AC 201 Fundamental Accounting
Chapter 2 Investing and Financing Decisions & the Statement of Financial Position
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MINI-EXERCISES

M2–1.	
	C
	(1)  Separate-entity assumption

	H
	(2)  Historical cost principle

	G
	(3)  Credits

	A
	(4)  Assets

	I
	(5)  Account





M2–2.  	
	D
	(1)  Journal entry

	C
	(2)  A = L + SE, and Debits = Credits

	A
	(3)  Assets = Liabilities + Stockholders’ Equity

	I
	(4)  Liabilities

	B
	(5)  Income statement, balance sheet, statement of retained earnings, and statement of cash flows





M2–3.  
	(1) Y 	
	(2) N
 	(3) Y
 	(4) N
 	(5) Y
 	(6) N





M2–4.  	
	CL
	  (1)  Accounts Payable

	CA
	  (2)  Accounts Receivable

	NCA
	  (3)  Buildings

	CA
	  (4)  Cash

	SE
	  (5)  Contributed Capital

	NCA
	  (6)  Land

	CA
	  (7)  Merchandise Inventory

	CL
	  (8)  Income Taxes Payable

	NCA
	  (9)  Long-Term Investments

	NCL
	(10)  Notes Payable (due in three years)

	CA
	(11)  Notes Receivable (due in six months)

	CA
	(12)  Prepaid Rent

	SE
	(13)  Retained Earnings

	CA
	(14)  Supplies

	CL
	(15)  Utilities Payable

	CL
	(16)  Wages Payable





M2–5.
	
	Assets
	=
	Liabilities
	+
	Stockholders’ Equity

	a.
	Cash
	+10,000
	
	Notes payable
	+10,000
	
	
	

	b.
	Cash
	–3,500
	
	
	
	
	
	

	
	Notes receivable
	+3,500
	
	
	
	
	
	

	c.
	Cash
	+500
	
	
	
	
	Contributed capital
	+500

	d.
	Cash
Equipment
	–3,000
+7,500
	
	Notes payable
	+4,500
	
	
	

	e.
	Cash
	–1,000
	
	
	
	
	Retained earnings
	–1,000





M2–6.	
	
	Debit
	
	Credit

	Assets
	Increases
	
	Decreases

	Liabilities
	Decreases
	
	Increases

	Stockholders’ equity
	Decreases
	
	Increases




M2–7.	
	
	Increase
	
	Decrease

	Assets
	Debit
	
	Credit

	Liabilities
	Credit
	
	Debit

	Stockholders’ equity
	Credit
	
	Debit




M2–8.
	a.
	Cash (+A)	
	10,000
	

	
	Notes Payable (+L)	
	
	10,000



	b.
	Notes Receivable (+A)	
	3,500
	

	
	Cash (A)	
	
	3,500



	c.
	Cash (+A)	
	500
	

	
	Contributed Capital (+SE)	
	
	500



	d.
	Equipment (+A)	
	7,500
	

	
	Cash (A)	
	
	3,000

	
	Notes Payable (+L)	
	
	4,500



	e.
	Retained Earnings (SE)	
	1,000
	

	
	Cash (A)	
	
	1,000




M2–9.
	Cash
	
	Notes Receivable
	
	Equipment

	Beg.
	800
	
	
	
	Beg.
	900
	
	
	
	Beg.
	15,000
	
	

	(a)
	10,000
	3,500
	(b)
	
	(b)
	3,500
	
	
	
	(d)
	7,500
	
	

	(c)
	500
	3,000
	(d)
	
	
	
	
	
	
	
	
	
	

	
	
	1,000
	(e)
	
	
	
	
	
	
	
	
	
	

	
	3,800
	
	
	
	
	4,400
	
	
	
	
	22,500
	
	



	Notes Payable
	
	Contributed Capital
	
	Retained Earnings

	
	
	2,700
	Beg.
	
	
	
	5,000
	Beg.
	
	
	
	9,000
	Beg.

	
	
	10,000
	(a)
	
	
	
	500
	(c)
	
	(e)
	1,000
	
	

	
	
	4,500
	(d)
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	17,200
	
	
	
	
	5,500
	
	
	
	
	8,000
	






M2–10.
De Hoyos, S.A.B.
Balance Sheet
At January 31, 2014

	Assets
	
	
	Liabilities
	

	Current assets:
	
	
	Current liabilities:
	

	Cash
	$  3,800
	
	Notes payable
	$  17,200

	Notes receivable
	4,400
	
	        Total current liabilities
	17,200

	   Total current assets
	8,200
	
	Stockholders’ Equity
	

	
	
	
	Contributed capital
	  5,500

	Equipment
	22,500
	
	Retained earnings
	8,000

	
	
	
	        Total stockholders’ equity
	13,500

	
Total Assets
	
$30,700
	
	Total Liabilities & Stockholders’ Equity
	
$30,700





M2–11.
     Current Ratio =
	
	
	Current Assets
	÷
	Current Liabilities
	
	
	
	

	2012
	
	240,000
	÷
	160,000
	=
	1.50
	
	

	2013
	
	260,000
	÷
	220,000
	=
	1.18
	
	

	
	
	
	
	
	
	
	
	



This ratio indicates that Fernando’s Pizza has sufficient current assets to settle current liabilities, but that the ratio has also decreased between 2007 and 2008 by .32 (21%).     Fernando’s Pizza’s ratio is higher than Papa John’s 2008 ratio (of .75), indicating that Fernando’s Pizza appears to have stronger liquidity than Papa John’s.  However, given its size, Papa John’s is likely to have a strong cash management system that can keep current asset levels low.  



