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Chapter 02 - Financial Statements and Accounting Concepts/Principles

CHAPTER

2 Financial Statements and
Accounting Concepts/Principles

CHAPTER OUTLINE:

I. Financial Statements
A. From Transactions to Financial Statements
B. Financial Statements Illustrated
1. Explanations and Definitions
a. Balance Sheet
b. Income Statement
c. Statement of Changes in Owners' Equity
d. Statement of Cash Flows
2. Comparative Statements in Subsequent Years
3. lllustration of Financial Statement Relationships

I1. Accounting Concepts and Principles
A. Schematic Model of Concepts and Principles
B. Concepts/Principles Related to the Entire Model
C. Concepts/Principles Related to Transactions
D. Concepts/Principles Related to Bookkeeping Procedures and the Accounting Process
E. Concepts/Principles Related to Financial Statements
F. Limitations of Financial Statements

III. The Corporation’s Annual Report
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Chapter 02 - Financial Statements and Accounting Concepts/Principles

TEACHING/LEARNING OBJECTIVES:

Principal:

1. Toillustrate the four principal financial statements and their basic form.
2. To introduce students to the terminology of financial statements.
3. To present the accounting equation.

4. To explain several of the concepts of financial accounting and financial statement
presentation.

Supporting:

5. To explain that financial statements are the product of financial accounting and that the
statements represent a historical summary of transactions.

6. To explain some of the limitations of financial statements.
7. To illustrate that the financial statements are included in the corporation’s annual report.

8. To introduce and explain several business procedures and their terminology.

TEACHING OBSERVATIONS:

1. This is the keystone chapter of the text, and the material presented here becomes a foundation
for all subsequent financial accounting topics. The instructor must resist trying to teach
the entire course from this one chapter! Instead, try to help students sort out the key ideas
that must be learned now from those that they should be acquainted with, but that will really
be learned when subsequent material is covered. Items to be learned now include:

What a transaction is.

The name of each financial statement and what it shows.

The accounting equation.

Financial statement relationships.

Limitations of financial statements.

®o0 o

2. A significant amount of time should be spent illustrating and explaining the purpose and
content—>by account category (asset, liability, owners' equity, revenue, expense)—of each
financial statement, and how the financial statements tie together. Some instructors may wish to
discuss gains and losses at this point, but the key is to keep it as simple as possible!
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3. Itis recommended that the following models be emphasized:

a. Balance Sheet:

Assets = Liabilities +  Owners' Equity
Beginning of Period ~ $ $ $
Changes During Period +/- +/- +/-
End of Period $ $ $
b. Income Statement: Revenues
- Expenses
= Net Income

c. Statement of Changes in Owners’ Equity:

Beginning Balance of Owners' Equity
+ Owners' Investment
+ Net Income
- Dividends
= Ending Balance of Owners' Equity

(As with the discussion of gains and losses, some instructors may wish to acknowledge
“other” sources of changes in owners’ equity such as treasury stock, accumulated other
comprehensive income, prior period adjustments, etc. This is a function of instructor
preference and the extent to which students have been previously exposed to real world
financial statements. An early dose of “reality” can be refreshing for graduate students, but
might be distracting to a younger, less experienced audience.)

4. 1t is helpful to spend time with the concepts and principles model, explaining what each
concept/principle means and showing how it relates to the "Transactions to Financial
Statements" process.

5. Itis appropriate to emphasize the limitations of financial statements now, because they can
create a mindset that helps students understand more specific accounting principles when
they are covered later.

6. The Business In Practice boxes are designed to enhance student understanding by removing
some jargon and explanation from the flow of the text material, while providing a context for
that material. These provide good class discussion topics.

7. You may wish to make some transparency acetates from the “Study Outlines” contained on the
website. These can be used when introducing the material in this chapter so that students don’t
lose sight of the “big picture.” Alternatively, students can self study this material by using the
narrated slides or the PowerPoint presentations available on the website.

8. Remind students that the fully worked-out solutions to all odd-numbered exercises and
problems are provided on the website. The student study guide (previously a printed volume
that students were required to purchase separately) is also available on the website for free.
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ASSIGNMENT OVERVIEW:

This chapter provides a wide variety of assignments to choose from—ranging from the basic
association-type exercises, to the more challenging, analytical-type problems. Be careful not to
over-assign or under-assign homework from this chapter.

LEARNING DIFFICULTY & OTHER

NO. OBJECTIVES | TIME ESTIMATE | COMMENTS

E2.1. 2,4 Easy, 3-5 min. Simple account identification exercise.

E2.2. 2,4 Easy, 3-5 min. See E2.1.

E2.3. 2,3 Med., 5-8 min. Reinforces the balance sheet equation, and stresses the
distinction between PIC and RE.

E2.4. 2,3 Med., 5-8 min. See E2.3. Good homework assignment.

E2.5. 2,3 Easy, 3-5 min. “RE is affected only by net income (loss) and dividends.” This is
a bit of a fiction, but it works effectively in the Chapter 2. Other
effects on retained earnings (i.e., stock dividends and prior period
adjustments) are not discussed until Chapter 8.

E2.6. 2,3 Easy, 3-5 min. See E2.5. Good homework assignment.

E2.7. 2,3 Med., 5-10 min. The worksheet format is used to help students understand
financial statement relationships. Explain that “net assets” = A-L
= OE.

E2.8. 2,3 Med., 5-10 min. See E2.7. Good in-class demonstration exercise.

P2.9. 2,3,6 Med., 7-10 min. Most instructors omit this problem. Can be used to illustrate the
sale of assets at gains/losses, and to emphasize the difference
between cash and owners’ equity.

P2.10. | 2,3,6 Med., 10-12 min. See P2.9.

P2.11. | 234 Med., 15-20 min. Straight-forward problem emphasizing financial statement
relationships. Students respond well.

P2.12. | 2,34 Med., 15-20 min. See P2.11.

P2.13. | 234 Med., 20-25 min. Similar to P2.9., P2.10., but requires the preparation of financial
statements. Good for in-class demonstration.

