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Chapter 2 Review of the Accounting Process

QUESTIONS FOR REVIEW OF KEY TOPICS

Question 2-1

External events involve an exchange transaction between the company and a separate
economic entity. For every external transaction, the company is receiving something in
exchange for something else. Internal events do not involve an exchange transaction but do
affect the financial position of the company. Examples of external events are the purchase of
inventory, a sale to a customer, and the borrowing of cash from a bank. Examples of internal
events include the recording of depreciation expense, the expiration of prepaid rent, and the
accrual of salary expense.

Question 2-2

According to the accounting equation, there is equality between the total economic
resources of an entity, its assets, and the claims to those resources, liabilities and equity. This
implies that, since resources must always equal claims, the net effect of any transaction cannot
affect one side of the accounting equation differently than the other side.

Question 2-3

The purpose of a journal is to capture, in chronological order, the dual effect of a
transaction. A general ledger is a collection of storage areas called accounts. These accounts
keep track of the increases and decreases in each element of financial position.

Question 2-4

Permanent accounts represent the financial position of a company, assets, liabilities and
owners' equity, at a particular point in time. Temporary accounts represent the changes in
shareholders’ equity, the retained earnings component of equity for a corporation, caused by
revenue, expense, gain and loss transactions. It would be cumbersome to record
revenue/expense, gain/loss transactions directly into the permanent retained earnings account.
Recording these transactions in temporary accounts facilitates the preparation of the financial
statements.

Question 2-5
Assets are increased by debits and decreased by credits. Liabilities and equity accounts are
increased by credits and decreased by debits.

Question 2-6

Revenues and gains are increased by credits and decreased by debits. Expenses and losses
are increased by debits (thus causing owners’ equity to decrease) and decreased by credits (thus
causing owners’ equity to increase).



Answers to Questions (continued)

Question 2-7

The first step in the processing cycle is to identify external transactions affecting the
accounting equation. Source documents, such as sales invoices, bills from suppliers and cash
register tapes, help to identify the transactions and then provide the information necessary to
process the transaction.

Question 2-8
Transaction analysis is the process of reviewing the source documents to determine the
dual effect on the accounting equation and the specific elements involved.

Question 2-9
After transactions are recorded in a journal, the debits and credits must be transferred to the
appropriate general ledger accounts. This transfer is called posting.

Question 2-10
Transaction 1 records the purchase of $20,000 of inventory on account. Transaction 2
records a credit sale of $30,000 and the corresponding cost of goods sold of $18,000.

Question 2-11

An unadjusted trial balance is a list of the general ledger accounts and their balances at a
time before any end-of-period adjusting entries have been recorded. An adjusted trial balance is
prepared after adjusting entries have been recorded and posted to the accounts.

Question 2-12

Adjusting entries record the effect on financial position of internal events, those that do not
involve an exchange transaction with another entity. They must be recorded at the end of any
period when financial statements are prepared to properly reflect financial position and results of
operations according to the accrual accounting model.

Question 2-13

Closing entries transfer the balances in the temporary owners’ equity accounts to a
permanent owners’ equity account, retained earnings for a corporation. This is done only at the
end of a fiscal year in order to reduce the temporary accounts to zero before beginning the next
reporting year.

Question 2-14

Prepaid expenses represent assets recorded when a cash disbursement creates benefits
beyond the current reporting period. Examples are supplies on hand at the end of a period,
prepaid rent, and the cost of plant and equipment.

Question 2-15
The adjusting entry required when unearned revenues are earned is a debit to the unearned
revenue liability and a credit to revenue.



Answers to Questions (continued)

Question 2-16

Accrued liabilities are recorded when an expense has been incurred that will not be paid
until a subsequent reporting period. The adjusting entry required to record an accrued liability is
a debit to an expense and a credit to a liability.

Question 2-17

Income statement - The purpose of the income statement is to summarize the operating
activities of the company during a particular period of time. It is a change statement that is
reporting the changes in owners’ equity that occurred during the period as a result of operating
transactions (revenues, expenses, gains and losses).

Balance sheet - The purpose of the balance sheet is to present the financial position of the
company at a particular point in time. It is an organized array of assets, liabilities, and
permanent owners’ equity accounts.

Statement of cash flows - The purpose of the statement of cash flows is to disclose the
events that caused cash to change during the period.

Statement of shareholders’ equity - The purpose of the statement of shareholders’ equity is
to disclose the sources of the changes in the various permanent shareholders’ equity accounts
that occurred during the period.

Question 2-18

A worksheet provides a means of organizing the accounting information needed to prepare
adjusting and closing entries and the financial statements. This error would result in an
overstatement of revenue and thus net income and retained earnings, and an understatement of
liabilities.

Question 2-19

Reversing entries are recorded at the beginning of a reporting period. They remove the
effects of some of the adjusting entries made at the end of the previous reporting period. This
simplifies the journal entries made during the new period by allowing cash payments or cash
receipts to be entered directly into the expense or revenue account without regard to the accrual
made at the end of the previous period.

Question 2-20

The purpose of special journals is to record, in chronological order, the dual effect of
repetitive types of transactions, such as cash receipts, cash disbursements, credit sales and credit
purchases.

Special journals simplify the recording process in the following ways: (1) journalizing the
effects of a particular transaction is made more efficient through the use of specifically designed
formats, (2) individual transactions are not posted to the general ledger accounts, but are
accumulated in the special journals and a summary posting is made on a periodic basis, and (3)
the responsibility for recording journal entries for the repetitive types of transactions is placed on
individuals who have specialized training in handling them.



Answers to Questions (concluded)

Question 2-21

The general ledger is a collection of control accounts representing assets, liabilities,
permanent and temporary shareholders’ equity accounts. The subsidiary ledger contains a group
of subsidiary accounts associated with a particular general ledger control account. For example,
there will be a subsidiary ledger for accounts receivable that will keep track of the increases and
decreases in the account receivable balance for each of the company’s customers purchasing
goods or services on credit. At any point in time, the balance in the accounts receivable control
account should equal the sum of the balances in the accounts receivable subsidiary ledger
accounts.



BRIEF EXERCISES

Brief Exercise 2-1

Assets = Liabilities + Paid-in Capital + Retained

Earnings

1. + 165,000 (inventory) + 165,000 (accounts payable)

2. - 40,000 (cash) - 40,000
(expense)

3. + 200,000 (accounts receivable) + 200,000
(revenue)
- 120,000 (inventory) - 120,000
(expense)

4. + 180,000 (cash)
- 180,000 (accounts receivable)

5. - 145,000 (cash) - 145,000 (accounts payable)

Brief Exercise 2-2

1.

2.

3.

INVENTOIY ...oviiiiiie e 165,000
Accounts payable...........cccccooiiiiiiiiii e,

Salaries EXPENSE.......ccveiieiie e 40,000
CaSN i

Accounts receivable...........cccooiiiiiiiii 200,000
SalES FEVENUE ...

Cost 0f goods SOId ........cceevveviieiieeiec e, 120,000
INVENTOTY ...vviiiiiiiiiiee e

CaASN e 180,000
Accounts receivable ...........cccoo i

Accounts payable ..........ccccooiiiii 145,000
CaSN e

165,000

40,000
200,000
120,000
180,000

145,000



Brief Exercise 2-3

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
6/1 Bal. 65,000 6/1 Bal. 43,000
4, 180,000 40,000 2. 3. 200,000 | 180,000 4.
145,000 5.
6/30 Bal. 60,000 6/30 Bal. 63,000
Inventory Accounts payable
6/1 Bal. 0 6/1 Bal. 22,000
1. 165,000 | 120,000 3. 5. 145,000 | 165,000 1.
6/30 Bal. 45,000 6/30 Bal. 42,000
INCOME STATEMENT ACCOUNTS
Sales revenue Cost of goods sold
0 6/1Bal. 6/1Bal. 0
200,000 3. 3 120,000
200,000 6/30 Bal. 6/30 Bal. 120,000
Salaries expense
6/1 Bal. 0
2. 40,000
6/30 Bal. 40,000




Brief Exercise 2-4

1. Prepaid INSUIANCE.......cccoeevvieeiiiie e see et 12,000

CASN e —————- 12,000
2. Notereceivable ... 10,000

CASN e ———— 10,000
3. EQUIPMENT ..o 60,000

CASN e ———— 60,000

Brief Exercise 2-5

1. Insurance expense ($12,000 X 3/12)....ccccvreerivreeriunnens 3,000

Prepaid INSUFaNCe .......ccccvevvveveeiiece e 3,000
2. Interest receivable ($10,000 X 6% X 6/12).....ccccuerurinnnnn 300

INTEreSt FEVENUE......cceiiiviiee et 300
3. Depreciation eXPENnSE.......cccevvereerivriieereeseeseeseenns 12,000

Accumulated depreciation - equipment............... 12,000

Brief Exercise 2-6
Net income would be higher by $14,700 ($3,000 - 300 + 12,000).



Brief Exercise 2-7

1. SEIVICE IBVENUE .....ccceviiiiiieieiiesiie st 4,000

Unearned Service reVeNUE ........ccceveeeveerieesennnnens 4,000
2. Advertising expense ($2,000 X 1/2) ......cccooriiiiienennnn, 1,000

Prepaid advertisSing ..........cccoovvvveeniniienieeiee s 1,000
3. Salaries EXPENSE......cccviieeiierie e 16,000

Salaries payable ..., 16,000
4.  Interest expense ($60,000 X 8% X 4/12) v.eevvvereriveresiunnns 1,600

Interest payable.........ccccooeiiiiei 1,600

Brief Exercise 2-8

Assets would be higher by $1,000, the amount of prepaid advertising that expired
during the month. Liabilities would be lower by $21,600 ($4,000 + 16,000 +
1,600). Shareholders’ equity (and net income for the period) would be higher by
$22,600.



