How is this textbook different?
Understanding how a textbook is structured may seem ridiculous to cover but this textbook is interactive so make sure you read the following.
1.  Videos:  a portion of this course is taught through videos.  That means that the content from the videos is testable on either the midterm or the final exam....or both!  In addition, this content will NOT be taught in class.
To help you learn from videos the textbook has questions (and spaces for answers), embedded in the textbook.  You need to answer these questions while watching the videos.
2.  Blast from the past:  starting in Chapter 2 there are questions at the front of every chapter that test your knowledge of concepts from the previous chapters.  Be sure you can answer these questions as they are concepts that you need to understand in order to move forward in the new chapter.
Solutions to Blast From The Past questions are available at the end of every chapter so you can check your work, find your errors, and correct them.
3.  Check your understanding:  throughout the chapter, as soon as a new concept is introduced, there are questions embedded in the chapter that immediately test if students understood the new concept.  Doing these questions INDEPENDENTLY, without looking at your notes or the textbook, will help you determine if you understood what you just learned.
Solutions to the Check Your Understanding questions are available at the end of every chapter so you can check your work, find your errors, and correct them.
4.  What do I need to know for the midterm or final exam:  at the end of every chapter there is a specific and detailed listing of what you need to understand.  You can use this listing when you are creating your notes.  In fact, the best way to use the listing is to put it at the top of a page, then answer it when you read the textbook and watch the videos.  This will then give you study notes for the midterm and final exam.
5.  In Class Demo Questions:  these are the questions that instructors will cover in class.  Instructors will not be lecturing.  Instead, they will be TEACHING using the questions.  It is highly recommended that you ATTEMPT these BEFORE class although you will be given time, in class, to do them.
Solutions to the In Class Demo Questions will NEVER be released.  The only way you will get the solutions is if you attend class.
6.  Practice Questions:  these are the end of chapter questions that every textbook has but with a twist.  Every chapter has questions from both the current chapter and all past chapters.  That means, for instance, that Chapter 4 will have questions from Chapter 1, 2, 3, and 4 in the end of chapter questions. WHY?  So you practise concepts over time, which has a huge effect on your learning.
Solutions to Practice Questions are also available to you at the end of each chapter.  It is HIGHLY RECOMMENDED that you attempt the questions several times BEFORE you check out the solution.  
Remember - learning something new is hard.....don't take the easy way out and just look at the solution.  That's not learning.
Let's get started with Chapter 1!


Chapter 1 – Introduction to Accounting
What is a business?
"The activity of making, buying, or selling goods or providing services in exchange for money."
(Downloaded from http://www.merriam-webster.com/dictionary/business)
That's the definition according to Merriam-Webster and it focuses on for-profit businesses, which are businesses whose purpose is to make a profit.  Note that there are other types of businesses such as not-for-profit (charities) or barter businesses (exchange one good or service for another); however, the focus of this course is on for-profit businesses.
What does a business do?
That depends on which business sector a business is in.
Video - What are the three main business sectors?
Businesses are divided into one of three main business sectors.  After watching this video you should be able to define the sectors and categorize businesses into one of the three business sectors.
 https://www.youtube.com/watch?v=8KDxAWfMwf4
 (
The content of the videos in this course are testable.  This content may be on both your midterm and your final exam.
)



After watching the video, answer the questions on the following page.
 (
You can ONLY obtain the answer to these questions, which will be tested on the midterm and the final exam, by watching the videos before class!
)

1.  Write a definition of the primary sector.  What industries would be categorized in the primary sector?  
	

	

	

	

	

	

	



2.  Write a definition of the secondary sector.  Give examples of three businesses that would be categorized in the secondary sector.  
	

	

	

	

	

	

	



3.  Write a definition of the tertiary sector.  Provide the names of three companies that would be categorized in the tertiary sector (e.g. Canadian Tire).  
	

	

	

	

	

	

	



[bookmark: CYU1]Check your understanding
 (
Check your understanding questions are for
 you to 
practi
s
e.  The solution
s are at the end of the chapter
 BUT you only learn if yo
u attempt the questions 
FIRST.
)

CYU1-1
A fashion designer would be categorized in which business sector?  Be sure to explain WHY you think it belongs in that sector.
	

	

	

	

	

	



What is our focus?
In this course our focus will be the tertiary sector, concentrating first on retailers and then on wholesalers.  A retailer earns a profit by reselling goods or providing services to consumers (also called the public) in order to satisfy their wants and needs.  A wholesaler buys large quantities of goods from manufacturers, warehouses them, and then resells them to retailers.  Wholesalers do not sell to consumers (the public).  
Who cares about a business and why?
Stakeholders care about a business.  Stakeholders are individuals or groups who either affect the business or are affected by the actions of the business.  All stakeholders have objectives, something they want from their relationship with the business.  Stakeholders can be either internal or external.  Internal stakeholders work for the business.   Their objectives generally relate to their ability to keep their jobs, do their jobs more efficiently, get promoted, and get paid for their work.  External stakeholders are outside of the business and their objectives generally relate to decisions they will make about money (also called resource allocation decisions) or about how the business can affect them, either positively or negatively.
	Internal Stakeholders:

	Stakeholder
	What They Want

	General Employee
	Earn high wages and keep their jobs

	Marketing manager
	Effect of advertising (marketing campaigns)

	Company lawyer
	Ensure laws are followed

	Tax manager
	Ensure taxes are minimized and tax laws are followed

	Owners (or sole proprietor)
	Maximize profit, grow/expand the business






	External Stakeholders:

	Stakeholder
	What They Want

	Shareholders (of a corporation)
	Decide to invest or not invest, earn income from their investment

	Governments
	Ensure businesses pay taxes, employ more people, follow laws

	Customers
	Buy quality products at low prices, get the best warranties on products or services

	Suppliers
	Sell products/services to the business, get paid on time and in full

	Creditors (banks)
	Decide whether to lend money and how much, ensure business repays loan plus interest on time

	Society/Community
	Employ people from the community, improve the standard of living, run their businesses in an ethical manner, reduce/eliminate any negative environmental effects of their business practices, support local charities


 (
The content of the videos in this course are testable.  This content may be on both your midterm and your final exam.
)Video - Internal vs. External Users (also called stakeholders)



After watching this video you should be able to provide either additional stakeholders or additional objectives....or both....for internal and external stakeholders.
https://www.youtube.com/watch?v=E-jDIaCcERk



	Internal Stakeholders:

	Stakeholder
	What They Want

	


	

	


	

	


	

	External Stakeholders:

	Stakeholder
	What They Want

	


	

	


	

	


	


Why is it important to know about stakeholders and their objectives?
The financial information a business provides is often the key information that external stakeholders use to make decisions (and remember that their decisions generally involve where they will put their hard earned money!)  By better understanding the stakeholders and their objectives we can better understand the need for financial information and how important it is that stakeholders can depend on that information for their decision-making.
[bookmark: CYU2]Check your understanding (CYU1-2)
What is the main objective of a customer who buys a car from the Ford Motor Company?
	

	

	

	

	

	

	


Recap:
You now know that businesses are either in the primary, secondary, or tertiary sector.  Many businesses can be in more than one sector – for example, Imperial Oil is in all three sectors: it explores and drills for oil and gas, has refineries that create products from crude oil and gas, and also has service stations that sell those products to consumers. This book will focus on the tertiary sector; first retailers, then wholesalers.  You also know that every business has stakeholders - individuals or groups that either affect a business or are affected by the decisions a business makes.  Stakeholders have questions about the business they want answered so they can make decisions to help them meet their objectives.  Stakeholders can be either internal or external to the business.
What information do stakeholders use to answer their questions and make decisions?
Companies record their business transactions in an accounting system:  an information system that collects, groups, and communicates a business's financial position, including its financial health and profitability.  Without accounting information, stakeholders would not be able to make many of the decisions that help them meet their objectives.  

Internal stakeholders have access to all the accounting information because they work in the business.  They can use the accounting system to answer whatever questions they might have on a daily basis.  External stakeholders do not have access to the business's accounting system because they are outside the business.  Instead, they depend on the financial statements that businesses produce.  Financial statements tell a business's story, what it does and how well it does it.  They provide a business’s financial performance, its current financial position, and its cash flows.  External stakeholders use the financial statements to analyze a business and answer questions, which allows them to make decisions and meet their objectives.  
Financial statements will be introduced in Chapter 4.
 What qualities must financial information have to make it useful for decision-making?
We know that external stakeholders use financial information to make decisions that will help them meet their objectives.  These decisions are often resource allocation decisions, meaning that their decisions often involve the stakeholder's money.  For instance, a creditor might be deciding whether to give a loan to a business and an investor might be deciding whether or not to buy the business’s shares.  Stakeholders can only make these kinds of decisions if the business provides them with the necessary financial information.  Businesses are the preparers of the financial information, and stakeholders are the users.  
If you were a stakeholder making a decision, what qualities would you want the financial information to have?  Would you want the information to be truthful?  Comparable to other businesses so you can make a choice between them?  Up-to-date information?  In a format that is common to all businesses so you easily understand and compare it?
All of these qualities are called qualitative characteristics: qualities that stakeholders want financial information to have so they can use the information for decision-making.  Let’s look at each of the qualities that external stakeholders want.



	Quality:
	Description:

	Faithful
	Truthful, meaning it is complete, free of error, and neutral (unbiased).

	Relevant
	Applicable or pertinent to your decision-making, helps you predict the future and/or confirm decisions you made in the past.

	Comparable
	Can compare the same business from year to year OR between two different businesses in the same industry.

	Verifiable
	Anyone looking at the information would determine similar amounts.

	Timely
	Information is provided quickly (as old information is less useful).

	Understandable
	Group and present information so it is clear and concise.


Why is this important?
In order to use information to make decisions it is important to understand the quality of that information (how trustworthy it is).  If information does not have these qualitative characteristics then it may mislead the stakeholders, causing them to make wrong decisions.  Look at the next "Check your understanding" to better understand why the quality of information provided is so important for decision-making.
[bookmark: Jim]Check your understanding (CYU1-3)
A car sales associate, Jim Morris, is trying to sell you a used Volkswagen Golf.  He has given you a rundown of the car’s history and, considering the low price of the car, it sounds like a great deal!  He leaves to speak to his manager and you hear two other sales associates talking about Jim.  Turns out Jim's sales have been slow this month and he really needs to make as many sales as possible so he can meet his sales target.  
What qualitative characteristics might Jim violate and why?  What would have to be true for you to believe everything Jim says about the car?
	

	

	

	

	

	


Recap
You know the definition of each of the qualitative characteristics and why they are important for decision-making; however, being able to apply that knowledge is critical.  For testing purposes in this course you must be able to read a scenario (a short story about a situation or an event), name the qualitative characteristic that applies, and explain whether the qualitative characteristic is being followed or not followed (violated).  
Your answer should be in the following format:  "The qualitative characteristic ____(name of characteristic)____ is being (choose either violated or followed) because __    _(explanation why you think this is the case)________."  Your explanation MUST reference the definition of the qualitative characteristic that you chose. Point form is fine but all three parts of the answer must be present.
How are qualitative characteristics used to produce useful information? 
The qualitative characteristics are part of the standards (also called guidelines) accountants use to prepare financial information for external stakeholders.  We know that information must be faithful, relevant, comparable, verifiable, timely, and understandable in order to be useful.  It is sometimes difficult to apply these qualitative characteristics to the recording of financial transactions.  As a result, the qualitative characteristics are used to develop assumptions that specify how accountants must record, measure, and report information.  By following the qualitative characteristics and these assumptions, preparers of financial information ensure that financial information has the qualities that external shareholders need in order to use the information for decision-making.

	Assumption
	Description:

	Separate Entity
	Only the activities of the business are included in the business’s financial information.

	Unit-of-Measure 
	All transactions must be reported using the same monetary unit. Usually this is the monetary unit of the country the business's head office is located in, even if the business has offices in many countries.

	Going Concern 
	Businesses will continue their operations well into the future.

	Historic Cost 
	All purchases will be recorded at the amount that was paid for them.

	Time Period (Periodicity)
	Information is broken into artificial time periods such as a month, quarter or year, so that stakeholders can analyze and compare information to make decisions.

	Full Disclosure 
	If something will affect the decisions of the external stakeholders, it must be reported.





Why is this important?
You saw from the example of the used car salesperson that it is impossible to make an informed decision unless the information provided can be trusted.  When preparers use both the qualitative characteristics and the assumptions to record, measure, and report financial information, external stakeholders gain assurance that the information provided is useful for decision-making.
[bookmark: timely]How are the assumptions used?
Previously in the chapter you saw how qualitative characteristics are used as a guide when recording and reporting the financial information of a business.  Since the assumptions are based on the qualitative characteristics, and are used by preparers to correctly record, measure and report information, they also help preparers to ensure that the financial information has the qualities stakeholders need to make decisions.  

Check your understanding (CYU1-4)
The qualitative characteristics and assumptions were developed as guidelines to help accountants record, measure, and report information to external shareholders. Their use helps to ensure that financial information encompasses all the characteristics of useful information:  faithful, relevant, comparable, verifiable, timely, and understandable.  Because the assumptions are based on the qualitative characteristics, you should be able to connect each of the assumptions to one or more of the qualitative characteristics.  

Which assumption is built on the qualitative characteristic "timely"?

	

	

	

	

	

	

	





Putting it all together!
The qualitative characteristics and underlying assumptions are part of generally accepted accounting principles, called GAAP (pronounced gap).  Preparers of accounting information use GAAP as a guideline when preparing financial accounting information.  The overall objective of GAAP is to provide financial information about a business that is useful to external stakeholders for decision-making.
Going forward!
In Chapter 2 you will learn about the elements of financial statements; i.e. the categories used to group and sort financial information in order to increase its usefulness for decision-making.  Together with the qualitative characteristics and assumptions, they help businesses record, measure, and report financial information that is useful for external stakeholders' decision-making.  You will also be introduced to transaction analysis using these elements.

What do I need to know for a midterm or final exam?
A. List and define each of the three business sectors.
B. Categorize different businesses and jobs/careers into one of the three business sectors and be able to explain WHY it belongs there.  For example:  "Fashion designer is in the secondary sector because it involves the manufacturing of clothing out of raw material."
C. Define stakeholder, internal stakeholder, and external stakeholder.
D. List common internal stakeholders and their objectives.
E. List common external stakeholders and their objectives.
F. Explain what external stakeholders use in order to help them make decisions.
G. Define the term “qualitative characteristics” in relation to financial information.
H. List and define each of the qualitative characteristics of financial information. 
I. Define the term "assumptions" in relation to financial information.
J. List and define each of the assumptions which underlie financial information.
K. Recognize the interconnection between the qualitative characteristics and the assumptions.
L. Apply your knowledge of both qualitative characteristics and assumptions.  You must be able to read a scenario (a short story about a situation or an event), name the qualitative characteristic and/or the assumption that applies, and explain whether it is being followed or not followed (violated).  Your answer should be in the form of "The (name the qualitative characteristic or assumption that applies) is being (followed or violated) because ________________."  Your "because" MUST reference the definition of the qualitative characteristic or assumption that you choose.
M. Define GAAP.  Why is GAAP used?


Watch out for....

Often when students are asked for a definition they give examples....or, when asked for examples, they give a definition and then lose marks because of it.  Here is an example you can use to better understand the difference.
Define external stakeholder:
An external stakeholder is an individual or group outside of the business who either affects the activities of a business or who is affected by the activities of a business.
Provide examples of external stakeholders:
Shareholder, supplier, auditor.



 (
In class demonstration questions will ONLY be taken up in class.  You MUST attend class to obtain these solutions or get them from a friend if you miss class.  You are STRONGLY
 
encouraged
 to attempt 
these questions
 before class.
)In Class Demo Questions






ICDQ1-1
Categorize each of the following jobs or businesses into the correct business sector.  Use 1 for primary, 2 for secondary, and 3 for tertiary.
	
	Name/Description
	Business Sector

	Q1
	Medical researcher
	

	Q2
	Clothing manufacturer
	

	Q3
	Taxi  (or Uber) driver
	

	Q4
	Lawn care company
	

	Q5
	Coca-Cola Company
	

	Q6
	Fish farms in British Columbia
	

	Q7
	Ryerson University
	


ICDQ1-2
In order to meet their objectives, stakeholders have questions they need answered.  Match the following stakeholders with the question(s) stakeholders would most likely ask about a business, given their objective(s). 

	
	Stakeholders:
	Question(s) stakeholders might ask, given what they want.

	Q1.
	Tax adviser to a business
	

	Q2.
	Marketing manager
	

	Q3.
	Auditor in a large accounting firm
	

	Q4.
	Supplier
	

	Q5.
	Creditor (banker)
	






	Question ID:
	Questions:

	A.
	What is the expected revenue from a new product?

	B.
	Are tax laws being followed?

	C.
	Will a business be able to pay for its purchases on time?

	D.
	Does the business have enough cash to pay interest?

	E.
	Is the business following required accounting rules?  


ICDQ1-3
For each of the independent scenarios given below, name the qualitative characteristic that you think applies and indicate if the qualitative characteristic has been VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true!  More than one qualitative characteristic may apply.  
Your answer should be in the following format:  "The qualitative characteristic ____(name of characteristic)____ is being (choose either violated or followed) because __    _(explanation why you think this is the case)________."  Your explanation MUST reference the definition of the qualitative characteristic that you chose.
The owner of a business buys a car for her daughter using the business’s money and records the car on the business’s accounting system.  The car is never used for business purposes.  
	

	

	

	

	

	

	



Cooper Company changed one of its accounting policies this year because the new policy will provide better information for decision-making.  The business has recalculated the financial information for all prior years and announced the change, including its effect on the financial statements, to all stakeholders.  
	

	

	

	

	

	

	





Greene Company receives a bill for $13,000 but records it as $1,300.  
	

	

	

	

	

	

	


ICDQ1-4
Draw a line between the qualitative characteristic and the assumption you think was developed to ensure that financial information has that quality.  Note that some characteristics may connect to more than one assumption.

	Qualitative Characteristics				Assumptions

		Faithful					Separate Entity

		Relevant					Unit-of-Measure

		Comparable					Going Concern

		Verifiable					Time Period

		Timely						Historic Cost

		Understandable				Full Disclosure

ICDQ1-5
You have already seen the scenarios, below, when you looked at qualitative characteristics.  Now, instead of using the qualitative characteristics, choose the assumption that you think applies and indicate if it has been VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true!  More than one assumption may be applicable.



The owner of a business buys a car for her daughter using the business's money and records the car on the business’s accounting system.  The car is never used for business purposes. 
	

	

	

	

	

	

	



Cooper Company changed one of its accounting policies this year because the new policy will provide better information for decision-making.  The business has recalculated the financial information for all prior years and announced the change, including its effect on the financial statements, to everyone who uses the statements.  
	

	

	

	

	

	

	



Greene Company receives a bill for $13,000 but records it as $1,300.  
	

	

	

	

	

	

	




Practice Questions
PQ1-1
Categorize each of the following jobs or businesses into the correct business sector.  Use 1 for primary, 2 for secondary, and 3 for tertiary.
	Name/Description
	Business Sector

	Carpenter
	

	Doctor
	

	McDonald's Corporation
	

	Hydro One
	

	Web designer
	

	Advertising company
	

	Dairy farmer
	

	The Keg Restaurant
	

	Firefighter
	




PQ1-2

In order to meet their objectives, stakeholders have questions they need answered.  Match the following stakeholders with the question(s) they would most likely ask about a business, given their objective(s).  Note that stakeholders might have multiple questions but focus on which questions would be critical to each stakeholder.

	
	Stakeholders:
	Question(s) that stakeholders might ask, given their objectives.

	1.
	Marketing manager
	

	2.
	Auditor in a large accounting firm
	

	3.
	Production manager in a manufacturing firm
	

	4.
	Shareholder
	

	5.
	Canada Revenue Agency
	

	6.
	Creditor (banker)
	

	7.
	Store manager
	






	Question:
	Questions:

	A.
	Are there enough raw materials to manufacture the new product?

	B.
	What is total taxable income?

	C.
	Does the business have enough cash to pay dividends?

	D.
	What is the advertising budget for the current year?

	E.
	What is the business's current level of debt?

	F.
	Has the company followed GAAP when preparing their financial information?

	G.
	What products need to be ordered?




PQ1-3
Provide the definition of each of the qualitative characteristics WITHOUT looking at the chapter!
	Quality:
	Description:

	Faithful


	

	Relevant


	

	Comparable


	

	Verifiable


	

	Timely


	

	Understandable


	





PQ1-4
For each of the scenarios given below, name the qualitative characteristic that you think applies and indicate if that qualitative characteristic has been VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true!  More than one qualitative characteristic may apply.

ABC Company has always included a 12 month period, from the beginning of January to the end of December, in its financial statements.  This year, because December sales were very poor, the business has included 13 months, from the beginning of January to the end of the following January.
	

	

	

	

	

	

	



HDT Company is a new business that just started out.  At the end of the year the business’s accountant checks out how other businesses in this industry are recording their business transactions and ensure HDT uses similar policies.
	

	

	

	

	

	

	



DHD Company has not produced financial statements in 2 years.  The bank has asked repeatedly but the owner of DHD Company has ignored the bank’s request.
	

	

	

	

	

	

	



PQ1-5
Provide the definition of each of the assumptions WITHOUT looking at the chapter!
	Assumption
	Description:

	Separate Entity

	

	
Unit-of-Measure 

	

	Going Concern 

	

	Historic Cost 

	

	Time Period (Periodicity)

	

	Full Disclosure 

	



PQ1-6
You have already seen the scenarios below when you looked at qualitative characteristics.  Now that you know the assumptions, choose the assumption that you think applies and indicate if it has been VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true!  More than one assumption may apply.

ABC Company has always included a 12 month period, from the beginning of January to the end of December, in its financial statements.  This year, because December sales were very poor, the business has included 13 months, from the beginning of January to the end of the following January.
	

	

	

	

	

	

	





HDT Company is a new business that just started out.  At the end of the year the company’s accountant checks out how other businesses in this industry are recording their business transactions and ensure HDT uses similar policies.
	

	

	

	

	

	

	



DHD Company has not produced financial statements in 2 years.  The bank has asked repeatedly but the owner of DHD Company has ignored the bank’s request.
	

	

	

	

	

	

	


PQ1-7
Name all the qualitative characteristics and then name the assumptions.  DO NOT look at the chapter…do it from memory…because, for midterms and exams, you have to be able to name and define every single one of them!  When you have named them indicate, using connecting lines, which assumption was developed in response to which qualitative characteristic.  Note that some characteristics may connect to more than one assumption.
	Qualitative Characteristic
	Connection (use connecting lines)
	Assumption

	

	
	

	

	
	

	

	
	

	

	
	

	

	
	

	

	
	


Solutions - Check your understanding
[bookmark: Fashion_Designer]Check your understanding (CYU1-1)
Fashion designers would be categorized in which business sector, and why?
That depends on what the fashion designers do!  If the fashion designers are part of the process of turning fabric into finished goods (clothing) they would be part of the secondary sector. If the fashion designers only design the clothing (which is a service) then they would be part of the tertiary sector.
Back to chapter.
[bookmark: Ford]Check your understanding (CYU1-2)
What is the main objective of a customer who buys a car from the Ford Motor Company?
There may be a number of answers including:  
· get the best car for the money 
· good service record for the car being purchased
· how long the warranty period is and what it covers 
· whether Ford is considered a reliable car company
· whether the car’s gas consumption is economical
Back to chapter.
[bookmark: CYU3]Check your understanding (CYU1-3)
A used car sales associate, Jim Morris, is trying to sell you a used Volkswagen Golf.  He has given you a rundown of the car’s history and, considering the low price of the car, it sounds like a great deal!  He leaves to speak to his manager and you hear two other sales associates talking about Jim.  Turns out Jim's sales have been slow this month and he really needs to make as many sales as possible over the next 5 days so he can meet his sales target.  
What qualitative characteristics might Jim violate and why?  What would have to be true for you to believe everything Jim says about the car?
Jim MIGHT be violating the faithful qualitative characteristic because he needs to make the sale in order to meet his sales targets.  He therefore has an incentive to exaggerate the car's good qualities and hide the car's poor qualities.  What the buyer would need to have, in order to believe everything Jim says about the car, would be documentation from an outside source (say, an insurance company's record of all claims made against the car or a police report about all past accidents).  Another thing that might help is certification of the car's condition from an outside mechanic licensed by a government agency.  Note that there is no way that anyone buying the car can be 100% sure about the information given, but the more outside information available that confirms what Jim says, the greater the likelihood that what he is saying is of good quality.
Back to chapter
[bookmark: CYU4]Check your understanding (CYU1-4)
Which assumption is built on the qualitative characteristic "timely"?
The qualitative characteristic “timely” means that information is provided quickly enough so that it is still useful for decision-making.  The time period assumption says that information is provided while it is still relevant for decision-making, which is only true if it is current.  They both mean the same thing.
Back to chapter


Practice Questions - Solutions
PQ1-1
	Name/Description
	Business Sector

	Carpenter
	2

	Doctor
	3

	McDonald's Corporation
	3

	Hydro One
	1

	Web designer
	3

	Advertising company
	3

	Dairy farmer
	1

	The Keg Restaurant
	3

	Firefighter
	3



PQ1-2

	
	Stakeholders:
	Question(s) that stakeholders might ask, given their objectives.

	1.
	Marketing manager
	D

	2.
	Auditor in a large accounting firm
	F

	3.
	Production manager in a manufacturing firm
	A

	4.
	Shareholder
	C

	5.
	Canada Revenue Agency
	B

	6.
	Creditor (banker)
	E

	7.
	Store manager
	G





PQ1-3

	Quality:
	Description:

	Faithful
	Truthful, meaning it is complete, free of error, and neutral (unbiased).

	Relevant
	Applicable or pertinent to your decision-making, helps you predict the future and/or confirm decisions you made in the past.

	Comparable
	Can compare the same business from year to year OR between two different businesses in the same industry.

	Verifiable
	Anyone looking at the information would determine similar amounts.

	Timely
	Information is provided quickly (as old information is less useful).

	Understandable
	Group and present information so it is clear and concise.



PQ1-4
ABC Company has always included a 12 month period, from the beginning of January to the end of December, in its financial statements.  This year, because December sales were very poor, the business has included 13 months, from the beginning of January to the end of the following January.
Faithful - violated - the information is not free of error as it includes an extra month.
Relevant - violated - the additional month is not useful for decision-making as it did not happen last year nor will it happen in the next year.
Comparable - violated - cannot compare to last year because it was 12 months then, or next year as it will only be 11 months.  Cannot compare it to other companies either as they will include only 12 months.

HDT Company is a new business that just started out.  At the end of the year the business’s accountant checks out how other businesses in this industry are recording their business transactions and ensure HDT uses similar policies.
Comparable - followed - can compare to different businesses in the same industry.

DHD Company has not produced financial statements in 2 years.  The bank has asked repeatedly but the owner of DHD Company has ignored the bank’s request.
Timely - information is now too old and therefore is no longer useful for decision-making.
PQ1-5
	Assumption
	Description:

	Separate Entity
	Only the activities of the business are included in the business’s financial information.

	Unit-of-Measure 
	All transactions must be reported using the same monetary unit. This is usually the monetary unit of the country the business's head office is located in, even if the business has offices in many countries.

	Going Concern 
	Businesses will continue their operations well into the future.

	Historic Cost 
	All purchases will be recorded at the amount that was paid for them.

	Time Period (Periodicity)
	Information is broken into artificial time periods such as a month, quarter or year, so that stakeholders can analyze and compare information to make decisions.

	Full Disclosure 
	If something will affect the decisions of the external stakeholders, it must be reported.


PQ1-6
ABC Company has always included a 12 month period, from the beginning of January to the end of December, in its financial statements.  This year, because December sales were very poor, the business has included 13 months, from the beginning of January to the end of the following January.
None of the assumptions are directly applicable.  NOTE:  this is the reason why preparers of financial information follow BOTH the qualitative characteristics AND the assumptions.

HDT Company is a new business that just started out.  At the end of the year the company’s accountant checks out how other businesses in this industry are recording their business transactions and ensure HDT uses similar policies.
None of the assumptions are directly applicable.  NOTE:  this is the reason why preparers of financial information follow BOTH the qualitative characteristics AND the assumptions.

DHD Company has not produced financial statements in 2 years.  The bank has asked repeatedly but the owner of DHD Company has ignored the bank’s request.
Time period assumption - violated - old information is not useful for stakeholder decision-making.


PQ1-7
Note that students may connect the characteristics in different ways.  This is acceptable as long as they can EXPLAIN why the two connect.

	Qualitative Characteristics				Assumptions

		Faithful					Separate Entity

		Relevant					Unit-of-Measure

		Comparable					Going Concern

		Verifiable					Time Period

		Timely						Historic Cost

		Understandable*				Full Disclosure

*Understandable ties into all of the Assumptions.


Chapter 2 - The Accounting Equation and Transaction Analysis
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BFTP2-1
Jason Deborn and Carlo Raponi own Tees Inc., a business that manufactures a line of designer t-shirts.  They sell to wholesalers only.  Jason and Carlo would like to expand the business and they plan to approach the bank for a loan.  They know that the bank will want financial information.  They have discussed how to make the financial information look as good as possible so they can get the maximum loan necessary to expand.  When Jason and Carlo approach the bank a week later the bank tells them that the financial information must follow GAAP.
What business sector is Tees Inc. in? Explain.
	

	

	


What is a wholesaler and which business sector is it in?
	

	

	

	

	


Is the bank a stakeholder of Tees Inc.?  Why do you think so?  
	

	

	

	

	

	


If the bank is a stakeholder, what would be the bank's objective with regards to Tees Inc.? 
	

	

	

	

	

	


 If you were the banker, what qualitative characteristics would you want the financial information you receive to have?  Why would you consider these qualities to be important? 
	

	

	

	

	

	


What qualitative characteristic might Jason and Carlo be tempted to violate and why?  What makes you think they might be tempted?  
	

	

	

	

	

	


Explain to Jason and Carlo what GAAP is.  Be specific!  
	

	

	

	

	

	


The answers to these questions are from the knowledge you gained in Chapter 1!
[bookmark: BTT1]Why is financial information important?
As you can see from the example of Tees Inc., both the preparers of financial information and the external stakeholders, the users, have objectives.  The owners of Tees Inc. want a loan and they need to provide financial information to get it.  The bank, an external stakeholder, wants financial information so it can decide on the amount of the loan as well as whether the loan, plus interest, will be repaid by the business.  Both parties need financial information to meet their objectives.


How do businesses produce financial information that is useful?
Businesses are involved in thousands of business activities every day.  These activities, when recorded, result in financial data.  The problem is that financial data is not financial information.  What's the difference?  Information is the end product of data processing.  Once data has been categorized, analyzed, and formatted for presentation purposes it becomes information which can be used for decision-making.  
Let's look at an example to make this concept clearer.  Ryerson University collects data on all students applying to Ryerson's programs.  Ryerson has huge amounts of raw data including name, address, date of birth, age, gender, nationality, high school attended, high school courses taken, grades received in every high school course, etc.  Ryerson also has all that information, and more, for students who are presently enrolled in programs as well as for all students who have graduated.  This data is useless for decision-making unless it's processed.  Once processed (categorized, analyzed, and formatted), the data becomes information that can be used for decision-making.  For instance, the information could indicate that students from specific high schools or students with both calculus and advanced functions are more likely to graduate from Ryerson's Business Management program.  The data, once categorized, analyzed, and formatted for presentation purposes, becomes information that can be used to make decisions, such as adjusting future entrance requirements to improve student pass rates.
In business, the process of changing financial data into financial information is carried out by the accounting system:  an information system that collects, groups, and communicates a business's financial position, including its financial health and profitability.  The end result of a business's accounting system is financial information in the form of financial statements.  Financial statements tell a business's story, what it does and how well it does it.  They provide a business’s financial performance, its current financial position, and its cash flows.  External stakeholders use the financial statements to analyze a business and answer questions, which allow them to make decisions and meet their objectives.  
But we're getting ahead of ourselves.  How do businesses use accounting systems to turn financial data into financial information so that financial statements can be produced?  They use GAAP:  generally accepted accounting principles.
How does GAAP help turn financial data into financial information?
Remember that for data to be useful it must first be categorized or grouped.  GAAP specifies (identify, spell out) the categories, called elements, that all business activities are divided into.  These elements are then used to produce financial information and, eventually, the financial statements which external stakeholders analyze to make decisions.
Video - What are the financial reporting elements according to GAAP?
While watching this video you should be able to answer the questions which follow.  That includes being able to list and define all of the elements as well as provide examples of each element.  Note that each element has characteristics, things that must be true in order for a business activity to affect the element.  Be sure to note down all of the characteristics that define each element.
https://www.youtube.com/watch?v=63Jl3GDSd0M
 (
Videos:
  
the content from the videos WILL BE tested in both the midterm and the final exam.  In addition, the content from the videos WILL NOT be repeated in class (although you can ask your instructor questions about the content!)  Complete the questions that follow each video so you have the knowledge necessary to move forward.
)




1.  What is the purpose of the financial reporting elements?  
	

	

	

	


2.  List the five financial reporting elements.  
	

	

	

	

	

	


3.  What is the definition of the element assets?  Provide a personal example.  
	

	

	

	

	

	


4.  What is the definition of the element liabilities?  Provide an example of a liability that a business might have.  
	

	

	

	

	

	





5.  What is the definition of the element equity?  List the two items that make up the element equity and define them.  
	

	

	

	

	

	


6.  How is equity, your wealth position, calculated?
	

	

	

	

	

	


7.  What is the definition of the element revenues?  Provide a personal example. 
	 

	

	

	

	

	



8.  What is the definition of the element expenses?  What expenses would you expect a courier business such as Federal Express (FedEx) to have?  
	

	

	

	

	

	


[bookmark: BTT2]Check your understanding
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Check your understanding (CYU2-1)
A business purchases a computer.  Which financial reporting element would the computer be categorized as and why?  Be sure to explain WHY by listing the characteristics of the element and showing why a computer meets all of those characteristics.
	

	

	

	

	

	



Testing Tip!
Note that for a midterm or final exam you should be able to categorize the business activity into the correct financial reporting element but also be able to explain WHY it belongs in that element.  Remember to use the characteristics of the element to support your explanation of why it belongs.  For example, "Office Supplies are assets because they are owned by the business, they will be used to help run the business in the future, and they were purchased during a past event."
What is the interrelationship between the financial reporting elements?
Now that you understand the definition of the financial reporting elements we can look at the relationship between the elements.  Remember that the elements are used by the accounting system to group financial data so that it can, eventually, produce financial information in the form of financial statements.  The five elements and their relationship tie into the end product of the accounting system:  the financial statements.
In Chapter 1 we noted that our focus would be on for-profit businesses, which are businesses whose purpose is to make a profit.  How is profit calculated?  We use the elements revenue and expense.
	Revenues - Expenses = Profit


What the business earns (revenues) less the costs used, consumed, or incurred to earn that revenue (expenses) determines a business's profit.  
[bookmark: BTT3]Check your understanding (CYU2-2)
Financial information for three independent businesses is given below.  Fill in the missing amounts.  
	
	Revenues
	Expenses
	Profit

	Q1
	$132,450
	
	$15,368

	Q2
	
	$239,600
	$9,355

	Q3
	$249,000
	$201,300
	



How does profit tie into equity?
Recall from the video that profit less dividends is used to calculate retained earnings.
	Retained Earnings = Profit - Dividends


You may also recall from the video that retained earnings is part of equity.  (Be sure you understand the definition of retained earnings and why it is a part of equity.)
	Equity = Owner's Capital + Retained Earnings


(Note:  if you did not bother to watch the video it is highly recommended that you fix that now....go watch the video!  This is VERY IMPORTANT!)
We can now see the relationship between revenues, expenses, and equity.  When revenues increase equity increases because revenues increase profit and profit increases retained earnings, which then increases equity.  
When expenses increase, equity decreases.  Why?  Because expenses reduce profit and a reduction in profit is a reduction in retained earnings, which is then a reduction in equity.  
What else affects equity?  Equity is increased by owner's capital, the amount that owners invest in the business.  Equity is also decreased by dividends, which is the profit that is paid out to the owners.  Since dividends decrease retained earnings and retained earnings is part of equity, dividends decrease equity.  
The interrelationship of these elements can be shown in a flowchart.
[image: ]
Why does an increase in expenses and dividends decrease equity?  Because there is a negative sign in front of expenses and dividends....so they both decrease retained earnings, and therefore equity.  The sign in front of the element indicates its effect on equity.  When an element has no sign in front of it (such as revenue and profit) it has an implied '+' sign, which indicates its effect on equity is positive (an increase).  Revenue and owner's capital, therefore, both increase equity.
Note that the above flowchart can also be shown as an equation:		
	Equity = Owner's Capital + Revenue - Expenses - Dividends



You can choose to use either the equation or the flowchart when solving questions.
Check your understanding (CYU2-3)
A new business has the following financial information available at the end of the year:  revenues of $324,500, expenses of $298,400, and dividends of $7,000 were paid.  In addition, at the start of the year, the owners contributed $250,000 to the business.  What is equity at the end of the year for this new business?  Show your calculations on the next page.
	
Equity is (insert your amount)              $


	Calculations (show your work):






How do assets and liabilities tie into equity?
Equity is equal to the wealth that is owed to the owners of the business by the business.  What does this mean and how does it work?  
Remember the separate entity assumption from Chapter 1?  It says that ONLY the activities of a business are included in the business's financial information.  It also says that the business is separate from the owners and the owners are separate from the business.  Even though the owners OWN the business, the business has its own financial records, totally separate from the owner's financial records.  Because a business is a separate entity the wealth that a business has is OWED to the owners BY the business.  Note that this is from the business's point of view.
According to the previous video how is personal wealth calculated?  By adding all your assets and subtracting all your liabilities.  The left over, called the residual amount, is equal to the wealth that belongs to you, the owner of your personal wealth.  A business is no different and it calculates its wealth in the same way; however, the wealth of a business is OWED to the owners BY the business.
	Assets - Liabilities = Equity


Remember - equity is the wealth that the business owes to the owners.  Note that, because this is a mathematical equation, we can switch it around to its more common format:
	Assets = Liabilities + Equity


This means that everything a business OWNS (assets) is OWED either to third parties (liabilities) or the owners of the business (equity).  Another way of thinking of this is that everything a business OWNS (assets) has CLAIMS against it by third parties (liabilities) or by owners (equity).
The above equation is called the basic accounting equation and we will be using it extensively throughout the remainder of this course.  
Check your understanding
[bookmark: BTT5A]CYU2-4
Which of the following equations are variations of the basic accounting equation?
A. Assets = Liabilities + Equity
B. Liabilities = Assets - Equity 
C. Equity = Assets - Liabilities
D. Assets - Liabilities - Equity = 0
E. All of the above.
CYU2-5
Financial information for three independent businesses is given below. Fill in the missing amounts.  
	Assets
	Liabilities
	Equity

	$212,800
	
	$64,200

	
	$263,500
	$122,000

	$149,000
	$85,400
	



Putting it all together!
Let's put all the equations and their interconnections together, starting with our understanding of profit and ending with the basic accounting equation.
[image: ]
We can also flip this around, starting from the basic accounting equation and ending with profit.
[image: ]
This can also be represented by a flowchart.  Flowcharts have some important benefits:  
· easier to visualize and memorize
· provides a guide for analysis of problems
· is a visual representation of a mathematical relationship
For that reason the interconnection of the financial reporting elements is provided, below, as a flowchart.  This flowchart will also be used in the videos which follow and will be used, eventually, to analyze business transactions to record them in the accounting system.
Note:  you are not required to use the flowchart.  The above equations are exactly the same and can be used in the same way.  The use of the flowchart is a personal decision for every learner and you should use what you feel comfortable with.
[image: ]
You can now see the interconnection between the five financial reporting elements.  We can also show the interconnection by using one mathematical equation:
[image: ]
Both the flowchart and the mathematical equation, above, are called the expanded accounting equation.  You can use either the equation OR the flowchart.  What is key is your understanding of the interconnection between the five financial reporting elements.  We will eventually use this concept to build the financial statements! 
Video - Connecting Definitions and Equations
You already watched a video which listed and defined the financial reporting elements and you have seen how the elements interconnect.  Connecting the definitions of the elements to the expanded accounting equation is important because, eventually, you will need to use these definitions to decide how business activities affect the equation.  That decision is always based on the definition of the elements.  
Before you watch the video see if you can answer the following question.  Then, watch the video to see if you are correct.
Categorize each of the following descriptions into one of the following:  assets, liabilities, equity, owners' capital, retained earnings, profit, dividends, revenues, or expenses. Note that some of these may apply to more than one element!
	Description
	Financial Reporting Element

	Owed to third parties
	

	Due to a past event
	

	Owned
	

	Used, consumed, or incurred
	

	Profit kept in the business
	

	Used, consumed, or incurred
	

	Delivered a good
	

	Owed to owners
	

	Investment by owners
	

	Help to generate revenue
	

	Settled in the future
	

	Has a future benefit
	

	Earned by the business
	

	Provide a service
	



Now watch the following video and check if you were correct. 
https://www.youtube.com/watch?v=0mCh5xJRguY
Tying it all together:  using the equation to solve for unknown numbers!
Now you have a good understanding of the accounting equations and the financial reporting elements used to develop the equations.  The next step is to be able to use the equations to solve problems.  The most common problems require students to solve for unknown numbers.  Being able to solve these problems will help you to better understand the interconnections between the elements in the equations.  Since the elements and their interconnection are the basis for recording business activities and producing financial statements, it is critical that you understand these concepts before you move forward. 
Videos - Using the equations to solve for unknown numbers
After watching this video you should be able to use your understanding of the financial reporting elements and their interconnection to solve for unknown numbers.  
Below are the questions that will be solved in this video.  Research shows that students who attempt questions BEFORE they watch an instructor solve the problems are more likely to learn and retain their knowledge even if their answers are incorrect.  Being wrong is a better learning experience than being right....or not trying at all.  
BEFORE you watch the video attempt the questions below based on your understanding of the concepts so far and then watch the videos to see if you're correct.
Video Question 1
If expenses increase by $7,000, what happens to equity?  Would it increase or decrease?

Equity will (increase, decrease) because _________________________________________.
Video Question 2
Two owners of a business contribute $50,000 EACH to a business. During the year the business has costs of $89,560, paid dividends of $10,000, and earned revenues of $114,230.  What is equity?
	
Equity is (insert your amount)              $


	Calculations (show your work):








Watch the video to see if you solved Questions 1 & 2 correctly.
https://www.youtube.com/watch?v=pnlgDi_4cP8

Video Question 3
At the beginning of the year a business has assets of $840,000 and liabilities of $485,000.  During the year the business had costs of $889,560, paid dividends of $110,000, and earned revenues of $1,114,230.  In addition, the assets increased by $89,200.  What are total liabilities at the end of the year?
	
Liabilities are (insert your amount)              $


	Calculations (show your work):










Watch the video to see if you solved Question 3 correctly.
https://www.youtube.com/watch?v=KXCkk-jOda4
Testing Tip!
Note that for the midterm and final exam you will be asked to show your work (calculations).  This is often worth marks (1 - 4, depending on level of complexity).  If you do not show your calculations you will lose the calculation marks, even if your answer is correct.
Always show your calculations.
Video Question 4
At the beginning of the year ABC Company has total assets of $905,000 and total liabilities of $452,000.  During the year ABC's total assets increased by $143,000 and their liabilities decreased by $143,000.  What is equity at the end of the year?
	
Equity is (insert your amount)              $


	Calculations (show your work):







Video Question 5
The following information is provided for you.  Calculate dividends for the period.
	Total assets, end of period
	$145,000

	Total liabilities, end of period
	$38,000

	Owner's capital, end of period
	$63,000

	Retained earnings, beginning of period
	$24,000

	Profit for the period
	$29,000



	
Dividends are (insert your amount)              $


	Calculations (show your work):








Watch the video to see if you solved Questions 4 & 5 correctly.
https://www.youtube.com/watch?v=QYdqoM7Hh1M
Practice using the equation to solve for unknown numbers!
Now that you have a good understanding of how to solve questions, you need to practise so that, regardless of the structure of the question, you recognize what you need to solve it and you are able to do so quickly.
Two questions have been provided, below.  In every chapter moving forward questions on how to solve for unknown numbers will be part of the end of chapter Practice Questions.
Check your understanding 
CYU2-6
A new business has the following financial information available at the end of the year:  Revenues of $428,400, expenses of $314,200, and dividends of $9,000.  In addition, at the start of the year, the owners contributed $550,000 to the business.  By the end of the year the business had assets of $883,700.  What are the liabilities at the end of the year for this new business?  



	
Liabilities are (insert your amount)              $


	Calculations (show your work):














CYU2-7
Selected data, in random order, are available for TJM Company, below.  This is their first year of operations (important information to solve the question!)  
Solve for all the unknown amounts.
	Total equity, beginning of the year
	$0

	Total expenses
	428,000

	Total equity, end of year
	?

	Dividends
	12,000

	Total assets, end of year
	1,490,000

	Owner's capital, end of year
	?

	Total revenues
	?

	Total liabilities, end of year
	997,000

	Retained earnings, end of year
	?

	Profit, during year
	61,000



	Calculations (show your work):












How do we apply our knowledge of the elements and equations to business activities?
Recall that, in business, the process of changing financial data into financial information and then into financial statements is carried out by the accounting system.  The first step in the accounting system is to collect and group the activities into the financial reporting elements and record them using the accounting equations.  This is the first step in moving from financial data to financial information.  Your current understanding of the financial reporting elements, their definitions, and the accounting equations is critical; however, you also have to understand another very important accounting concept:  the double entry accounting system.
What is the double entry accounting system?
To explain this simply, let's go back to the basic accounting equation: 
	Assets = Liabilities + Equity


Note that this is a mathematical equation that includes an equal sign.  Like all equations, any change must be reflected on both sides.  We can demonstrate this using a simple example.  Say you own 7 pens and 3 pencils.  You therefore have the following equation:
	10 = 7 + 3


You own all 10 writing tools so 10 on the left side is equal to your assets, what you own.  The pens and pencils on the right hand side must be kept separate.  Why?  Because, even though you use both pens and pencils to write with, they have different characteristics (like liabilities and equity - both are owed but one is to third parties, the other to owners!) If you added pens and pencils together and just showed 10 = 10 you would be misleading the stakeholders who use your information for decision-making (because pens and pencils have different characteristics!)
Now, let's say you add 2 more pencils to your collection.  What happens?
	(10 + 2) = 7 + (3+2)

12 = 7 + 5


Notice that we added in 2 pencils TWICE, making a double entry:  2 are added to what you own on the left side of the equal sign and 2 are added to the total pencils on the right side of the equal sign.  This shows you now have more pencils and you own more writing tools in total, your assets. After adding 2 on both sides the equal sign is still true:  12 does equal 7 plus 5!  
This is a double entry system:  you added the pencils in TWICE and showed different views of the same information!
The double entry accounting system is similar:  everything is recorded twice AND the equation MUST be kept in balance at all times.  Even though this is a straightforward concept in math, using pencils and pens, it's complicated in accounting because we have elements into which activities must be grouped.  We have to use the elements' definitions to determine which elements are affected.  But, it is similar in that every activity is recorded at least twice (although more complicated entries may affect multiple elements).
What about an accounting example?
Let's start with the effect on the basic accounting equation and then move to the expanded accounting equation.
Say you start your own business, Walk UR Dog, which offers dog walking services within your neighbourhood.  You start the business by contributing $100 of your own money. How would you record this transaction in the double entry accounting system of the business? Remember, the separate entity assumption says that business activities must be kept separate from the owners so, even though you own the company, the business activities are recorded in the name of the business, not your own.
What is the process to analyze business activities?
The best way to analyze any business activity is to have a set of questions that you ALWAYS ask when analyzing any activity.  
[image: ]
Again, keep in mind that you stand in the shoes of THE BUSINESS when you are asking yourself these questions because you are recording these events in the business's accounting system, not the owners.  That point of view, the business's point of view, is very important.
Ask yourself the critical questions first.  If there is still confusion about how the activity affects the financial reporting elements then use the enhancing questions to clarify your understanding.
How does Walk UR Dog record contributions by owners?
Let's go back to Walk UR Dog and start the process.  Remember that you started the business by contributing $100 of your own money to the business. How would you record this activity in the double entry accounting system of the business? You start by analyzing the activity using the critical questions.
What did Walk UR Dog get?  Walk UR Dog got cash of $100.  What financial reporting element is affected by cash?  Walk UR Dog now owns the cash, the cash has future benefit for the business since Walk UR Dog can buy things with it, and the event already happened in the past (contribution by the owner, you!)  Assets would increase by $100.
Remember – you are analyzing transactions from the point of view of the business, not you!
What did Walk UR Dog give away?  That's more difficult to determine and not at all clear.  Let's move on to the enhancing questions to see if that will clarify our thinking.
What did Walk UR Dog earn?  Nothing, because it has not done anything for a customer yet, so revenues are not affected.
What did Walk UR Dog use, consume, or incur?  Nothing, because, again, it has not done anything yet, so expenses are not affected.
What does Walk UR Dog owe?  Walk UR Dog owes wealth to the owner (you).  Contributions by owners are recorded as an increase to owner's capital.  Owner's capital is part of equity so equity increases by $100.
Let's go back to the critical question we could not answer:  what did Walk UR Dog give away?  It gave away ownership in the business, which is represented by owner's capital!
The effect of the transaction on Walk UR Dog's basic accounting equation is as follows:
[image: ]
Does the recording of this business activity look any different using the expanded accounting equation?  Yes, it does.  By using the expanded accounting equation we can see the details of the transaction.  Let's take a look.
[image: ]
Owner's capital, defined as contributions by owners, increases.  Since owner's capital plus retained earnings is equal to equity, an increase to owner's capital would increase equity. Assets increase because Walk UR Dog owns the cash and it will benefit the business in the future.  


You can see that the flowchart is an excellent tool for analyzing activities but, if we want to record a large number of business activities all together, the flowchart will not work.  Therefore, the flowchart should be kept for purposes of analysis only.  In order to record the effect of transactions on the expanded accounting equation we can use a modified chart that would duplicate the interconnections shown in the flowchart of the expanded accounting equation. 
[image: ]
By using this chart we see the effect of the transaction on the expanded accounting equation.  Below is the effect of this transaction as shown on the flowchart.
[image: ]
Notice that the above chart has the same information as the flowchart and, by flowing the effect of owner's capital, revenue, expenses, and dividends up to equity, you can be sure that the accounting equation, Assets = Liabilities + Equity, is in balance.
How does Walk UR Dog record purchases?
Let's continue with more examples from Walk UR Dog to show the effect of different types of business activities.
Walk UR Dog purchases a package of 120 Top Paw® Citrus Scented Poop Bags from Pet Smart for $23.39 plus HST (13%), a total of $26.45.  The business pays cash for the bags.
What did Walk UR Dog get?  It got poop bags which can be used for quite some time in the future.  What financial reporting element is affected by something with future benefit?  Assets.  Walk UR Dog owns the bags, the bags will be used in the future to help run the business, and they were already purchased so this is a past event.  Assets increase by $26.45.
What did the business give away?  Walk UR Dog gave away cash, which we already know is an asset.  In this case that asset will decrease because, now that $26.45 has been given to the store, it is no longer owned by the business and therefore no longer has any future benefit.  Assets decrease by $26.45.  Walk UR Dog simply traded one asset, cash, for another, bags.

Using the basic accounting equation we would record the following:
[image: ]
Using the expanded accounting equation we would see the same since this transaction does not affect any items under equity.
[image: ]
How does Walk UR Dog record the provision of a service?
Walk UR Dog has decided to offer two services:  a half hour walk for $15 or a combined half hour walk and 15 minute play time for $20.  Sandra, a neighbour, hires you to immediately walk her dog, Bella.  Sandra pays you $15 cash when you return.
What did Walk UR Dog get?  Walk UR Dog received cash, an asset (we already know why cash is an asset).  Assets increase by $15.
What did Walk UR Dog give away?  A service.  How is a service recorded?  This is a bit more complicated...so ask yourself the enhancing questions.
What did Walk UR Dog earn?  It provided (past tense) a service to a customer so it has earned revenue.  Revenues increase by $15.
[image: ]
Notice that the recording of revenue affects equity:  equity is increased by $15.  Again, when an element under equity is affected we can flow it up the chart to see the effect on equity.  


If we were to record this transaction using the basic accounting equation it would be recorded as follows:
[image: ]
This is the same transaction but it does not show the details of what has happened to the element revenue.
How does Walk UR Dog record what it uses to provide a service?
During the walk Bella required the use of 4 poop bags.  The bags cost $0.22 each (120 bags for $26.45 = $0.22 each).  In order to earn revenue of $15 the business used 4 X $0.22 = $0.88 worth of poop bags.
Again, analyze the transaction using the critical questions followed by the enhancing questions if necessary.
What did the business get?  That's not clear at all!  Let's move on with the list of questions.
What did the business give away?  Four poop bags were thrown away.  The poop bags were recorded as an asset when they were purchased because they would benefit the company in the future.  Now that they have been thrown away they no longer have a future benefit so the asset, poop bags, must decrease.
Let's move on to the enhancing questions.
What did the business earn?  The use of the bags may be DUE to earning service revenue but their use is not revenue.  Revenue can only be affected if the business has done something for a customer.  No additional services were performed for the customer so there is no effect on revenues.  (We did provide a service for the dog (stooping and scooping), but our customer is the dog's owner, not the dog.)
What did the business use, consume, or incur?  The business used 4 poop bags in order to help earn service revenue, so Walk UR Dog has an expense.  Expenses increase by $0.88. 
[image: ]

Wait....it looks like the equation is not working!!  The effect under assets is NEGATIVE $0.88 but the effect under expense is POSITIVE $0.88! Have we made an error in recording this business activity?  
No.  The equation that must to be kept in balance is the basic accounting equation, Assets = Liabilities + Equity; therefore, you have to look at the effect on EQUITY to see if the equation is in balance.  Expense has a negative in front of it, meaning that expenses reduce profit, retained earnings, and equity.   An increase in expenses flows through as a decrease to equity.  
Looking at the effect on the basic accounting equation we see the following:
[image: ]
Remember, although it did not look like the equation balanced using the expanded accounting equation, flowing the expense up to equity shows that expenses decrease profit, which decreases retained earnings, which decreases equity.  At the basic accounting equation level the entry balances!
How does Walk UR Dog record additional purchases?
To prepare for customers who purchase play time, you go to your local Pet Valu and purchase a selection of dog toys.  It's surprising how expensive they are:  six toys are $60.95, including HST (13%).  
What did Walk UR Dog get?  Dog toys, an asset owned and having future benefit for the business.
What did Walk UR Dog give away?  Cash, which we already know is an asset.  Walk UR Dog's assets decrease because cash is given away to Pet Valu.
[image: ]
Once again, one asset (cash) has simply been traded for another (toys).  We can’t tell from the chart, however, how much of our assets are composed of cash, poop bags, toys, etc.  This will come in Chapter 3.