M2–12.  	
	(a) F
 	(b) I 
	(c) F
 	(d) I
 	(e) F



EXERCISES

E2–1.  	
		E
	(1)  Transaction

	F
	(2)  Continuity assumption

	B
	(3)  Balance sheet

	P
	(4)  Liabilities

	K
	(5)  Assets = Liabilities + Stockholders’ Equity

	M
	(6)  Note payable

	S
	(7)  Conservatism

	H
	(8)  Historical cost principle 

	I
	(9)  Account

	Q
	(10)  Dual effects

	O
	(11)  Retained earnings

	A
	(12)  Current assets

	C
	(13)  Separate-entity assumption     

	W
	(14)  Reliability

	D
	(15)  Debits  

	J
	(16)  Accounts receivable

	N
	(17)  Unit-of-measure assumption      

	U
	(18)  Materiality

	T
	(19)  Relevance

	R
	(20)  Stockholders’ Equity      




	  
  

	
	  

	
	  

	
	  

	
	  

	
	  

	
	  

	
	  




E2–2.

Req. 1
	
	Received
	Given

	(a)
	Cash (A) 
	Contributed capital (SE)

	(b)
	Equipment (A)    [or Delivery truck]
	Cash (A)

	(c)
	No exchange transaction
	—

	(d)
	Equipment (A)    [or Computer equipment] 
	Note payable (L)

	(e)
	Building (A)    [or Construction in progress]
	Cash (A)

	(f)
	Intangibles (A)    [or Copyright]
	Cash (A)

	(g)
	Retained earnings (SE)  [Received a reduction in the amount available for payment  to stockholders]
	Cash (A)

	(h)
	Land (A)
	Cash (A)

	(i)
	Intangibles (A)    [or Patents]
	Cash (A) and Note payable (L)

	(j)
	No exchange transaction
	—

	(k)
	Investments (A)	
	Cash (A)

	(l)
	Cash (A)
	Short-term note payable (L)

	(m)
	Note payable (L)    [Received a reduction in its promise to pay]
	Cash (A)




Req. 2
The truck in (b) would be recorded as an asset of $18,000.  The land in (h) would be recorded as an asset of $50,000.  These are applications of the historical cost principle.


Req. 3
The agreement in (c) involves no exchange or receipt of cash, goods, or services and thus is not a transaction.  Since transaction (j) occurs between the owner and others, there is no effect on the business because of the separate-entity assumption.

E2–3.
	
Account
	Balance Sheet Categorization
	Debit or Credit
Balance

	  (1)  Accounts Receivable 
	CA
	Debit

	  (2)  Retained Earnings
	SE
	Credit

	  (3)  Taxes Payable
	CL
	Credit

	  (4)  Prepaid Expenses
	CA
	Debit

	  (5)  Contributed Capital
	SE
	Credit

	  (6)  Long-Term Investments
	NCA
	Debit

	  (7)  Plant, Property, and Equipment
	NCA
	Debit

	  (8)  Accounts Payable  
	CL
	Credit

	  (9)  Short-Term Investments
	CA
	Debit

	(10)  Long-Term Debt
	NCL
	Credit





E2–4.

	Event
	Assets
	=
	Liabilities
	+
	Stockholders’ Equity

	a.
	Cash
	+102,000
	
	
	
	
	Contributed capital
	
+102,000

	b.
	Equipment
Cash
	+24,000
–3,000
	
	Notes payable
	+21,000
	
	
	

	c.
	Cash
	+27,000
	
	Notes payable
	+27,000
	
	
	

	d.
	Note receivable
Cash
	+1,500

–1,500
	
	
	
	
	
	

	e.
	Land
Cash
	+45,000
–12,000
	
	Mortgage note payable
	
+33,000
	
	
	




E2–5.

Req. 1

	Event
	Assets
	=
	Liabilities
	+
	Stockholders’ Equity

	a.
	Buildings
Equipment
Cash
	+212.0
+30.4
– 43.2
	
	Notes payable (long-term)
	    +199.2
	
	
	

	b.
	Cash
	+186.6
	
	
	
	
	Contributed capital
	   +186.6

	c.
	