Brief Exercise 2-9

BOWLER CORPORATION
Income Statement
For the Year Ended December 31, 2006

Sales reVENUE ......cccvveeiieiecie e
Cost of goods sold ........ccccceveviireiieiiieinen,
Gross Profit .....cccevevvevieiic e,

Operating expenses:

Salaries ... $45,000
RENT o 20,000
Depreciation .......ccccoceevveveeiie e 30,000
Miscellaneous .........c.cccceevveveciicicieen, 12,000
Total operating expenses .............
NEt INCOME ..ovvviiecieeceecee e

$325,000
168,000
157,000




Brief Exercise 2-10

BOWLER CORPORATION
Balance Sheet
At December 31, 2006
Assets
Current assets:
Cash oo $ 5,000
Accounts receivable ..., 10,000
INVENTOIY .o 16,000
Total current assets ........ccoccevverveinennnn, 31,000
Property and equipment:
Machinery and Equipment ..............cco...... 100,000
Less: Accumulated depreciation .............. (40,000) 60,000
Total @SSEtS ....oovvvvveiiieiiee e 91,000
Liabilities and Shareholders' Equity
Current liabilities:
Accounts payable .........c.cccoeiiiiiiiiinen, $ 20,000
Salaries payable .........c.ccocvveiiiiiiciieie, 12,000
Total current liabilities .............ccocue.e.. 32,000
Shareholders’ equity:
Common StOCK ......ccovvveiiiiie e, $50,000
Retained earnings ........ccccceevvvevveeiveenveenne. 9,000
Total shareholders’ equity ................... 59,000
Total liabilities and shareholders’ equity 91,000
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Brief Exercise 2-11

SAlES FTEVENUE ..ot 850,000
INCOME SUMMAIY ....cciviiiiiiiieeciiie e 850,000

INCOME SUMIMAIY ....cciiiiieiiiiie et 815,000
Cost 0f goods SOId ........ccvveivieiiccce e, 580,000
Salaries EXPENSE.....ccveiviereeiee e e 180,000
RENT EXPENSE ....vviiiciiie et 40,000
INTEreSt EXPENSE ...vvviiiiiie et 15,000

Income summary ($850,000 - 815,000) .....cvvevvrvveeervreesrnnnns 35,000
Retained earnings .......ccccccevveeveevieevie s e, 35,000

Brief Exercise 2-12
Revenues $428,000*
Expenses:
Salaries (240,000)
Utilities (33,000)**

Advertising (12,000)
Net Income $143,000

*$420,000 cash received plus $8,000 increase ($60,000 — 52,000) in amount due
from customers:

CaSN e 420,000
Accounts receivable (increase in account) .............. 8,000
Sales revenue (to balance) ........c.cccevvviviieeniennne 428,000

** $35,000 cash paid less $2,000 decrease in amount owed to utility company:

Utilities expense (to balance) .........ccccoveviiinnnnn, 33,000
Utilities expense payable (decrease in account)...... 2,000
CASN e ———— 35,000
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EXERCISES

Exercise 2-1
Assets
1. + 300,000
2. - 10,000
+ 40,000
3. + 90,000
4. + 120,000
(revenue)
- 70,000
(expense)
5. - 5,000
(expense)
6. - 6,000
+ 6,000
7. - 70,000
8. + 55,000
- 55,000
9. - 1,000
(expense)

= Liabilities + Paid-in Capital + Retained Earnings
(cash) + 300,000 (common stock)
(cash)
(equipment)  + 30,000 (note payable)
(inventory) + 90,000 (accounts payable)

(accounts receivable) + 120,000

(inventory) - 70,000

(cash) - 5,000

(cash)

(prepaid insurance)

(cash) - 70,000 (accounts payable)
(cash)

(accounts receivable)

(accumulated depreciation) - 1,000

12



Exercise 2-2

1.

2.

CASH et ————— 300,000
CommON STOCK .....uueiiiiieiiiiieee e,

EQUIPMENT......oiieie s 40,000
Note payable ...,
CASN e ————-

INVENTOTY ...ovviiiiiiiiiiie e 90,000
Accounts payable.........cccociiiiii,

Accounts receivable........cccccveeeiiiiecciiiiiieeee, 120,000
SAlES FEVENUE ...t

Cost of goods SOld .......cccovvveiiieiie e, 70,000
INVENTOIY ...

RENT EXPENSE ...eviiiiiiiiii et 5,000
CASN e ————-

Prepaid iNSUranCe..........ccccovveiiieeiirie e e 6,000
CASN e ———

Accounts payable..........cccccoviiiiii 70,000
CASN e ————

CASH e ———— 55,000
Accounts receivable............cccevvii .

Depreciation eXPENSE.......cccvvvvrieerieiieseeeieesiee e 1,000
Accumulated depreciation ...........ccccceevverenninenne

13

300,000

30,000
10,000

90,000
120,000
70,000
5,000
6,000
70,000
55,000

1,000



Exercise 2-3

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
3/1 Bal. 0 3/1 Bal. 0
1. 300,000 10,000 2. 4, 120,000 55,000 8.
8. 55,000 5,000 5.
6,000 6.
70,000 7.
3/31Bal. 264,000 3/31Bal. 65,000
Inventory Prepaid Insurance
3/1 Bal. 0 3/1 Bal. 0
3. 90,000 | 70,000 4. 6. 6,000
3/31 Bal. 20,000 3/31 Bal. 6,000
Equipment Accumulated depreciation
3/1 Bal. 0 0 3/1 Bal.
2. 40,000 1,000 9.
3/31Bal. 40,000 1,000  3/31 Bal.
Accounts payable Note payable
0 3/1Bal. 0  3/1Bal
7. 70,000 | 90,000 3. 30,000 2.
20,000 3/31 Bal. 30,000 3/31 Bal.
Common stock
0 3/1Bal.
300,000 1.
300,000 3/31 Bal.

14




Exercise 2-3 (concluded)

INCOME STATEMENT ACCOUNTS

Sales revenue Cost of goods sold
0 3/1Bal. 3/1Bal. 0
120,000 4. 4 70,000

120,000 3/31Bal. 3/31Bal. 70,000

Rent expense Depreciation expense
3/1 Bal. 0 3/1 Bal. 0
5. 5,000 9. 1,000
3/31 Bal. 5,000 3/31 Bal. 1,000
Account Title Debits Credits
Cash 264,000
Accounts receivable 65,000
Inventory 20,000
Prepaid insurance 6,000
Equipment 40,000
Accumulated depreciation 1,000
Accounts payable 20,000
Note payable 30,000
Common stock 300,000
Sales revenue 120,000
Cost of goods sold 70,000
Rent expense 5,000
Depreciation expense 1,000
Totals 471,000 471,000

15



Exercise 2-4

1.

2.

10.

11.

CASN i ———— 500,000
Common STOCK ........evvvveiiiieeeiieeeeeeee e

Furniture and fIXTUrES ......cccvvveeieeeeeeeeeeeeeee, 100,000
Note payable ........ccooveiiiiiii
CaSH .

INVENTOTY ...ovviiiiiiiiie e 200,000
Accounts payable ...

Accounts receivable.......cocvevveveeiiiiicciieieeeeee 280,000
SAlES FEVENUE........occeeteveiiee e

Cost of goods Sold ........ceovvviiiieciic e, 140,000
INVENTOIY ..o

RENt EXPENSE...vvviiiiiiiiie e 6,000
CaSN ...

Prepaid iNSUranCe..........ccccoveeiveeviiee e 3,000
CaSN ...

Accounts payable.........cccooiiniiiii e, 120,000
CaSh ...

CASN e —————- 55,000
Accounts receivable.........ccccccovviiicciiin,

Retained earnings ........ccccccceevveevieesieesniee e 5,000
CaSh ...

Depreciation eXPENSE.......ccoovrverieenieeerieenieesieenes 2,000
Accumulated depreciation ............ccccevvveenieenn

Insurance expense ($3,000 + 12 months) ................. 250
Prepaid INSUranCe ..........ccoeveeveeiiesieeeesiee i,
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500,000

60,000
40,000

200,000
280,000
140,000
6,000
3,000
120,000
55,000
5,000
2,000

250



Exercise 2-5

List A
_k 1. Source documents
debit/credit
_e 2. Transaction analysis

a 3. Journal

1 4. Posting

accounts.

_f 5. Unadjusted trial balance
equation.

_b 6. Adjusting entries
recording

_h 7. Adjusted trial balance
c 8. Financial statements

~d 9. Closing entries
the

_g 10. Post-closing trial balance
ledger.
i 11. Worksheet

Exercise 2-6

Increase (I) or
Decrease (D)

1. I
2. I
3. D
4, I
S. D
6. D
7. D
8. I
9. I
10. I
11. I
12. D
13. I

List B
a. Records the dual effect of a transaction in
form.

b. Internal events recorded at the end of a reporting

period.

c. Primary means of disseminating information to

external decision makers.

d. To zero out the owners’ equity temporary
e. Determine the dual effect on the accounting

f. List of accounts and their balances before

adjusting entries.

g. List of accounts and their balances after recording

closing entries.

h. List of accounts and their balances after recording

adjusting entries.

i. A means of organizing information; not part of

formal accounting system.

J. Transferring balances from the journal to the

k. Used to identify and process external transactions.

Account

Inventory
Depreciation expense
Accounts payable
Prepaid rent

Sales revenue
Common stock
Wages payable

Cost of goods sold
Utility expense
Equipment

Accounts receivable
Allowance for uncollectible accounts
Bad debt expense

17



14.
15.
16.

D

Interest expense
Interest revenue
Gain on sale of equipment

18



Exercise 2-7

Account(s) Account(s)
Debited Credited
Example: Purchased inventory for cash 3 5
1. Paid a cash dividend. 10 5
2. Paid rent for the next three months. 8 5
3. Sold goods to customers on account. 4,16 9,3
4. Purchased inventory on account. 3 1
5. Purchased supplies for cash. 6 5
6. Paid employees wages for September. 15 5
7. Issued common stock in exchange for cash. 5 12
8.  Collected cash from customers for goods sold in 3. 5 4
9. Borrowed cash from a bank and signed a note. 5 11
10. At the end of October, recorded the amount of
supplies that had been used during the month. 7 6
11. Received cash for advance payment from customer. 5 13
12.  Accrued employee wages for October. 17 15
Exercise 2-8
1. Prepaid insurance ($12,000 X 30/36) ...........cceevveerreeinnnnn, 10,000
INSUIANCe EXPENSE.....eevivrreeiiieeeiiieeesieeeesteeeesieeens 10,000
2. Depreciation EXPENSE.......cciveiveiiieeiieeseeseesie e e 15,000
Accumulated depreciation .............ccccevveiieiiirennn, 15,000
3. Bad debt expense ($6,500 - 2,000)........ccceerreerrerineannn 4,500
Allowance for uncollectible accounts ................... 4,500
4. Salaries EXPENSE......ccciveiieiie e 18,000
Salaries payable .........cccocveviiiiiii e, 18,000
5. Interest expense ($200,000 X 12% X 2/12) .vveervveeriveesivnens 4,000
Interest payable..........ccccooveiiiiiii e, 4,000
6. Unearned rent reVeNUE.........ccveeeveeniesieseenie e 1,500
Rent revenue (12X $3,000) ..vveeeiiiirvieeeeiiivieeee s, 1,500
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Exercise 2-9