P2.14. | 234 Med., 20-25 min. Excel problem. See P2.13. Good homework assignment.

P2.15. |23 Med., 5-8 min. CAN USE LATER as a Chapter 4 assignment.

P2.16. | 2,3,6 Med.-Hard, 15-20. Group learning problem. Good in-class demonstration
problem.

P2.17. | 2,35 Med., 7-10 min. Stress the importance of the historical cost principle.

P2.18. | 2356 Med., 10-12 min. Group learning problem. See P2.17.

P2.19. | 24 Med., 10-12 min. Group learning problem. Emphasizes the structure of the
income statement.

P2.20. |24 Med., 10-12 min. Explain why “other income” is excluded from gross profit.

C2.21. | 24,6,7 Med., 15-20 min. Excellent conceptual case, but be sure to relate student responses

back to the terminology introduced in the chapter.
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SOLUTIONS:

Matching
1. S 9. G
2. H 10. D
3. B 11. T
4. AA 12. N
5 U 13. 1
6. V 14. W
7. P 15. M
8. F

Multiple Choice

OB WN -
>OW0WwW
O OWooONO
nlvlwNvAw)

10.

Multiple Choice Annotations:

3.

5.

Review Exhibit 2-3.
Balance sheets are presented at a point in time, rather than for a period of time.

Calculate total owners’ equity at the beginning of the year, and then add net income to get the
answer. $21,000 - $12,000 = $9,000 beginning + $5,000 net income = $14,000 ending.

$119,000 beginning + $35,000 net income - $29,000 dividends = $125,000 ending balance.

Internal auditors are employees of the corporation, and do not express an opinion about the
financial statements; this is done by external CPA auditors (public accounting firms).
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E2.1.
Financial

Category Statement(s)
Cash.. .o A BS
Accounts payable..............coeiiiiiiiii L BS
Common StoCK........ceoviiiiiiiiiiiiii e OE BS
Depreciation eXpense.........ooeevvevreeneennennnnn. E IS
Netsales....ovnieiiiiii R IS
Income tax eXpense.........cocevviiieiiininennnnnn. E IS
Short-term investments.............................. A BS
Gainonsaleofland.................c.ooiin, G IS
Retained earnings.............c.ooovviiiiinniannnn.. OE BS
Dividends payable...............c.ooiiiiii L BS
Accounts receivable..............ociiiiiiiin. A BS
Short-term debt................oooiiiii, L BS

E2.2.
Financial

Category Statement(s)
Accumulated depreciation........................... A BS
Long-termdebt.............ocooiiiiiiii L BS
Equipment..............coiiiiii A BS
Loss on sale of short-term investments............ LS IS
NEt INCOME....oontiieiiiiii e eeeaeaas OE IS
Merchandise Inventory............coceeevveieinnnn.. A BS
Other accrued liabilities.......................o...... L BS
Dividends paid............ooooiiiiiiiii OE Neither*
Cost of goods sold...........coovviiiiiiiiiiiinnn. E IS
Additional paid-in capital............................ OE BS
Interest income.............ooeviiiiiiiiiiiiinenn. . R IS
Selling eXpenses........ovvvvviiieiiiieiieenneennnnn E IS

* Trick question! “Dividends paid” appears only on the Statement of Changes in
Owners’ Equity. Dividends paid are distributions of earnings that reduce retained
earnings on the balance sheet. Dividends paid are not expenses, and do not appear on the
income statement.
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E2.3.
Use the accounting equation to solve for the missing information
Firm A:
A = L + PIC +(Beg.RE + NI - DIV = End.RE)
$420,000 = $215,000 + $75,000 + ( $78,000 + ? -$50,000 = ? )

In this case, the ending balance of retained earnings must be determined first:
$420,000 = $215,000 + $75,000 + End. RE.
Retained earnings, 12/31/10 = $130,000

Once the ending balance of retained earnings is known, net income can be determined:
$78,000 + NI — $50,000 = $130,000
Net income for 2010 = $102,000

Firm B:
A = L +PIC+(Beg. RE+ NI - DIV = End. RE)
$540,000 =$145,000 + ? +( ? + $83,000 - $19,000 = $310,000)

$540,000 = $145,000 + PIC + $310,000
Paid-in capital, 12/31/10 = $85,000

Beg. RE + $83,000 - $19,000 = $310,000
Retained earnings, 1/1/10 = $246,000

Firm C:
A =L+ PIC +(Beg.RE+ NI - DIV = EndRE)
$325,000 = ? +$40,000 + ($42,000 + $113,000 - $65,000 = ? )

In this case, the ending balance of retained earnings must be determined first:
$42,000 + $113,000 - $65,000 = End. RE
Retained earnings, 12/31/10 = $90,000

Once the ending balance of retained earnings is known, liabilities can be determined:

$325,000 = L + $40,000 + $90,000
Total liabilities, 12/31/10 = $195,000
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E2.4.
Use the accounting equation to solve for the missing information
Firm A:
A= L + PIC +(Beg.RE+ NI - DIV =End RE)

$ ? =$80,000 + $55,000 + ( $50,000 + 68,000 - $12,000 = ? )

In this case, the ending balance of retained earnings must be determined first:
$50,000 + $68,000 - $12,000 = End. RE.
Retained earnings, 12/31/10 = $106,000

Once the ending balance of retained earnings is known, total assets can be determined:
A = $80,000 + $55,000 + $106,000
Total assets, 12/31/10 = $241,000

Firm B:

A =L+ PIC +(Beg.RE+ NI - DIV = End.RE )
$435,000= ? + $59,000 +( $124,000 +$110,000- ? = $186,000)
$435,000 = L + $59,000 + $186,000
Total liabilities, 12/31/10 = $190,000
$124,000 + $110,000 - DIV = $186,000
Dividends declared and paid during 2010 = $48,000
Firm C:

A = L + PIC +(Beg.RE+ NI - DIV = End. RE)

$155,000 = $75,000 + $45,000+( ? + $25,500 - $16,500=  ? )

In this case, the ending balance of retained earnings must be determined first:
$155,000 = $75,000 + $45,000 + End. RE
Retained earnings, 12/31/10 = $35,000

Once the ending balance of retained earnings is known, the beginning balance of retained
earnings can be determined:

Beg. RE + $25,500 - $16,500 = $35,000

Retained earnings, 1/1/10 = $26,000
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E2.5.