	
	
	Dividends payable
	+121.4
	
	Retained earnings
	–121.4

	d.
	Short-term  Investments 
Cash
	   +2,908.7
– 2,908.7
	
	
	
	
	
	

	e.
	No effects
	
	
	
	
	
	
	

	f.
	Cash
Short-term Investments
	+2,390.0
                 – 2,390.0
	
	
	
	
	
	



Req. 2
The separate-entity assumption states that transactions of the business are separate from transactions of the owners.  Since transaction (e) occurs between the owners and others in the stock market, there is no effect on the business.


E2–6.

	a.
	Cash (+A)	
	102,000
	

	
	Contributed capital (+SE)	
	
	102,000



	b.
	Equipment (+A)	
	24,000
	

	
	Cash (A)	
	
	3,000

	
	Notes payable (+L) 	
	
	21,000



	c.
	Cash (+A)	
	27,000
	

	
	Notes payable (+L)	
	
	27,000



	d.


e.
	Notes receivable (+A) 	
     Cash (A) 	

Land (+A)	
	1,500


45,000
	
1,500

	
	Cash (A)	
	
	12,000

	
	Mortgage notes payable (+L) 	
	
	33,000




E2–7.

Req. 1

	a.
	Buildings (+A)	
	212.0
	

	
	Equipment (+A) 	
	30.4
	

	
	Cash (A)	
	
	43.2

	
	Note payable (+L) 	
	
	199.2



	b.
	Cash (+A)	
	186.6
	

	
	Contributed capital (+SE)	
	
	186.6



	c.
	Retained earnings (SE)	
	121.4
	

	
	Dividends payable (+L)	
	
	121.4



	d.
	Short-term investments (+A)	
	2,908.7
	

	
	Cash (A)	
	
	2,908.7



e.	No journal entry required.

	f.
	Cash (+A)	
	2,390.0
	

	
	Short-term investments (A)	
	
	2,390.0



Req. 2

The separate-entity assumption states that transactions of the business are separate from transactions of the owners.  Since transaction (e) occurs between the owners and others in the stock market, there is no effect on the business.


E2–8.

Req. 1

	Cash
	
	Note Receivable
	
	Equipment

	Beg.
	0
	
	
	
	Beg.
	0
	
	
	
	Beg.
	0
	
	

	(a)
	94,500
	7,500
	(b)
	
	(e)
	3,750
	
	
	
	(b)
	30,000
	
	

	(d)
	6,000
	3,750
	(e)
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	89,250
	
	
	
	
	3,750
	
	
	
	
	30,000
	
	



	Land
	
	Note Payable
	
	Contributed Capital

	Beg.
	0
	
	
	
	
	
	0
	Beg.
	
	
	
	0
	Beg.

	(d)
	19,500
	
	
	
	
	
	22,500
	(b)
	
	
	
	94,500
	(a)

	
	
	
	
	
	
	
	
	
	
	
	
	25,500
	(d)

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	19,500
	
	
	
	
	
	22,500
	
	
	
	
	120,000
	




Req. 2

Assets $	142,500	= Liabilities $	22,500	+ Stockholders’ Equity $	120,000	


Req. 3

The agreement in (c) involves no exchange or receipt of cash, goods, or services and thus is not a transaction.  Since transaction (f) occurs between the owner and others, there is no effect on the business due to the separate-entity assumption.


E2–9.

Req. 1

	Transaction
	Brief Explanation

	1
	Issued capital stock to shareholders for $15,000 cash.  (Grupo Nascimento is a corporation.)

	2
	Borrowed $75,000 cash and signed a short-term note for this amount.

	3
	Purchased land for $16,000; paid $5,000 cash and gave an $11,000 short-term note payable for the balance.

	4
	Loaned $4,000 cash; borrower signed a short-term note for this amount (Note Receivable).

	5
	Purchased store fixtures for $9,500 cash.

	6
	Purchased land for $4,000, paid for by signing a short-term note.




Req. 2
Grupo Nascimento
Balance Sheet
At January 7, 2013
	
	
	
	
	

	Assets
	
	
	Liabilities
	

	Current Assets
	
	
	Current Liabilities
	

	Cash
	$71,500
	
	Note payable
	$90,000

	Note receivable
	4,000
	
	Total Current Liabilities
	90,000

	Total Current Assets
	75,500
	
	
	

	Store fixtures
	9,500
	
	Stockholders’ Equity
	

	Land
	20,000
	
	Contributed capital
	15,000

	
	
	
	Total Stockholders’ Equity
	15,000

	
Total Assets
	
$105,000
	
	Total Liabilities & Stockholders’ Equity
	
$105,000


		


E2–10.