1. Interest receivable ($90,000 X 8% X 3/12)...ccccvreeeeveeennne. 1,800
INTEreSt rEVENUE.........oevvvveeee e 1,800
2. Rent expense ($6,000 X 2/3) ......ueeciveeeirreereeesineesiinesiseens 4,000
Prepaid rent.......c.oocee e 4,000
3. Rent revenue ($12,000 X 7/12) veeeeevveiiiirrreeeeeeeeeeseeinnnnnes 7,000
Unearned rent reVENUE .......eevveeeeeeeeeeiieeiiivveiieeeean 7,000
4. Depreciation EXPENSE.......cceeiveereerieeiieenieesiee e eeeenes 4,500
Accumulated depreciation ............ccceceevvieiieeninennn, 4,500
5. Salaries eXPENSE ......cccvveeiieeiiee e 8,000
Salaries payable ..o, 8,000
6. Supplies expense ($2,000 + 6,500 - 3,250).........cceeruenne 5,250
SUPPHES o 5,250
Exercise 2-10
Requirement 1
BLUEBOY CHEESE CORPORATION
Income Statement
For the Year Ended December 31, 2006
SaleS FEVENUE ....eeevveeveecreece e $800,000
Cost of goods Sold .........cccevevivveiieviieiinnn, 480,000
Gross Profit .....cccevevvevievic e 320,000
Operating expenses:
SAlaAries .....cvevviiiiece e, $120,000
RENE ..o 30,000
Depreciation ........cccccceevvevieevie e 60,000
Bad debt ..o, 5,000
Total operating expenses ............. 215,000
Operating INCOME .......cccevvevireerieesee e, 105,000
Other expense:
INTEIEST ..o 4,000
NEt INCOME ...oovveiiiiecee e 101,000

20




Exercise 2-10 (continued)

BLUEBOY CHEESE CORPORATION
Balance Sheet
At December 31, 2006

Assets
Current assets:
CaSh oo $ 21,000
Accounts receivable ...........cccooeiiiinenn. $300,000
Less: Allowance for uncollectible accounts (20,000) 280,000
INVENTOIY ..o 50,000
Prepaid rent ........ccccooeeveeveevic e 10,000
Total current assets ..........ccceeeeevveennenn, 361,000
Property and equipment:
Equipment ... 600,000
Less: Accumulated depreciation .............. (250,000) 350,000
Total assets .....cocvevvevieeiiicieccec, 711,000

Liabilities and Shareholders' Equity

Current liabilities:

Accounts payable ..........ccoceeeiiiiiiiiienne, $ 40,000
Salaries payable .........cccoovviiiiiiiiinieiee 8,000
Interest payable ........cccooviiiiiiiniiin, 2,000
Note payable ..., 60,000
Total current liabilities ..............c......... 110,000
Shareholders’ equity:
Common StOCK ......ccevveviviiiiecee, $400,000
Retained earnings .........ccocceeveevivenneesiennnn 201,000*
Total shareholders’ equity ................... 601,000
Total liabilities and shareholders’ equity 711,000

*Beginning balance of $100,000 plus net income of $101,000.
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Exercise 2-10 (concluded)
Requirement 2

December 31, 2006
SAlES TEVENUE ......viiiiiice e 800,000
INCOME SUMIMAIY ....cciviiiiiiiie it 800,000
INCOME SUMIMAIY ....coiiiiiiiiiiie et 699,000
Cost 0f goods SOId ........ccvvveiiecieiicce e, 480,000
Salaries EXPENSE.....ccviiveeieeree e se e 120,000
RENT EXPENSE ....eviiiiiiiieiie e 30,000
Depreciation EXPENSE........ccvvvveerieerieerieseeeieesree e 60,000
INTEreSt EXPENSE ...vvviiiiiie ittt 4,000
Bad debt eXPense ........cccoveveeiieiie e 5,000
Income summary ($800,000 - 699,000) .......ccevvvvrerrivrerrrnnne 101,000
Retained earnings.........coccvevvevveveeieesee e e 101,000
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Exercise 2-11

December 31, 2006
SAlES TEVENUE ....c.veiieiece e 750,000
INTEreSt FEVENUE........eeiiiieiiie i 3,000
INCOME SUMIMAIY .....ciiiiiiiiiie et 753,000
INCOME SUMIMAIY ....cciiiiieiiiiie i 576,000
Cost 0f goods SOId ........ccvveiiieiieice e, 420,000
Salaries EXPENSE.....ccueiveerieeiee e et 100,000
RENT EXPENSE ....vviiiiiiie et 15,000
Depreciation EXPENSE.......ccvvviveeiueeieeiiesieeieesree s 30,000
INTEreSt EXPENSE ...vvviiiiiie et 5,000
INSUIANCE EXPENSE ......vvvieeiiiie et e sriree e rire e et eesiaee e 6,000
Income summary ($753,000 - 576,000) .....cvveevvveeeiiineessnnnns 177,000
Retained earnings ........ccccceevvevievieeiie s, 177,000

Exercise 2-12

Requirement 1
Supplies
11/30 Balance 1,500

Expense 2,000
Purchased ?

12/31 Balance 3,000

Cost of supplies purchased = $3,000 + 2,000 - 1,500 = $3,500
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Exercise 2-12 (continued)

Requirement 2
Prepaid insurance
11/30 Balance 6,000

Expense ?

12/31 Balance 4,500

Insurance expense for December = $6,000 - 4,500 = $1,500

December 31, 2006
INSUIANCE EXPENSE .....vvvve ettt 1,500
Prepaid INSUFANCE...........ccoveiiieiie e, 1,500

Requirement 3

Wages payable
10,000 11/30 Balance
Wages paid 10,000 ?  Accrued wages

15,000 12/31 Balance

Accrued wages for December = $15,000

December 31, 2006
WaAgES EXPENSE......eieieiiiiie et ettt 15,000
Wages payable.........ccoviiiiiii e 15,000

24



Exercise 2-12 (concluded)

Requirement 4
Unearned rent revenue
2,000 11/30 Balance

Earned for Dec. 1,000

1,000 12/31 Balance

Rent revenue recognized each month = $3,000 x 1/3 = $1,000

December 31, 2006
Unearned reNt FEVENUE .........ce e 1,000
RENETEVENUE ... e 1,000
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Exercise 2-13

Requirement 1

2006 Debit Credit

Feb. 1 Cash .o, 12,000
Note payable .......c.cccevveviveninennenn, 12,000

April 1 Prepaid insurance ........ccccccveeevennnn 3,600
(01 o I 3,600

July 17 SUPPHIES ..o 2,800
Accounts payable ...........cccoceveinenn, 2,800

Nov.1l Note receivable .........ccccooevviverieennnnn 6,000
(01 o I 6,000

Requirement 2

2006 Debit Credit

Dec. 31 Interest expense ($12,000 x 10% x 11/12) 1,100
Interest payable .........cccoovviiiiinnnn, 1,100

Dec. 31 Insurance expense ($3,600 x 9/24) ........ 1,350
Prepaid insurance ..........cccccoeveeneenn. 1,350

Dec. 31 Supplies expense ($2,800 - 1,250) .......... 1,550
SUPPlies ..o 1,550

Dec. 31 Interest receivable ..........cccccevveninnne 80
Interest revenue ($6,000 x 8% x 2/12) 80
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Exercise 2-14
Unadjusted net income

Adjustments:

a. Only $2,000 in insurance should be expensed

b. Sales revenue overstated

c. Supplies expense overstated

d. Interest expense understated ($20,000 x 12% x 3/12)
Adjusted net income
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Exercise 2-15

Stanley and Jones Lawn Service Company
Income Statement
For the Year Ended December 31, 2006

Sales revenue (1) coceeeevcveeeecveee e $315,000
Operating expenses:

Salaries .....occcevieiii e, $180,000

SUPPHIES (2) oo, 24,500

RENT o 12,000

INSUrANCE (3) wevveveeeeiiiiiirireeee e 4,000

Miscellaneous (4) .....ccccoevveeeivcineiiiiee e, 21,000

Depreciation ........ccccceevveveeiiesiece e, 10,000

Total operating expenses ............. 251,500

Operating INCOME ........cccvvevveeieeiree e, 63,500
Other expense:

INTEreSt (5) vvvveeeieeeeeii e 1,500
NEt INCOME ...cvvveiiiceeie e 62,000

(1) $320,000 cash collected less $5,000 decrease in accounts receivable.

CaSN e 320,000
Accounts receivable (decrease in account) ......... 5,000
Sales revenue (to balance) ..........cccceeevvicvenieennn, 315,000

(2) $25,000 cash paid for the purchase of supplies less $500 increase in supplies.

Supplies expense (to balance) .........ccccceeveviveninenne 24,500
Supplies (increase in acCount) ........cccecvevveeveerveenne 500
CaSh oo 25,000
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Exercise 2-15 (concluded)

(3) $6,000 cash paid for insurance less $2,000 ending balance in prepaid

Insurance.
Insurance expense (to balance) ...........cccccvevieenne, 4,000
Prepaid insurance (increase in account) .................. 2,000
CaSN e 6,000

(4) $20,000 cash paid for miscellaneous expenses plus increase in accrued
liabilities.