E2.6.

E2.7.

Prepare the retained earnings portion of a statement of changes in owners' equity for the
year ended December 31, 2010:

Retained Earnings, December 31, 2009.............ccovviiiiiiiiiniannnn.. $311,800
Less: Net loss for the year ended December 31, 2010....................... (4,700)
Less: Dividends declared and paid in 2010.................cooiiiiinenn... (18,500)
Retained Earnings, December 31, 2010............ocovviiiiiiiiiniannnn.. $288,600
Retained Earnings, December 31, 2009.............ccoiiiiiiiiiiiiniann.. ?
Less: Net income for the year ended December 31, 2010.................... 90,400
Less: Dividends declared and paid in 2010.................ooeiiiiiiiiiin... (18,000)
Retained Earnings, December 31, 2010.............ooooiiiiiiiiiiii.. $841,200

Solving the model, retained earnings at December 31, 2009 was $768,800.

OE
A = L + PIC + RE
Beginning:  $12,400 = $7,000 + $ 0 + $5,400
Changes: ? = -1200 + 0 + 3,000 (netincome)
? _ (dividends)
Ending: ? __=_7? +_0 +3$6,000

Solution approach:

(Remember that net assets = Assets - Liabilities = Owners’ equity = PIC + RE ).

Since paid-in capital did not change during the year, assume that the beginning and
ending balances are $0. Thus, beginning retained earnings = $12,400 - $7,000 =
$5,400, and ending retained earnings = net assets at the end of the year = $6,000. By
looking at the RE column, it can be seen that dividends must have been $2,400. Also
by looking at the liabilities column, it can be seen that ending liabilities are $5,800, and
therefore ending assets must be $11,800. Thus, total assets decreased by $600 during
the year ($12,400 -$11,800), which is equal to the net decrease on the right-hand side of
the balance sheet (-$1,200 liabilities + $3,000 net income -$2,400 dividends = $600 net
decrease in assets).
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E2.8.

P2.9.

OE
A = L + PIC + RE
Beginning: ? = $320,000 + $30,000 + ?

Changes: +65,000 -18,000 + ? + ?  (netincome or loss)

-25,000 (dividends)
? + $192,000 + ? ($429,000 total OE)

Ending: ?

Solution approach:

Ending retained earnings = $429,000 total owners’ equity - $192,000 paid-in capital =
$237,000. Ending liabilities = $320,000 beginning liabilities - $18,000 decrease =
$302,000. Thus, ending assets = $302,000 liabilities + $429,000 owners’ equity =
$731,000. Beginning assets = $731,000 ending assets - $65,000 increase = $666,000.
Beginning retained earnings = $666,000 assets - $320,000 liabilities - $30,000 paid-in
capital = $316,000. Once the beginning and ending retained earnings balances are
known, the net income or loss for the year can be determined as follows:

Retained earnings, beginning. .......c.c. coocviies vt v e, $316,000
Less: Net income or 10ss for the year ........... coccoveevs veveviies cevieinnn ?

Less: Dividends declared and paid during the year ... .......c... voeevenee. (25,000)
Retained earnings, eNding...... .ccccceves ceevieeiies evveiens cereeieens cvereeens $237,000

Solving the model, the net loss of the year = $(54,000).

Set up the accounting equation and show the effects of the transactions described.
Since total assets must equal total liabilities and owners’ equity, the unadjusted
owners’ equity can be calculated by subtracting liabilities from the total of the assets
given.

A = L + OE

Accounts Plant & Owners’
Cash  + Receivable Inventory + Equipment = Liabilities + Equity

Data given $ 22,800 + 114,200 + 61,400 + 265,000 = 305,600 + 157,800
Collection of accounts receivable +108,490  -114,200 -5,710
Inventory liquidation +49,120 -61,400 -12,280
Sale of plant & equipment +190,000 -265,000 -75,000
Payment of liabilities -305,600 -305,600 0
Balance $ 64,810 0 0 0 0 $ 64810

*The effects of these transactions on owners’ equity represent losses from the sale
(or collection) of the non-cash assets.

2-10



Chapter 02 - Financial Statements and Accounting Concepts/Principles

P2.10.
a. The solution approach is similar to that shown in Problem 2-9. Gains or losses can
be calculated for the sale (or collection) of each of Kimber Co.’s non-cash assets, as

follows:
Cash received upon Gain (loss) recorded and
sale or collection of asset effect on Owners’ Equity
Accounts receivable . ... $62,600 * 88% = $55,088 $62,600 * 12% = $(7,512)
Merchandise inventory . .  $114,700 * 85% = 97,495 $114,700 * 15% = (17,205)
Buildings & Equipment .. BV# + $40,000 = 188,000 Amount above BV = 40,000
Land................. Appraised amount = __65,000 $65,000 - $51,000 = 14,000
Total cash received $405,583 Net gain $ 29,283

# $343,000 - $195,000 accumulated depreciation = $148,000 book value of
buildings & equipment.

The $405,583 cash received from the liquidation of non-cash assets would be added
to the beginning cash balance of $18,400, and $423,983 is the amount of cash
available to pay the claims of creditors and stockholders. Liabilities would be paid
first (including the amounts that are not shown on the balance sheet), and the
balance would be paid to the stockholders:

Total cash available... ........... coooveiis et e e, $423,983
Accounts payable ...... ..o v e e $46,700

Notes payable ........... cooooiis v e e 58,500

Wages payable (not shown on balance sheet)........... ........... 2,400

Interest payable (not shown on balance sheet).......... ........... 5,250

Long-term debt.......... ooeiis et s e s 64,800 (177,650)
Total cash available to stockholders.......... ccccocees v $246,333
The total cash available to stockholders upon liquidation can be verified, as
follows:

