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CHAPTER 2
THE ACCOUNTING INFORMATION SYSTEM

DISCUSSION QUESTIONS

1. The conceptual framework of accounting is
the collection of general concepts that derive
from the objective of financial reporting—to
provide information that is useful in making
business and economic decisions. The con-
ceptual framework supports the development
of generally accepted accounting principles
(GAAP) and provides a consistent body of
thought for financial reporting. An under-
standing of the conceptual framework will
provide a logical structure to financial ac-
counting that will help in understanding com-
plex accounting standards.

. The characteristics of useful information are
relevance, reliability, comparability, and con-
sistency. Relevant information is capable of
making a difference in a business decision.
Relevant information is provided in a timely
manner and helps users predict future events
or provides feedback about prior expecta-
tions. Reliable information can be depended
upon by users. Reliable information should
be verifiable, representationally faithful, and
neutral. Comparable information allows for
comparisons to be made between compa-
nies. Consistency refers to the application of
the same accounting principles by a single
company over time.

. There are always trade-offs between relevant
and reliable information. Relevance refers to
information that is provided in a timely man-
ner to help with decision-making. Reliability
refers to information that is verifiable, neutral,
and representationally faithful. By definition,
these are both impossible to achieve com-
pletely at the same time. For example, timely
information needed for a decision (relevant)
may not be able to be measured reliably (re-
liable).

Comparability refers to the ability to compare
information across different companies when
the same accounting methods are being
used. Consistency refers to information within
a company being able to be compared over
several different periods to help users identify
financial trends of a company.
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5. There are two constraints that limit the ability

of a firm to provide useful information. The
first is cost vs. benefit, which refers to the
idea that some information that is useful
would be too expensive for the company to
provide based on the benefit that is achieved
from providing it. The second constraint is
materiality, which means information should
be capable of influencing a decision. GAAP
does not have to be followed for items judged
to be immaterial.

. The four underlying accounting assumptions

are the economic entity assumption, the con-
tinuity (going-concern) assumption, the time-
period assumption, and the monetary unit
assumption. The economic entity assumption
requires that a company be accounted for
separately from its owners. The continuity
assumption assumes that a company will
continue to operate long enough to carry out
its existing commitments. The time-period
assumption allows the life of a company to be
divided into artificial time periods so net in-
come can be measured for a specific period
of time. The monetary unit assumption re-
quires that a company account for and report
its financial results in monetary terms.

. There are four principles used to measure

and record business transactions. First, the
historical cost principle requires transactions
to be recorded at their cost—the exchange
price at the time the activity occurs. Second,
the revenue recognition principle determines
when revenue is recorded and reported by a
company. Under this principle, revenue must
be earned and the collection of cash must be
reasonably assured in order to record and
report revenue. Third, the matching principle
requires that an expense be recorded and
reported in the same period as the revenue it
helped generate. Finally, the conservatism
principle states that accountants should take
care to avoid overstating assets or income.

. The financial statements summarize the eco-

nomic performance and status of a business
and are issued at least annually. Generally
accepted accounting principles (GAAP) are
the rules and conventions that guide the
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preparation of financial statements. GAAP
provides a “common ground” that makes it
easier to use financial statements over time
and across companies.

Many events occur that affect the financial
position and the operations of a business, but
only those that qualify for recognition as
transactions are recorded in the accounting
records. To qualify as a transaction, the ef-
fect of the underlying events must impact a
financial statement element (asset, liability,
stockholders’ equity, revenue, or expense)
and, thus, the company’s financial state-
ments. In addition, the event must be able to
be measured reliably.

A reliable measurement is a description in
words and numbers that is reasonably free
from error and bias and that is a faithful rep-
resentation of what it claims to represent.
Reliability is important because unreliable
information can mislead decision-makers.
Decision-makers would find it extremely diffi-
cult, if not impossible, to use information that
is subject to significant error and bias and
that fails to faithfully represent what it claims
to represent.

Transaction analysis usually begins with
gathering the source documents that de-
scribe business activities. Accountants must
then analyze these documents to determine
which transactions should be recognized in
the accounting system. If the transaction is to
be recorded in the accounting system, the
transaction must then be analyzed to deter-
mine the effects it will have on the fundamen-
tal accounting equation. This analysis in-
volves three steps: (1) write down the
accounting equation; (2) identify the financial
statement elements that are affected by the
transaction; and (3) determine whether the
element increased or decreased.

Yes, it is possible for a transaction to affect
only one side of the accounting equation.
While the accounting equation must always
remain in balance (meaning there must al-
ways be a dual effect on the accounting
equation), these effects can be on the same
side of the accounting equation. An example
of this is when a customer pays cash for an
accounts receivable. Both cash and accounts
receivable are asset accounts (on the left
side of the equation). One asset, accounts
receivable, is decreasing, while another as-
set, cash, is increasing by the same amount.
This results in the accounting equation re-
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maining in balance, even though only one
side of the equation was affected.

When a firm earns revenue, its net income is
increased. When a firm incurs an expense,
its net income is decreased. At the end of the
accounting period, net income is added to
Retained Earnings, a stockholders’ equity
account. Therefore, an increase in revenue
increases stockholders’ equity and a de-
crease in revenue decreases stockholders’
equity; an increase in expense or dividends
decreases stockholders’ equity and a de-
crease in expense or dividends increases
stockholders’ equity.

A T-account is a two-column record that con-
sists of a title and two sides divided by a ver-
tical line. A T-account gets its name because
it resembles the capital letter “T.” The left
side is referred to as the debit side, and the
right side is referred to as the credit side.

No, debit does not mean increase and credit
does not mean decrease. The words debit
and credit simply refer to the left and right
side of an account. Neither debit nor credit
has direct positive or negative connotations.
Only when the terms debit and credit are as-
sociated with a particular account can a debit
or a credit be identified as an increase or a
decrease. For example, a debit increases an
asset account but decreases a liability ac-
count.

To debit an account means to add an amount
to the left side of that account. A debit bal-
ance is a balance on the left side of an ac-
count. To credit an account means to add an
amount to the right side of that account. A
credit balance is a balance on the right side
of an account. Debits and credits do not rep-
resent increases or decreases.

The normal balance of each of the accounts
is:

(a) Cash—debit

(b) Sales—credit

(c) Notes Payable—credit

(d) Inventory—debit

(e) Retained Earnings—credit
(f) Salary Expense—debit

(g) Equipment—debit

(h) Unearned Revenue—credit
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. In each journal entry, the sum of the debits
must equal the sum of the credits. If transac-
tions are recorded with debits equal to cred-
its, then the equality of assets with liabilities
plus stockholders’ equity will be maintained.

Accounting transactions are typically record-
ed initially in a journal on an event-by-event
basis. The recording of events in a journal al-
lows the entire effect of a transaction to be
contained in one place. The individual effects
of a transaction are then posted to the gen-
eral ledger. Potentially, a firm could put these
transactions directly into the general ledger.
However, if the transaction were recorded di-
rectly into the general ledger, there would be
no evidence of the complete transaction in
one place, which would make the use of the
information very cumbersome.

“‘Double-entry” is an appropriate description
of an accounting system, because each
transaction will affect at least two accounts
and each transaction must have (1) debit and
(2) credit entries that must be equal.
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22,

The initial steps of the accounting cycle in-
volve (1) analyzing transactions; (2) journaliz-
ing transactions; (3) posting to the general
ledger; and (4) preparing a trial balance. In
the first step, data are collected about busi-
ness activities and analyzed to determine
which activities meet the criteria for recogni-
tion in the accounting records. If the data
meet the recognition criteria, the effect on the
fundamental accounting equation is deter-
mined. In the second step, the effects of the
transaction on the fundamental accounting
equation are recorded in the accounting sys-
tem using debits and credits. In the third step,
journal entries are posted to the general
ledger, which is organized on an account-by-
account basis. Finally, a trial balance is pre-
pared from account balances in the ledger.