Miscellaneous expense (to balance) ....................... 21,000
Accrued liabilities (increase in account) ............. 1,000
CaSh oo 20,000

(5) $100,000 x 6% x 3/12 = $1,500

INtErest EXPENSE ..vvvviiiiie it 1,500
Interest payable..........ccccoovviiiiivc e, 1,500
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Exercise 2-16
Requirement 1

Account Title Unadjusted Trial Balance Adjusting Entries Adjusted Trial Balance Income Statement Balance Sheet
Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
Cash 20,000 20,000 20,000
Accounts receivable 35,000 35,000 35,000
Allowance for
uncollectible accounts 2,000 (2) 3,000 5,000 5,000
Prepaid rent 5,000 5,000 5,000
Inventory 50,000 50,000 50,000
Equipment 100,000 100,000 100,000
Accumulated depreciation-
equipment 30,000 (1) 10,000 40,000 40,000
Accounts payable 23,000 23,000 23,000
Wages payable 0 (3) 4,000 4,000 4,000
Common stock 100,000 100,000 100,000
Retained earnings 29,000 29,000 29,000
Sales revenue 323,000 323,000 323,000
Cost of goods sold 180,000 180,000 180,000
Wage expense 71,000 (3) 4,000 75,000 75,000
Rent expense 30,000 30,000 30,000
Depreciation expense 0 (1) 10,000 10,000 10,000
Utility expense 12,000 12,000 12,000
Bad debt expense 4,000 (2) 3,000 7,000 7,000
Net Income 9,000 9,000
Totals 507,000 507,000 17,000 17,000 524,000 524,000 323,000 323,000 210,000 210,000
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Exercise 2-16 (continued)

Requirement 2

WOLKSTEIN DRUG COMPANY
Income Statement
For the Year Ended December 31, 2006

SaleS reVENUE .....ooovvvieiieie e $323,000
Cost of goods Sold .........ccceevvevieiieiieenen, 180,000
Gross Profit .....coceeveeiieiiece e 143,000
Operating expenses:
WAAJE ..ot $75,000
RENT o 30,000
Depreciation .........ccccevveveevie i, 10,000
ULHIEY oo 12,000
Bad debt ..., 7,000
Total operating expenses ............ 134,000
NEt INCOME ....ovveiiiieee e 9,000
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Exercise 2-16 (concluded)

WOLKSTEIN DRUG COMPANY
Balance Sheet
At December 31, 2006

Assets
Current assets:
Cash ..o $ 20,000
Accounts receivable ..........ccocivviiiiiieien. $ 35,000
Less: Allowance for uncollectible accounts (5,000) 30,000
INVENTOIY oo 50,000
Prepaid rent .......ccccoeviveiiecii e 5,000
Total current assets .......ccoocvvvvereeneneeninn, 105,000
Property and equipment:
EQUIPMENt ..o 100,000
Less: Accumulated depreciation (40,000) 60,000
Total @SSEtS ..ocvvvveeriiiiiiiece e, $165,000
Liabilities and Shareholders' Equity
Current liabilities:
Accounts payable ..........cccociviiiiiiiiiie, $ 23,000
Wages payable ..., 4,000
Total current liabilities ............cccoceevenenn, 27,000
Shareholders’ equity:
Common StOCK .....ccvevviiiiie $100,000
Retained earnings .........ccccecvevveveevieesineennn, 38,000*
Total shareholders’ equity ....................... 138,000
Total liabilities and shareholders’ equity $165,000

*Beginning balance of $29,000 plus net income of $9,000.
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Exercise 2-17

Requirement 1

June 30 - adjusting entry
Wages expense ($10,000 X 3/5) .....cccevrveeeereereinineereenenann, 6,000
Wages payable.........ccooveiieiiiiece e 6,000

July 1 - reversing entry
Wages payable...........coovviiiiiie e 6,000
WaAQgES EXPENSE ..eoviieiieiiiie ettt 6,000

July 2 - payment of salaries
WAZES EXPENSE ...eeeiiiiieeiitiie ettt 10,000
CaAS e s 10,000

Requirement 2

June 30 - adjusting entry
WaAgES EXPENSE ..evviiiiiie ittt 6,000
Wages payable........c.coooiiiii e, 6,000

July 2 - payment of salaries

WAZES EXPENSE ..ottt 4,000
Wages payable.........ccoooviieiii i 6,000
CaASN e 10,000
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Exercise 2-18

Requirement 1
The accountant would reverse adjusting entry 1, the accrual of interest receivable, and
entry 5, the accrual of salaries payable.

Requirement 2
1. Interest receivable ($90,000 X 8% X 3/12)...ccveeerivverennnee. 1,800
INTEreSt FEVENUE .....oovivieeiiiie et 1,800
5. Salaries BXPENSE ......ccccvvveiieeieeiie e 8,000
Salaries payable..........ccocvviiiiiiiii 8,000

Requirement 3
1. INtEreSt reVENUE .....ooovviviieiiiie et 1,800
Interest receivable............cccooeiiiiiic i, 1,800
5. Salaries payable ........c.cocoviiiiii e, 8,000
Salaries eXPENSE ......c.ccvvveieeiee e 8,000
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Exercise 2-19

10.

11.

12,

13.

14,

Transaction
Purchased merchandise on account.

Collected an account receivable.
Borrowed $20,000 and signed a note.
Recorded depreciation expense.
Purchased equipment for cash.

Sold merchandise for cash.
(the sale only, not the cost of the merchandise)

Sold merchandise on credit.
(the sale only, not the cost of the merchandise)

Recorded accrued wages payable.
Paid employee wages.

Sold equipment for cash.

Sold equipment on credit.

Paid a cash dividend to shareholders.

Issued common stock in exchange for cash.

Paid accounts payable.
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PROBLEMS
Problem 2-1

Requirement 1

2006 Debit Credit

JaN. 1 Cash ..o, 100,000
Common StocK ......ccccvveeiiveeeeiiiie, 100,000

Jan. 2 Inventory ... 35,000
Accounts payable .........c.ccoceeieinnn. 35,000

Jan. 4 Prepaid insurance ..........cceccevieeineennne. 2,400
CaSh .. 2,400

Jan. 10 Accounts receivable ...........ccceevveveennnee. 12,000
SaleS rEVENUE ....ovveeeeveviiiee e 12,000

Jan. 10 Cost of goods sold ..........cccoeevvievinennee. 7,000
INVENTONY ...ovvvvviiii e, 7,000

JaN. 15 CaSh ..ueiviiiciiiic e 30,000
Note payable .........cccccevvvviiiieciinenn, 30,000

Jan. 20 Wages eXPENSE .......ccccvceeriieeiniieeniieeene 6,000
CaSh .. 6,000

Jan. 22 CaSh ..ueeciiiciiic e 10,000
SaleS rEVENUE ....vveeeeevevieiee e 10,000

Jan. 22 Cost of goods sold .........ccceeveiiiiinninnnn 6,000
INVENLOIY ...oveeeveeecee e, 6,000

Jan. 24 Accounts payable ...........cccoeveiiiiiiieennn, 15,000
(OF=1S] 1 [T 15,000

JaN. 26 CaSh ....veeeeiiiieiiie e 6,000
Accounts receivable ........cccccceeeeeen. 6,000

Jan. 28  Utilities eXpense ........cccoevvevvevveiiennnnn, 1,000
(OF:1S] 1 [ 1,000

Jan. 30 Prepaidrent .......cccccoviiiii e, 2,000

RENL EXPENSE ..o 2,000
Cash oo 4,000
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Problem 2-1 (continued)

Requirement 2

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
1/1 Bal. 0 1/1 Bal. 0
1/1 100,000 2,400  1/4 1/10 12,000 6,000 1/26
1/15 30,000 6,000 1/20
1122 10,000 15,000 1/24
1/26 6,000 1,000 1/28
4,000 1/30
1/31Bal. 117,600 1/31 Bal. 6,000
Inventory Prepaid insurance
1/1 Bal. 0 1/1 Bal. 0
1/2 35,000 7,000 1/10 1/4 2,400
6,000 1/22
1/31Bal. 22,000 1/31Bal. 2,400
Prepaid rent Accounts payable
1/1 Bal. 0 0 1/1 Bal.
1/30 2,000 1/24 15,000 | 35,000 112
1/31 Bal. 2,000 20,000 1/31 Bal.
Note payable Common stock
0 1/1Bal. 0 1/1 Bal.
30,000 1/15 100,000 1/1
30,000 1/31 Bal. 100,000  1/31 Bal.
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Problem 2-1 (continued)

INCOME STATEMENT ACCOUNTS

Sales revenue

Cost of goods sold

0 1/1Bal. 1/1Bal. 0

12,000 1/10 1/10 7,000

10,000 1/22 1/22 6,000

22,000 1/31Bal. 1/31Bal. 13,000

Rent expense Wages expense

1/1 Bal. 0 1/1 Bal. 0

1/30 2,000 1/20 6,000

1/31 Bal. 2,000 1/31Bal. 6,000

Utilities expense

1/1 Bal. 0
1/28 1,000
1/31 Bal. 1,000
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Problem 2-1 (concluded)

Requirement 3

Account Title Debits Credits
Cash 117,600
Accounts receivable 6,000
Inventory 22,000
Prepaid rent 2,000
Prepaid insurance 2,400
Accounts payable 20,000
Note payable 30,000
Common stock 100,000
Sales revenue 22,000
Cost of goods sold 13,000
Wages expense 6,000
Rent expense 2,000
Utilities expense 1,000

Totals 172,000 172,000

39



Problem 2-2

Requirements 1 and 2

2006
Jan.1 Cash .o,
Sales revenue ........cccceevevveiiecneenne.
Jan.1 Costofgoodssold .........cccevivveeinnnnn.
INVENLOIY ..o,
Jan. 2 EQUIPMENt ....cccoovevieii e,
Accounts payable .........ccccccevvriinenne
Jan. 4 Advertising eXpense .........ccccoeeerivernnnnn
Accounts payable .........cccccccevieiinennn
Jan. 8 Accounts receivable ...,
Sales revenue .........ccceevevveiiesneenne.
Jan. 8 Costofgoodssold .........cccoeevivveeinnennn.
INVENLOIY ..o,
Jan. 10 Inventory ...,
Accounts payable .........ccccccevveinenne
Jan. 13 Equipment .......c.cccceveevieniie e
Cash oo
Jan. 16 Accounts payable .........c.cccceviiiieninenne.
Cash .o
Jan. 18 Cash ...,
Accounts receivable ..........c..ccoe.e.e
Jan. 20 ReNt expense ........ccccceeeriieeeiiiieeennnn.
Cash oo,
Jan. 30 Wage eXpense .......cccccceeviiiieininnennnnnn,
Cash oo
Jan. 31 Retained earnings .........cccoccevvvveivvenieenne.
Cash ..o

Debit
3,500

2,000

5,500

150

5,000

2,800

9,500

800

5,500

4,000

800

3,000

1,000

Credit

3,500

2,000

5,500

150

5,000

2,800

9,500

800

5,500

4,000

800

3,000

1,000
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Problem 2-2 (continued)

Requirement 3

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
1/1 Bal. 5,000 1/1 Bal. 2,000
11 3,500 800 1/13 1/8 5,000 4,000 1/18
1/18 4,000 5500 1/16
800 1/20
3,000 1/30
1,000 1/31
1/31 Bal. 1,400 1/31Bal. 3,000
Inventory Equipment
1/1 Bal. 5,000 1/1Bal. 11,000
1/10 9,500 2,000 111 1/2 5,500
2,800 1/8 1/13 800
1/31 Bal. 9,700 1/31 Bal. 17,300
Accumulated depreciation Accounts payable
3,500 1/1 Bal. 3,000 1/1 Bal.
1/16 5,500 5,500 112
150 1/4
9,500 1/10
3,500 1/31 Bal. 12,650  1/31 Bal.
Common stock Retained earnings
10,000  1/1 Bal. 6,500 1/1 Bal.
1/31 1,000
10,000 1/31 Bal. 5500  1/31 Bal.
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Problem 2-2 (continued)

