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MATCHING:

      

A.  Accumulated Depreciation 					O.  Net Income  

B.  Balance Sheet							       P.   Net Income Per Share of Common Stock

C.  Accrued Liabilities							Q.  Paid-In Capital

D.  Current Assets								R.  Common Stock

E.  Current Liabilities							S.  Additional Paid-In Capital 

F.   Merchandise Inventory						T.  Retained Earnings

G.  Revenues									U.  Dividends 

H.  Expenses                                                 		V.  Par Value

I.   Gains										W. Going Concern Concept

J.   Losses										X.  Matching Concept

K.  Net Sales									Y.  Accrual Concept

L.  Cost of Goods Sold							 Z. Opportunity Cost

M. Gross Profit								    AA.  Annual Report

N.  Income from Operations    				    BB.  Income Statement



          1. The difference between the total amount invested by the owners and the par value or 		  

              stated value of the stock issued.



          2. Outflows or using up of assets or incurrence of liabilities during a period from delivering 	

              or producing goods, rendering services, or carrying out other activities that constitute 		   

              the entity's major operations.



          3. The financial statement that is a listing of the entity's assets, liabilities, and owners' equity 		   at a point in time.



          4. A document distributed to stockholders that contains the financial statements for the 		

              fiscal year of the reporting firm, together with the report of the external auditor's 	

	         examination of the financial statements.



          5. A distribution of earnings to the owners of a corporation.



          6. An arbitrary value assigned to a share of stock when the corporation is organized.



____  7. Results in a fair presentation of the results of a firm's operations during a period by 			

    requiring the deduction of all expenses incurred in generating that period's revenues            from the revenues earned in the period.



          8. Net income available to the common stockholders divided by the average number of 

 		   shares of common stock outstanding during the period.

           9. Items held by an entity for sale to potential customers in the normal course of business.



         10. Inflows of cash or increases in other assets, or settlement of liabilities during a period 	 	   

               from delivering or producing goods, rendering services, or other activities that 		     		   

               constitute the entity's major operations.



         11. Cash and those assets likely to be converted to cash or used to benefit the entity within 

               one year of the balance sheet date.



____ 12. Cumulative net income that has not been distributed to the owners of a corporation as 	 	    

      dividends.



���____ 13. Cost of merchandise sold during the period; an expense deducted from net sales to                        arrive at gross profit.



���____ 14. The difference between gross profit and operating expenses.  Also referred to as 		          

      “operating income” and “earnings from operations.”



____ 15. Increases in net assets from incidental transactions and other events affecting an entity                   during a period except those that result from revenues or investments by owners.



         16. A presumption that the entity will continue in existence for the indefinite future.



         17. The difference between net sales and cost of goods sold.





TRUE/FALSE:



           1. Financial statements of an entity are the end product of a process based upon 		     		    

               transactions between the entity and its employees, managers, and investors.



____   2. Footnotes and other accompanying information provided about an entity in its annual 		    

               report are considered supplemental data to the financial statements because auditors are 		

               not concerned with their accuracy.



           3. The three principal forms of business organizations are the partnership, corporation, and 		    joint venture.



____   4. Individual partners sometimes have to pay for debts owed by other partners when the 		

               partnership goes bankrupt.



           5. Although sole proprietorships are the dominant form of business based on the number of 		   entities, corporations are the dominant form of business based on the number of dollars 		       

               invested in assets.



           6. Stockholders of corporations must always be paid a fixed annual dividend amount as a                  return on their investment in lieu of interest.



           7. When a corporation goes bankrupt, a major stockholder may lose his/her house as a         	          result of the bankruptcy proceedings against the corporation.



           8. A fiscal year for a business is not always the same as the calendar year because some 		

               firms elect to report financial statements on a bi-annual basis.



           9. The owners’ equity portion of a firm’s balance sheet represents the amount the firm has 		

               available in assets after subtracting its expenses for the period.



         10. Liabilities represent the amounts an organization owes, and can be defined as “probable 		   

               future sacrifices of economic benefits arising from present obligations to transfer assets 		

               or provide services in the future.”



         11. Assets are divided into the current and noncurrent categories based upon when the 

               organization received its assets.