Trial balances help detect errors resulting
from inequality of debits and credits. A trial
balance usually will not help in the detection
of omitted entries or errors of analysis, jour-
nalizing, or posting when those errors cause
incorrect account balances with equal debits
and credits.
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CORNERSTONE EXERCISES

Cornerstone Exercise 2-16

a. Consistency
b. Materiality
c. Reliability

Cornerstone Exercise 2-17

a. Comparability
b. Relevant
c. Costvs. benefit

Cornerstone Exercise 2-18
Economic entity

Time period

Monetary unit

o 0 T p

Continuity (going-concern)

Cornerstone Exercise 2-19

Revenue recognition
Historical cost
Matching

oo T

Conservatism
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Cornerstone Exercise 2-20

Yes, the event qualifies for recognition.

b. No, the agreement does not qualify for recognition because no financial
statement element will be affected until at least one party to the contract per-
forms its responsibility (the service is performed or money is actually ex-
changed).

Yes, the event qualifies for recognition.
Yes, the event qualifies for recognition.
Yes, the event qualifies for recognition.

-~ o o o

No, this transaction does not qualify for recognition in the financial statements
of the company because it does not affect the overall common stock of the
company. This transaction is between two entities (the individual investors)
that are separate from the company.

Cornerstone Exercise 2-21

Assets Liabilities Stockholders’ Equity
a. + + NE
b. - NE -
C. + NE +
d. +/— NE NE

Cornerstone Exercise 2-22

Stockholders’ Equity

Contributed Retained
Assets = Liabilities + Capital Earnings
a. 45,000 45,000
b. 4,000 4,000
c 9,000 9,000
d (9,000) (9,000)
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Cornerstone Exercise 2-23

Stockholders’ Equity

Contributed Retained
Assets = Liabilities + Capital Earnings
a. 14,000 14,000
0. 5,000
(5,000)
(3,500) (3,500)
(1,500) (1,500)
Cornerstone Exercise 2-24
Account Normal Balance Debit Credit
a. Accounts Receivable Debit Increase Decrease
b. Retained Earnings Credit Decrease Increase
c. Sales Credit Decrease Increase
d. Accounts Payable Credit Decrease Increase
e. Repair Expense Debit Increase Decrease
f.  Equipment Debit Increase Decrease
g. Common Stock Credit Decrease Increase
h. Salary Expense Debit Increase Decrease
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Cornerstone Exercise 2-25

Note: Because no date is given, the Date column can contain the letter of the

transaction.
Date Account and Explanation Debit Credit
() CASHN i 71,000
Common StoCK ......ooovviiiiiie 71,000
(To record issuance of common stock)
(D) EQUIPMENT. ..ottt 7,800
CaASN 7,800
(To record purchase of equipment)
(C€) CASH e 12,400
SalesS REVENUE ......coveiieieeeeieeeeeee e 12,400
(To record cash sale)
(d) DIVIAeNdS .....ooovviiiiiieeeeeeeeee e 3,200
CaASN 3,200
(Declared and paid cash dividend)
Cornerstone Exercise 2-26
Date Account and Explanation Debit Credit
() CASh e 8,000
Notes Payable ..., 8,000
(To record borrowing of cash from bank)
(D) CASh e 7,500
SalesS REVENUES ......oevveeiieeiieeeeeeei e 7,500
(To record cash sale)
(C) Salary EXPeNSe....ccceeieeeeiiieiiieee e 9,800
CaASN 9,800
(To record payment of salaries)
(d) Supplies EXPENSEe ......cooeeveviviiieeieiiieeeeeiiee e, 4,100
CaSH oo —————— 4,100

(To record purchase and use of supplies)
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Cornerstone Exercise 2-27

Cash Supplies Notes Payable
Beg. Bal. 12,000 Beg. Bal. 6,300 0 Beg. Bal.
(a) 8,000 | 9,800 (c) 4,100 (d) 8,000 (a)
(b) 7,500
End. Bal. 17,700 End. Bal. 2,200 8,000 End. Bal.

Sales Revenue Salary Expense

Supplies Expense

19,500 Beg. Bal
7,500 (b)

Beg. Bal. 9,200
(c) 9,800

Beg. Bal. 1,350
(d) 4,100

27,000 End.Bal. End.Bal.19,000

Cornerstone Exercise 2-28

Borges, Inc.
Trial Balance
December 31, 2009

End. Bal. 5,450

Account Debit Credit
CaAS I e $15,600
Accounts Receivable ........cccooooiiiiiiiiiiii e, 4,900
EQUIPMENT ... 11,600
Accounts Payable .........ccccceoiieiiiiiiii e, $ 4,600
ComMmMON SEOCK ...cuiiieii e 15,000
DIVIAENAS .o 1,250
SErViCe REVENUE ..ot 21,630
RENT EXPENSE .o 2,080
Salary EXPENSE.. ...ttt 4,300
Advertising EXPeNnsSe.......cccoeeeeeeiiiiiiiiiiie e, 1,500
$41,230 $41,230
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EXERCISES

Exercise 2-29

Reliability
Consistency
Relevance
Reliability
Comparability
Reliability
Relevance
Reliability
Relevance

-~ ® 20 T p

o «Q

Exercise 2-30

Revenue recognition
Historical cost
Economic entity
Monetary unit
Matching

-~ ® 20 T p

Continuity (going-concern)
Time-period

o «Q

Conservatism
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Exercise 2-31

1. and 2.

a.

Does not qualify. The accounting equation has not been affected by ordering
the product. When the cash register is delivered or paid for, one of the parties
to the contract will have performed and the transaction will qualify for record-

ing.
Qualify.

Does not qualify. It has to do with the owner’s personal transactions, not the
company’s transactions.

Qualify.
Qualify.
Does not qualify. The extension does not affect the accounting equation. Once

one of the parties performs according to the contract (the store is occupied in
April 2009 or rent is paid), the transaction will be recorded.

Qualify.

Exercise 2-32

1.

a. Increase assets (land) $5,000 and decrease assets (cash) $5,000.

b. Increase assets (cash) $1,200 and increase stockholders’ equity (revenue)
$1,200.

c. Increase assets (accounts receivable) $700 and increase stockholders’ eq-
uity (revenue) $700.

d. Increase assets (cash) $12,000 and increase stockholders’ equity (common
stock) $12,000.

e. Increase assets (supplies) $300 and increase liabilities (accounts payable)
$300.

f. Increase assets (cash) $500 and decrease assets (accounts receivable)
$500.

g. Decrease assets (cash) $250 and decrease liabilities (accounts payable)
$250.

h. Decrease assets (cash) $200 and decrease stockholders’ equity (expense)
$200.

i. Decrease assets (cash) $1,000 and decrease stockholders’ equity (divi-
dend) $1,000.
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Exercise 2-32 (Concluded)

2. For transaction (e), supplies were recorded as an asset at their historical cost—
the exchange price of the transaction. Later, as the supplies are used, the
matching principle will guide the amount of supplies that will be expensed. This
application of the matching concept will be discussed more fully in Chapter 3.