INCOME STATEMENT ACCOUNTS

Sales revenue

Cost of goods sold

0 1/1Bal. 1/1Bal. 0

3500 1/1 1/1 2,000

5000 1/8 1/8 2,800

8,500 1/31Bal. 1/31Bal. 4,800

Rent expense Wage expense

1/1 Bal. 0 1/1 Bal. 0

1/20 800 1/30 3,000

1/31 Bal. 800 1/31 Bal. 3,000

Advertising expense

1/1 Bal. 0
1/4 150
1/31 Bal. 150
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Problem 2-2 (concluded)

Requirement 4

Account Title Debits Credits
Cash 1,400
Accounts receivable 3,000
Inventory 9,700
Equipment 17,300
Accumulated depreciation 3,500
Accounts payable 12,650
Common stock 10,000
Retained earnings 5,500
Sales revenue 8,500
Cost of goods sold 4,800
Wage expense 3,000
Rent expense 800
Advertising expense 150

Totals 40,150 40,150
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Problem 2-3

1. Depreciation EXPENSE ......cceveereerieerieesieesieesieseeenes 10,000

Accumulated depreciation...........cccccovverreeiieninnnn, 10,000
2. Bad debt expense ($5,500 - 3,000) ........cceerrveerireerinnnnn, 2,500

Allowance for uncollectible accounts.................... 2,500
3. WAQE BXPENSE ..eeiuiie ettt ettt 1,500

Wages payable..........cccoiiiiiiinii e, 1,500
4. Interest expense ($50,000 X 12% X 3/12) .....ccvvevererennnes 1,500

Interest payable.........cccooooviiiiiiii 1,500
5. Interest receivable ($20,000 x 8% x 10/12).................... 1,333

INtErest reVENUE ........cooovviiiiiiieece e 1,333
6. Prepaid insurance ($6,000 x 13/24) .........c.cccovvverivennne, 3,750

INSUraNCe EXPENSE....uuvieiiiiiiieeeiiiirie e e s siire e e naaneeas 3,750
7. Supplies expense ($1,500 - 800) .....ccvereeerveeriersernnnenn. 700

SUPPHES . 700
8. SaAlES TEBVENUE.......eee et 2,000

Unearned reVeNUE........c.ueeeviveeeecreee et 2,000
9. RENLEXPENSE.....eiiiiiiiiieitiie ettt 1,000

Prepaid rent ... 1,000
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Problem 2-4

Requirements 1 and 2

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
Bal. 30,000 Bal. 40,000
12/31 Bal. 30,000 12/31 Bal. 40,000
Prepaid rent Allowance for uncollectible accounts
Bal. 2,000 3,000 Bal.
1,000 9. 2,500 2.
12/31 Bal. 1,000 5,500 12/31 Bal.
Prepaid insurance Supplies
Bal. 0 Bal. 1,500
6. 3,750 700 7.
12/31 Bal. 3,750 12/31 Bal. 800
Inventory Note receivable
Bal. 60,000 Bal. 20,000
12/31 Bal. 60,000 12/31 Bal. 20,000
Equipment Interest receivable
Bal. 80,000 Bal. 0
5. 1,333
12/31 Bal. 80,000 12/31Bal. 1,333




Problem 2-4 (continued)

Accumulated depreciation Accounts payable
30,000 Bal. 28,000 Bal.
10,000 1.
40,000 12/31 Bal. 28,000  12/31 Bal.
Wages payable Note payable
0 Bal. 50,000 Bal.
1,500 3.
1,500 12/31 Bal. 50,000 12/31 Bal.
Interest payable Unearned revenue
0 Bal. 0 Bal.
1,500 4, 2,000 8.
1,500 12/31 Bal. 2,000 12/31 Bal.
Common stock Retained earnings
60,000 Bal. 24,500 Bal.
60,000 12/31 Bal. 24500  12/31 Bal.
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Problem 2-4 (continued)

INCOME STATEMENT ACCOUNTS

Sales revenue Interest revenue
148,000 Bal. 0 Bal.
8. 2,000 1,333 5.
146,000 12/31 Bal. 1,333  12/31Bal.
Cost of goods sold Wage expense
Bal. 70,000 Bal. 18,900
3. 1,500
12/31Bal. 70,000 12/31 Bal. 20,400
Rent expense Depreciation expense

Bal. 11,000 Bal. 0
9. 1,000 1. 10,000
12/31Bal. 12,000 12/31 Bal. 10,000

Interest expense Supplies expense
Bal. 0 Bal. 1,100
4, 1,500 7. 700
12/31 Bal. 1,500 12/31Bal. 1,800

Insurance expense Bad debt expense
Bal. 6,000 Bal. 3,000
3,750 6. 2. 2,500
12/31Bal. 2,250 12/31Bal. 5,500
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Problem 2-4 (continued)

Requirement 3

Account Title Debits Credits
Cash 30,000
Accounts receivable 40,000
Allowance for uncollectible accounts 5,500
Prepaid rent 1,000
Prepaid insurance 3,750
Supplies 800
Inventory 60,000
Note receivable 20,000
Interest receivable 1,333
Equipment 80,000
Accumulated depreciation-equipment 40,000
Accounts payable 28,000
Wages payable 1,500
Note payable 50,000
Interest payable 1,500
Unearned revenue 2,000
Common stock 60,000
Retained earnings 24,500
Sales revenue 146,000
Interest revenue 1,333
Cost of goods sold 70,000
Wage expense 20,400
Rent expense 12,000
Depreciation expense 10,000
Interest expense 1,500
Supplies expense 1,800
Insurance expense 2,250
Bad debt expense 5,500

Totals 360,333 360,333
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Problem 2-4 (continued)

Requirement 4
PASTINA COMPANY
Income Statement
For the Year Ended December 31, 2006

SaleS reVENUE .....coocvveviveiieie e, $146,000

Cost of goods sold .........ccevvevieiieeiinenne, 70,000
Gross Profit ......coceeveeveevieccce e 76,000
Operating expenses:

WaAQES....iiiiiecie e $20,400

RENT .o 12,000

Depreciation.........cccccvevveeveevee v, 10,000

SUPPHIES oo 1,800

INSUFANCE ...ooeeiiieiciiie e 2,250

Bad debt ..o 5,500

Total operating expenses ................ 51,950

Operating income 24,050
Other income (expense):

Interest revenue ........cccceeevcvvenviiineennn, 1,333

INterest EXPENSE ......ccevvvevveiiieevieeiieinns (1,500) (167)
NEt INCOME ...ooovieiiiecie e $ 23,883
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Problem 2-4 (continued)

Common
Stock
Balance at January 1, 2006 $60,000

Issue of common stock -0-
Net income for 2006

Less: Dividends

Balance at December 31, 2006 $60,000

PASTINA COMPANY
Statement of Shareholders' Equity
For the Year Ended December 31, 2006

Retained
Earnings
$28,500

23,883

(4,000)
$48,383

Total
Shareholders’
Equity
$ 88,500

-0-
23,883

(4,000)
$108,383
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Problem 2-4 (continued)

PASTINA COMPANY
Balance Sheet
At December 31, 2006

Assets
Current assets:

CaSN e, $ 30,000

Accounts receivable .........cccoeeeevveieiiieennne. $40,000
Less: Allowance for uncollectible accounts (5,500) 34,500
SUPPHIES ..o 800
INVENTOIY oo 60,000
Note receivable ......ccocvveveveeeiiiiiieeeee, 20,000
Interest receivable ........ccoovveeviiveeeiiiieie, 1,333
Prepaid rent .......ccoveeve i, 1,000
Prepaid iNSUranCe ..........cccoeevvvveieeieesnennns 3,750
Total current assets ........covcevveevvcveereeennne, 151,383

EQUIPMENT ..o 80,000
Less: Accumulated depreciation ................ (40,000) 40,000
Total aSSELS ...vvvvvveiiieieee e $191,383

Liabilities and Shareholders' Equity

Current liabilities

Accounts payable ..........cccociviiiiiiiiie, $ 28,000
Wages payable .........cccooviiiiiiiiicice, 1,500
Note payable .........ccccoovevieiiiieceeeeee 50,000
Interest payable ... 1,500
Unearned revenue .........c.cccccoeeveveeiiesineenan, 2,000

Total current liabilities ...........cccovenennnn 83,000

Shareholders’ equity:

Common StOCK .....coovviiii $60,000

Retained earnings ........cccccoeeveveeveevieesineennn, 48,383
Total shareholders’ equity ....................... 108,383
Total liabilities and shareholders’ equity 191,383
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Problem 2-4 (continued)

Requirement 5

December 31, 2006
SAlES TEVENUE ..o 146,000
INTEreSt FEVENUE.......coveiiiie e 1,333
INCOME SUMMAIY ....vvviiiiiie e 147,333
INCOME SUMMAIY ....veiiiiiiieiiie e 123,450
Cost 0f goods SOId ........ceevvveiieiiiieeeece e 70,000
WaAQgE BXPENSE ....evviiiiieiciiiee ettt 20,400
RENT EXPENSE...co ittt 12,000
Depreciation EXPENSE.......cuccvveeireeieeiiesieeseesieeseeaeens 10,000
INTEreSt EXPENSE ..cvvveeiiiiie et s 1,500
SUPPHIES BXPENSE ..o 1,800
INSUIANCe EXPENSE.....eiiiiiiieiiiiie it e siiee e 2,250
Bad debt eXPeNnSe .......cccviiveieeiie e 5,500
Income summary ($147,333 - 123,450) ...ccevvveeerrineesniinnnnns 23,883
Retained earnings ........cccecvevieeiieesieeie e e see e 23,883
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Problem 2-4 (continued)