How can Walk UR Dog build the business?
For Walk UR Dog to build the business you need to advertise.  Your mother has agreed to let you use her computer, printer, and paper so you create a flyer to advertise the services of Walk UR Dog and print up 500 copies.  You spend the afternoon delivering the flyers around the neighbourhood.  Your mother charges you $0.07 per sheet, for a total of $35.00.  You check the cash position of Walk UR Dog:  $100.00 - 26.45 + 15.00 - 60.95 = $27.60.  Unfortunately Walk UR Dog does not have enough money to pay your mother immediately.  She agrees that you can owe her until the business has grown and she won't charge you interest (thanks Mom!)
What did Walk UR Dog get?  That's difficult to say.  You could say Walk UR Dog got advertising but can we record advertising as an asset?  To determine this check to see if advertising would meet all three characteristics of the element asset:  owned, future benefit, due to a past event.  Although advertising might benefit the business in the future (although you can't be sure of this) Walk UR Dog does NOT "own" advertising.  Since advertising is not owned it does not meet ALL three characteristics so advertising cannot be recorded as an asset.  Assets:  no change.
What did you give away?  Flyers, but what does that mean?  It's unclear.  Let's move on to the enhancing questions.
What did Walk UR Dog earn?  Nothing, since it didn't do anything for a customer.
What did Walk UR Dog use, consume, or incur?  Walk UR Dog used up all the flyers by delivering them to homes in the neighbourhood.  The flyers were used to help generate future revenues:  expenses increase by $35.00.
What does Walk UR Dog owe?  The business owes your mother $35.00, an obligation due in the future that is a result of a past transaction.  Liabilities increase by $35.00.
[image: ]
Wait a minute.....does this equation balance?  Expenses decrease equity so equity would show NEGATIVE $35.00 but liabilities have increased because Walk UR Dog owns your mother $35.00.  There is no effect on assets!  Is this possible?


Let's see the basic accounting equation to ensure the equation balances:
[image: ]
Note that because the positive effect to liabilities and the negative effect to equity are both on the same side of the equation, the equation is in balance:  assets are ZERO and the net effect on the left hand side of the equation is also ZERO (+35.00 - 35.00 = 0).  The equation is still in balance.
Notice:  business activities do not have to affect both sides of the equation but the overall equation must always be in balance.  We have already seen two transactions which did not affect the right side of the equation – the purchase of the toys and the poop bags.
What's Walk UR Dog's financial position at the end of the week?
Let's look at all the business activities together to see the position of Walk UR Dog at the end of the week, first using the basic accounting equation and then the expanded accounting equation.  Totals are given at the bottom of each chart in RED.
[image: ]
We can see that the equation balances, as it should.  However, as a business owner, you can't make very many decisions based on this information.  You can't even tell if there was profit in the first week because the details of revenues and expenses are not shown.  All you can say is that Walk UR Dog owns $114.12 of assets and owes $35.00 to third parties (your mother) and $79.12 to the owner (you!)  You also can’t tell how much cash you have, and how much of your assets are other things (poop bags and toys).
Now let's review the business activities using the expanded accounting equation:
[image: ]
The expanded equation provides details to help you analyze Walk UR Dog's first week of activities.  The business suffered a loss (revenues of $15.00 less expenses of $35.88 is a loss of $20.88).  It's the first week of business though and advertising was only just sent out, so you are not too worried about the current loss position.  It is important to note that the loss from operating the business has reduced equity:  owner's capital was $100.00 but the business only owes the owner $79.12 because the loss reduced what is owed to the owner ($100.00 - $20.88 = $79.12).  Losses clearly reduce the wealth that the business owes to the owners.
You can see that the expanded accounting equation provides more information for decision-making than the basic accounting equation; however, even more details are needed to help in decision-making.  For instance, even though Walk UR Dog has assets of $114.12, what makes up those assets is unknown.  In fact, Walk UR Dog can't even tell what its cash position is at the moment without doing manual calculations!  
Any accounting system should provide information that is ready for use by decision-makers.  Even with the expanded accounting equation there is still not enough information for decision-making purposes.  What Walk UR Dog needs are individual accounts that Walk UR Dog can divide its financial reporting elements into.  For example, an account called cash under the element assets could track only cash transactions so that Walk UR Dog would know its cash position immediately.  Accounts are common subgroups of financial reporting elements that are used to accumulate (gather) business activities.  For instance, assets could be divided into Cash and Dog Supplies.  Doing so would allow you, the owner, to better understand your business and make decisions (like whether you need to borrow from your mother or not!)
But we're getting ahead of ourselves; accounts are part of the next chapter.  For now let's continue to use the expanded accounting equation and the basic accounting equation to record the transactions.  
Video - Using the equations to record business transactions
Before you watch the video see if you can answer the following question.  Then, watch the video to see if you are correct.
Record each of the following business activities into the basic accounting equation AND the expanded accounting equation.  Be sure to provide a total at the bottom of each column for both the basic and expanded accounting equation.
	Item #
	Description

	1
	You invest $500 of your own cash to start the business.

	2
	Borrow $250 from your parents to help start the business.

	3
	Using a business credit card register a business name with Service Ontario, $60.

	4
	Paid $150 (including HST) for supplies that will be used in the future.

	5
	Received cash from customers for services provided, $1,450.

	6
	Used up half of the supplies that you purchased previously.

	7
	Paid the business credit card bill for the $60 you charged in Item #3.

	8
	Paid dividends of $150 to yourself, the owner.
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Watch the video to see if your answers were correct.
https://www.youtube.com/watch?v=tiU38d-ntjQ
Check your understanding (CYU2-8)
Below are 8 independent business activities.  Indicate their effect on the basic accounting equation as well as the expanded accounting equation.  USE the critical and enhancing questions to analyze each transaction before you record it.  Be sure to include the indicator 
(+ or -) and the amounts on the charts.  Charts have been provided for you.
DO NOT provide a total at the bottom of each column as these business activities are independent of each other.
	Trans #
	Description

	1
	Electricity of $80 is used at a factory but not yet paid for.

	2
	A store purchases inventory for $1,200 cash.

	3
	A business provides a service to a customer for $900 cash.

	4
	Wages of $400 are paid to employees for work they completed.

	5
	Interest cost of $15 is paid.

	6
	Window cleaning services are performed for $60 cash.

	7
	Dividends of $400 are paid to the owners of a business.

	8
	Paid $184 for maintenance on a building's air conditioner.
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Testing Tip!
You must be able to analyze business transactions using EITHER the expanded accounting equation OR the basic accounting equation.  Be sure to continue to practise both.
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Testing Tip!
Students often forget to ask themselves the critical and enhancing questions when they analyze business activities.  They start to memorize how activities affect both the basic and expanded accounting equation.  The problem is that, on the midterm or final exam, you may see transactions you have never seen before!  If you don't have those critical and enhancing questions ready you will be guessing how to record those transactions....which will definitely lose you marks.  Be sure you know and use the critical and enhancing questions to analyze every transaction.
Putting it all together!
The overall objective of GAAP (what does that stand for again?) is to provide financial information about a business that is useful to stakeholders for decision-making.  GAAP provides the qualitative characteristics and underlying assumptions which, when followed, help to make the financial information useful.  But business activities are data, not information.  Data must be grouped, analyzed, and formatted for presentation purposes before it becomes information which can be used for decision-making.  GAAP stipulates the categories, called elements, that all business activities are divided into, changing financial data into financial information and, eventually, into financial statements.  By knowing the elements, their definitions, and their interrelationships, we can begin recording business activities into the account system.  The outcome of this system is financial information which is useful for decision-making. 


Going forward!
Any accounting system should provide information that is ready for use by decision-makers; however, we saw that even with the expanded accounting equation there was still not enough information for decision-making purposes.  In Chapter 3 you'll be introduced to accounts, common subgroups of financial reporting elements that are used to accumulate (gather) business activities.  With the addition of accounts the accounting system can be used to produce the financial statements that stakeholders use to better understand the business.  This allows them to make decisions that will meet their objectives.

 (
What do I need to know for the midterm or final exam: 
 a specific and detailed listing of what 
you
 need to understand
 from each 
chapter
.
  
U
se this listing when 
you
 are creating 
you
r notes.  In fact, the best way to use the listing is to put it at the top of a page, then answer it when you read the textbook and watch the videos.  This will then give you study notes for the midterm and final exam.
)What do I need to know for a midterm or final exam?







A. Explain why financial information is important for both preparers and users of financial information.
B. Explain the difference between data and information and be able to provide an example.
C. Explain what financial statements are, who uses them, and for what.
D. List and define the financial reporting elements.  Provide examples of each of the elements.
E. Categorize business activities into the financial reporting elements.
F. Explain the interrelationships between the five financial reporting elements.  Be able to either draw the flowchart or provide all the necessary equations to demonstrate your understanding of the interrelationships.
G. Use your understanding of interrelationships of the financial reporting elements (basic or expanded accounting equation) to solve for unknowns.
H. Explain what the double entry accounting system is and provide an example.
I. List the critical and enhancing questions used to analyze every business activity.
J. Use the critical and enhancing questions to analyze business activities.
K. Use the definition of the elements to support when business activities affect the element.  For example, be able to explain why 1,000 poop bags should be recorded as an asset.
L. Record basic business activities into the accounting system using both the basic and expanded accounting equation.
M. Explain why increases in expenses and dividends are recorded as positives in the expanded accounting equation but negatives when recorded in the basic accounting equation.
N. Analyze the accounting information prepared by a business to answer questions about the business's financial position and profitability.
Watch out for....
 (
Watch out for....:  
Lists
 the most common errors that students make on the midterm and final exam.  Pay attention to these and make sure you are not one of those students.   
)




Students often forget to check if the accounting equation is in balance when they record a business activity.  ALWAYS check to ensure you are recording the activity correctly by INPUTTING the equal sign on your chart!  That way you will always know if your transaction is in balance.

Students sometimes don't use the double entry accounting system.  For example, they receive cash from a customer so they record it under assets...but nowhere else!   Be sure you use the double entry accounting equation to record all transactions.

Finally, make sure you recognize the difference between how you should record activities in the basic accounting equation (expenses are negative) compared to the expanded accounting equation (expenses are input as positive because increases to expenses flow up into the equation, which then causes equity to decrease!)



In Class Demo Questions
 (
In Class Demo Questions
 
are the questions that will be covered in class by your instructor.
  
No lectures....just learning through problems.
 
NOTE:  if you have not read the chapter or watched the videos before class you will have difficulty following along in class!
  Solutions to the In Class Demo Questions will NEVER be released.  The only way you will get the solutions is if you attend class or get them from a friend if you miss class.
)




ICDQ2-1
Categorize each of the following business activities into the correct financial reporting element. Use 1 for assets, 2 for liabilities, 3 for equity, 4 for revenue, and 5 for expense.
	
	Description
	Element

	Q1
	Electricity used at a factory.
	

	Q2
	A store's inventory.
	

	Q3
	The profit a business made this year.
	

	Q4
	Wages paid to employees for work completed.
	

	Q5
	Interest that is due on a loan.
	

	Q6
	Window cleaning services performed for a customer.
	

	Q7
	Dividends paid to the owners of a business.
	

	Q8
	An air conditioner in an office building.
	


ICDQ2-2
A student starts a lawn care business for the summer of 2018.  Below is the financial data for the summer as well as a description of what the amounts relate to.  This list is data until it's grouped and processed, changing it into financial information.  It is KEY that you first categorize all the amounts into their appropriate elements for the business.
Continued on the next page.


	[bookmark: OLE_LINK1]Description
	Amount
	Element

	Advertising costs
	$150
	

	Cash in bank (business)
	$2,560
	

	Cash in bank (personal)
	$1,289
	

	Equipment rental costs
	$1,400
	

	Gas costs (used)
	$384
	

	Container full of gas
	$40
	

	Customer payments
	$3,500
	

	Cell phone costs (business)
	$216
	

	Cell phone costs (personal)
	$144
	

	Money borrowed from parents to start business.
	$500
	

	iPad Air 2 purchased (personal)
	$654
	

	Money you put in to start the business
	$750
	


Which data from the listing would not be included in the business's financial data and why?  If this data was included which assumption would the business be violating?  Explain why.
	

	

	

	

	

	

	

	

	

	



	
Profit is (insert your amount)              $


	Calculations (show your work):










Continued on the next page.


	
Equity is (insert your amount)              $


	Calculations (show your work):











	Assets are (insert your amount)
	$

	Liabilities are (insert your amount)
	$

	Equity is (from previous question)
	$



The basic accounting equation is __________________________________________.
Calculations:



ICDQ2-3
At the beginning of the year a business had assets of $140,000 and equity of $100,000.  By the end of the year the business had total assets of $210,000 and liabilities of $85,000.  During the year the business had new contributions by owners of $15,000, revenues of $162,000, and expenses of $149,000.
Provide the following and answer the questions that follow.
	Beginning liabilities
	$

	Ending equity
	$

	Profit
	$

	Dividends paid
	$



	Calculations:













A.  Did liabilities increase or decrease during the year and by what amount?  What is one possible explanation for the change in liabilities?
	

	

	

	

	

	

	





ICDQ2-4
A business has assets of $148,000 and liabilities of $111,000 at the beginning of the year.  At the end of the year total assets were $162,000 and equity of $69,000.  
After analyzing the information, answer the questions that follow.
	Calculations:











A.  Did liabilities increase or decrease and by what amount?
	Liabilities (increased, decreased) by $__________________.
B.  What is likely to have caused the change in liabilities?
	

	

	

	

	


C.  Did equity increase or decrease and by what amount?
	Equity (increased, decreased) by $__________________.
D.  What may have caused the change in equity?  Give two possible reasons.
	

	

	

	

	

	

	

	



ICDQ2-5
You start business providing accounting services to small businesses.  Record the following transactions into the basic accounting equation.  Be sure to include both the indicator (+/-) AND the amount.
1. Made a cash investment in your business of $2,500.
2. Registered your business name with Service Ontario for $60 using a business credit card.
3. Borrowed $3,000 cash from the bank.
4. Purchased equipment for $3,000 using your business credit card.
5. Rented office space for a month and paid your landlord $1,700 cash.
6. Purchased supplies for $400, plus HST, cash.
7. Provided services to customers and received $2,400 cash.
8. Paid cash of $100, plus HST, to print flyers to advertise your business.  You have not used any of them yet.
9. Paid for the equipment you bought in Item #4.
10. Paid a student $200 to deliver your flyers in your neighbourhood.  All the flyers were handed out.  (HINT:  this is actually 2 transactions:  use up the flyers, pay the student.)
11. Paid $124 (HST included) for the use of your business phone for the past month.
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ICDQ2-6
NOTE:  this is a continuation of Walk UR Dog.  Remind yourself of the transactions that have already occurred in the business by reviewing the following transactions and looking at the expanded accounting equation that was completed previously in the chapter.
· Contribute $100 cash to the business.
· Purchases a package of 120 Top Paw® Citrus Scented Poop Bags from Pet Smart for $23.39 plus HST (13%), a total of $26.45, paying cash.
· Sandra, a neighbour, hires you to walk her dog, Bella.  Sandra pays you $15 cash when you return.
· During the walk Bella required the use of 4 poop bags.  The bags cost $0.22 each (120 bags for $26.45 = $0.22 each) so you have used up 4 X $0.22 = $0.88 worth of poop bags.
· Purchase six toys for $60.95, including HST (13%) with cash.  You will use them in the future.
· You owe your mother $35 for printing off flyers on her computer.  You have delivered all the flyers in your neighbourhood (so you used them up!)  
[image: ]
You are surprised at the amount of calls you have received on your cell phone because of the flyers you distributed to advertise Walk UR Dog's services:  19 people called for additional information and 11 people have hired your business to walk their dog.  Two of those customers have asked for two walks a day and another three have asked for the play time option.  In fact, you are now worried you will not be able to service all the customers.  
After some research you discover that response rates for flyers is as high as 4.4%1, so you are lucky only 12 customers signed up.   You realize you should have done more research before delivering all those flyers - there is no way you can walk 11 dogs a day plus Bella.  You ask your best friend, who lives next door to you, to join you in the business and she agrees.  The two of you have now run the business for the last four weeks (in addition to the first week when you were on your own).  The business activities for the last four weeks are provided below.


1. Your best friend contributes $100.00 cash to the business.
2. Seven (7) customers have their dogs walked once a day for 4 weeks at $15.00 per walk.  This service is only provided on weekdays.  Every day you and your friend collect the cash from your customers.
3. Two customers have their dogs walked twice a day for 4 weeks at $15.00 per walk.  This service is only provided on weekdays.  Cash is collected at the end of every day.
4. Three customers have their dogs walked once a day followed by play time for 15 minutes for 4 weeks at $20.00 per walk/play time.  This service is only provided on weekdays.  Again, cash is collected at the end of every day.
5. You and your friend are shocked at the number of poop bags you use:  approximately 145 bags per week!  The remaining Top Paw® Citrus Scented Poop Bags are used up.  Remember that they cost $26.45 originally but you have already recorded using up 4 (at $0.88) so you have now used up the remainder ($26.45 - 0.88 = $25.57 used up).
6. You purchase 1,000 Bark+® Dog Waste Poop Bags from amazon.ca for $42.95 (free shipping) plus HST (13%) for a total cost of $48.55.  Your mother pays for it and you will repay her at the end of the month, when the credit card bill arrives.
7. You continue to use a lot of poop bags.  By the end of the month there are only 428 of the 1,000 bags you bought from amazon.ca left!  The remainder have been used up.
8. You repay your mother for the $35.00 loan.
9. During the month two of the toys are destroyed by one of the walk/play dogs.  The cost of these 2 ruined toys is $60.95/6 * 2 = $20.32.
10. You purchase 2 new toys for $11.99 each plus HST (13%) for a total cost of $27.10, paying cash.  
11. Your mother's credit card bill arrives and you pay her the amount owed for the Bark+® Dog Waste Poop Bags ($48.55 cash).
12. Dog waste has become an issue.  Neither family wants the waste in their garbage cans.  You discuss this with your business partner and decide to buy a garbage can that seals well, locks, and has wheels.  The simplehuman® 40 Liter Slim Plastic Step Can in Black from amazon.ca costs $50.00 plus $6.99 shipping and HST (13%), for a total cost of $64.40.  Your mother gladly pays for it on her credit card and, at the end of the month, you still owe her as the charge has not, as yet, come through on her credit card.  
13. You and your friend open a business bank account at TD Bank® so there are better controls over cash.  The plan has unlimited transactions for $14.95 (including taxes) per month.  By the end of the 4 weeks you have received your bank statement and see that the bank has charged you the monthly fee and withdrawn it directly from the bank account.
Required:  
Analyze each of the transactions using the critical and enhancing questions.  Then record all the transactions into the expanded accounting equation.  
The chart has been provided, including the opening activities that have already been recorded.
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ICDQ2-6, continued
So what does the financial information tell you about Walk UR Dog?
Being able to record transactions is the first step in converting DATA into INFORMATION but what you DO with financial information is even more important.  Remember that financial information is used to answer questions and guide business decisions.  It is therefore very important to be able to read and understand what the financial information is telling you about your business.
Who are the stakeholders in Walk UR Dog?  List the main internal and external stakeholders and what you think their objectives might be.
	

	

	

	

	

	

	

	

	

	

	

	

	


Producing financial information after 5 weeks of running Walk UR Dog satisfies which qualitative characteristic and assumption?  Why do you think having financial information after just 5 weeks would be important to internal stakeholders?  (Think about their objectives!)
	

	

	

	

	

	

	

	

	

	

	





ICDQ2-6, continued
What is your financial position at the end of the period?  (Financial position is represented by the accounting equation:  assets, liabilities, equity.)  Would you consider your financial position good? Why or why not?
	

	

	

	

	

	

	

	

	

	

	


How profitable was Walk UR Dog over the period?  If the business was profitable, what is it about this business that likely ensures its profitability?
	

	

	

	

	

	

	

	

	


Considering you have equal ownership of the business with your friend, how much equity does the business owe each of you?  If you ended the business now, would you each receive that amount in cash? Explain why or why not.
	

	

	

	

	

	

	

	





ICDQ2-6, continued
What do you think might be some of the key characteristics about your neighbourhood that would contribute to the success of Walk UR Dog?  Why do you think information about these characteristics is important to research before you started your business?
	

	

	

	

	

	

	

	

	

	




Practice Questions
PQ2-1
How is a business's wealth calculated?  What is the effect of buying office supplies on the wealth of a business?  Consider both when they are purchased for cash or purchased using a credit card.  Be sure to support your answer with reasoning.
	

	

	

	

	

	

	

	

	

	

	


PQ2-2
The owner of a business contributes $12,000 to a business. During the year the business has expenses of $32,450, paid dividends of $2,000, and earned revenues of $41,200.  What is equity at the end of the year?
	
Equity is (insert your amount)              $


	Calculations (show your work):











PQ2-3
Define the secondary business sector and name one industry that would be included in that sector.
	

	

	

	

	

	

	

	



PQ2-4
A student starts a lawn care business for the summer of 2018.  Below is the financial data for the summer as well as a description of what the amounts relate to.  
	Description
	Amount

	Equipment rental costs
	$850

	Container full of gas
	$32

	Cell phone costs (business)
	$30

	Cash in bank (business)
	$1,025

	Cell phone costs (personal)
	$120

	Customer payments
	$1,850

	Cash in bank (personal)
	$754

	Advertising costs
	$75

	Money you put in to start the business
	$150

	New video games purchased
	$296

	Gas costs (used)
	$138

	Money borrowed from parents to start the business.
	$150


After analyzing the above information, provide the following information.
	Profit
	$

	Retained earnings
	$

	Equity
	$

	Assets
	$

	Liabilities
	$


Continued on the next page.


PQ2-4, continued
What is the basic accounting equation for this business? ___________________________.
After paying off the loan, how much cash will the business have?  ______________________.
If the business ended today, would the full amount of the equity be paid to the owner in cash?  Why or why not?
	

	

	

	

	


Calculations (show your work):





PQ2-5
List the 2 critical questions and the 3 enhancing questions used to analyze every business activity before it is recorded.   (Don't check out the chapter...do it from memory!)
	Critical Questions
	Enhancing Questions

	1.
	1.

	2.
	2.

	
	3.


 


PQ2-6
Using the critical and enhancing questions to analyze the below noted business activities:  What did the business get? What did the business give away? What did the business earn? What did the business use, consume or incur? What does the business owe? 
Be sure to support your choice of financial statement elements affected by using the definition of the element to explain.  (See above, "How does Walk UR Dog record the provision of a service?" for an example of how to do this question.)
1.  You invest $750 of your own cash into a business.
2.  You borrowed $500 from your parents to help start the business.
3.  Using a credit card you registered a business name with Service Ontario, $60.
4.  Purchased supplies that will be used in the future for $250 using a credit card.  You will not have to pay off the credit card until next month.
5.  Paid cash for 500 business cards from Staples for $50 plus HST. 
6.  Received cash from customers for services provided, $1,450.
7. Used up half of the business cards during at the local Busker Fest in Mississauga.
8.  Paid yourself dividends of $300.

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



PQ2-7
Using the analysis you developed in Question 6, record the business activities (repeated below) using the basic accounting equation.  The chart is provided, below.  Ensure the totals at the bottom of the chart equal!
1.  You invest $750 of your own cash into a business.
2.  You borrowed $500 from your parents to help start the business.
3.  Using a credit card you registered a business name with Service Ontario, $60.
4.  Purchased supplies that will be used in the future for $250 using a credit card.  You will not have to pay off the credit card until next month.
5.  Paid cash for 500 business cards from Staples for $50 plus HST. 
6.  Received cash from customers for services provided, $1,450.
7. Used up half of the business cards during at the local Busker Fest in Mississauga.
8.  Paid yourself dividends of $300.

	Assets
	Liabilities
	Equity
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PQ2-8
Using the analysis you developed in Question 6, record the business activities (repeated below) using the expanded accounting equation.  The chart is provided, below.  Ensure the totals at the bottom of the chart equal!
1.  You invest $750 of your own cash into a business.
2.  You borrowed $500 from your parents to help start the business.
3.  Using a credit card you registered a business name with Service Ontario, $60.
4.  Purchased supplies that will be used in the future for $250 using a credit card.  You will not have to pay off the credit card until next month.
5.  Paid cash for 500 business cards from Staples for $50 plus HST. 
6.  Received cash from customers for services provided, $1,450.
7. Used up half of the business cards during at the local Busker Fest in Mississauga.
8.  Paid yourself dividends of $300.

Remember - consider the critical and enhancing questions when analyzing the transactions.
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PQ2-9
Read the following scenario and choose the assumption that you think applies.  Indicate if it has been VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true (which ties into the definition of the assumption)!
The owner of a business includes the name of every employee in the financial statement report.  The report is 93 pages long.
	

	

	

	

	

	

	

	


PQ2-10
At the beginning of the year a business had liabilities of $31,800 and equity of $24,900.  By the end of the year the business had liabilities of $25,300.   During the year the owners contributed an additional $1,600 to the business, had revenues of $97,700 and expenses of $91,250.  No dividends were paid during the year.
Calculate the following (note:  you do not have to solve them in the order provided):
	Assets, beginning of the year
	$

	Assets, end of the year
	$

	Equity, end of the year
	$

	Profit during the year
	$



	Calculations:















PQ2-11
What is the definition of the term stakeholder?  Name 3 stakeholders of a business and indicate if they are internal or external stakeholders.
	

	

	

	

	

	

	

	



PQ2-12
Using the critical and enhancing questions, analyze the below noted business activities and record them using the basic accounting equation.  The chart is provided, below.  Ensure the totals at the bottom of the chart equal!
1.  You contribute $7,500 of your own cash into a business.
2.  The business obtains a loan of $2,500 from the bank.
3.  Using a credit card you registered a business name with Service Ontario, $60.
4.  Purchased supplies to help run the business for $750 using a credit card.
5.  Provided services for customers worth $1,300, which was paid in cash.
6.  Paid a dividend of $500 to the owner.
7.  Paid $15 to buy a top ad on Kijiji for the next 7 days.  The amount was paid by credit card.
8.  Designed a flyer and printed off 2,000 copies at the local UPS Store for $0.05 per copy plus HST.  Paid by credit card.
9.  Paid a local teenager $100 cash to deliver the flyers to all the homes in the neighbourhood. 
10.  The Kijiji Top Ad expires.
11.  Received and paid the credit card bill.
12.  At the end of the period there was only $450 of the supplies left over.  The remainder had been used to generate revenue.

The chart is on the next page.


PQ2-12, continued
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What is the problem with using the basic accounting equation to provide stakeholders with information?  (HINT:  How much cash does the business have at the end of the period?  Can you tell?)
	

	

	

	

	

	

	

	





PQ2-13
You have always been very good with a camera so you decide to start a business taking photographs at weddings.  You already have all the equipment, collected over many years, so starting your own photography business will be inexpensive.  
Using the critical and enhancing questions, analyze the below noted business activities for your new photography business.  Record the activities using the expanded accounting equation.  The chart is provided, below.  Ensure the totals at the bottom of the chart equal!
1.  You contribute $5,000 cash to the business.
2.  The business gets a loan from a family member for $2,000.
3.  Using a credit card you registered a business name with Service Ontario, $60.
4.  Paid for $800 of supplies (including HST) with a credit card.  The credit card bill will not come in until the end of the month.
5.  Rented the smallest booth at the Canada Bridal Show. The show will take place on September 11, 12, & 13 at the Metro Toronto Convention Centre.  The cost is $2,500 plus HST.  Paid the amount using a credit card.
6.  Had 1,000 glossy flyers printed to distribute at the Bridal Show at a cost of $700 plus HST.  Paid the amount using a credit card.
7.  Attended the Bridal Show and distributed all your flyers.  You were able to get a large number of names to contact after the show.
8.  At the show you spend $42 on food and drinks, paying cash.  Since this was part of running your business you can record this as part of your business activities.
9.  You are hired for 2 weddings, one on Saturday and the next on Sunday.  Both couples have ordered the deluxe package for $2,000.
10.  You attend the weddings and take all the photos.  At the end of Saturday and Sunday each couple has paid you cash of $2,000.
11.  You receive the credit card bill and pay for all the business expenses immediately.
12.  At the end of the month you only have $600 of supplies left.
Remember - consider the critical and enhancing questions when analyzing the transactions.

The chart is provided on the next page.

PQ2-13, continued
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What is your financial position at the end of the period?  (Financial position is represented by the accounting equation:  assets = liabilities + equity.)  Would you consider your financial position good? Why or why not?
	

	

	

	

	

	

	


This question is continued on the next page.


PQ2-13, continued
How profitable was your business during the current month?  Do you think you should continue with the business?  Do you think the bridal show was worth the expense?  (Hint:  consider short term and long term.)
	

	

	

	

	

	

	

	

	

	

	


What do you think might be some key success factors for a business like this?  What factors could cause the business to fail?  
	

	

	

	

	

	

	

	

	

	

	





PQ2-14
Name any three of the qualitative characteristics from memory and define each of them.
	

	

	

	

	

	

	

	

	

	

	

	

	

	



PQ2-15
A business has assets at the end of the period of $520,000 and owner's capital of $100,000.  Retained earnings at the beginning of the period are $150,000.  Profit for the period is $80,000, and dividends paid during the period are $20,000.  What are liabilities at the end of the period?
	
Liabilities are (insert your amount)              $


	Calculations (show your work):














PQ2-16
At the beginning of the period a business has assets of $362,000 and equity of $125,000.  During the year the business earns revenues of $689,000, has expenses of $524,000 and pays dividends of $80,000.  Assets at the end of the period are $402,000.  What are liabilities at the end of the period?
	
Liabilities are (insert your amount)              $


	Calculations (show your work):











Did liabilities increase or decrease during the period?  What are some possible reasons for this change?
	

	

	

	

	

	

	

	

	

	

	

	

	

	





PQ2-17
Are lenders like the bank external or internal stakeholders?  What are the main objectives of lenders as stakeholders in a business?
	

	

	

	

	

	

	

	



PQ2-18 (Challenging Question)
Kelly Clark has been working at Staples as head cashier.  She has for years heard her mother complain about the cleaning service she uses.  Kelly knows she can do a better job so she has decided to start her own cleaning business.  This business does not require a lot of start-up money because she will be using the cleaning equipment in the houses she cleans (e.g., vacuum).  All she needs are cleaning supplies and a uniform.  Kelly will use her own car to travel to and from her client's homes.  
The following business activities took place during February of 2018. 
1.  Kelly starts the business on February 1, 2018 by contributing $1,000 cash.  Her parents lend her an additional $1,000 to help her start the business.
2.  Kelly uses a credit card to register her business name, Kelly Cleaning Services, with Service Ontario, $60.
3.  Kelly has a personal bank account but she decides to open a bank account for the business at the local branch of the Bank of Montreal.  She chooses the BMO Biz Basic™ Plan for $6.00 a month which allows her 7 transactions per month, to be charged that the end of every month.
4.  Kelly purchases 2 pants and 4 shirts.  She has the shirts embossed with her name.  Total charge from Entropy Inc. is $200.00 plus HST.  In addition, she purchases comfortable running shoes which she will only wear inside for $100.00 plus HST from Payless Shoes.  She pays for all her purchases with a credit card.
5.  Using a credit card Kelly purchases a selection of cleaning supplies from TSS Sanitation Supplies Limited in Mississauga for $500.00 plus HST. 


PQ2-18, continued
6.  Using a free website service, Yola (www.yola.com) Kelly produces a website where clients can get an immediate quote based on the number of bedrooms and bathrooms.  In addition, clients can book an appointment too.  The website shows Kelly's availability for the upcoming 6 weeks.  Kelly knows that convenience is important to the clients she wants to attract:  young professionals.
7.  Kelly reviews house prices in Oakville using www.realtor.ca for areas with house prices greater than $600,000.  She develops a flyer and goes to the UPS Store to print off 2,000 copies for $0.05 each plus HST.   She pays with a credit card.
8.  Kelly delivers all of her flyers to homes in Mississauga.
9.  Kelly will charge $25 per hour for her services, with a minimum time of 2 hours.  She will leave a receipt on the kitchen counter at the end of every service call.
10.  Kelly will use her own car and she can deduct the business portion of all her car expenses (gas, oil, insurance, license and registration, and maintenance and repairs)4.  To help her track her business usage Kelly purchases MileIQ, an iPhone app which tracks mileage, for $60 including HST, using a credit card.  
11.  By the end of February Kelly has provided the following services in exchange for cash:
	Week
	# of homes
	# of hours 
(in total for week)

	1
	2
	8

	2
	7
	21

	3
	8
	32

	4
	11
	33


12.  Kelly determines that, by the end of May, she has used up about 60% of her cleaning supplies.  Online she sees that BMO has charged her the monthly service fee.  
13.  MileIQ tells Kelly she has travelled a total of 1,428 kilometers during the month with 1,113 for business purposes.  Her total car expenses for the month, both business and personal, were $192, paid in cash.  
14.  Kelly now uses her cell phone 40% for business.  Her phone plan costs $88.50 per month, plus HST, which was paid in cash.
15.  Kelly's credit card statement has arrived and she pays off the business charges immediately from the business bank account.
Required:  
Record all the transactions using the expanded accounting equation and answer the questions that follow.
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How profitable was Kelly's business in February?  
	

	

	

	

	


If Kelly worked 5 days a week, 8 hours a day for a whole year, less 4 weeks vacation, what would her projected revenues be? 
	

	

	

	

	

	


Do a search for "cleaning lady" on Kijiji for Oakville and review the number of pages that are displayed.  Can you think of any factors that might limit Kelly's business?  What are some of the possible things Kelly could do to ensure her business is successful?
	

	

	

	

	

	

	

	

	

	

	

	





Solutions - Blast from the past
BFTP2-1
Jason Deborn and Carlo Raponi own Tees Inc., a business that manufactures a line of designer t-shirts.  They sell to wholesalers only.  Jason and Carlo would like to expand the business and they plan to approach the bank for a loan.  They know that the bank will want financial information.  They have discussed how to make the financial information looks as good as possible so they can get the maximum loan necessary to expand.  When Jason and Carlo approach the bank a week later the bank tells them that the financial information must follow GAAP.
[bookmark: BFTP]What business sector is Tees Inc. in? 
Secondary sector as this business turns raw materials into products.
What is a wholesaler and which business sector is it in?  
A wholesaler buys products in bulk from manufacturers, warehouses them, and then sells it to retailers.  Wholesalers are in the tertiary business sector. The tertiary sector provides services to the general population as well as other businesses.
Is the bank a stakeholder of Tees Inc.?  Why do you think so?  
A stakeholder is an individual or group who either affects the business or is affected by the actions of the business. Since the bank will be deciding if it will lend money to Tees Inc., the bank affects the business's ability to expand.  The bank is an external stakeholder, meaning it is outside of the business itself.
If the bank is a stakeholder, what would be the bank's objective with regards to Tees Inc.?  
The bank's main objective is its decision to lend or not lend money to Tees Inc.  If the bank does lend money then its objective is to be repaid the principal amount plus interest.
If you were the banker, what qualitative characteristics would you want the financial information you receive to have?  Why would you consider these qualities to be important? 
You would want the financial information to be faithful, relevant, timely, comparable, verifiable, and understandable.  These qualities are important because they allow the bank to make an informed decision about whether or not to provide a loan to Tees Inc., the amount of the loan, and the interest rate that should be charged. 
What qualitative characteristic might Jason and Carlo be tempted to violate and why?  What makes you think they might be tempted?  
Jason and Carlo might be tempted to violate the qualitative characteristic faithful, which ensures that financial information is complete, free of error, and neutral (unbiased).  Jason and Carlo have discussed making the financial information look as good as possible in order to maximize the amount of the loan, which could indicate that they plan to bias the information.  Biased in this case would mean that the financial information is unfairly slanted or geared to result in a favourable outcome, which would be to get a loan.
Explain to Jason and Carlo what GAAP is.  Be specific!
GAAP stands for generally accepted accounting principles.  GAAP is made up of all the qualitative characteristics (faithful, relevant, comparable, verifiable, timely, and understandable) and assumptions (separate entity, unit-of-measure, going concern, time period, historic cost, full disclosure).  Preparers use GAAP, its qualitative characteristics and assumptions, as guidelines when preparing financial information for external stakeholders.  By following GAAP the financial information is useful for external stakeholders' decision-making because it can be trusted.


Solutions - Check your understanding
CYU2-1
A business purchases a computer.  Which financial reporting element would the computer be categorized in, and why?  Be sure to explain WHY by listing the characteristics of the element and showing why a computer meets all those characteristics.
A computer is an asset because it meets all the characteristics of the element assets:
· ownership of the computer is transferred to the business as soon as it is purchased,
· the computer can be used to help the business run in the future,
· the event, the purchase, has already happened.
CYU2-2
Financial information for three independent businesses is given below.  Fill in the missing amounts.
	
	Revenues
	Expenses
	Profit

	Q1
	$132,450
	$117,082
	$15,368

	Q2
	$248,955
	$239,600
	$9,355

	Q3
	$249,000
	$201,300
	$47,700



CYU2-3
A new business has the following financial information available at the end of the year:  revenues of $324,500, expenses of $298,400, and dividends of $7,000 were paid.  In addition, at the start of the year, the owners contributed $250,000 to the business.  What is equity at the end of the year for this new business?  Show your calculations.
Profit = Revenues - Expenses:  324,500 - 298,400 = 26,100
Retained earnings = Profit - Dividends:  26,100 - 7,000 = 19,100
Equity = Owner's capital + Retained Earnings:  19,100 + 250,000 = $269,100


CYU2-4
Which of the following equations are a variation of the basic accounting equation?
A. Assets = Liabilities + Equity
B. Liabilities = Equity - Assets
C. Equity = Assets - Liabilities
D. Assets - Liabilities - Equity = 0
E. All of the above.
To understand this, replace assets with 10, liabilities with 7 and equity with 3.
A. 10 = 7 + 3  (Assets = Liabilities + Equity)
B. 7 = 10 - 3  (Liabilities = Assets - Equity)
C. 3 = 10 - 7  (Equity = Assets - Liabilities)
D. 10 - 3 - 7 = 0  (Assets - Liabilities - Equity = 0)
E. All of the above.
[bookmark: CYU5A]CYU2-5
Financial information for three independent businesses is given below.  Fill in the missing amounts.
	Assets
	Liabilities
	Equity

	$212,800
	$148,600
	$64,200

	$385,500
	$263,500
	$122,000

	$149,000
	$85,400
	$63,600





CYU2-6
A new business has the following financial information available at the end of the year:  Revenues of $428,400, expenses of $314,200, dividends of $9,000.  In addition, at the start of the year, the owners contributed $550,000 to the business.  By the end of the year the business had assets of $883,700.  What are the liabilities at the end of the year for this new business?  
[image: ]
CYU2-7
Revenues - Expenses = Profit
Revenue - 428,000 = $61,000
Revenues = $489,000
Retained earnings = opening retained earnings + profit - dividends
Retained earnings = 0 + 61,000 - 12,000
Retained earnings = $49,000
Assets = Liabilities + Equity
$1,490,000 = 997,000 + Equity
Equity = 493,000


CYU2-7, continued
Equity = Retained Earnings + Owners' capital
$493,000 = $49,000 + Owners' Capital
Owners' Capital = $444,000
You can also do this in a chart format.  The black numbers are given, the red numbers are calculated.
	Assets beg
	 0
	(new business)
	 

	Liabilities beg
	 0
	 (new business)
	 

	Equity beg
	0
	(new business)
	 

	 
	 
	 
	 

	Revenues
	489,000
	 
	 

	Expenses
	428,000
	 
	 

	Profit
	61,000
	Dividends
	12,000

	 
	 
	R/E
	49,000

	 
	 
	 
	 

	Assets end
	1,490,000
	 
	 

	Liabilities end
	997,000
	 
	 

	Equity end
	493,000
	R/E
	49,000

	 
	 
	Owner's
Capital
	444,000



CYU2-8
[image: ]


CYU2-8, continued
[image: ]


Solutions - Practice Questions
PQ2-1
The wealth of a business is calculated as assets minus liabilities.  This is called equity in the basic accounting equation. There is no effect on wealth from buying office supplies.  Office supplies are an asset because they are owned, they will benefit the business in the future and are due to a past transaction.  If they are purchased for cash then assets go up (office supplies) and assets go down (the asset cash is gone).  If they are purchased on credit then assets go up (office supplies) and liabilities go up because the business owes the credit card company at some point in the future and it is due to a past transaction.
PQ2-2
Revenue - Expenses = Profit so 41,200 - 32,450 = 8,750
Retained earnings = Profit - Dividends, so 8,750 - 2,000 = 6,750
Equity = Owner's capital + Retained earnings, so 12,000 + 6,750 = 18,750
PQ2-3
The secondary business sector takes raw materials and produces finished products.  Some industries involved in that would be car manufacturers or construction.  NOTE:  students many list many other industries that would be applicable.
PQ2-4                Legend:  A = assets, L = liabilities, E = equity, R = revenue, X = expenses
	Description
	Amount
	Element

	Equipment rental costs
	$850
	X

	Container full of gas
	$32
	A

	Cell phone costs (business)
	$30
	X

	Cash in bank (business)
	$1,025
	A

	Cell phone costs (personal)*
	$120
	N/A 

	Customer payments
	$1,850
	R

	Cash in bank (personal)*
	$754
	N/A 

	Advertising costs
	$75
	X

	Money you put in to start the business
	$150
	E

	New video games purchased*
	$296
	N/A 

	Gas costs (used)
	$138
	X

	Money borrowed from parents to start business.
	$150
	L


*Not categorized as they are personal expenses.  Therefore, they must be ignored due to the separate entity assumption which says that business must be kept separate from the owners.
Profit = Revenue - Expenses, so 1,850 – (850 + 30 + 75 + 138) = 757
Retained earnings = Profit - Dividends, so 757 - 0 = 757
Equity = Owner's Capital + Retained earnings, so 150 + 757 = 907
Accounting equation:  Assets = Liabilities + Equity, so (32 + 1,025) = (150 + 907)
After paying off the loan the company would have 875 (1025 - 150)
If the business ended today the full amount of equity, $907, would not be paid out in cash.  This is because assets are made up of cash ($1,025 - $150) and a container of gas ($32).  If the business ended today the owner would receive $875 plus the container of gas, which could then be used for personal purposes.
PQ2-5
[image: ]
PQ2-6
1.  You invest $750 of your own cash into a business.
What did the business get?  Cash of $750, which is an asset because it is owned, has future benefit for the business and is due to a past transaction.
What did the business give away?  Not clear.
What did the business earn? Nothing, as it has not done anything for its customers yet.
What did the business use, consume, or incur?  Nothing was used or consumed to generate revenue yet so this does not apply.
What does the business owe?  The business now owes Owner's Capital to the owner who invested in the business, $750 increase as it is owed by the business to the owner.  

2.  You borrowed $500 from your parents to help start the business.
What did the business get?  Cash of $500, which is an asset because it is owned, has future benefit for the business and is due to a past transaction.
What did the business give away?  Not clear.
What did the business earn? Nothing, as it has not done anything for its customers yet.
What did the business use, consume, or incur?  Nothing was used or consumed to generate revenue yet so this does not apply.
What does the business owe?  The business now owes a third party, your parents, cash in the future which is due to a past transaction.  Liabilities increase by $500.


3.  Using a credit card, you registered a business name with Service Ontario, $60.
What did the business get?  A business name.  Is it an asset?  Yes, because having the name will help you run your business in the future, the name is now owned by the business and it is due to a past transaction.  Assets increase by $60.
What did the business give away?  Not clear!
What did the business earn? Nothing, as it has not done anything for its customers yet.
What did the business use, consume, or incur?  Nothing was used or consumed to generate revenue yet so this does not apply.
What does the business owe?  The business now owes a third party, the credit card company, cash in the future which is due to a past transaction.  Liabilities increase by $60.

4.  Purchased supplies that will be used in the future for $250 using a credit card.  You will not have to pay off the credit card until next month.
What did the business get?  Supplies.  Are they an asset?  Yes, because they will help you run your business in the future, they are owned by the business and it was due to a past transaction.  Assets increase by $250.
What did the business give away?  Not clear!
What did the business earn? Nothing, as it has not done anything for its customers yet.
What did the business use, consume, or incur?  Nothing was used or consumed to generate revenue yet so this does not apply.
What does the business owe?  The business now owes a third party, the credit card company, cash in the future which is due to a past transaction.  Liabilities increase by $250.

5.  Paid cash for 500 business cards from Staples for $50 plus HST. 
What did the business get?  Business cards.  Are they an asset?  Yes, because they will help you run your business in the future, they are owned by the business and it was due to a past transaction.  Assets increase by $50 + HST of 13%.
What did the business give away?  Cash to pay for the business cards.  Cash is an asset (owned, future benefit, past transaction) but cash now decreases because cash was given to Staples.



6.  Received cash from customers for services provided, $1,450.
What did the business get?  Cash, which is an asset because it will help you run your business in the future, it is owned by the business and it was due to a past transaction.  Assets increase by $1,450.
What did the business give away?  A service...but what does that mean?
What did the business earn? The business earned $1,450 because it provided a service to its customers....the business did its jobs and completed them!  Revenue increases by $1,450.

7. Used up half of the business cards during at the local Busker Fest in Mississauga.
What did the business get?  They got advertising but is advertising an asset?  Do we OWN advertising once it is sent out?  No.  Can we be sure about the benefit we will get from advertising?  NO.  Because it does not meet all three criteria of an asset we can't record advertising as an asset.
What did the business give away?  We gave away our business cards, which are right now recorded as an asset.  We have to reduce the asset for the amount that we no longer have because it no longer has future benefit and we don't own those business cards any more.  Assets decrease by 50% of the asset we recorded in Item 5.
What did the business earn? Nothing, as it has not done anything for its customers yet.
What did the business use, consume, or incur?  The business used up 50% of the business cards to help it generate revenue in the business so we record an expense of 50% of the cost of the business cards.

8.  Paid yourself dividends of $300.
What did the business get?  Nothing that I can see...so not clear, move on!
What did the business give away?  Cash, which means the business no longer has the cash that was owned and had future benefit.  Assets decrease by $300.
What did the business earn? Nothing, as it has not done anything for its customers yet.
What did the business use, consume, or incur?  Nothing was used or consumed to generate revenue yet so this does not apply. (Dividends do not generate revenue so they are NEVER recorded as expenses!)
What does the business owe?  Nothing as the dividends have already been paid so nothing is owed.

Our questions did not help us!!  That is because dividends are an exception to the questions we have.  Dividends are a distribution of the wealth we owe to the owners, and therefore do not fall under any of the above noted questions.  Dividends are recorded as an increase in dividends and a reduction in equity through a reduction in retained earnings.  To see the effect of dividends, be sure to check out the flowchart of the interrelationship between the elements.
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PQ2-9
Full disclosure is violated because a list of employees is unlikely to affect the decisions of the external stakeholders and therefore should not be included in the report to external shareholders.

PQ2-10
Beginning Assets = Beginning Liabilities + Beginning Equity, so 31,800 + 24,900 = 56,700
Profit = Revenue - Expenses, so 97,700 - 91,250 = 6,450
Change in Retained earnings during the year = Profit - Dividends, so 6,450 - 0 = 6,450
Change in Equity = additional Owner's Capital + change in Retained earnings, so 1,600 + 6,450 = 8,050.
Opening Equity plus change in Equity = Ending Equity, so 24,900 + 8,050 = 32,950
Ending Assets = Ending Liabilities + Ending Equity, so 25,300 + 32,950 = 58,250


PQ2-11
Stakeholders are individuals or groups who either affect the business or are affected by the actions of the business.  Students may choose different stakeholders but they must be able to determine if they are internal or external stakeholders and what the difference is.
	Internal Stakeholders

	Employee

	Marketing manager

	Company lawyer

	Tax manager

	Owners (sole proprietor)

	External Stakeholders

	Shareholders (of a corporation)

	Governments

	Customers

	Suppliers

	Creditors (banks)

	Society/Community


PQ2-12
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What is the problem with using the basic accounting equation to provide stakeholders with information?  (HINT:  How much cash does the business have at the end of the period?  Can you tell?)
The issue is that the summarized information stakeholders get from the basic accounting equation does not provide them with the details necessary to make decisions.  For instance, it is not possible to determine the amount of cash on hand without doing manual calculations.  We also do not know what the revenues or expenses are so we can't determine profit without manual calculations.
PQ2-13
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What is your financial position at the end of the period?  (Financial position is represented by the accounting equation:  assets, liabilities, equity.)  Would you consider your financial position good? Why or why not?
Assets = Liabilities + Equity
7,142 = 2,000 + 5,142
It appears that my financial position is good since I do not have many liabilities.  It is difficult to say if my financial position is good because I don't know, from this, what the makeup of my Assets and Equity is.  I can only say that it appears to be good because my assets are high and my liabilities are low in relation to my assets.


How profitable was your business during the current month?  Do you think you should continue with the business?  Do you think the bridal show was worth the expense?  (Hint:  consider short term and long term.)
My profitability was poor as my revenues ($4,000.00) less my expenses ($3,858) results in a very low income ($142 over the last month).  
My business is new and often businesses take 3 to 5 years to produce a profit.  If you give up too early you have not given your business a chance to establish itself and start earning a profit based on the reputation of your service.
Was the Bridal Show worth it?  Answers to this question may vary.
I think the Bridal Show was worth it over the long term if I get a good response rate from the people who attended the show.  I need to track how many jobs I get from the people who met me at the Bridal Show and determine if, next year, it is worth it to attend.
 What do you think might be some key success factors for a business like this?  What factors could cause the business to fail?  
NOTE:  students may have different answers.
Key success factors:  Quality of photos, price compared to other businesses offering bridal photography, my creativity with regards to the shots I take at the events and my ability to work well with all my customers.
Factors that may cause failure of the business:  prices which are too high, don't do what my customers want me to do, inability to build relationships with my clients, poor quality photos.



PQ2-14
Students could choose any three of the qualitative characteristics.  Note that the definition may use different words but the meaning must be similar and clear.
	Quality:
	Description:

	Faithful
	Truthful, meaning it is complete, free of error, and neutral (unbiased).

	Relevant
	Applicable or pertinent to your decision-making, helps you predict the future and/or confirm decisions you made in the past.

	Comparable
	Can compare the same business from year to year OR between two different businesses in the same industry.

	Verifiable
	Anyone looking at the information would determine similar amounts.

	Timely
	Information is provided quickly (as old information is less useful).

	Understandable
	Group and present information so it is clear and concise.



PQ2-15
Retained earnings end of period = retained earnings beginning + profit - dividends = 150,000 + 80,000 - 20,000 = 210,000
Equity end of period = owner's capital end of period + retained earnings end of period = 100,000 + 210,000 = 310,000
Assets end of period = liabilities end of period + equity end of period
520,000 = liabilities end of period + 310,000
Liabilities end of period = 210,000


PQ2-16
Profit = Revenue - Expenses, so 689,000 - 524,000 = 165,000
Equity beginning + Additional Owner's Capital + Profit - Dividends = Equity ending
125,000 + 0 + 165,000 - 80,000 = 210,000
Ending Assets = Ending Liabilities + Ending Equity 
402,000 = Ending Liabilities + 210,000
Ending Liabilities = 192,000
Liabilities generally increase when the business makes purchases using credit or borrows money.  Liabilities decrease when the business pays its debts, either to the credit card company or to the bank.
PQ2-17
Lenders are external stakeholders because they are outside the business (they don't work for the business).  The main objectives of lenders as stakeholders in a business is whether they should lend money to the business, what amount to lend, and will the business be able to repay the principal and interest over the term of the loan.
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How profitable was Kelly's business in February?  
Revenue - Expenses = 2,350 - 650 = 1,700
If Kelly worked 5 days a week, 8 hours a day for a whole year, less 4 weeks’ vacation, what would her projected revenues be? 
5 * 8 * 48 weeks * $25/hour = $48,000


Do a search for "cleaning lady" on Kijiji for Oakville and review the number of pages that are displayed.  Can you think of any factors that might limit Kelly's business?  What are some of the possible things Kelly could do to ensure her business is successful?
There are over 20 pages of cleaning services available but many of them are duplicates.  Still, it does indicate that there is a lot of competition for customers.
Answers for the remainder of this question may vary.
Factors that might limit Kelly's business is if she does not provide the quality of services she promises and if competitors offer lower prices for similar or better services.
To ensure her business is successful Kelly could build relationships with her customers and make sure that her services are excellent.  If she does this, lower prices by her competitors are less likely to negatively affect her business.

References
1  Direct Marketing, DMA:  Direct mail response rates beat digital, downloaded from http://www.dmnews.com/direct-mail/dma-direct-mail-response-rates-beat-digital/article/245780/ on August 18, 2015.
2  Business Name Registration in Ontario, watched at https://www.youtube.com/watch?v=jH4zUwHuWoQ#t=117
3  Service Ontario at https://www.appmybizaccount.gov.on.ca/sodp/portal/osb/!ut/p/b0/04_Sj9CPykssy0xPLMnMz0vMAfIjCxLTU3My87Kt8ouT9Aryi0oSc_QKSpNyMpP1MvJzU_ULsh0VAfzzwt0!/ and click on "Search, register, renew your business and get a Master Business License"
4  Form T2125, Statement of Business or Professional Activities , downloaded from the Canada Revenue Agency, http://www.cra-arc.gc.ca/E/pbg/tf/t2125/README.html


Chapter 3 – Introduction to Accounts
Blast from the past
BFTP3-1
At the beginning of the year a business has liabilities of $189,500 and equity of $98,250.  During the year liabilities increased by $19,700 and the business had additional capital contributions by the owners of $20,000, revenues of $324,600, expenses of $296,750, and dividends of $7,000.  What are assets at the end of the year?
	