Req. 1

	Transaction
	Brief Explanation

	1
	Issued capital stock to shareholders for $60,000 cash.

	2
	Purchased a delivery truck for $40,000; paid $11,000 cash and gave a $29,000 long-term note payable for the balance.

	3
	Loaned $14,000 cash; borrower signed a short-term note for this amount.

	4
	Purchased short-term investments for $17,000 cash.

	5
	Sold short-term investments at cost for $12,000 cash.

	6
	Issued capital stock to shareholders for $14,000 of computer equipment.




Req. 2
Carmen’s Cleaning Company
Balance Sheet
At March 31, 2014
	
	
	
	
	

	Assets
	
	
	Liabilities
	

	Current Assets
	
	
	Notes payable
	$29,000

	Cash
	$30,000
	
	Total Liabilities
	29,000

	Investments
	5,000
	
	
	

	Note receivable
	14,000
	
	
	

	Total Current Assets
	49,000
	
	
	

	
	
	
	Stockholders’ Equity
	

	Computer equipment
	14,000
	
	Contributed capital
	74,000

	Delivery truck
	40,000
	
	Total Stockholders’ Equity
	74,000

	
Total Assets
	
$103,000
	
	Total Liabilities & Stockholders’ Equity
	
$103,000
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CHAPTER 2 Investing and

M2-2
101,23, 4

M2-3
Lo2

M2-4
Lo2

M2-5
L03

Financing Decisions and the Balance Sheet

Matching Definitions with Terms

Match each definition with its related term by entering the appropriate letter in the space provided. There
should be only one definition per term (that is, there are more definitions than terms).

Term Definition
___ (1) Journal entry A. Accounting model.
__ (@ A=L +SE, and B. Four periodic financial statements.
Deb: Credits C. The two equalities in accounting that aid in providing
— (3) Assets bilities + accuracy.
Stockholders’ Equity D. The results of transaction analysis in accounting
—— (4) Liabilities format.
—— (5) Income statement, balance sheet, E. The account that is debited when money is borrowed
statement of retained earnings, from a bank.
and statement of cash flows E. Probable future economic benefits owned by an entity.
G. Cumulative earnings of a company that are not
distributed to the owners.
H. Every transaction has at least two effects.
1. Probable debts or obligations to be paid with assets

or services.

Identifying Events as Accounting Transactions

For each of the following events, which ones result in an exchange transaction for Villareal Company
(Y for yes and N for no)?

___ (1) Villareal Company purchased a machine that it paid for by signing a note payable.

—— (2) The founding owner, Esperanza Villareal, purchased additional stock in another company.
—— (3) The company borrowed $1,000,000 from a local bank.

— (4) Six investors in Villareal Company sold their stock to another investor.

—— (5) The company lent $150,000 to a2 member of the board of directors.

— (6) Villareal Company ordered supplies to be delivered next week.

Classifying Accounts on a Balance Sheet

The following are accounts of Rosa-Perez Company:

— (1) Accounts Payable —— (9) Long-Term Investments

—— (2) Accounts Receivable —— (10) Notes Payable (due in three years)
— (3) Buildings —— (11) Notes Receivable (due in six months)
— (@) Cash — (12) Prepaid Rent

— (5) Contributed Capital — (13) Retained Earnings

__ (6) Land ___ (14) Supplies

— (7) Merchandise Inventory — (15) Utilities Payable

— (8) Income Taxes Payable — (16) Wages Payable

In the space provided, classify each as it would be reported on a balance sheet. Use:

CA for current assel CL for current liability SE for stockholders’ equity
NCA for noncurrent asset NCL for noncurrent liability

Determining Financial Statement Effects of Several Transactions

For each of the following transactions of De Hoyos, S.A.B. for the month of January 2014, indicate the
‘accounts, amounts, and direction of the effects on the accounting cquation. A sample is provided.

a. (Sample) Borrowed $10,000 from a local bank. <

b. Lent $3,500 to an affiliate; accepted a note due in one year.

¢. Sold additional stock to investors for $500 cash.

d. Purchased $7,500 of equipment, paying $3,000 cash and the rest on a note due in one year.

e. Declared and paid $1,000 in dividends to stockholders.
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Assets = Liabilities s " Equity
a.Sample:Cash 110000  Notes Payable +10,000
Identifying Increase and Decrease Effects on Balance Sheet Elements M2-6
Complete the following table by entering either the word increases or decreases in each column. L04
Debit Credit
Assets
Liabilities
Stockholders equity
Identifying Debit and Credit Effects on Balance Sheet Elements M2-7
Complete the following table by entering either the word debit or credit in each column. L04
Increase Decrease
Assets
Liabilities
Stockholder’s equity
Recording Simple Transactions M2-8
For each transaction in M2-5 (including the sample), write the journal entry in the proper form. L04
Completing T-Accounts M2-9
For each transaction in M2-5 (including the sample), post the effects to the appropriate T-accounts and 0%
determine ending account balances. Beginning balances are provided.
Beg.bal. 800 Beg.bal. 900 Beg. bal. 15,000
Beg. bal. 2,700 Beg. bal. 5,000 Beg. bal. 9,000
Preparing a Simple Classified Balance Sheet M2-10
Starting with the beginning balances in M2-9 and given the (ransactions in M2-5 (including the sample), 05
prepare a balance sheet for De Hoyos, S.A.B. as of January 31, 2014, classified into current and noncur-
rent assets and liabilities.
Computing and Interpreting the Current Ratio M2-11
Lo5

Calculate the current ratio for Fernando’s Pizza Company at the end of 2012 and 2013, based on the follow-
ing data:
Current Liabilities

$160,000
$220,000

Current Assets

$240,000
$260,000

End of 2007
End of 2008

117





image7.jpeg
118 CHAPTER 2 Investing and Financing Decisions and the Balance Sheet

What does the result suggest about the company over time? What can you say about Fernando’s Pizza
Company’s ratio when compared to Papa John’s 2008 ratio?

