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CHAPTER
2 Financial Statements and
Accounting Concepts/Principles
CHAPTER OUTLINE:

I. Financial Statements
A. From Transactions to Financial Statements
B. Financial Statements Illustrated
1. Explanations and Definitions
a. Balance Sheet
b. Income Statement
c. Statement of Changes in Stockholders' Equity
d. Statement of Cash Flows
2. Comparative Statements in Subsequent Years
3. Ilustration 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
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TEACHING/LEARNING OBJECTIVES:

Principal:

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

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

Supporting:

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

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

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

TEACHING OBSERVATIONS:

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

What a transaction is.

The name of each financial statement and what it shows.

The accounting equation.

Financial statement relationships.

Limitations of financial statements.

opoow

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

a. Balance Sheet:

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

c. Statement of Changes in Stockholders’ Equity:

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

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

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

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

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

7. You may wish to encourage students to self-study this material by using the PowerPoint
presentations available on the website.
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This chapter provides a wide variety of assignments to choose from—ranging from the basic
association-type mini-exercises and exercises, to the more challenging, analytical-type problems.
Be careful not to over-assign or under-assign homework from this chapter.

LEARNING DIFFICULTY & OTHER

NO. OBJECTIVES | TIME ESTIMATE | COMMENTS

M2.1. 2,3 Easy, 3-5 min. Similar to E2.9.-E2.14.

M2.2. 2,3 Easy, 3-5 min. See M2.1. Good in-class demo exercise.

M23. | 2,3 Med., 7-10 min. Challenging mini-exercise. Requires clear-cut understanding of
income statement relationships. Encourage use of Exhibit 2-2 as
a solution model.

M24. 2,3 Med., 7-10 min. See M2.3. Good way to review and reinforce the structure of the
income statement in class.

M2.5. 2,4 Easy, 2-3 min. Basic identification of asset accounts.

M2.6. 2,4 Easy, 2-3 min. Basic identification of income statement accounts.

E2.7. 2,4 Easy, 3-5 min. Simple account identification exercise.

E2.8. 2,4 Easy, 3-5 min. See E2.7.

E2.9. 2,3 Med., 5-8 min. Reinforces the balance sheet equation, and stresses the
distinction between PIC and RE.

E2.10. | 2,3 Med., 5-8 min. See E2.9. Good homework assignment.

E2.11. | 2,3 Easy, 3-5 min. “RE 1is affected only by net income (loss) and dividends.” This is
a bit of a fiction, but it works effectively in the Chapter 2. Other
effects on retained earnings (i.e., stock dividends, certain treasury
stock transactions, and prior period adjustments) are not
discussed until Chapter 8.

E2.12. | 2,3 Easy, 3-5 min. See E2.11. Good homework assignment.

E2.13. | 2,3 Med., 5-10 min. The worksheet format is used to help students understand
financial statement relationships. Explain that “net assets” = A-L
= SE.

E2.14. | 2,3 Med., 5-10 min. See E2.13. Good in-class demonstration exercise.

P2.15. | 2,3,6 Med., 7-10 min. Most instructors omit this problem. Can be used to illustrate the
sale of assets at gains/losses, and to emphasize the difference
between cash and stockholders’ equity.

P2.16. | 2,3,6 Med., 10-12 min. See P2.15.

P2.17. | 2,3,4 Med., 15-20 min. Straight-forward problem emphasizing financial statement
relationships. Students respond well.

P2.18. |2, 3,4 Med., 15-20 min. See P2.17.

P2.19. | 2,3,4 Med., 20-25 min. Similar to P2.15., P2.16., but requires the preparation of financial
statements. Good for in-class demonstration.

P2.20. | 2,3,4 Med., 20-25 min. Excel problem. See P2.19. Good homework assignment.

P2.21. | 2,3 Med., 5-8 min. Can use later as a Chapter 4 assignment.

P2.22. | 2,3,6 Med.-Hard, 15-20. Group learning problem. Good in-class demonstration
problem.

P2.23. | 2,3,5 Med., 7-10 min. Stress the importance of the historical cost principle.

P2.24. | 2,3,5,6 Med., 10-12 min. Group learning problem. See P2.23.

P2.25. | 2,4 Med., 10-12 min. Group learning problem. Emphasizes the structure of the
income statement.

P2.26. | 2,4 Med., 10-12 min. Explain why “Other Income, net” is excluded from operating
income.

C2.27. |2,4,6,7 Med., 15-20 min. Excellent conceptual case, but be sure to relate student responses

back to the terminology introduced in the chapter.
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SOLUTIONS:
M2.1.
A = L + SE
Beginning: $96,000 = $54,000 + ?
Changes: = +16,000 net income (increase to retained earnings)
-4,000 dividends (decrease to retained earnings)
Ending: = + ?

M2.2.

M2.3.

Solution approach:

Beginning stockholders’ equity = $96,000 - $54,000 = $42,000. Net income increases

retained earnings and dividends decrease retained earnings. Retained earnings are part
of stockholders’ equity, so assuming no other changes occurred during the year, ending
stockholders’ equity = $42,000 + $16,000 - $4,000 = $54,000.

SE
Beginning: $246,000
Changes: 430,000 common stock issued at par value (increase to paid-in capital)

+36,000 net income (increase to retained earnings)
-9.000 dividends (decrease to retained earnings)
Ending: ?

Solution approach:

No information is given about assets or liabilities, so the focus is entirely on
stockholders’ equity. Beginning stockholders’ equity +/- changes during the year =
ending stockholders’ equity. $246,000 + $30,000 + $36,000 - $9,000 = $303,000.

NEE SALES . ceeees et e e e e e eeeeeeaeae raaaens $250,000
Cost of 200ds SOId ... ccooovies eiiiieit et e e ? = 150,000
GIOSS PIOFIt.. weoviieies veciieiies cetteieees ceeveees eesreeaes cesreeanens $100,000
Selling, general, and administrative eXpenses......... ........... 44,000
Income from Operations....... ..ccceeeeve vevveerrve voveereee cevveeene ? = 56,000
Interest EXPense ....... cocceeveer veiieiiit ceiieiies s e ? = 6,000
INCOME DEFOTE tAXES. teeeeeeee eeeeeeeeees e es eeeeeeeee eeeeeeeaas $ 2 = 50,000
Income tax eXPense . .....ccocue veiieiiit ceiieiiis s e 10,000
NEt INCOME... ..ooiirirt viriiiiie et et reieeies cerieenens $ 40,000

Solution approach:
Set up an income statement using the structure and format as shown in Exhibit 2-2, then
solve for missing amounts.