Exercise 2-33

Stockholders’ Equity

Contributed Retained

Assets = Liabilities + Capital Earnings
a. 25,000 25,000
b. (15,000)

15,000
C. 2,900 2,900
d. (600) (600)
e. 3,400 3,400
f. (1,200) (1,200)
g. (950) (950)
h. (2,100) (2,100)
i 770 770
J- (500) (500)
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Exercise 2-34

- Stockholders’ Equity
Contributed Retained
Assets = Liabilities + Capital Earnings
a. 860,000
(860,000)
b. 120,000 120,000
C. 42,000 42,000
d. 8,000
(8,000)
e. (38,000) (38,000)
f. (10,000) (10,000)
2. a. Investing
b. Financing
c. Investing
d. Operating
e. Operating
f. Financing

Exercise 2-35

This transaction is aresult of issuing common stock in exchange for cash.
b. This transaction is a result of purchasing land with cash.

c. This transaction is a result of paying cash for an expense (e.g., rent expense)
or a result of paying cash for dividends.

d. This transaction is aresult of borrowing cash.

2-13
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Exercise 2-36

Stockholders’ Equity
Contributed Retained
Liabilities + Capital Earnings

50,000 50,000
b. 20,000 20,000
c. (7,000)

7,000
d. (6,600)
6,600
4,300 4,300
16,000 16,000
(7,500) (7,500)
(7,200)
7,200
i 1,100 1,100
j. (800) (800)
k. (1,100) (1,100)

Assets

S Q@ ™ o
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Exercise 2-37

Stockholders’ Equity

Contributed Retained
Assets = Liabilities + Capital Earnings

a. 8,000 8,000

b. 800 800

C. 16,500

(2,500) 14,000

d. 8,000 8,000

e. (280) (280)
Exercise 2-38

Account Debit __ Credit Financial Statement
Accounts Payable X Balance sheet
Accounts Receivable X Balance sheet
Accumulated Depreciation,

Building X Balance sheet
Accumulated Depreciation,

Equipment X Balance sheet
Building X Balance sheet
Cash X Balance sheet
Common Stock X Balance sheet
Cost of Goods Sold X Income statement
Depreciation Expense, Building X Income statement
Depreciation Expense,

Equipment X Income statement
Equipment X Balance sheet
General and Administrative

Expense X Income statement
Interest Expense X Income statement
Inventory X Balance sheet
Long-Term Notes Payable X Balance sheet
Retained Earnings X Balance sheet/Statement

of retained earnings
Sales Revenue X Income statement
Selling Expense X Income statement
2-15
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Exercise 2-39

Stockholders’ Equity

Contributed Retained
Assets = Liabilities + Capital Earnings
a Increase Increase
' (Debit) (Credit)
Increase Increase
b. (Debit) (Credit)
Increase Increase
C. (Debit) (Credit)
Increase Increase
d. (Debit) (Credit)
Increase Increase
e. (Debit) (Credit)
Increase Increase
f. (Debit) (Credit)
Decrease Decrease
g. (Credit) (Debit)
Increase/Decrease
(Debit)/(Credit)
, Decrease Decrease
I (Credit) (Debit)
, Decrease Decrease
J. (Credit) (Debit)
Decrease Decrease
K. (Credit) (Debit)
2-16

© 2010 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly
accessible website, in whole or in part.



Exercise 2-40

Increase/ Debit/

Transaction Account Decrease Credit Amount
(@) Land Increase Debit $15,200
Cash Decrease Credit $15,200

(b) Equipment Increase Debit $23,600
Notes Payable Increase Credit $23,600

(c) Supplies Increase Debit $1,200
Accounts Payable Increase Credit $1,200

(d) Cash Decrease Credit $10,700
Notes Payable Decrease Debit $10,000

Interest Expense Increase Debit $700

(e) Cash Decrease Credit $2,600
Accounts Payable Decrease Debit $2,600

) Accounts Receivable Increase Debit $62,100
Service Revenue Increase Credit $62,100

(9) Cash Increase Debit $11,400
Service Revenue Increase Credit $11,400

(h) Cash Increase Debit $29,800
Accounts Receivable Decrease Credit $29,800

(i) Cash Decrease Credit $13,300
Wages Expense Increase Debit $13,300

() Cash Increase Debit $21,000
Common Stock Increase Credit $21,000
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Exercise 2-41

Date

Account and Explanation

Debit

Credit

March 2

12

13

16

23

27

30

(To record revenue)

Inventory, Surfboards .......cccccceeeeeeeeennnnns
Accounts Payable .........cccccvvviiinnnnnn.

(To record purchase of surfboards)

Wages EXPENSEe .....covvvvviviiiiiiiiiiieeei e
Cash .o

(To record wages)

Rent EXPense......cccoovvviiiiiiiiiiiiieeeeean,
Cash .o

(To record rent)

Cash ..o
Notes Payable.............cccevvviriiiinnnnnn.

(To record purchase of truck)

(To record collection of customer
account)

Accounts Payable..........cccccccvvieiiiiiennnnnnn,
Cash .o
(To record payment of account owed)

Notes Payable...........ccccoeeiiiin.

(To record borrowing of cash)

Telephone EXpense.......ccccceeveeviiiiieceennnnn,
Cash .o
(To record payment of telephone bill)

Advertising Expense..........ccccceeiieeeinnnnnnn.
Cash ..o

(To record payment for advertising)

2-18

34,200

550

11,500

3,300

17,800

650

790

10,000

345

1,960

34,200

550

11,500

3,300

1,000
16,800

650

790

10,000

345

1,960
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Exercise 2—42

1.
Date Account and Explanation Debit Credit

NOV. 2 Cash .o, 1,200
Revenue.......cocoiv i, 1,200
(To record revenue earned)

6 SUPPHIES oo 5,800
Accounts Payable...........ccccvvviiiinnnnnn, 5,800
(To record purchase of supplies on
account)

10 Wages EXPENSe....ccocvvviviviiiiiiiiieceiieeeine e 4,250
CaSh e 4,250
(To record payment of wages)

15 Accounts Payable .........cccooeeeiiiiiiiiiinnnn. 5,800
CaSh e 5,800
(To record payment on account)

18 Supplies EXPENSE .......ceevveeeeeiieeeiiieeee, 2,150
CaSh e 2,150
(To record purchase and use of supplies)

21 Repairs EXPENnSe .....ccccceevveeeeeiiveeiiiiee e 900
Accounts Payable.............ccccoeee. 900
(To record repairs performed on account)

Dec. 4 Accounts Payable......cccccccoeeeiiiiiiiiiiiininnnnnn, 900
Cash .o 900
(To record payment of account)

2. The recording of the November 10 transaction was based on the matching prin-
ciple. Remington’s workers helped to produce revenue in November. Therefore,
the wages expense that was part of Remington’s normal operations needs to be
recorded in the same period as the revenue.

2-19
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Exercise 2—-43

Date

Account and Explanation

Debit

Credit

Jan.

Feb.

14

14

22

March 1

May

June

20

4

Cash .,
Common StocK.......cccevvviiiiiiiis
(To record issuance of common stock)

Notes Payable............ccccvvviviiiiinnnnnn.

(To record borrowing of cash)

Cash i
Notes Payable...........ccccoeiiiiin,

(To record purchase of land and
building)

Building ..ccoooeeeeee
Cash .o,

(To record prepayment of services)

BUuilding ...cooooeeeee
Accounts Payable .........cccccvveennnn.

(To record remodeling of building)

Accounts Payable...........cccoeiii,
Cash i

(To record payment on account)

SUPPHES o
Cash o

(To record purchase of supplies)
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70,000

30,000

10,000
40,000

6,000

12,000

12,000

950

70,000

30,000

14,000
36,000

6,000

12,000

12,000

950
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Exercise 2-44

1.
Date

Account and Explanation

Debit

Credit

Jan. 15

24

Feb. 20

April 25

May 12

June 5

June 24

CaAS e
Common StoCK ...

(To record issuance of stock)

SUPPHES e
Accounts Payable .........cccccvvviiinnnnnn.