M2-12
LO6

Identifying Transactions as Investing or Financing Activities on the Statement of Cash Flows

For the transactions in M2-5, identify each as an investing (I) activity or financing (F) activity on the
statement of cash flows.

|ACCOUNTING
e

E2-1 Matching Definitions with Terms

L01, 2,3, 4 Maich each definition with s related term by entering the appropriate letter in the space provided. There

should be only one definition per term (that is, there are more definitions than terms).

Term

Definition

(1) Transaction

(2) Continuity assumption

(3) Balance sheet

(4) Liabilities

(5) Assets = Liabilities +
Stockholders” Equity

(6) Note payable

(7) Conservatism

(8) Historical cost principle

(9) Account

— (10) Dual effects

A. Economic resources to be used or turned into cash within
one year.

. Reports assets, liabilities, and stockholders’ equity.

. Business transactions are separate from the transactions of

the owners.

Increase assets; decrease liabilities and stockholders’ equity.

‘An exchange between an entity and other parties.

The concept that businesses will operate into the

foreseeable future.

Decrease assets: increase liabilities and stockholders equity.

The concept that assets should be recorded at the amount

mmY 0w

o

—_ (11) Retained earnings paid on the exchange date.

— (12) Current assets LA i format used to

— (13) Separate-entity assumption item reported on financial statements.
— (14) Reliability Amounts owed from customers.

—_ (15) Debits The fundamental accounting model.
—_ (16) Accounts receivable The two equalitics in accounting that aid in providing

— (17) Unit-of-measure assumption accuracy.

— (18) Materiality The account that is credited when money is borrowed
— (19) Relevance from a bank.

— (20) Stockholders’ equity The concept that states that accounting information should

data about each

R

2=

be measured and reported in the national monetary unit.
Cumulative earnings of a company that are not distributed
to the owners.

Probable debs or obligations to be paid with assets or services.
Every transaction has at least two effects.

Financing provided by owners and by business operations.
The concept to exercise care not to overstate assets and
revenues or understate liabilities and expenses.

Useful information has predictive and feedback value.
Relatively small amounts not likely to influence users” deci-
sions are to be recorded in the most cost-beneficial way.
Probable economic resources expected to be used or turned
into cash beyond the next 12 months.

©

ynFEO

e

<

‘W. Useful information should be verifiable, unbiased, and rep-

resentative of reality.
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Identifying Account Titles E2-2

The following are independent situations. Lo2

a. A new company is formed and sells 100 shares of stock for $12 per share to investors.

b. A company purchases for $18,000 cash a new delivery (ruck that has a list, or sticker, price of
$21,000.

. A women'’s clothing retailer orders 30 new display stands for $300 cach for future delivery.

. A company orders and receives 10 personal computers for office use for which it signs a note promis-
ing to pay $25,000 within three months.

e. A construction company signs a contract to build a new $500,000 warehouse for a corporate customer.
At the signing, the corporation writes a check for $50,000 to the construction company as the initial
payment for the construction (receiving construction in progress). Answer from the standpoint of the
corporation.

A publishing firm purchases for $40,000 cash the copyright (an intangible asset) to a manuscript for
an introductory accounting text.

. A manufacturing firm pays stockholders a $100,000 cash dividend.

A company purchases a picce of land for $50,000 cash. An appraiser for the buyer values the land at

$52,500.

i. A manufacturing company acquires the patent (an intangible asset) on a new digital satellite system
for television reception, paying $500,000 cash and signing a $400,000 note payable due in one
year.

. A local company is a sole proprietorship (one owner); its owner buys a car for $10,000 for personal
use. Answer from the company’s point of view.

kA company purchases 100 shares of Apple Inc. common stock as an investment for $5,000 cash.

1. A company borrows $1,000 from a local bank and signs a six-month note for the loan.

m. A company pays $1,500 principal on its note payable (ignore interest).

Ao

s

=%

ek

Required:

- Indicate the appropriate account titles, if any, affected in each of the preceding events. Consider what
is received and what is given.

At what amount would you record the truck in (b)? The land in (/)? What measurement principle are
you applying?

For (c), what accounting concept did you apply? For (j), what accounting concept did you apply?