One possible calculation sequence: (1) $250,000 - $100,000 = $150,000 cost of goods
sold. (2) $100,000 - $44,000 = $56,000 income from operations. (3) $40,000 + $10,000
= $50,000 income before taxes. (4) $56,000 - $50,000 = $6,000 interest expense
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M24.
INEE SALES....... ceoeiiiis et et e eete ceeeeeaae ceaee e $ ? = 300,000 (4)
Cost of 200ds SOId ... cceevevit veiiiiit et e e 120,000
GIOSS PIOFit.. woovvieies eviieiies ettt ceeieeies eeeveeaes eeereeaneas $ ? = 180,000 (3)
Selling, general, and administrative eXpenses......... ........... 66.000
Income from OPerations....... ..ccceeeve vevveeerve ceveeeree cevveeennes 114,000
INtErest EXPENSE ...ccu. vevuveeerir ceiieeeit ceieeenie ceiee e e 18,000
Income before taxes. ..ocoovvvr veviiviiies eeeiiees e e $ ? = 96,000 (1)
InCome tax EXPENnSE . .oocveeerir vevireeeit ceireerie ceieeeie e 24,000
NEL INCOMIE... ceoiirrier eeeeeiiiies rrreieeees cerrrrrees ceeeeeiiis rrreeeeeas $ 2 = 72,000 (2)
Solution approach:
Set up an income statement using the structure and format as shown in Exhibit 2-2, then
solve for missing amounts.
Calculation sequence: (1) $114,000 - $18,000 = $96,000 income before taxes.
(2) $96,000 - $24,000 = $72,000 net income. (3) $114,000 + $66,000 = $180,000 gross
profit. (4) $180,000 + $120,000 = $300,000 net sales.
An alternative calculation sequence would have been to solve for gross profit and net
sales first, and to then solve for income before taxes and net income.

M2.5.
Common stock and retained earnings are stockholders’ equity accounts; cost of goods
sold and interest expense are expenses; sales is a revenue account; long-term debt and
accounts payable are liabilities.
The assets listed are: land, merchandise inventory, equipment, accounts receivable,
supplies, cash, and buildings.

M2.6.
Sales and service revenues are revenues accounts on the income statement; income tax
expense, cost of goods sold, and rent expense are expenses on the income statement.
Land, equipment, accounts receivable, supplies, buildings, and cash are assets on the
balance sheet; accumulated depreciation is a contra-asset on the balance sheet; notes
payable is a liability on the balance sheet; and common stock is a stockholders’ equity
account on the balance sheet.

E2.7.

Financial
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Category Statement(s)

Cash...oooiii A BS
Accounts payable..............ccoiiiiiiiiiii, L BS
Common StoCK.......ooeviieiiiiiiiiiie SE BS
Depreciation eXpense..........c.evveerieneennennn... E IS
Net Sales...o.vvniieiiie e R IS
Income tax eXPense.........oovveuvereineennennennns E IS
Short-term investments.................coeuenennne. A BS
Gainonsale ofland.......................ool G IS
Retained earnings...............cooevvviiiiiniannnn.. SE BS
Dividends payable.................cooiiiiiiiiinn L BS
Accounts receivable. ... A BS
Short-term debt.............cooviiiiiiiiii. L BS
E2.8.
Financial
Category Statement(s)
Accumulated depreciation........................... A BS
Long-termdebt............cooiiiiiiiiiiiinnn.. L BS
Equipment.............ooiiiiiiiiiii A BS
Loss on sale of investments.......................... LS IS
NEt INCOME. .. .vineeriniteit et eieieeteeeeeeaanns SE* IS
Merchandise inventory................ccoovvenennn.. A BS
Other accrued liabilities................cooeviiinen. L BS
Dividends paid.............ccoooiiiiiiiii. SE Neither**
Cost of goods sold..........ccceeiiiiiiiiiiiiiiin.. E IS
Additional paid-in capital..........................e. SE BS
Interest iNCOME.........cevvivuiiiiiiiiiinieenene. R IS
Selling eXPensSes. .....o.vvuerinereenieneeninennaninn E Is
* Although net income appears as a caption on the income statement, it represents an
increase to retained earnings, which is a stockholders’ equity account.
*% Trick question! “Dividends paid” appears only on the Statement of Changes in
Stockholders’ Equity. Dividends paid are distributions of earnings that reduce retained
earnings on the balance sheet. Dividends paid are not expenses, and thus do not appear
on the income statement.
E2.9.

Use the accounting equation to solve for the missing information:
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Firm A:
A = L + PIC +(Beg.RE + NI - DIV = End.RE)
$210,000 = $108,000 + $37,000 + ( $39,000 + ? -$25,000 = ?2 )

In this case, the ending balance of retained earnings must be determined first:
$210,000 = $108,000 + $37,000 + End. RE
Retained earnings, 12/31/19 = $65,000

Once the ending balance of retained earnings is known, net income can be determined:
$39,000 + NI — $25,000 = $65,000
Net income for 2019 = $51,000

Firm B:
A = L + PIC+(Beg. RE+ NI - DIV = End.RE)
$270,000 = $72,000 + ? +( ? + $41,000 - $9,000 = $155,000 )

$270,000 = $72,000 + PIC + $155,000
Paid-in capital, 12/31/19 = $43,000

Beg. RE + $41,000 - $9,000 = $155,000
Retained earnings, 1/1/19 = $123,000

Firm C:
A =L+ PIC + (Beg.RE + NI - DIV =End.RE)
$162,000 = ? +$20,000 + ( $21,000 + $56,000 - $32,000 = ? )

