Chapter 3

Accrual Accounting and the Financial Statements
(10 min.)  S 3-4
Req. 1a)

	Dec. 31
	Rent Expense ($6,000 ( 2/3)

	4,000
	

	
	
Prepaid Rent

	
	4,000

	
	To record rent expense.
	
	


	Prepaid Rent
	
	Rent Expense

	Nov. 1
	6,000
	Dec. 31
	4,000
	
	Dec. 31
	4,000
	
	

	Bal.
	2,000
	
	
	
	Bal.
	4,000
	
	


Req. 2

	Dec. 31
	Supplies Expense ($800 – $500)

	300
	

	
	
Supplies

	
	300

	
	To record supplies expense.
	
	


	Supplies
	
	Supplies Expense

	Dec. 1
	800
	Dec. 21
	300
	
	Dec. 31
	300
	
	

	Bal.
	500
	
	
	
	Bal.
	300
	
	


(10 min.)  S 3-5
Req. 1

	
	
	Amounts in dollars ($)

	1.
	Jan.   1
	Computer Equipment

	30,000
	

	
	
	
Cash

	
	30,000

	
	
	Purchased computer equipment.
	
	

	
	
	
	
	

	2.
	Dec. 31
	Depreciation Expense –
	
	

	
	
	Computer Equipment 
($30,000 / 3)

	
10,000
	

	
	
	Accumulated Depreciation –
	
	

	
	
	Computer Equipment


To record computer depreciation

expense for the year.
	
	10,000


Req. 2

	Computer Equipment
	
	Accumulated Depreciation – Computer Equipment
	
	Depreciation

Expense –

Computer Equipment

	Jan. 1
	30,000
	
	
	
	
	
	Dec.  31
	10,000
	
	Dec. 31
	10,000
	
	

	Bal.
	30,000
	
	
	
	
	
	Bal.
	10,000
	
	Bal.
	10,000
	
	


Req. 3

	Computer equipment

	  $30,000

	Less accumulated depreciation

	   (10,000)

	Carrying amount

	  $20,000


(continued)  S 3-5
Req. 4

	Income statement:
	

	
Depreciation expense – computer equipment

	$10,000

	
	

	Balance sheet:
	

	
Computer equipment

	$30,000

	
Less accumulated depreciation

	(10,000)


(5-10 min.)  S 3-10
	Unadjusted amount of Prepaid Rent:
	$6,000

	
	

	Adjusted amount of Prepaid Rent:
	$0


	Unadjusted amount of rent expense:
	$0

	
	

	Adjusted amount of rent expense:
	$6,000


(5 min.)  S 3-14
	a. 


	Entertainment Centre Ltd.’s current ratio is

	
	Current assets
	=
	66,400
	=
	1.24

	
	Current liabilities
	
	53,600
	
	


	b. 


	Entertainment Centre Ltd.’s debt ratio is

	
	Total liabilities
	=
	67,100
	=
	0.69

	
	Total assets
	
	97,900
	
	


	c. 


	Entertainment Centre Ltd.’s net income as a percentage of sales revenue ratio is

	
	Net income
	=
	3,500
	=
	0.02

	
	Sales revenue
	
	174,500
	
	


Entertainment Centre Ltd.’s current ratio of 1.24 is in the mid-range of current ratio. This current ratio indicates ECL should be able to pay all current liabilities with current assets.

Entertainment Centre Ltd.’s debt ratio of 0.69 is within the normal debt ratio range. This ratio indicates that ECL is not financing a high proportion of its assets by debt.

Entertainment Centre Ltd.’s net income as percentage of sales revenue indicates that 2 cents of every dollar of revenue ends up as income. This means most of revenue is being absorbed by costs. Either an increase in revenues through change in selling price or reduction of costs must be considered.

All ratios indicate a satisfactory performance by ECL; however, there is room for improved performance.

(5-10 min.)  E 3-16
	
	
	(All amounts in millions)

	
	
	
	

	
	Statement
	
	Report

	1.
	Income statement
	Sales revenue

	$4,000

	
	
	Operating expenses

	800

	
	
	
	

	
	Balance sheet
	Accounts receivable

	$   400

	
	
	Accounts payable

	700

	
	
	
	

	2.
	Cash basis would report only the cash transactions of the company.


	
	Statement
	
	Report

	
	Income statement
	Sales revenue

	$4,100

	
	
	Operating expenses

	800

	
	
	
	

	
	Balance sheet
	Accounts receivable

	0

	
	
	Accounts payable

	0


(15-20 min.)  E 3-21
Req. 1

	Adjusting Entries

	
	ACCOUNT TITLES 
	DEBIT
	CREDIT

	
	
	
	
	

	
	a.
	Insurance Expense ($700 + $2,100 – $800)
	2,000
	

	
	
	
Prepaid Insurance

	
	2,000

	
	
	
	
	

	
	b.
	Interest Receivable

	900
	

	
	
	
Interest Revenue

	
	900

	
	
	
	
	

	
	c.
	Unearned Service Revenue ($800 – $300)
	500
	

	
	
	
Service Revenue

	
	500

	
	
	
	
	

	
	d.
	Depreciation Expense

	6,200
	

	
	
	
Accumulated Depreciation

	
	6,200

	
	
	
	
	

	
	e.
	Salary Expense ($9,000 ( 3/5)

	5,400
	

	
	
	
Salary Payable

	
	5,400

	
	
	

	
	

	
	f.
	Income Tax Expense ($20,000 ( 0.25)

	5,000
	

	
	
	
Income Tax Payable

	
	5,000

	
	
	
	
	


(continued)  E 3-21
Req. 2

	Net income overstated by omission of:
	
	

	
Depreciation expense

	$  6,200
	

	
Salary expense

	5,400
	

	
Income tax expense

	  5,000
	

	
Insurance expense

	    2,000
	

	
Total overstatement

	
	$18,600

	
	
	

	Net income understated by omission of:
	
	

	
Interest revenue

	$  900
	

	
Service revenue

	       500
	

	
Total understatement

	
	    1,400

	
	
	

	Overall effect — net income overstated by..
	