~

w

Classifying Accounts and Their Usual Balances E2-3

As described in a recent annual report, Verizon Wireless provides wireless voice and data services across 02/ 4
one of the most extensive wireless networks in the United States. Verizon now serves more than 80 million

customers, making it the largest wireless service provider in the United States in terms of the total number of ~ Verizon Communications, Inc,
customers. The following are accounts from a recent balance sheet for Verizon.

(1) Accounts Receivable (6) Long-Term Tnvestments
(2) Retained Earnings (7) Plant, Property, and Equipment
(3) Taxes Payable (8) Accounts Payable
(4) Prepaid Expenses (9) Short-Term Tnvestments
(5) Contributed Capital (10) Long-Term Debt
Reguired:

For each account, indicate whether the account is classified as a current asset (CA), noncurrent asset
(NCA), current liability (CL), noncurrent liability (NCL), or stockholders’ equity (SE), and whether the
account usually has a debit or credit balance.

Determining Financial Statement Effects of Several Transactions E2-4

The following events occurred for Sanchez Company: L03

a. Received investment of $102,000 cash by organizers and distributed stock to them.

b. Purchased $24,000 of equipment, paying $3,000 in cash and signing a note for the rest.

¢. Borrowed $27,000 cash from a bank.

d. Loaned $1,500 to an employce who signed a note.

e. Purchased $45,000 of land; paid $12.000 in cash and signed a mortgage note for the balance.
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Investing and Financing Decisions and the Balance Sheet

E2-5
L03

E2-6
LO04

E2-7
LO4

E2-8
Lo4

Required:

For each of the events (a) through (¢), perform transaction analysis and indicate the account, amount, and
direction of the effect (+ for increase and — for decrease) on the accounting equation. Check that the
accounting equation remains in balance affter each (ransaction. Use the following headings:

Event Assets = Liabilities +  Stockholders’ Equity

Determining Financial Statement Effects of Several Transactions

Nike, Inc., with headquarters in Beaverton, Oregon. is one of the world’s leading manufacturers of ath-
letic shoes and sports apparel. The following activities occurred during a recent year. The amounts are
rounded to millions of dollars.

Purchased additional buildings for $212 and equipment for $30.4; paid $43.2 in cash and signed a
long-term note for the rest.

Issued $186.6 in additional stock for cash.

Declared $121.4 in dividends to be paid in the following year.

. Purchased additional short-term investments for $2,908.7 cash.

Several Nike investors sold their own stock to other investors on the stock exchange for $53.

- Sold $2,390 in short-term investments for cash.

& 8

o

Required:

1. For each of the events (a) through (f). perform transaction analysis and indicate the account, amount,
and direction of the effect on the accounting equation. Check that the accounting equation remains in
balance after cach transaction. Use the following headings:

Event Assets = Liabilities +  Stockholders’ Equity

2. Explain your response to event (e).

Recording Investing and Financing Activities

Refer to E2-4.

Required:

For each of the events (a) through (e) in E2-4, prepare journal entries, checking that debits equal credits.

Recording Investing and Financing Activities

Refer to E2-5.

Required:

1. For each of the events (a) through (f) in E2-5, prepare journal entries, checking that debits equal
credits.

2. Explain your response (o event (¢).

Analyzing the Effects of Transactions in T-Accounts

Montoya Especial Company was organized by Diego Montoya and five other investors. The following
activities occurred during the year:

a. Received $94.500 cash from the investors; each was issued 1,400 shares of capital stock.

b. Purchased cquipment for use in the business at a cost of $30,000; one-fourth was paid in cash and the
company signed a note for the balance (due in six months).

¢. Signed an agreement with a cleaning service to pay $180 per week for cleaning the corporate offices.

d. Received an additional contribution from investors who provided $6,000 in cash and land valued at
$19,500 in cxchange for stock in the company.

e. Lent $3,750 to one of the investors who signed a note due in six months.

/. Diego Montoya borrowed $15.000 for personal use from a local bank, signing a one-year note.

Required:
1. Create T-accounts for the following accounts: Cash, Note Receivable, Equipment, Land, Note Pay-
able, and Contributed Capital. Beginning balances are $0. For each of the preceding transactions,
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record the effects of the transaction in the appropriate T-accounts. Include good referencing and totals
for each T-account.

2. Using the balances in the T-accounts, fill in the following amounts for the accounting equation:
Assets $ = Liabilities $. +  Stockholders’ Equity $.

