
ples. The basic accounting principles are the backbone of every busi-
ness. Business owners and investors who risk their money and time 
depend on accurate accounting records to report the results of the 
operation and financial condition of their businesses. All businesses 
use the same practices, which help them analyze their financial posi-
tions and make effective business decisions.

Section 20.2 Assessment

QUICK CHECK
1. What items are included on an income 

statement of a merchandising business?
2. What is the purpose of a balance sheet?
3. Why is the statement of cash flows impor-

tant to a business?

THINK CRITICALLY
4. Describe how it is possible for a business to 

have made a profit during the most recent 
accounting period but not have enough 
money to pay its employees this week.

USE MATH SKILLS
5. Gross Profit Damien is the student 

manager of Panther’s Pen, the student 
store on his school campus. During the fall 
semester, sales (or revenue) totaled $5,420, 
and the cost of merchandise sold was 
$3,500.  During the spring semester, sales 
were $4,890, and the cost of merchandise 
sold was $3,060.

Calculate What is the gross profit 
on sales for each semester? What is 

the percentage of gross profit to sales? Did 
profits improve from the fall semester to 
the spring semester?

SOLVE MONEY PROBLEMS
6. Sharing Financial Information  

Sylvia worked her way through college at 
a health food store. She learned about the 
various aspects of operating a business. 
When she graduated, she opened her own 
store, Sylvia’s Smoothies. Now she is ready 
to add a partner to her business.

Analyze What type of financial 
information might Sylvia need to 

share with potential partners?

REACT

After You 
Read

Why is it important to 
understand basic account-
ing procedures, even if you 
use accounting software to 
manage accounts?



Communicating Key Terms
As an independent bookkeeper, you are preparing a presentation about the services you offer 

to someone just starting a business. Use as many terms below as you can in the  presentation.  

Chapter 20 Review & Activities
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• financial reports
• accounting period
• accounting cycle
• accounting equation
• account
• accounts receivable
• accounts payable
• double-entry accounting

• T account
• debit
• credit (accounting)
• journal
• general ledger
• posting 
• trial balance
• financial statements

• income statement
• cost of merchandise sold
• gross profit on sales
• net income
• balance sheet
• statement of cash flows

Reviewing Key Concepts 
1. Explain the three parts of the accounting equation. 
2. Describe the five steps in the accounting cycle.
3. Explain the rules of debit and credit.
4. Explain how posting to the general ledger can simplify financial reporting. 
5. Describe a trial balance.
6. List items included on an income statement.
7. Describe reasons why a business may have a reasonable balance sheet but poor cash flow.
8. Define a statement of cash flows.

CHAPTER SUMMARY

• The accounting equation states that 
Assets � Liabilities � Owner’s Equity. 
Accounts show the balance for a 
specific item. Accounts are set up as 
needed by a business, and may vary 
depending on the type of business.

• The first five steps of the accounting 
cycle are to collect and verify source 
documents, analyze each transaction, 
journalize each transaction, post 
transactions to the general ledger, and 
prepare a trial balance. 

• Business transactions are recorded in 
the general journal. 

• Posting to the general ledger allows you 
to see the balances in each account.

• A trial balance is a list of all the 
accounts and their current balances. 
All the debit balances should equal the 
total of all the credit balances. 

• The income statement is a report 
of the net income or net loss for an 
accounting period. 

• The balance sheet reports balances for 
all asset, liability, and owner’s equity 
accounts at the end of an accounting 
period. It presents the business’s 
financial position. 

• The statement of cash flows reports 
how much cash your business took in 
and how it was used. 
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Connect with Communication Skills A graphic designer is 
starting a business. She has purchased the equipment, furniture, and supplies 
needed, and is working for several clients.

Role-Play Set up accounts for the graphic designer. With a partner, 
role-play a discussion between you, the bookkeeper, and the designer. The 
bookkeeper explains the accounting system set up for the business, and the 
designer asks questions about how it will work.

Economics Compare and contrast the steps leading to preparing a trial 
balance with balancing your personal checkbook.  

Write About It Write an article for your class newsletter explaining the 
similarities and differences in the two actions. 

