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CHAPTER OUTLINE:  
I. Financial Statements

A. From Transactions to Financial Statements 

B. Financial Statements Illustrated

1. Explanations and Definitions

a. Balance Sheet 

b. Income Statement

c. Statement of Changes in Stockholders' Equity

d. Statement of Cash Flows

2. Comparative Statements in Subsequent Years

3. Illustration of Financial Statement Relationships

II. Accounting Concepts and Principles

A. Schematic Model of Concepts and Principles

B. Concepts/Principles Related to the Entire Model

C. Concepts/Principles Related to Transactions

D. Concepts/Principles Related to Bookkeeping Procedures and the Accounting Process

E. Concepts/Principles Related to Financial Statements

F. Limitations of Financial Statements

III. The Corporation’s Annual Report

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.
The notes to the financial statements 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 total 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 stockholders’ 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 Stockholders’ Equity 
                  (i.e., Assets - Liabilities = Net Worth), but 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 





classified as Equipment rather than Merchandise Inventory.

____ 16.

Firms report Net Sales - Cost of Goods Sold = Gross Profit on the top of the 





income statement only in years when it is desirable to impress investors with their 





high 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 stockholders 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 (i.e., inflation) 

                  need not be made in a formal way when presenting financial statements.

____ 29.

The cost principle often results in undervalued 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 method 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 and 





objective 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.

EXERCISES:

	1.
	The following accounts and amounts are taken from the accounting records of Sam’s Pizza effective as of December 31, 2014 (except as noted).  

Calculate net income for Sam's Pizza for the year ended December 31, 2014.



	
	Merchandise Inventory ……………………………………………………….
	$ 14,000

	
	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

	
	Buildings and Equipment, net.....……………………………………………...
	175,000

	
	Retained Earnings, January 1, 2014.…………………………………………..
	41,800

	
	

	
	__________________________________________________________________________

__________________________________________________________________________

__________________________________________________________________________

__________________________________________________________________________

__________________________________________________________________________

__________________________________________________________________________

__________________________________________________________________________

__________________________________________________________________________




	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 





……….

 
	$_________

	
	
	

	
	Earnings Per Share of Common Stock




  
	$_________

	
	
	


SOLUTIONS:

	True/False

	
	
	
	
	
	
	
	
	
	
	
	

	1.
	
	F
	11.
	
	F
	21.
	
	T
	31.
	
	F

	  2.
	
	F
	12.
	
	F
	22.
	
	T
	32.
	
	T

	3.
	
	F
	13.
	
	T
	23.
	
	T
	33.
	
	F

	4.
	
	T
	14.
	
	T
	24.
	
	T
	34.
	
	T

	5.
	
	T
	15.
	
	T
	25.
	
	T
	35.
	
	T

	6.
	
	F
	16.
	
	F
	26.
	
	T
	
	
	

	7.
	
	F
	17.
	
	T
	27.
	
	F
	
	
	

	8.
	
	F
	18.
	
	F
	28.
	
	T
	
	
	

	9.
	
	F
	19.
	
	F
	29.
	
	T
	
	
	

	10.
	
	T
	20.
	
	F
	30.
	
	F
	
	
	


Exercises
	1.
	Net Sales……………….…………….……………………………            $65,000

	
	Cost of Goods Sold…..…………….……………………………..              (23,000)

	
	Gross Profit……………………….………………………………             $42,000

	
	Salary Expense……………………………………………………               19,700

	
	Advertising Expense……………………………………………...             $ (7,000)

	
	Net Income…………………….....……………………………….             $15,300 



	
	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.  Merchandise inventory, cash, accounts receivable and buildings and equipment, net, are assets; accounts payable is a liability; paid-in capital and retained earnings are stockholders’ equity elements.


	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 Tax Expense……………………………………………...               (10,000)

	
	Net Income………………………………………………………..             $  40,000

	
	Earnings Per Share of Common Stock……………………………             $      2.00



	2.
	(continued)

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, earnings 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 tax 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.

Although this exercise may have been somewhat challenging to complete successfully on your first effort, it will prove helpful to carefully review the suggested path to the correct solution outlined above as a means of reinforcing your understanding of these key income statement relationships.
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