In this case, the ending balance of retained earnings must be determined first:
$21,000 + $56,000 - $32,000 = End. RE
Retained earnings, 12/31/19 = $45,000

Once the ending balance of retained earnings is known, liabilities can be determined:
$162,000 =L + $20,000 + $45,000
Total liabilities, 12/31/19 = $97,000

E2.10.
Use the accounting equation to solve for the missing information:

Firm A:
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A = L + PIC + (Beg.RE + NI - DIV =End. RE)
$ ? =$160,000 + $110,000 + ($100,000 + 136,000 - $24,000 = ?2 )

In this case, the ending balance of retained earnings must be determined first:
$100,000 + $136,000 - $24,000 = End. RE
Retained earnings, 12/31/19 = $212,000

Once the ending balance of retained earnings is known, total assets can be determined:
A =$160,000 + $110,000 + $212,000
Total assets, 12/31/19 = $482,000

Firm B:
A =L+ PIC +(Beg.RE + NI - DIV = End.RE )
$870,000 = ? + $118,000 + ( $248,000 + $220,000- ? = $372,000)

$870,000 = L + $118,000 + $372,000
Total liabilities, 12/31/19 = $380,000

$248,000 + $220,000 - DIV = $372,000
Dividends declared and paid during 2019 = $96,000

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

$310,000 = $150,000 + $90,000+( ?  + $50,000 - $32,000= ? )

In this case, the ending balance of retained earnings must be determined first:
$310,000 = $150,000 + $90,000 + End. RE
Retained earnings, 12/31/19 = $70,000

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

Beg. RE + $50,000 - $32,000 = $70,000

Retained earnings, 1/1/19 = $52,000

E2.11.

Prepare the retained earnings portion of a statement of changes in stockholders' equity
for the year ended December 31, 2019:

Retained Earnings, December 31, 2018..........c.cooiiiiiiiiiiiiiinn.. $ 623,600
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Less: Net loss for the year ended December 31, 2019....................... (9,400)
Less: Dividends declared and paid in 2019.................coooiiii. (37,000)
Retained Earnings, December 31, 2019..............cooiiiiiiiiiiin. $577,200
E2.12.

Retained Earnings, December 31, 2018.............cooiiiiiiiiiii.. ?
Add: Net income for the year ended December 31, 2019.................... 67,800
Less: Dividends declared and paid in 2019................ooiiiiiiiiiiinn, (13,500)
Retained Earnings, December 31, 2019.............c.ooiiin . $630,900

Solving the model, retained earnings at December 31, 2018 was $576,600.

E2.13.
SE
A = L + PIC + RE
Beginning:  $37,200 =$21,000 + $ 0 + $16,200
Changes: ? = -3,600 + 0 + 9,000 (net income)
?  (dividends)
Ending: ?_ = ? +__ 0 +$18.000

Solution approach:

(Remember that net assets = Assets - Liabilities = Stockholders’ equity = PIC + RE ).
Since paid-in capital did not change during the year, assume that the beginning and
ending balances are $0. Thus, beginning retained earnings = $37,200 - $21,000 =
$16,200, and ending retained earnings = net assets at the end of the year = $18,000. By
looking at the RE column, it can be seen that dividends must have been $7,200. Also
by looking at the liabilities column, it can be seen that ending liabilities are $17,400,
and therefore ending assets must be $35,400. Thus, total assets decreased by $1,800
during the year ($37,200 - $35,400), which is equal to the net decrease on the right-
hand side of the balance sheet (-$3,600 liabilities + $9,000 net income - $7,200
dividends = $1,800 net decrease in assets).

E2.14.
SE
A = L + PIC + RE
Beginning: ? = $160,000 + $15,000 + ?
Changes: +33,000 = -9,000 + ? + 7 (net income or loss)

-12,000 (dividends)
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Ending: ? = ? + $96.000 + __? ($215,000 total SE)

Solution approach:

Ending retained earnings = $215,000 total stockholders’ equity - $96,000 paid-in
capital = $119,000. Ending liabilities = $160,000 beginning liabilities - $9,000
decrease = $151,000. Thus, ending assets = $151,000 liabilities + $215,000
stockholders’ equity = $366,000. Beginning assets = $366,000 ending assets -
$33,000 increase = $333,000. Beginning retained earnings = $333,000 assets -
$160,000 liabilities - $15,000 paid-in capital = $158,000. Once the beginning and
ending retained earnings balances are known, the net income or loss for the year can
be determined as follows:

Retained earnings, beinning. ........... cocccevvees ervienie vveviees ceveeenn $158,000
Less: Net income or loss for the year ........... cocoeeeees ceveviiees evenneen. ?

Less: Dividends declared and paid during the year... ........... ........... (12.000)
Retained earnings, ending...... ...cccccces coeeeviies eveviiees everiiees eeeienn $119.000

Solving the model, the net loss of the year = $(27,000).

P2.15.  Set up the accounting equation and show the effects of the transactions described.
Since total assets must equal total liabilities and stockholders’ equity, the unadjusted

stockholders’ equity can be calculated by subtracting liabilities from the total of the
assets given.

A = L + SE
Accounts Plant & Stockholders’
Cash + Receivable + Inventory + Equipment = Liabilities + Equity
Data given $ 45,600 + 228,400 + 122,800 + 530,000 = 611,200 + 315,600
Collection of accounts receivable +216,980 -228,400 -11,420
Inventory liquidation +98,240 -122,800 -24,560
Sale of plant & equipment +380,000 -530,000 -150,000
Payment of liabilities -611,200 -611,200 0
Balance $ 129,620 0 0 0 0 $129,620

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

P2.16.
a. The solution approach is similar to that shown in Problem 2-15. Gains or losses
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can be calculated for the sale (or collection) of each of Kimber Co.’s non-cash
assets, as follows:
Cash received upon Gain (loss) recorded and
sale or collection of asset  effect on Stockholders’ Equity

Accounts receivable . ... $90,000 * 80% = $ 72,000 $90,000 * 20% = $(18,000)
Merchandise inventory .. $150,000 * 70% = 105,000 $150,000 * 30% = (45,000)
Buildings & Equipment .. BV~ + $60,000 = 340,000 Amount above BV = 60,000
Land................. Appraised amount = 85,000 $85,000 - $50,000 = 35,000
Total cash received $602,000 Net gain $32,000

A $400,000 - $120,000 accumulated depreciation = $280,000 book value of
buildings & equipment.