Total owners’ equity (unadjusted, from balance sheet)........ ........... $224,700
Add: Gain on sale of buildings & equipment ........... .cccovees cvrenee. 40,000
Add: Gainon sale of [and...... ...oocoves i e e e 14,000
Less: Loss on collection of accounts receivable ....... .c..cccce e, (7,512)
Less: Loss on liquidation of merchandise inventory. ........... ..c.co..... (17,205)
Less: Unrecorded Wages EXPENSE...... .ecivvveree coveerieess cevieeiiees eesieeanns (2,400)
Less: Unrecorded iNterest XPENSE.... ...cocvie eveviiens ceerieriens sesieniens (5,250)
Total owners’ equity, as adjusted ... ........... coceveis cevviiis e $246,333

As shown in the schedule above, total owners’ equity on the balance sheet had not
been adjusted for the gains and losses from the sale (or collection) of the non-cash
assets; nor was it adjusted for the effects of the expense/liability accruals for wages
and interest.
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P2.11.

ACCOUNES rECEIVADIE .. oot e s et e e $ 33,000
CaSN . et e e e e 9,000
SUPPHES it et it s e e e e 6,000
MerchandiSe INVENLOIY .......... covcveiies ceeieiiees ceieiiens creesreenes eesreenas 31,000
TOtal CUMTENE 8SSELS.... viiieiiis eriiiies crieiies ceerieees ceerieeees enreaeeas $ 79,000
ACCOUNES PAYADIE ... coiiiies e e e e e $ 23,000
Long-term debt.......... coveiiis s e e e 40,000
(001 4111410 0 1S) (0103 QPR 10,000
Retained  arnNiNgS...... cooiveviees coveieis ceeieies rerieaies erveaeens erreeeens 59,000
Total liabilities and owners’ equity .. ......ccc. vovrieeis cvrieiies eveenene $132,000
SAIES TEVENUE. ..cvviiiit ceeeiiiiet ceeeii et eeeiie et ceeieeees eeesiteeas seeseeeens $140,000
Cost 0f go0ds SOIA..... ..cceeiies et et e e e (90,000)
GrOSS Profit .. woveiies it e et e e $ 50,000
SEIVICE FEVENUE ....vvevs eeieiiet ciesiieries ceeiesies caresreases ereeseenns essessens 20,000
Depreciation EXPENSE .......cce woveereres erieriinie eeeeees srereesrens sreseeieas (12,000)
SUPPIIES BXPENSE ... weevieiiies ceiieities cteerieaes crerreeees cesreeieess cereeeens (14,000)
Earnings from operations (operating inCOMEe)........... voceevves vovvreene. $ 44,000
Earnings from operations (operating inCOMEe)........... vocevvres vevvrienne $ 44,000

INTEIEST EXPENSE ... .vvis eeiiiiiies et crreeiiees reeriees reeanrees reeaiees (4,000)

Earnings before taXxes ......ccc. coovevees veveiiins v e e $ 40,000

INCOME tAX EXPENSE ... eviiiiiies crreeiiies crreeiiees creeeriees reeesreees reeersees (12,000)

NEL INCOME ... coieiiiet ceieeieeie ceeie s eeresees cereeseens ereesreenne eesreenees $ 28,000

$12,000 income tax expense / $40,000 earnings before taxes = 30% average tax
rate

Retained earnings, January 1, 2010 .. ....cccccee ceeviiiies veveeiees e ?

Net income fOr the Year......... coocvcees coviiiis et s e $ 28,000
Dividends declared and paid during the year ........... coccoceeees v, (16,000)
Retained earnings, December 31, 2010 ........ cooccveies evviiiens cvrvenen $ 59,000

Solving the model, the beginning retained earnings balance must have been
$47,000, because the account balance increased by $12,000 during the year to an
ending balance of $59,000.
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P2.12.

Merchandise INVENTOIY .......... covcveiies ceeiiiies et creeveeens e $ 840,000
ACCOUNTES FECEIVADIE .. .vviiivies i e e e e e 192,000
(O 1] o R 144,000
TOtal CUMTENE @SSELS.... wiiiciiees eeiciiieit et e v eis eeerbee s ceeiieeans $1,176,000
Less: Accounts payable *...... occooeis s e e s (92,000)
Current assets less current liabilitiesS. .........c. oovvieies evviieien e, $1.,084,000

* No other current liabilities are included in the problem.

TOtal CUMTENE SSELS.... cveiiiies cieieiies et ceeeiees e e $1,176,000
I o R 128,000
EQUIPMENT ... oo et s et e cere e e 72,000
Accumulated depreciation..... .....ccoe oveviis ceviiies s s (24,000)
TOLAl BSSELS ... cveviriiit creriieiies cirieie e e e e $1,352,000
SAIES TEVENUE. ...vcvives crviiiiiens erierieres ceteierens sreeereans ereeresses seesensens $2,480,000
CoSt 0f gOOAS SOI..... .ooveiit it e s e e (1,760,000)
GrOSS Profit ... ioiiics it et e e e e $720,000
RENEEXPENSE . .o et e s e e e (72,000)
Depreciation EXPENSE .....ccccev cverieiies ceerreiees cerreseens creeseenne sresreenns (12,000)
Earnings from operations (operating inCOMEe)........... coceveves vovvreene. $ 636,000
Earnings from operations (operating inCOMEe)........... cocevvres vovvreenne. $ 636,000
INTEIEST BXPENSE ... .vvis ieieiiies creeeiiies crreeiiees eeeriees reeesiees reeeiees (36,000)
Earning Defore taXxes.. ....ccves ceevieviers vt e e e $ 600,000
INCOME tAX EXPENSE ... eviiiriies crrveiiiies crreeiiees creeesiees reeeseees reeensees (240,000)
NEL INCOME ... coieiiiet ceieeieeie ceeie s eeresees cereeseens ereesreenne eesreenees $ 360,000

$240,000 income tax expense / $600,000 earnings before taxes = 40% average tax
rate

Retained earnings, January 1, 2010 .. ....cccccee ceeviiiies ceveiiees e ?