(To record purchase of supplies on
account)

Accounts Payable.........ccccccccvviiiiiiiininnnnn,
Cash ..o

(To record payment of account)

Accounts Receivable ........cccoveiiiiinl.
Service REVENUE ...c.ovveeieieeieeeieeeeaen

(To record services performed on
account)

(To record receipt of payment)

Accounts Receivable ..........ccccceeeiieiiinns
Service Revenue .......ccccccceeeeeieeeeinnnnn,
(To record performance of services on

account)

Wages EXPENSEe ....ccoovvvviviiiiiiiciieeeieeean
Cash .o

(To record payment of wages)
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10,000

720

720

12,500

12,500

9,500

6,700

10,000

720

720

12,500

12,500

9,500

6,700
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Exercise 2-44 (Concluded)

2.
Cash Accounts Receivable Supplies
10,000 720 12,500 12,500 720
12,500 6,700 9,500
15,080 9,500 720
Accounts Payable Common Stock Wages Expense
720 720 10,000 6,700
0 10,000 6,700
Service Revenue
12,500
9,500
22,000
3.
Rosenthal Decorating, Inc.
Trial Balance
June 30, 2009
Account Debit Credit
Cash $15,080
Accounts Receivable ..., 9,500
YU o] o1 1= TS P 720
Accounts Payable .........ccccoviiiiiii e $ 0
Common StOCK ... 10,000
Wages EXPENSE ... 6,700
Service REVENUE ........oieiiiiiie e 22,000

$32,000 $32.000
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Exercise 2-45

Badger Auto Parts
Trial Balance
December 31, 2009

Account Debit Credit
CaAS I e $ 3,700
Accounts Receivable ...........cccoooeiiiiiiiiiiii 41,100
Prepaid ReNt ... 15,000
INVENTOTY .ot 60,500
Furniture and FIXTUIES ......oeiveiiiiiieeeeeeeee e 128,000
Accumulated Depreciation, Furniture and Fixtures $ 47,300
Accounts Payable .......cccccceeiiieiiiie e, 9,200
Interest Payable..........cccoooeiiiiii e 1,800
Income Taxes Payable.........ccccoooeeeiiiiiiiiis 3,600
Long-Term Notes Payable ........ccccccoviiiiiiiiiiiiiiininnnn. 50,000
Common StOCK ... 100,000
Retained Earnings, 12/31/08..........cccceeiiiieeeieieeeiiinnnnn. 15,900
SaleS REVENUE........ceviiiiiie e 268,000
Cost 0of GOOAS SOl ....couiieiiiiiieeee e, 189,000
Selling EXPEeNSE.....oovviiiiieieeeeeeii e 27,500
General and Administrative EXpense..........cccccuuueee. 9,700
Depreciation Expense, Furniture and Fixtures........ 10,400
INterest EXPeNSe... ..o 7,200
Income Taxes EXPeNSe.....ccccvviviiiiiiiiiiiieiiiieeee e 3,700

$495.800 $495.800

Exercise 2-46

The trial balance WILL balance.
The trial balance WILL NOT balance; sales will be understated by $9.
The trial balance WILL balance.

o o0 T p

The trial balance WILL balance; accounts payable will be overstated by $4,100
and cash will be overstated by $4,100.

e. The trial balance WILL NOT balance; accounts receivable will be understated
by $8,300.
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PROBLEM SET A

Problem 2-47A

a.

This transaction does not qualify for recognition, because receiving a new
price list does not affect the accounting equation. Boatsman must enter into a
sales contract with one if its customers and there must be performance under
the contract (e.g., merchandise is delivered or a service is performed by
Boatsman or the customer makes a cash payment) before the transaction is
recorded.

This transaction does not qualify for recognition, because the acceptance of
an offer does not affect the accounting equation. When there is performance
under the contract (property or money is exchanged), the transaction will be
recorded.

This transaction does qualify for recognition, because the receipt of cash by
Boatsman and the delivery of the deed constitute performance. Assets (cash
and land) have been affected by this transaction.

This transaction does not qualify for recognition, because the total for com-
mon stock of Boatsman has not changed as a result of this transaction. This
transaction does not involve Boatsman but two other entities—two stockhold-
ers.

This transaction does qualify for recognition, because Boatsman has incurred
an expense (maintenance) that will lower stockholders’ equity. The actual per-
formance of the service by the dealer leads to recognition by Boatsman, re-
gardless of whether Boatsman has paid the dealer for the maintenance.
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Problem 2-48A

1.
Assets = Liabilities + Equity
Acct. Acct. Notes Capital Ret.
Cash + Rec. + Supplies = Pay. + Pay. + Stock + Earn.
8,000 15,900 4,100 2,500 4,000 12,000 9,500
20,000 20,000
(700) (700)**
2,100 2,100
5,000 5,000
(1,200) (1,200)
(1,850) (1,850)**
2,700 2,700*
1,500 1,500*
(500) (500)**
690 (690)
(300) (300)
32,340 + 16,710 + 5700 = 3400 + 9,000 + 32,000 + 10,350
Note:

*Revenues = $2,700 + $1,500 = $4,200
**Expenses = $700 + $1,850 + $500 = $3,050

2. Madero Accounting Services
Trial Balance
August 31, 2009

Account Debit Credit
CaASH e $32,340
Accounts Receivable ... 16,710
YU o] o1 L= TS P 5,700
Accounts Payable .......cccccceeiiiiiiiiiiieee e $ 3,400
Notes Payable.........ccccoviiiiiiii e, 9,000
ComMmMON SEOCK ...cuiieii e 32,000
Retained Earnings........cccoceeieeeeeiiieeiiiee e, 9,500
(B LAV AT 0 11 o 300
REVENUES .o 4,200
EXPENSES ..o 3,050

$58,100 $58,100
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Problem 2-49A

1. July 2: Common stock was issued for $1,000 cash.
July 4: Bought $250 of supplies on account.
July 5: Paid $150 on a previous account payable.
July 7: Performed services for cash of $2,500.
July 9: Bought land for $700 cash.

July 11: Received cash of $150 for payment of an accounts receivable.
July 14: Paid a $750 expense with cash; OR paid a $750 cash dividend.

2.
Chen Construction Company
Trial Balance
July 31, 2009
Account Debit Credit
CaAS N e $2,250
Accounts Receivable ......ccoooooeiiiiiiiiiiie 1,250
SUPPIIES Lo 1,000
7= o 3,700
Accounts Payable ........ccccveeeiiiiiiiee e, $1,200
COMMON SEOCK c.evuiiiiiiii e 5,000
Retained Earnings......ccccovvviiiiiiiiiiiiiiiiieeeeeeeeeeeee 2,000
8,200 $8,200
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Problem 2-50A

Type of Normal
Account Account Balance Increase Decrease
Accounts Payable Liability Credit Credit Debit
Accounts Receivable Asset Debit Debit Credit
Accumulated Depreciation Contra Asset Credit Credit Debit
Cash Asset Debit Debit Credit
Common Stock Equity Credit Credit Debit
Depreciation Expense Expense Debit Debit Credit
Equipment Asset Debit Debit Credit
Income Tax Expense Expense Debit Debit Credit
Interest Expense Expense Debit Debit Credit
Land Asset Debit Debit Credit
Notes Payable Liability Credit Credit Debit
Prepaid Rent Asset Debit Debit Credit
Retained Earnings Equity Credit Credit Debit
Salaries Expense Expense Debit Debit Credit
Service Revenue Revenue Credit Credit Debit
Supplies Inventory Asset Debit Debit Credit
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Problem 2-51A

Date

Account and Explanation

Debit

Credit

Sept.

