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Question 1   What is financial reporting?  Who uses financial reporting, and why do they use it? Give

at least one example of how each user group actually uses financial reporting.

Financial accounting is the process that culminates in the preparation of financial reports on the
enterprise as a whole for use by parties both internal and external to the enterprise.  Financial
statements are the principal means through which financial information about the company is
communicated to those outside an enterprise.  The purpose of financial accounting is to
communicate performance (net income) and status (assets/liabilities).  The financial statements
most frequently provided are (1) the balance sheet, (2) the income statement, (3) the statement of
cash flows, and (4) the statement of changes in owners’ or stockholders’ equity.  Notes to the
financial statements are an integral part of the set of financial statements.  Financial accounting
must follow rules–GAAP in the US and IFRS in Europe and other parts of the world.  Other means
of financial reporting include the president’s letter or supplementary schedules in the corporate
annual report, prospectuses, and reports filed with government agencies.  Financial statements are
included in the Annual Report to Shareholders, and the SEC required Annual Report on Form   
10-K.

The main users of the financial statements are (1) current & potential investors, (2) banks and
other creditors, (3) executives of the company, (4) employees.

Current and potential users examine the financial statements to gain insight as the worthiness of
the investment.  They might very well look at operating income on the income statement to
estimate the future earnings of the company.  A company with solid earnings is could be a
worthwhile investment.  They also look at the revenue generating capability of assets, and the risk
associated with company liabilities. Bankers and other creditors look at financial statements to
gain insight about the risk of the company, and the likelihood of getting their money back if a loan
or credit purchase is allowed.  They might very well look at the balance sheet to determine the
presence of other liabilities.  Executives of the company know that they are evaluated in terms of
the profitability of the company, so they are comparing their predictions with the actual numbers
once generated.  Employees look at financial statements, especially the income statement, to see if
the company can afford to pay them more.

Users examine the statement of cash flows to see if accrual accounting net income is realized with
cash received.  They also look at investments, and the source of financing.



Question 2  In the chapter on accounting concepts and theory, relevance was put forth as one of the

basic concepts of accounting. As best you can, define and describe relevance. Why is the term relevance

important in accounting?

Relevance is one of two fundamental characteristics of accounting information.  Representational
faithfulness is the other.

Accounting information is expected to be relevant to user decisions.  Relevant information
pertains to decisions being made by financial statement users.  If it pertains to a user decision,
relevant information has at least one of three qualities:  (1) it provides new information useful in
making predictions about some future business operation, (2) it provides meaningful confirmation
for something known before, and (3) it is material, or large enough to make a difference in the
decision.

All financial accounting disclosures should be relevant to decisions being made by financial
statement users.  If so, then the benefit from providing the information exceeds the cost of
providing it.  If accounting information is not relevant, then it should not be included in financial
reports.

Question 3  In the chapter on accounting concepts and theory, comparability was put forth as one of

the basic characteristics of accounting. As best you can, define and describe comparability. Why is the
term comparability important in accounting?

Comparability is a quality of accounting information pertaining to complete sets of financial
statements.  When evaluating financial statements from one company over time, it should be
possible to analyze them and draw reliable conclusions about similarities and differences in
reported results for different years.

Also, financial statements for different companies in the same industry and using the same
accounting standards should be comparable.  That is, it should be possible to analyze the financials
(for different companies) and draw conclusions about similarities and differences in reported
performance.

Question 4  In the chapter on accounting concepts and theory, consistency was put forth as one of the

basic characteristics of accounting. As best you can, define and describe consistency. Why is the term
consistency important in accounting?

Consistency refers to the use of an accounting standard by one company over time.  If multiple
treatments are allowed, the company is to use just one treatment, year in and year out.  If there is
one treatment, the company is supposed to apply the rule the same way from year to year.  This is
important to financial statement users, because inconsistent use of accounting rules would make
the financial statements less comparable and less reliable.



Question 5  Reconstructing an income statement. 