Assets are (insert your amount)              $


	Calculations (show your work):







BFTP3-2
You start a consulting business on May 1 and had the below-noted transactions during the month.  Analyze the transactions using the critical and enhancing questions and record the business activities using the expanded accounting equation.  The chart is provided on the next page.  Ensure the totals at the bottom of the chart equal!  Note:  the credit card you use is a business credit card that is used exclusively for business purchases.
1.  You invested $2,500 of cash into a business.
2.  You borrowed $2,500 from your parents.  The loan must be repaid by July 1.
3.  Registered a business name with Service Ontario, $60, using a credit card.  You will pay off the credit card at the end of this month.
4.  Purchased office supplies for $400, plus HST, using a credit card.  
5.  Paid cash for 500 business cards from Staples for $60. 
6.  Received cash from customers for consulting services provided, $930.
7.  Attended a one day conference to network and paid the conference fee of $500, plus HST, using the credit card.
8.  Used up half of the business cards during the conference.
9.  At the end of the month you had $262 of office supplies remaining.
10.  Paid the credit card for all business expenses using cash.
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How profitable was the business?  What is the main reason for this outcome?
	

	

	

	

	

	

	


The conference was quite expensive. Do you think it was worth it?  Why or why not?
	

	

	

	

	

	

	



BFTP3-2 is continued on the next page.


BFTP3-2, continued
What is your financial position at the end of the period?  Would you consider your financial position good? Why or why not?
	

	

	

	

	

	

	


You would like to know the breakdown of your assets and your expenses at the end of the month in order to help you make decisions regarding the future.  Is this information easy to find when you record transactions using the expanded accounting equation?
	

	

	

	

	

	

	


BFTP3-3
K12 Inc. is a for-profit education company selling online schooling and curriculum in the United States.  In 2011 the company released its annual report a month late due to issues with their accounting system1.  Investors responded by selling off their shares on the stock exchange, causing the company's share price to decline sharply.  What qualitative characteristic did K12 Inc. violate?  Why would the delay in releasing financial information concern investors?  What type of stakeholder are the investors (external or internal)?
	

	

	

	

	

	

	

	



The answers to the BFTP questions are from the knowledge you gained in Chapter 1 and 2.

Why is financial information important?
As you can see from BFTP3-2, in order to manage your business you need to use financial information to make decisions.  When the information is not in a form that allows you to quickly evaluate your past activities, it is difficult to make decisions about the future.  As shown in Chapter 2 and BFTP3-2, using the expanded accounting equation gives you more information than the basic accounting equation; however, there is not enough information to help you make the decisions you need to make about future operations.
How do businesses produce financial information that is useful for decision-making?
The accounting system should provide information that is useful for decision-making.  Looking at BFTP3-2, even with the expanded accounting equation, there is still not enough information for decision-making purposes.  For instance, you can't determine if there is enough cash to repay the loan from your parents without manual calculations.  A good accounting system subdivides the financial reporting elements so that more detailed information is readily available.  For example, an account called Cash under the element assets would track cash transactions so you would know your total cash at the end of the month immediately.  
Accounts are common subgroups of financial reporting elements that are used to accumulate (gather) business activities.  Using BFTP3-2 as an example, assets could be divided into Cash, Business Licence, Business Cards, and Office Supplies.  Doing so would allow you, the owner, to better understand your business and make decisions (such as whether you have enough cash to pay off the loan from your parents!)  
By using accounts to subdivide financial reporting elements, the accounting system can also be used to produce financial statements.  Financial statements tell a business's story, what it does and how well it does it.  They provide a business’s financial performance, its current financial position, and its cash flows.  Both internal and external stakeholders use the financial statements to analyze a business and answer questions, which allow them to make decisions and meet their objectives.  
Are there standard accounts that businesses always use?
Yes, there are, but instead of just listing them and telling you their definitions, let's start a new business, a lawn care company, in May of 2017.  You just finished your first year of university and, because you would prefer to work for yourself, you start a business.  Let's first analyze all the transactions using the elements (just like you did in Chapter 2) but then you'll take it one step further:  use accounts to subdivide the elements and record the business activities.  This way you'll practice the concepts from Chapter 2 while learning about standard accounts used by businesses.  
Note that, as you move through the chapters, you'll add to your list of standard accounts.  Just like in life, learning continues all the way through this textbook.  You will continue to expand your list of standard accounts as you move through this textbook.

So what should you name your lawn care business?
One of the first things any business should decide on is a name.  There is a lot more to naming your business than you think.  Watch this video to better understand the key factors with regards to naming your business and complete the questions which follow.
How to Name Your Business:  https://www.youtube.com/watch?v=cxeosIPTq8c
The video suggests you use a professional naming business.  What are the benefits and drawbacks of doing so?
	

	

	

	

	

	


When naming your business what are some things you should never do?
	

	

	

	

	

	

	

	



When naming your business what are some things you should do?
	

	

	

	

	

	


Should you just come up with one name and hope for the best?
	

	

	

	

	

	


Once you have a name what should you do?
	

	

	

	

	

	


What do you need to do to make the final decision?
	

	

	

	

	


How much time should you spend developing a name?
	

	

	

	

	

	



Are you still not sure about a business name?  Then watch this video.
6 Keys to a Memorable Company Name:  https://www.youtube.com/watch?v=SJaXpPayk-o
Are there any other important considerations when naming a business?
Yes, there are a few more things you'll want to consider.  
1.  You want to be able to use the name of your business as your domain name on the internet, preferably using .com (the most searched domain extension).  If you name your lawn care business Lawn Care By David, the domain name would be lawncarebydavid.com, which is long and difficult to type.  The best domain names are short, don't have any hyphens, and are one, two, or three word summaries of what the business is about.  For instance, nutrilawn.com, the domain name for nutri-lawn®, tells you right away that they care about feeding your lawn!
2.  Once you've decided on a few different names (3-5 gives you choice) check out domain name registration companies (for example, Register.com, Namecheap.com, or GoDaddy.com) to see if the domains are available.  Domain names are leased (rented) for a maximum of 10 years and cost between $5.99 and $25.99, plus HST, per year.
3.  If you are selling yourself (like an author or a public speaker) consider using your own name as your business and domain name.  Your name is your brand so using it is the best way to build that brand.
[bookmark: _Toc442600156]Check your understanding (CYU3-1)
Consider what type of business you would start if given the opportunity.  Develop a name for that business and do a search using one of the common domain name registration companies mentioned in #2, above.  Is the name available?  If so, which extension (.com, .ca, .org to name a few)?  Which extension would you prefer and why? 
	

	

	

	

	


How much would you be charged to rent the domain?  
	

	

	

	

	



OK, so what name will you use for your lawn care company?
You decide to go with LawnKare.  It highlights all of the important factors in a business name:  it tells customers what you do, it's catchy and therefore easy to remember, and the domain name is available using .com, the most searched domain extension in the world.  Now that you have decided on the name let's start recording the business's activities.
[bookmark: _Toc442600158]How do you use account names to record business activities?
First, you need to be introduced to standard account names that are likely to be used when recording transactions in your business.   Watch the following 2 videos and answer the question that follows.  This will give you a good understanding of the common account names before you begin recording transactions in your new business.
https://www.youtube.com/watch?v=fHZg8nZf0OQ
https://www.youtube.com/watch?v=4dC1UNXZ6Fs
The following is a list of random account names.  For each account name indicate the financial reporting element (assets, liabilities, equity, revenue, expenses) it belongs in and provide one important aspect (part) of the definition of the account.

	Account Name
	Financial Reporting Element & Partial Definition

	Bank loan payable

	

	Accounts receivable

	

	Sales revenue

	

	Prepaid expense

	

	Income tax payable

	

	Equipment

	

	Supplies expense

	

	Accounts payable

	

	Patent

	

	Service revenue

	

	Owners' capital

	

	Advertising expense

	

	Interest payable

	

	Office supplies

	

	Unearned revenue

	

	Salaries payable

	

	Wages expense

	

	Cash

	



Check your understanding (CYU3-2)
List the critical and enhancing questions.
	Critical Questions
	Enhancing Questions

	1.
	1.

	2.
	2.

	
	3.


How would LawnKare record the leasing of the domain name?
On May 1 you pay for the domain name with your business credit card, $16.99 plus HST, on GoDaddy.com.  You will pay off the business expenses from the credit card when you receive the bill at the end of the month.
What did LawnKare get?  An asset as the fee covers the domain name for 1 year, from May 1, 2017, to April 30, 2018.  LawnKare owns the domain name (legal right to use it) for that period of time, it will benefit the business in the future because it can use it, and it is due to a past transaction.  Assets increase by $19.20 (16.99 * 1.13%).
The account you would use to record this asset is Prepaid Expense.  This account sounds like an expense account (after all, it has the word expense in it!) but it is never an expense.  Why?  Because, as noted above, it meets the definition of an asset:  it is owned, has future benefit, and is due to a past transaction.  So why does this account have the word expense in it?  As you use the domain name the value of the asset will decrease (1/12 every month).  That use will cause the asset to become an expense (remember the definition of expense is something used, consumed, or incurred to generate revenue).  That's why it's called Prepaid Expense:  it is an asset that you pay for in advance and, over time, it will become an expense in the future, as the business uses the asset up.
What did LawnKare give away?  An "I owe you" (IOU), a promise to pay the credit card company in the future.  Note that you don't owe GoDaddy.com because they received their money immediately from the credit card company.  LawnKare owes the credit card company cash in the future due to a past purchase, which meets the definition of a liability.
The account you would use to record this liability is Accounts Payable.  Accounts payable is used when you purchase something from someone (a supplier) and you owe the supplier cash in the future.  The credit card company actually supplied you with cash (they paid GoDaddy.com on your behalf) and you owe them cash in the future to settle this debt.
Let's record this in the expanded accounting equation using these account names.
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How would LawnKare record the other services they receive from GoDaddy.com?
On May 1st you also sign up for GoDaddy.com's website builder and hosting services.  It costs $7.99 per month, plus HST, payable on the first day of every month.  You set up an automatic monthly charge to the credit card and make the first payment on May 1st.
What did LawnKare get?  The use of a website and hosting for 1 month.  This is an asset for the month of May but you expense the amount instead.  Why?  Because by the end of the month you will have used up all of the asset.  If you record it as a Prepaid Expense on May 1st you would have to move it to an expense account on May 31st.  That would mean doing 2 entries this month, 31 days apart.  That is not efficient or necessary for decision-making.  Instead, you record it immediately as an expense because you know, by the end of the month, it will be an expense.
So what is the name of the expense account that you will use for the website and hosting?  The naming of expense accounts is based on what a business wants to know about its costs.  The more detailed the information the better it is for decision-making but too much detail would be overwhelming.  Every business has to decide on the expense accounts they want to use.  In this case, in order to know what the website is costing you over time, you create an expense account called Website Expenses.  This will allow you to compare the cost of the website to the number of hits to the website.  This information will allow you to decide, in the future, if the website is helping your business generate revenue.
What did LawnKare give away?  As with the domain name, it gave away an IOU, a promise to pay the credit card company cash in the future.  We again use Accounts Payable to record the cash that is owed in the future to a supplier.  
Let's record the business activity using the expanded accounting equation and these account names.
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Is the accounting equation still in balance?
Note that this transaction LOOKS like the accounting equation is not in balance because, for this transaction, it looks like Assets $0 = Liabilities $9 + Expenses $9 or $0 = $18!!  As noted in Chapter 2 you need to flow expenses up into equity to see if the equation balances.  Expenses decrease Profit, which decreases Retained Earnings, and therefore decrease Equity.  The equation IS in balance because Assets $0 = Liabilities $9 - Equity $9, which also equals $0.  Remember that expenses and dividends have a negative effect on equity.
Is every business activity recorded in the accounting system?
A business may be involved in many business activities but not all of them are recorded in the accounting records.  An event is a business activity of importance to a business.  What is necessary for an event to be recorded in the accounting system?  If the event is measurable (we have a dollar value) and realized (the exchange has already happened) then it is recorded in the accounting system.  This is called a transaction, which is an event that is measurable and realized.  
So, if an event is measurable and realized it is a transaction and will be recorded in the accounting system.  If an event is measurable but not realized OR realized but not measurable, then it is an event but NOT a transaction.  Events are never recorded in the accounting system.
Here’s another way to think about it.  A transaction involves an exchange between two parties.  Usually goods or services go one way, and cash goes the other way.  If EITHER party has done his part, then BOTH must record the transaction.  If NEITHER party has done anything, then the agreement to make the exchange is still an event and does not have to be recorded.  Note that either the goods/services or the cash can change hands first – a transaction does not have to involve cash.  Quite often, the goods/services change hands first and the cash later.  That’s how receivables and payables happen!
Let's do an example to make it clearer.  You want to sign up for a gmail.com account using LawnKare but someone already owns that email account.  Instead, you sign up for lawnkare@hotmail.com.
What did LawnKare get?  The use of an email account, which it has a legal right to use and also has future benefit, all due to a past activity.  That's an asset. What did LawnKare give away?  Nothing because the email account is free.
There is no dollar value attached to this business activity so it is an event but not a transaction.  When a business has an event it does not record an entry into the accounting system.  Remember that every business activity is either an event (measurable OR realized but not both so it is NEVER recorded) or a transaction (recorded because it is both measurable AND realized).


Check your understanding (CYU3-3)
Indicate which of the following business activities are events and which are transactions. 
	Description
	Event (E) or Transaction (T)

	The business hires a new administrative assistant at $1,200 per week.  He will start next month.
	

	The business purchases a computer for $900.00 cash, plus HST.
	

	The owner decides to relocate to a new office and pays $2,500 cash in advance to secure the space.
	

	A new advertising company is hired to develop an ad for a new product.  A fee of $32,000 is negotiated and will be paid in installments as the work is completed.
	


Testing Tip!
For a midterm or final exam, when there is an event, indicate this on your expanded accounting equation worksheet by writing NO ENTRY.  This indicates your understanding of what an event is (not recorded).  If you leave it blank the marker may think that you did not know how to record the business activity.  ALWAYS be clear:  indicate NO ENTRY if a business activity is an event that will not be recorded.
What accounts should LawnKare use when they purchase a business licence?
On May 2 you register the name, LawnKare, at Service Ontario for $60 using a credit card.  
Is this an event or a transaction?  It's a transaction because it is measurable ($60) and realized.
What did LawnKare get?  The business got a licence to run the business for 5 years, something it owns which it will use in the future and is due to a past activity.  Assets increase by $60.
The cost of a licence is capitalized, meaning the cost is recorded as an asset because it has future benefit for the company.  When an asset will last a long time (over the long term) it is called a long-lived asset.  Long-lived assets are divided into tangible assets (physical assets such as land or buildings) and intangible assets (non-physical assets which represent legal rights, such as a licence, trademark or brand name).  One type of intangible asset is a licensing right, which is the permission to use something (ability to run a business) for a specific period of time (5 years).  We'll record the licensing costs as a long term asset account named Business Licence.  
What did LawnKare give away?  As with the domain name and webhosting service, it gave away an IOU, a promise to pay the credit card company cash in the future.  We again use Accounts Payable to record this business activity.  
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What accounts should be used to record contributions by owners?
You contribute all of your savings, $500 cash, to the business. 
Is this an event or a transaction?  It's a transaction because it is measurable ($500) and realized (the business received the cash already). 
What did LawnKare get?  LawnKare received cash of $500.  The cash has future benefit for the business since LawnKare can buy things with it, and the event already happened in the past (contribution by the owner, you!).  Assets would increase by $500.
The account you would use to record this asset is Cash.  The cash account is used when you receive either cash or cheques.  Cheques are recorded as cash because they are considered equivalent to (the same as) cash.  Once cheques are deposited into a bank account they are immediately converted into cash by the bank, which is why businesses record cheques as cash.
What did LawnKare give away?  The business gave away ownership in the business, which is represented by owner's capital.  Owner's capital is part of equity so equity increases by $500.
The account used to record owners' capital is actually called Owner's Capital.  It represents the capital contributions (cash investment) made by the owners to the business and is part of the equity that is owed to the owners by the business.


Let's record this in the expanded accounting equation using these account names.
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What accounts should LawnKare use for loans?
Your parents want to support you in your efforts to start a business so they lend you $1,500 on May 3rd.  The loan is due on April 30, 2019, two years from now.  Your parents have provided the loan interest-free (meaning you don't have to make interest payments).
Is this an event or a transaction?  It's a transaction because it is measurable ($1,500) and realized (the business received the cash already). 
What did LawnKare get?  LawnKare received cash of $1,500.  The cash is owned, has future benefit for the business since LawnKare can buy things with it, and the transaction was realized (already happened in the past).  Assets increase by $1,500, again using the Cash account.
What did LawnKare give away?  The business gave away an IOU, a promise to pay your parents cash on April 30, 2019, in the future. This is a liability:  owed, due in the future, and the result of a past transaction (receiving the loan).  
What account should we use?  Can we use Accounts Payable again?  No, because Accounts Payable is used when you purchase something (goods or services) from a supplier who will send you an invoice or statement.  Accounts Payable are also short term, meaning they will be paid in the upcoming year (next 12 months).  Short term liabilities are called current liabilities. They are always settled sometime during the upcoming year (12 month period).  
The account used to record this loan is called Loan Payable.  This account is used when a business has an obligation to pay a debt in the future using cash.  If the debt is due beyond the upcoming year (12 months), like this one is, it is a long term liability.  If the debt is due within the upcoming year (12 months) it is a current liability.
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What accounts should LawnKare use for the cost of website development?
Your friend, who has a website design business, designs your website for $300.  The website is designed to allow customers to book lawn care appointments and pay using PayPal.  You pay your friend cash for the design of your website and expect to continue to use this website for the next 3 years.
What did LawnKare get?  The business got a website designed, something owned which will be used in the future to help run the business (because it allows for the booking of appointments and payments by customers) and is due to a past event.  Assets increase by $300.
Like the business licence, the costs of developing a website are capitalized, meaning the cost is recorded as an asset because it has future benefit for the company.  The cost of website development is also an intangible asset because it is not a physical good but a legal right.  This long-lived intangible asset is called a technology asset.  Technology assets include website development and some software purchases.  We'll record the website development costs in a long term asset account called Website Design.  
What did LawnKare give up?  LawnKare gave away cash, which we already know is an asset.  In this case the asset will decrease because, now that $300 has been given to website supplier, that cash is no longer owned by the business and therefore no longer has any future benefit.  The account Cash, an asset, decreases by $300.  
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Does LawnKare require insurance?
General liability insurance protects your business against lawsuits from customers if you damage their property while you are providing lawn care services.  In addition, you will be covered for any bodily injuries that you may cause, both to yourself and your customers.  Considering your age (20 years old) and the fact that this is a new business, it is likely that the insurance coverage will be expensive, between $800 and $1,000 for the year. Sometimes, if you pay the full amount immediately, the insurance company will give you a discount, between 3% and 10%. 
You decide to get insurance coverage because it protects both you and your customers.  You use your family's insurance company and get coverage for 6 months, which costs you $400 plus 8% provincial sales tax.  (Note that insurance premiums are exempt from the 5% federal portion of the HST; however, you do have to pay the 8% provincial sales tax.)  Your father pays the full amount by cheque and gets a 5% discount on the premiums before sales tax is applied.  You immediately pay your father the cash from the business.
What did LawnKare get?  The business got insurance coverage that will last 6 months, protecting the business into the future and due to a past business activity.  Note you get the 5% discount before paying the provincial sales tax so you multiply the $400 by 95% first, to reflect the discount.  You then multiply the amount by 1.08 to add in the provincial sales tax.  Assets increase by $410.40 ($400 * 0.95 * 1.08).  
The account you would use to record this asset is Prepaid Insurance.  Similar to the more general Prepaid Expense account, this account meets the definition of an asset.  This means that it is owned (the business has a legal right to insurance coverage), has future benefit, and is due to a past activity.  As the business uses up the insurance coverage the asset will decrease in value (1/6 every month) and insurance expense will increase (remember that the definition of expense is something used, consumed, or incurred to generate revenue).  
What did LawnKare give up?  LawnKare gave away cash, which we already know is an asset.  In this case the asset, cash, will decrease because you paid $410.40 to your father.  The cash is no longer owned by the business and therefore no longer has any future benefit.  The account Cash, an asset, decreases by $410.40.  
Let's record this in the expanded accounting equation using these account names.
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How does LawnKare record the cost of equipment?
Your father has 3 lawn mowers, two blowers, and two trimmers (he's a bit of a packrat, never throwing anything out).  You would like to buy the Toro Timemaster® Mower, available at Home Depot for $1,099 plus HST, but you don’t know if your business will be profitable.  You decide to wait to see if your business is profitable in the future.  For now your father is willing to rent you his lawn mower, blower, and trimmer at a cost of $5 per lawn.  You are responsible for purchasing all the gas but your father will also include the use of his extra five-liter gas can.
Is this an event or a transaction?  This is an event; although it is measurable ($5 per lawn) it has not been realized (you have not mowed anyone's lawn yet so you have not borrowed the equipment from your father).  No entry is required but you must enter NO ENTRY into your worksheet.
How can LawnKare build the business?
As noted in Chapter 2 for Walk UR Dog, to build a business you need to advertise.  Using your old laptop and printer from high school you design a simple flyer that clearly states your name (you are going to advertise in your neighbourhood, where lots of families know you) and what services you provide.  You include your cell phone number (text preferred) and the fact that customers can book an appointment through your website at any time.  You get 250 copies made at the local UPS Store ($0.07 per copy plus HST), paying by credit card.  That afternoon you deliver all the flyers.  If someone is home you knock on the door and offer your services.  When no one is home you leave the flyer in the mailbox.
What did LawnKare get?  Recall from Chapter 2 that advertising cannot be recorded as an asset because it does not meet all three characteristics of an asset.  Therefore, there is no effect on the assets.  Assets:  no effect.
What did LawnKare give away?  Flyers, but what does that mean?  It's unclear.  Let's move on to the enhancing questions.
What did LawnKare earn?  Nothing, since it didn't do anything for a customer yet.
What did LawnKare use, consume, or incur?  LawnKare used up all the flyers by delivering them to homes in the neighbourhood.  The flyers were used to help generate future revenues:  expenses increase by $19.78 (0.07 * 250 * 1.13).
What account should we use?  Remember that expense accounts are specific to each business but should be named something which helps stakeholders (like you, the owner) assess the business.  In order to know what advertising is costing you over time you name the expense account Advertising Expenses.  This will allow you to track the total cost of advertising and compare it to the number of customers who contact you.  This information will allow you to decide, in the future, if delivering flyers is helping your business to generate revenue.
What does LawnKare owe?  As with the domain name and webhosting service, LawnKare gave away an IOU, a promise to pay the credit card company cash in the future.  We again use Accounts Payable to record this business activity.
Let's record this in the expanded accounting equation using these account names.
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How does LawnKare record the provision of a service?
When you were handing out flyers two neighbours ask you to quote on their lawns immediately.  Based on the size of your family's lawn (which you have been mowing for free since you were 10 years old!) you quote one customer $20 and the other $25.  Both ask you to mow their lawn – your first customers!  
On May 6th LawnKare buys gas and single stroke engine oil from the local gas station for $14.80 (including all taxes), paying by credit card.  You then mow the lawns of both of your customers, receiving $45 cash ($20 + $25).  You use up half the gas and the oil while mowing the lawns.  When you get home you pay your father $10 for the rental of the equipment.
Let's break what happened on May 6th into several transactions so we don't miss recording any of the activities.
For the gas and oil, LawnKare got an asset (has future benefit) but used half of the asset up by the end of the day.  Therefore, Prepaid Expense increased by $7.40 because half of the gas and oil is available for future use by the business.  LawnKare paid by credit card so Accounts Payable increase by $14.80 as this amount is owed in the future.  The remainder of the gas and oil was used to generate revenue, an expense.  You use an expense account called Oil & Gas Expenses to track the usage against your revenues in the future.   This will help you determine if this business is profitable. 
For the services LawnKare has provided to customers LawnKare received cash, an asset.  The Cash account increases by $45.  LawnKare gave away a service, which answers the question:  What did LawnKare earn?  You provided (past tense) a service to your customers so you have earned revenue.  Revenues increase by $45.  You use the account Service Revenue to record revenues the business earns from the sale of services.  By deducting expenses from your revenues you’ll be able to track your profitability over time.
For the equipment rental, LawnKare incurred a cost to generate revenue, which is an expense.  Since you'll want to know if renting equipment is a good idea over the long term you track the cost of equipment rental in an expense account called Rent Expense.  LawnKare paid your father using cash so the Cash account, an asset, decreases by $10.
Tracking the information now requires a larger worksheet with additional columns and rows.  This has been provided for you a few pages further down.  Note that the worksheet includes all the past transactions and also the transactions that will occur on the next few pages.


What should LawnKare record if a customer can't pay immediately?
On May 8 LawnKare mows and trims the lawns of two new customers for $30 and $25 respectively.  Unfortunately, the customers are not home when you finish.  You leave a bill (also called an invoice) in their mailboxes asking for payment to be dropped off at your home.  You use up the remainder of your gas and oil.  When you get home you pay your father $10 for the rental of the equipment.
Again, let's break what happened on May 8 into several transactions so you don't miss recording any of the activities.
For the gas and oil, LawnKare used up the remainder of the gas and oil to generate revenue, so you use the expense account Oil & Gas Expenses again:  expenses increased $7.40.  In addition, Prepaid Expense decreases by the same amount ($7.40) because the asset no longer has any future benefit as it is now used up.  
For the services LawnKare has provided to customers LawnKare received no cash.  Was this an event or a transaction?  The amount is measurable ($55) and realized (LawnKare did its job, provided the service) so it MUST be a transaction and LawnKare MUST record it, even though no cash was received.  What did LawnKare get from the customers if not cash?  LawnKare got a legal right to collect cash from the customers in the future, which businesses record in an account called Accounts Receivable.  Accounts receivable is an asset account because it is owned (legal right), has future benefit (will result in a future cash inflow), and is due to a past transaction (the sale already happened and you finished the job). 
What did LawnKare give away? LawnKare gave away (provided, which is past tense) a service to the customers so it has earned revenue.  Revenues increase by $55.  Again, you use the account Service Revenue to record revenues the business earns from the sale of services.  
Note something important:  recording revenues has nothing to do with cash.  Businesses record revenues when they have done their job, provided the service or delivered the goods, regardless of whether they were paid or not.  The collection of cash is a separate issue, dealt with by recording the asset called Accounts Receivable.  It is important that you clearly understand what causes revenues to increase.  It is NOT the cash that leads to the revenue but the EARNING of revenue by doing your job (or the business doing its job!)
Remember the idea of the exchange of goods/services for cash? The transaction must be recorded by both parties when either one has performed.  Here, LawnKare has performed by mowing those two lawns.  The customers, however, have not yet performed their part because they have not yet paid.  But since one party (LawnKare) has performed, the transaction must be recorded, and on LawnKare’s side, revenue is recognized as well as the accounts receivable. (The customers who haven’t yet paid have their own accounts payable – to LawnKare!)
One last thing and then you’re finished with this transaction.  For the equipment rental, LawnKare again incurred a cost to generate revenue, which you record in the account called Rent Expense.  LawnKare paid your father using cash so the Cash account, an asset, decreases by $10.
Again, these transactions have been recorded in the larger worksheet provided for you below.
What should you record when a customer pays in advance?
One of your customers would like a contract:  you mow and trim his lawn for the whole summer.  He travels extensively and does not want to worry about booking an appointment or paying you.  You agree to check his lawn on a weekly basis and, when necessary, mow and trim the lawn.  Since this customer entertains frequently when he is home he wants to be sure that his lawn is always in perfect condition.  The contract is from May 15th to September 15th.  You estimate you will mow and trim the lawn once a week during the spring and once every two weeks during the summer.  You estimate you will mow and trim his lawn 12 times during that period.  You give him a discount of 5% because he is paying in advance.  The standard charge, considering the size of his lawn, is $35 before the discount.  To calculate:  12 * $35 = $420 but you have to take off the discount:  $420 * 95% = $399.  The customer gives you a cheque for $399.
What did LawnKare get?  A cheque, which is equivalent to (same as) cash.  It is an asset because LawnKare owns the cash it will get when you deposit the cheque in LawnKare’s bank account.  In addition, cash has future benefit to the business and it is due to a past activity.  The Cash account increases by $399.  
What did LawnKare give away?  It gave away a promise to provide a service in the future.  When you promise to do something for someone in the future it is a liability (owed).  This is a liability account called Unearned Revenue.  Remember the definition of liabilities; owed and will be settled in the future through the giving up of cash, goods, or services.  LawnKare has given the customer a promise to mow and trim their lawn until September 15 so this meets the definition of a liability.  
Even though this account, Unearned Revenue, uses the word revenue it does not belong in the revenue element because it has not been earned.  You can only earn revenue when you have done your job, completed the service or delivered the goods (notice the past tense!)  Since LawnKare has not done anything for the customer yet, it owes a liability, a service in the future.  The account, Unearned Revenue, increases by $399.
Again, these transactions have been recorded in the larger worksheet provided for you below.
Note that some columns are blank.  These are provided for future accounts that the business may require to record transactions.
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Check your understanding (CYU3-4)
It is important to become familiar with all of the common account names and which element they belong in.  For each of the following transactions provide the account names that would be affected, the indicator (+ / -) IF THE EXPANDED ACCOUNTING EQUATION WAS USED and the element the account belongs in.
	Trans #
	Description
	Account name and indicator
	Account name and indicator

	1
	Provided services to a customer on account (for credit).
	
	

	2
	Paid cash for a 1 year insurance policy.
	
	

	3
	Paid an employee for the work they have completed.
	
	

	4
	Received payment from a customer for services which had already been billed (invoiced) last month.
	
	

	5
	Purchased equipment in exchange for cash.  The equipment will be used in the future.
	
	

	6
	Purchased office supplies on account.
	
	

	7
	Borrowed money from the bank.
	
	

	8
	Paid for a cell phone used during last month.
	
	

	9
	Received cash in advance from a customer.  You will provide the services next month.
	
	

	10
	Paid interest on a bank loan that has been outstanding for a month.
	
	

	11
	Hired a new employee who will start next month.
	
	

	12
	You have not paid income taxes yet but you earned revenue so you owe them.  Your tax rate is 17% of your profit.
	
	





CYU3-4, continued
Did you use a positive indicator for the expenses or a negative?  Explain your choice.
	

	

	

	

	

	

	



How would your answers change if you were recording these transactions into the basic accounting equation?  What would change and why?
	

	

	

	

	

	

	



What questions can be answered by looking at the business’s accounts?
Remember that, in Chapter 2, the information available from the basic accounting equation was limited because there were no details.  You also learned that, although the expanded accounting equation provides more information (for instance, total revenues and expenses so that you can calculate profit) there is still limited information available for stakeholders to make informed decisions.  By using accounts, which subdivide the elements, you are provided with additional details.
In order to see this, let’s look at a list of the accounts and their ending balances from LawnKare divided into the different elements.
[image: ]
What can you, the owner, tell from the above information?  Here are a few examples.
Assets:  The cash position of the company is good.  There is enough cash, for instance, to pay off the Accounts Payable ($122.81) and the Loan Payable ($1,500).  The business has only one Account Receivable ($55) which is low.  The remainder of the assets will never be converted into cash.  Instead, the other assets are made up of things that the business will use over time to help you run the business.  Examples include Prepaid Expenses and the Website Design.  These assets have value but it is also good to know what the assets are made up of:  accounts that will turn into cash in the future or will be used/consumed to aid running the business in the future. 
Liabilities:  The total liabilities are high in comparison to the total assets.  However, one of the liabilities does not need to be repaid in cash (Unearned Revenue will be settled by providing a service to customers in the future).  Even with the high liabilities that need to be paid ($122.81 + $1,500), there is enough cash in the business to pay the debts if you wanted to.
Equity:  Shows how much you invested in the business to get it started.
Revenue:  Shows that you have not, as yet, started to generate much revenue (only $100).
Expenses:  You have a total of $63.61 of expenses against only $100 of revenues.  These expenses seem high in comparison to your revenue but that is likely because you have not, as yet, expanded your business.  The expenses are all reasonable considering your business to date.
Profit:  $100 – 63.61 = $36.39, which is pretty good, all things considered.  You kept over 33% of your revenue.  Many businesses have profit which is less than 10% of their revenue.  That means that, in a business with revenues of $100, they would have expenses of $90.  Your expenses are only $63.61, leaving you with profit that is 36.39% of your revenue.  Well done!
As you can see, stakeholders can tell a lot more about a business when you use accounts to subdivide the elements.  This provides better information for decision-making.  For instance, you know you can’t afford to buy that Toro Timemaster® Mower right now with cash from the business.  In fact, you know you have very low revenue.  Looking at the accounts you know that you have to build your business first, likely by advertising again.
Accounts and their balances give you information that is not available from either the basic accounting equation or expanded accounting equation.
Putting it all together!
The overall objective of GAAP is to provide financial information about a business that is useful to stakeholders for decision-making.  By using the elements in Chapter 2 you discovered that recording information allows you to better understand your business so you can make decisions.  You also discovered that information recorded using only the accounting equation, even the expanded accounting equation, is not enough for decision-making.  By using accounts, which further subdivides the elements, you are better able to determine things like your cash position at the end of the year or how much you owe in loans.  This provides better information for you to make decisions as you move forward with your business.
Going forward!
Stakeholders, including owners, need to see the accounting information in a format that can be easily understood.  Using the account names, businesses can record transactions and create the financial statements.  Financial statements tell a business's story, what it does and how well it does it.  They provide a business’s financial performance (income statement), its current financial position (balance sheet), and its cash flows (statement of cash flows).  Both internal and external stakeholders can use the financial statements to analyze a business and answer questions, which allow them to make decisions and meet their objectives.  
In Chapter 4 you will be introduced to the financial statements.
What do I need to know for a midterm or final exam?
A. Recognize the difference between events and transactions.
B. Analyze and record transactions using the critical and enhancing questions.
C. Record all transactions using account names.
D. Determine which accounts belong in which elements and sub-elements.
E. Review the total of all the accounts and analyze the business’s position at the end of the period.  For instance, do they have enough cash to pay off their loans or purchase supplies?
Watch out for....
You need to be able to use the critical and enhancing questions to better analyze business transactions.  You then need to decide on the appropriate account names.  You might be tempted to make up names but, remember, there are some standard names that are always used (cash, accounts receivable, accounts payable are just a few).  You need to ensure you practise recording transactions.  The critical thinking is in the analysis of each transaction.  

You need to ensure you practise recording transactions.  The critical thinking is in the analysis of each transaction using the critical and enhancing questions.  

Key is ensuring you get the practice you need to become proficient at analyzing transactions.




[bookmark: _Toc442600181]In Class Demo Questions
ICDQ3-1
Without looking at the textbook DEFINE each of the following accounts.  When defining the accounts, be SURE you tie the definition of the account into the definition of the element it belongs in.  Do this without repeating the element's definition word for word.   Why would you do this?  Because you can only use an account name when you know what the account is used for.  That understanding is shown through your knowledge of the definition of the account.
 
An example has been provided for you.

Question:  Define the account inventory.

Answer:  The product on your shelves that you bought from a supplier which you will sell to customers in the future.  Inventory is an asset.

Tie into the definition of assets:  owned (product on your shelves), with future benefit (sell to customers in the future), due to a past transaction (bought from a supplier).

	Account Name:
	Definition

	Accounts payable
	



	Accounts receivable
	



	Prepaid expense
	



	Service revenue
	



	Unearned revenue
	







[bookmark: _Toc442600182]ICDQ3-2
You start a consulting business in June of 2018.  Record the following transactions in the expanded accounting equation using account names.

1.  You make a cash contribution to your business, $3,500.
2.  You set up a business bank account at Scotiabank.  They will charge you $15 at the end of every month.
3.  Borrow $4,000 cash from the bank.
4.  Purchase supplies for your business, $600, plus HST, using a business credit card.
5.  Paid your landlord rent for the month, $1,700 cash.
6.  Purchased a 1 year liability insurance policy for $2,400, plus 8% sales tax, paying cash.
7.  Paid $200, plus HST, for business cards from Staples, using your business credit card.
8.  Provided services to your customers worth $2,670.  Your receive cash of $2,100.  The other customer has promised to pay next month.
9.  At the end of the month you count your supplies and you have $390 remaining.
10.  You use up 1 month of your insurance coverage.
11.  The bank withdraws $27 from the business bank account to pay the interest on the loan.  
12.  The bank also withdraws the monthly fee for the bank account.
13.  You have used up half of your business cards, which you charge to your Supplies Expense account.
14.  You pay the outstanding balance on your credit card.

Required:

Record all the transactions using the critical and enhancing questions as well as account names into the expanded accounting equation. 
NOTE:  you are required to come up with the account names for this business.  Some of the names may be standard ones (Cash, Accounts Receivable) but others you may be required to create an account that suits this business. 


	Assets     =
	Liabilities
	+        Equity

	
	
	Owner's Capital
	
+                Retained Earnings

	
	
	
	Profit                                 - 
	Dividends

	
	
	
	Revenue
	-               Expenses
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	





[bookmark: _Toc442600183]ICDQ3-3
Ankita starts up All4U, a home based business that provides salon services to her customers.  She travels to their home and provides manicures, pedicures, polish, sculptured nails, European facials and body waxing, all in the comfort of your own home.  Ankita uses her own car to travel to and from her client's homes. 

The following transactions took place during Ankita's first month of business.

1.  Ankita contributes $3,000 of her own cash to start the business.  
2.  Ankita's parents lend her an additional $2,000.  They will not charge interest.
3.  Ankita registers her business name, All4U, at Service Ontario for $60 using a credit card.
4.  Ankita opens a business bank account, which allows her 50 transactions a month, at Royal Bank.  The bank will charge her $16 on the last day of every month.  She also signs up for a business VISA®.  This credit card has no annual fees.
5.  Ankita purchases all the necessary supplies for her business online using the business credit card.  The invoice is for $500, plus HST.  Because her order is over $250 the shipping is free.
 6.  Ankita purchases a 1 year insurance policy, just in case either she or a client is hurt.  She is charged $1,800, plus 8% sales tax, for the policy and pays cash.
7.  Ankita designs and orders 1,000 flyers to advertise her business to Mississauga neighbourhoods from Staples®.  She pays $200.00, plus HST, for the services using the business credit card.
8.  Ankita posts a free ad on Kijiji® Mississauga titled "Esthetician and Manicurist - All4U!"  Every evening she renews the ad so it is always listed first.
9.  Ankita delivers 500 of the flyers to homes in Mississauga.  
10.   By the end of the month Ankita has provided $1,590 of services to various clients in exchange for cash.
11.  Ankita counts her supplies at the end of the month and discovers that $378 of supplies are remaining.
12.  Online Ankita sees that the bank has charged the business account for the monthly service fee.  
13.  Ankita has been tracking her mileage and sees that, for the last month, 50% of her travel was related to business.  Total vehicle expenses paid for the month are $190 (including taxes).  Ankita withdraws the correct amount from the business bank account.
14.  Ankita used her personal phone for business 50% of the time.  The total monthly charge for her phone is $92 (all taxes included).  She pays the business portion from the business bank account using cash.
15.  Ankita has used up 1 month of her insurance policy.
16.  Ankita's credit card statement has arrived and she pays the outstanding balance.

Required:

Record all the transactions using the critical and enhancing questions as well as account names. 

NOTE:  you are required to come up with the account names for this business.  Some of the names may be standard ones (Cash, Accounts Receivable) but others you may be required to create an account that suits this business.  













	Assets     =
	Liabilities
	+      Equity

	
	
	Owner's Capital
	
+                    Retained Earnings

	
	
	
	Profit

	
	
	
	Revenue
	-                         Expenses

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	





[bookmark: _Toc442600184]ICDQ3-4
Darren Gretzky (no relation to you-know-who) is a registered massage therapist (RMT).  For a number of years he has worked for a spa in Oakville but he has decided start his own business.  To differentiate his business Darren will travel to his clients’ homes to provide full massage treatments.  He knows that providing in-home massage treatments will set him apart from his competitors and help him build a client base.  Luckily Darren already has a portable massage table that he received as a gift from his parents when he graduated. Darren will use his own car to travel to and from his client's homes.  
The following business activities took place during May of 2016. 
1.  Darren contributes $500 cash to start the business.  
2.  Darren's parents lend him an additional $500 to help him out.  They will not be charging him interest.
3.  Darren registers his business name, DG Massage, at Service Ontario for $60 using a credit card.
4.  Darren opens a business bank account at the Bank of Montreal®.  A fee of $10 per month, will be charged to the account at the end of every month.  He also signs up for a MasterCard® in his business name.  
5.  Darren purchases a $188 table warmer from Massage Essentials in Edmonton, Alberta.  He pays shipping of $12 and HST.  Note that HST is paid on the total amount of the invoice, including shipping costs.  He pays using the business credit card. 
6.  Darren purchases supplies for $90 (including taxes) from Massage Supply Depot for cash.  
7.  Darren already has an excellent selection of relaxing music on his iPhone 5S.  Using the business credit card he purchases a Bose SoundDock XT Speaker Dock for $300, plus HST, from Best Buy. 
8.  Darren posts a free ad on Kijiji Oakville with the title "IN HOME FULL BODY MASSAGE by MALE RMT".  Every morning he renews the ad so that it is always at the top of the day's listings.
9.  Darren has decided to advertise by delivering flyers to Oakville neighbourhoods where some of his previous spa clients live.  He goes to Staples and they help him design a tasteful flyer.  He uses a credit card to pay the $161.95, plus HST, for the service, which includes 500 copies of the flyer.  
10.  Darren delivers all of his flyers to homes in Oakville.
11.  Darren will charge clients as follows:  $70 for a 60 minute massage, $100 for a 90 minutes massage and $120 for a 120 minute massage.  He will provide an official receipt for insurance purposes. He is permitted to do so because he is an RMT - Registered Massage Therapist.
12.  Darren will use his own car and he can deduct the business portion of all his car expenses (gas, oil, insurance, license and registration, and maintenance and repairs)4.  To help him track his business usage Darren purchases MileIQ, an iPhone app which tracks mileage, for $61.95 plus HST, using the business credit card.  
13.  By the end of May Darren has provided the following services in exchange for cash:
	Service
	# Provided

	60 minute massage
	14

	90 minute massage
	9

	120 minute massage
	5



14.  Darren determines that, by the end of May, he has used up about 50% of his supplies he purchased in Transaction #6.  
15.  Online Darren sees that BMO® has charged the business account the monthly service fee.  
16.  MileIQ shows Darren that he has travelled 725 kilometers over the last month.  A total of 435 kilometers was for business purposes.  Total vehicle expenses for the month are $285.00, which Darren paid personally so he needs the business to reimburse him. 
17.  Darren is using his cell phone 50% for business.  Total monthly charge for his phone is $80 (including taxes), which Darren paid personally so he needs the business to reimburse him.  
18.  It is now May 31.  Darren's credit card statement has arrived but he will not pay for his business purchases until June 5th.
Required:
Record all the transactions using the critical and enhancing questions as well as account names in the expanded accounting equation. 
NOTE:  you are required to come up with the account names for this business.  Some of the names may be standard ones (Cash, Accounts Receivable) but others you may be required to create an account that suits this business.  
The chart has been provided for you on the next page. Once you have finished the chart answer the questions that follow.


	Assets             =
	Liabilities
	+                             Equity

	
	
	Owner's Capital
	
+                           Retained Earnings

	
	
	
	Profit                           -
	Dividends

	
	
	
	Revenue
	-                               Expenses
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	





Similar to what was done in the chapter, list all the accounts’ ending balance from your chart, dividing them by element.  
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





What are Darren’s assets made up of?  Are the majority of the assets ones that will be converted into cash or are they things that the business will use or consume in the future?  Which type of asset is better and why do you think this?
	

	

	

	

	

	

	

	


What are Darren’s liabilities?  Does Darren have the required cash to pay his liabilities immediately if he needed to?  Why is having enough cash to pay your liabilities important to a business?
	

	

	

	

	

	

	

	


How profitable was Darren's business in May?  Why do you think a business like Darren's might be profitable?  Given that Darren just started his business can you predict his profits for the upcoming 11 months?
	

	

	

	

	

	

	

	





Can Darren afford to withdraw money from the business?  After all, he needs to live! At the same time, Darren might want to keep the money in the business.  Why would it be important for a new business to keep money in the business?
	

	

	

	

	

	

	

	

	


What do you think might be some key success factors for a business like Darren's?  What factors could cause the business to fail?  Do you know of any factors that might limit Darren's business when considering the long term?
	

	

	

	

	

	

	

	

	








Practice Questions
PQ3-1
Why should you use the Critical and Enhancing Questions when analyzing business activities?
	

	

	

	

	

	

	


PQ3-2
You start a consulting business on May 1 and had the below-noted transactions during the month.  Analyze the transactions using the critical and enhancing questions and record the business activities using accounts.  The chart is provided on the next page.  Ensure the totals at the bottom of the chart equal!  Note:  the credit card you use is a business credit card that is used exclusively for business purchases.
1.  You invested $2,500 of cash into a business.
2.  You borrowed $2,500 from your parents.  The loan must be repaid by July 1.
3.  Registered a business name with Service Ontario, $60, using a credit card.  You will pay the credit card at the end of this month.
4.  Purchased office supplies for $400, plus HST, using a credit card.  
5.  Paid cash for 500 business cards from Staples for $60. 
6.  Received cash from customers for consulting services provided, $930.
7.  Attended a one day conference to network and paid the conference fee of $500, plus HST, using the credit card.
8.  Used up half of the business cards during the conference.
9.  At the end of the month you had $375 of office supplies remaining.
10.  Paid the credit card for all business expenses using cash.


PQ3-2, continued.

	Trans. #
	Assets
	Liabilities
	Equity

	
	
	
	Owner's capital
	Retained earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue
	Expenses
	 

	
	
	
	
	
	
	
	
	
	
	 

	Trans. 1
	
	
	
	
	
	
	
	 
	 
	 

	Trans. 2
	
	
	
	
	
	
	
	 
	 
	 

	Trans. 3
	
	
	
	
	
	
	
	 
	 
	 

	Trans. 4
	
	
	
	
	
	
	
	 
	 
	 

	Trans. 5
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Trans. 6
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Trans. 7
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Trans. 8
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Trans. 9
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Trans. 10
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Total:
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 




PQ3-3
Why is equipment an asset?
	

	

	

	

	

	

	


PQ3-4
At the beginning of the year a business has assets of $94,000 and equity of $42,000. During the year the business had expenses of $89,560, paid dividends of $2,000, and earned revenues of $114,230. In addition, the assets increased by $19,200. What are total liabilities at the end of the year?  Be sure to show your work!
	
Liabilities are (insert your amount)              $


	Calculations (show your work):








What is the most likely reason for the change in liabilities during the year?
	

	

	

	

	

	





PQ3-5
In Chapter 2 you recorded the transactions for Walk UR Dog using the basic and expanded accounting equation but not the account names.  This time, AND WITHOUT LOOKING AT CHAPTER 2, analyze the business activities using the critical and enhancing questions.  Then record the business activities using the expanded accounting equation and insert account names.  The chart is provided for you.
1.  Start the business by contributing $100 of your own money to the business.
2.  Walk UR Dog purchases a package of 120 Top Paw® Citrus Scented Poop Bags from Pet Smart for $23.39 plus HST (13%), a total of $26.45. The business pays cash for the bags.
3.  Sandra, a neighbour, hires you to immediately walk her dog, Bella. Sandra pays you $15 cash when you return.
4.  During the walk Bella required the use of 4 poop bags. The bags cost $0.22 each (120 bags for $26.45 = $0.22 each). In order to earn revenue of $15 the business used 4 X $0.22 = $0.88 worth of poop bags.
5.  To prepare for customers who purchase play time you go to your local Pet Valu and purchase a selection of dog toys: six toys are $60.95, including HST (13%).
6.  For Walk UR Dog to build the business you need to advertise. Your mother has agreed to let you use her computer, printer, and paper so you create a flyer to advertise the services of Walk UR Dog and print up 500 copies. You spend the afternoon delivering the flyers around the neighbourhood. Your mother charges you $0.07 per sheet, for a total of $35.00. You check the cash position of Walk UR Dog: $100.00 - 26.45 + 15.00 - 60.95 = $27.60. Unfortunately Walk UR Dog does not have enough money to pay your mother immediately. She agrees that you can owe her until the business has grown and she won't charge you interest (thanks Mom!)
7. Your best friend contributes $100.00 cash to the business. 
8.  Seven customers have their dogs walked once a day for 4 weeks at $15.00 per walk. This service is only provided on weekdays. Every day you and your friend collect the cash from your customers. 
9.  Two customers have their dogs walked twice a day for 4 weeks at $15.00 per walk. This service is only provided on weekdays. Cash is collected at the end of every day. 
10.  Three customers have their dogs walked once a day followed by play time for 15 minutes for 4 weeks at $20.00 per walk/play time. This service is only provided on weekdays. Again, cash is collected at the end of every day. 


PQ3-5, continued

11.  You and your friend are shocked at the number of poop bags you use: approximately 145 bags per week! The remaining Top Paw® Citrus Scented Poop Bags are used up quickly. In order to save money you both agree that the business should purchase 1,000 Bark+® Dog Waste Poop Bags from amazon.ca for a total cost of $48.55 including HST. Your mother pays for it and you will repay her at the end of the month, when the credit card bill arrives. By the end of the month there are only 428 of the 1,000 bags left. 
12.  You repay your mother for the $35.00 loan.
13.  During the month two of the toys are destroyed by one of the walk/play dogs. You and your friend decide to replace them with better toys that will last longer at a cost of $11.99 each plus HST (13%) for a total cost of $27.10, paying cash. The remaining toys are in good shape and you will continue to use them in the future. 
14.  Your mother's credit card bill arrives and you pay her the amount owed for the Bark+® Dog Waste Poop Bags. 
15.  Dog waste has become an issue. Neither family wants the waste in their garbage cans. You discuss this with your business partner and decide to buy a garbage can that seals well, locks, and has wheels. The simplehuman® 40 Liter Slim Plastic Step Can in Black from amazon.ca costs $50.00 plus $6.99 shipping and HST (13%), for a total cost of $64.40. Your mother gladly pays for it on her credit card and, at the end of the month, you still owe her as the charge has not, as yet, come through on her credit card. All dog waste is deposited in the special garbage can and you put it out every week for pick up at your house. 
16.  After the first week of business you and your friend decide to open a joint bank account so there are better controls over cash. After looking into chequing accounts at the local TD Bank® you agree on a plan with unlimited transactions for $14.95 per month. By the end of the 4 weeks you have received your bank statement and see that they have charged you the monthly fee and withdrawn it from the bank account. 
17.  At the end of the period you estimate that you will have to pay income taxes of 17% on the income you made in the business. (HINT:  calculate your income before income tax first, then multiply that amount by 17%.  That is the amount of the payable and the expense!)  Round your calculation to the nearest dollar.

The chart is provided for you on the next page.  NOTE that account names have been provided for you but account names will NOT be provided on the midterm or final exam!!

Note that totals at the bottom of each column have been given to you as a check of your work.  If you do not end up with the same totals then you know you have gone wrong somewhere along the way!

PQ3-5, continued   

	
	Assets
	Liabilities
	Equity

	
	
	
	 (
+
)Owner's Capital
	
 (
-
)Retained Earnings

	
	
	
	
	 (
-
)Profit
	Dividends

	
	
	
	
	Revenue
	Expenses
	

	Trans. #
	Cash
	Poop Bag Supplies
	Toys
	Office Supplies
	
	Equipment
	
	Accounts Payable
	
	Income Tax Payable
	
	Service Revenue
	Poop Bag Expense
	Dog Toy Expense
	Advertising Expense
	Bank Charges
	Income Tax Expense
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Total
	4502
	20.78
	67.73
	0
	
	64.40
	
	64.40
	
	746
	200
	4,515
	54.22
	20.32
	35
	14.95
	746
	



This question continues on the next page.  You may print this chart out and complete it by hand if you need larger spaces.
PQ3-5, continued
Why is it important to record the income taxes that will have to be paid at the end of the year, even though you have not, as yet, filed any tax returns?  (HINT:  consider the definition of the element liabilities and expenses.)
	

	

	

	

	


PQ3-6
Draw the flowchart which demonstrates the interconnection between the financial reporting elements.
	