10

11

12

18

22

23

28

30

(To record purchase of truck)

INVENTOIY ..o
Accounts Payable...........ccccvvviiiinnnnenn.
(To record purchase of inventory on
account)

SUPPHIES oo
Accounts Payable..........ccccvviiiiiiinnnnenn.
(To record purchase of supplies on
account)

Service Revenue........cccceeeeeeeiiiveeiiinnnnnn.
(To record performance of services)

Accounts Receivable...........cccccoeeiiiiiiinnnn,
Service Revenue........cccceeeveeeiviveeviinnnnnn.
(To record performance of services on
account)

Wages EXPENSe.......ccooovviiiiiiiniiiieceeieeeees
Cash .
(To record payment of wages)

Cash o
Accounts Receivable..............cccceee.
(To record collection of cash on account)

Cash o
Notes Payable ...........ccccevvvviiiiiiiecieeennn,
(To record borrowing of cash)

Cash .o
Common StoCK .......coovviiiiiiiiiie
(To record issuance of common stock)

(Declared and paid cash dividend)
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32,000

2,500

1,750

15,000

5,100

4,300

5,100

12,800

35,750

3,850

32,000

2,500

1,750

15,000

5,100

4,300

5,100

12,800

35,750

3,850
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Problem 2-52A

1.
Date Account and Explanation

Debit

Credit

June 3 SUPPlES .o
Accounts Payable...........ccccvvviiinnnnnn.
(To record purchase of supplies on
account)

Notes Payable ..........ccccevviviiiiiiieeceeeen,
(To record purchase of van on account)

14 Wages EXPENSEe......ccovvvveiiiiiiiiiiiieeeeene e
Cash .
(To record payment of wages)

22 Accounts Receivable..........cccovvviiieinnnnn
Service Revenue........ccccccvveveiiieeeeeeeennn,
(To record performance of services on
account)

26 Cash ..o
Accounts Receivable..........ccccccceeeeeen.
(To record collection of cash on account)

29 Cash .o
Service Revenue........ccccceeeeeeevvveeeiinnnnnn.
(To record performance of services for
cash)
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750

6,500

3,200

8,700

5,100

300

750

2,000
4,500

3,200

8,700

5,100

300
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Problem 2-52A (Concluded)

2.
Cash Accounts Receivable Supplies
5,100 2,000 8,700 5,100 750
300 3,200
200 3,600 750
Van Accounts Payable Notes Payable
6,500 750 4,500
6,500 750 4,500

Service Revenue

Wages Expense

8,700 3,200
300
9,000 3,200
Problem 2-53A
1.
Assets = Liabilities + Equity
(@  (11,500) (11,500)
(b) (950) (950)
(c) (67,400) (67,400)
(d) 142,100 163,800
21,700
(e) (62,100) (62,100)
() (4,000) (4,000)
(g) 134,200
(134,200)
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Problem 2-53A (Continued)

2.

Date

Account and Explanation

Debit

Credit

(@)

(b)

(c)

(d)

(e)

(f)

9)

Rent EXPENSe.......oiiiiiiiii e
CaSN e

(To record payment of rent)

Telephone EXpPeENnSe.......ccoeeeiiiiiiiieeeeeeee
CaSN e

(To record payment of telephone bill)

Wages EXPENSE ...
CaSN e

(To record payment of wages)

Service REVENUE ..o

(To record performance of services)

FOOd EXPENSE ...
Cash .o

(To record payment for food)

DIiVIAENAS ..o
CaSh e

(Declared and paid cash dividend)

Accounts Receivable ...,

(To record receipt of cash on account)

2-31

11,500

950

67,400

21,700
142,100

62,100

4,000

134,200

11,500

950

67,400

163,800

62,100

4,000

134,200
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Problem 2-53A (Concluded)

3.
Cash Accounts Receivable Dividends
21,700 11,500 142,100 134,200 4,000
134,200 950
67,400
62,100
4,000
9,950 7,900 4,000
Service Revenue Rent Expense Telephone Expense
163,800 11,500 950
163,800 11,500 950
Wages Expense Food Expense
67,400 62,100
67,400 62,100
4,
Karleen’s Catering Service
Trial Balance
December 31, 2009
Account Debit Credit
CaAS K e $ 9,950
Accounts Receivable .........cccooooiiiiiiiiiiiii e, 7,900
DLV AT 0 1= o F 4,000
RENt EXPENSE ..o 11,500
Telephone EXPensSe......cooooovviiiiiiiiieeeee 950
WagesS EXPENSE ... 67,400
o To T I g o1=] o 1= T 62,100
SErviCe REBVENUE ....uvvviieeieeeeieeceeeeeee e $163,800
$163,800 $163.800
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Problem 2-54A

1. and 3.
Cash Accounts Receivable Accounts Payable
16,300 52,000 384,000 384,000 11,900
384,000 91,000 994,000 983,000

983,000 56,000
702,000
22,200
19,700

440,400 11,000 11,900

Interest Payable

Rent Payable, Building

Rent Payable, Equipment

11,200 11,200

0

Long-Term Notes Payable

4,000 4,000

7,000 7,000

0

Common Stock

0

Retained Earnings

100,000

100,000

Service Revenue

165,000

101,200

165,000

Rent Expense, Building

101,200

Rent Expense, Equipment

994,000

994,000

Utilities Expense

48,000

84,000

48,000

Salaries Expense

84,000

Interest Expense

56,000

702,000

11,000

56,000

Income Tax Expense

19,700

19,700

702,000
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Problem 2-54A (Continued)

2.

Date

Account and Explanation

Debit

Credit

(@)

(b)

(c)

(d)

(e)

(f)

(9)

(h)

Accounts Receivable ...,
Service ReVENUE ..o,

(To record billing of services performed)

(To record collection of cash on account)

Rent Payable, Building........ccccccvvvviiiiiiiiinnnnnn.
Rent Expense, Building ..........ccccoevvviviiinnnnnn.
Cash .o,

(To record payment of rent)

Rent Payable, Equipment..........cccccvveineeennn.
Rent Expense, Equipment ........cccccovvvvivinnnnnn.
Cash oo

(To record payment of rent)

Utilities EXPENSEe....cccovviiiiiiiiiiiiiiiiiiiiieeeeeeeee
CaSh e

(To record payment of utilities)

SalariesS EXPENSE ......uuuviuviiiiiiiiiiiiiiiiiiiiiiiiiiiiaens
CaSh e

(To record payment of salaries)

Interest Payable...........cco
Interest EXPeNSe. ..o
Cash .o

(To record payment of interest)

Income Tax EXPeNnsSe ......ccccevvvviiieiiiiiviiie e
Cash .o

(To record payment of income taxes)
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994,000

384,000

983,000

4,000
48,000

7,000
84,000

56,000

702,000

11,200
11,000

19,700

994,000

384,000

983,000

52,000

91,000

56,000

702,000

22,200

19,700
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Problem 2-54A (Concluded)

4.
Western Sound Studios
Trial Balance
December 31, 2009

Account Debit Credit
CaASH e $ 440,400
Accounts Receivable ..........ccccooeeiiiiiiiiciii e 11,000
Accounts Payable .........ccoocvvvieeieeieeeeeeeeee e, $ 11,900
Long-Term Notes Payable.........cccccccoeeeiiiiieiiiiiininnnnnn, 100,000
ComMmMON SEOCK ....ueiieii e, 165,000
Retained Earnings........cccoceiieiiiiiiieeecie e, 101,200
SErviCe REVENUE ....uv it 994,000
Rent Expense, Building .........cccoovvviiiiiiiiie e, 48,000
Rent Expense, EQUIpPMENt ........ooovviiiiiiiiiiiiiiiiiiieieeee 84,000
ULilitieS EXPENSE....ccoiiieeiiiiie et 56,000
Salaries EXPeNSEe......uiiiiei et 702,000
INterest EXPENSE.....ooiiviiiiii e 11,000
Income Tax EXPense.........ooviiiiiiiiiieee e 19,700

$1,372,100 $1,372,100
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PROBLEM SET B

Problem 2-47B

a.