         12. Assets must have physical substance or they cannot be valued in dollars and included on 		    the balance sheet.



         13. When considering equities in the firm’s assets, both creditors and investors have equity.



         14. Net Worth in accounting terminology means the same thing as Owners’ Equity                 	          (i.e., Assets - Liabilities = Net Worth), but it does not necessarily mean that the firm's 		   

               assets are "worth" their computed amounts.



         15. If Milo's Bar & Grill purchased a refrigerator from Sears, the asset might now be called 		   

               Equipment instead of Merchandise Inventory.



         16. Firms report Net Sales - Cost of Goods Sold = Gross Margin on the top of the income 	

     	   statement only in years when it is desirable to impress investors with high their earnings                 results. In low earnings years, all revenues are reported followed by all expenses.







         17. When no-par stock is issued, the amount recorded in the Common Stock account                         should be based on the stated value, but if the stock has no stated value then the entire                  amount received in exchange for the stock should be recorded as Common Stock.



         18. Dividends are expenses of doing business and reduce net income on the income 		          

               statement.



         19. Comparative financial statements are sometimes presented by corporations so that 	  	

               investors can directly see how well their firm did as compared to other firms in the 		

               industry for the same year.



         20. The revenue principle requires that cash must be received before revenues can be 		          

               recorded.



         21. Accrual-based accounting rather than cash-based accounting is required by generally 	

               accepted accounting principles because it results in a better matching of revenues and 		

               expenses in the period of time in which they were earned and incurred, respectively.



         22. Because of the objectivity concept in financial accounting, the expected future value of 		    

               services to be provided to an organization by its employees is not included as an asset                   on the balance sheet.



        23. The accounting period assumption suggests that even though it is assumed that a 		

              business will have an indefinite life (without evidence to the contrary), information 

              about the business should be reported on an annual basis.



        24. Full disclosure means that all material facts about the results of an organization's 

              financial performance should be made available to those who are interested, and that 

              the information should be provided at a low cost.



        25. The going concern concept assumes a continuity of an entity's life such that the 		                    liquidating values of its assets need not be reported to investors, unless it appears that 		

              the entity is going bankrupt or is otherwise going out of business.



        26. A parent/subsidiary relationship exists between two firms when one firm owns more than 		   half of the other or is able to exercise control over the decision making processes in the 		

              subordinate firm.



        27. Minority shareholders in parent/subsidiary relationships lose the voting privileges 		

              associated with their common stock holdings because they own less than 50 percent of 

   the corporation’s stock.

         28. In the United States, the unit of measurement concept uses the U.S. dollar and it                           suggests that adjustments related to the purchasing power of the dollar need not be                       made in a formal way when presenting financial statements.



         29. The cost principle often results in under-valued assets on the balance sheets of firms                      that have purchased assets before they increased in value.



         30. The cost principle states that an asset should not be recorded for more than its economic 		    value, even though a firm may purchase the asset for more than its economic value.



         31. Consistency means that under no circumstance may a firm change from one generally 		

               accepted accounting method to another once the first has been chosen by the firm.



         32. One limitation of financial reporting is that financial statements do not reflect the 	

               opportunity costs of other alternative uses of invested funds.



         33. Full disclosure and materiality essentially mean the same thing; firms are required to 		   

               record and report only information that prevents investors from being misled.  If a 		

               transaction is not material in amount, it does not need to be recorded or reported.



         34. The conservatism constraint in financial reporting means that assets and revenues 

   should be stated at low amounts and that liabilities and expenses should be stated at                       high amounts, but only when it is otherwise difficult to determine an appropriate 

               value for the item in question.



         35. The cost/benefit constraint in financial reporting means that information should not be 		

               reported if it costs the organization more to report the information than the disclosure 	

               of the information would benefit investors and creditors.



  

MULTIPLE CHOICE:



         1. Upon close examination of the income statement, which of the following                    		  

             mathematical expressions would be true?

             a. Net Sales - Gross Profit = Income from Operations

             b. Gross Profit + Selling, General and Administrative Expenses = Net Sales

             c. Net Income - Income Taxes = Net Income Per Share of Common Stock

             d. Income from Operations - Interest Expense - Income Tax Expense = Net Income

             e. None of the above are true.