Net income for the Year......... occcviees cevivieies et e e $360,000
Dividends declared and paid during the year ........... coccoeeevs vevvvenen. (256,000)
Retained earnings, December 31, 2010 ........ cooccvvvies evviiiens cevvenen $900,000

Solving the model, the beginning retained earnings balance must have been
$796,000, because the account balance increased by $104,000 during the year to an
ending balance of $900,000.
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P2.13.

BREANNA, INC.
Income Statement
For the Year Ended December 31, 2010

SAIES .. coeeiiis e e e e e e e $200,000
Cost 0f go0dS SOIA..... .occveiies et s e e e (128,000)
GrOSS PrOfit .. woeieiiiie et s s e e e $ 72,000
Selling, general, and administrative eXPenses .......... coccvevers wervereenn (34,000)
Earnings from operations (operating inCOMEe)........... voceevres covvreennn $ 38,000
INTEIEST EXPENSE ....vviis eiiiiiiies et e e ee e reeeiaees reeeiees (6,000)
Earnings before taxes ........... coovveves covviiriens e e e $ 32,000
INCOME 1AX EXPENSE ... wevviiiiies creeeiiiies crreeiiies rreeriees reeenirees reeeniees (8,000)
NEL INCOME ... coiiiiiet cieiiie e eere e ceeeseens seesreenee eesreees $ 24,000

BREANNA, INC.
Statement of Changes in Owners’ Equity
For the Year Ended December 31, 2010
Paid-in capital:

COMMON SLOCK ..vvvevs ceveiiiiets cereiiens cereieiens ereeierens eeseenens $ 90,000
Retained earnings:

Beginning balance..... ..o oot it et e $ 23,000

Net income for the Year ........ cococvvis cevviiies et v, 24,000

Less: Dividends declared and paid during the year .. ........... (12,000)

ENding Dalance ......... cooies vt e e e 35,000
Total OWNETrS”™ qUILY . ..occvveier vveiiiiens cerieeiies eerreeie ceeeeens 125,000

BREANNA, INC.
Balance Sheet
December 31, 2010

Assets:

CASN .. et e e e e e e $ 65,000

ACCoUNtS receiVable .. ..ot e e et e 10,000
Merchandise INVENTOIY .......... covecveies eeveiies et e, 37,000

Total CUIMENE ASSELS.... weeieieees ceieeieet ceeee e e reeeete cereiaeens $112,000
EQUIPMENT ... oo et s s e e 120,000

Less: Accumulated depreciation ....... ...ccceee vvvenens vevviennns (52,000) _ 68,000
TOtAl BSSELS ... cvvvviiiirt crerieies e e e e $180,000
Liabilities:

Accounts payable ...... ..o v e e $ 15,000
Long-term debt.......... oo e s e e, 40,000

Total [1abilitieS ... v s s s e $ 55,000
Owners’ Equity:

COMMON SEOCK ...vives ceviiiies erieiees ceveieees eeeereees eeerees $ 90,000

Retained arnings ..... ...cccceee vvreient veviniens e e 35,000

Total OWNETS™ EQUILY .« wovevvevers weririeiens eereeiee eereries eeneeeens $125,000
Total liabilities and owners’ equUity... ....cccces cevrvvvrine vovvrineens $180,000
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P2.13.

P2.14.

(continued)

$8,000 income tax expense / $32,000 earnings before taxes = 25% average tax rate.
$6,000 interest expense / $40,000 long-term debt = 15% interest rate. This
assumes that the year-end balance of long-term debt is representative of the average
long-term debt account balance throughout the year.

$90,000 common stock / 9,000 shares = $10 per share par value.

$12,000 dividends declared and paid/ $24,000 net income = 50%. This assumes that
the board of directors has a policy to pay dividends in proportion to earnings.

SHAE, INC.
Income Statement
For the Year Ended December 31, 2010

SAES ... coeieiiie st e e e e —————— $900,000
CoSt 0f gOOAS SOI...... wooviiiis et it e e e (540,000)
GrOSS PrOfit ... coveiiiies et et e e ey s $360,000
Selling, general, and administrative eXPenses .......... cocuerees wevveeenn (72,000)
Earnings from operations (operating inCOMe) ........... coceveer vvenenne. $288,000
INEIESE EXPENSE. ...civies eirrieiis e cerrrernes e e e cerneenns (48,000)
Earnings before taxXes. ......ccoc. voevveies e et e e $240,000
INCOME X EXPENSE.... «eiiviiiis creeriiies cerreeiies erereenne creenreees cerneennns (84,000)
NEL INCOME ...ttt it e ertereate eeeeees sresresreas sreereeneas $156,000
SHAE, INC.

Statement of Changes in Owners’ Equity
For the Year Ended December 31, 2010
Paid-in capital:

COMMON SEOCK ..ovvivis i oot crevieiens e cevereanen, $ 210,000
Retained earnings:

Beginning balance...... .....ccco. vt v et e $129,000

Net income for the year ........ coccocoees et e e 156,000

Less: Dividends declared and paid during the year ... ........... (39,000)

Ending balance .......... oot vt e et e, 246,000
Total OWNErS” €qUILY .. ..occvviivs vreeiiiens cerieerres eerreenne e $456,000
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P2.14.  (continued)
a. SHAE, INC.
Balance Sheet
December 31, 2010

Assets:

CaSN . et e e e e e ———
Accounts receivable .. .....ccce ceeviiies et e
Merchandise INVENTOIY .......cc. cevvvvies ovieiient e ceveeenes
Total CUMTENE SSELS ... cvovvivieit vt e e ceeeeens
Buildings and equipment ...... ..ccoceos oviviiis v e
Less: Accumulated depreciation........ ...ccceeer covveveis vvevenne
TOtAl @SSELS..... cveviiiis eeieiies et s e e