PQ3-7
The following question comes from the Practice Questions in Chapter 2.  WITHOUT LOOKING AT THE SOLUTION IN CHAPTER 2 analyze the business activities using the critical and enhancing questions.  Record the business activities using the expanded accounting equation and account names.  
Kelly Clark has been working at Staples® as head cashier. She has for years heard her mother complain about the cleaning service she uses. Kelly knows she can do a better job so she has decided to start her own cleaning business. This business does not require a lot of start-up money because she will be using the cleaning equipment in the houses she cleans (e.g., vacuum). All she needs are cleaning supplies and a uniform. Kelly will use her own car to travel to and from her clients’ homes. 
The following business activities took place during February of 2015. 
1. Kelly starts the business on February 1, 2015 by contributing $1,000 cash. Her parents loan her an additional $1,000 to help her start the business. The loan will have to be paid back in 6 months.
2. Kelly uses a credit card to register her business name, Kelly Cleaning Services, with Service Ontario, $60. 
3. Kelly has a personal bank account but she decides to open a bank account for the business at the local branch of the Bank of Montreal. She chooses the BMO Biz Basic™ Plan for $6.00 a month which allows her 7 transactions per month, to be charged at the end of every month. 
4. Kelly purchases 2 pants and 4 shirts. She has the shirts embossed with her name. Total charge from Entropy Inc. is $189.00 plus HST. In addition, she purchases comfortable running shoes which she will only wear inside for $98.00 plus HST from Payless Shoes. She pays for all her purchases with a credit card. 
5. Using a credit card Kelly purchases a selection of cleaning supplies from TSS Sanitation Supplies Limited in Mississauga for $489.00 plus HST. 
6. Using a free website service, Yola (www.yola.com) Kelly produces a website where clients can get an immediate quote based on the number of bedrooms and bathrooms. In addition, clients can book an appointment too. The website shows Kelly's availability for the upcoming 6 weeks. Kelly knows that convenience is important to the clients she wants to attract: young professionals. 
7. Kelly reviews house prices in Oakville using www.realtor.ca for areas with house prices greater than $600,000. She develops a flyer and goes to the UPS Store to print off 600 copies for $0.07 each plus HST. She pays with a credit card. 
8. Kelly delivers all of her flyers to homes in Oakville. 
9. Kelly will charge $25 per hour for her services, with a minimum time of 2 hours. She will leave a receipt on the kitchen counter at the end of every service call. 
PQ3-7, continued
10. Kelly will use her own car and she can deduct the business portion of all her car expenses (gas, oil, insurance, license and registration, and maintenance and repairs). To help her track her business usage Kelly purchases MileIQ, an iPhone app which tracks mileage, for $59.99 plus HST, using a credit card. 
11.  By the end of February Kelly has provided the following services in exchange for cash:
	Week
	# of homes
	# of hours (in total for the week)

	1
	2
	8

	2
	7
	21

	3
	8
	32

	4
	11
	33



12. Kelly determines that, by the end of May, she has used up about 15% of her cleaning supplies. Online she sees that BMO has charged her the monthly service fee. 
13. MileIQ tells Kelly she has travelled a total of 1,428 kilometres during the month with 1,113 for business purposes. Her total car expenses for the month, both business and personal, were $192.00, paid in cash. 
14. Kelly now uses her cell phone 40% for business. Her phone plan costs $100 per month, plus HST, which was paid in cash. 
15.  Kelly pays for all the business expenses charged to her credit card from her business bank account.
16.  At the end of the period Kelly estimates that she will have to pay income taxes of 25% on the income she makes in the business. (HINT:  calculate income before income tax first, then multiply that amount by 25%.  That is the amount of the payable and the expense!)  Round your calculation to the nearest dollar.

The chart is provided for you on the next page.  NOTE that account names have been provided for you but account names will NOT be provided on the midterm or final exam!! 

Note that totals at the bottom of each column have been given to you as a check of your work.  If you do not end up with the same totals then you know you have gone wrong somewhere along the way!



PQ3-7, continued  
	
	Assets
	Liabilities
	Equity
	

	
	
	
	 (
+
)Owner's Capital
	
Retained Earnings
	

	
	
	
	
	 (
-
)Profit
	
	Dividend

	
	
	
	
	Revenue
	Expenses
	
	

	Trans. #
	Cash
	Prepaid Advertising
	Cleaning Supplies
	Uniform Supplies
	Licence
	Software
	
	Accounts Payable
	Loan Payable
	Income Tax Payable
	
	Service Revenue
	AdvertisingExpense
	Cleaning Supplies Expense
	Car Expense
	Bank Charges
	Telephone Expense
	Income Tax Expense
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Total
	3097.02
	0
	469.68
	324.31
	60
	67.79
	0
	1,000
	505
	1000
	2,350
	47.46
	82.89
	149.65
	6
	45.20
	505
	



You may print this chart out and complete it by hand if you need larger spaces.

PQ3-8
What is the definition of the element "revenue"?  Provide an example of revenue for a business such as Bank of Montreal (BMO®).
	

	

	

	

	

	

	


PQ3-9
Wages paid to employees for work completed would be categorized as which financial reporting element?  Be sure to explain WHY you place it into this element.
	

	

	

	

	

	

	





PQ3-10
The following information is provided for you.  Calculate dividends for the period.
	Owner's Capital, end of period
	85,000

	Profit for the period
	19,500

	Total assets, end of period
	192,000

	Retained earnings, beginning of the period
	22,000

	Total liabilities, end of period
	69,500




	
Dividends are (insert your amount)      $


	Calculations (show your work)












PQ3-11
What is the difference between an internal stakeholder and an external stakeholder?  
	

	

	

	

	

	

	

	





PQ3-12
Definite the account called accounts receivable.  What element does it belong in and why?
	

	

	

	

	

	

	

	





PQ3-13
You are a lawyer who practices law under the business name Shalini DiVinto, Lawyer.  During the month you had the following transactions.
	Trans. #
	Description
	Amount

	1.
	Contributions you made to start your business.
	20,000

	2.
	You set up a business bank account.  The monthly charge will be $15 per month, charged on the last day of the month. 
	
-

	3.
	You paid cash for 3 months of rent in advance.  
	3,750

	4.
	You purchased office supplies using your credit card. 
	485

	5.
	You paid cash for a one year insurance policy.  
	2,100

	6.
	You registered your business licence with Services Ontario, paying by credit card.
	
60

	7.
	You pay cash to your friend to design a website to advertise your services.
	
1,000

	8.
	You pay for one month of web services to the website provider, using your credit card.
	
20

	9.
	You advertise in the Mississauga News for one month and pay using your credit card.
	
2,260

	10.
	You advertise in the local Sheridan News, paying cash for a full page advertisement.
	
500

	11.
	You receive an advance payment from a customer for work to be performed next month.
	
1,200

	12.
	You provide services to customers for the month.  Customers pay you in cash.
	
4,350

	13.
	One of your customers has not, as yet, paid; however, you have provided all of the services to the customer already.
	
780

	14.
	You pay for the office utilities (electricity, etc) for the month in cash.
	
172

	15.
	You pay for your business phone for the month.  The amount is withdrawn from your business bank account.
	
192

	16.
	The bank withdraws the monthly charge from your bank account.
	15

	17.
	By the end of this month you have used up one month of the rent.
	?

	18.
	At the end of the month you had used one month of insurance coverage up.
	?

	19.
	At the end of the month $175 of the supplies were still on hand and the remainder had been used up.
	?

	20.
	You know you will have to pay income taxes on any income.  Your income tax rate is going to be 25%.
	?


Required:  See the next page.



1.  Analyze the business activities using the critical and enhancing questions.  Once analyzed record the business activities using the expanded accounting equation and account names.  
The chart is provided for you on the next page.  NOTE that account names have been provided for you but account names will NOT be provided on the midterm or final exam!!
Note that totals at the bottom of each column have been given to you as a check of your work.  If you do not end up with the same totals then you know you have gone wrong somewhere along the way!


PQ3-13, continued  
	Trans.
	Assets
	Liabilities
	Equity

	
	
	
	
	Retained earnings

	
	
	
	Owner's
Capital
	Retained Earnings
	Profit

	
	
	
	
	
	Revenue
	Expenses
	

	
	   Cash
	Accounts Receivable
	Office Supplies
	Prepaid Rent
	Prepaid Insurance
	Business Licence
	Website Design
	Accounts Payable
	Unearned Revenue
	Income Tax Payable
	
	Owners` Capital
	
	Service Revenue
	
	
	Website
	Advertising
	Office Supplies
	Utilities
	Telephone
	Insurance
	Rent
	Bank charges
	Income Tax

	1
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	3
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	4
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	5
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	7
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	8
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	9
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	10
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	11
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	12
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	13
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	14
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	15
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	16
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	17
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	18
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	19
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	20
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Totals:
	17821
	780
	175
	2500
	1925
	60
	1000
	2825
	1200
	59
	
	20000
	
	5130
	
	
	20
	2760
	310
	172
	192
	175
	1250
	15
	59




PQ3-13, continued  
2.  You would like to know how you have been doing over the last month.  Using the totals from your chart, determine if you were profitable for the month of operations.  Can you use this information to predict how you will do over the upcoming 12 months?  If you were not profitable, do you feel that you should quit your business?

	

	

	

	

	

	

	

	

	

	

	

	





PQ3-14
Why is it important to have assumptions in accounting?
	

	

	

	

	

	



PQ3-15
Define the qualitative characteristic "timely" and provide an example of when this characteristic would be violated by a business.
	

	

	

	

	

	

	

	






Solutions - Blast from the past
BFTP3-1
	
	Assets
	Liabilities
	Equity
	

	Opening
	287,750
	189,500
	98,250
	

	During
	60,550
	19,700
	20,000
	Capital Contributions

	 
	 
	
	324,600
	Revenues

	 
	 
	
	-296,750
	Expenses

	 
	 
	 
	-7,000
	Dividends

	Closing
	$348,300
	209,200
	139,100
	


BFTP3-2
	 (
=
)Assets
	 (
+
)Liabilities
	Equity

	
	
	 (
+
)Owner's Capital
	 (
-
)Retained Earnings

	
	
	
	 (
-
)Profit
	Dividends

	
	
	
	Revenue
	Expenses
	

	2,500
	
	2,500
	
	
	

	2,500
	2,500
	
	
	
	

	60
	60
	
	
	
	

	452
	452
	
	
	
	

	-60
 +60
	
	
	
	
	

	930
	
	
	930
	
	

	
	565
	
	
	565
	

	-30
	
	
	
	30
	

	-190
	
	
	
	190
	

	-1,077
	-1,077
	
	
	
	

	 (
=
)
	 (
+
)
	 (
+
)
	 (
-
)
	 (
-
)
	

	$5,145
	2,500
	2,500
	930
	785
	$0





BFTP3-2, continued
How profitable was the business?  What was the main reason for this outcome?
The business was profitable but not by much (930- 785 = 145).  You would have to look at your transactions to determine that the reason for this was the conference which cost $565.
The conference was quite expensive. Do you think it was worth it?  Why or why not?
Since this is a new business it is difficult to determine if the conference was worth it.  You did hand out 250 business cards so the value of the conference is that it might lead to customers, which would increase your revenues.  However, it is not possible, right now, to determine if the conference will lead to future revenues, particularly because you don't have any past experience with conferences to help you determine that.
What is your financial position at the end of the period?  Would you consider your financial position good? Why or why not?
Your financial position is 5,145 = 2,500 + 2,645.  You had to calculate equity by taking the owner's capital, adding the revenues, and subtracting the expenses.  
It is difficult to determine if the financial position is good because you don't know what makes up your assets or the equity.  For instance, if all of your assets were things such as office supplies and equipment but you had no cash, your financial position would not be very good.  Those assets might result in your not having enough to pay off your loan when it comes due in a month.
You would like to know the breakdown of your assets and your expenses at the end of the month in order to help you make decisions regarding the future.  Is this information easy to find when you record transactions using the expanded accounting equation?
Although using the expanded accounting equation allows you to calculate your profit (revenue and expense totals are available), it is not possible to determine the breakdown of each of the elements without doing manual calculations.  For instance, you would have to do manual calculations to determine your cash position or to determine what type of expenses you incurred to generate your revenue. This information is critical to help you manage your business in the future, such as if you can pay down the loan when it comes due.


BFTP3-3
K12 Inc. is a for-profit education company selling online schooling and curriculum in United States.  In 2011 the company released its annual report a month late due to issues with their accounting system1.  Investors responded by selling off their shares on the stock exchange, causing the company's share price to decline sharply.  What qualitative characteristic did K12 Inc. violate?  Why would the delay in releasing financial information concern investors?  What type of stakeholder are the investors?
K12 Inc. violated the qualitative characteristic timely.  Information that is not provided quickly is older news and less useful for decision-making.  
The investors may have suspected that the company was delaying the financial results because the company was trying to hide bad news.  Bad news would cause the share price to decline, so investors likely started to sell their shares immediately so as to avoid the loss of value that WOULD happen IF the news was bad.  Unfortunately, the fact that investors were all selling their shares anyway caused the share price to decline sharply before any news was released.  By selling the shares investors actually caused the decline in price that they were afraid of!
Investors are the same as shareholders and they are external stakeholders of K12 Inc. financial information.


Solutions - Check your understanding
CYU3-1
The video suggests you use a professional naming business.  What are the benefits and drawbacks of doing so?
The benefits are their experience and their knowledge of trademark rules.  The drawback is that it can cost a lot of money (up to $80,000).
When naming your business what are some things you should never do?
The name should never be a string of numbers or initials.  Don't include geographical areas, like Toronto Lawn Care, because it might limit your business in the future.  Don't use names that are long or confusing or use personal puns that only you understand.
When naming your business what are some things you should do?
You should reinforce the key elements of your business.  If your name communicates you’re your business does then you don't have to put in effort to explain it.  Choose a name that would appeal to the types of customers you are trying to attract, a comforting or familiar name that has good memories connected to it.  You can also make up a word or use new spellings of existing words.
Should you just come up with one name and hope for the best?
No.  You should come up with a few names so that you have some choice.
Once you have a name what should you do?
Do a trademark search to see if any other businesses have already used the names.  You want a name that no one has used as yet.
What do you need to do to make the final decision?
Choose the name that best fits your objective, best describes your business, and looks good when you doodle it!
How much time should you spend developing a name?
Take at least a few weeks to develop a name which adds value to your business.


CYU3-2
[image: ]
[bookmark: CYU5]CYU3-3
Indicate which of the following business activities are events (not recorded) or transactions (recorded because they are measurable and realized).
	Description
	Event (E) or Transaction (T)

	The business hires a new administrative assistant at $1,200 per week.  He will start next month.
	E

	The business purchases a computer for $900.00 cash, plus HST.
	T

	The owner decides to relocate to a new office and pays $2,500 cash in advance to secure the space.
	T

	A new advertising company is hired to develop an ad for a new product.  A fee of $32,000 is negotiated and will be paid in installments as the work is completed.
	
E


[bookmark: CYU6]
CYU3-4
It is important to become familiar with all of the common account names and which element they belong in.  For each of the following transactions provide the account names that would be affected, the indicator (+ / -) IF THE EXPANDED ACCOUNTING EQUATION WAS USED and the element the account belongs in.
	Trans #
	Description
	Account name, element, and indicator
	Account name, element, and indicator

	1
	Provided services to a customer on account (for credit).
	Accounts receivable, Assets, +
	Service revenue, Revenue, +

	2
	Paid cash for a 1 year insurance policy.

	Prepaid Insurance, Assets, +
	Cash, Assets, -

	3
	Paid an employee for the work they had completed.
	Cash, Assets, -
	Salary Expense, Expenses, +

	4
	Received payment from a customer for services which had already been billed (invoiced) last month.
	Cash, Assets, +
	Accounts Receivable, Assets, -

	5
	Purchased equipment in exchange for cash.  The equipment will be used in the future.
	Equipment, Assets, +
	Cash, Assets, -

	6
	Purchased office supplies on account.

	Office Supplies, Assets, +
	Accounts Payable, Liabilities, +

	7
	Borrowed money from the bank.

	Cash, Assets, +
	Note Payable, Liabilities, +

	8
	Paid for a cell phone used during last month.
	Cash, Assets, -
	Telephone Expense, Expenses, +

	9
	Received cash in advance from a customer.  You will provide the services next month.
	Cash, Assets, +
	Unearned Revenue, Liabilities, +

	10
	Paid interest on a bank loan that has been outstanding for a month.
	Cash, Assets, -
	Interest Expense, Expenses, +

	11
	Hired a new employee who will start next month.
	This is an event, not a transaction!
	

	12
	You have not paid income taxes yet but you earned revenue so you owe them.  Your tax rate is 17% of your profit.
	Income Tax Payable, Liabilities, +
	Income Tax Expense, Expenses, +



Did you use a positive indicator for the expenses or a negative?  Explain your choice.
· The indicator for expenses was a positive
· This is because expenses are increasing (meaning the expenses are getting larger)
· When the expense is flows up into the expanded accounting equation the negative sign in front of the expense calculation (Revenues - Expenses = Profit) will result in a negative effect on profit, retained earnings, and equity
How would your answers change if you were recording these transactions into the basic accounting equation?  What would change and why?
· All of the expense accounts would have a NEGATIVE indicator
· That is because the effect of expenses is to increase the expense element, decrease profit, decrease retained earnings, and therefore decrease equity
· For that reason the effect on equity is negative



Chapter 3 - SOLUTIONS to Practice Questions
PQ3-1
Why should you use the Critical and Enhancing Questions when analyzing business activities?
· A set structure to analyze business activities helps you to think about each activity critically.
· Business activities that involve an EXCHANGE between the business and an outside party, which are represented by the critical questions and clarified by the enhancing questions, must always be recorded in the accounting system of the business.
· The questions help you to recognize when there is a transaction (must be recorded) and an event (not recorded).
PQ3-2
	Trans. #
	Assets
	Liabilities
	Equity

	
	
	
	Owner's capital
	Retained earnings

	
	
	
	
	Profit
	Dividends

	
	
	
	
	Revenue
	Expenses
	 

	
	Cash
	Business Licence
	Office Supplies
	Loan Payable
	Accounts Payable
	Owner’s Capital
	Service Revenue
	Conference
	Office Expenses
	 

	Trans. 1
	2500
	
	
	
	
	2500
	
	
	
	 

	Trans. 2
	2500
	
	
	2500
	
	
	
	
	
	 

	Trans. 3
	
	60
	
	
	60
	
	
	
	
	 

	Trans. 4
	
	
	452
	
	452
	
	
	
	
	 

	Trans. 5
	-60
	
	60
	
	
	
	
	
	
	 

	Trans. 6
	930
	
	
	
	
	
	930
	
	
	 

	Trans. 7
	
	
	
	
	565
	
	
	565
	
	 

	Trans. 8
	
	
	-30
	
	
	
	
	
	30
	 

	Trans. 9
	
	
	-77
	
	
	
	
	
	77
	 

	Trans. 10
	-1077
	
	
	
	-1077
	
	
	
	
	 

	Total:
	4793
	60
	405
	2500
	0
	2500
	930
	565
	107
	 




PQ3-3
Why is equipment an asset?
· It is owned by the business
· It will benefit the business in the future (will be used to generate revenue).
· It is due to a past purchase.
Because equipment matches the definition of the element asset, it is recorded as an asset.
PQ3-4
Liabilities are $48,530.
		Assets		Liabilities	Equity
Opening	94,000		52,000		42,000
Change		19,200		-3,470		114,230   Revenue
						-89,560    Expenses
						-2,000      Dividends

Ending		113,200	48,530		64,670

Liabilities decreased during the year. They most likely decreased because the business paid down its debt.  Examples would be paying accounts payable or paying down a loan payable.
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PQ3-5
	
	Assets
	Liabilities
	Equity

	
	
	
	 (
+
)Owner's Capital
	
 (
-
)Retained Earnings

	
	
	
	
	 (
-
)Profit
	Dividends

	
	
	
	
	Revenue
	Expenses
	

	Trans. #
	Cash
	Poop Bag Supplies
	Toys
	Office Supplies
	
	Equipment
	
	Accounts Payable
	
	Income Tax Payable
	Owners’ Capital
	Service Revenue
	Poop Bag Expense
	Dog Toy Expense
	Advertising Expense
	Bank Charges
	Income Tax Expense
	

	1
	100
	
	
	
	
	
	
	
	
	
	100
	
	
	
	
	
	
	

	2
	-26.45
	26.45
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	3
	15
	
	
	
	
	
	
	
	
	
	
	15
	
	
	
	
	
	

	4
	
	-0.88
	
	
	
	
	
	
	
	
	
	
	0.88
	
	
	
	
	

	5
	-60.95
	
	60.95
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	
	
	
	
	
	
	
	35
	
	
	
	
	
	
	35
	
	
	

	7
	100
	
	
	
	
	
	
	
	
	
	100
	
	
	
	
	
	
	

	8
	2100
	
	
	
	
	
	
	
	
	
	
	2100
	
	
	
	
	
	

	9
	1200
	
	
	
	
	
	
	
	
	
	
	1200
	
	
	
	
	
	

	10
	1200
	
	
	
	
	
	
	
	
	
	
	1200
	
	
	
	
	
	

	11a
	
	-25.57
	
	
	
	
	
	
	
	
	
	
	25.57
	
	
	
	
	

	11b
	
	48.55
	
	
	
	
	
	48.55
	
	
	
	
	
	
	
	
	
	

	11c
	
	27.77
	
	
	
	
	
	
	
	
	
	
	27.77
	
	
	
	
	

	12
	-35
	
	
	
	
	
	
	-35
	
	
	
	
	
	
	
	
	
	

	13a
	
	
	-20.32
	
	
	
	
	
	
	
	
	
	
	20.32
	
	
	
	

	13b
	-27.10
	
	27.10
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	14
	-48.55
	
	
	
	
	
	
	-48.55
	
	
	
	
	
	
	
	
	
	

	15
	
	
	
	
	
	64.40
	
	64.40
	
	
	
	
	
	
	
	
	
	

	16
	-14.95
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	14.95
	
	

	17
	
	
	
	
	
	
	
	
	
	746
	
	
	
	
	
	
	746
	

	Total
	4502
	20.78
	67.73
	0
	
	64.40
	
	64.40
	
	746
	200
	4,515
	54.22
	20.32
	35
	14.95
	746
	


 

PQ3-5, continued
Why is it important to record the income taxes that will have to be paid at the end of the year, even though you have not, as yet, filed any tax returns?
· Although income taxes are not PAID until you file your tax return in the following year you INCUR the cost of income taxes every time you earn income (profit).
· Liabilities are defined as owed, a future obligation which will be settled in cash, goods, or services, and due to a past transaction.
· The taxes you will OWE next year meet the definition of a liability and therefore should be recorded.
· In addition, expenses are defined as anything that is used, consumed, or incurred to help generate revenue.
· The income taxes are incurred WHEN you generate revenue so they meet the definition of the element expense.
· It is for these reasons (owed and incurred to help generate revenue) that both the income taxes payable and the income tax expense have to be recorded, even though there is not, as yet, any filing of the tax return.
· Finally, it is important so that you and your partner can PLAN for the future.  
· If you do not recognize the income taxes you will owe at the end of the year you might think you have that income (and therefore cash) available to you, which you do not as you will have to pay those income taxes in the future.
· You have to set aside the cash to pay the taxes in the future.
PQ3-6
Draw the flowchart which demonstrates the interconnection between the financial reporting elements.
[image: ]


PQ3-7
	
	Assets
	Liabilities
	Equity
	

	
	
	
	 (
+
)Owner's Capital
	
Retained Earnings
	

	
	
	
	
	 (
-
)Profit
	
	Dividend

	
	
	
	
	Revenue
	Expenses
	
	

	Trans. #
	Cash
	Prepaid Advertising
	Cleaning Supplies
	Uniform Supplies
	Licence
	Software
	
	Accounts Payable
	Loan Payable
	Income Tax Payable
	Owner’s capital
	Service Revenue
	AdvertisingExpense
	Cleaning Supplies Expense
	Car Expense
	Bank Charges
	Telephone Expense
	Income Tax Expense
	

	1
	2000
	
	
	
	
	
	
	
	1000
	
	1000
	
	
	
	
	
	
	
	

	2
	
	
	
	
	60
	
	
	60
	
	
	
	
	
	
	
	
	
	
	

	3
	NO ENTRY
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	4
	
	
	
	324.31
	
	
	
	324.31
	
	
	
	
	
	
	
	
	
	
	

	5
	
	
	552.57
	
	
	
	
	552.57
	
	
	
	
	
	
	
	
	
	
	

	6
	NO ENTRY
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	7
	
	47.46
	
	
	
	
	
	47.46
	
	
	
	
	
	
	
	
	
	
	

	8
	
	-47.46
	
	
	
	
	
	
	
	
	
	
	47.46
	
	
	
	
	
	

	9
	NO ENTRY
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	10
	
	
	
	
	
	67.79
	
	67.79
	
	
	
	
	
	
	
	
	
	
	

	11
	2350
	
	
	
	
	
	
	
	
	
	
	2350
	
	
	
	
	
	
	

	12
	-6
	
	-82.89
	
	
	
	
	
	
	
	
	
	
	82.89
	
	6
	
	
	

	13
	-149.65
	
	
	
	
	
	
	
	
	
	
	
	
	
	149.65
	
	
	
	

	14
	-45.20
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	45.20
	
	

	15
	-1052.13
	
	
	
	
	
	
	-1052.13
	
	
	
	
	
	
	
	
	
	
	

	16
	
	
	
	
	
	
	
	
	
	505
	
	
	
	
	
	
	
	505
	

	Tot.
	3097.02
	0
	469.68
	324.31
	60
	67.79
	0
	1,000
	505
	1000
	2,350
	47.46
	82.89
	149.65
	6
	45.20
	505
	



PQ3-8
What is the definition of the element "revenue"?  Provide an example of revenue for a business such as Bank of Montreal (BMO®).
· What the business earns through its day to day activities (what it DOES!).
· Generated from providing a service or delivering a good (past tense - done your job!)
· Example from BMO® would be Interest Revenue which is earned from lending out cash to customers or Fees Revenue which is earned from the fees BMO charges customers for the services it performs such as providing bank accounts for customers.
PQ3-9
Wages paid to employees for work completed would be categorized as which financial reporting element?  Be sure to explain WHY you place it into this element.
· Expenses
· The services of employees are used to help generate revenue, which is the definition of the element expense
PQ3-10
Assets = Liabilities + Equity
192,000 = 69,500 + Equity = so Equity is $122,500
Equity = Owners' Capital + Retained earnings, ending
122,500 = 85,000 + Retained earnings, ending, so Retained earnings, ending is 37,500
Retained earnings, beginning, + Profit - Dividends = Retained earnings, ending
22,000 + 19,500 - Dividends = $37,500, so Dividends are $4,000
Dividends are $4,000 for the period.


PQ3-11
What is the difference between an internal stakeholder and an external stakeholder?  
An internal stakeholder works for the business and has access to all its accounting information.  For example, the president of the company, management, and employees. An external stakeholder is either affected by the business or can affect the business itself but only has access to the accounting information that the business decides to share. For example,
 shareholders/owners, creditors (i.e. bank or suppliers), Canada Revenue Agency (CRA) and customers. 
PQ3-12
Definite the account called accounts receivable.  What element does it belong in and why?
· Accounts receivable represent the amount of cash that a business has a right to collect from its customers in the future.
· It is an asset because it meets the definition of an asset:  future benefit (right to collect cash), owned (legal right, so the company can sue customers for the cash if they don't pay), due to a past transaction (the company must have provided services to these customers in the past to record the accounts receivable)




PQ3-13
	Trans.
	Assets
	Liabilities
	Equity

	
	
	
	
	Retained earnings

	
	
	
	Owner's
Capital
	Retained Earnings
	Profit

	
	
	
	
	
	Revenue
	Expenses
	

	
	   Cash
	Accounts Receivable
	Office Supplies
	Prepaid Rent
	Prepaid Insurance
	Business Licence
	Website Design
	Accounts Payable
	Unearned Revenue
	Income Tax Payable
	
	Owners` Capital
	
	Service Revenue
	
	
	Website
	Advertising
	Office Supplies
	Utilities
	Telephone
	Insurance
	Rent
	Bank charges
	Income Tax

	1
	20000
	
	
	
	
	
	
	
	
	
	
	20000
	
	
	
	
	
	
	
	
	
	
	
	
	

	2
	N/A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	3
	-3750
	
	
	3750
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	4
	
	
	485
	
	
	
	
	485
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	5
	-2100
	
	
	
	2100
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	
	
	
	
	
	60
	
	60
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	7
	-1000
	
	
	
	
	
	1000
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	8
	
	
	
	
	
	
	
	20
	
	
	
	
	
	
	
	
	20
	
	
	
	
	
	
	
	

	9
	
	
	
	
	
	
	
	2260
	
	
	
	
	
	
	
	
	
	2260
	
	
	
	
	
	
	

	10
	-500
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	500
	
	
	
	
	
	
	

	11
	1200
	
	
	
	
	
	
	
	1200
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	12
	4350
	
	
	
	
	
	
	
	
	
	
	
	
	4350
	
	
	
	
	
	
	
	
	
	
	

	13
	
	780
	
	
	
	
	
	
	
	
	
	
	
	780
	
	
	
	
	
	
	
	
	
	
	

	14
	-172
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	172
	
	
	
	
	

	15
	-192
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	192
	
	
	
	

	16
	-15
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	15
	

	17
	
	
	
	-1250
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	1250
	
	

	18
	
	
	-310
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	310
	
	
	
	
	
	

	19
	
	
	
	
	-175
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	175
	
	
	

	20
	
	
	
	
	
	
	
	
	
	59
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	59

	Totals:
	17821
	780
	175
	2500
	1925
	60
	1000
	2825
	1200
	59
	
	20000
	
	5130
	
	
	20
	2760
	310
	172
	192
	175
	1250
	15
	59




PQ3-13, continued  
2.  You would like to know how you have been doing over the last month.  Using the totals from your chart, determine if you were profitable for the month of operations.  Can you use this information to predict how you will do over the upcoming 11 months?  If you were not profitable, do you feel that you should quit your business?
· You were profitable but not by much:  $177.01 is your income after income taxes are taken into account.
· No, you cannot use this information to predict about the upcoming 11 months.  This was your first month of operations and you don't know how you will do for the remainder of the year based on your first month of operations.
· Even if you had been unprofitable you should not close your business after only one month.  Most businesses take up to five years to become profitable and, if you go into your own business, you need to be prepared for the possibility that this may happen to you.
PQ3-14
Why is it important to have assumptions in accounting?
Assumptions are the guidelines used by the individuals and businesses who prepare financial information for external stakeholders.  They provide assurance that the information provided is useful for decision-making.  Note that students may also indicate that the information can be depended on because it is true and complete but the idea of being able to use it for decision-making is critical.
PQ3-15
Define the qualitative characteristic "timely" and provide an example of when this characteristic would be violated by a business.
	Timely
	Information is provided quickly (as old information is less useful).



Students may provide many different examples but one common one would be if a business does not provide financial information to external stakeholders within a reasonable amount of time.  In current terms this is likely any information that is four or more months old, although students may say that even a week is longer than necessary to be relevant for decision-making.  This could generate a discussion about how much time needs to pass before information is no longer relevant and how that time period differs depending on the situation.


Chapter 4 - Financial Statements
Blast from the past
BFTP4-1
You start a consulting business on May 1, 2016 and had the below noted transactions during the month.  Analyze the transactions using the critical and enhancing questions and record the business activities using the expanded accounting equation and account names.  The chart is provided on the next page.   Answer the questions which follow.
1.  You invest $4,500 of your own cash into a business.
2.  You borrow $4,500 from the bank which is due in 3 years.  The bank charges you interest on the last day of every month.
3.  You open a business bank account with a monthly fee of $15.  The bank will withdraw the fee at the end of every month.  You also sign up for a business credit card.
4.  You registered a business name with Service Ontario, $60, using the business credit card.  
5.  Purchased office supplies for $200, plus HST, using your credit card.  
6.  Purchase a 1 year liability insurance policy for $1,800, plus 8% sales tax, using cash.
7.  Paid cash for 500 business cards from Staples for $75, including HST.
8.  Received cash from customers for consulting services provided, $1,500.
9.  You attended a one day networking event, paying an entrance fee of $500, plus HST, using your credit card.  
10.  You hand out all of your business cards during the conference.
11.  At the end of the month you had $75 of office supplies remaining.
12.  You record the use of insurance for 1 month.  
13.  The bank withdraws interest of $29 from your business bank account.  The bank also withdraws the monthly banking fee.  
14.  You pay $500 towards the outstanding balance on the business credit card.
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BFTP4-1, continued.

	Assets                  =
	Liabilities
	+                              Equity

	 
	 
	Owner's Capital
	+                              Retained Earnings

	 
	 
	
	Revenue
	-                      Expenses

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	
	
	
	
	
	
	 
	 
			 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 



Provide a list of the accounts and their ending balances.  Group the accounts by element, starting with assets and ending with expenses.  Note:  you may not need all of the rows.
	Account name
	Balance

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


How profitable was the business?  What is the main reason for this outcome?
	

	

	

	

	

	

	


The conference was quite expensive. Do you think it was worth it?  Why or why not?
	

	

	

	

	

	

	





What is your financial position at the end of the period (A=L+E)?  Would you consider your financial position good? Why or why not?
	

	

	

	

	

	

	


You would like to know the breakdown of your assets and your expenses at the end of the month in order to help you make decisions regarding the future.  Is this information easy to find when you record transactions using the expanded accounting equation and account names?
	

	

	

	

	

	

	


The answers to the BFTP questions are from the knowledge you gained in Chapter 1, 2, & 3.
Why is financial information important?
You already know that, in order to manage your business, you need to use financial information to make decisions.  When the information is not in a form that allows you to quickly evaluate your business it is difficult to make decisions about the future.  As shown in Chapter 3 and BFTP4-1, using the expanded accounting equation and account names gives you more information than the expanded accounting equation alone; however, the information provided could be better organized.  In particular, it would have greater value if stakeholders could analyze the business easily and compare it to past years and other businesses.
How do businesses produce financial information that is useful for decision-making?
A good accounting system subdivides the financial reporting elements so that the details are readily available.  In Chapter 3 you were introduced to accounts, common subgroups of financial reporting elements that are used to accumulate (gather) business activities.  By using accounts to subdivide financial reporting elements, the accounting system can also be used to produce financial statements.  Financial statements tell a business's story, what it does and how well it does it.  They provide a business’s financial performance, its current financial position, and its cash flows.  Both internal and external stakeholders use the financial statements to analyze a business and answer questions, which allows them to make decisions and meet their objectives.  


Are there standard financial statements?
Yes.  There are four financial statements.  Three of them are created using our understanding of the elements.  Let's go back to the flow chart so we can see the connection between the elements and the different statements.
[image: ]
NOTE:  the above flowchart is ONLY used when a business is in the 1st year of operations.  In the 2nd year of operations additional information would be provided, such as opening retained earnings.  This concept will be covered later in this chapter.
The above chart shows 3 of the financial statements:  balance sheet, statement of retained earnings, and income statement.  Businesses also produce the statement of cash flows but the elements are not used to create this statement so it is not included on this flowchart.  Instead, it will be introduced later on in this chapter.
In what order should we produce the financial statements?
Let's just remind ourselves of the inter-relationship of the financial reporting elements from Chapter 2.
[image: ]
Notice that we need profit in order to calculate retained earnings and we need retained earnings to calculate equity, which is then used in the basic accounting equation.  This shows the order that the financial statements must be produced in.  First, the income statement calculates the profit, which flows into the statement of retained earnings.  The statement of retained earnings calculates ending retained earnings, which flows into the balance sheet.  The balance sheet shows that assets = liabilities + equity.  
Remember that the statement of cash flows stands alone, describing the inflows and outflows of cash during the period.  It ONLY uses the cash balance from the balance sheet.  The statement of cash flows is a statement which EXPLAINS something rather than producing a number which is used in another statement.
The statements are always produced in the same order:  
1. Income Statement
2. Statement of Retained Earnings
3. Balance Sheet
4. Statement of Cash Flows
Can you describe the income statement and what it is used for?
The income statement shows the business's profitability, whether the revenues are higher than the expenses and by how much.  It answers the questions:
· Was the business profitable in the current year?
· Was the profit high enough in comparison to the revenues earned?
· If the business has loans or wants to borrow money from the bank, is there enough profit to repay the loan, plus interest, both now and in the future?
· Is the business generating enough profit to continue into the future (going concern assumption from Chapter 1)?
The long term survival of any business is dependent on its profit because it is the ONLY sustainable (consistent) source of cash over the long term.  Does this mean that the profit on the income statement is equal to the ending balance in the Cash account?  No.  Why not?  Not all of the cash in the Cash account comes from running the business.  
Let's look at LawnKare from Chapter 2 as an example.  LawnKare's cash increased when the business borrowed cash from your parents.  
Effect:  Cash increased, Loan Payable increased.
Notice something?  Revenues did not go up and therefore profit did not go up....but CASH DID!  So, profit on the income statement is NEVER equal to the cash in the Cash account.
Do you need another example to understand why profit does not equal cash?  Let's look at your capital contribution of $500 to LawnKare when you opened the business.
Effect:  Cash increased, Owners' Capital increased.
Again, notice something?  Revenues again did not go up but the Cash account did, even though there was no revenue recorded.  Profit on the income statement does not equal cash in the Cash account because the Cash account is affected by all cash transactions, not just the ones that involve revenue.
One last example.  Two of your customers did not pay but will pay you in the future. 
Effect:  Accounts receivable increased, Service Revenue increased.
The amount, due to two of your customers not paying immediately, WAS recorded as revenue (because it was earned) but it was NOT recorded in the Cash account because you have not, as yet, received the cash from your customers.  Here profit went up but the Cash account did not change.
For all of those reasons profit on the income statement is NOT equal to the amount of cash in your Cash account.
The income statement is a measure of profitability, how well you have run your business, provide your services or deliver your goods and control your expenses (costs).  It answers many questions but it DOES NOT answer questions about your cash balance or how cash changed between the beginning of the period and today.  Those questions are answered by the statement of cash flows.
Remember – Profit does not equal cash, because profit includes revenues that you have not collected yet (receivables) and expenses that you have not paid yet (payables).  Cash includes items that are not yet revenues and expenses (unearned revenue and prepaid expenses).
An income statement video is provided, below.  Answer the questions that follow to ensure you understand the income statement.
https://youtu.be/HljoFTfcO_E
Which two elements are included on the income statement?
	

	



What does the title of the income statement include?
	

	

	

	



Where must income tax expense be listed and why?
	

	

	

	

	



What questions does the income statement answer for creditors?
	

	

	

	

	



Using the video, produce, in good form (meaning you could publish this financial statement), the income statement from the video, with all its titles, headings, subheadings, totals, and subtotals.  

Space has been provided for you below.

Sample Income Statement:
	




	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





What about the statement of retained earnings?  What is it and what does it look like?
The statement of retained earnings shows how much of the profit is kept in the business and how much is paid out to the owners.  It answers the questions:
· Did the business pay dividends to the owners?
· Given the profit, were the dividend payments high enough?  Or were they too high?
· How much of the profit was retained (kept) in the business for future growth and expansion?
· Could the business pay out additional dividends in the future? (This can be assessed by reviewing how high the retained earnings from the past was.)
A retained earnings video is provided below.  Answer the questions that follow to ensure you understand this statement.
https://youtu.be/AhPigJJcSYU

What is the purpose of the statement of retained earnings?
	

	

	


What does the title of the statement of retained earnings include?
	

	

	

	


Where does the opening retained earnings come from?
	

	

	

	


What are dividends?
	

	

	

	

	


Where is the closing retained earnings transferred to?
	

	

	

	

	



Using the video, produce, in good form (meaning you could publish this financial statement), the statement of retained earnings, with all its titles, headings, subheadings, totals, and subtotals.  
Sample Statement of Retained Earnings:
	




	

	

	

	

	


The balance sheet shows the financial position of the business.  It is often actually called the statement of financial position. Can you describe the balance sheet and what it is used for?
The balance sheet shows a business's financial position, the details of its assets (owned), the liabilities (owed to third parties) and the equity (owed to the owners).  It is used to assess the business's financial position.  What does this mean?  It means that the balance sheet is used to answer the following questions:
· What is the breakdown of the assets?  
· Are the assets liquid enough (can be converted into cash) so that the liabilities (debts) can be paid when they come due?  
· If the business closed now, would there be enough liquid assets to pay off the debts?
· What is the breakdown of the liabilities?  
· When are debts owed (short term or long term) and how much debt is there in relation to the assets?
· How much of the business is funded through debt (liabilities) and how much is funded through owner's contributions (equity)?
Two balance sheet videos are provided, below.  Answer the questions that follow to ensure you understand this statement.
https://www.youtube.com/watch?v=jWQVuDDbdT0
https://www.youtube.com/watch?v=TpVdpHE0jdM
What is different about the title for the balance sheet?  Why is it different?
	

	

	


Assets are subdivided into which two categories? Describe each category.
	

	

	

	

	



Assets in the first category are listed in order of liquidity.  What does that mean?
	

	

	

	

	

	


Long term assets are divided into three subcategories.  Name and describe each subcategory.
	

	

	

	

	

	

	

	

	

	


Liabilities also have two categories.  What are the two categories?  Define each category.
	

	

	

	

	

	

	

	

	


What two accounts are included in the Equity category?  What must be listed first and why?
	

	

	

	

	

	



Using the second video, produce, in good form (meaning you could publish this financial statement), the balance sheet, with all its titles, headings, subheadings, totals, and subtotals.  

Space has been provided for you on the next page.


Sample Balance Sheet:
	




	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





So what about the statement of cash flows?
The statement of cash flows shows the cash inflows and outflows over the period as well as the cash position at the end of the period.  It answers the basic question, where did the business get and spend its cash?  It answers the following specific questions:
· Was the business able to generate cash from its day to day operations?  
· Is there enough cash to pay dividends?
· Is there cash available to pay the business's debts as they come due?
· Will the business be able to fund future purchases from its own cash or will it have to borrow from creditors (the bank)?
· Given the cash flows in the past what can be said (predicted) about future cash flows?
While the income statement focuses on profitability (which, as noted, does not mean cash) the statement of cash flows focuses ONLY on cash transactions, how much cash flowed in and out of the business and from where.
Is the statement of cash flows divided (categorized) in any way to improve decision-making?
The statement of cash flows does not use any of the elements to categorize (group) information.  We know that, in order for information to be useful, it must be categorized (divided) into groups.  The statement of cash flows is no different and is divided into three activities:  operating, investing, and financing.  
What the below noted video and be sure you can answer the questions which follow.
https://www.youtube.com/watch?v=URsJSZgsRJs

Define operating activities and provide one example of an operating activity that would result in a cash inflow and one that would result in a cash outflow.  
	

	

	

	

	

	

	

	





Define investing activities and provide one example of an investing activity that would result in a cash inflow and a cash outflow. 
	

	

	

	

	

	

	

	


Define financing activities and provide one example of a financing activity that would result in a cash inflow and a cash outflow.  
	

	

	

	

	

	

	

	


Provide the Business Activity Cycle.
	














What does "cash is king" mean to stakeholders?
	

	

	

	

	



What is the key use of the statement of cash flows?
	

	

	

	

	


Why is it important to divide the statement of cash flows into the three activities?
	

	

	

	

	


What about the format of the statement of cash flows?
Here is a video to show you the structure of the statement of cash flows as well as remind you of how the previous financial statements interconnect.  Watch the video and answer the questions which follow.

https://www.youtube.com/watch?v=SHs7IkFxkNM

Using a flow chart, show how the financial statements are interconnected.
	













What number does the statement of cash flows calculate?
	

	

	

	

	

	



What does the statement of cash flows show the stakeholders?
	

	

	

	

	

	





What does the cash basis of accounting mean?
	

	

	

	

	

	

	

	



Using the video produce, in good form (meaning you could publish this financial statement), the statement of cash flows, with all its titles, headings, subheadings, totals, and subtotals.  

Sample Statement of Cash Flows:
	




	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Can you show me an example of the four financial statements?
Let's use LawnKare to demonstrate the four financial statements.  Before we can create the financial statements we need to have a list of all the accounts.  In addition, we need to know which element each account goes into and which financial statement each element is located on.


Check your understanding (CYU4-1)
Below are listed the May 18th balances for each of the accounts that were used by LawnKare, provided in alphabetical order.  Indicate for each of the accounts which element it belongs in and which financial statement it should be placed on.  You may wish to use the following short forms for the elements:  A for assets, L for liabilities, E for equity, R for revenues, and X for expenses.  For the financial statements you may wish to use the following short forms:  IS for income statement, RE for statement of retained earnings, and BS for balance sheet.
NOTE:  you cannot create the statement of cash flows because you have not, as yet, been given a list of the amounts for each activity.  We will address the statement of cash flows shortly.
	Accounts Name
	Amount
	Element
	Financial Statement

	Accounts Payable
	122.81
	
	

	Accounts Receivable
	55.00
	
	

	Advertising Expense
	19.78
	
	

	Business Licence
	60.00
	
	

	Cash
	1,714.00
	
	

	Gas & Oil Expenses
	14.80
	
	

	Loan Payable
	1,500.00
	
	

	Owner's Capital
	500.00
	
	

	Prepaid Expenses
	19.20
	
	

	Prepaid Insurance
	410.00
	
	

	Rent Expenses
	20.00
	
	

	Service Revenue
	100.00
	
	

	Unearned Revenue
	399.00
	
	

	Website Design
	300.00
	
	

	Website Expenses
	9.03
	
	


NOTE:  these accounts are used to create the statements that follow.  Check out the statements AFTER you have done this CYU and see if you were correct.


What is the proper format for the income statement for LawnKare?
Using your categorization of the accounts we can create an income statement for LawnKare.  Remember that this statement is for the business activities from May 1 to May 18th.
 (
Always includes the company name, the statement name and the period of time covered.
)
	LawnKare

	Income Statement

	Period ending May 18, 2017

	
	
	
	 (
With
 a subtotal called "Total Revenue" if there is more than one type of revenue.
)

	Revenues
	
	

	
	Service Revenue
	
	$100.00

	
	
	
	

	Operating Expenses
	
	

	
	Rent 
	$20.00
	

	
	Advertising 
	19.78
	

	
	Gas & Oil 
	14.80
	

	
	Website 
	9.03
	

	Total operating expenses
	
	63.61

	Profit before income tax
	
	 (
Always listed separate
ly
 from the operating expenses.
)36.39

	 (
Carried forward to the statement of retained earnings!
)Income tax 
	
	             0

	Profit
	
	$36.39



What is the proper format for the statement of retained earnings for LawnKare?
 (
Zero because it is a new company!!
) (
Always includes the company name, the statement name and the period of time covered.
)Again, using your categorization of the accounts, we can create the statement of retained earnings for LawnKare.  Similar to the income statement, this statement includes the business activities from May 1 to May 18th.
	LawnKare

	Statement of Retained Earnings

	Period ending May 18, 2017

	
	 (
From the prior period's statement of retained earnings.
)

	Opening retained earnings, May 1
	$0

	Add Profit
	36.39

	 (
Carried forward to the balance sheet!
)Deduct Dividends
	          0

	Closing retained earnings, May 18
	 (
ALWAYS carried forward from the Income Statement!!  
)$36.39






What is the proper format for the balance sheet for LawnKare?
 (
Always includes the company name and the statement name.  For the balance sheet ONLY it is at a point in time.
)Again, using your categorization of the accounts, we can create the balance sheet for LawnKare.  VERY DIFFERENT from the income statement and the statement of retained earnings, the balance sheet is for a POINT in time.  Remember that for testing purposes!
	LawnKare

	Balance Sheet

	May 18, 2017

	
	
	
	

	Assets
	
	

	 (
Used in the statement of cash flows.
)Current Assets
	
	 (
In order of liquidity, how fast it is turned into cash, used, or consumed.
)

	
	Cash
	$1,714.00
	

	
	Accounts receivable
	55.00
	

	
	Prepaid expenses
	19.20
	

	
	Prepaid insurance
	410.00
	

	Total current assets
	
	 (
Subtotals required if there is more than one item in a category.
)2,198.20

	 (
Long lived assets have their own subcategories under Assets.
)Intangibles
	
	

	
	Website design
	300.00
	

	
	Business licence
	60.00
	

	Total intangibles
	
	360.00

	Total assets
	
	$2,558.20

	
	
	
	

	Liabilities
	
	 (
In order of when it will be paid.  The sooner it is paid the higher it is on the listing.
)

	Current liabilities
	
	

	
	Accounts payable
	$122.81
	

	 (
Total assets ALWAYS equal
 total liabilities plus equity!!
)
	Unearned revenue
	399.00
	

	Total current liabilities
	
	$521.81

	Long term liabilities
	
	

	
	Loan payable
	
	 (
Subtotals required if there is more than one item in a category.
)1,500.00

	Total liabilities
	
	2,021.81

	Equity
	
	

	
	Owner's capital
	500.00
	

	
	Closing retained earnings, May 18
	36.39
	

	Total equity
	
	536.39

	Total liabilities and equity
	
	$2,558.20


 (
From the statement of retained earnings, ending balance!
)


What is the proper format for the statement of cash flows?
Before we can create the statement of cash flows you have to be given the list of cash inflows and outflows so you can categorize the items into the three different activities:  operating, financing and investing.  Remember to think back to your definitions of the activities in order to determine which activity each of the below noted items should be categorized into.
Testing Tip
You will never have to calculate the activities for the cash flow.  The list of activities and their amounts will always be given to you.  Instead, the focus in this course is whether you can categorize the items into the proper business activity and if you can put together the statement of cash flows with the items you are given (proper formatting will be tested).
Check your understanding (CYU4-2)
Below are listed the May 18th items that make up the statement of cash flows for LawnKare.  Categorize each item into the correct activity without looking at the statement of cash flows that has already been created for you on the next page!  You may wish to use the following short forms for the activities:  O for operating, I for investing, and F for financing.  For each item indicate if this is an inflow (+) or an outflow (-).
	Item Name
	Amount
	Activity
	Inflow or Outflow

	Purchase of intangibles
	300
	
	

	Capital contributions by owners
	500
	
	

	Cash payments to suppliers
	430
	
	

	Cash received from debt
	1,500
	
	

	Cash received from customers
	444
	
	


On the next page is the statement of cash flows for LawnKare but, again, don't look at it until you have completed this question!
 


	 (
Includes the company name, the name of the statement and the period of time covered.
)LawnKare

	Statement of cash flows

	Period ending May 18, 2017

	
	
	

	Cash flows from operating activities
	

	  Cash receipts from customers
	 $444
	

	  Cash payments to suppliers
	 (430)
	

	 (
Indicates if there was a net INFLOW (provided) or outflow (used) from the activity.
)Cash provided by operating activities
	   $14

	Cash flows from investing activities
	

	  Purchase of intangibles
	(300)
	

	Cash used in investing activities
	(300)

	Cash flows from financing activities
	

	  Capital contributions by owners
	   500
	

	  Cash received from debt
	1,500
	 (
The addition of all three activity totals. (13.60 - 300 + 2,000)
)

	Cash provided by financing activities
	2,000

	 (
From the prior 
year's
 balance sheet.
)Net inflow of cash
	
	1,714

	Beginning cash, May 1
	
	       0

	Ending cash, May 18
	
	 (
The cash balance from this year's balance sheet, current assets.
)$1,714




What steps can you use to create proper financial statements on a test or exam?
Most test questions will be a list of BOTH accounts AND activities, all mixed up (random order).  Always use the following steps to solve a financial statement problem.  It is important to categorize the accounts and activities by writing the element or activity immediately next to the description.  That way, if your statements don't balance, you can check your groupings quickly and find your errors without wasting time. 
The steps to solve a financial statement problem are always the same:
1. Identify whether the item is an account or an activity.
2. If it is an account, identify the element the account belongs to.
3. Subdivide the elements into the different categories of assets and liabilities (current assets, intangibles, current liabilities, long term liabilities).
4. Indicate for each element what financial statement the account will appear on.
5. Group the cash flow items into their activities.  TIP:  generally a cash flow item looks like a sentence or statement rather than an account name, and will contain a preposition!
6. Starting with the income statement, create all four statements.  TIP:  format is important so you need to practise creating financial statements as frequently as possible.


Putting it all together!
The overall objective of GAAP is to provide financial information about a business that is useful to stakeholders for decision-making.  By using the elements and activities to group data we can record transactions and create the financial statements.  Financial statements tell a business's story, what it does and how well it does it.  They provide a business’s financial performance (income statement), its current financial position (balance sheet), and its cash flows (statement of cash flows).  Both internal and external stakeholders can use the financial statements to analyze a business and answer questions, which allow them to make decisions and meet their objectives.  
Going forward!
So far we have focused on service businesses but, in Chapter 5, we will be moving on to merchandising businesses.  Recall from Chapter 1 that merchandising businesses are both retailers, who sell to the public, and wholesalers, who sell to retailers.  The tertiary sector, which includes both service businesses and merchandisers, makes up the majority of the Canadian gross domestic product (GDP), approximately $71 trillion (US $).  The primary sector accounts for $2 trillion and the secondary sector accounts for $27 trillion.  It is therefore clear that the majority of businesses in Canada are either service businesses or merchandisers and it is important to gain a good understanding of both types of businesses.  
After all, you may be one of the 250,000 individuals who start a new business every year in Canada and it is likely it will be either a service or a merchandising business!


What do I need to know for a midterm or final exam?
A. Determine which accounts belong in which elements and sub-elements so you can categorize the accounts.
B. From a listing, be able to separate the accounts from the activities.
C. Be able to group activities into the correct category (operating, investing, or financing).
D. Be able to create each of the financial statements, using proper headings and formats.
E. Explain how the financial statements are interconnected.
F. Analyze the financial statements prepared by a business to answer questions about the business's financial position, profitability, and cash flows.
Watch out for....
You need to ensure you practise categorizing listings into the elements and activities as well as how to structure the financial statements.  The critical thinking is in the categorization.  After that the creation of the financial statements are a fill in the blank exercise.

Key is ensuring you get the practice you need to become proficient at creating financial statements from scratch.




In Class Demo Questions
ICDQ4-1
Below are listed the June 30th balances for GlamPhoto, a photography business in Oakville that started on June 1, 2015.  All the accounts and items are listed in random order.  FIRST, without looking at any of the previous pages of this textbook OR your notes determine if the description is an account or an activity.  If it is an account indicate the element and the sub-element if applicable (for example, current or long term liabilities).  If it is an activity indicate what type of activity it is (financing, investing, or operating).  You may wish to use the following short forms for the elements:  A for assets, L for liabilities, E for equity, R for revenues, and X for expenses.  For the financial statements you may wish to use the following short forms:  IS for income statement, RE for statement of retained earnings, BS for balance sheet, CF for statement of cash flows.  For each activity you may wish to use the following short forms:  O for operating, I for investing, and F for financing.  Remember to indicate for each activity if it is an inflow (+) or an outflow (-).
	
Description
	
Amount
	Which Element or Activity
	
Which Financial Statement

	Cash receipts from customers
	2,295
	
	

	Rent expense
	1,100
	
	

	Website expense
	27
	
	

	Supplies expense
	259
	
	

	Accounts payable
	1,041
	
	

	Service revenue
	2,221
	
	

	Owner's capital
	2,550
	
	

	Unearned revenue
	950
	
	

	Cash payments to suppliers
	2,455
	
	

	Accounts receivable
	876
	
	

	Advertising expense
	508
	
	

	Purchase of intangibles
	750
	
	

	Website design
	750
	
	

	Prepaid expense
	246
	
	

	Business licence
	60
	
	

	Capital contributions by owners
	2,550
	
	

	Cash, end of period
	5,390
	
	

	Prepaid insurance
	1,296
	
	

	Cash received from debt
	3,750
	
	

	Loan payable (due in 2019)
	3,750
	
	





Create the income statement, the statement of retained earnings, the balance sheet, and the statement of cash flows in good form, with proper headings and format.  You have been given 3 pages, including this one, to create the statements.
	