The $602,000 cash received from the liquidation of non-cash assets would be added
to the beginning cash balance of $30,000, and $632,000 is the amount of cash
available to pay the claims of creditors and stockholders. Liabilities would be paid
first (including the amounts that are not shown on the balance sheet), and the
balance would be paid to the stockholders:

Total cash available... cooooveeee ceeeeeeeees s e eeeeeeea, $632,000
Accounts payable ...... occcieees evierieis s e e $ 80,000

NOtes payable .......ccce coveeevies ciieiies e e e 110,000

Wages payable (not shown on balance sheet)........... ........... 5,000

Interest payable (not shown on balance sheet).......... ........... 10,000

Long-term debt.......... cveiiiiet viiiiiies e e e, 130,000 (335.000)
Total cash available to stockholders $297.000
The total cash available to stockholders upon liquidation can be verified, as
follows:

Total stockholders’ equity (unadjusted, from balance sheet) ........... $280,000
Add: Gain on sale of buildings & equipment ........... cccceecvees eeernneen. 60,000
Add: Gainon sale of land...... ........... .o s 35,000
Less: Loss on collection of accounts receivable ....... ....ccoeuv veeeeeee... (18,000)
Less: Loss on liquidation of merchandise inventory. ........... ........... (45,000)
Less: Unrecorded wages eXPense...... c.veevevees ceveervees ceverrvees cveernunens (5,000)
Less: Unrecorded Interest EXpense.... ..o.cveeeee vovervreens cevveenees veerneennn (10,000)
Total stockholders’ equity, as adjusted...... ........... cocoeeeeues cereruenene $297.000

A summary reconciliation is as follows:

Total stockholders’ equity (unadjusted, from balance sheet) ........... $280,000
Add: Net gain from liquidation of all assets (see calculations above).... 32,000
Less: Unrecorded liabilities for wages and interest..................... (15.000)
Total stockholders’ equity, as adjusted...... ........... ccceeuees cuveeennen. $297.000

P2.16. (continued)
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b. As shown in the schedule in part a), total stockholders’ equity on the balance sheet
had not been adjusted for the gains and losses from the sale (or collection) of the
non-cash assets; nor was it adjusted for the effects of the expense/liability accruals
for wages and interest.

P2.17.

Ao SN e e e e e e s e $ 27,000
ACCOUNLES TECEIVADIE .. covvveeies ceeeiiiiit ceeeeeeeiet e ees eeveaaes veveeenenns 99,000
SUPPLIES .evvies veeeiiiees eeeiieees ceeriteees ceerieeens ceesiaeees ceerveees ceenareenns 18,000
MerchandiSe INVENTOTY ........c. uveerriies cuveeriies cereeriies reeeniiees eeeeieeas 93.000
Total CUITENT ASSELS.... c.eeriiiers ceiieriies eeriieeie ceeeeiees cereeniees eeenieeeae $237,000

b.  Accounts payable ..... ... veiiiiie e e e e $ 69,000
Long-term debt........c. cviiiiiis ciiiiiies e et e e 120,000
COMIMON STOCK «.eveniee et et ee e et eee e e eees eeeeeenns 30,000
Retained €arnings ...... coccoeveves vveeviies ciieeniies cereeniees e e 177.000
Total liabilities and stockholders’ equity ..... ....cccce voeeiiens ceieenee. $396,000

Co INEE SALES et et e e et e e e $420,000
Cost of 200ds SOIA..... .eoeviiiies et et et e ceeieens (270,000)
GIOSS PIOIt .. eeiiiiies ceieiieiies cteieries ceteeieetes ceeetenee erresaeens eeseeseens $150,000
SEIVICE TEVEIIUE .cvvvvnt ceveeeiiiis ceeeeeeeeee eeeeeeees eeeeraaas eereeeeeree crreeereeas 60,000
Depreciation EXPENSE ........cce ceeerriees seveeriiees ceteeniees reeeniees reeeieeas (36,000)
SUPPLIES EXPEINSE ..eeent vevirieans cerriiees ceeriteens ceenieees ceerireesns cesnireenns (42,000)
Earnings from operations (operating inCOME)........c.. «eceevver veerueene $132,000

d. Earnings from operations (operating inCoOme)........... weceveeeeue vveruveens $132,000
INEETESt EXPEINSE ...vvvres veeeriiiees veeeiiiees eeeiiteens ceeriiieens ceerbeeens ceenaveenns (12.000)
Earnings before taxes .......cc.. coceevves eeviieit vverieens e e $120,000
INCOME tAX EXPENSE ... .eeevvirer weeeriiieen veeeiieens ceeriiieens ceerreeens ceeniveenns (36.000)

NEUINCOMIE vv eeeeeeeeee eeeeeeeee e aeeeeeeeeee ceeeeeaeeee eeveeraae aeeeeeneees $ 84,000

e. $36,000 income tax expense / $120,000 earnings before taxes = 30% average tax

rate

f. Retained earnings, January 1, 2019 .. ....cccoct voiiiiiit et e, ?
Net income for the Year......... cocevves viiiriiies i e e, $ 84,000
Dividends declared and paid during the year ........... cccccceeeet vevnnenns (48.000)
Retained earnings, December 31, 2019 ........ cccoviies viiiiiies ieeeen, $177.000

Solving the model, the beginning retained earnings balance must have been
$141,000, because the account balance increased by $36,000 during the year to an
ending balance of $177,000.

P2.18.
A SNt e e e e e e e $ 20,000
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ACCOUNLES TECEIVADIE .. covvveeees ceieiiiiit oottt e ees eevvavs eeveeenenns 28,000
MerchandiSe INVENTOTY .....cc.ee cuveeeries crveeriies crreeriees creeenvees veeeneeens 106,000
Total CUITENE ASSELS.... cvveieviees cerieeries eeeteeees ceeeireees cerreeerees eeereeanns $ 154,000
Less: Accounts payable *...... ....cccoces iiiiiiit viiiiiens e e (13.000)
Current assets less current [iabilities. ........... coeeeeeees vevviivieee ceeeeeennns $ 141.000

* No other current liabilities are included in the problem.