Net income as a % of sales 20 %
Gain $75,000
Operating income as a % of sales 19 %
Net income $250,000
Cost of goods sold expense as % of sales 40 %
Income tax expense as % of pretax income ? %

Sales 1,250,000 100% 250,000 / .2
Cost of goods sold expense     500,000   40% 1,250,000*.4 = 500,000
Gross Margin 750,000 60% subtraction / 1,250,000 –500,000
Selling & Administrative     512,500   41% subtraction/division
Operating income 237,500 19% 1,250,000*.19
Gain       75,000     6% division
Pre-tax income 312,500 25%
Income tax expense       62,500     5% = 20% of pretax
Net Income 250,000 20% given / given



Question 6 Organizing a balance sheet. 

Assets Liabilities
Current Assets Current Liabilities

Cash & equivalents 326 Accounts & other payables 510 
Trading securities 89 Current maturities of long-term debt 453 
Accounts receivable 163 Services or products owed       81 
Inventories 217 Total 773 
Prepaid & other        74 Noncurrent Liabilities
Total 869 Notes payable 810 

Noncurrent Investments Bonds payable      380 
Funds & fixed term investments 52 Total   1,190 
Stock of other companies      530 Total Liabilities 2,234 
Total 582 

Property, Plant & Equipment Stockholders Equity
Land 312 Common stock 540 
Building 610 Retained earnings 622 
Equipment      915 Accumulated items of OCI 64 
Total 1,837 Treasury stock      (60)

Intangibles Total Stockholders Equity 1,166 
Patents 85 
Copy rights        27 Total Liabilities & Stockholders Equity 3,400 
Total      112 

Total assets 3,400 



Question 7  Multiple step income statement.

(1) On a separate sheet of paper, rearrange the income statements into multiple-step format.

(2) Perform a vertical (common size) analysis on your multiple-step income statements.  Please show
tenths of a percentage (e.g., 23.4%).  This may be in a column immediately to the right of the
number.

(3) Perform an horizontal analysis on sales revenue.

2011 2010 2009

Sales revenue 10,000,000 100.0% 7,500,000 100.0% 5,000,000 100.0%

Cost of sales 4,000,000 40.0% 3,750,000 50.0% 3,000,000 60.0%

Gross margin 6,000,000 60.0% 3,750,000 50.0% 2,000,000 40.0%

Selling expenses 1,500,000 15.0% 1,300,000 17.3% 1,100,000 22.0%

Administrative expenses 600,000 6.0% 500,000 6.7% 400,000 8.0%

R&D expenses 1,200,000 12.0% 800,000 10.7% 400,000 8.0%

Operating income 2,700,000 27.0% 1,150,000 15.3% 100,000 2.0%

Interest revenue 100,000 1.0% 200,000 2.7% 300,000 6.0%

Interest expense (90,000) -0.9% (70,000) -0.9% (50,000) -1.0%

Gains 0 0.0% 1,000,000 13.3% 3,000,000 60.0%

Losses (1,000,000) -10.0% (400,000) -5.3% (200,000) -4.0%

Pretax income 1,710,000 17.1% 1,880,000 25.1% 3,150,000 63.0%

Income tax expense 307,800 3.1% 338,400 4.5% 567,000 11.3%

Net income 1,402,200 14.0% 1,541,600 20.6% 2,583,000 51.7%

Chng revenue 2009-2010 50%

Chng revenue 2010-2011 33%

(4) Comment on the trends you discern in your analyses.  Be sure to mention the gross margin
percentage in your discussion.  Which was the best year, in your opinion?

Sales are going up, 50% in 2010 and 33% in 2011.  Both the gross margin and operating income
percentages are increasing at a fast rate.  The operating expense of selling is going down as a
percentage of sales (good sign when sales increase).  Also, the operating expense of R&D is going
up (a good sign as that reflects an investment in the future.  The one negative is that 2011 had a
large one time loss, in contrast to 2009 & 2010 that showed one time gains.  Gains and losses are
nonrecurring, and mask the fundamental trends.

Take away the one time gains and losses, then 2011 is the best year by far.  All the key indicators
are going up.