	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



	





	

	

	

	

	

	



Balance sheet is on the next page.

	





	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



Statement of cash flows is on the next page.


	





	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


Was GlamPhotos profitable?  Was the profit high enough in comparison to the revenues earned?  What were the major expenses and was there a way the company might have reduced those expenses? 
	

	

	

	

	

	

	

	

	

	

	

	

	

	



Additional questions on the next page.
Did the business pay any dividends to the owners?  Given its profit position, what would be the maximum amount of dividends that could be paid?  If the company retained all of its profits, why would it do that?
	

	

	

	

	

	

	

	

	

	

	

	

	


What is the breakdown of the assets on the balance sheet?  If the business discontinued operations immediately would it be able to pay its outstanding liabilities?  When are the debts due?  What are the total liabilities in relationship to the total assets?  How much of the business is funded through debt (total liabilities) compared to equity (total equity)?
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



Questions continue on the next page.

Was the business able to generate cash from its day to day operations?  If the business was to purchase new equipment worth $5,000 next month, would it be able to do so or would it have to borrow from creditors (the bank, for instance)?  Can any predictions be made on future cash flows given the current statement of cash flows?
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





ICDQ4-2
Below are listed the balances for Shalini DiVinto, Lawyer.  It is the end of the month, April 30, 2016.  All of the accounts and items are listed in random order.  FIRST, without looking at any of the previous pages of this textbook OR your notes determine if the description is an account or an activity.  If it is an account, indicate the element and the sub-element if applicable (for example, current or long-term liabilities).  If it is an activity, indicate what type of activity it is (financing, investing, or operating).  You may wish to use the following short forms for the elements:  A for assets, L for liabilities, E for equity, R for revenues, and X for expenses.  For the financial statements you may wish to use the following short forms:  IS for income statement, RE for statement of retained earnings, BS for balance sheet, CF for statement of cash flows.  For each activity you may wish to use the following short forms:  O for operating, I for investing, and F for financing.  Remember to indicate for each activity if it is an inflow (+) or an outflow (-).
	Account/Activity Name
	Amount
	Element/Activity
	Financial Statement

	Capital contributions by owners
	20,000
	 
	 

	Rent expense
	1,250
	 
	 

	Office supplies
	175
	 
	 

	Website expense
	20
	 
	 

	Purchase of intangibles
	1,000
	 
	 

	Website design
	1,000
	 
	 

	Insurance expense
	175
	 
	 

	Service revenue
	5,130
	 
	 

	Accounts receivable
	780
	 
	 

	Cash payments to suppliers
	6,729
	 
	 

	Telephone expense
	192
	 
	 

	Owner's capital
	20,000
	 
	 

	Business licence
	60
	 
	 

	Cash
	17,821
	 
	 

	Cash receipts from customers
	5,550
	 
	 

	Utilities expense
	172
	 
	 

	Income tax payable
	59
	 
	 

	Income tax expense
	59
	 
	 

	Office supplies expense
	310
	 
	 

	Prepaid Insurance
	1,925
	 
	 

	Unearned revenue
	1,200
	 
	 

	Bank charges expense
	15
	 
	 

	Advertising expense
	2,760
	 
	 

	Prepaid rent
	2,500
	 
	 

	Accounts payable
	2,825
	 
	 



Create the financial statements (all four of them) in good form (meaning proper format, headings, subheadings, totals and subtotals).  Answer the questions that follow.
	





	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



	





	

	

	

	

	

	

	



Balance sheet is on the next page.

	





	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



Statement of Cash Flows is on the next page.


	





	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


What questions can you answer by using the financial statements that you are not able to answer when you analyze transactions using the basic accounting equation (see Chapter 2 for the analysis of transactions using the basic accounting equation)?
	

	

	

	

	

	

	

	



Questions continue on the next page.

Can you (remember that you are Shalini DiVinto) pay off your credit card bill when it comes in?  How do you know that?  Which statement did you look at?
	

	

	

	

	

	

	

	


Does the current cash position of the company come from the cash you generated from your operations or another source (HINT:  look at the statement of cash flows!)
	

	

	

	

	

	

	

	




Practice Questions
PQ4-1
When a creditor is involved in a business, what do you think the creditor's main objectives are?  
	

	

	

	

	

	


PQ4-2
The following transactions are for UR-Lawn-Care Inc., a new business you started this summer to earn money for tuition.  Enter all the transactions into the basic accounting equation and answer the questions which follow.
1.  Contributed $5,000 to start the business.
2.  Opening a business bank account with a monthly fee, payable on the last day of the month, of $13.  You also sign up for a free business credit card (no monthly or annual fees).
3.  Set up your business name using Services Ontario, paying by credit card, $60.
4.  Purchased $350 of garden supplies using a business credit card.
5.  Rent a lawn mower and weed whacker for $120 per month including HST.  You pay for the rental in advance using the business credit card.
6.  After knocking on all the doors in your neighbourhood, you provide services to some of your neighbours, earning $460 for the first 2 weeks.  Three customers still owe you $80 but the remainder paid in cash.
7.  You purchase a 6 month insurance policy for $900, plus 8% sales tax, paying cash.  The policy will start at the beginning of next month.
8.  You hire a friend to help you with the business for this month.  You will pay him 25% of the fee paid by your customers for every job he completes with you.
9.  You collect the $80 from the customers who owed you from Transaction #6.
10.  You perform services for more customers, earning $590 for the last 2 weeks of the month.   You collect $500 in cash and the remaining customers will pay you next month.  Your friend has helped you provide $400 of the services to your customers and you pay him in cash.
11.  The bank withdraws the bank service charge from your business bank account.
12.  You pay off the business credit card.
13.  You only have $90 of lawn supplies left.
14.  On the last day of the month you visit the rental company and pay the rental fee for the next month.
	Trans. #
	Assets   =
	Liabilities  +
	Equity

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 

	 
	 
	 
	 





PQ4-2, continued
Why are expenses recorded as negative numbers in the basic accounting equation but as positive numbers in the expanded accounting equation?
	

	

	

	

	

	

	

	

	



What is the main drawback of using the basic accounting equation?
	

	

	

	

	

	

	


PQ4-3
The following accounts (see the next page) have been provided for Lappi Inc., a business that has been running for 3 years.  Using the information provided create the following:  income statement, statement of retained earnings, balance sheet, and statement of cash flows for the company’s year-end December 31, 2017.  
Answer the questions which follow.


PQ4-3, continued
	Account Name
	Amount
	Element / Activity
	Financial Statement

	Supplies expense
	13,500
	 
	 

	Interest expense
	7,200
	 
	 

	Cash collected from customers
	141,480
	 
	 

	Bank loan payable, due 2019
	18,000
	 
	 

	Supplies
	10,500
	 
	 

	Owners' capital
	32,000
	 
	 

	Insurance expense
	7,200
	 
	 

	Cash paid to suppliers
	120,890
	 
	 

	Dividends
	17,800
	 
	 

	Income tax expense
	8,920
	 
	 

	Cash paid in financing charges (interest)
	7,110
	 
	 

	Accounts receivable
	34,900
	 
	 

	Cash paid for intangible assets
	9,560
	 
	 

	Cash 
	36,000
	 
	 

	Retained earnings
	25,490
	 
	 

	Service revenue
	150,000
	 
	 

	Prepaid insurance
	7,200
	 
	 

	Salaries expense
	57,000
	 
	 

	Rent expense
	21,640
	 
	 

	Website design
	9,560
	 
	 

	Travel and entertainment expense
	11,400
	 
	 

	Business licence
	720
	 
	 

	Cash received from the bank
	18,000
	 
	 

	Accounts payable
	12,360
	 
	 

	Unearned revenue
	1,600
	 
	 

	Cash paid for dividends
	17,800
	 
	 

	Income tax payable
	4,000
	 
	 

	Interest payable
	90
	 
	 

	Additional cash received from owners
	16,000
	 
	 

	Cash, opening balance
	15,880
	 
	 



Using the above information, create ALL the financial statements for this company in good form (proper titles, subtotals, totals, etc.)  Note that, on a midterm or final exam, marks will be deducted for accounts which are placed on the wrong statement.  If you have done it right the statements should all balance!


PQ4-3, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


This question is continued on the next page.



PQ4-3, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





PQ4-3, continued
Is the business profitable?  What is its profit margin percentage?  The standard in this industry is 12%.  Comment on the business's profit margin percentage by comparing it to the industry standard.
	

	

	

	

	

	

	

	

	

	


Did the business pay dividends?  If so, how much was paid out to the owner?  What would have been the maximum amount that could have been paid out?
	

	

	

	

	

	

	

	

	

	


Review the balance sheet.  Is there anything that concerns you? Why?  Highlight it and discuss why this might be a concern.
	

	

	

	

	

	

	



Continued on the next page.




PQ4-3, continued
Review the statement of cash flows.  Which activity resulted in the main inflow of cash?  Comment on what the main source of case was from.  Explain why you think it is a good or a bad thing.
	

	

	

	

	

	

	

	

	

	

	

	


PQ4-4
Fill in the blanks.
[image: ]

Which of the above businesses is mainly financed through debt instead of equity?  How did you determine this?
	

	

	

	

	

	

	

	

	





PQ4-5
Anthony Vassello owns a business called Vassello Training Inc. which provides conflict resolution training to employees of his clients, often large government corporations. He has the following information for the first month of this year, January, 2017.
	Date
	Description
	Amount

	Jan. 1
	Opening balances are as follows:  Cash, $3,100; Accounts receivable, $12,500; Prepaid Rent (1 month), $1,200; Supplies, $2,800; Accounts payable, $4,100; Loan payable (due in 2019), $3,500; Owners' Capital, $8,000; Retained Earnings, $4,000.
	

	Jan. 1
	Paid cash for a 1 year insurance policy, starting immediately.
	$1,200 plus 8% sales tax

	Jan. 2
	Collected cash on some of the accounts receivable.
	$1,400

	Jan. 6
	Increased his bank loan.  The loan is still due in 2019.
	$2,000

	Jan. 8
	Paid some of his outstanding accounts payable using cash.
	$3,000

	Jan. 9
	Earned training fees from clients for work completed.  He bills the clients for the amount owed.
	
$6,500

	Jan. 14
	Purchased supplies on account, using his business credit card.
	$400 plus HST

	Jan. 19
	Paid in cash a contract worker for work completed for clients over the last 2 weeks.
	
$900

	Jan. 22
	Signed a contract with a large government agency to provide conflict resolution training over the next 8 weeks.  
	$12,000 estimated revenue on the contract.

	Jan. 23
	Anthony's new client, who he signed a contract with on January 22, pays Anthony in advance for work to be completed in the future.  The training will start in February.
	

$5,000

	Jan. 25
	Anthony sends out a second copy of all outstanding invoices to all his clients, reminding them of amounts owned.
	
$17,800

	Jan. 27
	Anthony receives cash on some of the accounts receivable.
	$6,280

	Jan. 30
	Anthony receives the phone bill for his business phone.  He will pay it on February 8.
	
$192

	Jan. 30
	Anthony pays income taxes in cash.
	$1,190

	Jan. 31
	Anthony used 1 month of insurance coverage.
	??

	Jan. 31
	Anthony counts and values the supplies he has left.
	$524

	Jan. 31
	Anthony has used the office space for the month.
	??

	Jan. 31
	Anthony receives the utilities bill for the month of January.  He will pay it in February.
	
$275



Record all the transactions in the expanded accounting equation, using account names.   If you need more columns or rows, print the chart out and add them manually.  Additional questions follow the chart on the next several pages.

PQ4-5, continued
	
	Assets
	Liabilities
	Equity
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PQ4-5, continued
Create the financial statements (excluding the statement of cash flows) for Anthony Vassello's business for January 31, 2017.
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



Additional space is provided on the next page.


PQ4-5, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



Additional questions are provided on the next page.


PQ4-5, continued
Is the business profitable?  If so, what is the profit margin percentage?  Would you consider this good or not?  Be sure to support your answer.
	

	

	

	

	

	

	

	


Review the assets on the balance sheet.  What do you think is Anthony's biggest problem?  Be sure to support your position with facts from the statements!
	

	

	

	

	

	

	

	


Can Anthony pay his outstanding accounts payable at the beginning of February?  Support your answer with calculations.  Do your calculations show you any areas which you should highlight to Anthony, if you were his advisor for his business?  Be sure to explain why you think there are concerns.
	

	

	

	

	

	

	

	

	

	

	

	

	





PQ4-6
Read the following scenario and choose the assumption that you think is either VIOLATED (not followed) or FOLLOWED.  Support your answer with reasoning (this generally includes providing the definition of the assumption and then explaining WHY you think it is either followed or violated).  

A business owner pays a salary of $100,000 to his wife and charges it as a salary expense to the business.  His wife comes in every Friday and tidies up the front office.
	

	

	

	

	

	

	





PQ4-7
The following accounts have been provided for Himallana Inc., a business that has been running for four years.  
	Account Name
	Amount
	Element/Activity
	Statement

	Prepaid Rent (2 months)
	3,600

	
	

	Fees received, work to be performed later 
	3,500
	
	

	Cash paid to suppliers
	58,511
	
	

	Travel expense
	8,950
	
	

	Supplies
	450
	
	

	Accounts payable
	2,840
	
	

	Cash paid for interest
	1,320
	
	

	Rent expense
	21,600
	
	

	Accounts receivable
	6,950
	
	

	Bank loan payable, due in 2020
	12,000
	
	

	Cash paid for a patent
	15,770
	
	

	Wages expense
	18,500
	
	

	Cash, ending balance
	16,289
	
	

	Retained earnings, beginning of period
	10,989
	
	

	Cash received from debt
	8,000
	
	

	Income tax expense
	7,120
	
	

	Prepaid insurance
	2,400
	
	

	Owners’ capital
	29,500
	
	

	Cash paid to owners for dividends
	19,250
	
	

	Advertising expense
	6,000
	
	

	Patent
	15,770
	
	

	Dividends
	19,250
	
	

	Additional cash received from owners
	12,000
	
	

	Insurance expense
	2,400
	
	

	Business licence
	480
	
	

	Cash, opening balance
	7,940
	
	

	Interest expense
	1,320
	
	

	Equipment
	20,000
	
	

	Supplies expense
	1,750
	
	

	Service revenue
	89,000
	
	

	Cash collected from customers
	83,200
	
	

	Income tax payable
	5,000
	
	



PQ4-7, continued

Using the above information, create ALL the financial statements for this company in good form (proper titles, subtotals, totals, etc.)  Note that, on a midterm or final exam, marks will be deducted for accounts which are placed on the wrong statement.  If you have done it right the statements should all balance!

Space is provided on the next few pages.


PQ4-7, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





PQ4-7, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





PQ4-7, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





PQ4-7, continued
Is the business profitable?  What is its profit margin percentage?  The standard in this industry is 35%.  Comment on the business's profit margin percentage by comparing it to the industry standard.
	

	

	

	

	

	

	

	

	

	

	

	


Did the business pay dividends?  If so, how much was paid out to the owner?  What would have been the maximum amount that could have been paid out?
	

	

	

	

	

	

	

	

	

	

	

	


Review the balance sheet.  Is the business financed mainly through debt or equity?  Show calculations that support your answer.
	

	

	

	

	

	

	

	



Continued on the next page.


PQ4-7, continued
If you were a banker and this business came to you for a loan, would you lend it money?  Support your answer with reasoning (in particular, information you obtained from the financial statements.
	

	

	

	

	

	

	

	


Review the statement of cash flows.  Which activity resulted in the main inflow of cash?  Comment on what the main source of cash was from.  Explain why you think it is a good or a bad thing.
	

	

	

	

	

	

	

	

	

	

	

	


PQ4-8
Name any three of the qualitative characteristics from memory and define each of them.
	

	

	

	

	

	

	

	

	

	



PQ4-9
At the beginning of the year the business had liabilities of $318,000 and equity of $249,000.  By the end of the year the business had liabilities of $253,000.  During the year the owners contributed an additional $15,000 to the business, had revenues of $977,000 and expenses of $912,500.  Dividends of $12,000 were paid during the year.
Calculate the following (NOTE:  you do not have to solve them in the order provided!):
	Assets, beginning of the year
	$

	Assets, end of the year
	$

	Equity, end of the year
	$

	Profit during the year
	$



	Calculations:












Is it possible to calculate ending retained earnings from the information provided?
	

	

	

	



Liabilities decreased during the year.  What must have been true for that to happen?
	

	

	

	





PQ4-10 
The following accounts have been provided for Windows & Doors (W&D) Inc., a business that specializes in designing and installing windows and doors.  They outsource the manufacturing of the windows and doors to another business and the customers pay that manufacturer directly.  However, W&D Inc. designs the windows and doors custom for each customer and then installs them.  They have been in business for three years.  Using the information provided, create the following for the year ended December 31, 2017:  income statement, statement of retained earnings, and balance sheet.  Answer the questions which follow.
	Account Name
	Amount
	Element/Activity
	Statement

	Accounts payable
	6,500
	
	

	Accounts receivable
	9,200
	
	

	Advertising expense
	3,100
	
	

	Cash
	9,595
	
	

	Design revenue
	50,000
	
	

	Equipment
	113,000
	
	

	Income tax expense
	5,365
	
	

	Income tax payable
	1,000
	
	

	Installation revenue
	130,000
	
	

	Insurance expense
	2,000
	
	

	Interest expense
	4,000
	
	

	Interest payable
	1,000
	
	

	Interest revenue
	2,000
	
	

	Note payable (due in 2021)
	38,500
	
	

	Office supplies
	900
	
	

	Office supplies expense
	1,140
	
	

	Owners’ capital
	40,000
	
	

	Prepaid insurance
	2,400
	
	

	Prepaid rent
	3,000
	
	

	Retained earnings, opening
	42,800
	
	

	Salaries and wages
	121,000
	
	

	Selling expense
	8,600
	
	

	Travel expense
	3,700
	
	

	Unearned revenue
	2,200
	
	

	Utilities expense
	4,000
	
	

	Vehicle rental expense
	5,000
	
	





PQ4-10, continued
Using the above information, create the financial statements requested for this business in good form (proper titles, subtotals, totals, etc.)  Note that, on a midterm or final exam, marks will be deducted for accounts which are placed on the wrong statement, or are in the correct category but in the wrong order.  If you have done it right the statements should all balance!
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



Additional space is provided on the next page.


PQ4-10, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



This question is continued on the next page.


PQ4-10, continued
Is the business profitable?  What is its profit margin percentage?  The standard in this industry is 9%.  Comment on the business's profit margin percentage by comparing it to the industry standard.
	

	

	

	

	

	

	

	

	

	

	

	



What are the business's major expenses?  Is there a way that the business could reduce expenses?  If so, which do you recommend the business reduce and why does this make sense?
	

	

	

	

	

	

	

	

	

	

	

	



Review the balance sheet.  Is the business financed mainly through debt or equity?  Show calculations that support your answer.
	

	

	

	

	

	

	

	



Continued on the next page.


PQ4-10, continued
Review the business's balance sheet.  Are there any areas of concern that you see?  Would the business be able to pay back its current liabilities immediately if it had to?  If the bank called in the loan (meaning they ask the business to pay the loan immediately) would the business be able to pay back the loan immediately?
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	








Solutions - Blast from the past
BFTP4-1
	Assets                  =
	Liabilities
	+                              Equity

	 
	 
	Owner's Capital
	+                              Retained Earnings

	 
	 
	
	Revenue
	-                      Expenses

	Cash 
	Business Licence 
	Office Supplies 
	Prepaid Insurance 
	Business Cards 
	Bank Loan 
	Accounts Payable 
	Owner’s Capital 
	Service Revenue 
	Conference 
	Office Supplies
	Insurance 
	Interest 
	 Bank Charges
	 

	 4500
	 
	 
	 
	 
	 
	 
	 4500
	 
	 
	 
	 
	 
	 
	 

	 4500
	 
	 
	 
	 
	4500 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	N/A 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	
	60
	
	
	
	
	60
	
	
	
	
	
	
	
	

	 
	 
	 226
	 
	 
	 
	 226
	 
	 
	 
	 
	 
	 
	 
	 

	 -1944
	 
	 
	1944 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 -75
	 
	 
	 
	75 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 1500
	 
	 
	 
	 
	 
	 
	 
	 1500
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 500
	 
	 
	 500
	 
	 
	 
	 
	 

	 
	 
	 
	 
	-75 
	 
	 
	 
	 
	 
	75 
	 
	 
	 
	 

	 
	 
	 -151
	 
	 
	 
	 
	 
	 
	 
	151 
	 
	 
	 
	 

	 
	 
	 
	 -162
	 
	 
	 
	 
	 
	 
	 
	162 
	 
	 
	 

	 -44
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	29 
	15 
	 

	-500 
	 
	 
	 
	 
	 
	 -500
	 
	 
	 
	 
	 
	 
	 
	 

	7937
	60 
	75 
	1782 
	0 
	4500 
	 286
	4500 
	1500 
	500 
	226 
	162 
	29 
	15 
	 



Solutions - Check your understanding
CYU4-1 & CYU4-2
Both of these are answered by looking at the information which follows the CYU question in the chapter.


Solutions - Practice Questions 
PQ4-1
The main objective of a creditor would be to collect the loan plus the interest from the business.  The creditor would want to be paid in full and on time.
PQ4-2
	Trans #
	Assets
	Liabilities
	Equity
	Notes

	1
	5000
	
	5000
	

	2
	
	
	
	No entry

	3
	60
	60
	
	

	4
	350
	350
	
	

	5
	120
	120
	
	Prepaid expense – not yet used up

	6
	460
	
	460
	380 is cash, 80 is A/R, all is revenue

	7
	+ and - 972
	
	
	- Cash, + Prepaid Insurance

	8
	
	
	
	No entry

	9
	+ and - 80
	
	
	+ Cash, - A/R

	10a
	590
	
	590
	

	10b
	-100
	
	-100
	25% of 400 for wages

	11
	-13
	
	-13
	

	12
	-530
	-530
	
	

	13
	-260
	
	-260
	260 of the 350 is used

	14a
	-120
	
	-120
	Used up rental from transaction 5

	14b
	+ and - 120
	
	
	Paid cash, prepaid expense

	
	
	
	
	

	Total
	5557
	
	5557
	



Why are expenses recorded as negative numbers in the basic accounting equation but as positive numbers in the expanded accounting equation?
· In the basic accounting equation you show the effect on the element equity.  
· Expenses decrease equity (reduce the wealth available to the shareholders) so they are recorded as negative numbers in the basic accounting equation.
· For the expanded accounting equation you are showing the effect on the element expenses.  
· Expenses are increasing and therefore they are recorded as positives in the expanded accounting equation.  
· Only when they are flowed up into the equation (Revenue - Expenses) do they become negative due to their effect on profit (reducing it).



PQ4-2, continued
What is the main drawback of using the basic accounting equation?
· Not possible to determine anything but the financial position of the business (assets, liabilities and equity).
· Not possible to determine the composition (make-up) of the assets or liabilities so you can't make informed decisions about the business.
· Unable to say anything about the profitability of the business as there is no information to provide an income statement.
· Also can't tell anything about how the business manages its cash as you cannot produce the cash flow statement.
· Serious lack of information to make informed decisions.
PQ4-3 
	Lappi Inc.

	Income Statement

	Period ending December 31, 2017

	

	Revenues:
	
	

	
	Service Revenue
	
	$150,000

	Operating Expenses:
	
	

	
	Salaries
	$57,000
	

	
	Rent
	21,640
	

	
	Supplies
	13,500
	

	
	Travel & Entertainment
	11,400
	

	
	Interest
	7,200
	

	
	Insurance 
	7,200
	

	Total Operating Expenses
	
	117,940

	Profit before Income Tax
	
	32,060

	
	Income Tax
	
	8,920

	Profit
	
	$23,140



	Lappi Inc.

	Statement of Retained Earnings

	Period ending December 31, 2017

	Opening Balance
	
	$ 25,490

	
	Add: Profit
	
	23,140

	
	Less: Dividends
	
	(17,800)

	Ending Balance
	
	$30,830





PQ4-3, continued
	Lappi Inc.

	Balance Sheet

	December 31, 2017

	ASSETS
	
	

	Current Assets:
	
	

	
	Cash
	$36,000
	

	
	Accounts receivable
	34,900
	

	
	Supplies
	10,500
	

	
	Prepaid insurance
	7,200
	

	Total current assets
	
	$88,600

	Intangible assets
	
	

	
	Website design
	9,560
	

	
	Business licence
	720
	

	Total intangible assets
	
	10,280

	TOTAL ASSETS
	
	$98,880

	
	
	
	

	LIABILITIES AND EQUITY
	
	

	Current liabilities:
	
	

	
	Accounts payable
	$12,360
	

	
	Unearned revenue
	1,600
	

	
	Income tax payable
	4,000
	

	
	Interest payable
	90
	

	Total current liabilities
	
	$18,050

	Long-term liabilities:
	
	

	
	Bank loan (due 2019)
	
	18,000

	Total liabilities
	
	36,050

	Equity:
	
	

	
	Owner’s capital
	32,000
	

	
	Retained earnings
	30,830
	

	Total equity
	
	62,830

	TOTAL LIABILITIES AND EQUITY
	
	$98,880





PQ4-3, continued
	Lappi Inc.

	Statement of Cash Flows

	Period ending December 31, 2017

	Cash flows from operating activities
	
	

	
	Cash received from customers
	$141,480
	

	
	Cash paid to suppliers
	(120,890)
	

	
	Cash paid for interest
	(7,110)
	

	Cash provided by operations
	
	$13,480

	Cash flows from investing activities:
	
	

	
	Purchase of intangibles
	
	(9,560)

	Cash flows from financing activities:
	
	

	
	Capital contributed by owners
	16,000
	

	
	Cash received from debt
	18,000
	

	
	Dividends paid
	(17,800)
	16,200

	Net cash inflow
	
	20,120

	Cash balance, beginning of period
	
	15,880

	Cash balance, end of period
	
	$36,000



Is the business profitable?  What is its profit margin percentage?  The standard in this industry is 12%.  Comment on the business's profit margin percentage by comparing it to the industry standard.
· The business is profitable, earning a profit of $23,140.
· The profit margin percentage is 15.43% (23,140 / 150,000)
· This is better than the industry average of 12%, which is excellent because it is doing better than the average business in the same industry.

Did the business pay dividends?  If so, how much was paid out to the owner?  What would have been the maximum amount that could have been paid out?
· Dividends of $17,800 were paid out to the owners, as can be seen on the statement of retained earnings.
· The maximum amount of dividends that the business can pay out is the total amount of retained earnings.  
· In this case, opening of $25,490 + profit of $23,140, so a total of $48,630 is the maximum amount of the dividend.
· However, reviewing the balance sheet, you can see that the business has only $36,000 in cash.  If we add back the dividend paid already in cash, $17,800, you can see that the cash position before any dividend was paid would have been $53,800.  
· Therefore, the maximum dividend would have been $48,630 as the business had enough cash to pay that amount.
· However, most businesses only pay out a small portion of their profit made during the accounting period, as they keep most of the profit in the business to grow the business 

Review the balance sheet.  Is there anything that concerns you?  Why?  Highlight it and discuss why this might be a concern.
· The accounts receivable are very high at $34,900.  
· If we compare the A/R to the sales for the period (which are $150,000) we can see that a total of 23.37% of the sales have not been collected in cash.
· That seems to be very high.  The issue is that the longer customers don't pay the more likely it is that they will never be able to pay at all (so the company might go bankrupt).
· Supplies seem to be very high also.  Supplies are not liquid as they cannot be converted into cash.  Instead, they will be used by the business in the future to help run the business.  The amount seems high for this business.
· Accounts payable are also very high, about 9.74% of the total expenses (including income tax).  Calculated as 12,360 / 126,860.
· In addition, the business owes income tax payable of $4,000, so the liabilities (12,360 + 4,000) are actually 12.90% of the expenses (16,360/126,860).
· The business could have paid the liabilities off though, if it needed to, due to its cash position.

Review the statement of cash flows.  Which activity resulted in the main inflow of cash?  Comment on what the main source of case was from.  Explain why you think it is a good or a bad thing.

· The main source of cash is from financing activities $16,200, although the operating activities were also a good source of cash: $13,480.
· The inflow from operating activities is important because it is the only sustainable source of cash for a business over the long term.
· It is concerning that the business took out a loan of $18,000 as it appears not to be necessary except to pay dividends ($17,800), which is not a very good use of the cash.
· That is the same with the new contributions from the owners: $16,000.  There is no indication that the business required those funds right now.
· It may be possible that the business has plans for that cash in the future, which is not evident from the statements.



PQ4-4
[image: ]
Which of the above businesses is mainly financed through debt instead of equity?  How did you determine this?
· Determine if a business is debt or equity financed by dividing the total in the element by the total of both elements added together (which is also the total assets!!)
· In this case only Business C is debt financed as the liabilities are 72% of the total assets.



PQ4-5
	
	Assets
	Liabilities
	Equity
	

	
	
	
	 (
+
)
	
Retained Earnings
	

	
	
	
	
	
	Profit
	Dividend

	
	
	
	
	Retained Earnings
	Revenue
	Expenses
	

	Date
	Cash
	Accounts Receivable
	Prepaid Rent
	Supplies
	Prepaid Insurance
	
	
	Accounts Payable
	Unearned Revenue
	Loan Payable
	Owner`s Capital
	
	Sales Revenue
	Wages
	Telephone
	Supplies
	Insurance
	Rent
	Utilities
	Income Tax
	

	1
	3100
	12500
	1200
	2800
	
	
	
	4100
	
	3500
	8000
	4000
	
	
	
	
	
	
	
	
	

	2
	-1296
	
	
	
	1296
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2
	1400
	-1400
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	2000
	
	
	
	
	
	
	
	
	2000
	
	
	
	
	
	
	
	
	
	
	

	8
	-3000
	
	
	
	
	
	
	-3000
	
	
	
	
	
	
	
	
	
	
	
	
	

	9
	
	6500
	
	
	
	
	
	
	
	
	
	
	6500
	
	
	
	
	
	
	
	

	14
	
	
	
	452
	
	
	
	452
	
	
	
	
	
	
	
	
	
	
	
	
	

	19
	-900
	
	
	
	
	
	
	
	
	
	
	
	
	900
	
	
	
	
	
	
	

	22
	N/A
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	23
	5000
	
	
	
	
	
	
	
	5000
	
	
	
	
	
	
	
	
	
	
	
	

	25
	N/A
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	27
	6280
	-6280
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	30
	
	
	
	
	
	
	
	192
	
	
	
	
	
	
	192
	
	
	
	
	
	

	30
	-1190
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	1190
	

	31
	
	
	
	
	-108
	
	
	
	
	
	
	
	
	
	
	
	108
	
	
	
	

	31
	
	
	
	-2728
	
	
	
	
	
	
	
	
	
	
	
	2728
	
	
	
	
	

	31
	
	
	-1200
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	1200
	
	
	

	31
	
	
	
	
	
	
	
	275
	
	
	
	
	
	
	
	
	
	
	275
	
	

	Total
	11394
	11320
	0
	524
	1188
	
	2019
	5000
	5500
	8000
	4000
	6500
	900
	192
	2728
	108
	1200
	275
	1190
	




PQ4-5, continued
	Vassello Training Inc.

	Income Statement

	Period ending January 31, 2017

	

	Revenues:
	
	

	
	Service Revenue
	
	$6,500

	Operating Expenses:
	
	

	
	Supplies
	$2,728
	

	
	Rent
	1,200
	

	
	Wages
	900
	

	
	Utilities
	275
	

	
	Telephone
	192
	

	
	Insurance 
	108
	

	Total Operating Expenses
	
	5,403

	Profit before Income Tax
	
	1,097

	
	Income Tax
	
	1,190

	Profit (Loss)
	
	$(93)



	Vassello Training Inc.

	Statement of Retained Earnings

	Period ending January 31, 2017

	Opening Balance
	
	$ 4,000

	
	Less: Loss
	
	(93)

	
	Less: Dividends
	
	0

	Ending Balance
	
	$3,907





PQ4-5, continued
	Vassello Training Inc.

	Balance Sheet

	January 31, 2017

	ASSETS
	
	

	Current Assets:
	
	

	
	Cash
	$11,394
	

	
	Accounts receivable
	11,320
	

	
	Supplies
	524
	

	
	Prepaid insurance
	1,188
	

	TOTAL ASSETS
	
	$24,426

	
	
	
	

	LIABILITIES AND EQUITY
	
	

	Current liabilities:
	
	

	
	Accounts payable
	$2,019
	

	
	Unearned revenue
	5,000
	

	Total current liabilities
	
	$7,019

	Long-term liabilities:
	
	

	
	Bank loan 
	
	5,500

	Total liabilities
	
	12,519

	Equity:
	
	

	
	Owner’s capital
	8,000
	

	
	Retained earnings
	3,907
	

	Total equity
	
	11,907

	TOTAL LIABILITIES AND EQUITY
	
	$24,426



Is the business profitable?  If so, what is the profit margin percentage?  Would you consider this good or not?  Be sure to support your answer.
· The business had a loss of $93.
· There is a net loss percentage of -1.43% (-93/6,500)
· It is difficult to say if this is good or bad.  On the surface it looks bad because there is a net loss but you are not given information about how long the business has existed, what its prior years were like, the economic situation for this industry, etc. If the business was new this wouldn’t be bad as many business can take up to five years to generate a profit. If this company has been in business for five years or more, this wouldn’t be good as most companies go into business to generate a profit eventually. 
· Without additional information it is difficult to assess this business's profit margin percentage.


PQ4-5, continued
Review the assets on the balance sheet.  What do you think is Anthony's biggest problem?  Be sure to support your position with facts from the statements!
· One of the problems is that Anthony has a lot of accounts receivable that have not been collected, a total of $11,320.
· From your entries you can see that, even though Anthony sent out reminder invoices, not many of the customers paid.
· High accounts receivable is often a common problem for smaller businesses because it is time consuming to collect outstanding accounts.  If Anthony generally works on his own then he may not have a lot of time to follow up with customers.
· Customers sometimes will not pay until they receive repeat reminders.
· If Anthony is too busy to send out reminders and follow up with his customers he may not get paid for a long time, perhaps not at all.
· In addition, government is well known for taking a long time to pay.  That means that Anthony may have done the work but not been paid for quite some time.

Can Anthony pay off his outstanding accounts payable at the beginning of February?  Support your answer with calculations.  Do your calculations show you any areas which you should highlight to Anthony, if you were his advisor for his business?  Be sure to explain why you think there are concerns.
· Yes, Anthony can pay the accounts payable as he has cash of $11,394 and A/P of only $2,019, so he can pay at any time.
· There are no concerns with regards to the liabilities that need to be discussed with Anthony.  
· His cash position is even high enough to pay his long term loan if he wishes to do so.


PQ4-6
· None of the assumptions are violated although you might say Full Disclosure because this information has the ability to affect the decisions of the external stakeholders in that they would want to know that some of the expenses on the income statement are not being used to generate revenue.
· This business owner is basically splitting income with his spouse.
· Note that this does not mean that this is acceptable because this behaviour is unethical - the financial statements include a lie.
· What the owner is violating is a qualitative characteristic, faithful representation.
· The inclusion of this expense is not truthful as this is not an expense to help generate revenue.
· In addition, this is in violation of the element expense as it is not an expense to help generate revenue (it would be difficult to argue that the cleaning of the front office one half day a week benefits revenue generation).


PQ4-7
	Account Name
	Amount
	Element/Activity
	Statement

	Prepaid Rent (2 months)
	3,600

	A – current
	BS

	Fees received, work to be performed later 
	3,500
	L – current
	BS

	Cash paid to suppliers
	58,511
	O -
	CF

	Travel expense
	8,950
	X
	IS

	Supplies
	450
	A – current
	BS

	Accounts payable
	2,840
	L – current
	BS

	Cash paid for interest
	1,320
	O -
	CF

	Rent expense
	21,600
	X
	IS

	Accounts receivable
	6,950
	A – current
	BS

	Bank loan payable, due in 2020
	12,000
	L – long term
	BS

	Cash paid for a patent
	15,770
	I -
	CF

	Wages expense
	18,500
	X
	IS

	Cash, ending balance
	16,289
	A – current
	BS & CF

	Retained earnings, beginning of period
	10,989
	E
	RE

	Cash received from debt
	8,000
	F +
	CF

	Income tax expense
	7,120
	X
	IS

	Prepaid insurance
	2,400
	A – current
	BS

	Owners’ capital
	29,500
	E
	BS

	Cash paid to owners for dividends
	19,250
	F -
	CF

	Advertising expense
	6,000
	X
	IS

	Patent
	15,770
	A – intangible
	BS

	Dividends
	19,250
	E
	RE

	Additional cash received from owners
	12,000
	F +
	CF

	Insurance expense
	2,400
	X
	IS

	Business licence
	480
	A – intangible
	BS

	Cash, opening balance
	7,940
	
	CF

	Interest expense
	1,320
	X
	IS

	Equipment
	20,000
	A – P P & E
	BS

	Supplies expense
	1,750
	X
	IS

	Service revenue
	89,000
	R
	IS

	Cash collected from customers
	83,200
	O +
	CF

	Income tax payable
	5,000
	L – current
	BS





PQ4-7, continued
	Himallana Inc.

	Income Statement

	Period ending December 31, 2017

	

	Revenues:
	
	

	
	Service Revenue
	
	$89,000

	Operating Expenses:
	
	

	
	Wages
	$18,500
	

	
	Rent
	21,600
	

	
	Advertising
	6,000
	

	
	Supplies
	1,750
	

	
	Travel 
	8,950
	

	
	Interest
	1,320
	

	
	Insurance 
	2,400
	

	Total Operating Expenses
	
	60,520

	Profit before Income Tax
	
	28,480

	
	Income Tax
	
	7,120

	Profit
	
	$21,360



	Himallana Inc.

	Statement of Retained Earnings

	Period ending December31, 2017

	Opening Balance
	
	$ 10,989

	
	Add: Profit
	
	21,360

	
	Less: Dividends
	
	(19,250)

	Ending Balance
	
	$13,099






PQ4-7, continued
	Himallana Inc.

	Balance Sheet

	December 31, 2017

	ASSETS
	
	

	Current Assets:
	
	

	
	Cash
	$16,289
	

	
	Accounts receivable
	6,950
	

	
	Supplies
	450
	

	
	Prepaid rent
	3,600
	

	
	Prepaid insurance
	2,400
	

	Total current assets
	
	$29,689

	Property, Plant & Equipment
	
	

	
	Equipment
	
	20,000

	Intangible assets
	
	

	
	Patent
	15,770
	

	
	Business licence
	480
	

	Total intangible assets
	
	16,250

	TOTAL ASSETS
	
	$65,939

	
	
	
	

	LIABILITIES AND EQUITY
	
	

	Current liabilities:
	
	

	
	Accounts payable
	$2,840
	

	
	Unearned revenue
	3,500
	

	
	Income tax payable
	5,000
	

	Total current liabilities
	
	$11,340

	Long-term liabilities:
	
	

	
	Bank loan (due 2020)
	
	12,000

	Total liabilities
	
	23,340

	Equity:
	
	

	
	Owner’s capital
	29,500
	

	
	Retained earnings
	13,099
	

	Total equity
	
	42,599

	TOTAL LIABILITIES AND EQUITY
	
	$65,939








PQ4-7, continued
	Himallana Inc.

	Statement of Cash Flows

	Period ending December 31, 2017

	Cash flows from operating activities
	
	

	
	Cash received from customers
	$83,200
	

	
	Cash paid to suppliers
	(58,511)
	

	
	Cash paid for interest
	(1,320)
	

	Cash provided by operations
	
	$23,369

	Cash flows from investing activities:
	
	

	
	Purchase of patent
	
	(15,770)

	Cash flows from financing activities:
	
	

	
	Capital contributed by owners
	12,000
	

	
	Cash received from debt
	8,000
	

	
	Dividends paid
	(19,250)
	750

	Net cash inflow
	
	8,349

	Cash balance, beginning of period
	
	7,940

	Cash balance, end of period
	
	$16,289



Is the business profitable?  What is its profit margin percentage?  The standard in this industry was 35%.  Comment on the business's profit margin percentage by comparing it to the industry standard.
· Yes, the business earned a profit of $21,360 for the year.
· The profit margin percentage is 24%, calculated as 21,360 ÷ 89,000.
· The business's profit margin percentage is 11% below the industry average.
· This means that this business is not doing nearly as well as its competitors.
· This may be because many of the competitors are more established and this is only the fourth year of operations for this business.
· Businesses often take between two and five years to establish themselves.  This business may still be expanding.
· It could also be that this business is declining, perhaps because it is not as competitive with pricing as other businesses in the industry.


PQ4-7, continued
Did the business pay dividends?  If so, how much was paid out to the owners?  What would have been the maximum amount that could have been paid out?
· Yes, the business paid dividends to the owner of $19,250.
· The maximum amount of any dividend is the total amount of the retained earnings including the profit from this year.
· The maximum dividend is therefore $10,989 + $21,360 = $32,349.
· The business paid out $19,250 so the remaining amount could have also been paid out, a total of $13,099 (the ending retained earnings).
· The business has cash of $16,289 presently so it could have paid this additional dividend although it would have seriously reduced its cash position.

Review the balance sheet.  Is the business financed mainly through debt or equity?  Show calculations that support your answer.
· The business is financed 35.4% through debt (23,340 ÷ 65,939).
· The business is financed 64.6% through equity (42,599 ÷ 65,939)
· Therefore, it is mainly equity financed.

If you were a banker and this business came to you for a loan, would you lend it money?  Support your answer with reasoning (in particular, information you obtained from the financial statements.
· The current assets are very liquid in that 78.27% of them [((cash + A/R) ÷ total current assets), so ((16,289 + 6,950) ÷ 29,689)] are cash and accounts receivable.
· That means a total of $23,239 is available to pay debts as they come due.
· This is above the amount of debt that is due in the short term, which is 7,840 (A/P of 2,840 plus income tax payable of 5,000). 
· Note that fees received in advance, which are unearned revenues, are not included as they are not going to be paid in cash.
· There is already long term debt of $12,000 but the business seems to be generating a good inflow of cash (operating activities resulted in a cash inflow of $23,369).  
· One concern is the fact that the business has a profit margin percentage lower than the industry but it is still a positive profit margin percentage of 24%.
· I would likely ask for comparative financial statements for the last three years to better determine the trend before providing the business with a loan.
· In addition, I would have to look at the terms of the existing loan.


PQ4-7, continued
Review the statement of cash flows.  Which activity resulted in the main inflow of cash?  Comment on what the main source of case was from.  Explain why you think it is a good or a bad thing.
· The main inflow of cash is from the operating activities, with an inflow of $23,369.
· This is good because the only long term sustainable source of cash is from operating activities.
· The business was able to support the purchase of the patent, which may increase future revenues, out of the operating activities inflow, which is good.
· There was still inflow from the bank and the owners but this appears to have been in order to support the payment of a dividend.

PQ4-8
Students’ answers will vary.
[image: ]


PQ4-9
	
	Assets
	Liabilities
	Equity
	Description
	

	Beginning
	567,000
	318,000
	249,000
	
	

	
	
	
	
	
	

	Change:
	2,500
	(65,000)
	15,000
	Contributions
	

	
	
	
	977,000
	Revenue
	Profit is 64,500

	
	
	
	(912,500)
	Expenses
	

	
	
	
	(12,000)
	Dividends
	

	
	
	
	
	
	

	Ending
	569,500
	253,000
	316,500
	
	



Is it possible to calculate ending retained earnings from the information provided?
· No.
· Opening retained earnings is required to calculate closing retained earnings, and the breakdown of equity at the beginning of the year is not provided.
Liabilities decreased during the year.  What must have been true for that to happen?
· The business must have paid down its debts, such as loans or accounts payable.



PQ4-10
	Account Name
	Amount
	Element/Activity
	Statement

	Accounts payable
	6,500
	L – current
	BS

	Accounts receivable
	9,200
	A – current
	BS

	Advertising expense
	3,100
	X
	IS

	Cash
	9,595
	A – current
	BS & CF

	Design revenue
	50,000
	R
	IS

	Equipment
	113,000
	A – P P & E
	BS

	Income tax expense
	5,365
	X
	IS

	Income tax payable
	1,000
	L – current
	BS

	Installation revenue
	130,000
	R
	IS

	Insurance expense
	2,000
	X
	IS

	Interest expense
	4,000
	X
	IS

	Interest payable
	1,000
	L – current
	BS

	Interest revenue
	2,000
	R
	IS

	Note payable (due in 2021)
	38,500
	L – long term
	BS

	Office supplies
	900
	A – current
	BS

	Office supplies expense
	1,140
	X
	IS

	Owners’ capital
	40,000
	E
	BS

	Prepaid insurance
	2,400
	A – current
	BS

	Prepaid rent
	3,000
	A – current
	BS

	Retained earnings, opening
	42,800
	
	RE

	Salaries and wages
	121,000
	X
	IS

	Selling expense
	8,600
	X
	IS

	Travel expense
	3,700
	X
	IS

	Unearned revenue
	2,200
	L – current
	BS

	Utilities expense
	4,000
	X
	IS

	Vehicle rental expense
	5,000
	X
	IS





PQ4-10, continued
	Windows & Doors Inc.

	Income Statement

	Period ending December 31, 2017

	

	Revenues:
	
	

	
	Installation revenue
	$130,000
	

	
	Design revenue
	50,000
	

	
	Interest Revenue
	2,000
	

	Total revenues
	
	$182,000

	Operating Expenses:
	
	

	
	Salaries and wages
	$121,000
	

	
	Rent
	18,000
	

	
	Advertising
	3,100
	

	
	Utilities
	4,000
	

	
	Office supplies
	1,140
	

	
	Travel 
	3,700
	

	
	Selling
	8,600
	

	
	Vehicle rental
	5,000
	

	
	Interest
	4,000
	

	
	Insurance 
	2,000
	

	Total Operating Expenses
	
	170,540

	Profit before Income Tax
	
	11,460

	
	Income Tax
	
	5,365

	Profit
	
	$6,095



	Windows & Doors Inc.

	Statement of Retained Earnings

	Period ending December31, 2017

	Opening Balance
	
	$ 42,800

	
	Add: Profit
	
	6,095

	
	Less: Dividends
	
	0

	Ending Balance
	
	$48,895








PQ4-10, continued
	Windows & Doors Inc.

	Balance Sheet

	December 31, 2017

	ASSETS
	
	

	Current Assets:
	
	

	
	Cash
	$9,595
	

	
	Accounts receivable
	9,200
	

	
	Office supplies
	900
	

	
	Prepaid rent
	3,000
	

	
	Prepaid insurance
	2,400
	

	Total current assets
	
	$25,095

	Property, Plant & Equipment
	
	

	
	Equipment
	
	113,000

	TOTAL ASSETS
	
	$138,095

	
	
	
	

	LIABILITIES AND EQUITY
	
	

	Current liabilities:
	
	

	
	Accounts payable
	$6,500
	

	
	Unearned revenue
	2,200
	

	
	Interest payable
	1,000
	

	
	Income tax payable
	1,000
	

	Total current liabilities
	
	$10,700

	Long-term liabilities:
	
	

	
	Note payable (due 2021)
	
	38,500

	Total liabilities
	
	49,200

	Equity:
	
	

	
	Owner’s capital
	40,000
	

	
	Retained earnings
	48,895
	

	Total equity
	
	88,895

	TOTAL LIABILITIES AND EQUITY
	
	$138,095





PQ4-10, continued
Is the business profitable?  What is its profit margin percentage?  The standard in this industry is 9%.  Comment on the business's profit margin percentage by comparing it to the industry standard.
· The business is profitable, with profit on the income statement of $6,095.
· The business has a profit margin percentage of 3.35% (6,095 ÷ 182,000).
· This is below the industry average of 9%, which indicates that this business is not doing as well as its competitors.
· It is not possible to determine why the business is not doing as well as the industry average.
· One factor may be that the business has only existed for three years, so it may be still expanding.

What are the business's major expenses?  Is there a way that the business could reduce expenses?  If so, which do you recommend the business reduce and why does this make sense?
· The main expenses are salaries, which makes sense considering the business (designing and installing windows and doors).
· If the business reduces salary costs it may be that the jobs will be finished slower or by less experienced workers (cheaper to hire inexperienced workers) but there is a cost to that.
· If you have a reputation of getting the job done quickly having fewer workers would negatively affect your reputation.
· If you have a reputation for a job well done, hiring inexperienced workers may negatively affect your reputation.
· You may be able to reduce vehicle rental expenses but only by purchasing your own vehicles, which may not be cost effective.
· You may be able to reduce advertising expense.  You would have to determine how many of your customers come in due to your advertising.  If you mainly get business through word of mouth then perhaps this expense is not required.  
· It would be difficult to reduce any of your other expenses.

Review the balance sheet.  Is the business financed mainly through debt or equity?  Show calculations that support your answer.
· This business is financed mainly through equity.
· Liabilities are 35.63% of the total liabilities and equity (49,200 ÷ 138,095).
· Equity is 64.37% of total liabilities and equity (88,895 ÷ 138,095) which indicates that the business is equity financed.
PQ4-10, continued
Review the business's balance sheet.  Are there any areas of concern that you see?  Would the business be able to pay back its current liabilities immediately if it had to?  If the bank called in the loan (meaning they ask the business to pay the loan immediately) would the business be able to pay back the loan immediately?
· The accounts receivable appear high, $9,200
· When compared to the total business revenue of $180,000 (130,000 + 50,000) it is not high at only 5% (calculated as 9,200 ÷ (130,000 + 50,000))
· Liquid assets are $18,795 (cash + A/R), which is above the current liabilities that have to be paid in the short term of $8,500 (A/P, income tax payable, and interest payable).  
· Note that unearned revenue is not included in this because it is not paid out but provided in services or products.
· The loan is high but it is not due until 2021 so the business has a long timeline to repay the loan.
Overall, the balance sheet looks like the business is in a good financial position.


[bookmark: _Toc442963845]Chapter 5 - Merchandising Businesses



[bookmark: _Toc442963846]Blast from the past
[bookmark: _Toc442963847]BFTP5-1
After converting your parents’ basement into a hair salon, you open CreativeHair on June 1, 2017. You want to get a handle on your business early so you analyze your business activities for the month using the critical and enhancing questions, recording the activities in the expanded accounting equation using account names. The business activities are listed below.

	Trans. #
	Description of Business Activity

	1
	Contributed cash of $1,000 to the business.

	2
	Borrowed $1,000, interest-free, from your parents.  You will repay them on July 31.

	3
	Purchase a business licence from Service Ontario for $60.  You used your father’s credit card, and you paid him cash immediately.

	4
	Opened a bank account, from which a service charge of $15 (no taxes apply) will be taken at the end of every month.

	5
	Paid $1200 plus 8% sales tax for a one-year general liability insurance policy.

	6
	Paid $900 cash, plus HST, for hair care supplies.

	7
	Advertised for free on Kijiji.  You re-post your ad every night to keep it on top.

	8
	Collected $3,300 cash from customers during the month.

	9
	At the end of the month, only $650 of your hair care supplies remain on hand.

	10
	At the end of the month, the bank charge was deducted from your bank account.

	11
	By the end of the month you have used 1/12 of your insurance coverage.

	12
	Paid your parents $300 cash for rent on the basement space you are using.

	13
	A customer gives you a $400 deposit towards her wedding next month.





The chart is available on the next page. The Cash and Owner's Capital accounts have been provided for you. You must determine the remaining accounts from your understanding of Chapter 3.
Be sure to provide totals at the bottom of the chart so you can create the financial statements as you did in Chapter 4.

257 | Ch5




	
Assets
	
=	Liabilities
	
+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit	-
	Dividends

	
	
	
	Revenue -
	
Expenses
	

	Cash
	
	
	
	
	
	Owner's Capital
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	






[bookmark: _Toc442963848]BFTP5-2
Using the chart from BFTP5-1, create the income statement and balance sheet for Creative Hair for the month ending June 30, 2017.  (Produce the income statement on the left and the balance sheet on the right.) Since opening retained earnings is zero (new business) and dividends are zero there is no need to create the statement of retained earnings.
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[bookmark: _Toc442963849]BFTP5-3
Was the business profitable? When you compare the service revenue against the profit, what is the percentage of profit against service revenues (called net profit margin)? Do you think that is common for a service business? Why do you think your company has this profit margin? If the company continued to generate similar revenues and expenses for another 11 months, predict the service revenue at the end of 12 months and the profit at the end of 12 months.

	

	

	

	

	

	

	

	

	

	



What is the business's financial position? Would you be able to pay your debts as they come due?  How is this business financed, through debt or equity?
	

	

	

	

	

	

	

	

	

	



What are some of the key success factors for a hair salon? How many clients do think you will need to continue to generate revenue in the business? Assume you charge, on average, $55 for each client. What factors did you consider when you estimated your number of clients?
	

	

	

	

	

	

	

	

	


[bookmark: _Toc442963850]
What are merchandising businesses?
To better understand what merchandising businesses are and what they do, watch the below noted video and answer the questions which follow.

https://www.youtube.com/watch?v=9N9Nu0d6km8


What type of business uses the single step income statement (the one you learned about in Chapter 4)?
What do merchandising businesses do that service businesses do not?

	

	

	

	

	

	

	

	

	


ON YOUR OWN:  which business sector are merchandisers in?  Primary, secondary, or tertiary?  Support your answer with reasoning.  (That means use the definition of the business sector to support your answer!)
	

	

	

	





What type of income statement does a merchandising business use?  Why is this type of income statement used for merchandising businesses?

	

	

	

	

	

	

	

	

	


What questions will this chapter on merchandising businesses answer?  List them all.

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



[bookmark: _Toc442963851]What is the difference between service and merchandising businesses?
Up to now you have been studying service businesses but, for this chapter, you will be studying merchandising businesses. Watch this video and answer the questions that follow.

https://www.youtube.com/watch?v=kh4mWBAP81g


Why study service businesses first? 
	

	

	

	



 Give an example of 2 different service businesses. What is their main source of revenue?
	

	

	

	

	

	

	

	


What is GDP and why it is important to understand?  What drives GDP growth?
	