3. Explain your response to events (c) and (f).

Inferring Investing and Financing Transactions and Preparing a Balance Sheet E2-9

During its first week of operations ending January 7, 2013, Grupo Nascimento completed six transac- L04, 5

tions with the dollar effects indicated in the following schedule:

Dollar Effect of Each of the Six Transactions
Ending

Accounts 1 2 3 4 5 6 Balance

Cash $15,000 | $75,000 | $(5,000) | $(4,000) | $(9,500)

Note receivable (short-term) 4,000

Store fixtures 9,500

Land 16,000 $4,000

Note payable (due in three months) 75,000 [ 11,000 4,000

Contributed capital 15,000
Required:

1. Write a brief explanation of each transaction. Explain any assumptions that you made.
2. Compute the ending balance in each account and prepare a classified balance sheet for Grupo Nasci-

mento on January 7, 2013.
Inferring Investing and Financing Transactions and Preparing a Balance Sheet E2-10
During its first month of operations in March 2014, Carmen’s Cleaning Company completed six transac- L04, 5
tions with the dollar effects indicated in the following schedule:
Dollar Effect of Each of the Six Transactions Ending

Accounts 1 2 3 4 5 6 Balance

Cash $60,000 | $(11,000) | $(14,000) | $(17,000) | $12,000

Investments (short-term) 17,000 (12,000)

Notes receivable (due in six months) 14,000

Computer equipment $14,000

Delivery truck 40,000

Notes payable (due in 10 years) 29,000

Contributed capital 60,000 14,000
Required:
1. Write a brief explanation of transactions (1) through (6). Explain any assumptions that you made.
2. Compute the ending balance in each account and prepare a classified balance sheet for Carmen’s

Cleaning Company at the end of March 2014.

Recording Journal Entries E2-11
Jimenez Company was organized on May 1, 2014. The following events occurred during the first month. L04

a. Received $65,000 cash from the five investors who organized Jimenez Company.
b. Ordered store fixtures costing $20,000.
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DEMONSTRATION CASE

Equality checks:

(1) Debits $9,000 =
Credits $9,000;

(2) The accounting
equation is in

balance.

On April 1. 2010, three ambitious university students started Umberto’s Landscaping. A summary of
transactions completed through April 7, 2010, for Umberto’s Landscaping follows:

a. Tssued 500 shares of stock (1,500 shares in total) to each of the three investors in exchange for
$9,000 cash.

b, Acquired rakes and other hand tools (equipment) with a list price of $690 for $600; paid the hard-
ware store $200 cash and signed a three-month note for the balance.

¢, Ordered three Tawn mowers and two edgers from XYZ Landscaping Supply, Inc.. for $4.000,

d. Purchased four acres of land for the future site of a storage garage; paid cash, $5,000.

. Received the mowers and edgers that had been ordered, signing a note to pay XYZ Landscaping
Supply in full in 30 days.

£ Sold for $1,250 one acre of land to the city for a park. Accepted a note from the city for payment
by the end of the month.

g. One of the owners borrowed $3.,000 from a local bank for personal use.

Required:

1. Set up T-accounts for Cash, Notes Receivable (from the city), Equipment (hand tools and mow-
ing equipment), Land, Notes Payable (to equipment supply companies), and Contributed Capital.
Beginning balances are $0; indicate these beginning balances in the T-accounts. Analyze each
transaction using the process outlined in the chapter. Prepare journal entries in chronological
order. Enter the effects of the transactions in the appropriate T-accounts; identify each amount
with its letter in the preceding list.

Ly

Use the amounts in the T-accounts developed in requirement (1) to prepare a classified balance
sheet for Umberto’s Landscaping at April 7, 2010. Show the account balances for all assets, liabili-
ties, and stockholders’ equity. Use the following transaction analysis model.

Assets = Liabilities + Stockholders’ Equity
(many accounts) (many accounts) (two accounts)
+ - - &

debit | credit debit | credit 1 i i o
debit credit debit credit
Investments Dividends |Netincome
by owners declared |of business

3. Prepare the investing and financing sections of the statement of cash flows. Check your answers
with the solution in the following section.

SUGGESTED SOLUTION

1. Transaction analysis, journal entries, and T-accounts:

(a) Cash (+A)
{ Contributed Capital (+SE

9,000

Assets = Liabi

iR T Stockholders' Equity

Cash +9,000 Contributed Capital +9,000
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(b) Equipment (+A)...... S AL e e S 600 |
Cash (-A) 200
Notes Payable (+L). . 400

Assets =

+ Stockholders’ Equity

Equipment* +600 Notes Payable +400
Cash —200

*The historical cost principle states that assets should be recorded at the amount paid on the date
of the transaction, or $600, rather than at the $690 list price.

This is not an accounting transaction; no exchange has taken place. No

(@

Equality checks:

(1) Debits $600 =
Credits $600;
(2) The accounting
equation is in
balance.

accounts are affected.
S e S e DuacC RS o Rpepe LT i 5,000 Equality checks:

[

(e) Equipment (+A)

Cash (—A)

Assets. = Liabilities e Stockholders’ Equity
Land +5,000
Cash —5,000

4,000 |
| Notes Payable (+L) . 4,000 |
Assets = Liabilities al Stockholders’ Equity

Equipment +4,000 Notes Payable +4,000
(f) Notes Receivable (+A). 1,250 |
Land (—A) 1,250 |
Assets - Liabilities + Stackholders’ Equity
Notes Receivable +1,250
Land* —1,250

*0ne acre of land cost the company $1,250 when it was purchased ($5,000 total cost + 4 acres).
When an asset is sold, the account is reduced by the asset’s historical cost.