This transaction does not qualify for recognition, because simply signing a
contract does not affect the accounting equation. When there is performance
under the contract (e.g., products or cash are exchanged), the transaction will
be recorded.

This transaction does not qualify for recognition, because selling stock to an-
other person does not affect the total amount of common stock outstanding
for the company. This transaction does not involve Malcolm Motors but two
other entities—two stockholders.

This transaction does qualify for recognition, because the transaction affects
two accounting elements—cash and the amount of stock outstanding have
been increased.

This event does qualify for recognition. While there is no external event affect-
ing the accounting equation (e.g., no cash is being paid for the building), Mal-
colm must still recognize depreciation as it occupies the building. The concept
of depreciation was introduced in Chapter 1 and will be discussed more com-
pletely in Chapters 3 and 7.

This event does not qualify for recognition, because Malcom Motors does not
pay to use the land. Therefore, the accounting equation has not been affected.

This transaction does qualify to be recorded, because two accounting ele-
ments have been affected—Malcom Motors has incurred an expense, which
lowered its stockholders’ equity, and has paid cash, which lowered its assets.

This transaction does qualify for recognition, because two accounting ele-
ments have been affected—Malcom Motors has incurred an expense, which
lowered its stockholders’ equity, and has incurred a liability that will be paid in
the future.
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Problem 2-48B

1.
Assets = Liabilities + Equity
Acct. Acct. Notes Common Ret.
Cash + Rec. + Supplies = Pay. + Pay. + Stock + Earn.
3,000 6,600 4,800 500 1,000 10,000 2,900
2,000 2,000
1,550 1,550*
750 (750)
650 650
(500) (500)
2,700 2,700*
(1,200) (1,200)**
(800) (800)**
(900) (900)**
(400) (400)

3,500 + 8,550 + 5450 = 650 + 1,000 + 12,000 + 3,850

*Revenues = $1,550 + $2,700 = $4,250
*Expenses = $1,200 + $800 + $900 = $2,900

2.
Emerson Consulting, Inc.
Trial Balance
January 31, 2009

Account Debit Credit
CaAS K e $ 3,500
Accounts Receivable .......ccooooeiiiiiiiiiii e 8,550
SUPPHIES e 5,450
Accounts Payable .........ccccceeiiiiiiiiiie e, $ 650
Notes Payable.........oooeeiiiiiii e 1,000
COMMON SEOCK c.evuiiiiii e 12,000
Retained Earnings.........cceeiiieieeieeeeeieee e 2,900
DIVIAENAS .o 400
REVENUES ..ot 4,250
EXPENSES ..o 2,900

$20,800 $20,800
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Problem 2-49B

1. April 3: Received cash from a bank loan of $2,000.
April 8: Purchased equipment with cash for $700.
April  9: Paid an accounts payable with cash for $325.
April 11: Incurred and paid an expense of $140.
April 15: Purchased $150 of supplies with cash.
April 18: Performed services in exchange for cash of $1,500.
April 24: Received $375 in payment of an accounts receivable from a

customer.
2.
Brilliant Minds, Inc.
Trial Balance
April 30, 2009
Account Debit Credit

CaASH e $3,060
Accounts Receivable ..., 325
YU o o1 =TS 1,050
EQUIPMENT ... 1,900
Accounts Payable .........ccccceeiiiiiiiiieee e, $ 300
Notes Payable.........cooeeeiiiiiii e 2,000
ComMmMON SEOCK ...cueiiici e, 2,000
Retained Earnings........cccoeeeieie i, 2,035

$6.335 $6.335
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Problem 2-50B

Type of Normal
Account Account Balance Increase  Decrease
Accounts Payable Liability Credit Credit Debit
Accounts Receivable Asset Debit Debit Credit
Bonds Payable Liability Credit Credit Debit
Building Asset Debit Debit Credit
Cash Asset Debit Debit Credit
Common Stock Equity Credit Credit Debit
Cost of Goods Sold Expense Debit Debit Credit
Depreciation Expense Expense Debit Debit Credit
Income Taxes Payable Liability Credit Credit Debit
Insurance Expense Expense Debit Debit Credit
Intangibles Asset Debit Debit Credit
Interest Expense Expense Debit Debit Credit
Inventory Asset Debit Debit Credit
Long-Term Investments Asset Debit Debit Credit
Retained Earnings Equity Credit Credit Debit
Sales Revenue Credit Credit Debit
Unearned Revenue Liability Credit Credit Debit
Utility Expense Expense Debit Debit Credit
2-39

© 2010 Cengage Learning. All Rights Reserved. May not be scanned, copied or duplicated, or posted to a publicly
accessible website, in whole or in part.



Problem 2-51B

Date

Account and Explanation

Debit

Credit

Dec.

2

10

13

19

22

23

25

30

Prepaid Rent........cccccciiiii
Cash .o
(To record prepayment of rent)

CaSh .o,
Notes Payable ..........ccccvvviviiiiiiieeeceeeen,
(To record borrowing of cash)

Accounts Receivable..........cccccceeeiiiiiiinnnn,
Service Revenue........ccccceeeeeeeviveeeiinnnnnn.
(To record performance of services on
account)

SUPPHES oo
Accounts Payable..........cccccovviiiiinennnn.
(To record purchase of supplies on
account)

Cash oo
Accounts Receivable........c.c.ccccceeeeennn.
(To record collection of cash on account)

Cash oo
Common StoCK ......coovvvveeiiiiiiieee e,
(To record issuance of stock)

Wages EXPENSE....ccoviiiiiiiiiiiieeiieeeie e
Cash .o
(To record payment of wages)

Accounts Payable ..........ccccciiieiiieiceeeeienn,
Cash .o
(To record payment of account)

(To record performance of services for
cash)

Utility EXPENSEe ...ooooviiiiiiiiiiiiieeeee

Cash .o,
(To record payment of utilities)
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9,000

25,000

35,000

12,000

29,000

40,000

8,000

10,000

11,000

2,000

9,000

25,000

35,000

12,000

29,000

40,000

8,000

10,000

11,000

2,000
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Problem 2-52B

1.
Date

Account and Explanation

Debit

Credit

Sept. 1

13

18

25

30

SUPPHES oo
CaSh ..o

(To record purchase of supplies)

Prepaid Rent........cccccoiiiii
CaSh ..o

(To record payment of rent in advance)

SUPPHIES e
Accounts Payable..........ccccovviiiiinnnnnn.

(To record purchase of supplies on
account)

CaASH e,
Accounts Receivable......ccccocovvvieieian...

(To record collection of cash from
customer account)

(To record performance of services for
cash)

Accounts Receivable ..o
Service REVENUE .....ooveeie e,

(To record performance of services on
account)

Wages EXPENSe........cooovviiiiiiiniiiieceeeeeees
CaSh ..

(To record payment of wages)
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1,750

2,400

710

600

7,500

4,200

3,720

1,750

2,400

710

600

7,500

4,200

3,720
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Problem 2-52B (Concluded)

2.
Cash Accounts Receivable Supplies
600 1,750 4,200 600 1,750
7,500 2,400 710
3,720
230 3,600 2,460
Prepaid Rent Accounts Payable Service Revenue

2,400 710 7,500
4,200
2,400 710 11,700

Wages Expense
3,720

3,720

Problem 2-53B

1.

Assets = Liabilities + Equity
(@) 35,000 35,000
(b) 14,200

(14,200)
(© 121,800 121,800
(d) (84,900) (84,900)
(e) 15,000 15,000
) (17,500) (17,500)
(9) 1,300 1,300
(h) (1,000) (1,000)
) (910) (910)
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Problem 2-53B (Continued)

2.