Sales revenue

Interest revenue

148,000 Bal. 0 Bal.
8. 2,000 1,333 5.
Closing 146,000 Closing 1,333
0 12/31Bal. 0 12/31Bal.
Cost of goods sold Wage expense
Bal. 70,000 Bal. 18,900
3. 1,500
70,000 Closing 20,400 Closing
12/31 Bal. 0 12/31 Bal. 0
Rent expense Depreciation expense
Bal. 11,000 Bal. 0
0. 1,000 1. 10,000
12,000 Closing 10,000 Closing
12/31 Bal. 0 12/31 Bal. 0
Interest expense Supplies expense
Bal. 0 Bal. 1,100
4, 1,500 7. 700
1,500 Closing 1,800 Closing
12/31 Bal. 0 12/31 Bal. 0




Problem 2-4 (continued)

Insurance expense

Bad debt expense

Bal. 6,000 Bal. 3,000
3,750 6. 2. 2,500
2,250  Closing 5,500 Closing
12/31 Bal. 0 12/31 Bal. 0
Income summary Retained earnings
Bal. 0 24,500 Bal.
147,333  Closing
Closing 123,450
Closing 23,883 23,883 Closing
12/31 Bal. 0 48,383  12/31 Bal.
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Problem 2-4 (concluded)

Requirement 6

Account Title Debits Credits

Cash 30,000

Accounts receivable 40,000

Allowance for uncollectible accounts 5,500

Prepaid rent 1,000

Prepaid insurance 3,750

Supplies 800

Inventory 60,000

Note receivable 20,000

Interest receivable 1,333

Equipment 80,000

Accumulated depreciation-equipment 40,000

Accounts payable 28,000

Wages payable 1,500

Note payable 50,000

Interest payable 1,500

Unearned revenue 2,000

Common stock 60,000

Retained earnings 48,383
Totals 236,883 236,883

55



Problem 2-5

Bad debt eXPensSe .......cccvvvieiiiieree e
Allowance for uncollectible accounts ...........c...c........
RENT EXPENSE ...
Prepaid rent ..o
SUPPHIES BXPENSE ...ttt
SUPPHIES it
Interest receivable ...
INLEreSt FEVENUE........ooiiiiiiiiiiiee e
Depreciation EXPENSE.......c.cevveeieeieriieeieenieesiee e see s
Accumulated depreciation ..........c.ccoccevveenieiinninnnnn,
WAZE BXPENSE ..ottt
Wages payable.........cooveiiinieee e
INTErest EXPENSE ....vveiieiiie et
Interest payable.........ccooiiiiii
RENTTEVENUE ..o
Unearned rent reVENUE........cceevveeieenieenee e

Problem 2-6

Requirement 2
A CASN et
Accounts receivable ...,
SEIVICE FEVENUE .....vveveeeiitrieee e sireee e serree e evaeeeas

d. Salaries EXPENSE ......cccccvveiieiiie e
Salaries payable .........cccovveviiiiii e
CaSN ..o

e. Miscellaneous eXPenses ........cccccveveeveeiivesrieesieesieen,
CaSN ..o

f. EQUIPMENT......oiiieece e
CaSN ..o

g. Retained €arnings .......ccccocvvieeieeniensie e
CaSN ..o
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1,500
800
700

1,500

5,000

6,200

2,500

2,000

1,500
800
700

1,500

5,000

6,200

2,500

2,000

100,000
27,300

10,000

50,000
24,000
15,000

2,500



Problem 2-6 (continued)

Requirements 1 and 3

BALANCE SHEET ACCOUNTS
Cash Accounts receivable

1/1 Bal. 30,000 1/1 Bal. 15,000
a. 70,000 | 50,000 d. a. 30,000 | 27,300 b.
b. 27,300 | 24,000 €.
C. 10,000 15,000 f.

2,500 g.
12/31Bal. 45,800 12/31 Bal. 17,700

Equipment Allow. for uncollectible accounts

1/1 Bal. 20,000 500 1/1 Bal.
f. 15,000
12/31Bal. 35,000 500 12/31 Bal.

Accumulated depreciation

Salaries payable

6,000 1/1 Bal. 9,000 1/1 Bal.
d. 9,000
6,000 12/31 Bal. 0 12/31 Bal.
Common stock Retained earnings
40,000 1/1 Bal. 9,500 1/1 Bal.
10,000 C. g. 2,500
50,000 12/31 Bal. 7,000  12/31 Bal.
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Problem 2-6 (continued)

INCOME STATEMENT ACCOUNTS

Service revenue

Miscellaneous expenses

0 1/1Bal.
100,000 a.

100,000 12/31 Bal.

Salaries expense

1/1 Bal. 0
d. 41,000

12/31 Bal. 41,000

Requirement 4

1/1 Bal. 0
e. 24,000

12/31 Bal. 24,000

Account Title

Cash

Accounts receivable

Allowance for uncollectible accounts

Equipment

Accumulated depreciation

Salaries payable

Common stock

Retained earnings

Service revenue

Salaries expense

Miscellaneous expenses
Totals

Debits
45,800
17,700

35,000

41,000
24,000
163,500

Credits

500
6,000
50,000

7,000
100,000
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Problem 2-6 (continued)

Requirement 5

Salaries EXPENSE. ....ccvieiieeeiee e 1,000
Salaries payable ... 1,000
Depreciation EXPENSE.......ccciveeieerieereesreeteesiee e see e 2,000
Accumulated depreciation...........cccocevvviiieiieieesnenn, 2,000
Bad debt eXPenSe .......cccveivvieiieiie e 1,000
Allowance for uncollectible accounts ($1,500 - 500).... 1,000
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Problem 2-6 (continued)

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
1/1 Bal. 30,000 1/1 Bal. 15,000
a. 70,000 50,000 d. a. 30,000 27,300 b.
b. 27,300 24,000 e.
C. 10,000 15,000 f.
2,500 g.
12/31Bal. 45,800 12/31 Bal. 17,700
Equipment Allow. for uncollectible accounts
1/1 Bal. 20,000 500 1/1 Bal.
f. 15,000 1,000  Adjusting
12/31Bal. 35,000 1,500 12/31 Bal.
Accumulated depreciation Salaries payable
6,000 1/1 Bal. 9,000 1/1 Bal.
2,000 Adjusting d. 9,000 1,000 Adjusting
8,000 12/31 Bal. 1,000 12/31 Bal.
Common stock Retained earnings
40,000 1/1 Bal. 9,500 1/1 Bal.
10,000 C. g. 2,500
50,000 12/31 Bal. 7,000  12/31 Bal.
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Problem 2-6 (continued)

INCOME STATEMENT ACCOUNTS

Service revenue Miscellaneous expenses
0 1/1Bal. 1/1 Bal. 0
100,000 a. e. 24,000

100,000 12/31Bal. 12/31 Bal. 24,000

Depreciation expense Bad debt expense
1/1 Bal. 0 1/1 Bal. 0
Adjusting 2,000 Adjusting 1,000
12/31 Bal. 2,000 12/31Bal. 1,000

Salaries expense

1/1 Bal. 0
d. 41,000
Adjusting 1,000

12/31 Bal. 42,000
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Problem 2-6 (continued)

Requirement 6

Account Title Debits Credits
Cash 45,800
Accounts receivable 17,700
Allowance for uncollectible accounts 1,500
Equipment 35,000
Accumulated depreciation 8,000
Salaries payable 1,000
Common stock 50,000
Retained earnings 7,000
Service revenue 100,000
Salaries expense 42,000
Miscellaneous expenses 24,000
Depreciation expense 2,000
Bad debt expense 1,000
Totals 167,500 167,500
Requirement 7
KARLIN COMPANY
Income Statement
For the Year Ended December 31, 2006
SEIVICE TEVENUE ...eveveeveceee et $100,000
Operating expenses:
SAlAMIES ..ocveeceiecie e $42,000
Miscellaneous ........c.ccccocveeivieeiiiiieecnee, 24,000
Depreciation .......ccccovveeveevienniieneenieee 2,000
Bad debt ........ooovviiiiii e, 1,000
Total operating expenses ........... 69,000
NEt INCOME ....oeeiiiiie e $ 31,000
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Problem 2-6 (continued)

KARLIN COMPANY
Balance Sheet
At December 31, 2006
Assets
Current assets:
CASN e $45,800
Accounts receivable ............cccoevveveieniee, $17,700
Less: Allowance for uncollectible accounts (1,500) 16,200
Total current assets .......ccccceevevvveevveennnn. 62,000
Property and equipment:
EQUIPMENT ..o 35,000
Less: Accumulated depreciation ................ (8,000) 27,000
Total aSSets .....covvveviieiiieece e 89,000
Liabilities and Shareholders' Equity
Current liabilities:
Salaries payable .........ccccooevevieiiiicciene, $ 1,000
Total current liabilities ........cocovvvvveeninnene. 1,000
Shareholders’ equity:
Common StOCK .....ccevvvviiiiececee e $50,000
Retained earnings ........cccoevevververeesiensnnns 38,000*
Total shareholders’ equity .........c...c....... 88,000
Total liabilities and shareholders’ equity 89,000

*Beginning balance of $7,000 plus net income of $31,000.

63



Problem 2-6 (continued)

Requirement 8

December 31, 2006
SEIVICE IBVENUE......otieieiiieiteeiie ettt 100,000
INCOME SUMMAIY ....vviiiiiiie e 100,000
INCOME SUMMAIY ....oeiiiiiieeiiie e 69,000
Salaries EXPENSE. ......civv e 42,000
Miscellaneous EXPENSES.......c.ccvververeeiir e ree e 24,000
Depreciation EXPENSE.......cvuveereereesieeieerieesieeseeaeens 2,000
Bad debt eXPensSe ........ccvvveiieiie e 1,000
INCOME SUMMAIY ....oooiiiiiieiiie e 31,000
Retained earnings ........cccocvereerienniesieenee e 31,000
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Problem 2-6 (continued)

BALANCE SHEET ACCOUNTS
Cash Accounts receivable
1/1 Bal. 30,000 1/1 Bal. 15,000
a. 70,000 50,000 d. a. 30,000 27,300 b.
b. 27,300 24,000 e.
C. 10,000 15,000 f.
2500 g
12/31Bal. 45,800 12/31 Bal. 17,700
Equipment Allow. for uncollectible accounts
1/1 Bal. 20,000 500 1/1 Bal.
f. 15,000 1,000  Adjusting
12/31Bal. 35,000 1,500 12/31 Bal.
Accumulated depreciation Salaries payable
6,000 1/1 Bal. 9,000 1/1 Bal.
2,000 Adjusting d. 9,000 1,000 Adjusting
8,000 12/31 Bal. 1,000 12/31 Bal.
Common stock Retained earnings
40,000 1/1 Bal. 9,500 1/1 Bal.
10,000 C. g. 2,500
31,000 Closing
50,000 12/31 Bal. 38,000  12/31Bal.