Liabilities:

Accounts payable....... coccooies e e e
Accrued HabilitieS ...... vovvvveies e et e e
Notes payable (long term)...... cccccoees it e e
Total HabIlItIES ...cvvees et et s e e

Owners’ Equity:

COMMON SLOCK ....cveve it s s e e
Retained arnings ...... coocovevs coviriiis cevieies e e
Total OWNETrS’ €qUILY .. ..cccvveie vreeiiiens cerieeiies eerieenie creenieens
Total liabilities and owners’ equity ... .....cccoev vovvveeres cevvennns

$192,000

120,000

264,000
$576,000

504,000
(216,000) 288,000
$864,000

$ 90,000

18,000

300,000
$408,000

$210,000

246,000
$456,000
$864,000

b. $84,000 income tax expense / $240,000 earnings before taxes = 35% average tax

rate

c. $48,000 interest expense / $300,000 notes payable (long term) = 16% interest rate.
This assumes that the year-end balance of long-term debt is representative of the

average long-term debt account balance throughout the year. If large amounts of cash

had been borrowed near the end of the year, then the interest rate charged on long-term
debt would be greater than 16% because the average debt outstanding would have been
less than $300,000. Likewise, if large repayments of long-term debt had occurred near

year-end, then the interest rate was less than 16% because the average outstanding

long-term debt would have been greater than $300,000.

d. $210,000 common stock / 42,000 shares = $5 per share par value.

e. $39,000 dividends declared and paid / $156,000 net income = 25%. This assumes that

the board of directors has a policy to pay dividends in proportion to earnings.
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P2.15. Assets = Liabilities + Owners’ Equity
a. Borrowed cash on a bank loan + + NE
b. Paid an account payable - - NE
c. Sold common stock + NE +
d. Purchased merchandise inventory on account + + NE
e. Declared and paid dividends - NE -
f. Collected an account receivable NE NE NE
g. Sold inventory on account at a profit + NE +
h. Paid operating expenses in cash - NE -
I. Repaid principal and interest on a bank loan - - -
P2.16.
a. Owner’s
Assets = Liabilities + Equity
August 1, 2010 totalsS....... coccvveveir v e $700,000 $550,000 $150,000
August 3, borrowed $12,000 in cash from the bank .............. +24,000 +24,000
NeW totals. ... $724,000 $574,000 $150,000
August 7, bought merchandise inventory valued at
$38,000 0N ACCOUNT.....c.. ceviriiriiees ceie e e sre et eere s e e e e +38,000 _+38,000
NEW tOLAIS ... covvieieiies e e e $762,000 $612,000 $150,000
August 10, paid $14,000 cash operating eXpenses ...... .....c...... —14,000 —14,000
LI L= T (o e 1SS $748,000 $612,000 $136,000
August 14, received $100,000 in cash from sales ...... ............. +100,000 +100,000
of merchandise that had cost $66,000 ............cccccoees evererennnns —66,000 — 66,000
N L= (0] - | S $782,000 $612,000 $170,000
August 17, paid $28,000 owed on accounts payable..... ........... —28,000 _-—28,000
NEW LOLAIS ... eeives eieieiiecis vt v renreenreens $754,000 $584,000 $170,000
August 21, collected $34,000 of accounts receivable.... ........... 0
NEW tOTAIS ... et ettt et s eesteieineas $754,000 $584,000 $170,000
August 24, repaid $20,000 to the bank, plus $400 interest........ —20,400 _-20,000 —400
N Lo o] = SRS $733,600 $564,000 $169,600
August 29, paid Kenisha Morgan a $10,000 cash dividend ...... —10,000 —10,000
August 31, 2010 totals..... cccvvevvis v e $723,600 = $564,000 + $159,600
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P2.16.

b. Total revenues were $100,000 (from sales) and total expenses were $80,400 (which

included $14,000 of operating expenses, $66,000 of cost of goods sold, and $400 of
interest expense). Thus, net income was $19,600 ($100,000 - $80,400).

Alternative calculation: Owner’s equity increased by $9,600 during the month of
August (see answer to part c), even though a $10,000 cash dividend was declared and
paid to Kenisha Morgan. Since there were no capital stock transactions during the
month, net income was $19,600. ($150,000 beginning owner’s equity, plus $19,600 net
income, minus $10,000 dividends, equals $159,600 ending owner’s equity.)

Augustl  August31 Net Change

Total aSSEtS.... ccovveevies cereirires e $700,000  $723,600 $23,600
Total liabilities .......... coveeeees e, 550,000 564,000 14,000
Total owner’s equity . ......cccce veveereenns 150,000 159,600 9,600

(continued)

Kenisha Morgan’s owner’s equity increased by $34,000 as a result of the sale on August
14th ($100,000 revenue - $66,000 cost of goods sold). Her owner’s equity decreased by
$14,000 for the operating expenses recorded on August 10th, by $400 for the interest
expense recorded on August 24th, and by $10,000 for the cash dividend recorded on
August 29th. In other words, her owner’s equity was increased by revenues, and it was
decreased by expenses and dividends.

Interest is an expense because it represents a necessary payment to others (i.e., creditors)
for the use of their money—thus, it is a “cost” of doing business. Dividends are a
distribution of profits to the owners of the firm and represent a partial liquidation of the
firm. A dividend is not an expense because it represents a profit distribution; it is not a
“cost” of doing business.

When money is borrowed from the bank, an asset (cash) is increased and a liability
(notes payable) is also increased by an equal amount. Net income is increased only when
revenue has been earned—and money borrowed from the bank represents a liability that
must be repaid, not revenue that has been earned.

Paying off accounts payable decreases an asset (cash) and decreases a liability (accounts
payable) by an equal amount. Collecting an account receivable increases an asset (cash)
and decreases another asset (accounts receivable) by equal amounts. In both cases, only
balance sheet accounts are involved. Net income is increased by revenues and decreased
by expenses. The expense associated with a cash payment of an account payable would
have been recorded in an earlier transaction (when the expense was incurred and the
account payable was established); by the same logic, the revenue associated with the
collection of an account receivable would have been recorded in an earlier transaction
(when the revenue was earned and the account receivable was established).
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P2.17.