         2. Which of the following is not a correct expression of the accounting equation?

             a. Assets - Liabilities = Owners’ Equity

             b. Net Assets = Equities

             c. Assets = Equities

        d. Assets = Liabilities + Owners’ Equity

             e. Net Assets = Owners’ Equities



____  3. Which of the following financial statements descriptions is inaccurate?

              a. Balance Sheet—shows the organization's financial position for a period of time.

              b. Income Statement—shows what the organization's earnings were for a period of time.

              c. Statement of Cash Flows—shows what the organization's receipts and disbursements 		     

                  were for a period of time.

  d. Statement of Owners’ Equity—shows the investments by and distribution to owners                      for a period of time.

  e. All of the above descriptions are accurate.



         4. The income statement presents all of the following except:

              a. revenues—inflows or other enhancements of an entity's assets or settlements of its 		      

                  liabilities from ongoing activities for a period of time.

              b. expenses—outflows or other using up of assets or incurrences of liabilities from   

		      ongoing activities for a period of time.

              c. the cash flows from sales by the entity for a period of time.

              d. gains and losses that increase or decrease equity from peripheral or incidental 		             

                  transactions for a period of time.

              e. All of the above are presented on the income statement.



          5. Partnerships, as contrasted with corporations, can be characterized as being relatively:

              a. easier to form, less risky to be an owner of, and easier to raise large amounts of 

                  capital for.

              b. easier to form, more risky to be an owner of, and harder to raise large amounts of 		      

                  capital for.

              c. harder to form, more risky to be an owner of, and harder to raise large amounts of 		

                  capital for.

              d. harder to form, less risky to be an owner of, and easier to raise large amounts of 		

                  capital for.

              e. None of the above are accurate.











          6. The owners’ equity section of a balance sheet contains two major components:

               a. Common Stock and Additional Paid-in Capital

               b. Paid-in Capital and Retained Earnings

c. Common Stock and Retained Earnings

               d. Net Income and Dividends

e. Additional Paid-in Capital and Net Income



____  7. Which of the following accounts is not an asset?

              a. Cash

              b. Inventory

              c. Accounts Payable

              d. Equipment



____  8.  Which of the following relationships must always be true concerning the number                           of shares of a corporation’s common stock?                

               a. The number of outstanding shares must be greater than or equal to the number                              of treasury shares.

               b. The number of authorized shares must be greater than or equal to the number                                of outstanding shares.

               c. The number of issued shares must be greater than or equal to the number of                                  authorized shares. 

               d. The number of treasury shares must be greater than or equal to the number  

                   of issued shares.

               e.  None of the above relationships must always be true.



           9. According to generally accepted accounting principles, all of the following financial 		   

               statements are required except:

               a. Statement of Cash Flows

               b. Income Statement

               c. Balance Sheet

               d. Statement of Changes in Owners’ Equity

               e. All of the above are required.



         10. If total assets were $21,000 and total liabilities were $12,000 at the beginning of the 		   

               year, and if net income for the year was $5,000, what is total owners' equity at the end 		   

               of the year?

               a. $ 4,000

               b.    5,000

               c.    9,000

               d.  14,000

 

         11. At the beginning of the year, owners' equity totaled $119,000.  During the year, net                      income was $35,000 and dividends of $29,000 were declared and paid.  Owners'                           equity at the end of the year was:

               a. $113,000

               b.   125,000

               c.   148,000

               d.   154,000



         12. Treasury stock involves shares which are:

               a. issued and outstanding.

               b. authorized but not yet issued.

               c. subscribed but not yet authorized.

               d. issued but not currently outstanding.

               e. outstanding but not yet issued.



         13. If a transaction during the year caused one asset to increase by $40,000 and another 		    

               asset to decrease by $30,000, which of the following events may have caused these 		    

               effects?

               a.  Merchandise inventory was purchased and paid for entirely with cash.

               b.  Cash was received in exchange for the issuance of common stock.

               c.  Equipment was purchased and paid for partly with cash and with an account  		                

                    payable for the difference.

   d.  Accounts receivable were collected in cash.

   e.  None of the above could have caused these effects.