	

	

	

	

	

	

	


Merchandising businesses are grouped into categories. Give an example of 3 different categories and name 1 company that you know is in each of the categories you chose.  An example would be Amazon.ca for internet sales (14% of retail sales).
	

	

	

	

	

	

	

	

	

	

	

	

	


How does inventory affect the operating cycle of a merchandising business? Draw the operating cycle of a merchandising business.
	

	

	

	

	

	Operating Cycle:











What is inventory (define the word inventory)?  Where does it go on the balance sheet and why?
	

	

	

	

	

	

	

	


What is cost of goods sold?  What element does it belong in and why?
	

	

	

	

	

	

	

	



[bookmark: _Toc442963852]

So, what is an example of a merchandising business?
Pet Valu® is a retailer that sells products to consumers (also called the public) in order to satisfy their wants and needs. Pet Valu® purchases many of these products from wholesalers. A wholesaler buys large quantities of goods from manufacturers, warehouses them, and then resells them to retailers. Wholesalers generally do not sell to consumers (the public). Both retailers who sell products to consumers and wholesalers who sell to retailers are merchandising businesses because they buy finished products and then resell them for a higher price to earn a profit. The products that they buy and sell are called inventory.
[bookmark: _Toc442963853]Can you give me an example of inventory?
Again, inventory is the finished goods (meaning they have already been manufactured and are in their final form) that are purchased by a merchandiser and will be resold for a profit.  These finished goods are purchased by either retailers, who sell to the public, or wholesalers, who sell to retailers.  Examples of inventory are the clothing and jewellery sold by H&M® or the food, clothing, and household items sold by Loblaws® Superstores.
[bookmark: _Toc442963854]Check your understanding (CYU5-1)
Are pens and pencils considered inventory?  Explain why or why not.
	

	

	

	

	

	

	

	



[bookmark: _Toc442963855]Why do companies sell inventory?
Like retailers in Chapter 3 that provide services to make a profit, merchandising retailers and wholesalers sell inventory to make a profit. They do that by selling the inventory for more than it cost them. The difference between the cost of inventory and the price it is sold for is called a markup. It is the amount that is added to the cost of inventory in order to make a profit. 

For example, a retailer who sells laptop computers generally has a markup of 15%. That means that the retailer will buy the laptop from their supplier for $500 and sell it for $575 ($500 * 1.15%). The 15% is the markup on the cost of the laptop. 

Another way of calculating the selling price is as follows:

Selling Price = cost + (cost x markup %)
SP = 500 + (500 x 15%)
SP = 500 + 75
SP = $575

The $75 difference between the cost ($500) and the selling price ($575) is called gross profit. Gross profit is the difference, in DOLLARS, between the selling price of inventory and the cost the retailer paid to buy the inventory.  It is calculated as follows:

Gross profit (GP) = Selling Price - Cost
GP = $575 - $500
GP = $75

Note that gross profit is also called gross margin.  It is called gross because it is before all the other costs (expenses) that a business will incur in order to generate revenue.

[bookmark: _Toc442963856]Check your understanding (CYU5-2)
Assume you buy inventory for $60 per unit (each) and you sell it at a 45% markup.  What is your selling price?  What is your gross profit?
	Selling price:


	Gross profit:


	Calculations:











[bookmark: _Toc442963857]

What is the difference between profit and gross profit?
There are two kinds of costs:  product costs and period costs.  Product costs are all the costs that are incurred to purchase inventory.   This would include the cost of the actual inventory purchased but also all the costs necessary to get the inventory onto your shelf, like shipping costs to get the inventory to your location.  Period costs are all those costs that a business incurs in the normal course of the business that are NOT product costs (not a great definition since it depends on what you call product costs!)  Period costs are the expenses that are incurred to allow the business to run.  Examples are the rent you pay for your store location, your advertising costs, and the salary of the sales people and the accountant.  If a cost is NOT a product cost (directly related to the buying of inventory) it is considered a period cost.

As noted above, gross profit is your selling price less the cost of your inventory (all product costs, called cost of goods sold).  Profit on the income statement is ALL your sales less ALL your expenses, both product and period costs.  It is the number at the bottom of your income statement after you take into account ALL (100%) of your business costs.
[bookmark: _Toc442963858]Check your understanding (CYU5-3)
Assume you buy inventory for $60 per unit (each) and you sell it at a 45% markup.  You sell a total of 2,500 units per year.  You have the following other costs in the business:  rent of $700 per month, insurance of $3,750, plus 8% sales tax, per year, total salaries to your employees of $30,000 per year, all your utilities are $80 (including taxes) per month, and other expenses of $70 (including taxes) per month.  You pay income taxes of 20% on your income.  What is your profit (also called net margin) for this business?
	Profit (net margin):


	Calculations:











So, profit is calculated using total costs, which includes the cost of the inventory that was sold to generate the revenues (called cost of goods sold) as well as all period costs such as advertising expense, rent expense, utilities expense, etc. These last costs (advertising, rent, and utilities) are often called general and administrative expenses.   On the other hand, gross profit ignores all of the general and administrative expenses (period costs) and is calculated as sales less the cost of goods sold (the cost of the inventory that the business sold). 
You'll learn more about gross profit and profit later in the chapter.
[bookmark: _Toc442963859]What is one of the main concerns for merchandising businesses?
Selling products is a very competitive business because the merchandisers are trying to meet the wants and needs of their customers. If inventory is not available when customers want it they may go to another merchandiser to get it. A good example would be Target®. It had a problem with its grocery supplier and, because of that, its shelves were nearly empty when it opened for business.  This upset customers because what was advertised in Target's flyers was often not on the shelf. Many customers, after shopping there once and finding the shelves empty, never returned.
Recording and tracking inventory is therefore a key success factor for   merchandising businesses.
[bookmark: _Toc442963860]What are the two inventory tracking systems that merchandisers can use?
There are two inventory systems that can be used to record and track inventory: the perpetual inventory system and the periodic inventory system.

An excellent inventory tracking system is called the perpetual inventory system.  The perpetual inventory system records every purchase and sale of inventory when it happens. Perpetual inventory systems are computerized. The computer system scans inventory in when it's received and out when it's sold.   For example, assume that Walmart® buys 200 towels for $3 each.  Their inventory records under the perpetual system would show an increase of 200 towels valued at $600 (200 * $3).  Assume they then sell 2 towels to a customer.  The perpetual inventory system will update the number of towels to show that there are only 198 (200 bought - 2 sold) towels left with a value of $594 (198 * $3).  

At the same time the computer system will record the cost of goods sold as an expense on the income statement for $6 (2 towels * $3).  If the selling price of the towels was $10 each, the sales revenue would also be recorded for $20.

Walmart® can therefore determine not only the value of their inventory on the balance sheet but the gross profit of $14 ($20 - $6) that the towels generated on the income statement.
Merchandising companies using the perpetual inventory system record the sale (at the selling price) and the cost of the sale (at the cost to the business) at the same time. The inventory account is constantly updated, both for purchases and sales of inventory.  At the end of every day businesses using the perpetual inventory system know what inventory has been sold and how much inventory is left for the next day. The perpetual inventory system also tells retailers like Walmart® if inventory is low so that it can re-order.  By using the perpetual inventory system merchandisers can make sure their shelves are always full, ready for customers looking to buy. They can also analyze WHAT their customers buy most frequently so they can ensure they have those products available at all times while removing any products that do not sell well.  The perpetual inventory system also helps retailers figure out what is not selling well, so they can stop purchasing it or reduce the price to sell it faster. Finally, at the end of every day, the merchandiser can determine the gross profit of every product because the perpetual inventory system records the sales revenue as well as the cost of the inventory that the business just sold.
[bookmark: _Toc442963861]The periodic inventory system records the cost of inventory when it's purchased; however, when inventory is sold, the selling price (which is on the customer's receipt) is recorded but the cost is not removed from the inventory account. This means that the inventory account continues to increase during the period. 
How can the business determine how much inventory has been sold if it is not tracked by the periodic inventory system? The merchandiser must count the inventory periodically (for example, at the end of every month) to determine how much inventory is left. By subtracting the inventory left from the inventory purchased, the business can determine the amount of inventory which is no longer available and assumed to be sold. The inventory no longer available is then removed from the inventory account and recorded as cost of goods sold on the income statement. For example, if the business had, during the period, purchased three batches of inventory ($2,500, $5,000, and $3,250) the inventory account would show $10,750 at the end of the period, even if the entire inventory had been sold! Only after counting how much inventory is LEFT can the business determine what the cost of the inventory was. 
Check your understanding (CYU5-4)
A merchandiser buys 20 books from a supplier for $15 each.  During the month the merchandiser sells 8 books for $32 each.  What would be the value of their inventory on the balance sheet at the end of the month?  Calculate the sales revenue, cost of goods sold, and gross profit on the income statement.

	Inventory:  $

	Sales revenue:  $

	Cost of goods sold:  $

	Gross profit:  $

	Calculations:













[bookmark: _Toc442963862]
[bookmark: _Toc442963863]Which inventory system do you need to know?
You need to know the difference between the two inventory control systems, their benefits and drawbacks.  You must be able to explain both systems; however, for recording inventory purchases and sales, you will be using only the perpetual inventory system for the remainder of this course.
How are inventory purchases recorded using the perpetual inventory system?
Let's assume you own a retail store named Lou Lemon. You won't go through setting up the business as you did in Chapter 3 since you already know the transactions that you have to record when you set up a business. For instance, in Chapter 3 you recorded Owner's Capital when you contributed capital to the business or you recorded Supplies Expense when you used up your supplies to generate revenue. For now, ignore these types of business activities and focus only on the transactions that happen with regard to the inventory you buy and sell as a merchandiser.
On June 15 you purchase 20 hats for $5 each, paying cash. The total amount of the transaction was $100 (20 * $5).
What did the business get? Hats, which are owned, can be sold in the future for a higher price, and are due to a past transaction. What account should you use to record the purchase? Since you plan to sell the hats they are considered inventory, products that are ready for sale. The Inventory account is an asset account because when you sell the hats in the future you will collect cash from your customers. The inventory account is increased when you buy inventory and decreased when you sell inventory (hats in this case).
What did the business give away? Cash, so the cash account will decrease because it's gone and therefore has no future benefit for the business.


Let's record this activity into the expanded accounting equation using account names.

[image: ]

[bookmark: _Toc442963864]How are inventory sales recorded using the perpetual inventory system?
On June 24 you sell 15 hats to your customers for $20 each.  The customers pay cash.

What is important about this transaction is that, really, two separate things happened at the same time. First, you sold the hats at the selling price of $20 each.  At the same time you got rid of some of your inventory which cost $5 each (see above entry).  

Let's analyze the sale of the hats at $20 each first.

What did the business get? Cash, which is an asset because it's owned, will benefit the business in the future, and is due to a past sale.  How much cash did the business get? Because the hats were sold for $20 each, which is the selling price of the inventory, the business got $300 (15 * $20).

What did the business give away? Well, they gave away a product and, by doing that, they earned revenue. Remember that revenue is earned when a service is provided or a good delivered (past tense). In this case you delivered (handed over) the hats to the customers so you must record revenue. Revenue is always recorded using the selling price of the inventory, which was $20 each times the number of hats sold. 

What account should you use? When you sold a service you recorded the revenue as Service Revenue. When you sell a good you record the revenue as Sales Revenue. Sales revenue increases by $300 (15 * $20).


Let's record this activity into the expanded accounting equation using account names.

[image: ]

Wait a minute! What about the inventory account? You don't have $100 of inventory any more because you just sold 15 of the 20 hats!  That is the second thing that happens when you sell inventory to customers. Remember the enhancing question "What did you use, consume, or incur to help generate revenue?"  Well, you USED UP your inventory in order to generate revenue.  The word USED should tell you which element is going to be affected: expenses.  This is because the definition of the element expense is anything that is used, consumed, or incurred to help generate revenue and you have USED the hat inventory to generate revenue. What account should you use to record this expense? Cost of Goods Sold is the expense account that merchandisers use to record the cost of the inventory that was used up in order to generate the sales revenue. So, Cost of Goods Sold, an expense account, must be recorded. What amount should you record? Well, what did your inventory COST when you bought it? Hats cost $5 each, so Cost of Goods Sold increases by $75 (15 * $5).

What did the business give away? The business gave away inventory, 15 hats, so your inventory account decreases by 15 hats. Why? It is because the hats are gone and therefore this asset, inventory, no longer has any future benefit. What amount should you use to record the reduction in the inventory account? The same cost you used to record the inventory when you bought it. In this case you recorded the hats into the inventory account at $5 each so you have to take them out of the inventory account at $5 each also.  Inventory decreases by $75 (15 * $5).


Let's record this activity into the expanded accounting equation using account names.

[image: ]
[bookmark: _Toc442963865]Does the accounting equation balance when you record the reduction in inventory?
Similar to what happened in Chapter 2, it may LOOK like the equation is not in balance because assets are -75 and expenses are +75; however, you must flow the expenses up into the equation to see that expenses have a NEGATIVE in front of them (Revenues - Expenses).  Therefore, when you flow the expense up into the equation the negative in-front of the word Expenses will cause the $75 to be negative.  This will DECREASE Profit, DECREASE Retained Earnings, and DECREASE Equity.  Assets decrease, equity decreases....so the equation is in balance.

	Assets    =
	Liabilities    +
	Equity

	Inventory
- 75
	
	Cost of goods sold
-75



What are the two entries that need to be made when you sell inventory?
To summarize:  the sale of inventory to a customer results in two entries:
Entry 1:  
Cash INCREASES by the selling price times the number of units sold.
Sales revenue INCREASES by the same amount.


Entry 2:
Cost of Goods Sold INCREASES by the cost times the number of units sold (but remember that it will DECREASE equity once you flow it up through the equation).
Inventory DECREASES by the same amount.
And the accounting equation will be in balance!
[bookmark: _Toc442963866]What was your gross profit on the sale of hats?
Remember that gross profit is the difference between the selling price of inventory and the cost the retailer paid to buy the inventory (cost of goods sold). 

Recall the difference between profit and gross profit.  Profit is the difference between sales revenue and all the expenses that are used, consumed, or incurred to help generate revenue.  This includes not only cost of goods sold (product costs) but also all the period costs such as rent for the store location (rent expense), electricity used (utilities expense) and the cost of advertising their products (advertising expense). If they make a profit after all of these expenses they will also incur income taxes (income tax expense).   Only after deducting ALL of the expenses (product and period) from the sales revenue can the business know its final profit.
Gross profit is a much simpler number: Sales Revenue minus Cost of Goods Sold (product costs only). 
Why is it important? Because this is the amount available to cover all of the other expenses that a business incurs plus earn a profit. The higher the gross profit the more your business will have to cover the other period expenses as well as make a profit.  The profit can be used to expand the business (retained earnings) or pay dividends to the owners.
Lou Lemon, your company, has a gross profit (also called gross profit) of $225.
[image: ]
[bookmark: _Toc442963867]

Is this a "good" gross profit?
It is difficult to know if this is good or bad because it's just a number. To better analyze the gross profit you need to calculate the gross profit ratio: (gross profit ÷ sales revenue * 100). Lou Lemon has a gross profit ratio of 75% (225 ÷ 300 * 100). 
Is that good or bad? 
It's still hard to know.  Whether a gross profit ratio is good or bad depends on which industry you are in.  For instance, the airline industry normally has a gross profit ratio of 5% while the software industry has a gross profit ratio of 90%. You can only determine if Lou Lemon's gross profit ratio of 75% is good after you compare it to other businesses in the same industry or to prior years (to see if it improved over time).  In addition, you also need to see the net profit ratio (profit after tax, divided by sales revenue).  A business that has a gross profit of 75% but a loss on the bottom of their income statement is NOT doing well no matter how high their gross profit is!  
[bookmark: _Toc442963868]Check your understanding (CYU5-5)
A business buys 50 units of inventory for $3 each, paying cash. That same day they sell 30 units of inventory to a customer for $7.50 each. The customer pays cash. Record the transactions using the expanded accounting equation and account names. The Cash account has been input for you.  


	Assets
	=  Liabilities
	+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit
	-Dividends

	
	
	
	Revenue   -
	Expenses
	

	
Cash
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	






What is the gross profit and gross profit ratio for this business?  
	






[bookmark: _Toc442963869]Do you always have to pay for your inventory purchases using cash?
No. As you develop relationships with your suppliers they'll allow you to purchase inventory on account (also called for credit). That means that the supplier delivers inventory to you with an invoice attached but they don't require you to pay immediately. Instead, you'll pay the invoice based on the terms you've negotiated with your supplier. This is called credit terms (or just “terms” for short). Credit terms is the agreement between a business and its supplier with regards to when invoices have to be paid.

An example of credit terms would be n/30.  The 'n' means 'net' or whole.  In this example the credit terms mean you have to pay your supplier the total amount owed in 30 days.  You can pay earlier if you want to but, at a minimum, you HAVE to pay by the end of the 30 days (or the supplier will start charging you interest on your outstanding invoices!

Note that terms can be anything that the supplier wants them to be.  For example, they might be n/30, n/45, or n/15.  Terms can also change for different customers (one customer might have terms of n/25, another of n/45).  Terms of COD means ‘cash on delivery’; the buyer must pay right away.
[bookmark: _Toc442963870]How should you record the purchase of inventory when it is on account (for credit)?
When you buy on account (for credit) you are promising the supplier that you will pay the amount owed in the future. What element is defined as OWED? Liabilities: when you purchase from a supplier on account you owe cash at a future date. You would use the account called Accounts Payable. Recall from Chapter 3 that Accounts Payable is used when you purchase something from someone (a supplier) and you owe cash in the future.

Let's continue with your retail store, Lou Lemon. On June 15 you purchase 20 more hats for $5 each on account with credit terms n/30. The ‘n’ means that you have to pay the "net" (whole) amount in 30 days.  

What did the business get? Hats, which are owned, can be sold in the future for a higher price, and are due to a past purchase. You record an increase in the account Inventory for the cost of the hats, $100 (20 * $5).

What did the business give away? An "I owe you" (IOU), a promise to pay your supplier cash in the future, which meets the definition of a liability. As noted above, the account you would use to record this liability is Accounts Payable.

[image: ]
[bookmark: _Toc442963871]How do you record the sale when you sell to your customers on account?
Similar to you buying from your supplier on account you might sell to your customers on account. This is particularly true when you're a wholesaler. Remember that a wholesaler buys large quantities of goods from manufacturers, warehouses them, and then resells them to retailers. Let’s use Lou Lemon to demonstrate the concept of selling on account (for credit) to customers.

On June 24 you sell 15 hats for $20 on account to a customer. How would this be recorded?

Remember that the sale of inventory to a customer requires TWO transactions: one recording the sale to the Sales Revenue account at the selling price (SSS) and the other recording the cost of that sale at the cost of inventory to the Cost of Goods Sold Account (CCC).  Let’s go through both transactions.

What did the business get? It did NOT get cash. Instead, similar to Chapter 3, it got a legal right to collect cash from its customers in the future, which businesses record in the account called Accounts Receivable.  Recall from Chapter 3 that Accounts receivable is an asset account because it is owned (legal right to collect), has future benefit (will result in a future cash inflow) and is due to a past transaction (providing a service or delivering a good).  Accounts receivable increases by $300 (15 * $20).

What did the business give away? Similar to your prior entry for a sale, you delivered a product, which matches the definition of the element revenue. Remember that revenue is always recorded using the selling price of the inventory, which was $20 each. You record the sale of inventory in the account called Sales Revenue.  Sales revenue increases by $300.

Now let's do the second entry before you record everything into the expanded accounting equation with account names.

What did you use, consume, or incur? You USED UP your inventory in order to generate revenue so the account Cost of Goods Sold is recorded. Recall that Cost of Goods Sold is the expense account that merchandisers use to record the cost of the inventory that was used up in order to generate the Sales Revenue. When you record Cost of Goods Sold you use the cost of inventory when you bought it. Hats cost $5 each, so the Cost of Goods Sold account, an expense, increases by $75 (15 * $5).

What did the business give away? The business gave away some of its assets, 15 hats, so your inventory account has to decrease by 15 hats because the hats are gone and therefore this asset no longer has any future benefit. Since you recorded the hats into the inventory account at $5 each you have to take them out of the inventory account at $5 each.  Inventory, an asset, decreases by $75 (15 * $5).

Let's record both transactions into the expanded accounting equation using account names.
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Again, note that you have recorded the expense as +75 but, when you flow it up into the equation Revenues - Expenses it will become a negative number and the equation will stay in balance with the -75 in inventory.
[bookmark: _Toc442963872]Does anything happen to inventory when you pay your Accounts Payable?
No!  When you pay the Accounts Payable account there is no effect on Inventory, Cost of Goods Sold, or Sales Revenue.  You settle the liability by giving away cash (Cash account decreases) and you would get back your promise to pay the supplier (the "I owe you"). Your liabilities therefore decrease because you have paid off the amount owed (Accounts Payable, decrease, $100).

[bookmark: _Toc442963873]Check your understanding (CYU5-6)
A business buys 75 units of inventory for $5 each on account, n/30. That same day they sell 45 units of inventory to a customer for $10 each on account, n/15. The company pays their supplier in full within the 30 days.  The customer then pays their outstanding accounts receivable within the 15 days.  
Record all of the transactions into the expanded accounting equation using account names and answer the questions which follow.


	Assets
	= Liabilities
	+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit
	-Dividends

	
	
	
	Revenue
	- Expenses
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	



What is the gross profit and gross profit ratio for this business?  
	









[bookmark: _Toc442963874]If you buy inventory from overseas or the U.S.A,. how would that affect your purchases?
Good question. When you buy inventory from another location, even within Canada, you have to think about shipping terms. Like credit terms, which determine when you have to pay for your purchases, shipping terms determine who pays for the cost of shipping the inventory.

[bookmark: _Toc442963875]Why are shipping terms important to know?
Shipping can be very expensive, particularly if you purchase your inventory from overseas. As an example, consider Grace, a Canadian high school student who purchased a swimsuit online from a company in the United States. She thought the swimsuit would cost her $80 but when it arrived Grace had to pay $50 for duty, HST, and shipping costs. Grace did not even know what ‘duty’ was!  

Just so you know, duty is a tariff which importers pay on goods imported (brought) into Canada.  A tariff is a special tax charged on imports by the government to protect domestic (in this case, Canadian) businesses from more efficient or cheaper products from other countries.  The amount of the duty is based on either the dollar value of the goods being brought into Canada or the weight of the item or, sometimes, on the dimensions (size) of the item.  

Had Grace known about the additional charges she would have purchased a swimsuit in Canada!!
Knowing the shipping terms is also important when you determine the price you are going to sell your inventory for. For example, say you buy inventory from Edmonton, Alberta, for $1.50 each. You want your selling price to be a 100% markup on the cost (meaning you will sell it for $1.50 + $1.50 = $3.00).  That selling price might look good now but not when you discover that it costs $0.75 each to ship the inventory from Edmonton to Ontario and you have to pay the shipping costs.  If you sell it for $3.00 you are only going to make a gross profit of $0.75 each ($3.00 - $1.50 - $0.75) instead of the $1.50 you thought you were earning.
[bookmark: _Toc442963876]Does your business always pay for shipping?
No.  Shipping terms determine who pays for the shipping costs, who owns the inventory while it's in transit (moving from the shipper to the receiver or buyer), and who is responsible for the inventory if it is damaged while in transit.  There are TWO possible shipping terms.  Both involve the short form F.O.B.  This stands for “Free on Board", meaning that the shipping is free up to a point.
F.O.B. shipping point (sometimes called F.O.B. origin) – the buyer pays the shipping costs and has ownership of the goods while in transit.  Ownership transfers as soon as the goods are placed on the truck (or ship, or plane, etc.). This means that the buyer who will receive the goods OWNS the goods while they are in transit.   If anything happens to the goods while they're in transit the receiver is responsible.
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F.O.B. destination – the shipper pays for the shipping costs and has ownership of the goods while in transit. Ownership transfers ONLY when the goods arrive at the buyer's door. This means that the shipper who ships the goods OWNS the goods while they are in transit. If anything happens to the goods while they're in transit the shipper is responsible.

[image: ]

Here’s another way to think about it.  You will always know, in any transaction, whether you are the seller (shipper) or the buyer (receiver or destination).  The F.O.B. point will always be either you or the other party.  If it’s you, you do not have to worry about freight.  If it’s the other party, you do.  
Example: You are SELLING goods, so you are the shipper.  If you ship F.O.B. shipping point (that’s you), you do not have to pay the freight.  If you ship F.O.B. destination (that’s the other party), you do.
Example: You are BUYING goods, so you are the destination.  If the goods are being shipped F.O.B. destination (that’s you), you do not have to pay the freight.  If the goods are being shipped F.O.B. shipping point (that’s the other party), you do.
This even works when you are returning goods that you bought, or when a customer of yours is returning something you sold to them!  You are always either the shipper or the destination!
[bookmark: _Toc442963877]
Check your understanding (CYU5-7)
If you order a pair of boots online, what would you want the shipping terms to be? Explain why.

	

	

	

	

	


[bookmark: _Toc442963878]


Who decides what the shipping terms will be?
The seller decides what they want the shipping terms to be. Sometimes the seller will have different shipping terms for different customers. For instance, the seller might ship F.O.B. destination to an important customer that they want to keep happy but F.O.B. shipping point to smaller customers who are not as important.
[bookmark: _Toc442963879]What shipping terms would a new company want to offer their customers?
In order to attract customers a new business might decide to offer customers F.O.B. destination.  In that case it costs the customer nothing to get the inventory shipped to them. You, the seller, would pay the shipping costs and be responsible if anything happens to the inventory while it is in transit. Note that, because you pay the shipping costs, your expenses (used to help generate revenue) will increase and your profit will go down.  However, it might make your sales increase because customers will buy from you instead of your competition who ships F.O.B. shipping point.  

Before you offer this you would have to determine if you can earn a profit (sales revenue minus ALL expenses) from your sales!

[bookmark: _Toc442963880]How should you record the purchase of inventory when there are shipping terms?
Let's go back to Lou Lemon.  Remember you purchased 20 hats for $5 each on June 15. Assume that, this time, on June 16, the appropriate party paid shipping costs of $40 to the freight company. If the terms were F.O.B. destination what freight charge would you, the buyer, record?
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There would be no entry because you are the buyer (the destination). When the terms are F.O.B. destination that means the shipper pays for the shipping costs, owns the inventory while it is in transit, and is responsible if anything happens to the inventory while it is in transit.
[bookmark: _Toc442963881]What if the terms were F.O.B. shipping point instead? 
Again, remember you purchased 20 hats for $5 each on June 15 and, again, on June 16 the appropriate party paid shipping costs of $40 to the freight company BUT this time the terms were F.O.B. shipping point.  What would you, the receiver, record?

When the terms are F.O.B. shipping point it means the receiver pays for the shipping costs, owns the inventory while it is in transit, and is responsible if anything happens to the inventory while it is in transit.  How should the freight cost of $40 be recorded?
What did the business get? You received a service from the freight company at a cost of $40. Should this be recorded as an expense?  No!! Why not? Because even though you used the services of the freight company you have not generated revenue from the sale of the inventory, so you can't record an expense. Remember, expenses can only be recorded if you have used, consumed, or incurred a cost to generate revenue and you have not generated revenue.
If it is NOT an expense, then how should the $40 be recorded? 
By agreeing to these shipping terms it has cost you more money to GET THE HATS. The cost of shipping makes the hats, an asset called Inventory, more expensive. 
When a business pays the shipping costs to bring inventory to their location using F.O.B. shipping point they increase the cost of their inventory by the amount of the shipping costs.
If you are still confused about why you add shipping costs (shipped F.O.B. shipping point when you are the receiver) think about the historical cost assumption from Chapter 1.  Recall that all assets must be recorded at the amount that was paid for them.  The cost of freight, when you are the receiver and the terms are F.O.B. shipping point, is part of the amount you pay for the asset Inventory and therefore you have to record the freight costs as an increase to the cost of inventory.
Another way to remember is to think about "freight IN", which is the freight to bring the inventory to you, the receiver. "IN" is the beginning of the word "inventory". If you have to pay for freight "IN" then the cost of the freight is added to the "IN"ventory account!

As usual, let's use the critical questions to analyze the business activity.  
What did the business get?  More inventory:  Inventory account increases by $40.
What did the business give away?  Cash, so the cash account decreases by $40.
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[bookmark: _Toc442963882]So how much does each unit of inventory cost when you have to pay for the freight?

The effect of paying for freight is that your inventory is more expensive. Before, you paid $5 for each hat and you bought 20 of them, so you paid $100.  Since you sold them for $20 each, you had a gross profit of $15 ($20 - $5).  But, after paying for shipping costs, your inventory cost you more:
$100 + $40 = $140

Your cost per hat has now increased to $7 ($140 / 20 hats).   When you sell the hats the higher cost of your inventory would decrease your gross profit by $2 per hat ($20 selling price - $7 cost of goods sold = $13 were as before you made $15 per hat).
Paying for freight reduces your gross profit unless you increase your selling price to cover the cost of the shipping.
[bookmark: _Toc442963883]How do shipping terms affect you if you're selling inventory to your customers?
Let's go back to Lou Lemon.  

On June 24 you sell 15 hats to a customer on account for $20 each.  Assume that, on June 25, the appropriate party paid $60 shipping costs related to that sale. If the terms are F.O.B. shipping point, what would the business record?

Remember that you are the shipper, selling inventory to your customer!
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There would be no entry because you are the shipper. When the terms are F.O.B. shipping point it means the receiver pays for the shipping costs, owns the inventory while it is in transit, and is responsible if anything happens to the inventory while in transit. 
You are the shipper so you have no entry.  You sold the hats F.O.B. you, not F.O.B. the other party.
[bookmark: _Toc442963884]What if the terms were F.O.B. destination instead? 
Again, on June 24 you sell 15 hats to a customer on account for $20 each and, again, on June 25 the appropriate party paid $60 shipping costs. 
This time the terms are F.O.B. destination.  What would you, the seller, record?
When the terms are F.O.B. destination it means the shipper pays for the shipping costs, owns the inventory while it is in transit, and is responsible if anything happens to the inventory while it is in transit.  You are the shipper so you pay, own, and are responsible while in transit.
How should you record the shipping cost of $60?
What did the business get? You received (USED) a service from the freight company AND you generated revenue (from the sale of the inventory) so you have to record an expense. The account is called Freight Out Expense. It is the cost of shipping inventory OUT to a customer when you sell the inventory.
What did the business give up? Cash, so the Cash account decreases by $60.
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As always the equation is in balance because a positive expense will flow up to the equation (Revenue - Expenses), becoming negative in the process.  Therefore, expenses decrease profits, profit decreases retained earnings, and retained earnings decreases equity, keeping the equation in balance.
[bookmark: _Toc442963885]How can a business protect itself in case anything happens to the inventory while it's in transit?
You can purchase shipping insurance to cover any losses in the event of damage or loss of inventory while in transit. Remember that you have to do this ONLY if the shipping terms are F.O.B. Destination.  Even though insurance will increase the shipping costs (usually not that much more) it may save you money in the end because you have the protection you need if anything happens to the inventory.  
How would the business record the cost of shipping insurance?  The same way that they treated the cost of shipping (add it to the inventory account as part of the cost of inventory!)
[bookmark: _Toc442963886]Check your understanding (CYU5-8)
For each of the examples given below indicate who the owner of the inventory is while it is in transit.  Remember that the owner of the inventory also pays the freight costs.

	Description
	Owner/Pays

	Brown, the seller, ships inventory to Green, the buyer, F.O.B. destination.  The appropriate party pays freight charges of $30.
	

	Blue, the buyer, receives inventory from Red, the seller, F.O.B. shipping point.  The appropriate party pays freight of $85.
	


[bookmark: _Toc442963887]


Is there anything else you need to know about credit terms?
Yes, there is more to know about credit terms.  Recall from previously in the chapter that sellers can offer customers credit terms.  This allows buyers to delay payment for inventory purchased.  For instance, n/10 means that buyers do not pay when they get the inventory but they HAVE to pay the outstanding balance within 10 days of the date that the inventory was shipped to them.

Sellers may offer credit terms like that but they may also offer discounts for early payment.
A seller who sells on account (for credit) is giving the buyer additional time to pay the invoice. Sellers offer credit terms to stay competitive and to make their customers more likely to buy from them instead of another supplier. But there is a cost to selling on credit because the seller no longer has the inventory (to sell to someone else) and they also don't have the cash from the buyer either (which means they may have to borrow money from the bank to run their business).  
Sellers, therefore, sometimes offer discounts to buyers so they will pay early.
[bookmark: _Toc442963888]What would credit terms with a discount look like?
They might look like this:  2/10, n/30.

What does it mean?
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It means that, if you are the buyer, you will receive a 2% discount if you pay within 10 days from the date your inventory was received. 
For example, assume you received your inventory on September 8 and the credit terms are 2/10, n/30.  When do you have to pay by to get the discount? 
[image: ]
You have to pay by September 18 to get the 2% discount!!
The calculation is the date of sale PLUS the number of days of the discount period.  Therefore, you get the 2% discount from September 8 to 18 (8 + 10 = 18).  The discount period starts on the day AFTER the day of the sale.  September 9 through September 18 is 10 days.
If you don’t pay within 10 days you have to pay the full amount of the invoice within 30 days from the date of sale, which would be midnight on October 8.
Are the discount terms always 2/10, n/30?  
No, the seller decides on the terms and they might have different credit terms for different customers.  They might sell to one customer with 2/10, n/30, and then to another for 3/5, n/20.  They might even give no discount to some customers, selling to them as n/45 or n/30.  If the customer does not pay on time the seller might sell C.O.D. That means Cash On Delivery.  These customers must pay for their purchases when they arrive or they don’t get to keep the product they purchased!
Credit terms are at the discretion of the seller.  Note that the buyer may be able to negotiate credit terms but, in the end, the seller is the one who decides what the credit terms will be.
[bookmark: _Toc442963889]Check your understanding (CYU5-9)
If you receive inventory on August 12 and the credit terms your supplier gave you are 1/15, n/45, what is the last day that you can take the discount?

	

	

	

	



[bookmark: _Toc442963890]

If you are the purchaser, why would you want to pay early?
If you pay early, your inventory costs less because you get a discount on that inventory. That means you can either make more profit when you sell your goods or you can reduce the price of your goods and be more competitive.
For example, assume your inventory costs you $5 per unit (like the hats).  If you get a 2% discount, what do you pay for each hat?
$5 x (100% - 2%) = $5 x 98% = $4.90
That does not sound like much but what if you buy 1,000 hats every year?  Then you have saved $0.10 ($5 - $4.90) on each hat, a total of $100 ($0.10 x 1,000).  If your inventory is more expensive, say $500 each, then you would be saving $10 on each unit ($500 x 2%).  If you still buy 1,000 units over the year then you save $10,000 ($10 x 1,000) every year!
Discounts can range between 0% to as high as 18%.  As a buyer it would be a good idea to take the discount so that your inventory is cheaper – provided, of course, that you can afford to let go of your cash sooner (i.e. you don’t need the cash for anything more urgent)!
[bookmark: _Toc442963891]How is a discount recorded? 
You have to reduce the cost of your inventory by the amount of the discount.
 
Let's go back to the example of your business, Lou Lemon. On June 15 you buy 20 hats for $5 each.  Recall that you paid the supplier in full (20 * $5 = $100) because your terms were n/30. What if, instead, your terms were 2/10, n/30?  To get the discount you have to pay within 10 days of the date of sale, which would be June 25 (15 + 10 days).  You would save 2%, a total of $2 ($100 x 2%).

How would you record this transaction?

What did the business give away?  Cash, so cash would decrease because you paid your supplier. How much would you pay them?  You pay only $98 ($100 x 0.98) because you get a 2% discount on your purchase.  

What did the business get?  You got back your $100 I.O.U (I owe you).  Your supplier has ALLOWED you to settle the debt in full by paying less so you don't owe them anything any more, even though you paid less than the amount owing!  Accounts payable decreases by the full $100.

Where does the difference go?  The difference would decrease your inventory account because you ended up paying less for your inventory than the original $100 you recorded.  Inventory decreases by the difference, $2 ($100 you owed less the $98 you paid).
Let's record the transaction in the expanded accounting equation using account names.
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Notice that you reduced the Accounts Payable liability account in full ($100) as Lou Lemon has settled the debt and no longer has an obligation to pay the supplier back. You reduced the Cash account by $98 ($100 x 98%) as the business paid within 10 days and the supplier has given you a discount of 2%.  You also reduce the inventory account by $2 ($100 x 2%) because the hats cost the business less.  If you checked out the balance in the inventory account now you would see $100 - $2 = $98, which is what your inventory actually cost you.  You are following the Historical Cost Principle from Chapter 1 because you are recording the inventory at the amount you paid for it!
[bookmark: _Toc442963893]Check your understanding (CYU5-10)
What does 1/15, n/45 means if you are buying inventory?

	

	

	

	



[bookmark: _Toc442963894]

What does 2/10, n/30 mean if you are selling inventory?
You just saw what happens when you are the buyer and your supplier offers you a discount for paying early. 
Let's flip it around. 
You are now the seller selling inventory to your customers. If you are the seller you are offering your customers a 2% discount if they pay you within 10 days from the date of sale. If they don’t pay you within 10 days you want the customer to pay you the full amount within 30 days of the date of sale.
[bookmark: _Toc442963895]If you are the seller why would you want to collect the money early?
If you collect the cash from your sales earlier you can use that cash to pay bills. In addition, you may not need to borrow money from the bank to pay your bills.  If you borrow money from the bank you have to pay the bank the principal (the amount you borrowed) plus the interest the bank charges on the amount borrowed. The interest is an expense on the income statement (incurred to help generate revenue) and that means that you will have less profit for expansion of your business and paying dividends to the owners.
[bookmark: _Toc442963896]How would you record the discount when you are the seller?
Let's go back to Lou Lemon. On June 24 you sell 15 hats to a customer on account for $20 each.  This time, you offer your customer credit terms of 1/10, n/25 and the customer pays the business on July 4, which is the last day that he can take the discount.
To see this let's quickly look at a calendar.
[image: ]
You can see that you DO NOT include the date of sale in the count of the 10 days but start the day AFTER the date of sale.

How would you record the sale on June 24?
You are the seller so there are two entries to record the sale.  The first entry records the sale at the selling price and the second entry records the cost of selling the inventory.
First entry:
What did the business get?  An I.O.U. from the customer, a promise to receive cash in the future:  accounts receivable increases by $300 (15 x $20).
What did the business give away?  They delivered a product so they earned revenue because they delivered a product:  Sales revenue increases by $300.
Second entry:
What did the business use, consume or incur?  The cost of inventory to help generate revenue so Cost of Goods Sold increases by $75 (15 x $5).
What did the business give away?  Inventory, which no longer has future benefit since it is gone.  Inventory decreases by $75.
How would you record the payment you receive on July 4?
What did the business get? You got cash but only 99% of the amount (100% - 1% discount) of the outstanding accounts receivable. That means you would receive $297 ($300 x 99%).  Cash increases by $297.  Remember that the customer was allowed to take the discount because he paid within the discount period.
What did the business give away?  The business gave back the customer's "I owe you", the accounts receivable, for $300.  You have to reduce the accounts receivable by the full $300 because you allowed the customer to settle the I.O.U. by paying less.  You no longer have the future benefit of receiving cash from this customer because the amount is already paid!  Accounts receivable decreases by $300.
Where does the $3 difference go ($300 - $297)?
Often students put this amount in the Inventory account (because that’s what you did when you bought inventory) but that would be WRONG. Why? Because you SOLD your inventory so it is no longer there. You can't change the cost of your inventory when the asset is no longer recorded in your accounting system.
Should you, the seller, reduce the Sales Revenue account for the amount of the discount ($300
x 1% = $3)?   This would be WRONG too!! You should never use the Sales Revenue account for the amount of the discount.  Why not?  Offering sales discounts decreases your profit and you want to know how much offering discounts is costing your business.  If you deduct the $3 from your Sales Revenue account you will never know how much discounts on sales are costing your business over time.  Instead, you want to record the discount that you give your customers into a separate account.  That way you can use that information in the future to make decisions about the discounts you offer your customers.
The separate account you use to record discounts on the sales you make to customers is called Sales Discounts. This is a contra-revenue account.  What does that mean?  The account Sales Revenue increases revenues.  A contra-revenue account is "contrary" or opposite:  it DECREASES revenues. On the expanded accounting equation it is shown as a negative because it reduces revenues.  Therefore it reduces profit, which reduces retained earnings, and so reduces equity. 
Let's record this into the expanded accounting equation with account names.
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It is important to note that the Sales Discounts account belongs under the element REVENUES, and NOT expenses. Why is Sales Discounts not an expense account? Because expenses are used, consumed, or incurred to help generate revenue and Sales Discounts do not generate revenue. In fact, they REDUCE revenue by bringing in less cash (you only received $297 when you would have received $300 if you had not offered a discount).  That’s why they belong as a negative under the REVENUE element:  they reduce revenue.
Remember that the Sales Discounts account provides management with better information for decision-making as they can track the amount of the discounts they provided to their customers.  They can then compare the total cost of discounts to the total revenue earned to help them decide, in the future, whether to increase or decrease the discounts offered to their customers.
[bookmark: _Toc442963899]Check your understanding (CYU5-11)
Assume you are a wholesaler. On February 7 you purchase 25items from your supplier, on account, for $12 each, credit terms 1/10, n/25. On February 11 you pay your supplier. On February 15 you sell 15 of these items to a customer, on account, for $15 each, credit terms 4/5, n/20. On February 20 the customer pays the outstanding invoice. 

There is a Part A, B, and C to this question.

Record all the above transactions individually on the chart provided. Note that you may not need all of the rows for your answer. 

Part A:
	Assets    =
	Liabilities
	+     Equity

	
	
	Owner's Capital
	·  Retained Earnings

	
	
	
	Profit  -
	Dividends

	
	
	
	Revenue  -
	Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	



What is the gross profit and gross profit ratio for this business?  
	










Part B:  How would your answer change if you paid on February 18th and the customer paid on February 21?

	Assets    =
	Liabilities
	+     Equity

	
	
	Owner's Capital
	·  Retained Earnings

	
	
	
	Profit  -
	Dividends

	
	
	
	Revenue  -
	Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


[bookmark: _Toc442963900]
What is the gross profit and gross profit ratio this time?  
	









Part C:  Comparing your answer from Part A to Part B, what was the effect on your gross profit from paying after the discount period and your customer paying after the discount period?  Did you earn more, less, or the same amount?  Explain why that is the case!  
	

	

	

	

	

	

	


Anything else you need to know about inventory?
Yes, there are just a few more things that you need to know. 
Sometimes, when you are the buyer, you need to return the inventory you bought. It might be the wrong colour or wrong model or it might have been damaged in transit.  Remember that, if the goods were shipped F.O.B. destination, then the supplier paid the freight costs and is responsible for goods damaged in transit.   That means you can send the inventory back to supplier if it was damaged in transit without having to pay for it.  If you pay for the freight costs (F.O.B. shipping point) and the inventory is damaged in transit you, the buyer, are responsible for it!
If any of these situations apply you have the right to send the inventory back to the supplier and get a full refund. How would you, the buyer, record this?
If you return inventory you simply reverse the entry you made when you purchased the inventory in the first place. If you purchased it on account you would reduce the Accounts Payable account (the liability is gone) and the Inventory account would be reduced also (because the inventory has been sent back). If you purchased the inventory for cash you would get the cash back (Cash account increases, or maybe an account receivable if your supplier is going to send you your refund later) and the Inventory account would be decreased (again because you sent the inventory back).
Let's go back to Lou Lemon.  On June 15 you purchase 20 hats for $5 each on account, credit terms n/30.  
What did the business get?  Hats, which have future benefit, so Inventory increases by $100 (15 x $20).
What did the business give away?  An I.O.U., a promise to pay the supplier in the future, so Accounts Payable increases by $100.

Now, say that on June 17 you return 4 hats because they are the wrong colour:  you DID NOT order pink hats!  How do you record the return?  You have to reverse the entry that you made on June 15. 
What did the business get?  You got back your I.O.U. from the supplier:  Accounts Payable decreases by $20 (4 x $5).  Remember that you haven’t paid for the hats yet.
What did the business give away?  You gave back the inventory to the supplier:  Inventory decreases by $20.
Let's record both transactions in the extended accounting equation using account names.

[image: ]

What would happen if you bought the hats for cash instead?  In that case the return would be recorded as follows:

[image: ]

Notice that your cash INCREASES because you get the cash back from the supplier whereas, when you purchased on account, your accounts payable DECREASES because you owe them less in the future.  If your supplier is going to send you the cash later, you have an increase to accounts receivable instead of cash, in the meantime.

[bookmark: _Toc442963902]What if you're the seller and your customers return inventory?
This is a bit more challenging. Let's return to Lou Lemon.  You sell 15 hats for $20 each on June 24 on account, n/30.  Remember that the hats originally cost you $5 when you bought them from your supplier.  Let's start by recording the sale again, just as a reminder.  You are the seller so there are two entries to record the sale.  The first entry records the sale at the selling price and the second entry records the cost of selling the inventory.
First entry:
What did the business get?  An I.O.U. from the customer, a promise to pay in the future:  accounts receivable increases by $300 (15 x $20).
What did the business give away?  They delivered a product, so Sales revenue increases by $300.
Second entry:
What did the business use, consume or incur?  The cost of inventory, so Cost of Goods Sold increases by $75 (15 x $5).
What did the business give away?  Inventory, which no longer has future benefit since it is gone.  Inventory decreases by $75.
Now, on June 27 the customer returns 2 hats because they are the wrong colour.  They bought them for $20 each so they expect to receive $40 (2 x $20).
How will you record the customer's return?
Recall that when you're the seller and your customer takes a discount you don't use the Sales Revenue account for the amount of the sales discount. Instead, you use a separate account called Sales Discounts, which is a contra-revenue account. Returns are very similar. Instead of using the Sales Revenue account when a customer returns inventory you must use the contra-revenue account called Sales Returns and Allowances. Again, you use a separate account because it provides you, the business owner, with better information for decision-making.  At the end of the period you will know how many returns there are in comparison to the sales revenue. If the number is high you might want to investigate why there are so many returns for that product. High returns may indicate that there is a problem with the quality of the product. If you are a wholesaler or retailer you may not want to buy from that supplier or carry that product again.
Costco® is a good example of how to deal with high returns from customers. If returns are too high within a specific period of time Costco® will discontinue that inventory item immediately and return the entire unsold inventory to the supplier. Sales returns are a concern for a retailer like Costco® because customers may think that the store does not sell reliable products.  They may end up going to the competition to buy their products instead.
Lou Lemon is an example of a wholesaler selling to retailers.  If you are a retailer who sells to the public you will have a return policy. For instance, Canadian Tire® has a 90 day return policy. Customers have to return the item in its original condition, with the original packaging and the receipt and whatever Canadian Tire "Money"® they received, to get a full refund.  Customers are not required to give a reason for their returns as long as the return is within the return period set by the retailer.

Think about it: if you were Canadian Tire, how many returns would you record every single day?

So why do businesses have return policies if it's such a hassle? Because you need to be competitive and if all the other sellers offer return policies and you don't, who do you think the public will buy from:  you or your competition?
How about an example of a customer return?
Again, let's return to Lou Lemon. On June 24 you sold 15 hats for $20 each on account, credit terms n/25. On June 27 the customer returns 2 hats just because (no reason is required for customer returns when you sell to the public as long as they are following the return policy!)

Remember to review your original entry to figure out what to record when inventory is returned by customers. You should reverse the entry that was made on June 24 and replace Sales Revenue with Sales Returns and Allowances so that the business can track the number of returns.
First entry:
What did the business get? They got back their inventory so they no longer delivered a good.  Sales Returns and Allowances will DECREASE the element revenue by $40 (2 x $20). Notice that Sales Returns and Allowances is recorded as a NEGATIVE because it decreases the element revenue, just like Sales Discounts do!
What did the business give away?  They gave back the customer's I.O.U. since the customer no longer owes them anything any more.  Accounts receivable decrease by the selling price, $40.
Second entry:
What did the business get?  Inventory back, so Inventory must increase since it is now back on the shelf, ready to be sold to another customer.  Inventory increases by $10 (2 x $5).
What did the business use, consume, or incur to help generate revenue?  Actually, they no longer used, consumed, or incurred ANYTHING so the expense account Cost of Goods Sold must DECREASE by $10.  So, record NEGATIVE Cost of Goods Sold.
Let's record this in the expanded equation using account names.

NOTE: for clarity the original entry from June 24 has been added to the chart so you can clearly see how the reversal works.
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The last row shows the TOTALS.  Notice that the accounts receivable owed by the customer has now decreased due to the return.  The inventory balance is "Not Applicable" since we did not input the opening balance for inventory.  Net sales have reduced by $40 (a total of $260 now) and cost of goods sold has been reduced (since you sold less there is less of a cost to generate revenue).
Notice that the original entry had an increase to Accounts Receivable and an increase to Sales Revenue. The reversal has a corresponding decrease to Accounts Receivable but uses the Sales Returns and Allowances account for the return. The reversal of the cost entry (for the cost of inventory) is an exact reversal of the original entry, but only for the cost of the inventory the customer returned.
[bookmark: _Toc442963904]Check your understanding (CYU5-12)
Assume you are a wholesaler. On November 6 you purchase 25 items from your supplier, credit terms n/30, for $10 each. On November 10 you return 5 of the items to the supplier.  On November 15 you sell 12 of these items to a customer, credit terms 4/10, n/45, for $15 each. On November 18 the customer returns 7 of the items because they are the wrong colour.  They pay the outstanding amount on November 25.  You pay your supplier on November 28.



Record all the above transactions individually on the chart provided below.  Answer the questions which follow.
Note that you may not need all of the rows for your answer.

	Assets=
	Liabilities
	+Equity

	
	
	Owner's Capital
	+Retained Earnings

	
	
	
	Profit
	-Dividends

	
	
	
	Revenue
	-Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	



What is the gross profit and gross profit ratio for this business?  
	











[bookmark: _Toc442963906]Is there anything else you need to know about merchandisers?
Yes, one last thing.  The income statement for a merchandiser is different fromthe income statement you used in Chapter 4 for a service company.  In Chapter 4 you learned about the single step income statement, where all the revenues and expenses were grouped together (except for income tax expense).  Merchandising firms complete a multiple step income statement which shows gross profit. 
In order to demonstrate the difference let's use a business called Greene Inc.  They are a retailer who sells products to the public.  Below is a list of their income statement accounts, then a single step income statement followed by a multiple step income statement.  Look carefully to see the differences.
Notice that, on the chart, each account has been categorized into either the element revenue (R) or expense (X).  As you learned in Chapter 4, always categorize the accounts into both the financial reporting element AND the statement (income statement, statement of retained earnings, and balance sheet) FIRST, before you start working on the statements.
Since all of these accounts are income statement accounts you only need to categorize the accounts into their financial statement elements.

	Account name
	Amount
	Element

	Sales revenue
	1,496,792
	R

	Sales returns and allowances
	28,824
	R

	Sales discounts
	7,520
	R

	Cost of goods sold
	1,115,028
	X

	Salaries expense
	138,131
	X

	Advertising expense
	26,312
	X

	Utilities expense
	17,797
	X

	Repair and maintenance expense
	12,280
	X

	Insurance expense
	9,600
	X

	Supplies expense
	6,289
	X

	Interest revenue
	3,920
	X

	Interest expense
	14,354
	X

	Income tax expense
	25,177
	X





Now, using the knowledge provided in Chapter 4, let's create the single step income statement.  
Notice some important things.
1. The three accounts that make up Net Sales (Sales Revenue less Sales Discounts less Sales Returns and Allowances) is listed first, under the heading Revenue.
2. Other revenues are listed next, still under the heading Revenue.  
3. The expenses are all grouped together, under the heading Operating Expenses.  
4. Income tax expense is listed separately.  This is because it is not controllable by the business but prescribed by the Canada Revenue Agency (CRA).
5. The final number at the bottom is the Profit (or Loss if the expenses are greater than the revenues).  Profit is what the business generated by running the business.

	Greene Inc.

	Income Statement (single step)

	Year ended September 30, 2015

	
	
	

	Revenue
	
	

	   Sales revenue
	$1,496,792
	

	   Sales returns and allowances
	-28,824
	

	   Sales discounts
	-7,520
	

	Net sales
	
	1,460,448

	   Interest revenue
	
	3,920

	Total revenue
	
	1,464,368

	Operating Expenses
	
	

	   Cost of goods sold
	1,115,028
	

	   Salaries 
	138,131
	

	   Advertising 
	26,312
	

	   Utilities 
	17,797
	

	   Interest 
	14,354
	

	   Repair and maintenance 
	12,280
	

	   Insurance 
	9,600
	

	   Supplies 
	6,289
	

	Total expenses
	
	1,339,791

	Profit before income tax
	
	124,577

	   Income tax 
	
	25,177

	Profit
	
	$99,400


Let's compare that to the multiple step income statement using the same accounts and amounts. 
Notice some important things.
1. The three accounts that make up Net Sales (Sales Revenue less Sales Discounts less Sales Returns and Allowances) are still listed first but there is no heading.
2. Other revenues and other expenses are reported separately.  That is because these revenues and expenses are due to financing costs (interest) and they are not a part of the normal operations.  Because of that they are listed separately to highlight how much financing (or investments in the case of interest revenue) are affecting the profit of the business.
3. The cost of goods sold is listed by itself under Net Sales. 
4. A Gross Profit line item has been added so that the stakeholders know exactly how much profit is available to cover the operating expenses AND leave a profit.
5. The expenses, except for cost of goods sold and interest expense, are all grouped together, under the heading Operating Expenses.  
6. Income tax expense is listed separately.  Again, this is because it is not controllable by the business but prescribed by the CRA.
7. The final number at the bottom is the Profit (or Loss if the expenses are greater than the revenues).  Profit is what the business generated by running the business.
Notice that the profit on the multiple step income statement is EXACTLY the same as the profit on the single step income statement.  The structure of the statement DOES NOT CHANGE PROFIT.  
The multiple step income statement provides more information for analysis by the stakeholders but it does not change the outcome of the business's profitability.



	Greene Inc.