D, TOtAl CUITENT ASSEES et voueeieeees eeeeeeeeee eeeeeeeees eeeeeeeeen eeeeeeeee eeeereeeens $ 154,000
Land... oo it et e s e e e 19,000
EQUIPMENt ..... cveiiiiis it ittt ettt et e reeeaeeas 10,000
Accumulated depreciation..... .....ccee veeevieees veeeiieens eeriee s eeaeens (3.000)
TOtAl ASSELS ... weeviieiie et ettt eeeeeie e cereenee eeieeane $ 180,000

Co INEE SALES. ot oo e e et e e e e e $ 310,000
Cost of 200ds SOId..... .eooviiiies e et et e e, (220.000)
GIOSS PIOFIL .. ceviieieiis ceeeiieiies eeieriees ceeerieens cverreees ceesreeaes sesseenens $ 90,000
RENT EXPENSE . .eevviiiien it ceriiies ittt eeeeeeiee cerireeees ereeeeeans (9,000)
Depreciation EXPENSE .......ccee vveerviees ceveeriiies crveeriiees creeeniees reeeaeeas (1,500)
Earnings from operations (operating inCome)........... «ecceevees veeruennne $ 79.500

d. Earnings from operations (operating inCOmMe)........... weceveeeeve vveruneens $ 79,500
INEETESt EXPONSE .cccuvrrs evreeiies crreeriies crreeriies crreeniees reeesirees reeeaeeas (4,500)
Earning before taxes.. ......ccce voveeriies vviiiiiies iviiiies e e $ 75,000
INCOME taX EXPENSE ... wevreeires cereeriies crreeriies crreeriees reeeniees reeeaeeas (30.000)

NELINCOMIE vv eeeeeeeeee eeeeeeees e aeeeeeeeeee ceeeeaaeeee eevearaee aeeeeeneees $ 45,000

e. $30,000 income tax expense / $75,000 earnings before taxes = 40% average tax

rate

f. Retained earnings, January 1, 2019... ...ccccocct veiiiiiit et e ?
Net income for the year......... cocccevces evviieiit vveiiiens e e $ 45,000
Dividends declared and paid during the year ........... ccccoeeuees ceeeenneen. (32.000)
Retained earnings, December 31, 2019 ........ ccooooeeet eiviiiint v $122,000

Solving the model, the beginning retained earnings balance must have been
$109,000, because the account balance increased by $13,000 during the year to an
ending balance of $122,000.
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P2.19.
a. BREANNA, INC.
Income Statement
For the Year Ended December 31, 2019

INEE SALES et eeeeeeee e e eeeeee eeeeeeeeee eeeeaeee eeeeereees eeeeeaaan $800,000
Cost of 200ds SOId..... .eoociiiit vt et et e e (512.000)
GIOSS PIOFIt .. oeviiiies cereiieiies cveieies cereeieeies ceeeiees sesresreens eereeaeens $288,000
Selling, general, and administrative eXpenses .......... «occeceees ceveeenee. (136,000)
Earnings from operations (operating inCome)........... «oceevees veerveenne $152,000
INEETESt EXPENSE ..eiirees wirieeiiit ceeriiiies citteeees eeeeeiiee cerrareees ceveeeennns (24,000)
Earnings before taxes ........... coveveeves vevieviiens eerieiens ceeriesies cveereenens $128,000
INCOME taX EXPENSE ... weevvrreiir cerriiiies citieeees eeeeeiiee ceriireees cevreeenans (32,000)
NELINCOIMIE ... wevvvieiies ceveiiiiee eeeeeeieien rrreeeeees cerrirreee ceeeeeeiees srereeeeens $ 96,000
BREANNA, INC.

Statement of Changes in Stockholders’ Equity
For the Year Ended December 31, 2019
Paid-in capital:

COMMON STOCK wevvieie et eeeeeeees e eeeeeeee eeeeeeeens $360,000
Retained earnings:
Beginning balance..... .....cccce. coevenies eirenes e e $ 92,000
Net income for the year ........ coccoevvves civiviies e e, 96,000
Less: Dividends declared and paid during the year .. ........... (48.000)
Ending balance ......... coccooovies ciiiniiies i e e, 140,000
Total stockholders’ equity..... ...ccocoees evrieeiie voveeiiens e, $500.000
BREANNA, INC.
Balance Sheet
December 31, 2019
Assets:
Cash .. e e et e e e e $260,000
ACCOUNLS TECEIVADIE .. wevvveeees veeeiiii et e eee eevveenes 40,000
Merchandise INVENTOTY .......c.. voceevees vevrieeecns vveriees ceveeneen 148.000
TOtal CUITENT ASSELS..ee veeeeeeee eeeeeeeeee eeeeeeees aeeeeeeee eeeereaaas $448,000
EqQUIpment ... .cooccoveit viiriiint et s et e 480,000
Less: Accumulated depreciation ....... c.cecccees cevevevees ceveennien. (208,000) 272,000
TOtAl ASSELS ..ee eveeeiiies cereeeiies eeeeriies eeeeriees reeeees aeeeaeeas $720,000
Liabilities:
Accounts payable ...... c.occcoeves eevieiies et s e $ 60,000
Long-term debt.......... coveriiens ceiiiiies e e e, 160.000
TOtal HADITIEIES wveeevves ceeeeeeies eeeeeeees eeeeeeeeees e eeeees oeeeeeaeas $220,000
Stockholders’ Equity:
COMMON STOCK +eiiiiie eeeeeeee et e e e s e $360,000
Retained €arnings ..... ...cccce covieviies evvieeiis v e, 140,000
Total stockholders’ equity..... ...cccocee veveeeiees ceveeiens e $500,000
Total liabilities and stockholders’ equity ...... .cccoceevue evneeee. $720.000
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P2.19. (continued)

b. $32,000 income tax expense / $128,000 earnings before taxes = 25% average tax
rate.

c. $24,000 interest expense / $160,000 long-term debt = 15% interest rate. This
assumes that the year-end balance of long-term debt is representative of the average
long-term debt account balance throughout the year.

d. $360,000 common stock / 36,000 shares = $10 per share par value.

e. $48,000 dividends declared and paid / $96,000 net income = 50%. This assumes
that the board of directors has a policy to pay dividends in proportion to earnings.