         14. Net assets were $9,500 at the beginning of the year and $12,000 at the end of the year.  		    

               Merchandise Inventory went up by $1,000 during the year, Accounts Payable went                       down by $500, and Accounts Receivable went down by $2,000.  If the Cash account 		

               was the only other asset and there were no other liabilities, what happened to cash 		           

               during the year?

                a. Cash increased by $2,000.

                b. Cash increased by $3,000.

                c. Cash decreased by $2,000.

    d. Cash decreased by $3,000.

    e.  None of the above.













         15. The retained earnings balance for Matt & Anne’s Food Center at December 31, 2001                    was $33,000.  The balance at December 31, 2002 was $47,000.  During 2002, dividends

               in the amount of $6,000 were declared and paid to stockholders.  The only other change                in retained earnings was due to net income.  The net income for 2002 was?

               a. $  8,000

               b.   14,000

               c.   20,000

               d.   26,000

               e.   32,000



         16. The principle stating that all expenses incurred while earning revenues should be 		           

               identified with the revenues when they are earned, and reported for the same time 		

               period is the:

          a. cost principle.

   b. revenue principle.

   c. expense principle.

   d. matching principle.

   e. timing principle.



         17. Which of these is not a limitation of financial statements?

               a. Qualitative data are not reflected in financial statements.

               b. Market values of assets are not generally reported.

               c. Estimates are commonly used and are sometimes inaccurate.

               d. It may be difficult to compare firms in the same industry because they often 

                   use different accounting methods.

               e. All of the above are limitations of financial statements.



         18. Which of the following is not a basic concept or principle of accounting?

               a. Revenues should be recorded when earned.

               b. Expenses should be matched to revenues in the periods in which the expenses 

       are incurred.

               c. Transactions should be recorded in a consistent manner such that the financial 		              

                   statements of a firm remain comparable from year to year.

               d. Market values should be used to record all transactions so that current market values                    for assets are available in case of bankruptcy.

               e. When in doubt, assets should be stated at lower rather than higher amounts.











         19. Corporate annual reports do not ordinarily include:

               a. A transmittal letter from the president or chairman of the board of directors.

               b. Financial statements for the most recent year.

               c. Explanatory notes and comments about the financial statements.

               d. The internal auditor's report and opinion about the financial statements.

               e. An historical summary of selected financial data for the past five years or more.



 

EXERCISES:



1. Calculate net income for Sam's Pizza for the year ended December 31, 2001, from the                   following accounts and amounts in its accounting records:



    Merchandise Inventory 							   $140,000

    Net Sales									       65,000

    Salary Expense								       19,700

    Cash									       22,500

    Paid-in Capital								     160,000

    Advertising Expense							         7,000

    Cost of Goods Sold								       23,000

    Accounts Payable								       19,300

    Accounts Receivable							       24,900

    Supplies Expense								       12,600





































2.  Net sales were $150,000 and cost of goods sold was $70,000.   Dividends declared and paid         were $30,000, which equaled $1.50 per share. The bookkeeper said that interest expense was      $7,000 but that he didn't know how much the other types of expenses were. Retained Earnings      increased by $10,000 during the year as a result of all of the firm's transactions.  The firm’s tax      rate was 20%. Using this information, complete the income statement shown below.                                         

     Net Sales 									   $                             

     

     Cost of Goods Sold 							                          

   

     Gross Profit								   $

   

     Selling, General and Administrative Expenses				                        

   

     Income from Operations 							   $

   

     Interest Expense								                        

   

     Income before Taxes							   $

   

     Income Taxes Expense 							                             

   

     Net Income 								   $                                      

     Net Income Per Share of Common Stock					   $                    

































SOLUTIONS:



Matching                         True/False                                                          Multiple Choice



 1. S   11. D	    1. F	  11. F   21. T   31. F     1. D   11. B 

 2. H	12. T	    2. F	  12. F   22. T   32. T     2. B   12. D 

 3. B	13. L	 	 3. F	  13. T   23. T   33. F	    3. A   13. C

 4. AA  14. N		 4. T	  14. T   24. T   34. T	    4. C   14. B

 5. U	15. I		 5. T	  15. T	 25. T   35. T     5. B   15. C

 6. V   16. W		 6. F	  16. F	 26. T 	          6. B   16. D

 7. X   17. M     7. F	  17. T	 27. F 	          7. C   17. E

 8. P				 8. F	  18. F	 28. T             8. B   18. D

 9. F	          9. F	  19. F	 29. T			    9. E   19. D

10. G		      10. T	  20. F	 30. F   	      10. D



Multiple Choice Annotations



  1.  Study the income statement illustrated in Exhibit 2-2, or review the solutions to Exercise 2 in        this chapter of the study guide.