	$17,200


(15-25 min.)  E 3-30
	Journal

	DATE
	ACCOUNT TITLES AND EXPLANATION
	DEBIT
	CREDIT

	
	
	Adjusting Entries
	
	

	December
	31
	Unearned Service Revenue

	6,700
	

	
	
	
Service Revenue ($19,500 – $12,800)

	
	6,700

	
	
	
	
	

	
	31
	Salary Expense ($4,900 – $4,000)

	900
	

	
	
	
Salary Payable

	
	900

	
	
	
	
	

	
	31
	Rent Expense ($1,400 – $1,200)

	200
	

	
	
	
Prepaid Rent

	
	200

	
	
	
	
	

	
	31
	Depreciation Expense ($300 – $0)

	300
	

	
	
	
Accumulated Depreciation

	
	300

	
	
	
	
	

	
	31
	Income Tax Expense ($1,600 – $0)

	1,600
	

	
	
	
Income Tax Payable

	
	1,600

	
	
	
	
	

	
	
	Closing Entries
	
	

	
	31
	Service Revenue

	19,500
	

	
	
	
Retained Earnings

	
	19,500

	
	
	
	
	

	
	31
	Retained Earnings

	8,200
	

	
	
	
Salary Expense

	
	4,900

	
	
	
Rent Expense

	
	1,400

	
	
	
Amortization Expense

	
	300

	
	
	
Income Tax Expense

	
	1,600

	
	
	
	
	

	
	31
	Retained Earnings

	1,000
	

	
	
	
Dividends

	
	1,000


Req. 1 
(45-60 min.)  P 3-55A
	The Rock Industries

	Adjusted Trial Balance

	January 31, 2011

	
	TRIAL BALANCE
	ADJUSTMENTS
	ADJUSTED TRIAL BALANCE

	ACCOUNT TITLE
	DEBIT
	CREDIT
	DEBIT
	CREDIT
	DEBIT
	CREDIT

	Cash
	8,000
	
	
	
	8,000
	

	Accounts receivable
	10,000
	
	(a) 2,000
	
	12,000
	

	Prepaid rent
	3,000
	
	
	(b)  1,000*
	2,000
	

	Supplies
	2,000
	
	
	(c)  2,000
	
	

	Furniture
	36,000
	
	
	
	36,000
	

	Accumulated depreciation
	
	3,000
	
	(d)  1,000**
	
	4,000

	Accounts payable
	
	10,000
	
	
	
	10,000

	Salary payable
	
	
	
	(e)  3,000***
	
	3,000

	Common shares
	
	26,000
	
	
	
	26,000

	Retained earnings
	
	13,000
	
	
	
	13,000

	Dividends
	4,000
	
	
	
	4,000
	

	Service revenue
	
	14,000
	
	(a)  2,000
	
	16,000

	Salary expense
	2,000
	
	(e) 3,000***
	
	5,000
	

	Rent expense
	
	
	(b) 1,000*
	
	1,000
	

	Utilities expense
	1,000
	
	
	
	1,000
	

	Depreciation expense
	
	
	(d) 1,000**
	
	1,000
	

	Supplies expense
	           
	           
	(c) 2,000
	    _____
	     2,000
	           

	
	66,000
	66,000
	     9,000
	      9,000
	72,000
	72,000


_____

*
$3,000 ÷ 3 = $1,000

**
$36,000 ÷ 3 = $12,000 ÷ 12 = $1,000

***
$5,000 × 3/5 = $3,000

(continued) P 3-55A
Req. 2

	The Rock Industries Ltd.

	Income Statement

	For the Month Ended January 31, 2011

	Revenues:
	
	

	
Service revenue
	
	$16,000

	Expenses:
	
	

	
Salary expense
	$5,000
	

	
Supplies expense
	2,000
	

	
Rent expense
	1,000
	

	
Utilities expense
	1,000
	

	
Depreciation expense
	  1,000
	

	

Total expenses
	
	   10,000

	Net income
	
	$  6,000


	The Rock Industries Ltd.

	Statement of Retained Earnings

	For the Month Ended January 31, 2011

	Retained earnings, December 31, 2010
	$13,000

	Add:
Net income for the month
	    6,000

	
	19,000

	Less:
Dividends
	   (4,000)

	Retained earnings, January 31, 2011
	$15,000


(continued)  P 3-55A

Req. 2

	The Rock Industries Ltd.

	Balance Sheet

	January 31, 2011

	ASSETS
	LIABILITIES

	Current assets:
	
	Current liabilities:
	

	
Cash
	$  8,000
	
Accounts payable
	$10,000

	
Accounts receivable
	12,000
	
Salary payable
	    3,000

	
Prepaid rent
	    2,000
	Total current liabilities
	13,000

	
   Total current  assets
	22,000
	

	
Furniture
       $36,000
	
	SHAREHOLDERS’ EQUITY

	
   Less:
Accum.
	
	Common shares
	26,000

	



dep’n.    (4,000)
	32,000
	Retained earnings
	  15,000

	
	
	Total shareholders’ equity
	  41,000

	
	             
	Total liabilities and
	

	Total assets
	$54,000
	
shareholders’ equity
	$54,000
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