P2.20.
a. SHAE, INC.
Income Statement
For the Year Ended December 31, 2019
INEE SALES .t e e e e e es eeeeeeeeee —eeeeeeeee eeeeeaaens $300,000
Cost of 200ds SOI...... .eovciiie et ettt et et e (180,000)
GIOSS PIOfIt c.vs weeeieiieis ceeieiiees creeiieies cteieies cereeteeees ceeeeeee sesvensenns $120,000
Selling, general, and administrative €Xpenses .......... oocceeres ceveveennns (24,000)
Earnings from operations (operating inCoOme) ........... woceeeevees vevevenne $ 96,000
INEETESt EXPEINSE...uvviers vevriiiens eeriieens ceeriiees ceerireees ceerireens cenreeenns (16,000)
Earnings before taxes. ......ccc. vovveriies eviiiies ceeiiees e e $ 80,000
INCOME tAX EXPENSE..... .eevviriees ceeriieens ceeriiees ceerireees ceeiireenns cerveeenns (28,000)
INEE INCOMIC ... weieiriiies eiieriiies teeeitees reeeiiees eeeeiiiees eeesreees eeenneens $ 52.000
SHAE, INC.

Statement of Changes in Stockholders’ Equity
For the Year Ended December 31, 2019
Paid-in capital:

COMMON SEOCK weeeieiee et s et e e e e e e $ 70,000
Retained earnings:

Beginning balance...... .....cccce. ovieviies coreeiies e e $ 43,000

Net income for the year ........ cccccces eeviiiies cveviees e 52,000

Less: Dividends declared and paid during the year-... ........... (13,000)

Ending balance .......... cccoccceeet i s et e 82,000
Total stockholders’ equity ..... c.ccccceert eeviieest ceeiieees e $152.000

P2.20. (continued)
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a. SHAE, INC.
Balance Sheet
December 31, 2019
Assets:
Cash .o e s e e e e $ 64,000
Accounts reCeivable .. .ooovvenes coeeei et s e, 40,000
MerchandiSe INVENTOTY .......cee eveevvees everiiiees eeerieees veeenieens 88.000
TOtal CUITENT ASSELS oo ceeeeees eeeeeeeeeen eeeeeeeeee eeereeeeee eevreeeaans $192,000
Buildings and equipment ....... ....cccces ceveriiiees eveniieen e 168,000
Less: Accumulated depreciation........ ....cceecee veveviees cveeenen. (72.000) 96.000
TOtal ASSELS..... wevvieries creeiieet et e e e $288.000
Liabilities:
Accounts Payable....... coovveeier coverieries e e e $ 30,000
Accrued HabIlItieS ...cc. vuveeeeees e et ceeeeeeeeee e 6,000
Notes payable (Iong term)...... ..cooccees everviees eveniiees eeeneeene 100,000
Total Habilities .....ccccve ceeeriieis e s s e $136,000
Stockholders’ Equity:
COMMON STOCK .evvieiee et eeeeeeees e eeeeeeee eeeeeaeen $ 70,000
Retained €arnings ...... ccccooceees ceveeviiies ceveviiiees eeeniiees eeeniens 82,000
Total stockholders’ equity ..... ..ccccceeet ceieeiies eeiieiis e $152,000
Total liabilities and stockholders’ equity....... cocccceer vevvennnee. $288.000

b. $28,000 income tax expense / $80,000 earnings before taxes = 35% average tax
rate.

c. $16,000 interest expense / $100,000 notes payable (long-term) = 16% interest rate.
This assumes that the year-end balance of long-term debt is representative of the
average long-term debt account balance throughout the year. If large amounts of cash
had been borrowed near the end of the year, then the interest rate charged on long-term
debt would be greater than 16% because the average debt outstanding would have been
less than $100,000. Likewise, if large repayments of long-term debt had occurred near
year-end, then the interest rate was less than 16% because the average outstanding
long-term debt would have been greater than $100,000.

d. $70,000 common stock / 14,000 shares = $5 per share par value.

e. $13,000 dividends declared and paid / $52,000 net income = 25%. This assumes that
the board of directors has a policy to pay dividends in proportion to earnings.

P2.21. Stockholders’
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Assets = Liabilities + Equity

a. Borrowed cash on a bank loan + + NE
b. Paid an account payable - - NE
c. Sold common stock + NE +
d. Purchased merchandise inventory on account + + NE
e. Declared and paid dividends - NE -
f. Collected an account receivable NE NE NE
g. Sold inventory on account at a profit + NE +
h. Paid operating expenses in cash - NE -
i. Repaid principal and interest on a bank loan - - -
P2.22.
a. Stockholder’s
Assets = Liabilities + Equity
August 1, 2019 totals....... $700,000 $500,000 $200,000
August 3, borrowed $50,000 in cash from the bank .............. + 50,000 + 50,000 0
NEW t0talS. ... veei e $750,000 $550,000 $220,000
August 7, bought merchandise inventory valued at
$75,000 ON ACCOUNL .ceeteet eeeeeeeeeees eeeeeeeeeeeeeeeeeeeeeee e e eeeeee +75,000 +75,000 0
INEW LOLALS ... et oo ettt e eeae e $825,000 $625,000 $200,000
August 10, paid $25,000 cash operating expenses ...... ............. —25,000 0 _=25.000
NEW tOLAS ... coovviiiiies et et cveeeaeens $800,000 $625,000 $175,000
August 14, received $120,000 in cash from sales ...... ............. +120,000 +120,000
of merchandise that had cost $72,000 .......ccooovvveveee veveeeeenn —72.000 0 —=72,000
NEW tOLAS ... coovviiiiies e et cveeeaeens $848,000 $625,000 $223,000
August 17, paid $60,000 owed on accounts payable..... ........... —60,000 _—60,000 0
NEW tOtalS.... coveeeiiiiies e e e $788,000 $565,000 $223,000
August 21, collected $44,000 of accounts receivable............... 0 0 0
NEW tOLAlS ..... it et s aeeanaaaans $788,000 $565,000 $223,000
August 24, repaid $10,000 to the bank, plus $1,000 interest..... -31,000 -30,000 —1,000
NEW tOLAlS ..... it s s aeeanaaaaes $757,000 $535,000 $222,000
August 29, paid Rudy Gandolfi a $15,000 cash dividend ........ — 15,000 0 —=15.000
August 31, 2019 totals..... $742,000 = $535,000 + $207