Balance Comparison Below is a sample balance sheet that includes two 
years: 

1. Calculate How have the different items in the balance sheet changed in 
percentages between the end of 2003 and 2004?

2. Compute Use spreadsheet software to make these calculations.

 2003 2004
Assets
Cash 17,500 24,300
Marketable securities 93,000 88,000
Accounts receivable 87,455 68,600
Inventories 162,000 169,000
Fixed assets 147,000 138,000

Liabilities
Current liabilities 114,000 122,000
Long-term debt 216,000 214,000
Partnership equity 176,955 151,900

Chapter 20 Review & Activities

Accounting Software Using software saves time when generating 
the fi nancial reports needed for decisions. Some early accounting software, 
such as Lotus 1-2-3® and Peachtree®, is still in use today in updated versions.

Log On Search the names of fi ve different accounting software 
packages. Go to the Web sites for these packages. 

Present How do they differ? Are some designed for particular industries? 
Develop a few PowerPoint slides to report the results of your research.

Newsclip: Fuzzy Numbers Many corporations need to improve 
their fi nancial reporting and disclosure techniques. Annual and quarterly 
profi t fi gures are frequently infl ated and may mislead investors.

Log On Go to fi nance07.glencoe.com and open Chapter 20. Find 
an income statement, balance sheet, and cash fl ow statement from 

any company you choose. Write down any fi nancial inconsistencies (or 
“fuzzy numbers”) you might fi nd.

O N L I N E
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DO YOU THINK LOGICALLY 
OR INTUITIVELY? 
Which type of thinker are you—logical or intuitive? Logical  thinking 
tends to be analytical, orderly, and consistent, sometimes based on 
rules or something exact. Intuitive thinking is based on insight and 

tends to be more approximate, symbolic, and capable of dealing with contradiction. You 
may have a tendency toward logical or intuitive thinking. In this quiz, there are no “right” 
or “wrong” answers. Choose ten of the words below that best describe your thought 
 processes, and then write them on a separate sheet of paper.

______ abstract ______ dreamy ______ playful

______ ambiguous ______ exact ______ poetic

______ analogous ______ fantastical ______ practical

______ analytic ______ focused ______ precise

______ approximate ______ generalized ______ rational

______ conceptual ______ imaginative ______ reflective

______ constructive ______ impractical ______ specific

______ critical ______ inferring ______ speculative

______ deductive  ______ literal ______ symbolic

______ detailed ______ logical  ______ visionary

Scoring: 

Give yourself 5 points if you wrote down analytic, conceptual, constructive,  critical, deduc-
tive, detailed, exact, focused, literal, logical, practical, precise, rational,  reflective, or specific.

Give yourself 3 points if you wrote down abstract, ambiguous, analogous, a pproximate, 
dreamy, fantastical, generalized, imaginative, impractical, inferring, playful, poetic, 
s peculative, symbolic, or visionary.

If you scored 30–38 points, you prefer intuitive thinking.

If you scored 42–50 points, you prefer logical thinking.

Regardless of your tendencies, try alternate types of thinking. Whenever you feel you are 
not communicating well, consider that the other person might be using a different way 
of thinking.

662
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Income Statements

Dakota’s gardening business now includes gardening for 22 homes and gardening 
and planting for three commercial properties. She is considering hiring Rashelle for an 
hourly fee to work with her so she can expand the business. To see if she can afford 
to hire Rashelle, she has prepared an income statement. In reviewing six months of 
income statements, Dakota felt she could afford to pay Rashelle, especially if she picked 
up some new accounts.

Your Financial Portfolio

Apply

 On a separate sheet of paper, choose a service business that you might like to 
operate. Determine what you would charge for your service. Based on your fee and ser-
vices, determine what your monthly revenue and expenses would be. Using the same 
guidelines as shown above, prepare an income statement. Would you want to hire and 
supervise help or would you prefer to work alone?

Chapter 20 Review & Activities

Dakota’s Gardening
Income Statement for the Month Ended July 31, 20--

Revenue
Regular gardening fees $3,460

Charge for plantings 180

Charge for trimming trees 300

Total revenue $3,940

Operating Expenses 

Buying plantings  $      90

Truck loan 150

Equipment: new tree pruner 75

Gas expense 25

Insurance expense 35

Total expenses $    375

Net Income $3,565
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