P2.17.

Amounts shown in the balance sheet below reflect the following use of the data given:

An asset should have a "probable future economic benefit"; therefore the accounts
receivable are stated at the amount expected to be collected from customers.

Assets are reported at original cost, not current "worth.” Depreciation in accounting
reflects the spreading of the cost of an asset over its estimated useful life.

Assets are reported at original cost, not at an assessed or appraised value.

The amount of the note payable is calculated using the accounting equation, A = L + OE.
Total assets can be determined based on items (a), (b), and (c); total owners' equity is
known after considering item (e); and the note payable is the difference between total
liabilities and the accounts payable.

The retained earnings account balance represents the difference between cumulative net
income and cumulative dividends.

(continued)

Assets: Liabilities and Ow ners’ Equity:
Cash ..o vt e e $ 700 Note payable......cccoviirrs covviviriees e $ 2,200
Accounts receivable..........cc.. cooveenne 3,400  Accounts payable............ coveoiniiins e 3,400
Land . ..o coeeeeeeeees e e 11,000 Total liabilities ......cces v e, $ 5,600
AUtomOobIle ..o it e, $18,000 COMMON SLOCK ...cvvviieiie e e eeee e 8,000
Less: Accumulated depreciation........... (6,000) _12,000 Retained arnings......c.... coceeererers ceverennennns 13,500
Total oWners’ equity .. .....ccocveves vevverierienns 21,500
Total assets......coveuiveieiiniiiniininns $27,100  Total liabilities and owners’ equity.............. $27,100
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P2.18.

EPSICO, INC.
Balance Sheets
December 31, 2010 and 2009

Assets 2010 2009 Liabilities 2010 2009

Current assets: Current liabilities:

Cash..cos vt e, $ 38 $30 Note payable ...... ..o .. $ 49 $ 40

Accounts receivable...........ccccoeeveennennne. 126 120 Accounts payable.................... _123 110

Inventory ... tret e, 241230 Total current liabilities.. ...... $ 172 $150
Total current assets ............................ $405 $380 Long-term debt... ...ccceveee ...... $ 60 $ 80

Land. ... coorvieiiies e $ 25 $ 25 Owners’ Equity

EqQUIpMeNt......c.coes e 390 375 Common stock ... ...cccceeeveee oo, $200 $200

Less: Accumulated depreciation............ (180) (160) Retained earnings v eee... 208 190
Total land & equipment................... $235 $240 Total owners’ equlty ... $408 $390

Total @SSetS .vvvvvers v $640 $620 Total liabilities & owners’ equlty $ 640 620

Solution approach:

1.

Retained earnings, 12/31/09......... occcveivs evieviiis eeeeies ceevreiees creereeneas $190
Net income for 2010 (QIVEN) ..ot coveiieis ceeieies eeieeies cervesiens cereesneans 26
Dividends for 2010 (QIVEN) ....oovs woieieis erierienie esieeies eeeeniens seesienieas _(8)
Retained earnings, 12/31/10 ........ cocoviiis civeieies e e e $208

Cash at 12/31/10 is $8 more than at 12/31/09.
Cost of equipment at 12/31/10 is $15 more than the balance at 12/31/09.

Land balance at 12/31/10 is the same as at 12/31/09. Fair market value is
irrelevant.

Calculate total current assets, total land and equipment, and total assets.
Total assets can then be used for total liabilities and owners’ equity.
Total owners’ equity is calculated and added to total current liabilities. This

amount is subtracted from total liabilities and owners’ equity to determine
long-term debt.
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P2.19.

2008 2007
For the years ended November 30 and 25, respectively:

NEtTEVEINUES. ... v, 3 4,400,914 $ 4,360,929
Cost of 200ds SOId.........ooviiiiiiiii i 2,261,112 2,318,883

Gross profit... 2,139,802 2,042,046
Selling, general and admlnlstratlve and other

OPETAtiNG CXPEINSES..vurrrrrenrenrenerereneeneaneensernnns 1,614,730 1,401,005
Operating income . 525,072 641,041
Interest expense and other expenses net ........................ 156,903 265,415
Income before income taxes.........ccccvvevvecvevienenennnnn. 368,169 375,626
Income tax expense (beneﬁt) ......................................... 138,884 (84,759)

NEt INCOME. e eneeee e eeeeeeeeeeseeeneeeee. 229285 $ 460,385

As at November 30 and 25, respectively:

TOtAL ASSELS. . -« neeeeeeeeeeeeee e eeee e e e e e e eeeeeeeee e eeeeeeeee e $2,776,875 $ 2,850,666
Total liabilities..... ... ..coverereireircececee e 3,125,800 3,244,575
Total stockholders' defiCit..........cc.cooviviiiiiiicicccce (348,925) (393,909)
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P2.20.
a. 2008 2007
NEE SAIES ...vvet e ceiriee e e e $32,479 $24,006
CoSt OF SAIES .. ceveveeiis s e e, (21,334)  (15,852)
Gross Profit ... .cccoeees oo et e e $11,145 $ 8,154
Gross profit/net sales. ........... vovevie v e, 34.3% 34.0%

The change in the gross profit/net sales ratio during the year ended September 27,
2008 was not terribly significant relative to the prior year results.

b 2008 2007
" Gross profit (from part a above) ...... .cccceeevs e, $11,415 $ 8,154
Research and development eXpenses ........... .. 1,109 782
Selling, general, and administrative expenses .......... 3,761 2,963
Operating INCOME ... c.ooevers veriieies e crreeieans $ 6545 $ 4409
Operating income/net sales ... .....cccoev vovviveis cevvieenne. 20.2% 18.4%

The change in operating income as a percentage of net sales during the fiscal year
ended on September 27, 2008 would be considered to be quite significant by most
financial analysts particularly if this trend were to continue in future years.