65



Problem 2-6 (continued)

INCOME STATEMENT ACCOUNTS

Service revenue

Miscellaneous expenses

0 1/1Bal. 1/1 Bal. 0
100,000 a. e. 24,000
Closing 100,000 24,000 Closing
0 12/31Bal. 12/31 Bal. 0
Depreciation expense Bad debt expense
1/1 Bal. 0 1/1 Bal. 0
Adjusting 2,000 Adjusting 1,000
2,000 Closing 1,000 Closing
12/31 Bal. 0 12/31 Bal. 0
Salaries expense Income summary
1/1 Bal. 0 100,000 Closing
d. 41,000 Closing 69,000
Adjusting 1,000 42,000 Closing Closing 31,000
12/31 Bal. 0 12/31 Bal. 0




Problem 2-6 (concluded)

Requirement 9

Account Title Debits Credits

Cash 45,800

Accounts receivable 17,700

Allowance for uncollectible accounts 1,500

Equipment 35,000

Accumulated depreciation 8,000

Salaries payable 1,000

Common stock 50,000

Retained earnings 38,000
Totals 98,500 98,500
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Problem 2-7

Requirement 1

a. Interestreceivable ........c..ccccoevveeiiii i, 600

Interest revenue ($10,000 x 12% x 1/2) .......cccveveueee. 600
b. Depreciation expense ($30,000 X 1/5) ........cccvevevevenene, 6,000

Accumulated depreciation.............cccovevvereereesnnnnn, 6,000
C. Unearned rent reVeNUE..........cccvveevvveecieeccie e 2,000

Rent revenue ($6,000 X 2/6) .......c..ceveevverereereenareinanes 2,000
d. Prepaid iNSUMaNCE .......cccovvvvvieeiieeiiee e e sieesie e 1,500

Insurance expense ($2,400 x 15/24) ........c..ccvcvueee. 1,500
e. Interest expense ($20,000 X 12% X 3/12) .....c.cccvvreverene. 600

Interest payable.........c.ccovviiiiii 600
f. Supplies expense ($1,800 - 700) ....cccvvrerveeriveerireeerneens 1,100

SUPPHES . 1,100

Requirement 2
Income overstated

(understated)

Adjustments to revenues:
Understatement of interest revenue $ (600)
Understatement of rent revenue (2,000)
Adjustments to expenses:
Overstatement of insurance expense (1,500)
Understatement of depreciation expense 6,000
Understatement of interest expense 600
Understatement of supplies expense 1,100

Overstatement of net income $3,600
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Problem 2-8

1. Depreciation expense ($75,000 + 8 years) ..........cecuvue..

Accumulated

depreciation..........ccccocceeeiveeviineennen,

2. Wage expense ($4,500 - 3,000) .......ceerrueerriererneennennnes

3.

Wages payab

L e

Bad debt eXPense ...,

Allowance for uncollectible accounts...................
[($32,500 X 29) - $100].....00eeireeereeereeecreeeereeeerreeennes

Interest expense ($30,000 X 10% X 4/12)........cccvevevennne.
Interest payable.........c.coovviiiiinii

Supplies............

SUPPHIES EXPENSE ...

Prepaid rent......
Rent expense
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9,375
1,500

550

1,000
500

1,000

9,375
1,500

550

1,000
500

1,000



Problem 2-9

Requirement 1
a. Sales revenue

Accounts receivable
11/30 Balance 10,000

80,000 Cash collections
Sales revenue  ?

12/31 Balance 3,000

Sales revenue during December = $3,000 + 80,000 - 10,000 = $73,000
b. Cost of goods sold

Accounts payable
12,000 11/30 Balance

Cash paid 60,000
? Purchases

15,000 12/31 Balance

Purchases during December = $15,000 + 60,000 - 12,000 = $63,000

Inventory
11/30 Balance 7,000
Purchases 63,000

? Cost of goods sold

12/31 Balance 6,000

Cost of goods sold during December = $7,000 + 63,000 - 6,000 = $64,000
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Problem 2-9 (concluded)

c. Insurance expense

Prepaid insurance

11/30 Balance 5,000
Cash payment 5,000

? Insurance expense

12/31 Balance 7,500

Insurance expense during December = $5,000 + 5,000 - 7,500 = $2,500

d. Wage expense

Wages payable

Cash payments 10,000

5,000 11/30 Balance

? Wage expense

3,000 12/31 Balance

Wage expense during December = $3,000 + 10,000 - 5,000 = $8,000

Requirement 2

Accounts receivable..........ccccooun...
Sales revenue .......ccccveeeeeeeeenenn,

Cost of goods sold .........c.cccveeveenee.
INVENTOIY.....oovviiiiiiiiie e,
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Problem 2-10

Requirements 1 and 2

a.

b.

Depreciation expense ($50,000 + 50 Y€ars)...........c.ve.... 1,000
Accumulated depreciation - buildings ..................

Depreciation expense ($100,000 X 10%6) ........ccerveervenne 10,000
Accumulated depreciation - equipment.................

INSUraNCE EXPENSE.....uevieiiiiieeeeeeiriee e e e ertiee e e e e srraee e 1,500
Prepaid INSUFaNCe ........cccvevvevvevieiie e siee s

Bad debt eXPense ... 850
Allowance for uncollectible accounts...................
[($9,000 x 10%) - $50]

Salaries eXPENSE ......cccvveieeree e 1,500
Salaries payable.........cccocovviiiiiiici e

RENL TEVENUE......cviiiiie e 1,200
Unearned rent reVENUE.........ccccvvverieeieieenieseeniennes
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Problem 2-10 (continued)

BALANCE SHEET ACCOUNTS

Cash Accounts receivable
Bal. 8,000 Bal. 9,000
12/31 Bal. 8,000 12/31 Bal. 9,000

Prepaid insurance

Allow. for uncollectible accounts

Bal. 3,000

1,500 Adjusting

12/31 Bal. 1,500

50 Bal.
850  Adjusting

900 12/31 Bal.

Land Buildings
Bal. 200,000 Bal. 50,000
12/31 Bal. 200,000 12/31 Bal. 50,000

Equipment

Accumulated depreciation-bldg.

Bal. 100,000

12/31 Bal. 100,000

Accumulated depreciation-equip.

20,000 Bal.
1,000 Adjusting

21,000 12/31 Bal.

Accounts payable

40,000 Bal.
10,000 Adjusting

50,000 12/31 Bal.
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35,000 Bal.

35,000  12/31 Bal.



Problem 2-10 (continued)

Salaries payable

Unearned rent revenue

0 Bal. 0 Bal.
1,500 Adjusting 1,200 Adjusting
1,500 12/31 Bal. 1,200  12/31 Bal.
Common stock Retained earnings
200,000 Bal. 56,450 Bal.
200,000 12/31 Bal. 56,450  12/31 Bal.
INCOME STATEMENT ACCOUNTS
Sales revenue Interest revenue
90,000 Bal. 3,000 Bal.
90,000 12/31 Bal. 3,000 12/31 Bal.

Rent revenue

Salaries expense

7,500 Bal. Bal. 37,000

Adjusting 1,200 Adjusting 1,500
6,300 12/31 Bal. 12/31 Bal. 38,500

Bad debt expense Depreciation expense

Bal. 0 Bal. 0
Adjusting 850 Adjusting 1,000
Adjusting 10,000

12/31 Bal. 850 12/31 Bal. 11,000
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Problem 2-10 (continued)

Utility expense

Insurance expense

Bal.

12/31 Bal.

30,000

30,000

Maintenance expense

Bal.

12/31 Bal.

15,000

15,000
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Bal.
Adjusting

12/31 Bal.

0
1,500

1,500



Problem 2-10 (continued)

Requirement 3

Account Title Debits Credits
Cash 8,000
Accounts receivable 9,000
Allowance for uncollectible accounts 900
Prepaid insurance 1,500
Land 200,000
Buildings 50,000
Accumulated depreciation-buildings 21,000
Equipment 100,000
Accumulated depreciation-equipment 50,000
Accounts payable 35,000
Salaries payable 1,500
Unearned rent revenue 1,200
Common stock 200,000
Retained earnings 56,450
Sales revenue 90,000
Interest revenue 3,000
Rent revenue 6,300
Salaries expense 38,500
Bad debt expense 850
Depreciation expense 11,000
Insurance expense 1,500
Utility expense 30,000
Maintenance expense 15,000

Totals 465,350 465,350
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Problem 2-10 (continued)

Requirement 4

December 31, 2006

SAlES TEVENUE ..o 90,000

INTErESt FEVENUE ..o, 3,000

RENT FEVENUE ... 6,300
INCOME SUMMAIY ....vvviiiiiie e 99,300

INCOME SUMMAIY ....vvviiiiiee e 96,850
Salaries EXPENSE.......ccveiiiiie e 38,500
Bad debt eXPenSe.......cccuciveiiieiie e 850
Depreciation EXPENSE........ccvveeiieeieeiresie e e seeseeanes 11,000
INSUIANCe EXPENSE ...vvviieieeeeiiiee et siree et 1,500
ULIHItY EXPENSE oot 30,000
Maintenance EXPENSE .....ccveeveerrrereeiresireerieesreesee s 15,000

Income summary ($99,300 - 96,850)......cccveerirvrereeesiivrennns 2,450
Retained earnings ........ccccoceeveeeviieviee e 2,450
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Problem 2-10 (concluded)

Requirement 5

Account Title Debits Credits

Cash 8,000

Accounts receivable 9,000

Allowance for uncollectible accounts 900

Prepaid insurance 1,500

Land 200,000

Buildings 50,000

Accumulated depreciation-buildings 21,000

Equipment 100,000

Accumulated depreciation-equipment 50,000

Accounts payable 35,000

Salaries payable 1,500

Unearned rent revenue 1,200

Common stock 200,000

Retained earnings 58,900
Totals 368,500 368,500
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Problem 2-11

Computations:
Sales revenue

Sales revenue during 2006 = $320,000 + 22,000 = $342,000
Cost of goods sold

Accounts payable
0 1/1 Balance

Cash paid 220,000
?  Purchases

30,000 12/31 Balance
Purchases during 2006 = $220,000 + 30,000 = $250,000
Inventory

1/1 Balance 0
Purchases 250,000

?  Cost of goods sold

12/31 Balance 50,000
Cost of goods sold during 2006 = $250,000 - 50,000 = $200,000
Rent expense and prepaid rent