	Income Statement (multiple step)

	Year ended September 30, 2015

	
	
	

	Sales revenue
	$1,496,792
	

	   Sales returns and allowances
	-28,824
	

	   Sales discounts
	-7,520
	

	Net sales
	
	1,460,448

	   Cost of goods sold
	
	1,115,028

	Gross profit
	
	345,420

	Operating expenses
	
	

	   Salaries 
	138,131
	

	   Advertising 
	26,312
	

	   Utilities 
	17,797
	

	   Repair and maintenance 
	12,280
	

	   Insurance 
	9,600
	

	   Supplies 
	6,289
	

	Total operating expenses
	
	210,409

	Profit (income) from operations
	
	135,011

	Other revenue and expenses
	
	

	   Interest revenue
	3,920
	

	   Interest expense
	14,354
	

	Total other revenues and expenses
	-10,434

	Profit (income) before income tax
	
	124,577

	   Income tax 
	
	25,177

	Profit (net income)
	
	$99,400


[bookmark: _Toc442963928]Testing Tip:
You will be required to produce both the single step and multiple step income statement for the midterm or the final exam.  Be sure you have practised both so that you are ready regardless of which you are asked for.  In addition, if the business is a merchandising organization, the standard income statement is the multiple step income statement!
Putting it all together!
This chapter has shown you how different (and more complex) the business cycle is for merchandisers.  It has shown you how to record the purchase of inventory (when you act as the buyer) and the selling of inventory (when you act as the seller).  Merchandisers are ALWAYS both buyers and sellers of inventory.  The most important thing you need to understand is which one you represent for each business transaction that you read. 
Understanding merchandising operations is as important as understanding service operations because, if you start your own business, you will be selling one or the other....or both!  Therefore, it is important to move forward in this course with a strong understanding of both types of businesses and how their accounting systems will differ.
Finally, it is important to recognize that the income statement for a service business is different from the one required to make decisions in a merchandising business.  Knowing your gross profit is important because that amount must be enough to cover all your operating expenses, your income tax expense AND the profit that you want to earn in your business.  Without that knowledge it would be difficult to move forward in your business.
[bookmark: _Toc442963929]Going forward!
In order to be successful, businesses have to look not only at the overall statements as a whole but at each account within the statements.  For instance, information about your inventory is important for decision-making in a merchandising business.  Being able to analyze the details of the inventory account would allow you, the owner, to better understand when to buy inventory, when to stop carrying the inventory, and, most importantly, how to price inventory to ensure the business is profitable.   Analyzing the details of the this account will allow you, the business owner, to gain a deeper understanding of how information about inventory balances can be used to better understand, manage, and control your merchandising business.
That will be the topic of Chapter 6.
[bookmark: _Toc442963930]

What do I need to know for a midterm or final exam?

A. Analyze, using the financial reporting elements and the critical and enhancing questions, inventory purchases if you are the buyer.
B. Analyze, using the financial reporting elements and the critical and enhancing questions,  inventory sales if you are the seller.
C. Understand and record the effect of shipping terms on purchases if you are the buyer.
D. Understand and record the effect of shipping terms on sales if you the seller.
E. Record the effect of credit terms on the cost of inventory if you are the buyer.
F. Record the effect of credit terms on your revenues if you are the seller.
G. Understand and record inventory returns if you are the buyer.
H. Understand and record inventory returns if you are the seller.
I. Produce the multiple step income statement for merchandising businesses.
J. Analyze both gross profit and gross profit ratio, and compare them to overall profit to make assessments of a business's profitability.
K. Analyze the financial statements prepared by a business to answer questions about the business's financial position, profitability, and cash flows.
[bookmark: _Toc442963931]Watch out for....
Students’ most common errors on midterms and final exams is that they forget to take into account the effect of returns when recording the payment of outstanding accounts receivable and accounts payable.  For instance, if a customer orders 10 products and returns 2, then pays within the discount period, students often calculate the payment amount using 10 products instead of 8!  This happens for both returns from customers and returns made by the business owner to the supplier.

Be sure you are aware of this issue and don't make that mistake on the midterm or final exam.

[bookmark: _Toc442963905]Is there still anything else you need to know about inventory?
No, that’s about it.  As always it is important to practice what you have learned.  Therefore, provided next are three Do It Yourself problems.  These problems will be taken up in class if time permits, but, before that, you should attempt the problems so that you can better address any issues that you are having difficulty with.



In Class Demo Questions



[bookmark: _Toc442963933]ICDQ5-1
During April the following transactions occurred for Holling Inc., a wholesaler that sells clothing to other retailers. Record each of the transactions into the expanded accounting equation using account names.
	Date
	Description
	Amount

	April 1
	Purchase inventory from Roberts Inc., terms 2/10, n/30, F.O.B. shipping point.
	$7,900

	April 3
	The appropriate party paid shipping costs on the purchase from Roberts Inc.
	$120

	April 7
	Returned inventory that was the wrong colour to Roberts Inc.
	$1,000

	April 11
	Paid Roberts Inc. for the outstanding amount.
	??

	April 13
	Purchased inventory from Niki Inc. for cash.  Shipping terms were F.O.B. destination.
	
$920

	April 16
	The appropriate party paid shipping costs on the purchase from Niki Inc.
	$15

	April 17
	Purchased and picked up supplies from Discount Supplies Inc. for cash.
	$1,300

	April 18
	Received a cash refund from Niki Sports for a return.  The return was due to inventory that was damaged in transit.
	
$110

	April 20
	Sold inventory to a customer, Groud Inc., on account, credit terms of 1/10, n/30, shipping terms F.O.B. destination.
	
$6,800

	April 20
	The cost of the inventory sold to Groud Inc.
	$4,080

	April 21
	The appropriate party paid shipping costs.
	$100

	April 22
	Some of the inventory sold to Groud Inc. was returned because it was the wrong model.  This is the selling price of the returned inventory.
	
$1,000

	April 22
	The cost of the inventory returned by Groud Inc.
	$600

	April 23
	Sold inventory to another customer, Janison Ltd., credit terms 1/10, n/30, shipping terms F.O.B. shipping point.
	
$5,600

	April 23
	The cost of the inventory sold to Janison Ltd.
	$3,360

	April 24
	The appropriate party paid shipping costs.
	$85

	April 25
	Received payment from Groud Inc.
	??

	May 4
	Received payment from Janison Ltd.
	??


 
The chart is provided for you on the next page. 
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ICDQ5-2
In April of 2015 you start Cooper Hardware, selling specialized tools over the internet. In your first month of operations you have the following transactions. Record each of the transactions into the expanded accounting equation using account names.  Be sure to apply the knowledge not only from this chapter but from prior chapters.

	April date
	Description:

	1
	Contributed cash of $40,000 to start the business.

	2
	Registered a company name with Service Ontario, $60, paying by credit card.

	4
	Purchased office supplies, $800, plus HST, using a business credit card.

	6
	Purchased a 1 year general liability insurance policy for $1,800, plus 8% sales tax, using cash.

	8
	Set up a website with online order ability using a free web server.

	9
	Purchased specialized tools from BBA Inc. for inventory costing $23,400 (all taxes included), credit terms 2/15, n/45, shipping terms F.O.B. shipping point.

	10
	The appropriate party paid shipping costs of $1,100 (taxes included).

	12
	Sold $14,575 of your tools inventory to Edmonton Hardware for $26,500. Credit terms: 3/10, n/20.  Shipping terms F.O.B. destination.

	13
	The appropriate party paid shipping costs of $690 (taxes included).

	16
	Paid for the tools inventory purchased from BBA Inc.

	17
	Edmonton Hardware has returned $5,300 of the inventory because they decided they had ordered too much.  They return the inventory within the allowed return period F.O.B. Destination.  The cost of the inventory was $2,915. 

	21
	Edmonton Hardware pays their outstanding account balance.

	24
	Purchased tools from Newfoundland Tools for $9,250. Credit terms: 1/5, n/15. Shipping terms F.O.B. destination.

	25
	The appropriate party paid freight costs of $580 in cash (taxes included).

	27
	Returned half of the inventory you purchased to Newfoundland Tools as the tools were defective, shipped F.O.B. shipping point.

	30
	Paid for the tools inventory purchased from Newfoundland Tools.

	31
	Counted the office supplies and had only $225 of supplies left on hand. The remainder had been used.

	31
	Used up 1 month of insurance, $162 ($1,800 * 1.08 / 12 months).

	31
	Paid the credit card bill for all outstanding business charges.



The chart is provided for you on the next page. NOTE: for this question you were given the account names but that will NOT happen on the midterm or final exam!
NOTE: the chart on the next page is an image. You must print out the page to use it.
In addition, answer the questions which follow.


	
	Assets
	Liabs.
	Equity

	
	
	
	Owner's Capital
	Retained Earnings

	
	
	
	
	 
	Profit

	
	
	
	
	
	Revenue
	Expenses

	
	Cash
	
	
	
	
	
	
	Owner's Capital
	Retained Earnings
	
	
	
	
	
	
	

	Opening balances
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Was the business profitable?  What is the business's gross profit?  What is its gross profit ratio?  What is its overall profit margin?  Would you consider this new business successful for the month of April?  What is its financial position?
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	






[bookmark: _Toc442963934]ICDQ5-3
Pear Ltd. has the following transactions during the month of October, 2016.
	Date
	Transaction description
	Amount

	Opening balances
	Cash $4,289; Inventory $8,250; Office Supplies $90; Owner’s Capital $10,000; Retained Earnings $2,629.
	

	Oct. 2
	You renew your lease for 1 year and paid 4 months of rent, including October.  
	$2,800

	Oct. 6
	Sold inventory to Dyson Inc.  Credit terms were n/30, shipping terms were F.O.B. destination point.
	$1,800

	Oct. 6
	The cost of the inventory sold to Dyson Inc.
	$900

	Oct. 7
	The appropriate party paid freight costs to ShipCheep Inc.
	$80

	Oct. 9
	Dyson Inc. returns one third (1/3) of the inventory sold to them because it was the wrong colour, an error made by you, the supplier. (HINT:  2 entries are required!)
	
??

	Oct. 10
	Pear Ltd. pays the return shipping costs for the return of inventory from Dyson Inc.
	$50

	Oct. 12
	Sold inventory to A.B. Inc. on account, credit terms 2/10, n/30, shipping terms F.O.B. shipping point.
	
$2,500

	Oct. 12
	The cost of the inventory sold to A.B. Inc.
	$1,500

	Oct. 13
	The appropriate party paid freight costs to ShipCheep Inc.
	$150

	Oct. 15
	Purchased office supplies for cash.
	$225

	Oct. 19
	A.B. Inc. discovers that some of the inventory was damaged in transit.  It will not be saleable due to its damaged condition.
	$1,000

	Oct. 19
	The cost of the inventory returned from A.B. Inc. (HINT:  think about the fact that the inventory is not saleable!!)
	$600

	Oct. 20
	The appropriate company pays the return shipping costs for the return of inventory on October 19.  The shipping company was again ShipCheep Inc.
	$60

	Oct. 21
	A.B. Inc. pays its outstanding accounts receivable balance.
	??

	Oct. 28
	Paid for the utilities (heat, hydro, water) for the month of October.
	$289

	Oct. 31
	Received the cell phone bill for the use of the cell phone in October.  Pear Ltd. will pay the telephone bill on November 8.  (HINT:  think about the word USE and what that means regarding the elements and recording the transaction!)
	

$210

	Oct. 31
	Record the rent expense for the use of the space for the last month.
	??

	Oct. 31
	Determined that the amount of supplies that were remaining at the end of the month was $140. (HINT:  what do YOU have to record?)
	
$140


Required:  Record the transactions into the expanded accounting equation using account names.  The chart is available – just flip a few pages to see it.  
NOTE:  The account names have been provided for you for this question; however, account names will NOT be provided for you in the midterm.  You will have to develop the account names yourself!
NOTE:  October is Pear Ltd.'s first month of the current year; therefore, their balance sheet accounts have balances but all the income statement and dividend accounts are ZERO.  You have been given the business's opening balances so you can prepare the financial statements and answer the additional questions which follow the chart.
HINT:  closing balances have been given to you in the chart so that you can check your ending balances against ones provided.  If yours match the ones provided, your entries are probably correct!!
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	Assets
	Liabs.
	Equity

	
	
	
	Owner's Capital
	Retained Earnings

	
	
	
	
	 
	Profit

	
	
	
	
	
	Revenue
	Expenses

	
	Cash
	Accounts Receivable
	Inventory
	Prepaid Rent
	Office Supplies
	
	Accounts Payable
	Owner's Capital
	Retained Earnings
	Sales Revenue
	Sales discounts
	Sales Returns & Allowances
	Cost of Goods Sold
	Supplies
	Rent
	Freight-Out
	Utilities
	Telephone

	Opening
	4289
	
	8250
	
	90
	
	
	10000
	2629
	
	
	
	
	
	
	
	
	

	2
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	7
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	9
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	9
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	10
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	12
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	12
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	13
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	15
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	18
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	19
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	19
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	20
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	21
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	28
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	31
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	31
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	31
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Totals
	2315
	1200
	6150
	2100
	140
	
	210
	10000
	2629
	4300
	-30
	-1600
	2100
	175
	700
	130
	289
	210



Provide the month end financial statements for Pear Ltd. 
	



	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	




What is Pear’s gross profit and gross profit ratio?  Would you consider the gross profit "good"?  Why or why not?  Be sure to explain!
	Calculation of gross profit and gross profit ratio:






	Answer:

	

	

	

	

	

	


Considering your answer to the above question, what steps would you take in order to improve the business's profitability?  Review the statement and your transactions and consider only realistic alternatives.
	

	

	

	

	

	

	

	

	

	


Review what happened on October 19 and 20.  If you had shipped the inventory to A.B. Inc. F.O.B. Destination what would have changed?  How might this affect the income statement and balance sheet?  If you were shipping all your inventory F.O.B. Destination what, as a business owner, might you do and why?  
	

	

	

	

	

	

	

	


Continued on the next page.

Review the balance sheet.  Considering that you are the owner of this business, what would concern you and why?
	

	

	

	

	

	

	

	

	

	


Your statement of cash flow is provided.  What would concern you and why? (Remember - you will never have to CALCULATE the numbers for the cash flow statement but you will have to create one as you did in Chapter 4.  You will also have to be able to analyze one!)
	Pear Ltd.

	Statement of Cash Flows

	Month ended October 31, 2016

	

	Operating activities:
	
	

	
	Cash received from customers
	$1,470
	

	
	Cash paid to suppliers
	(3,444)
	

	Cash used in operations
	
	$(1,974)

	Investing activities:
	
	0

	Financing activities:
	
	0

	
	
	

	Net decrease in cash
	
	(1,974)

	Cash balance, beginning of year
	
	4,289

	Cash balance, end of year
	
	$2,315



	Answer:

	

	

	

	

	

	

	

	


[bookmark: _GoBack]Practice Questions
PQ5-1
When a tax advisor is involved in a business, what do you think are the advisor's main objectives?  
	

	

	

	

	

	


PQ5-2
The following inventory purchases transactions occurred during the month of February, 2017.  Record the transactions, using the expanded accounting equation and account names, in the accounting records for Nuballee Inc.
	Date
	Transaction description
	Amount

	Feb. 1
	The following opening balances are provided:  Cash, $12,248, Inventory, $2,450, Owners' Capital, $8,500, Retained Earnings, $6,198
	

	Feb. 3
	Purchase inventory from LBG Inc., terms 2/20, n/30, F.O.B. shipping point.
	$12,000

	Feb. 4
	The appropriate party paid the shipping costs.
	$200

	Feb. 7
	Nuballee Inc. returned inventory to LBG Inc. as it was not required.  The inventory was shipped back F.O.B. destination.
	
$2,000

	Feb. 8
	The appropriate party paid shipping costs for the return shipment.
	$75

	Feb. 18
	Nuballee Inc. paid its outstanding account balance with LBG Inc.
	??



Enter the entries in the chart below and then answer the following question.  To which account did you charge the shipping costs on Feb. 8?  Explain why.
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PQ5-2, continued
	
	Assets
	 
	 
	Liabilities
	Equity

	
	 
	 
	 
	 
	 
	Owners' Capital
	Retained Earnings

	
	 
	
	
	 
	
	
	 
	Profit

	
	 
	 
	 
	 
	 
	
	
	Revenue
	Expenses

	DATE
	 
	 
	 
	 
	 
	Owners' Capital
	Retained Earnings
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 



PQ5-3
ABC Inc. had opening assets of $520,000 and equity of $249,000.  During the year liabilities increased by $42,000 and assets increased by $28,000.  What was the ending accounting equation?
	Assets
	Liabilities
	Equity

	Calculations:










Is this business mainly financed through debt or equity at the end of the year?  How did you determine this?
	

	

	

	

	

	

	

	





PQ5-4
You start a business providing tutoring services for students taking ACC100.  You have the following transactions in your first month of business.
Enter all the transactions into the expanded accounting equation using account names.
	Date
	Description
	Amount

	Feb. 1
	You invest cash into your business.
	$2,500

	Feb. 1
	Your parents lend you money.
	$1,500

	Feb. 2
	You set up a business bank account at BMO®.  The account has over-draft protection up to $1,500.  The bank will withdraw $25 from your bank account at the end of every month.  You also get a business credit card.
	

	Feb. 3
	You use Service Ontario and register your business name Tutor4U and pay with your new business credit card
	$60

	Feb. 5
	You post on Kijiji to advertise your business to students at Ryerson University.  You purchase a top ad until the end of February using the business credit card.  
	$50 including HST

	Feb. 8
	Paying cash, you rent a room near the university for 1 month so you can meet students there.  You know that Ryerson's policy is that you may not run a for-profit tutoring business on university property.
	

$950

	Feb. 12
	You register a domain name, tutor4u.com, using GoDaddy.com.  You pay the fee using your business credit card.  The fee is payable at the beginning of every month and will be automatically charged to your card on the 1st day of every month.  You pay for February immediately.
	


$13

	Feb. 15
	You purchase supplies for your tutoring sessions using the business credit card.
	$300 plus HST

	Feb. 18
	A friend of yours designs your website and you pay him in cash.
	$700

	Feb. 20
	You have your first study session during reading week.  Of the 24 students who have told you they will show up only 13 come. The students pay you cash. 
	$60 per student

	Feb. 23
	You have a second study session, this time in the evening.  Of the 15 students who have signed up only 6 show up. The students pay you cash.
	$35 per student

	Feb. 25
	You decide to have drop in hours every evening (because you are paying rent anyway).  You will charge $25 in advance, $30 at the door.
	

	Feb. 26
	Three students show up at the door, another student who booked in advance also attends.  All the student pay the appropriate amount.
	
??

	Feb. 27
	Five students show up at the door and pay the appropriate amount.
	??





	Feb. 28
	You have been using your cell phone 75% for business purposes and you withdraw that correct amount of cash from the business bank account.
	Total bill is $180 incl. HST

	Feb. 28
	You count the supplies you have remaining at the end of the month.
	$190

	Feb. 28
	The charge for your internet connection at your room is withdrawn from the business bank account.
	$50

	Feb. 28
	The bank withdraws the banking fee from the business bank account.
	??



Record all of the transactions in the expanded accounting equation with account names.  Answer the questions that follow.

The chart is on the next page.  




PQ5-4, continued
	
	















April
	


Assets
	


Liabilities
	Equity

	
	
	
	
	Owner's
Capital
	Retained Earnings

	
	
	
	
	
	
	Profit
	
	
	

	
	
	
	
	
	
	Revenue
	Expenses
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
Cash
	
	
	
	
	
	
Owner's Capital
	
Retained Earnings(Deficit)
	
	
	
	
	
	
	
	

	
	1
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	1
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	2
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	3
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	5
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	8
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	12
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	15
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	18
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	20
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	23
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	25
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	26
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	27
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	28
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	28
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	28
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	28
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Total:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	






PQ5-4, continued
Create the income statement, statement of retained earnings, and the balance sheet for this business.  The page has been divided in half for you to put the first two statements on one side, the balance sheet on the other side.
	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	



PQ5-4, continued
Analyze the financial statements.  Do you believe you should continue with the business?  Why or why not?  
	

	

	

	

	

	

	

	


Can you make a decision about the business after only one month?  Why or why not?
	

	

	

	

	

	

	

	


What are some of the key success factors that will help you to make this business thrive?
	

	

	

	

	

	

	

	





What are some of the main issues that could cause this business to fail?
	

	

	

	

	

	


PQ5-5
Tablet World Inc. had the following transactions during the month of November, 20XX.
	Date
	Transaction description
	Amount

	Nov. 1
	You have the following opening balances:  Cash, $15,400; Inventory, $1,900; Accounts payable, $280; Owners' capital, $10,000; Retained earnings, $7,020.
	

	Nov. 1
	Purchased a 1 year insurance policy for cash.  
	$1,800 plus 8% sales tax

	Nov. 3
	Purchased 8 tablets for inventory from Western Wholesale, credit terms 2/10, n/30, shipping terms F.O.B. shipping point.  
	
$2,240

	Nov. 4
	The appropriate party paid freight costs.
	$140

	Nov. 5
	Purchased office supplies using a business credit card. 
	$185

	Nov. 7
	Returned 1 tablet purchased from Western Wholesale as it was defective and never worked.  Western Wholesale paid the return freight costs.
	
$240

	Nov. 12
	Paid Western Wholesale for the goods purchased. (HINT:  check if it was within the discount period before paying!  Don't forget to take the returns into account also!)
	

??

	Nov. 18
	Purchased tablet accessories from Computer Wholesale, credit terms 1/15, n/35, shipping terms F.O.B. destination.
	
$1,500

	Nov. 19
	The appropriate party paid freight costs.
	$145

	Nov. 23
	Paid the outstanding balance on the business credit card for the purchase of office supplies.
	
$185

	Nov. 28
	Paid Computer Wholesale for the purchase on Nov. 18.  (HINT:  check discount period!)
	
??

	Nov. 30
	Determined the amount of supplies that were remaining at the end of the month.  (HINT:  so what do YOU have to record?)
	
$65

	Nov. 30
	Recorded the use of insurance coverage for the month.
	??



Required:  Record the transactions into the expanded accounting equation using account names.  The chart is available on the next page.  Additional questions follow the chart.

PQ5-5, continued
	 
	Assets
	Liabilities
	Equity

	
	
	
	Owner's Capital
	Retained Earnings

	
	
	
	 
	 
	Profit

	
	
	
	
	
	Revenue
	Expenses

	
	
	
	
	
	
	

	
	Cash
	 
	 
	 
	 
	 
	Owner's Capital
	Retained Earnings
	 
	 
	 
	 
	 

	Nov. 1
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 1
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 3
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 4
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 5
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 7
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 12
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 18
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 19
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 23
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 28
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 30
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Nov. 30
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	Totals:
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 




PQ5-5, continued
What is the per-unit cost of the tablets you purchased from Western Wholesale and still have on hand?  What do you think would be a good price to sell the tablet for, given the per-unit cost?  If you sold them for the price you have determined what would be your gross profit and your gross profit ratio?
	Calculation:






	Answer:

	

	

	

	

	

	


Why is Tablet World required to make the 2 entries on November 30th?  Your answer should reference the definition of the elements asset and expense.
	

	

	

	

	

	

	

	


If Tablet World did not make the entries on November 30th, what qualitative characteristic would it violate?  Explain why you think that qualitative characteristic applies. (HINT:  refer to the definition of the characteristic to support your position.)
	

	

	

	

	

	

	

	


PQ5-6
Read the following scenario and choose the qualitative characteristic that you think is either VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true.  
The owner of a business includes the name of every employee in the financial statement report.  The report is 93 pages long.
	

	

	

	

	

	


PQ5-7
Orange Inc. has the following transactions during the month of June, 2017, the first month of their 3 year of operations.
NOTE:  June is Orange Ltd.'s first month of the current year; therefore, its balance sheet accounts have balances but all the income statement and dividend accounts are ZERO (because the company is starting a new year).  You have been given the business's opening balances so you can prepare the financial statements and answer the additional questions which follow the chart.
	Date
			Transaction description
	Amount

	June 1
	The following opening balances are provided:  Cash, $18,452, Inventory, $17,240, Supplies, $120, Website design, $970, Business Licence, $60, Accounts Payable (credit card ONLY), $270, Bank Loan, $7,500, Owners' Capital, $25,000, Retained earnings, opening, $4,072.
	Provided in description.

	June 1
	Paid cash for a 1 year insurance policy (including 8% sales tax).
	$2,040

	June 2
	Pay your rent for the next 6 months in advance, using cash.  
	$7,200

	June 6
	Sold inventory to DiVito Inc.  Credit terms were 2/15, n/45, shipping terms were F.O.B. shipping point.
	$2,800

	June 6
	The cost of the inventory sold to DiVito Inc.
	$1,120

	June 7
	The appropriate party paid freight costs to CheapShipping Inc.
	$180

	June 9
	DiVito Inc. returns $1,000 of the inventory sold to them because it was the wrong model, an error made by you, the supplier. The returned inventory was shipped F.O.B. shipping point (because you made the error, not DiVito!) (HINT:  2 entries are required!)
	Cost of inventory:  ??


PQ5-7, continued
	June 10
	The appropriate party pays the shipping costs for the return of inventory on June 9.
	$70

	June 12
	Sold inventory to ABBA Inc. on account, credit terms 1/10, n/30, shipping terms F.O.B. destination.
	
$3,500

	June 12
	The cost of the inventory sold to ABBA Inc.
	$1,750

	June 13
	The appropriate party paid freight costs to CheapShipping Inc.
	$50

	June 15
	Purchased office supplies (plus HST, which is not included yet) using a business credit card.
	$200

	June 18
	DiVito Inc. pays its outstanding accounts receivable balance.
	??

	June 19
	ABBA Inc. returns inventory due to damages which occurred during shipping, shipping it F.O.B. shipping point.  The inventory is not saleable due to its damaged condition.
	$1,500

	June 19
	The cost of the inventory returned from ABBA Inc. (HINT:  think about the fact that the inventory is not saleable!!)
	$750

	June 20
	The appropriate party pays for the return shipping costs from CheapShipping Inc. on June 19.
	$75

	June 21
	ABBA Inc. pays its outstanding accounts receivable balance. 
	??

	June 28
	Paid for the utilities (heat, hydro, water) for the month of June.
	$290

	June 29
	Paid the business credit card for all amounts outstanding.
	??

	June 30
	Received the cell phone bill for the use of the cell phone in June.  Orange Ltd. will pay the telephone bill on July 12.  
	
$190

	June 30
	Record the rent used for the space for the month on June.
	??

	June 30
	Determined the amount of supplies that were remaining at the end of the month.  (HINT:  so what do YOU have to record?)
	
$180

	June 30
	Used up 1 month of insurance.
	??



Required:  Record the transactions into the expanded accounting equation using account names.  

The chart is available on the next page.  Note that you will have to provide account names, similar to what you can expect in the exam.  


PQ5-7, continued
	
	


Assets
	



Liabilities
	
	Equity

	
	
	
	
	Owner's
Capital
	
	Retained earnings

	
	
	
	
	
	
	Profit

	
	
	
	
	
	
	Revenue
	Expenses

	
	
	
	
	
	
	
	

	
	
Cash
	
	
	
	
	
	
	
	
	

	
Owner's Capital
	
Retained earnings
	
	
	
	
	
	
	
	
	
	

	Opening
Balances
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-01
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-02
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-06
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-06
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-07
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-09
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-09
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-10
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-12
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-12
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-13
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-15
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-18
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-19
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-19
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-20
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-21
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-28
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-29
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-30
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-30
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-30
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-30
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Totals:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



PQ5-7, continued
Provide the period end financial statements (income statement, statement of retained earnings, and balance sheet) for Orange Ltd. 
	



	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


PQ5-7, continued
What is your gross profit and your gross profit ratio?  Would you consider your gross profit ratio "good"?  Why or why not?  Be sure to explain!
	Calculation of gross profit:






	Answer:

	

	

	

	

	

	


Considering your answer to the above question, what steps would you take in order to improve the business's profitability?  Review the statements and your transactions and consider only realistic alternatives.
	

	

	

	

	

	

	


Review the balance sheet.  Considering that you are the owner of this business, what would concern you and why?
	

	

	

	

	

	

	

	

	

	



PQ5-8
Name any three of the assumptions from memory and define each of them.
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


PQ5-9
At the beginning of the year the business had liabilities of $425,000 and equity of $349,000.  By the end of the year the business had liabilities of $253,000.  During the year the owners contributed an additional $18,000 to the business, had revenues of $872,000 and expenses of $812,500.  Dividends of $14,000 were paid during the year.
Calculate the following (NOTE:  you do not have to solve them in the order provided!):
	Assets, beginning of the year
	$

	Assets, end of the year
	$

	Equity, end of the year
	$

	Profit during the year
	$

	Calculations:








PQ5-9, continued
Is it possible to calculate ending owners' capital from the information provided?
	

	

	


Liabilities decreased during the year.  What must have been true for that to happen?
	

	

	


PQ5-10
Rockport Inc. and Sandbank Inc. have the following transactions with each other during the month of March, 2017.
	Date
	Transaction description
	Amount

	March 2
	Rockport Inc. purchased inventory from Sandbank Inc., credit terms 1/15, n/30, F.O.B. shipping point.
	$1,400

	March 2
	The cost of the inventory sold to Rockport Inc.
	$560

	March 3
	The appropriate party paid freight costs to ShipCheep Inc.
	$75

	March 9
	Rockport Inc. sold inventory on account to Westcoast Inc.
	$2,000

	March 9
	The cost of the inventory sold to Westcoast Inc.
	$800

	March 10
	Rockport Inc. returned a portion of the inventory purchased from Sandbank Inc. on March 2 because Sandbank had sent them the wrong item.  Rockport shipped it F.O.B. shipping point.
	$200

	March 10
	The cost of the returned inventory for Sandbank Inc.
	$80

	March 11
	The appropriate party paid the return shipping costs.
	$15

	March 16
	Rockport Inc. paid Sandbank Inc. for the goods purchased on March 2.
	??


Required 1:  Record the transactions for Rockport Inc. into the expanded accounting equation using account names.  The chart is available on the next page.  
Required 2:  Record the transactions for Sandbank Inc. into the expanded accounting equation using account names.  The chart is available on the next page.  
HINT:  it is important that you read the transactions, above, and ask yourself....if I am representing Rockport Inc. what would I record?  If the answer is nothing then input NO ENTRY.
Then, for Required 2, ask yourself....if I am NOW representing Sandbank Inc. would I record the entry this time?   If the answer is NO then input NO ENTRY.

PQ5-10, continued
Rockport Inc.
	
	


Assets
	



Liabilities
	Equity

	
	
	
	Owner's
Capital
	
	Retailed Earnings

	
	
	
	
	
	Profit
	Dividend
s

	
	
	
	
	
	Revenue
	Expenses
	

	
	
	
	
	
	
	
	

	
	
Cash
	
	
	
	
Owner's Capital
	
Retained earnings
	
	
	
	
	
	

	Mar-02
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-02
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-03
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-09
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-09
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-10
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-10
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-11
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-16
	
	
	
	
	
	
	
	
	
	
	
	


Sandbank Inc.
	 
	


Assets
	



Liabilities
	Equity

	
	
	
	Owner's
Capital
	
	Retailed Earnings

	
	
	
	
	
	Profit
	Dividend
s

	
	
	
	
	
	Revenue
	Expenses
	

	
	
	
	
	
	
	
	

	
	
Cash
	
	
	
	
Owner's Capital
	
Retained earnings
	
	
	
	
	
	

	Mar-02
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-02
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-03
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-09
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-09
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-10
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-10
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-11
	
	
	
	
	
	
	
	
	
	
	
	

	Mar-16
	
	
	
	
	
	
	
	
	
	
	
	


PQ5-11
When you graduate from Ryerson University you decide to open your own jersey business.  You will buy the jerseys from China and sell them to local sports teams in your area after having them printed with the team name and logo.   Your business name is Ts4U Inc. and the following are the transactions you had during June, 2017.
	Date
	Transaction description
	Amount

	June 1
	You contribute all of your savings to the business.
	$10,000

	June 9
	You receive 120 jerseys, credit terms 2/10, n/30, shipping terms F.O.B. shipping point, from your supplier in China.  NOTE:  Provided is the cost per jersey with taxes and duties included.
	
$10 each

	June 10
	The appropriate party pays freight charges.
	$253

	June 12
	You return 5 jerseys as the colour is all wrong and you never order that colour.  Return shipping terms F.O.B. shipping point.
	
??

	June 13
	The appropriate party pays the return freight costs.
	$25

	June 15
	The Ajax Soccer League orders 20 jerseys with their name and logo on the back and front of each jersey.  They will be delivered June 18.
	
$40 each

	June 16
	You pay cash to PrintTees Inc., a company that specializes in jersey printing, to print Ajax’s name and logo on the jerseys.
	
$6 each

	June 17
	You pay your supplier for the jerseys purchased on June 9.
	??

	June 18
	You hand deliver the jerseys to Ajax Soccer League and provide them with credit terms 1/10, n/30.  (HINT: What is the cost of the jerseys?  Can you calculate it?  Take into account ALL costs and discounts!)
	

$40 each

	June 20
	The Ajax Soccer League president asks you to drop by because the printing on 2 of the jerseys is off centre and unacceptable.  You immediately go and pick up the jerseys and promise to replace them within the week.
	

??

	June 21
	You return to PrintTees and demand that they refund the printing costs as well as pay you the cost of the jerseys which are now useless.  They refuse, pointing out that their policy is that sales are subject to customer approval at pick up.  After that all sales are final.  Since you did not check the jerseys at the time you picked them up no refund is available.
	

??

	June 21
	You check out other businesses who specialize in jersey printing but they tell you that they will not be able to match the colours for the 2 jerseys you need reprinted.  They can do future print jobs but are unable to help you this time.
	


??

	June 22
	You return to PrintTees and have them print 2 more jerseys for the Ajax Soccer League, checking the jerseys over carefully and paying cash.
	
$6 each

	June 22
	You deliver the 2 jerseys to the president of the Ajax Soccer League.
	??

	June 24
	The Ajax Soccer League pays for the jerseys they received.
	??



(Seems complicated, doesn't it?  But that is what happens in business.)

Record the transactions for Ts4U Inc. into the expanded accounting equation using account names.  

	
	


Assets
	



Liabilities
	Equity

	
	
	
	Owner's
Capital
	
	Retained earnings

	
	
	
	
	
	Profit
	Dividend


	
	
	
	
	
	Revenue
	Expenses
	

	
	
	
	
	
	
	
	

	
	
Cash
	
	
	
	
Owner's Capital
	
Retained earnings
	
	
	
	
	

	Jun-01
	
	
	
	
	
	
	
	
	
	
	

	Jun-09
	
	
	
	
	
	
	
	
	
	
	

	Jun-10
	
	
	
	
	
	
	
	
	
	
	

	Jun-12
	
	
	
	
	
	
	
	
	
	
	

	Jun-13
	
	
	
	
	
	
	
	
	
	
	

	Jun-15
	
	
	
	
	
	
	
	
	
	
	

	Jun-16
	
	
	
	
	
	
	
	
	
	
	

	Jun-17
	
	
	
	
	
	
	
	
	
	
	

	Jun-18
	
	
	
	
	
	
	
	
	
	
	

	Jun-20
	
	
	
	
	
	
	
	
	
	
	

	Jun-21
	
	
	
	
	
	
	
	
	
	
	

	Jun-21
	
	
	
	
	
	
	
	
	
	
	

	Jun-22
	
	
	
	
	
	
	
	
	
	
	

	Jun-22
	
	
	
	
	
	
	
	
	
	
	

	Jun-24
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Totals:
	
	
	
	
	
	
	
	
	
	
	




Additional questions are on the next page.
PQ5-11, continued
What was your gross profit on the sale to Ajax Soccer League?  What was your gross profit ratio?  What would the gross profit and the gross profit ratio have been had the error in the printing not happened?
	Calculations:











What did this experience cost you?  What did you learn from this experience with regard to how you will run your business in the future?  Who is at fault with regard to this loss?
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



PQ5-12
Below are the accounts for Joonan Ltd. for the year ended September 30, 2017.  Joonan is a merchandising business that has been in business for over 5 years.
	Account name:
	Amount:
	Element
	Financial Statement

	Land
	126,865
	 
	 

	Income tax expense
	25,177
	 
	 

	Cost of goods sold
	1,115,028
	 
	 

	Supplies expense
	6,289
	 
	 

	Accounts receivable
	28,586
	 
	 

	Repairs and maintenance expense
	12,280
	 
	 

	Prepaid insurance
	5,866
	 
	 

	Supplies
	6,162
	 
	 

	Sales returns and allowances
	28,824
	 
	 

	Salaries payable
	5,703
	 
	 

	Cash
	22,735
	 
	 

	Bank loan payable, due in 2020
	139,581
	 
	 

	Interest revenue
	3,920
	 
	 

	Owners' capital
	64,937
	 
	 

	Sales discounts
	7,520
	 
	 

	Inventory
	149,969
	 
	 

	Service revenue
	1,496,792
	 
	 

	Accounts payable
	93,333
	 
	 

	Interest expense
	14,354
	 
	 

	Salaries expense
	138,131
	 
	 

	Advertising expense
	26,312
	 
	 

	Retained earnings, opening
	194,503
	 
	 

	Dividends
	8,142
	 
	 

	Utilities expense
	17,797
	 
	 

	Equipment
	81,296
	 
	 

	Buildings
	167,836
	 
	 

	Insurance expense
	9,600
	 
	 



Create a multiple step income statement, a statement of retained earnings and a balance sheet, all in good form.  Answer the questions which follow the statement.


PQ5-12, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	



PQ5-12, continued
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	




PQ5-12, continued
What is the difference between the single step and the multiple step income statement?
	

	

	

	

	

	

	

	


Was the business profitable?  What was its gross profit in dollars?  What was its gross profit ratio?  What was their profit?  What was its overall (i.e. net) profit ratio?  Would you consider these good or bad?  Explain why!
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


What was the maximum amount that the business could have paid in dividends?
	

	

	

	

	

	



PQ5-12, continued
Review the balance sheet.  Could the business pay off all of its current liabilities if it had to immediately?  What is the breakdown of its current assets?  Is there anything that may concern you about the current assets?  Is there anything about the current liabilities that might concern you?  Why might these things concern you?
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	





Blast From The Past SOLUTIONS


[bookmark: _Toc442963935][bookmark: BFTP41]BFTP5-1
	[bookmark: _Toc442963936][bookmark: BFTP42]
Assets
	
=	Liabilities
	
+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit	-
	Dividends

	
	
	
	Revenue -
	
Expenses
	

	Cash
	Business Licence
	Prepaid Insurance
	Hair Care Supplies
	Loan Payable
	Unearned Revenue
	Owner's Capital
	Hair Care Revenue
	Supplies
	Bank Charges
	Insurance
	Rent
	

	1000
	
	
	
	
	
	1000
	
	
	
	
	
	

	1000
	
	
	
	1000
	
	
	
	
	
	
	
	

	-60
	60
	
	
	
	
	
	
	
	
	
	
	

	No entry

	-1296
	
	1296
	
	
	
	
	
	
	
	
	
	

	-1017
	
	
	1017
	
	
	
	
	
	
	
	
	

	No entry

	3300
	
	
	
	
	
	
	3300
	
	
	
	
	

	
	
	
	-367
	
	
	
	
	367
	
	
	
	

	-15
	
	
	
	
	
	
	
	
	15
	
	
	

	
	
	-108
	
	
	
	
	
	
	
	108
	
	

	-300
	
	
	
	
	
	
	
	
	
	
	300
	

	400
	
	
	
	
	400
	
	
	
	
	
	
	

	3012
	60
	1188
	650
	1000
	400
	1000
	3300
	367
	15
	108
	300
	




Trans. 5 = 1,200 * 1.08 = 1,296			Trans. 6 = 900 * 1.13 = 1,017
Trans. 9:  1,017 - 650 remaining = 367 used		Trans. 11:  1,296 / 12 months = $108
Trans. 13:  What did the business get?  Cash, an asset, increased by $400.  What did the business give away?  Not clear.  What did the business earn?  Nothing, as the job isn’t done yet.  What does the business owe?  They owe a service to a customer in the future, a liability of $400.  Unearned Revenue, a liability, increased by $400.
BFTP5-2
	Creative Hair

	Income Statement

	Month Ending June 30, 2017

	
	
	

	Revenues
	

	
	Service Revenue
	$3,300

	
	
	

	Expenses
	

	
	Supplies 
	$367

	
	Rent 
	  300

	
	Insurance 
	  108

	
	Bank fees 
	    15

	Total expenses
	790

	Profit before income tax
	2,510

	Income tax 
	0

	Profit
	$2,510



	Creative Hair

	Balance Sheet

	At June 30, 2017

	
	
	

	Assets
	
	

	Current assets
	
	

	   Cash
	$3,012
	

	   Supplies
	650
	

	   Prepaid insurance
	1,188
	

	Total current assets
	
	$4,850

	Intangibles
	
	

	   Business licence
	
	60

	Total assets
	
	$4,910



The rest of the balance sheet is on the next page.
	
	
	

	Liabilities
	
	

	Current liabilities
	
	

	   Unearned revenue
	$400
	

	   Loan payable
	1,000
	

	Total current liabilities
	
	$1,400

	Equity
	
	

	   Owner's Capital
	1,000
	

	   Retained Earnings
	2,510
	

	Total equity
	
	3,510

	Total liabilities and equity
	
	$4,910



[bookmark: _Toc442963937][bookmark: BFTP43]BFTP5-3
Was the business profitable?  When you compare the service revenue against the profit, What is the percentage of profit against service revenues (called profit margin)?  Do you think that is common for a service business?  Why do you think your company has this profit margin? If the company continued to generate similar revenues and expenses for another 11 months, predict the service revenue at the end of 12 months and the profit at the end of 12 months.
Yes, the business generated profit of $2,510.
2,510 ÷ 3,300 = 76%, which is fantastic.  The profit margin for most service industries is 0.77% - 1.75% so this is not common at all.  
Likely you have this profit margin because you don't have a storefront and your costs are very low because you use the space where your parents pay all the utilities, taxes, etc. 
If the company continued to generate similar revenues and expenses they would earn revenue of $39,600 and have a profit of over $30,000 for the year.
What is the business's financial position?  Would you be able to pay your debts as they come due?  How is this business financed, through debt or equity?
Assets = $4,910, Liabilities = $1,400, and Equity = $3,510.
You have cash of $3,012 so you would be able to pay back your parents the $1,000 you owe them immediately.  The only other liability is the booked wedding party.  If you decided not to move forward with that, you are able to pay the customer back the $400.
The business has equity of $3,510 and liabilities of $1,400.  Comparing these we see that the business is financed mainly through equity (72% compared to 28% debt).  This is calculated as follows:  1,400 + 3,510 = 4,910.  1,400 ÷ 4,910 = 28%.  3,510 ÷ 4,910 = 72%
What are some of the key success factors for a hair salon?  How many clients do think you will need to continue to generate revenue in the business?  Assume you charge, on average, $55 for each client.  What factors did you consider when you estimated your number of clients?
· Customer service (making the customers happy about their haircut, which can be challenging), knowing how to do new styles, recognizing what looks good on clients so you can guide them.
· If the majority of clients get their hair cut every 6 - 8 weeks (and some, with longer hair, go much longer than that without a haircut) then the clients whose hair you cut in the month of June will not have their hair cut again for that period.  You had 60 customers get their hair cut ($3,300 ÷ $55).  If June is 4 weeks long that is 15 haircuts a week, 3 or 4 a day.  If you assume that the majority of customers will get their hair cut every 8 weeks you will need a total of 120 customers (2 months before they get their hair cut again).  That does not take into account that some of the customers will not come back or will get their hair cut less frequently.  However, you hope that this will be offset by the happy customers telling their friends all about your salon.


[bookmark: _Toc442963939][bookmark: CYU41]Check Your Understanding SOLUTIONS



CYU5-1
Are pens and pencils considered inventory?  Explain why or why not.
That depends.  
If the pens and pencils are used by the business to generate revenue then they are supplies, a current asset, but not inventory.  If this business is like Staples®, who sell office supplies such as pens and pencils, then the pens and pencils are inventory for Staples.
CYU5-2
Assume you buy inventory for $60 per unit (each) and you sell it at a 45% markup.  What is your selling price?  What is your gross profit?
	Selling price:   $87


	Gross profit:  $27


	Calculations:

Selling price = $60 x 145% = $87

Gross profit = $87 - $60 = $27



CYU5-3
Sales revenue: $60 x 1.45 = $87/unit x 2,500 units =	   $217,500
Cost of goods sold: $60 x 2,500 units = 				   $150,000
Gross profit is therefore $217,500 - $150,000 = 		     $67,500

Expenses: 
Rent 	$700 x 12 months =    $8,400
Insurance 	$3,750 x 1.08 =            $4,050
Salaries	Given:                         $30,000
Utilities	$80 x 12 months =         $960
Other	$70 x 12 months =         $840
     Total				   $44,250
Income before income tax				  $23,250
Income tax @ 20%				    $4,650
Net income				  $18,600
CYU5-4
Inventory:
Buy:  20 x $15 = $300
Sold:  8 * $15 = $120 (Remember to use the COST here, not the selling price!)
Balance:  $300 - $120 = $180
Sales revenue:
Sell:  8 x $32 = $256 (This is where you use the selling price!)
Cost of goods sold:
Sell:  8 x$15 = $120 (Remember to use the COST here, not the selling price!)
Gross profit:  
Sales - Cost of goods sold = $256 - $120 = $136
CYU5-5
	Assets
	=  Liabilities
	+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit
	-Dividends

	
	
	
	Revenue   -
	Expenses
	

	
Cash
	Inventory
	
	
	Sales Revenue
	Cost of Goods Sold
	

	-150
	150
	
	
	
	
	

	225
	
	
	
	225
	
	

	
	-90
	
	
	
	90
	



50 x $3 = 150 (inventory purchased)
30 x $7.50 = 225 (sales revenue)
30 x $3 = 90 (cost of the inventory sold)
Gross profit = $225 - $90 = $135
Gross profit ratio = 135 ÷ 225 = 60%


CYU5-6
	Assets
	= Liabilities
	+	Equity

	
	
	Owner's Capital
	+	Retained Earnings

	
	
	
	Profit
	-Dividends

	
	
	
	Revenue
	- Expenses
	

	Cash
	Accounts Receivable
	Inventory
	Accounts Payable
	
	Sales Revenue
	Cost of Goods Sold
	

	
	
	375
	375
	
	
	
	

	
	450
	
	
	
	450
	
	

	
	
	-225
	
	
	
	225
	

	-375
	
	
	-375
	
	
	
	

	450
	-450
	
	
	
	
	
	




75 x $4.50 = $337.50
45 x $10 = $450
45 x $4.50 = $202.50
Gross profit = $450 - $202.50 = $247.50
Gross profit ratio = $247.50 ÷ $450.00 = 55%
CYU5-7
In order to get the boots at the lowest cost possible you would want the shipper (the other party) to pay for the shipping costs.  In addition, if something happened to the boots while in transit (travelling from the shipper to the receiver, who is you) you would want the shipper to be responsible for replacing the boots.  Therefore, you would want shipping terms of F.O.B. destination (that’s you) so that the shipper pays the cost of shipping and is responsible for goods while they are in transit.  Remember – F.O.B. the other party means you must pay the freight.  F.O.B. you means that you do not.  It pays to know who you are!




CYU5-8
	Description
	Owner/Pays

	Brown, the seller, ships inventory to Green, the buyer, F.O.B. destination.  The appropriate party pays freight charges of $30.
	Brown, the seller, pays the freight costs and owns the inventory while in transit.

	Blue, the buyer, receives inventory from Red, the seller, F.O.B. shipping point.  The appropriate party pays freight of $85.
	Blue, the buyer, pays the freight costs and owns the inventory while in transit.



CYU5-9
If you receive inventory on August 12 and the credit terms your supplier gave you are 1/15, n/45, what is the last day that you can pay and take the discount?
The last day you can take the discount is on August 27.  To calculate the last day you can take the discount, add the date of sale to the discount terms:  12 + 15 = 27.
CYU5-10
What does 1/15, n/45 means if you are buying inventory?

It means that, if you pay within 15 days of the date of sale you will receive a 1% discount when you pay the outstanding invoice (bill) from the supplier.  If you don't pay in 15 days you have from the 16th day to the 45th day to pay the whole amount of the invoice.


CYU5-11
Part A:
	Assets    =
	Liabilities
	+     Equity

	
	
	O.C.
	·  Retained Earnings

	
	
	
	Profit  -
	Dividends

	
	
	
	Revenue  -
	Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	

	
	
	300
	300
	
	
	
	
	
	

	-297
	
	-3
	-300
	
	
	
	
	
	

	
	225
	
	
	
	225
	
	
	
	

	
	
	-178.20
	
	
	
	
	
	178.20
	

	216
	-225
	
	
	
	
	-9
	
	
	



Feb. 7 - Original purchase: 25 x $12 = $300
Feb. 11 – You pay for the purchase: $300 x (100% - 1%) = $300 x 99% = $297 cash reduction
Therefore $300 - $297 = $3 reduction in the value of inventory
Updated inventory value = $300 - $3= $297
Updated cost per unit of the inventory = $297 ÷ 25 units = $11.88 each. Remember that a discount makes the inventory cheaper!  $11.88 is 1% (twelve cents) less than the original unit cost of $12.
Feb. 15 – Original sale: 15 x $15 = $225 Sales revenue and accounts receivable
Feb. 15 – Cost of original sale: 15 x $11.88 = $178.20 Inventory and cost of goods sold
Feb. 20 – Customer pays: $225 x (100% - 4%) = $225 x 96% = $216
$225 - $216 = $9 Sales Discount
Gross profit = Net sales - cost of goods sold.
Net sales = Sales Revenue - Sales Discount = $225 - $9 = $216
Gross profit = $216 - $178.20 = $37.80
Gross profit ratio = gross profit / net sales = 37.80 ÷ 216 = 17.5%

Part B:
	Assets    =
	Liabilities
	+     Equity

	
	
	Owner's Capital
	·  Retained Earnings

	
	
	
	Profit  -
	Dividends

	
	
	
	Revenue  -
	Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	

	
	
	300
	300
	
	
	
	
	
	

	-300
	
	
	-300
	
	
	
	
	
	

	
	225
	
	
	
	225
	
	
	
	

	
	
	-180
	
	
	
	
	
	180
	

	225
	-225
	
	
	
	
	
	
	
	



NOTE:  the inventory cost per unit would not decrease because the business did not take the discount...so the inventory still costs $12 each.
25 x $12 = $300
$300 cash reduction because you did not take the discount so there is no reduction in the cost of the inventory.
Inventory value = $300 still and cost per unit = $300 ÷ 25 = $12!
15 x $15 = $225 Sales revenue and Accounts receivable
15 x $12 = $180 Inventory and cost of goods sold
$225 cash increase since there was no discount taken by the customer.
Gross profit = Net sales - cost of goods sold.
Net sales = Sales Revenue - Sales Discount = $225 - $0 = $225
Gross profit = $225 - $180 = $45
Gross profit ratio = gross profit / net sales
Gross profit ratio = 45 / 225 = 20%


Part C:  Comparing your answer from Part A to Part B, what was the effect on your gross profit from paying after the discount period and your customer paying after the discount period?  Did you earn more, less, or the same amount?  Explain why that is the case!  

Taking the discount caused your cost of goods sold to go down.  However, you got a 1% discount on $12 and gave a 4% discount on $15 (the selling price).  That means you gave a bigger discount to your customer than you got from your supplier.  This caused your gross profit and your gross profit ratio to decrease! 

CYU5-12
	Assets=
	Liabilities
	+Equity

	
	
	Owner's Capital
	+Retained Earnings

	
	
	
	Profit
	-Dividends

	
	
	
	Revenue
	-Expenses
	

	
Cash
	Accounts Receivable
	Inventory
	
Accounts Payable
	
	Sales Revenue
	Sales Discounts
	Sales Returns & Allowances
	
Cost of goods sold
	

	Original purchase from supplier

	
	
	250
	250
	
	
	
	
	
	

	Returned merchandise to supplier

	
	
	-50
	-50
	
	
	
	
	
	

	Original sale to customer

	
	180
	
	
	
	180
	
	
	
	

	
	
	-120
	
	
	
	
	
	120
	

	Sales returned by customer

	
	-105
	
	
	
	
	
	-105
	
	

	
	
	70
	
	
	
	
	
	-70
	

	Customer pays within discount period

	72
	-75
	
	
	
	
	3
	
	
	

	You pay your supplier – no discount was offered!

	-200
	
	
	-200
	
	
	
	
	
	



See next page for calculations.


Purchase:  25 x $10 = $250
Purchase return:  5 x $10 - $50
Sale to customer: 12 x $15 = $180 (SSS entry) and 12 x $10 = $120 (CCC entry)
Return from customer:  7 x $15 = $105 (reverse SSS) and 7 x $10 = $70 (reverse CCC)
Discount:  Total A/R:  $180 - $105 = $75
Customer paid:  $75 x (100% - 4%) = $75 x 96% = $72
Sales discount recorded:  $75 - $72 = $3

What is the gross profit for this business?  
Net Sales = Sales Revenue - Sales Discounts - Sales Returns and Allowances
Net Sales = $180 - $3 - $105 = $72 (The amount of cash received!)
Gross profit = net sales - cost of goods sold
Gross profit = $72 - $50 = $22

What is the gross profit ratio for the business?
Gross profit ratio = gross profit ÷ net sales
Gross profit ratio = $22 ÷ $72 = 30.55%


Solutions to Practice Questions - Chapter 5

PQ5-1

When a tax advisor is involved in a business, what do you think are the advisor's main objectives?

· A tax advisor is someone external to the business who provides advice on how to minimize (reduce) the income tax paid by working within the tax laws.
· Their main objective would be to ensure taxes are minimized and that tax laws are followed.