2008 2007
Operating income (from part b above) ......... ....c..... $ 6,545 $4,409
Other INCOME, NEL ... .oooviieiet et ceeieeis ceviieens 350 365
INCOME DEFOrE tAXES .. cvveeveeees eeeeeees eeeeeeeee e, $ 6,895 $4,774
Provision for inCOme taxes.... ...ccccee vevveveier cevveeenne (2,061) (1,278)
NEL INCOME ... oo it eeeeeiies ceeiirees creeeeaans $ 4834 $3,496

Solution approach: The “Income before taxes” line has been added to emphasize
the importance of understanding the difference between operating and non-operating
items on the income statement. The problem could be solved without calculating
this number.
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C2.21.
In parts a, b and d, if students are willing to share the different kinds of assets,

liabilities, revenues, expenses, and cash flows they have identified, this case can be
used to review the basic characteristics of the balance sheet, income statement, and
statement of cash flows.

In part c, the point is that projected income activity for the current period has a
direct impact on the projected balance sheet.

In part e, the point is that income and cash flow are two different things entirely.
Possible explanations might include:

e Receipt of student loan proceeds (or scholarships, grants) towards the end
of the semester.

e Certain costs of attending college (i.e., tuition, room and board, meal plans)
might be incurred by the student, but not yet paid.

e A student work on a part-time (or full-time) basis throughout the semester,

which may generate more cash flow than she was able to accumulate during
the summer preceding the fall semester.

2-23



Chapter 02 - Financial Statements and Accounting Concepts/Principles

TAKE-HOME QUIZ —CHAPTER 2 NAME

Presented below is the Statement of Cash Flows for Marstore, Inc., for the year ended
December 31, 2011. Also shown is a partially completed comparative balance sheet as of
December 31, 2011 and 2010.

MARSTORE, INC.
Statement of Cash Flows
For the Year Ended December 31, 2011

Cash flows from operating activities:

NEE TNCOME <.ttt e e s b e $ 23,000
Add (deduct) items not affecting cash:
Depreciation EXPENSE .......cviieieieieree ettt 6,000
Decrease in accounts receivable ..., 8,000
Decrease in accounts payable ..., (6,000)
Net cash provided by operating actiVities...........cccccevveiveieciieieeie e, $31,000
Cash flows from investing activities:
Purchase Of StOre fIXTUIES.......c.oeiieireerice e $(4,000)
Cash flows from financing activities:
Repayment of long-term debt ... $ (2,000)
Payment of cash dividends on common StoCK ...........ccccceviriniinnnniennen, (5,000)
Net cash used by financing activities............cccoveviiiciicce e, $(7,000)
Increase in cash for the Year..........ccoeviiiiiiiiiice e 20,000

MARSTORE, INC.
Balance Sheets
December 31, 2011 and 2010

2011 2010 2011 2010

Current assets:
Cash.........ooooeiiiil, $37,000 $ Accounts payable....... $ $18,000
Accounts receivable........ 39,000 Long-term debt.......... 18,000

Total current assets..... $ $ Total liabilities........ $ $
Store fixtures............... $ $ 24,000 Common stock.......... $ $ 20,000
Less: Accumulated Retained earnings........

depreciation.............. (13,000) Total owners’ equity.. $
Net store fixtures........... $ $ Total liabilities and
Total assets.................. $ $ owners’ equity........ $ $
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TAKE-HOME QUIZ —CHAPTER 2 (continued)

1. Complete the balance sheets for Marstore, Inc., at December 31, 2011 and 2010. Identify
your strategy by listing, in general, the sequence of steps you used to find the unknown amounts.

2. Does the amount shown on the balance sheet for Net Store Fixtures represent the current fair
market value of the store fixtures? Explain your answer.

3. Prepare a Statement of Changes in Retained Earnings for the year ended December 31, 2011.
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TAKE-HOME QUIZ KEY—CHAPTER 2

1.

* Use information in the statement of cash flows to determine either the beginning or ending
amounts for assets and liabilities. For example, accounts receivable decreased $8,000, so at
the end of 2011 the balance was $31,000.

* Based on total assets and total liabilities at the beginning and end of the year, determine
total owners' equity at each date.

» Using total owners' equity at the end of 2010, solve for retained earnings at that date.

* The cash flows from financing activities on the statement of cash flows does not show any
cash from the sale of additional stock, so the ending balance is the same as the beginning
balance. Knowing this, retained earnings at the end of the year can be determined.

* Or, use information about net income and dividends from the statement of cash flows,
and the beginning balance of retained earnings (as determined above) to calculate ending
retained earnings. Then, capital stock at the end of the year can be determined.

MARSTORE, INC.
Balance Sheets
December 31, 2011 and 2010

2011 2010 2011 2010
Current assets:
Cash..ooovveeiniiii. $37,000 $17,000 Accounts payable........ $12,000 $18,000
Accounts receivable...... 31,000 39,000 Long-term debt.......... 18,000 20,000
Total current assets.... $68,000 $56,000 Total liabilities........... $30,000 $38,000
Store fixtures.............. $28,000 $24,000 Common stock........... $20,000 $20,000
Less: Accumulated Retained earnings....... 33,000 15,000
depreciation............ (13,000) (7,000) Total owners’ equity.... $53,000 $35,000
Net store fixtures......... $15,000 $17,000 Total liabilities and
Total assets................ $83,000 $73,000 owners’ equity........ $83,000 $73,000

No. The balance sheet shows the original cost of assets, less accumulated depreciation, which
for accounting purposes is that portion of the cost of the asset that has been "used up."

Retained €arnings, 12/31/10.......c.ccccooiiioieieieece ettt $15,000
Add: Net iNCOMe fOr the YEar.........ccveveeiie e 23,000
Less: Dividends declared and paid ............ccoceeveeiiiiiiic e (5,000)
Retained earnings, 12/3L/11......c.ccv oo $33,000
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