Prepaid rent $ 3,000x 2/3 = $2,000
Rent expense during 2006 $14,000-2,000=  $12,000

Depreciation expense
Depreciation during 2006 = $30,000 x 10% = $3,000

Interest expense
Interest accrued during 2006 = $40,000 x 12% x 9/12 = $3,600

Salaries expense
Cash paid plus accrued salaries = $80,000 + 5,000 = $85,000
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Problem 2-11 (continued)

McGUIRE CORPORATION
Income Statement
For the Year Ended December 31, 2006

SaleS rEVENUE .....ccovevereeiecieieeee e, $342,000

Cost 0f goods SOId .......cccccvvvverieiieiiecie e, 200,000
Gross Profit ......cccoeeeveeiiie e 142,000
Operating expenses:

SAlArES ... 85,000

RENt ..o 12,000

Depreciation .......cccccvvvvereevie e 3,000

Bad debt ........coooveeiiie 3,000

Miscellaneous ..........cccevvevieiir i 10,000

Total operating expenses ................ 113,000

Operating INCOME .......ccovverieeieereesee e e 29,000
Other expense:

INTEIEST ... 3,600
NEt INCOME ...oeeiiieece e 25,400
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Problem 2-11 (concluded)

McGUIRE CORPORATION
Balance Sheet
At December 31, 2006

Assets
Current assets:
Cash .o, $ 56,000 @)
Accounts receivable ..........c.cccceeiiiiinn. $22,000
Less: Allowance for uncollectible accounts (3,000) 19,000
Prepaid rent .......ccccceevveeieiii e 2,000
INVENTOIY oo 50,000
Total current assets ........ccccceevevvevvevieeiinnns 127,000
EQUIPMENT ..o 30,000
Less: Accumulated depreciation ................ (3,000) 27,000
Total aSSetS ....ocvvvvvvieecieveece e, $154,000

Liabilities and Shareholders' Equity

Current liabilities:

Accounts payable .........c..ccoceeeiiiiiicieeen $ 30,000
Salaries payable ........cccocvviniiiiiiiiiie, 5,000
Note payable ........ccccovveiiiiiiee e 40,000
Interest payable ... 3,600
Total current liabilities ..........cccccovenenn. 78,600
Shareholders’ equity:
Common StoCK .....cocoveveieee e, $50,000
Retained earnings ........cccccvevvienieeniensennnn 25,400
Total shareholders’ equity ............cc.c....... 75,400
Total liabilities and shareholders’ equity $154,000

(1) $410,000 - 354,000 = $56,000

81



Problem 2-12

Account Title

Unadjusted Trial Balance

Adjusting Entries

Adjusted Trial Balance

Income Statement

Balance Sheet

Cash

Accounts receivable

Allowance for
uncollectible accounts

Supplies

Prepaid rent

Inventory

Equipment

Accumulated depreciation-
equipment

Accounts payable

Wages payable

Note payable

Interest payable

Common stock

Retained earnings

Sales revenue

Cost of goods sold

Interest expense

Wage expense

Rent expense

Supplies expense

Utility expense

Bad debt expense

Depreciation expense

Net Income

Totals

Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
23,300 23,300 23,300
32,500 32,500 32,500
100 (3) 550 650 650
0 (5) 500 500 500
0 (6) 1,000 1,000 1,000
65,000 65,000 65,000
75,000 75,000 75,000
10,000 (1) 9,375 19,375 19,375
26,000 26,000 26,000
3,000 (2) 1,500 4,500 4,500
30,000 30,000 30,000
0 (4) 1,000 1,000 1,000
80,000 80,000 80,000
16,050 16,050 16,050
180,000 180,000 180,000
95,000 95,000 95,000
0 (4) 1,000 1,000 1,000
32,350 (2) 1,500 33,850 33,850
14,000 (6) 1,000 13,000 13,000
2,000 (5) 500 1,500 1,500
6,000 6,000 6,000
0 (3) 550 550 550
0 (1) 9,375 9,375 9,375
19,725 19,725
345,150 345,150 13,925 13,925 357,575 357,575 180,000 180,000 197,300 197,300
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Problem 2-12 (continued)

Income Statement

SaleS reVENUE .....cocvvviiiiieciee e
Cost of goods Sold .........ccovvvivevieiieiieennn,
Gross Profit ...c.cocveveeiieeve e

Operating expenses:

SUPPHIES ..o
ULHTIEY oo
Bad debt ...,
Depreciation ........cccccvvvveveevieiie e,
Total operating expenses ............
Operating INCOME .......cccvvevrveereesie e e
Other expense:
INTErESt ..ooeieee e
NEt INCOME ..o e

EXCALIBUR CORPORATION

For the Year Ended December 31, 2006

$180,000
95,000
85,000

N o
_o}:b
~ [N
N N
a1 lon

k
o
o
o
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Problem 2-12 (continued)

Balance at January 1, 2006

Issue of common stock

Net income for 2006

Less: Dividends

Balance at December 31, 2006

Common
Stock
$80,000

-0-

$80,000

EXCALIBUR CORPORATION
Statement of Shareholders' Equity
For the Year Ended December 31, 2006

Total
Retained  Shareholders’
Earnings Equity
$22,050 $102,050
- 0 -
19,725 19,725

(6,000) (6,000)
$35,775 $115,775
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Problem 2-12 (continued)

EXCALIBUR CORPORATION
Balance Sheet
At December 31, 2006

Assets
Current assets:

CaSh e, $ 23,300

Accounts receivable ..., $32,500
Less: Allowance for uncollectible accounts . (650) 31,850
SUPPHIES .o 500
Prepaid rent ........ccoovvevievniie e 1,000
INVENTOIY o 65,000
Total current assets ........cccceeeevvveeiieevieennn, 121,650

EQUIPMENT ..o 75,000
Less: Accumulated depreciation ................... (19,375) 55,625
Total @SSetS ...ccvvveviieiiece e, $177,275

Liabilities and Shareholders' Equity

Current liabilities:

Accounts payable .........c.cccoeeveiiiiiiiice $ 26,000
Wages payable ... 4,500
Note payable ........cccoevevievin e 30,000
Interest payable ..., 1,000
Total current liabilities .........ccccooeviviinennn, 61,500
Shareholders’ equity:
Common StOCK .....cocveieieecc e, $80,000
Retained earnings ........cccccevevvvveeiieereesensnnenns 35,775
Total shareholders’ equity .........ccccccevvvenen. 115,775
Total liabilities and shareholders’ equity $177,275
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Problem 2-12 (concluded)

December 31, 2006
SalES FEVENUE ... 180,000
INCOME SUMMAIY ....ooeiiiiiiiiiiee e 180,000
INCOME SUMMANY ..eiiiiiiiiiiie et 160,275
Cost of goods SOId ........ccoviieiiiiiie e 95,000
INTEreSt EXPENSE .....vvvieiiiiie e 1,000
WaAgE EXPENSE ....eeeeiiiiee ettt 33,850
RENT EXPENSE...ciiieiiiee e 13,000
SUPPHIES BXPENSE ..o 1,500
ULHILY EXPENSE ..o 6,000
Bad debt eXPense........ccovviiieenie e 550
Depreciation EXPENSE.......ccevveeieereeiiesie e sieesiee e 9,375
Income summary ($180,000 - 160,275) ....eveervrvrrereeesiiveenens 19,725
Retained earnings ........cccccceeviveeviievieeciee e 19,725
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CASES
Judgment Case 2-1

Requirement 1

Cash basis accounting produces a measure of performance called net operating
cash flow. This measure is the difference between cash receipts and cash
disbursements during a reporting period from transactions related to providing goods
and services to customers. On the other hand, the accrual accounting model measures
an entity’s accomplishments (revenues) and resource sacrifices (expenses) during the
period, regardless of when cash is received or paid.

Requirement 2

In most cases, the accrual accounting model provides a better measure of
performance because it attempts to measure the accomplishments and sacrifices that
occurred during the year, which may not correspond to cash inflows and outflows.

Requirement 3

Adjusting entries, for the most part, are conversions from cash to accrual.
Prepayments and accruals occur when cash flow precedes or follows expense or
revenue recognition.

Judgment Case 2-2

Requirement 1

Cash-basis net income $26,000
Add: 1. Unexpired (prepaid insurance) $12,000 x 8/12 8,000
2. Increase in accounts receivable ($6,500- 5,000) 1,500
5. Increase in inventories ($35,000 — 32,000) 3,000
Deduct: 3. Increase in wages payable ($8,200 - 7,200) (1,000)
4. Increase in utilities payable ($1,200 — 900) (300)
6. Increase in amount owed to suppliers (4,000)
Accrual basis net income $33,200

Requirement 2

Assets would be higher by $12,500 ($8,000 + 1,500 + 3,000) and liabilities
would also be higher by $5,300 ($1,000 + 300 + 4,000). The difference, $7,200, is the
difference between cash and accrual income. Therefore, equity would be higher by
$7,200.

87



Communication Case 2-3

Requirement 1

Prepayments occur when the cash flow precedes either expense or revenue
recognition. Accruals occur when the cash flow comes after either expense or revenue
recognition.

Requirement 2

The appropriate adjusting entry for a prepaid expense is a debit to expense and a
credit to the prepaid asset. For unearned revenue, the appropriate adjusting entry is a
debit to the unearned revenue liability account and a credit to revenue. Failure to
record an adjusting entry for a prepaid expense will cause assets and shareholders’
equity to be overstated. Failure to record an adjusting entry for unearned revenue will
cause liabilities to be overstated and shareholders’ equity to be understated.

Requirement 3

The required adjusting entry for accrued liabilities is a debit to expense and a
credit to a liability. For accrued receivables, the appropriate adjusting entry is a debit
to a receivable and a credit to revenue. Failure to record an adjusting entry for an
accrued liability will cause liabilities to be understated and shareholders’ equity to be
overstated. Failure to record an adjusting entry for accrued receivables will cause
assets and shareholders’ equity to be understated.
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Analysis Case 2-4

Requirement 1
($ in millions)

Salaries and employee benefits expense $10,728
Less: Increase in accrued salaries and employee

benefits ($1,062 — 724 from Note 5) 338
Cash paid to or in behalf of employees $10,390

Requirement 2

($ in millions)
Fuel expense $1,481
Maintenance and repairs expense 1,523
Add: Increase in spare parts, supplies and fuel

in the balance sheet ($249 - 228) 21
Cash paid for maintenance and repairs and spare

parts, supplies, and fuel purchased $3,025

Requirement 3
The income statement reports depreciation and amortization of $1,375 million.
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