Date

Account and Explanation

Debit

Credit

(@)

(b)

(c)

(d)

(€)

(f)

(9)

(h)

(i)

CaSh i
Common StoCK.......ooovviiiiiii
(To record issuance of common stock)

Equipment ...
Cash oo
(To record purchase of equipment for cash)

(To record performance of services for cash)

Wages EXPENSEe ...
Cash oo
(To record payment of wages)

Notes Payable..........cccccvvvviiiiiiiiiiiieeein,
(To record borrowing of cash)

Rent EXPENSe. ...
Cash oo
(To record payment of rent)

SUPPHIES e
Accounts Payable ..........ccccciiiiiiiniieieeeenn,
(To record purchase of supplies on account)

Accounts Payable............cccoo
Cash oo
(To record payment on account)

Telephone EXpPeENnSe......cccoeeiiiieiiiieeeeeeee

CaSh .o,
(To record payment of telephone bill)
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35,000

14,200

121,800

84,900

15,000

17,500

1,300

1,000

910

35,000

14,200

121,800

84,900

15,000

17,500

1,300

1,000

910
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Problem 2-53B (Continued)

3.
Cash Supplies Equipment
35,000 14,200 1,300 14,200
121,800 84,900
15,000 17,500
1,000
910
53,290 1,300 14,200
Accounts Payable Notes Payable Common Stock
1,000 1,300 15,000 35,000
300 15,000 35,000
Service Revenue Rent Expense Telephone Expense
121,800 17,500 910
121,800 17,500 910

Wages Expense
84,900

84,900
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Problem 2-53B (Concluded)

4.

Sweetwater Temporary Clerical Help Service

Trial Balance
December 31, 2009

Account Debit Credit
(OF=1] o I $ 53,290
YU o o] =S 1,300
EQUIPMENt ... 14,200
Accounts Payable ........ccccoviiiiiiii e $ 300
Notes Payable.........ccoevviiiiiieie e 15,000
COMMON SEOCK ..vvvvviiiiiiiiiiiiiiiiiiiiiiitieiieveeibneeeeeeeeaeeaenees 35,000
SErviCe REVENUE ....uv it 121,800
RENT EXPENSE ..o 17,500
Telephone EXPEeNnSe......ccooooviiiiiiiieeeeeeeeeeeeee e 910
WagesS EXPENSE ... 84,900

$172,100 $172,100
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Problem 2-54B

1. and 3.
Cash Accounts Receivable Prepaid Rent
6,000 8,000 130,000 699,000 96,000 96,000
699,000 379,000 690,000
90,000
28,000
13,000
26,000
10,300
10,000
140,700 121,000 0
Supplies Accounts Payable Interest Payable
13,000 14,000 8,000 8,000
13,000 14,000 0
Long-Term Notes Payable Common Stock Retained Earnings
80,000 114,000 16,000
80,000 114,000 16,000
Service Revenue Rent Expense Income Tax Expense
690,000 124,000 10,300
690,000 124,000 10,300
Advertising Expense Wages Expense Interest Expense
26,000 379,000 10,000
26,000 379,000 10,000

Administrative Expense
90,000

90,000
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Problem 2-54B (Continued)

2.
Date

Account and Explanation Debit

Credit

(@)

(b)

(c)

(d)

(€)

(f)

(9)

(h)
(i)

Accounts Receivable ........cccooeviiiiiiiiiiiiinee, 690,000
Service Revenue .......ccccceevvvievivvvviiiiceeeeen,
(To record performance of services on
account)

CaSh i 699,000*
Accounts Receivable..........ccccceeiiiiiiiiiinnn,
(To record collection of cash from customer)

*$570,000 + $129,000

Interest Payable...........cccoviiiiiiiii, 8,000
Cash .o,
(To record payment of interest)

Wages EXPENSEe ... 379,000
Cash oo
(To record payment of wages)

Administrative EXPensSe......cccccceevvveevvvvinnenennn. 90,000
Cash ..o,
(To record payment of administrative
expenses)

ReNt EXPENSE. .. 124,000
Prepaid Rent........ccccoeiiii
Cash oo

(To record payment of rent)

SUPPHIES e 13,000
Cash oo

(To record purchase of supplies)

No entry necessary.

Advertising EXPense ... 26,000

CaSh .o,
(To record payment of advertising expense)
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Problem 2-54B (Concluded)

Date Account and Explanation Debit Credit
()] Income Tax EXpense......cccccvvviiiiiiiciivviininnnnnn, 10,300
Cash .o 10,300
(To record payment of income taxes)
(k) Interest EXPense. ... 10,000
Cash .o, 10,000

(To record payment of interest expense)

4.

Mulberry Services

Trial Balance
December 31, 2009
Account Debit Credit

(@2 1S3 [N $140,700
Accounts Receivable ..., 121,000
YU o o1 1= 13,000
Accounts Payable .........cccceeeeiiiiiiec e, $ 14,000
Long-Term Notes Payable.........cccccccoeeeiiiiiiiiiniininnnnnn, 80,000
ComMmMON SEOCK ...cuniiiii e 114,000
Retained Earnings........cccoceiieieieiieeeeiee e, 16,000
SErviCe REVENUE ..ot 690,000
RENt EXPENSE .. 124,000
INncome Tax EXPENSE ... 10,300
Advertising EXPensSe.......cccoeveeeeeiiiiiiiiiiee e, 26,000
Wages EXPENSE ... 379,000
INterest EXPENSEe.....ooiviiiiii e 10,000
Administrative EXpense.......ccccccoovviiiiiiiiiiiiiiiiinnnnn 90,000

$914,000  $914.000
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CASES

Case 2-55

1.

3.

To qualify as a transaction, the underlying events must impact a financial
statement element of the company and must be able to be reliably measured. A
reliable measurement is one that is reasonably free from error and bias and is a
faithful representation of what it purports to represent. Prices agreed upon in
exchanges between a company and outside parties are usually reasonably free
from error and bias and can serve as the basis for recording the related transac-
tion. The transfer of the building and equipment to the company from Susan
Eel, the owner of the company, however, is not an exchange between the com-
pany and an outside party; thus, its amount may be biased and a less than faith-
ful representation of fair value of the building and equipment. Consequently, the
amount recorded for the transfer of the building and equipment to the business
is open to question. Although the accounts receivable probably involved trans-
actions with outsiders, the absence of supporting documentation for those
transactions raises a question about the correctness of their recognition. In
general, the absence of source documents to support the amounts recorded for
the building, equipment, and accounts receivable violates an important condi-
tion for the recording of transactions.

If assets are overstated, assets will need to be reduced so that a correct balance
is reflected on the balance sheet. Because the fundamental accounting equation
must remain in balance, stockholders’ equity would need to be reduced be-
cause the recorded amount for the stock Susan exchanged for the building and
equipment would have to be reduced. (Instructor’s Note: Depreciation expense
and accumulated depreciation would also be overstated; however, this topic is
not covered until later in the text.) If receivables are overstated, then sales, net
income, and retained earnings are also overstated. If accounts payable are un-
derstated, then expenses are understated, and net income and retained earn-
ings are overstated.

An independent certified public accountant should be engaged to examine Su-
san’s financial statements and to recommend their restatement, where neces-
sary. Based on the restated financial statements and an assessment of the fu-
ture prospects of the business, an offer could be made. Estimating the value of
a business is a complex task in which data from many sources (including ac-
counting and nonaccounting information) must be acquired and analyzed. Such
estimated values are subject to considerable error.
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Case 2-56

1. We can analyze the accounts receivable account to determine the amount of
cash collected from customers. The journal entry to record credit sales would
debit Accounts Receivable and credit Sales. The collection of an account re-
ceivable from a customer requires a debit to Cash and a credit to Accounts Re-
ceivable. Therefore, the amount that must be credited to Accounts Receivable
to make the ending balance equal to $7,200 must be the amount that customers
paid Cable. The calculation of this amount is shown with the T-account below.