  2.  Net assets = Assets - Liabilities.  Equities = Liabilities + Owners’ Equity.  Answer b is                  incorrect because answer c is the correct expression of the equation: Asset = all Equities.   



  4.  Because of the accrual concept, some sales recorded during the period may not result in 

       cash collections until the following period.  The statement of cash flows shows the kind of            information described in answer c. 



  6.  Review Exhibit 2-3.



  8.  Authorized (maximum number that can legally be sold); issued (number that have actually             been sold); outstanding (issued shares that remain in stockholders’ hands); treasury (issued           shares that have been repurchased by the corporation).  These concepts are discussed more 

       fully in Chapter 8.



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



11.  $119,000 beginning + $35,000 net income - $29,000 dividends = $125,000 ending balance.









Net assets = Assets - Liabilities.  Net assets increased by $2,500 during the year, and the         change in the Cash (asset) account explains the amount of this increase that has not been         explained by the other changes that are given.                                                                          



                                                                                                                              Effect on 

                                                                                                                              Net Assets

      Merchandise inventory (asset) increase 						 + 1,000

      Accounts payable (liability) decrease						 +    500

      Accounts receivable (asset) decrease						 -  2,000

      Cash (asset) increase								 + 3,000

      Net assets increase (from $9,500 to $12,000)					 + 2,500



15. $33,000 beginning balance + net income ???,??? - $6,000 dividends = $47,000 ending                   balance. Since the retained earnings account balance increased by $14,000 during the year,           net income had to be $14,000 more than the $6,000 of dividends declared, or $20,000.



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



Exercises

      

1.  Net Sales									   $ 65,000                       Cost of Goods Sold 							     (23,000) 

     Gross Profit								   $ 42,000

     Salary Expense 								    (19,700)

     Advertising Expense 							      (7,000)

     Supplies Expense								    (12,600)

     Net Income								   $  2,700                                                                                                                                            

     Solution approach:

     The requirement is to determine net income, which is defined as revenues minus expenses. 

     Any information about balance sheet accounts should be ignored.  In fact, the balance sheet          does not balance in this problem!  Merchandise inventory, cash, and accounts receivable are          assets; accounts payable is a liability; paid-in capital is part of owners’ equity.  















2.  Net Sales 									   $ 150,000                     Cost of Goods Sold 							      (70,000)  

     Gross Profit								   $   80,000

     Selling, General and Administrative Expenses				      (23,000)

     Income  from Operations 							   $   57,000

     Interest Expense								        (7,000)

     Income  before Taxes							   $   50,000 

     Income Taxes Expense 							      (10,000)     

     Net Income 								   $   40,000

     Net Income Per Share of Common Stock					   $       2.00



     Solution approach:

     Begin with what you know.  Net sales and cost of goods sold are given in the problem                  information, so gross profit can be determined by subtraction.  No information is given                 about selling, general and administrative expenses, or about income from operations, so 

     leave these amounts blank for now.  Interest expense is given, but what are the amounts                of income before taxes and income tax expense?  Leave these amounts blank also. 



     Net income is not given, but retained earnings increased by $10,000 during the year, and               net income from the income statement increases retained earnings on the balance sheet.  Since      dividends during the year of $30,000 decreased retained earnings, net income must have been       $40,000.  Since $30,000 in dividends resulted in dividends per share of $1.50, net income per       share of common stock must be $2.00.  In other words, there are 20,000 shares outstanding.



      The income tax rate is 20%, so income taxes expense is 20% of income before taxes, and net        income of $40,000 represents the remaining 80%.  Because of this relationship, income                 before taxes must be $50,000, and income taxes expense must be $10,000.   By adding back         $7,000 of interest expense to income before taxes of $50,000, income from operations can           be determined.  Selling, general and administrative expenses represent the difference between        gross profit of $80,000 and income from operations of $57,000.









Chapter 2 
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