b. Total revenues were $120,000 (from sales) and total expenses were $98,000 (which
included $72,000 of cost of goods sold, $25,000 of operating expenses, and $1,000 of
interest expense). Thus, net income was $22,000 ($120,000 - $98,000).

Alternative calculation: Stockholder’s equity increased by $7,000 during the month of
August (see answer to part c), even though a $15,000 cash dividend was declared and
paid to Rudy Gandolfi. Since there were no capital stock transactions during the month,
net income was $22,000. ($200,000 beginning stockholder’s equity, plus $22,000 net
income, minus $15,000 dividends, equals $207,000 ending stockholder’s equity.)

August 1  August 31 Net Change

Total ASSELS ... weveeeeeees ceeeeee e $700,000 $742,000 $42,000
Total 1iabilities ........c. vovvuvveees vevreenas 500,000 535,000 35,000
Total stockholder’s equity..... ........... 200,000 207,000 7,000

P2.22. (continued)
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d. Rudy Gandolfi’s stockholder’s equity increased by $48,000 as a result of the sale on
August 14th ($120,000 revenue - $72,000 cost of goods sold). His stockholder’s equity
decreased by $25,000 for the operating expenses recorded on August 10th, by $1,000 for
the interest expense recorded on August 24th, and by $15,000 for the cash dividend
recorded on August 29th. In other words, his stockholder’s equity was increased by
revenues, and it was decreased by expenses and dividends.

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

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

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

P2.23.
Amounts shown in the balance sheet below reflect the following use of the data given:

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

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

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

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

e. The retained earnings account balance represents the difference between cumulative net
income and cumulative dividends.
P2.23. (continued)
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Assets: Liabilities and Stockholders’ Equity:
(@7 ] + H SN $ 3,500 Note payable .......ccccoeeeeeer ererrreneennes $ 12,000
17,000  Accounts payable............ ..... 16,000
55,000 Total liabilities ............ ..... $ 28,000
$90,000 Common StocK .....ccveevveen vene 40,000
(30,000) _ 60,000  Retained earnings........... ..... 67.500
Total stockholders’ equity........... 107,500
$135,500  Total liab.and stockholders’ equity.. $135,500
P2.24.
EPSICO, INC.
Balance Sheets
December 31, 2019 and 2018
(Amounts in thousands)

Assets 2019 2018 Liabilities 2019 2018

Current assets: Current liabilities:

Cash..ooes e e, $ 456 $ 360 Notepayable....... .ccoovrerers crrrerrrrennen. $ 588 % 480

Accounts receivable............... 1,512 1,440  Accounts payable.......................... 1.476 1,320

Inventory ......ccoeees veveveennenne 2.892 2,760 Total current liabilities.... .......... ... $2.064  $1.800

Total current assets ............. $4.860 $4.560 Long-termdebt.....ccceveeee eveeee. ... $ 720 $ 960

Land....... cooeeevecines e $ 300 $ 300 Stockholders’ Equity

Equipment.........cc. voveveevrienene 4,680 4,500 Common StocK.... coceeeveeveee vuennenne ... $2,400 $2,400

Less: Accum. depreciation... (2.160) (1,920) Retained earnings.................. ...... 2.496 2,280

Total land & equipment....... $2.820 $2.880 Total stockholders’ equity. ... ....... $4.896  $4.680

Total aSSEtS ...ooveveere cevereernnens $7.680 $7.440 Total liabilities & stockholders’ equity. $7,680  $7.440

Solution approach:

1. Retained earnings, 12/31/18......... ocvevieees evierienit et eeieies ceeeieeneas $2,280
Net income for 2019 (ZIVEN) ....cee veriiiiin eiriiient et ceeiieees ceeriieens 312
Dividends for 2019 (ZIVEN) ..ccveeet vivviiieet et ceeeiieens ceerieees ceeniieens (96)
Retained earnings, 12/31/19 ... oiiiiiiis i et et e $2.496

2. Cash at 12/31/19 is $96 more than at 12/31/18.

3. Cost of equipment at 12/31/19 is $180 more than the balance at 12/31/18.

4. Land balance at 12/31/19 is the same as at 12/31/18. Fair market value is
irrelevant.

5. Calculate total current assets, total land and equipment, and total assets.

6. Total assets can then be used for total liabilities and stockholders’ equity.

7. Total stockholders’ equity is calculated and added to total current liabilities. This
amount is subtracted from total liabilities and stockholders’ equity to determine
long-term debt.

P2.25.

2017 2016
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For the years ended November 26 and 27, respectively:

S B EeA ) 110 1< N $4,904,030 $4,552,739
Cost of 200ds s0Id.........oeiiiiiii i 2,341,301 2,223,727
Gross profit... 2,562,729 2,329,012
Selling, general and admlnlstratlve expenses ................ 2,095,560 1,866,805*
Operating income . e 467,169 462,207
Interest expense, and other expenses and losses net ...... 118,388%* 54.947%*
Income before income taxes.. 348,781 407,260
Income tax expense 64,225 116,051
NEt iNCOME......viviviiniiiniiieiieciseereeseceieeeee e eeeeee. 3 284,556 $ 291,209

* Includes $312 of net restructuring charges, so 2016 selling, general and
administrative expenses exclusive of these charges = $1,866,493 ($1,866,805 -
$312). This is the amount most directly comparable to the S,G&A expenses
calculated for 2017 of $2,095,560.