Accounts Receivable
Beg. Bal. 5,900
Credit Sales 97,400 96,100 Collections*

End. Bal. 7,200

*Collections of $96,100 calculated as $5,900 + $97,400 — $7,200.

2. The cash collected from customers would be classified in the operating section
on the statement of cash flows.

3. We can analyze the wages payable account in a similar way. The journal entry to
record the recognition of wages expense is a debit to Wages Expense and a
credit to Wages Payable. Payment of wages requires a debit to Wages Payable
and a credit to Cash. Therefore, the amount that must be debited to Wages Pay-
able to make the ending balance equal to $5,300 must be the amount that Cable
paid its employees.

Wages Payable
4,600 Beg. Bal.
Wage Payments* 37,400| 38,100 Wages Exp.

5,300 End. Bal.

*Wage payments of $37,400 is calculated as $4,600 + $38,100 — $5,300.

4. The cash paid for wages would be classified in the operating section of the
statement of cash flows.
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Case 2-57

1. Kathryn has an ethical dilemma known as a conflict of interest. As a top execu-
tive for Clean Sweep, she has a professional responsibility to the company. This
responsibility to the company is in conflict with her personal responsibility to
her family, specifically her son, Ben. This conflict of interest could lead to
Kathryn making a decision that is not in the best interests of the company in an
effort to help her family.

2. Kathryn has two major alternatives in this situation. First, she could bring the
bookkeeping errors to the attention of the management of Clean Sweep. Such
an action would allow her to correct the financial statements of Clean Sweep so
that the users of Clean Sweep’s financial statements are provided accurate and
reliable information on which to base their decisions. Because the financial
statements have not yet been prepared, individuals outside of the company may
never know of the errors and the company will suffer little, if any, harm from
these mistakes. However, such an action may have serious personal repercus-
sions. For example, Kathryn may get reprimanded for hiring a relative who was
not competent to do the job. Such a reprimand may lead to a below average per-
formance evaluation for Kathryn, which could affect her financially.

Second, Kathryn could cover up her son’s mistakes by fixing the errors without
telling senior management that any errors were made. Most likely, it is entirely
within Kathryn’s responsibility as chief accountant to authorize journal entries
that can fix the mistakes and no one may ever question these actions. In addi-
tion, because the trial balance still balanced, outside users would have no rea-
son to suspect any errors. If successful, Kathryn would save her family and
herself potential embarrassment and financial loss while still protecting the
company interests. However, if someone (e.g., an auditor) questions these en-
tries and investigates their source, Kathryn would most likely face serious rep-
rimands, including the loss of her job, for covering up the mistakes.

The first alternative would be the most ethical choice. Her professional respon-
sibility to the company should come before any personal embarrassment or in-
jury she may suffer.
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Case 2-58

1. This information was found in the 2007 annual report for General Electric on the
statement of financial position (the balance sheet):

Assets = $795,337,000,000
Liabilities = $671,774,000,000
Equity = $123,563,000,000 ($115,559,000,000 + $8,004,000,000%)

As you can see, the accounting equation (Assets = Liabilities + Equity) does
balance.

Note: GE reports $8,004,000,000 of minority interest in equity of consolidated
affiliates as mezzanine equity between the liability section and the balance
sheet. While this topic is beyond the scope of this course, this would present
the opportunity to show the students that even basic classifications found in
the fundamental accounting equation can have “gray areas” in today’s complex
business environment.

2. Normal balances:

g.
Additional accounts involved in the transaction:

o o T

-~ ® 20 T ®

Debit
Credit
Credit
Debit
Debit
Debit
Debit

Cash (decreased as payables are paid off)

Sales (increased as credit sales are made to customers)

Cash (increased when more common stock is issued)

Cash (increased when more money is borrowed from the bank)
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Case 2-59

Assets Liabilities + Stockholders’ Equity

Abercrombie & Fitch: $2,248,067,000

$842,770,000 + $1,405,297,000

Aeropostale: $581,164,000 $269,048,000 + $312,116,000

The accounting equation for each of these companies balances, as required of a
balance sheet.

2.
Accounts Receivable
Beg. Bal. 41,855,000
Sales 3,318,158,000 | 3,316,773,000* Cash Collections
End. Bal. 43,240,000

*Cash collections of $3,316,773,000 were determined as $41,855,000 Beginning
Balance + $3,318,158,000 Sales — $43,240,000 Ending Balance.

Account and Explanation Debit Credit
a. Accounts Receivable...........cccoevviiiiiiiininnnnn. 3,318,158,000
Net SAleS .....oveiieiiieeeeee e 3,318,158,000
(To record net sales for the year)
D, CaASN 3,316,773,000
Accounts Receivable .........c.ccoevvveiinnnnn. 3,316,773,000

(To record receipt of cash from customers)

4. Aeropostale and Abercrombie & Fitch both report credit card receivables. While
Abercrombie & Fitch reports its outstanding credit card receivables as receiva-
bles on the balance sheet. Aeropostale reports credit card receivables as cash
and cash equivalents. Thus, two companies in similar industries report credit
card receivables differently.

Instructor’s Note: This would be a good opportunity to stress the importance of
examining both the financial statements and the notes to the financial state-
ments when one is trying to gain an understanding of a company. Abercrombie
& Fitch describes credit card receivables in Note 2 to the financial statements;
Aeropostale describes this treatment in Note 1 to the financial statements.
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Case 2-59 (Concluded)

5. a. Aeropostale:

Account and Explanation Debit Credit
SGE&A EXPENSE...uiiiiiiiiieiieei e 289,736,000
CaSN e, 289,736,000
(To record payment of SG&A expenses)
b. Abercrombie & Fitch:
Account and Explanation Debit Credit
SGE&A EXPENSE...uiiiiiiiieiieei et 373,828,000
CaSN e, 373,828,000

(To record payment of SG&A expenses)

Aeropostale is a smaller company than Abercrombie & Fitch (as evidenced by
the financial statements). Because this company is smaller, its SG&A expenses

will be lower as well.
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Case 2-60

1. Smith is trying to recognize expenses in the period in which use of the asset

2.

(resource) contributes to the earning of revenue. When an asset is used in sev-
eral periods, it is necessary to divide its cost between the periods affected, rec-
ognizing part of the total cost as expense in each period. This process is sup-
ported by the matching concept as it applies to period expenses. This concept
will be discussed further in Chapter 3.

a. Smith should recognize as expense the portion of the 36-month (3-year) in-

surance coverage for the 8 months of coverage expired during 2009. Thus,
8/36 of $1,800, or $400, should be included in 2009 insurance expense, and
the remainder (28/36 x $1,800 = $1,400) should appear on the December 31,
2009 balance sheet as an asset called Prepaid Insurance.

. Smith should recognize as expense the portion of the building’s cost asso-

ciated with 2009. The simplest procedure divides the cost of the building,
reduced by the anticipated residual value, equally among the 20 years in
which the building is used. Thus, 1/20 of $54,000 ($60,000 — $6,000), or
$2,700, would be included in depreciation expense for 2009, and the De-
cember 31, 2009 balance sheet would show accumulated depreciation on
the building of $24,300 (9 x $2,700).

. Smith should recognize 4/12 of the $2,200 cost of the loan (4/12 x $2,200 =

$733) as interest expense in 2009. Since this expense is not paid until Sep-
tember 1 of the following year, the December 31, 2009 balance sheet must
show interest payable of $733. The remaining cost of the loan ($2,200 —
$733 = $1,467) is not recognized until next year and does not appear as a
payable on the December 31, 2009 balance sheet.
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