PQ5-2
The following inventory purchases transactions occurred during the month of February, 2017.  Record the transactions, using the expanded accounting equation and account names, in the accounting records for Nuballee Inc.
	Date
	Transaction description
	Amount

	Feb. 1
	The following opening balances are provided:  Cash, $12,248, Inventory, $2,450, Owners' Capital, $8,500, Retained Earnings, $6,198
	

	Feb. 3
	Purchase inventory from LBG Inc., terms 2/20, n/30, F.O.B. shipping point.
	$12,000

	Feb. 4
	The appropriate party paid the shipping costs.
	$200

	Feb. 7
	Nuballee Inc. returned inventory to LBG Inc. as it was not required.  The inventory was shipped back F.O.B. destination.
	
$2,000

	Feb. 8
	The appropriate party paid shipping costs for the return shipment.
	$75

	Feb. 18
	Nuballee Inc. paid its outstanding account balance with LBG Inc.
	??







	
DATE
	
Assets
	
Liabilities
	Equity

	
	
	
	Owners' Capital
	Retained Earnings

	
	
	
	
	
	Profit

	
	
	
	
	
	Revenue
	Expenses

	
	
Cash
	
Inventory
	
Accounts payable
	
	
Owners' Capital
	
Retained Earnings
	
	
Shipping expense
	

	Feb. 1
	12,248
	2,450
	
	
	8,500
	6,198
	
	
	

	Feb. 3
	
	12,000
	12,000
	
	
	
	
	
	

	Feb. 4
	-200
	200
	
	
	
	
	
	
	

	Feb. 7
	
	-2,000
	-2,000
	
	
	
	
	
	

	Feb. 8
	-75
	
	
	
	
	
	
	75
	

	Feb. 18
	-9,800
	-200
	-10,000
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


· Shipping is added to the cost of inventory when the inventory is ordered (Feb. 3) as shipping makes inventory more expensive.
· The discount was taken because it was within the discount period (purchased Feb. 3, terms 2/20, so had until midnight on the 23rd to take the discount.
To which account did you charge the shipping costs on Feb. 8? Why?

· Expense.
· This was a business decision (to send back the inventory) and you were lucky that the supplier agreed to the return.
· In addition, it was originally shipped FOB Shipping Point, meaning the buyer is responsible. You were the buyer. If you were responsible for the shipping originally then you will be responsible when you return it.
· NOTE: if it had been returned because the SUPPLIER had made an error then it is possible that you would be able to send it back FOB Destination and the supplier would have paid.



PQ5-3
ABC Inc. had opening assets of $520,000 and equity of $249,000.  During the year liabilities increased by $42,000 and assets increased by $28,000.  What was the ending accounting equation?
	
	Assets
	Liabilities
	Equity

	Beginning
	520,000
	271,000
	249,000

	
	
	
	

	During
	28,000
	42,000
	-14,000

	
	
	
	

	Ending
	548,000
	313,000
	235,000



Is this business mainly financed through debt or equity at the end of the year? How did you determine this?

· It is mainly financed through debt at both the beginning and end of the year.
· The calculation is liabilities ÷ (total liabilities + equity)
· Beginning:  271,000 ÷ 520,000 = 52%; Ending:  313,000  ÷ 548,000 = 57%
· One could also simply say that debt is more than equity.
· The debt financing increased slightly during the year as liabilities increased and equity decreased, which increased the amount of debt financing.
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PQ5-4
You start a business providing tutoring services for students taking ACC100.  You have the following transactions in your first month of business.
Enter all the transactions into the expanded accounting equation using account names.
	Date
	Description
	Amount

	Feb. 1
	You invest cash into your business.
	$2,500

	Feb. 1
	Your parents lend you money.
	$1,500

	Feb. 2
	You set up a business bank account at BMO®.  The account has over-draft protection up to $1,500.  The bank will withdraw $25 from your bank account at the end of every month.  You also get a business credit card.
	

	Feb. 3
	You use Service Ontario and register your business name Tutor4U and pay with your new business credit card
	$60

	Feb. 5
	You post on Kijiji to advertise your business to students at Ryerson University.  You purchase a top ad until the end of February using the business credit card.  
	$50 including HST

	Feb. 8
	Paying cash, you rent a room near the university for 1 month so you can meet students there.  You know that Ryerson's policy is that you may not run a for-profit tutoring business on university property.
	

$950

	Feb. 12
	You register a domain name, tutor4u.com, using GoDaddy.com.  You pay the fee using your business credit card.  The fee is payable at the beginning of every month and will be automatically charged to your card on the 1st day of every month.  You pay for February immediately.
	


$13

	Feb. 15
	You purchase supplies for your tutoring sessions using the business credit card.
	$300 plus HST

	Feb. 18
	A friend of yours designs your website and you pay him in cash.
	$700

	Feb. 20
	You have your first study session during reading week.  Of the 24 students who have told you they will show up only 13 come. The students pay you cash. 
	$60 per student

	Feb. 23
	You have a second study session, this time in the evening.  Of the 15 students who have signed up only 6 show up. The students pay you cash.
	$35 per student

	Feb. 25
	You decide to have drop in hours every evening (because you are paying rent anyway).  You will charge $25 in advance, $30 at the door.
	

	Feb. 26
	Three students show up at the door, another student who booked in advance also attends.  All the student pay the appropriate amount.
	
??

	Feb. 27
	Five students show up at the door and pay the appropriate amount.
	??

	Feb. 28
	You have been using your cell phone 75% for business purposes and you withdraw that correct amount of cash from the business bank account.
	Total bill is $180 incl. HST

	Feb. 28
	You count the supplies you have remaining at the end of the month.
	$190

	Feb. 28
	The charge for your internet connection at your room is withdrawn from the business bank account.
	$50

	Feb. 28
	The bank withdraws the banking fee from the business bank account.
	??



Record all of the transactions in the expanded accounting equation with account names.  Answer the questions that follow.

The chart is on the next page.  


	
	















April
	


Assets
	


Liabilities
	Equity

	
	
	
	
	Owner's
Capital
	Retained Earnings

	
	
	
	
	
	
	Profit
	
	
	

	
	
	
	
	
	
	Revenue
	Expenses
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
Cash
	
Supplies
	
Business Licence
	
Website design
	
Accounts payable
	
Loan Payable
	
Owner's Capital
	
Retained Earnings(Deficit)
	
Tutoring revenue
	
Website expense
	
Telephone expense
	
Supplies expense
	
Internet expense
	
Bank expense
	
Advertising expense
	
Rent expense

	
	1
	2,500
	
	
	
	
	
	2,500
	
	
	
	
	
	
	
	
	

	
	1
	1,500
	
	
	
	
	1,500
	
	
	
	
	
	
	
	
	
	

	No entry
	2
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	3
	
	
	60
	
	60
	
	
	
	
	
	
	
	
	
	
	

	
	5
	
	
	
	
	50
	
	
	
	
	
	
	
	
	
	50
	

	
	8
	-950
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	950

	
	12
	
	
	
	
	13
	
	
	
	
	13
	
	
	
	
	
	

	
	15
	
	339
	
	
	339
	
	
	
	
	
	
	
	
	
	
	

	
	18
	-700
	
	
	700
	
	
	
	
	
	
	
	
	
	
	
	

	
	20
	780
	
	
	
	
	
	
	
	780
	
	
	
	
	
	
	

	
	23
	210
	
	
	
	
	
	
	
	210
	
	
	
	
	
	
	

	No entry
	25
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	26
	115
	
	
	
	
	
	
	
	115
	
	
	
	
	
	
	

	
	27
	150
	
	
	
	
	
	
	
	150
	
	
	
	
	
	
	

	
	28
	-135
	
	
	
	
	
	
	
	
	
	135
	
	
	
	
	

	
	28
	
	-149
	
	
	
	
	
	
	
	
	
	149
	
	
	
	

	
	28
	-50
	
	
	
	
	
	
	
	
	
	
	
	50
	
	
	

	
	28
	-25
	
	
	
	
	
	
	
	
	
	
	
	
	25
	
	

	
	Total:
	3,395
	190
	60
	700
	462
	1,500
	2,500
	0
	1,255
	13
	135
	149
	50
	25
	50
	950


Explanations for some entries provided below!!


Feb. 5: the ad would be totally used up by the end of February so, instead of recording it as a prepaid you can record it as an expense because it WILL be used up by the time you report.
The same is true of Feb. 8 (rent expense) and Feb. 12 (website expense). Although you are paying in advance it will be used or consumed by the end of the month so accountants frequently expense immediately.
NOTE that IF something will NOT be used up by the end of the month (like the insurance purchased for 1 year or supplies where you don't know how much you will have used up over the month) then record as an asset with future economic benefit and expense only at the end of the month what has been used up.

	Tutor4U

	Income Statement

	Month ended February 28, 20XX

	
	
	

	Revenue
	
	

	Tutoring revenue
	
	$1,255

	Operating expenses
	
	

	   Rent 
	$950
	

	   Telephone  
	135
	

	   Supplies 
	149
	

	   Advertising  
	50
	

	   Internet  
	50
	

	   Bank charges
	25
	

	   Website  
	13
	

	Total  operating expenses
	
	1,372

	Profit (loss)  before  income tax
	
	(117)

	Income  tax expense
	
	0

	Profit (Loss)
	
	$(117)





	Tutor4U

	Statement of Retained Earnings

	Month ended February 28, 20XX

	Retained earnings, opening
	$0

	   Plus Profit/Less Loss
	(117)

	   Less Dividends
	0

	Retained earnings/(Deficit)
	$(117)


 (
PQ5-4, continued
)


	Tutor4U

	Balance Sheet

	At February 28, 20XX

	Assets
	
	

	Current Assets
	
	

	   Cash
	$3,395
	

	   Supplies
	190
	

	Total  current assets
	
	$3,585

	Intangibles
	
	

	   Business  Licence
	60
	

	   Website  design
	700
	

	Total  intangible assets
	
	760

	Total assets
	
	$4,345

	Liabilities
	
	

	Current liabilities
	
	

	   Accounts payable
	
	$462

	Long  term liabilities
	
	

	   Loan Payable
	
	1,500

	Total liabilities
	
	1,962

	Equity
	
	

	   Owner's Capital
	$2,500
	

	   Retained   earnings/(Deficit)
	(117)
	

	Total Equity
	
	2,383

	Total  liabilities and equity
	
	$4,345





Analyze the financial statement. Do you believe you should continue with the business? Why or why not?
· Making a decision after only 1 month of business does not make sense.
· Businesses have to develop a brand, a reputation for excellence, in order to develop their client base.
· One month of business is not enough to build the business's reputation.
· Even though you made a loss of $117 you should continue to develop the business. Can you make a decision about the business after only one month?  Why or why not?
· No. Businesses take between 2 and 5 years to develop so a snap decision based on 1 month does not make sense.


What are some of the key success factors that will help you to make this business thrive? Students may have a variety of answers!
· Your ability to teach, being able to explain concepts in a variety of ways so that different students are able to learn the content.
· Your personality will have a lot to do with it too. To be an effective tutor you have to both demand and encourage students - if you can do that it would be a key to your long term success.
· The pass rate of the students you tutor would help your business grow as you would have proof that your teaching is effective.
· If you provide additional resources for students, such as past exams, additional practice questions, etc.
What are some of the main issues that could cause this business to fail? Students may have a variety of answers!
· If you are impatient with students when they ask questions or you give them the idea that they should know what you are teaching quickly and easily.
· Charging more than your competition (unless you can prove that you have higher pass rates!)
· Not being available when students need you (e.g. evening hours)

PQ5-5	
Tablet World Inc. had the following transactions during the month of November, 20XX.
	Date
	Transaction description
	Amount

	Nov. 1
	You have the following opening balances:  Cash, $15,400; Inventory, $1,900; Accounts payable, $280; Owners' capital, $10,000; Retained earnings, $7,020.
	

	Nov. 1
	Purchased a 1 year insurance policy for cash.  
	$1,800 plus 8% sales tax

	Nov. 3
	Purchased 8 tablets for inventory from Western Wholesale, credit terms 2/10, n/30, shipping terms F.O.B. shipping point.  
	
$2,240

	Nov. 4
	The appropriate party paid freight costs.
	$140

	Nov. 5
	Purchased office supplies using a business credit card. 
	$185

	Nov. 7
	Returned 1 tablet purchased from Western Wholesale as it was defective and never worked.  Western Wholesale paid the return freight costs.
	
$240

	Nov. 12
	Paid Western Wholesale for the goods purchased. (HINT:  check if it was within the discount period before paying!  Don't forget to take the returns into account also!)
	

??

	Nov. 18
	Purchased tablet accessories from Computer Wholesale, credit terms 1/15, n/35, shipping terms F.O.B. destination.
	
$1,500

	Nov. 19
	The appropriate party paid freight costs.
	$145

	Nov. 23
	Paid the outstanding balance on the business credit card for the purchase of office supplies.
	
$185

	Nov. 28
	Paid Computer Wholesale for the purchase on Nov. 18.  (HINT:  check discount period!)
	
??

	Nov. 30
	Determined the amount of supplies that were remaining at the end of the month.  (HINT:  so what do YOU have to record?)
	
$65

	Nov. 30
	Recorded the use of insurance coverage for the month.
	??



Required:  Record the transactions into the expanded accounting equation using account names.  

The chart is available on the next page.  

Additional questions follow the chart.





	
	


Assets
	


Liabilities
	
	Equity

	
	
	
	Owner's
Capital
	
	Retained Earnings

	
	
	
	
	
	Profit

	
	
	
	
	
	Revenue
	Expenses

	
	
Cash
	
Inventory
	
Prepaid Insurance
	
Office supplies
	
Accounts payable
	
Owner's Capital
	Retained Earnings
	
Sales Revenue
	
Supplies expense
	
Insurance expense

	Nov. 1
	
	15,400
	1,900
	
	
	2800
	10,000
	7,020
	
	
	

	Nov. 1
	
	-1,944
	
	1,944
	
	
	
	
	
	
	

	Nov. 3
	
	
	2,240
	
	
	2,240
	
	
	
	
	

	Nov. 4
	
	-140
	140
	
	
	
	
	
	
	
	

	Nov. 5
	
	
	
	
	185
	185
	
	
	
	
	

	Nov. 7
	
	
	-240
	
	
	-240
	
	
	
	
	

	Nov. 12
	
	-1,960
	-40
	
	
	-2,000
	
	
	
	
	

	Nov. 18
	
	
	1,500
	
	
	1,500
	
	
	
	
	

	Nov. 19
	No entry
	
	
	
	
	
	
	
	
	
	

	Nov. 23
	
	-185
	
	
	
	-185
	
	
	
	
	

	Nov. 28
	
	-1,485
	-15
	
	
	-1,500
	
	
	
	
	

	Nov. 30
	
	
	
	
	-120
	
	
	
	
	120
	

	Nov. 30
	
	
	
	-162
	
	
	
	
	
	
	162

	Totals:
	
	9,686
	5,485
	1,782
	65
	2800
	10,000
	7,020
	
	120
	162



Nov. 12:  (2,240 - 240) x 98% = 1,960

Nov. 28:  1,500 x 99% = $1,485

Nov. 30: $185 - $65 remaining = $120 used to help generate revenue. Nov. 30:  1,944 ÷ 12 months = $162 insurance coverage used up.
What is the per-unit cost of the tablets you purchased from Western Wholesale and still have on hand ? What do you think would be a good price to sell the tablet for, given the per-unit cost? If you sold them for the price you have determined what would be your gross profit and your gross profit ratio?
2,240 + 140 freight - 240 return - 40 discount = 2,100   2,100 ÷ 7 tablets kept = 300 each
You might want to answer that the markup should be 100%. That would mean you sell them for $600, which would be a gross profit of $300 and your gross margin of 50%.


PQ5-5, continued

Unfortunately that would be totally incorrect and you would be out of business very quickly. The standard markup is between 10 and 15% for laptops/tablets and 25% for desktops. Where computer stores make their profit is on accessories (>50%), extended warranties (>75%) and setup services (> 100%).  You cannot determine your price until you have checked out what your competition charges because, if you don't do something different than your competitors, then the competition is all about price.
Remember that markup is the increase above the cost. A markup of 15% on your tablets would mean you sell them for approximately $300 x 1.15 = $345, so that is what you would advertise. Would your gross profit margin then be 15%? NO!! You are marking up on your COST by 15% but gross profit margin is calculated as gross profit / SELLING PRICE, which is higher.
Gross profit = 345 - 300 = $45 
Gross profit ratio = 45 ÷ 345 = 13%
If you want your gross profit ratio to be 15% you would need a selling price of approximately
$353.  ($353 - 300 = 53 gross profit.  53 ÷ 353 = 15% gross profit ratio)

Why is Tablet World required to make the 2 entries on November 30th? Your answer should reference the definition of the elements asset and expense.

The assets, prepaid insurance and supplies, no longer have the same amount of future benefit for the company because a portion of their value has been used or consumed to help generate revenue. That is why they move from being an asset with future benefit to an expense that has been used, consumed, or incurred to help generate revenue.  Their asset value must be adjusted at the end of every period to recognize their use or consumption.

If Tablet World did not make the entries on November 30th, what qualitative characteristic would it violate? Explain why you think that qualitative characteristic applies. (HINT: refer to the definition of the characteristic to support your position.)
The qualitative characteristic FAITHFUL would be violated because the financial statements would not be free of error. The value of the company’s assets would be overstated (too high) because the assets no longer have a future benefit equal to the value on the balance sheet. In addition, the expenses are understated (too low) because their use or consumption has not been recognized.
Remember – Expenses are assets which have expired.


PQ5-6

Read the following scenario and choose the qualitative characteristic that you think is either VIOLATED (not followed) or FOLLOWED.  Be sure to explain WHY you think that is true.  
The owner of a business includes the name of every employee in the financial statement report. The report is 93 pages long.

	
Relevant
	
Applicable or pertinent to your decision-making, helps you predict the future and/or confirm
decisions you made in the past.



OR

	
Understandable
	
Group and present information so it is clear and concise.





You could answer either relevant (violated because this information is not applicable to anyone's decision-making and does not help them predict or confirm information) or understandable (violated as having a 93 page document to read through is not concise or clear). You may also indicate that this would be against privacy laws but that is not in violation of a qualitative characteristic but a law within society.
PQ5-7
Orange Inc. has the following transactions during the month of June, 2017, the first month of their 3 year of operations.
NOTE:  June is Orange Ltd.'s first month of the current year; therefore, its balance sheet accounts have balances but all the income statement and dividend accounts are ZERO (because the company is starting a new year).  You have been given the business's opening balances so you can prepare the financial statements and answer the additional questions which follow the chart.
	Date
			Transaction description
	Amount

	June 1
	The following opening balances are provided:  Cash, $18,452, Inventory, $17,240, Supplies, $120, Website design, $970, Business Licence, $60, Accounts Payable (credit card ONLY), $270, Bank Loan, $7,500, Owners' Capital, $25,000, Retained earnings, opening, $4,072.
	Provided in description.

	June 1
	Paid cash for a 1 year insurance policy (including 8% sales tax).
	$2,040

	June 2
	Pay your rent for the next 6 months in advance, using cash.  
	$7,200

	June 6
	Sold inventory to DiVito Inc.  Credit terms were 2/15, n/45, shipping terms were F.O.B. shipping point.
	$2,800

	June 6
	The cost of the inventory sold to DiVito Inc.
	$1,120

	June 7
	The appropriate party paid freight costs to CheapShipping Inc.
	$180

	June 9
	DiVito Inc. returns $1,000 of the inventory sold to them because it was the wrong model, an error made by you, the supplier. The returned inventory was shipped F.O.B. shipping point (because you made the error, not DiVito!) (HINT:  2 entries are required!)
	Cost of inventory:  ??

	June 10
	The appropriate party pays the shipping costs for the return of inventory on June 9.
	$70

	June 12
	Sold inventory to ABBA Inc. on account, credit terms 1/10, n/30, shipping terms F.O.B. destination.
	
$3,500

	June 12
	The cost of the inventory sold to ABBA Inc.
	$1,750

	June 13
	The appropriate party paid freight costs to CheapShipping Inc.
	$50

	June 15
	Purchased office supplies (plus HST, which is not included yet) using a business credit card.
	$200

	June 18
	DiVito Inc. pays its outstanding accounts receivable balance.
	??

	June 19
	ABBA Inc. returns inventory due to damages which occurred during shipping, shipping it F.O.B. shipping point.  The inventory is not saleable due to its damaged condition.
	$1,500

	June 19
	The cost of the inventory returned from ABBA Inc. (HINT:  think about the fact that the inventory is not saleable!!)
	$750

	June 20
	The appropriate party pays for the return shipping costs from CheapShipping Inc. on June 19.
	$75

	June 21
	ABBA Inc. pays its outstanding accounts receivable balance. 
	??

	June 28
	Paid for the utilities (heat, hydro, water) for the month of June.
	$290

	June 29
	Paid the business credit card for all amounts outstanding.
	??

	June 30
	Received the cell phone bill for the use of the cell phone in June.  Orange Ltd. will pay the telephone bill on July 12.  
	
$190

	June 30
	Record the rent used for the space for the month on June.
	??

	June 30
	Determined the amount of supplies that were remaining at the end of the month.  (HINT:  so what do YOU have to record?)
	
$180

	June 30
	Used up 1 month of insurance.
	??



Required:  Record the transactions into the expanded accounting equation using account names.  

The chart is available on the next page.  Note that you will have to provide account names, similar to what you can expect in the exam.  




Explanation of some of the entries in the chart on the next page.

	June 9: you use the rate on June 6 to calculate the cost of inventory
	
	

	
	1,120/ 2,800 * 1,000 = $400
	
	
	
	
	

	June 10: you pay for the shipping but this is an error, not an increase
	
	

	
	in the value of the inventory. Charge to expense.
	
	
	

	June 18: DiVito bought on June 6, paid on June 18.  Their terms are 2/15 so they
	

	
	have a right to take the discount until (6 + 15) = 21st.
	
	

	
	They pay on the 18th so have a right to take the discount.
	
	

	
	Amount: 2,800 - 1,000 return = $1,800.
	
	
	
	

	
	Amount received: 1,800 * 98% = 1,764
	
	
	
	

	
	Discount taken = 1,800 - 1,764 = $36
	
	
	
	

	June 19: there is no reversal of the cost of goods sold or inventory entry.
	

	
	This is because it is not saleable so there is no future economic benefit.
	

	
	It can't be returned to inventory in that case so has to remain as an expense.

	June 20:
	The original order on June 12 was FOB destination so the inventory was
	

	
	our problem. Therefore, when the buyer returns it to us it is also our
	

	
	problem and our cost for returning the inventory.
	
	
	

	
	Since this was a business issue the charge is to an expense account.
	

	June 21:
	ABBA bought on June 12, paid on June 21. There terms are 1/10 so they
	

	
	have a right to take the discount until (12 + 10) = 22nd.
	
	

	
	They pay on the 21st so they have a right to take the discount.
	
	

	
	Amount: 3,500 - 1,500 = $2,000
	
	
	
	
	

	
	Amount received: 2,000 * 99% = 1,980
	
	
	
	

	
	Discount taken = 2,000 - 1,980 = $20
	
	
	
	





PQ5-7, continued.

	
	


Assets
	



Liabilities
	
	Equity

	
	
	
	
	Owner's
Capital
	
	Retained earnings

	
	
	
	
	
	
	Profit

	
	
	
	
	
	
	Revenue
	Expenses

	
	
	
	
	
	
	
	

	
	
Cash
	
Accounts Receivable
	
Inventory
	
Supplies
	
Prepaid Insurance
	
Prepaid Rent
	
Website design
	
Business License
	
Accounts payable
	
Bank Loan
	
Owner's Capital
	
Retained earnings
	
Sales Revenue
	
Sales returns and allowances
	
Sales discounts
	
Cost of goods sold
	
Supplies expense
	
Rent Expense
	
Freight Expense
	
Utilities expense
	
Insurance expense
	
Telephone expense

	Opening
Balances
	
	18,452
	
	17,240
	120
	
	
	970
	60
	270
	7,500
	25,000
	4,072
	
	
	
	
	
	
	
	
	
	

	Jun-01
	
	-2,040
	
	
	
	2,040
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-02
	
	-7,200
	
	
	
	
	7,200
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-06
	
	
	2,800
	
	
	
	
	
	
	
	
	
	
	2,800
	
	
	
	
	
	
	
	
	

	Jun-06
	
	
	
	-1,120
	
	
	
	
	
	
	
	
	
	
	
	
	1,120
	
	
	
	
	
	

	Jun-07
	N/A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-09
	
	
	-1,000
	
	
	
	
	
	
	
	
	
	
	
	-1,000
	
	
	
	
	
	
	
	

	Jun-09
	
	
	
	400
	
	
	
	
	
	
	
	
	
	
	
	
	-400
	
	
	
	
	
	

	Jun-10
	
	-70
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	70
	
	
	

	Jun-12
	
	
	3,500
	
	
	
	
	
	
	
	
	
	
	3,500
	
	
	
	
	
	
	
	
	

	Jun-12
	
	
	
	-1,750
	
	
	
	
	
	
	
	
	
	
	
	
	1,750
	
	
	
	
	
	

	Jun-13
	
	-50
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	50
	
	
	

	Jun-15
	
	
	
	
	226
	
	
	
	
	226
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-18
	
	1,764
	-1,800
	
	
	
	
	
	
	
	
	
	
	
	
	-36
	
	
	
	
	
	
	

	Jun-19
	
	
	-1,500
	
	
	
	
	
	
	
	
	
	
	
	-1,500
	
	
	
	
	
	
	
	

	Jun-19
	N/A
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-20
	
	-75
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	75
	
	
	

	Jun-21
	
	1,980
	-2,000
	
	
	
	
	
	
	
	
	
	
	
	
	-20
	
	
	
	
	
	
	

	Jun-28
	
	-290
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	290
	
	

	Jun-29
	
	-496
	
	
	
	
	
	
	
	-496
	
	
	
	
	
	
	
	
	
	
	
	
	

	Jun-30
	
	
	
	
	
	
	
	
	
	190
	
	
	
	
	
	
	
	
	
	
	
	
	190

	Jun-30
	
	
	
	
	
	
	-1,200
	
	
	
	
	
	
	
	
	
	
	
	1,200
	
	
	
	

	Jun-30
	
	
	
	
	-166
	
	
	
	
	
	
	
	
	
	
	
	
	166
	
	
	
	
	

	Jun-30
	
	
	
	
	
	-170
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	170
	

	Totals:
	
	11,975
	0
	14,770
	180
	1,870
	6,000
	970
	60
	190
	7,500
	25,000
	4,072
	6,300
	-2,500
	-56
	2,470
	166
	1,200
	195
	290
	170
	190





	Orange Inc.

	Income Statement

	Month ended June  30, 20XX

	
	

	Sales
	$6,300

	   Less: Sales returns and  allowances
	(2,500)

	   Less: Sales discounts
	(56)

	Net sales
	3,744

	Cost of  goods sold
	2,470

	Gross profit
	1,274

	Operating expenses
	

	   Rent 
	1,200

	   Utilities 
	290

	   Freight 
	195

	   Supplies 
	166

	   Telephone  
	190

	   Insurance 
	170

	Total  operating expenses
	2,211

	Profit (loss)  before  income tax
	(937)

	Income  tax expense
	0

	Profit (Loss)
	$(937)





	Orange Inc.

	Statement of Retained Earnings

	Month ended June 30, 20XX

	Retained earnings, opening
	$4,072

	Plus Profit/Less Loss
	(937)

	Less Dividends
	0

	Retained earnings/(Deficit)
	$3,135


 (
PQ5-7, continued
)


	Orange Inc.

	Balance Sheet

	At June 30, 20XX

	Assets
	
	

	Current Assets
	
	

	   Cash
	$11,975
	

	   Inventory
	14,770
	

	   Supplies
	180
	

	   Prepaid insurance
	1,870
	

	   Prepaid rent
	6,000
	

	Total  current assets
	
	$34,795

	Intangibles
	
	

	   Website  design
	970
	

	   Business licence
	60
	

	Total  intangible assets
	
	1,030

	Total assets
	
	$35,825

	
	
	

	Liabilities
	
	

	Current liabilities
	
	

	   Accounts payable
	
	$190

	Long  term liabilities
	
	

	   Bank Loan
	
	7,500

	Total liabilities
	
	7,690

	Equity
	
	

	   Owner's Capital
	$25,000
	

	   Retained  earnings/(Deficit)
	3,135
	

	Total Equity
	
	28,135

	Total  liabiities and equity
	
	$35,825





What is your gross profit and your gross profit ratio? Would you consider your gross profit ratio "good"?  Why or why not?  Be sure to explain!
· Gross profit is $1,274, which comes from the income statement.
· The gross profit ratio is calculated by dividing gross profit by the NET SALES (do not use Sales!)
· It is 1,274 ÷ 3,744 = 34%
· It is not possible to determine if the gross profit ratio is "good" or not without having prior year's financial statements (so you can see the trend) and also industry averages (so you can compare to your competition).
· In addition, the gross profit should be high enough to cover all the operating expenses. In this case it is not as you end up with a loss of $937.



Considering your answer to the above question, what steps would you take in order to improve the business's profitability? Review the statements and your transactions and consider only realistic alternatives.

· It would be difficult to reduce any of your expenses.
· Your cost of goods sold is determined by your suppliers. You can look for less expensive suppliers but, as competition in most industries is very high, it is unlikely that you are buying from the expensive supplier.
· Still, you should check out other suppliers and see if you can save on the cost of the goods you sell.
· There are no other expenses that it would be possible to decrease (rent - you need the space and your telephone, you need to be reachable by your suppliers and your customers, etc.)
· You can save on shipping charges if you buy FOB destination and sell FOB shipping point. However, your shipping costs are not that high and this change would not make you profitable.
· It should be noted that it is June and your business may be seasonal. Therefore, it  is possible that your sales are in other months of the year and June is naturally a slow month with resulting losses.

Review the balance sheet. Considering that you are the owner of this business, what would concern you and why?

· Of concern is that your inventory seems to be high considering the sales you made this month.
· This may be because you need inventory on your shelves or your customers may go elsewhere.
· Even if this is your slow month you have to have inventory on the shelves in order to retain your customers.
· Everything else seems good, such as your liquidity (your cash of $11,975 is enough to pay your bank loan of $7,500 and your accounts payable of $190).


PQ5-8

Name any three of the assumptions from memory and define each of them.
Students could choose any three of the assumptions. Note that the definition may use different words but the meaning must be similar and clear.

	
Assumption
	
Description:

	
Separate Entity
	
Only the activities of the business are included in the business’s financial information.

	
Unit-of- Measure
	
All transactions must be reported using the monetary unit of the country the business’s head office is located in, even if business has offices in many countries.

	
Going Concern
	
Businesses will continue their operations long into the future.

	
Historical Cost
	
All purchases will be recorded at the amount that was paid for them.

	
Time Period (Periodicity)
	
Information is broken into artificial time periods such as a month, quarter, or year, so that stakeholders can analyze and compare information to make decisions.

	
Full Disclosure
	
If something will affect the decisions of the external stakeholders it must be reported.





PQ5-9

At the beginning of the year the business had liabilities of $425,000 and equity of $349,000.  By the end of the year the business had liabilities of $253,000.  During the year the owners contributed an additional $18,000 to the business, had revenues of $872,000 and expenses of $812,500.  Dividends of $14,000 were paid during the year.
Calculate the following (NOTE:  you do not have to solve them in the order provided!):
	Assets, beginning of the year
	$

	Assets, end of the year
	$

	Equity, end of the year
	$

	Profit during the year
	$



	
	Assets
	Liabilities
	Equity

	Beginning
	774,000
	425,000
	349,000

	
	
	
	

	During
	
	
	

	Owner  contributions
	
	
	18,000

	Revenues
	
	
	872,000

	Expenses
	
	
	(812,500)

	Dividends
	
	
	(14,000)

	Change  during the year
	
	
	63,500

	
	
	
	

	Ending
	665,500
	253,000
	412,500

	
	
	
	

	Profit  = revenue  - expenses
	59,500
	



Is it possible to calculate ending owners' capital from the information provided?

· In order to calculate ending owners' capital you must have the same information for the opening owners' capital.
· In this question you are provided with equity but not the breakdown of equity between the owners' capital and retained earnings. It is therefore not possible to calculate ending owners' equity.

Liabilities DECREASED during the year. What must have been true for that to happen?

· The business must have either paid down a loan or their current liabilities.
· They may also have provided the services to reduce unearned revenue.



PQ5-10
Rockport Inc. and Sandbank Inc. have the following transactions with each other during the month of March, 2017.
	Date
	Transaction description
	Amount

	March 2
	Rockport Inc. purchased inventory from Sandbank Inc., credit terms 1/15, n/30, F.O.B. shipping point.
	$1,400

	March 2
	The cost of the inventory sold to Rockport Inc.
	$560

	March 3
	The appropriate party paid freight costs to ShipCheep Inc.
	$75

	March 9
	Rockport Inc. sold inventory on account to Westcoast Inc.
	$2,000

	March 9
	The cost of the inventory sold to Westcoast Inc.
	$800

	March 10
	Rockport Inc. returned a portion of the inventory purchased from Sandbank Inc. on March 2 because Sandbank had sent them the wrong item.  Rockport shipped it F.O.B. shipping point.
	$200

	March 10
	The cost of the returned inventory for Sandbank Inc.
	$80

	March 11
	The appropriate party paid the return shipping costs.
	$15

	March 16
	Rockport Inc. paid Sandbank Inc. for the goods purchased on March 2.
	??



Required 1:  Record the transactions for Rockport Inc. into the expanded accounting equation using account names.  The chart is available on the next page.  
Required 2:  Record the transactions for Sandbank Inc. into the expanded accounting equation using account names.  The chart is available on the next page.  
HINT:  it is important that you read the transactions, above, and ask yourself....if I am representing Rockport Inc. what would I record?  If the answer is nothing then input NO ENTRY.
Then, for Required 2, ask yourself....if I am NOW representing Sandbank Inc. would I record the entry this time?   If the answer is NO then input NO ENTRY.


Rockport Inc.

	
	


Assets
	



Liabilities
	Equity

	
	
	
	Owner's
Capital
	
	Retailed Earnings

	
	
	
	
	
	Profit
	Dividend
s

	
	
	
	
	
	Revenue
	Expenses
	

	
	
	
	
	
	
	
	

	
	
Cash
	
Accounts Receivable
	
Inventory
	
Accounts payable
	
Owner's Capital
	
Retained earnings
	
Sales Revenue
	
Sales returns and allowances
	
Sales discounts
	
Cost of goods sold
	
Freight Expense
	

	Mar-02
	
	
	1,400
	1,400
	
	
	
	
	
	
	
	

	Mar-02
	No entry

	Mar-03
	-75
	
	75
	
	
	
	
	
	
	
	
	

	Mar-09
	
	2,000
	
	
	
	
	2,000
	
	
	
	
	

	Mar-09
	
	
	-800
	
	
	
	
	
	
	800
	
	

	Mar-10
	
	
	-200
	-200
	
	
	
	
	
	
	
	

	Mar-10
	No entry

	Mar-11
	No entry

	Mar-16
	-1,188
	
	-12
	-1,200
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	



Sandbank Inc.

	
	


Assets
	



Liabilities
	Equity

	
	
	
	Owner's
Capital
	
	Retailed Earnings

	
	
	
	
	
	Profit
	Dividend
s

	
	
	
	
	
	Revenue
	Expenses
	

	
	
	
	
	
	
	
	

	
	
Cash
	
Accounts Receivable
	
Inventory
	
Accounts payable
	
Owner's Capital
	
Retained earnings
	
Sales Revenue
	
Sales returns and allowances
	
Sales discounts
	
Cost of goods sold
	
Freight Expense
	

	Mar-02
	
	1,400
	
	
	
	
	1,400
	
	
	
	
	

	Mar-02
	
	
	-560
	
	
	
	
	
	
	560
	
	

	Mar-03
	No entry

	Mar-09
	No entry

	Mar-09
	No entry

	Mar-10
	
	-200
	
	
	
	
	
	-200
	
	
	
	

	Mar-10
	
	
	-80
	
	
	
	
	
	
	-80
	
	

	Mar-11
	-15
	
	
	
	
	
	
	
	
	
	15
	

	Mar-16
	1,188
	-1,200
	
	
	
	
	
	
	-12
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	



NOTE: totals are not provided because you do not have opening balances so the totals would be meaningless.


PQ5-11
When you graduate from Ryerson University you decide to open your own jersey business.  You will buy the jerseys from China and sell them to local sports teams in your area after having them printed with the team name and logo.   Your business name is Ts4U Inc. and the following are the transactions you had during June, 2017.
	Date
	Transaction description
	Amount

	June 1
	You contribute all of your savings to the business.
	$10,000

	June 9
	You receive 120 jerseys, credit terms 2/10, n/30, shipping terms F.O.B. shipping point, from your supplier in China.  NOTE:  Provided is the cost per jersey with taxes and duties included.
	
$10 each

	June 10
	The appropriate party pays freight charges.
	$253

	June 12
	You return 5 jerseys as the colour is all wrong and you never order that colour.  Return shipping terms F.O.B. shipping point.
	
??

	June 13
	The appropriate party pays the return freight costs.
	$25

	June 15
	The Ajax Soccer League orders 20 jerseys with their name and logo on the back and front of each jersey.  They will be delivered June 18.
	
$40 each

	June 16
	You pay cash to PrintTees Inc., a company that specializes in jersey printing, to print Ajax’s name and logo on the jerseys.
	
$6 each

	June 17
	You pay your supplier for the jerseys purchased on June 9.
	??

	June 18
	You hand deliver the jerseys to Ajax Soccer League and provide them with credit terms 1/10, n/30.  (HINT: What is the cost of the jerseys?  Can you calculate it?  Take into account ALL costs and discounts!)
	

$40 each

	June 20
	The Ajax Soccer League president asks you to drop by because the printing on 2 of the jerseys is off centre and unacceptable.  You immediately go and pick up the jerseys and promise to replace them within the week.
	

??

	June 21
	You return to PrintTees and demand that they refund the printing costs as well as pay you the cost of the jerseys which are now useless.  They refuse, pointing out that their policy is that sales are subject to customer approval at pick up.  After that all sales are final.  Since you did not check the jerseys at the time you picked them up no refund is available.
	

??

	June 21
	You check out other businesses who specialize in jersey printing but they tell you that they will not be able to match the colours for the 2 jerseys you need reprinted.  They can do future print jobs but are unable to help you this time.
	


??

	June 22
	You return to PrintTees and have them print 2 more jerseys for the Ajax Soccer League, checking the jerseys over carefully and paying cash.
	
$6 each

	June 22
	You deliver the 2 jerseys to the president of the Ajax Soccer League.
	??

	June 24
	The Ajax Soccer League pays for the jerseys they received.
	??



(Seems complicated, doesn't it?  But that is what happens in business.)  Record the transactions for Ts4U Inc. into the expanded accounting equation using account names.  

	
	


Assets
	



Liabilities
	Equity

	
	
	
	Owner's
Capital
	
	Retained earnings

	
	
	
	
	
	Profit
	Dividend
s

	
	
	
	
	
	Revenue
	Expenses
	

	
	
	
	
	
	
	
	

	
	
Cash
	
Accounts Receivable
	
Inventory
	
Accounts payable
	
Owner's Capital
	
Retained earnings
	
Sales Revenue
	
Sales returns and allowances
	
Sales discounts
	
Cost of goods sold
	

	Jun-01
	10000
	
	
	
	10000
	
	
	
	
	
	

	Jun-09
	
	
	1200
	1200
	
	
	
	
	
	
	

	Jun-10
	-253
	
	253
	
	
	
	
	
	
	
	

	Jun-12
	
	
	-50
	-50
	
	
	
	
	
	
	

	Jun-13
	No entry

	Jun-15
	No entry

	Jun-16
	-120
	
	120
	
	
	
	
	
	
	
	

	Jun-17
	-1127
	
	-23
	-1150
	
	
	
	
	
	
	

	Jun-18
	
	800
	-360
	
	
	
	800
	
	
	360
	

	Jun-20
	No entry

	Jun-21
	No entry

	Jun-21
	No entry

	Jun-22
	-12
	
	-24
	
	
	
	
	
	
	36
	

	Jun-22
	No entry

	Jun-24
	792
	-800
	
	
	
	
	
	
	-8
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Totals:
	9280
	0
	1116
	0
	10000
	0
	800
	0
	-8
	396
	0



June 16 - the cost of printing the jerseys would be added into inventory because that is part of the cost of the jerseys for the league and it has future benefit for the business (when it is sold). It also cannot be an expense because you have not earned revenue yet so you can't record an expense.  It has to be at the same time that you generate revenue.

June 18 - the total cost of the jerseys would be calculated as follows:

$1,200 + 253 shipping - 50 return - 23 early payment discount = $1,380 for 115 jerseys. Cost per jersey = 1,380 ÷ 115 = $12 each
Cost per jersey for the league:  $12 + $6 each for printing = $18


June 20 and 21: there is no entry when the jersey is returned because you have to replace the jerseys AND the incorrectly printed ones cannot be sold in the future so they don't have any future benefit for the business.  Therefore, you don't record a return.

June 22 - the cost to reprint is part of the cost of goods sold to the league. These are additional charges, above what you would have originally had to incur if the printing was correct. Total additional cost: $12 x 2 for the additional jerseys you had printed and $6 x 2 for the printing charges.
What was your gross profit on the sale to Ajax Soccer League? What was your gross profit ratio? What would the gross profit and the gross profit ratio have been had the error in the printing not happened?

	
	With
misprinting
	Without
misprinting

	Sales
	800
	800

	Sales discounts
	(8)
	(8)

	Net sales
	792
	792

	Cost of goods sold
	396
	360

	Gross profit
	396
	432

	Gross profit margin
	50%
	54.5%



What did this experience cost you? What did you learn from this experience with regard to how you will run your business in the future? Who is at fault with regard to this loss?
· You lost 4.5% gross margin. That may seem like a small amount but, over time, this could add up to a lot.
· You learned to read all the policies in the future when you deal with suppliers.
· The fault is mainly yours.
· You should have read the policy for the printing business before you had the jerseys printed there.
· You should have found out from them what would happen if they made a mistake with the printing. Would they pay you for the cost of the jerseys if there was an error made by them?
· You also should have checked the jerseys before taking them. Again, if you had read the policy you would have known that you had to do that to protect  yourself.
· Much of this was caused by you not being aware of the printing business's policy.
· Although it might be nice to say that the fault was the printing business's that is actually not true. Its error was the misprinting. Everything else, however, was within your control if you had read the policy, asked questions, and then checked the jerseys before you accepted them from the printing business.


PQ5-12

Below are the accounts for Joonan Ltd. for the year ended September 30, 2017. Joonan is a merchandising business that has been in business for over 5 years.

	Account name:
	Amount:
	Element
	Financial Statement

	Land
	126,865
	
	

	Income tax expense
	25,177
	
	

	Cost of goods sold
	1,115,028
	
	

	Supplies expense
	6,289
	
	

	Accounts receivable
	28,586
	
	

	Repairs and maintenance expense
	12,280
	
	

	Prepaid insurance
	5,866
	
	

	Supplies
	6,162
	
	

	Sales returns and allowances
	28,824
	
	

	Salaries payable
	5,703
	
	

	Cash
	22,735
	
	

	Bank loan payable, due in 2020
	139,581
	
	

	Interest revenue
	3,920
	
	

	Owners' capital
	64,937
	
	

	Sales discounts
	7,520
	
	

	Inventory
	149,969
	
	

	Service revenue
	1,496,792
	
	

	Accounts payable
	93,333
	
	

	Interest expense
	14,354
	
	

	Salaries expense
	138,131
	
	

	Advertising expense
	26,312
	
	

	Retained earnings, opening
	194,503
	
	

	Dividends
	8,142
	
	

	Utilities expense
	17,797
	
	

	Equipment
	81,296
	
	

	Buildings
	167,836
	
	

	Insurance expense
	9,600
	
	


Create a multiple step income statement, a statement of retained earnings and a balance sheet, all in good form.  Answer the questions which follow the statement.



	Joonan Ltd.

	 Income  Statement (multiple-step)

	Year ended  September 30,2017

	
	
	

	Sales  revenue
	$1,496,792
	

	   Sales returns and  allowances
	28,824
	

	   Sales discounts
	7,520
	

	Net sales
	
	$1,460,448

	Cost of  goods sold
	
	1,115,028

	Gross profit
	
	345,420

	Operating expenses
	
	

	   Salaries  
	138,131
	

	   Advertising 
	26,312
	

	   Utilities 
	17,797
	

	   Repairs and  maintenance 
	12,280
	

	   Insurance 
	9,600
	

	   Supplies 
	6,289
	

	Total  operating expenses
	
	210,409

	Profit  (income)  from operations
	
	135,011

	Other  revenue  and expenses
	
	

	   Interest  revenue
	3,920
	

	   Interest  expense
	14,354
	

	Total  other revenue  and expenses
	-10,434

	Net income before  income tax
	
	124,577

	   Income  tax 
	
	25,177

	Net income
	
	$99,400





	Joonan Ltd.

	Statement of Retained Earnings

	Year ended September 30,2017

	Retained earnings, Opening
	$194,503

	Profit (net income)
	99,400

	Dividends
	-8,142

	Retained earnings, closing
	$285,761





	
	
	

	Assets
	
	

	Current Assets
	
	

	   Cash
	$22,735
	

	   Accounts receivable
	28,586
	

	   Inventory
	149,969
	

	   Prepaid insurance
	5,866
	

	   Supplies
	6,162
	

	Total  current assets
	
	$213,318

	
	
	

	Property,  plant,  and equipment
	
	

	   Land
	  126,865
	

	   Buildings
	167,836
	

	   Equipment
	81,296
	

	Total  property, plant, and equipment
	
	375,997

	
	
	

	Total assets
	
	$589,315

	
	
	

	Liabilities
	
	

	Current liabilities
	
	

	   Accounts payable
	$93,333
	

	   Salaries payable
	5,703
	

	Total  current liabilities
	
	$99,036

	Long  term liabilities
	
	

	   Bank loan payable,  due 2020
	
	139,581

	Total liabilities
	
	238,617

	
	
	

	Owners’ Equity 
	
	

	   Owners' Capital
	64,937
	

	   Retained Earnings
	285,761
	

	Total  equity  
	
	350,698

	
	
	

	Total  liabilities and equity
	
	$589,315




What is the difference between the single step and the multiple step income statement?

· The single step income statement groups all revenues together and all expenses, except for income tax expense, together.
· The multiple step income statement provides more details by grouping similar items together.
· Below is an example of the same business and a single step income statement.
· Note that the calculation of net sales remains the same!!

	Joonan Ltd.

	Income  Statement  (single step)

	Year ended  September 30,2017

	
	
	

	Revenue
	
	

	Sales  revenue
	$1,496,792
	

	   Sales returns and  allowances
	-28,824
	

	   Sales discounts
	-7,520
	

	Net sales
	
	$1,460,448

	Interest  revenue
	
	3,920

	Total revenue
	
	1,464,368

	Expenses
	
	

	   Cost of  goods sold
	1,115,028
	

	   Salaries  
	138,131
	

	   Advertising  
	26,312
	

	   Utilities 
	17,797
	

	   Interest  
	14,354
	

	   Repairs and  maintenance 
	12,280
	

	   Insurance 
	9,600
	

	   Supplies 
	6,289
	

	Total expenses
	
	1,339,791

	Income before  income tax
	
	124,577

	   Income  tax 
	
	25,177

	Net income
	
	$99,400


Was the business profitable? What was its gross profit in dollars? What was its gross profit ratio? What was their profit? What was its overall (i.e. net) profit ratio? Would you consider these good or bad?  Explain why!
· Yes, the business has profit of $99,400.
· Its gross profit was $345,420.
· Its gross profit ratio was 23.6%.

· Its overall (or net) profit ratio was 6.8%.
· It is difficult to determine if this is good or bad as we have no prior years’ information on this company to check how it did over the past few years.
· We also do not have industry information to compare this company to.
· However, gross profit has to cover all operating expenses and, in this case, the gross profit does this (we know this because we have profit. If gross profit did not cover all of the operating expenses there would be a net loss.)


What was the maximum amount that the business could have paid in dividends?

· The maximum dividend would have been the prior year's retained earnings plus this year's profit, a total of $293,903 (194,503 + 99,400)
· However, dividends can only be paid if there is enough cash. The cash position on the balance sheet is only $22,735 so the maximum dividend would have been $30,877 (actual dividends paid of $8,142 plus present cash position of $22,735).
Review the balance sheet. Could the business pay all of its current liabilities if it had to immediately? What is the breakdown of its current assets? Is there anything that may concern you about the current assets? Is there anything about the current liabilities that might concern you?  Why might these things concern you?
· No. The current liabilities are $93,333 of accounts payable plus $5,703 of salaries payable.
· The current assets which are liquid (cash and accounts receivable) are only $22,735 +
$28,586 = $51,321, not enough to cover the current liabilities if they needed to be paid immediately.
· The majority of the current assets are inventory and although that can be sold, it is not likely to bring in cash quickly.
· If the inventory had to be liquidated it is likely that the company would not be able to sell it for the value noted on the balance sheet.
· One concern may be the amount of inventory being held. However, it is difficult to determine if the inventory is too high without comparing it to prior years. This information is not available to us.
· For current liabilities, the accounts payable appear to be very high at $93,333. However, again it is difficult to determine if this is unusual for this business as there are no comparative statements.
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assumption says that business activities must be kept separate from the owners so, even though you

. Lo . . 5
you record this transaction in the double entry accounting system of the business? Remember, own the company, the business activities are recorded in the name of the business, not your own.

the separate entity assumption says that business activities must be kept separate from the

owners so, even though you own the company, the business activities are recorded in the name The best way to analyze any business activity is to have a set of questions that you ALWAYS ask when

of the business, not your own.

analyzing any activity.

Critical Questions Enhancing Questions
What did the business get? What did the business earn? (Revenue)
What did the business give away? What did the business use, consume, or incur? (Expense)
What does the business owe? (Liabilities or Owner's Capital)

The best way to analyze any business activity is to have a set of questions that you ALWAYS ask

when analyzing any activity.

Again, keep in mind that you stand in the shoes of THE BUSINESS when you are asking yourself these

Again, keep in mind that you stand in the shoes of THE BUSINESS when you are asking yourself . X X o, i ,
questions because you are recording these events in the business's accounting system, not the owner’s.

these questions because you are recording these events in the business's accounting system,
not the owners. That point of view, the business's point of view, is very important.

That point of view, the business's point of view, is very important.

Ask yourself the critical questions first. If there is still confusion about how the activity impacts-affects

Ask yourself the critical questions first. If there is still confusion about how the activity affects the financial reporting elements then use the enhancing questions to clarify your understanding.

the financial reporting elements then use the enhancing questions to clarify your

understanding. Let's go back to Walk UR Dog and start the process. Remember that you started the business by

contributing $100 of your own money to the business. How would you record this activity in the double

Let's go back to Walk UR Dog and start the process. Remember that you started the business entry accounting system of the business? You start by analyzing the activity using the critical questions.

by contributing $100 of your own money to the business. How would you record this activity in

What did Walk UR Dog get? Walk UR Dog got cash of $100. What financial reporting element is
affected by cash? Walk UR Dog now owns the cash, the cash has future benefit for them since Walk UR
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Cash 1,713.60

Accounts Receivable 55.00

Prepaid Expense 19.20

Prepaid Insurance 410.40

Business License 60.00

Website Design 300.00

Total Assets $2,558.20

Accounts Payable 122.81

Unearned Revenue 399.00

Loan Payable 1,500.00

Total Liabilities $2,021.81

Owner's Capital 500.00 $500.00

Service Revenue 100.00 $100.00

Website Expenses 9.03

Advertising Expenses 19.78

Gas & Oil Expenses 14.80

Rent Expenses 20.00

Total Expenses $63.61

Assets:

Liabilities:

Equity:

Revenue:

Expenses:
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There are four financial statements and three of them are developed using our understanding
of the elements! Let's go back to the flow chart so we can see this.

Owner's Retained
Owner's Retained Capital Earnings

Capital Earnings

Statement

Profit of Retained
Earnings

Revenue = =  Expenses Income M - M

Statement

You can now see the interconnection between the five financial reporting elements. We can
also show the interconnection by using a mathematical equation:

R = R 2 _

B =2 )





image31.png
Mailings  Review  View  Developer  Acrobat

Home | Inset  Pagelajout References

-z -f[A W

B 7 U -abex X Ao A

# Find -
|AaBchDIAaBbCCD AaBbC AaBbce AQDB 4aBice. AcBbceD ABbCeD AaBbCcD AaBbCeD AaBBCcD AaBbCeD AsBECCD AABBCCD AABBCCD % &, Replace
jormal | TNo Spaci... Headin eadin itle ubtitle  Subtle Em... Emphasis Intense ron, uote Intense Ubtle Ref... Intense ookTitle - Change
Thomal | TNoSpaci.. Headingl Heading2 Tt Subie | SubtleEm.. Emphasis | IntenseE.. | Stong  Quote | iense Q.. SubllRel. IntenseR.. | BookTile o Change | B
5 5 Styles 5| Editing

&t
3 copy

< Format panter
Gigbosra Font

Paste

R R R S R B 2 B A A A AN TSI RS S BCHS R RS R NS AR CHERY. 1 A h S|

Putting it all together!

Let's put all the equations and their interconnections together, starting with our understanding
of profit and ending with the basic accounting equation.

—

We can also flip this around, starting from the basic accounting equation and ending with

profit.

0] T

Let's put all the equations and their interconnections together, starting with our understanding of profit
and ending with the basic accounting equation.

==

We can also flip this around, starting from the basic accounting equation and ending with profit.
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Assets Liabilities Equity Debt Equity

Business A 225,689 97,854 127,835 43% 57%

Business B 777,010 348,560 428,450 45% 55%

Business C 59,670 42,780 16,890 72% 28%
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Quality:  Description:  

Faithful  Truthful, meaning it is complete, free of error, and  neutral (unbiased).  

Relevant  Applicable or pertinent to your decision making,  helps you predict the future and/or confirm  decisions you made in the past.  

Comparable  Can compare the same  business from year to year  OR between two different businesses in the same  industry.  

Verifiable  Anyone looking at the information would determine  similar amounts.  

Timely  Information is provided quickly (as old information  is less useful).  

Understandable  Group and present information so it is clear and  concise.  
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Lou Lemon
Income Statement (Partial)

June 2015
Sales Revenue $300
Cost of goods sold 75

Gross Profit $225
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