** Includes the following items:

INtErest EXPENSE. . ..vovivininiterireretiieiieeeeerenenann $ 68603 §$ 73,170
Loss on early extinguishment of debt..................... 22,793 ---
Other (INCOME) EXPENSE.....veruernirrienianeineaneaneannnns 26,992 (18.,223)
118,388 54,947
As at November 30 and 24, respectively:
TOtAl SSELS. ... eeiieieieeee ettt et e e eee e sae e $3,354,692  $2,987,096
Total Habilities.... ... .ooorierierieiee e 2,525,269 2,395,975
Total stockholders' €qUity.........ccceevvervvercreecieeeenieeieenennes 829,423*%*  591,121%%*

*** Includes temporary equity of $127,035 in 2017 and $79,346 in 2016.

P2.26.
a 2017 2016
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NEL SALES .oviet vt oot creveiees eeereeres ceerenens $229,234  $215,639
CoSt Of SALES .. .eeeeviee et e e (141,048) (131,376)
Gross Profit ... .eoeeceees veveiiiiees et ceeieees cevieens $ 88,186 $ 84,263
Gross profit/net sales. .......cce. covevvieees eevvieenn eeeieenns 38.5% 39.1%

Apple was able to achieve amazingly high sales growth rates for more than a
decade since the introduction of the iPod in 2001, and in subsequent years with the
introduction of the iPhone in 2007 and iPad in 2010. The company has now grown
to a size and scale of operations where it has become difficult to maintain high
sales growth rates on a percentage basis, although in absolute terms the nearly
$13.6 billion increase in net sales from 2016 to 2017 is still a remarkable
achievement.

The 0.6% decrease in the gross profit/net sales ratio during the year ended
September 30, 2017 was not terribly significant. For your reference, here is
Apple’s 5-year trend for these data:

2017 2016 2015 2014 2013
Net sales ........ couueeee. $229,234  $215,639 $233,715 $182,795 $170,910
Cost of sales .. ........... (141,048) (131.,376) (140,089) (112,258) (106,606)
Gross profit ... ........... $ 88,186 $ 84263 $ 93,626 $ 70,537 _$64.304

Gross profit/net sales. 38.5% 39.1% 40.1% 38.6% 37.6%

b. 2017 2016
Gross profit (from part a above) ....... cccceeeeer cveeneee. $88,186 $84,263
Research and development expenses ........... ..c........ 11,581 10,045
Selling, general, and administrative expenses .......... 15,261 14,194
Operating INCOME ... ..cocveever voveririens cereeniees eeieennn $61.344 $60.024
Operating income/net sales ... ......ccce. evvcveeens eveieenns 26.8 % 27.8%

Operating income as a percentage of net sales decreased slightly (by only 1.0%)
during the fiscal year ended on September 30, 2017, which reflects well on Apple’s
consistency of operations and predictability of earnings.

C. 2017 2016
Operating income (from part b above) ......... .c......... $61,344 $60,024
Other INCOME, NEL ... veveveiiies ceeeeeeeiet eeeeeeees eeveeenaann 2,745 1,348
Income before taxes .. ....c.cccee veeveeeien vevveeiees e, $64,089 $61,372
Provision for income taxes.... ....ccccce. coveeeeeenr veveennnee. (15,738) (15,685)
NEt INCOME ... coveiviier ceeeeeieis et eeeeeiees ceveeeeans $48.351 $45.687

Solution approach: The “Income before taxes” line has been added to emphasize
the importance of understanding the difference between operating items and non-
operating items on the income statement. The problem could be solved without
calculating this number.

C2.27.
In parts a, b and d, if students are willing to share the different kinds of assets,
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liabilities, revenues, expenses, and cash flows they have identified, this case can be
used to review the basic characteristics of the balance sheet, income statement, and
statement of cash flows.

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

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

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

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

e A student may be employed on a part-time (or full-time) basis throughout
the semester, which may generate more cash flow than she was able to
accumulate during the summer preceding the fall semester.

TAKE-HOME QUIZ —CHAPTER 2 NAME
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TAKE-HOME QUIZ —CHAPTER 2 (continued)

1. Complete the balance sheets for Marstore, Inc., at December 31, 2019 and 2018. Identify
your strategy by listing, in general, the sequence of steps you used to find the unknown amounts.

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

3. Prepare a Statement of Changes in Retained Earnings for the year ended December 31, 2019.
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TAKE-HOME QUIZ KEY—CHAPTER 2

1. e« Use information in the statement of cash flows to determine either the beginning or ending
amounts for assets and liabilities. For example, accounts receivable decreased $8,000, so at
the end of 2019 the balance was $31,000.

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

» Using total stockholders' equity at the end of 2018, solve for retained earnings at that date.

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

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

MARSTORE, INC.
Balance Sheets
December 31, 2019 and 2018

2019 2018 2019 2018
Current assets:
Cash.....ooovvviiiiiiiiil. $37,000 $17,000 Accounts payable........ $12,000 $18,000
Accounts receivable...... 31,000 39.000 Long-term debt.......... 18,000 20,000
Total current assets.... $68,000 $56,000 Total liabilities........... $30,000 $38.000
Store fixtures.............. $28,000 $24,000 Common stock........... $20,000 $20,000
Less: Accumulated Retained earnings....... 33,000 15,000
depreciation............ (13,000)  (7,000) Total s’holders’ equity.. $53,000 $35,000
Net store fixtures......... $15,000 $17,000 Total liabilities and
Total assets................ $83.000 $73.000 s’holders’ equity...... $83.000 $73,000

2. No. The balance sheet shows the original cost of assets, less accumulated depreciation, which
for accounting purposes is that portion of the cost of the asset that has been "used up."
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3. Retained earnings, 12/31/18......ccooiiiiiiiiiiieiee et $15,000
Add: Net income for the YEar..........covueiiiiiiiiiiiiiiieieeeeeeeee e 23,000
Less: Dividends declared and paid ..........cccceeeviiieniiiiiniieiniieeeeeiee e (5.000)
Retained earnings, 12/31/19.....cc.uiiiiiiiie e $33.000
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