(g) There is no transaction for the company. The separate-entity assumption
states that transactions of the owners are separate from transactions of the
business.

(1) Debits $5,000 =
Credits $5,000;

(2) The accounting
equation is in
balance.

Equality checks:

(1) Debits $4,000 =
Credits $4,000;

(2) The accounting
equation is in
balance.

Equality checks:

(1) Debits $1,250 =
Credits $1,250;

(2) The accounting
equation is in
balance.
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4/1/10 bal. 0 4/1/10 bal. 0 4/1/10 bal. 0
(a) 9,000 | 200 (b) (U] 1,250 (b) 600

BT @ “amobal. 129 el 4,000
4/7/10 bal. 3,800 — 4/7/10bal. 4,600

0 4/1/10 bal.
(a)

4/1/10 bal. 0 0 4/1/10 bal.
(d) 5,000 | 1,250 (A 400 (b)
4710 bal, 4,000 (e)

4,400  4/7/10 bal.

2. Balance sheet:

9,000 4/7/10 bal.

UMBERTO'S LANDSCAPING
Balance Sheet
At April 7, 2010
Assets Liabilities

Current Assets Current Liabilities

Cash $ 3,800  Notes payable $4,400
Notes receivable 1,250 Total current labilities 4,400

Total current asscts 5,050

Equipment 4,600 Stockholders’ Equity

Land 3,750  Contributed capital 9,000
Total assels $13,400  Total liabilities and stockholders” equity ~ $13,400

Notice that the balance sheets presented earlier in the text listed assets on the top and liabilities and
stockholders” equity on the bottom. Tt i also acceptable practice o preparc a balance sheet with assets
on the left side and Habilitics and stockholders’ equity on the right side, as in the preceding example.

3. Investing and financing effects of the statement of cash flows:

UMBERTO'S LANDSCAPING
Statement of Cash Flows
For the Period Ended April 7, 2010

Operating activities
(none in this case)
Investing activities
Purchased land
Purchased equipment
Net cash used in investing activities
Financing activities
Issued common stock
Net cash provided by financing activities
Change in cash
Beginning cash balance
Ending cash balance

$(5,000)
(200)
(5,200)

9,000
9,000
3,800

0

$ 3,800

Transaction (d)
Transaction (b)

Transaction (a)
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7. The Cash T-account has a beginning balance of $34,000. During the year, $111,000 was debited and
$123,000 was credited o the account. What is the ending balance of Cash?
a. $46,000 debit balance

22,000 credit balance

c. $46,000 credit balance

d. $22,000 debit balance

‘Which of the following statements are true regarding the balance sheet?

. One can determine the truc fair market value of a company by simply reviewing its balance
sheet.

. Certain internally generated assets, such as a trademark, are not reported on a company’s
balance sheet.

. A balance sheet shows only the ending balances, in a summarized format, of all balance sheet
accounts in the accounting system as of a particular date.

None are true.

Statements 1 and 2 only are true.

Statements 2 and 3 only are true.

All statements are true.

At the end of a recent year, Grupo Mexico, S.A.B. (a large Mexican mining company) reported total

assets of $12,462 million, current assets of $4,405 million, total liabilitics of $5,888 million, current

Tiabilities of $1,661 million, and stockholders” equity of $6,574 million. What is its current ratio and

what does this suggest about the company?

The ratio of 2.12 suggests that Grupo Mexico, S.A.B. has liquidity problems.

The ratio of 2.65 suggests that Grupo Mexico, S.A.B. has sufficient liquidity.

. The ratio of 2.12 suggests that Grupo Mexico, S.A.B. has greater current assets than current

liabilitics.

The ratio of 2.65 suggests that Grupo Mexico, S.A.B. is not able to pay its short-term obligations

with current assets.

‘Which of the following is not an investing activity on the statement of cash flows?

& When the company lends money.

b. When the company borrows money.

¢. When the company purchases a building with cash.

d. When the company sells a building for cash.

*
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For more practice with multiple-choice questions, go to the text website at www.mhhe.com/libby7e.

Matching Definitions with Terms M2-1

Match cach definition with its related term by entering the appropriate letter in the space provided. There L%, 4

should be only one definition per term (that is, there are more definitions than terms).

Term Definition
— (1) Separate-entity assumption ~ A. = Liabilities + Stockholders’ Equity.
___ (2) Historical cost principle B. Reports assets, liabilities, and stockholders” equity.
__ (3) Credits C. Accounts for a business separate from its owners.
— (4) Assels D. Increase assets: decrease liabilitics and stockholders” equity.
— (5) Account E. An exchange between an entity and other parties.
F. The concept that businesses will operate into the
foreseeable future.
G. Decrease assels; increase liabilitics and stockholders” equity.
H. The concept that assets should be recorded at the amount
paid on the date of the transaction.
1. A standardized format used to accumulate data about each

item reported on financial statements.




