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Intermediate Accounting I  Acct 341/541

Income Statement

Solution to Problem 58
Describe Matching Principle

The expense matching principle serves as a guide for timing which year the cost of conducting

business appears on the income statement.  The general rule is that business costs should appear on the

same income statement on which the revenues (from business spending) appear.  Cost is matched to

revenue.  In other words, the timing of revenue is independently determined, and associated costs of

generating the revenue are linked to it.  The provisions of the expense matching principle are:

1) Costs that are directly and unmistakenly linked to a revenue appear on the same income

statement as the revenue.  Here, it is said that a direct relationship exists between the cost

and the revenue. In professional literature, it is described as a cause and effect relationship. 

Examples are cost of goods sold expense and sales commissions.

 2) Costs that are related to the passage of time or are joint to a number of earnings processes

are allocated to the income statements on which related revenues appear.  It is said that an

indirect relationship exists between the cost and revenue.  A store needs the prior expense

of purchasing the store building, but having the store building means that sales can be made

for several years.  Hence, these prior costs of generating revenue are assigned to an asset

account and then expensed over time as revenues are generated.  An example is

depreciation expense.

3) Costs that are necessary for business operations, but for which there is little indirect tie to

specific identifiable revenues, are expensed on the income statement when the funds are

expended.  Examples are advertising and R&D expenditures.
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Solution to Problem 59
Describe Expense

In the pursuit of generating revenues, a business expends (spends) money.  These expenditures can be

classified by accounting as either an asset or expense.  An asset is a resource that is intended to be used

in business operations.  An expense is when that resource has been used to generate revenue.

Expenditures are moved from asset to expense according to the expense matching (recognition)

principle.

With regard to an individual expenditure, it is expensed when (1) a revenue is recognized on the income

statement and all related expenditures (past, present, future) are simultaneously run through the income

statement (direct or indirect relationship between revenue and its cost), or (2) an asset has been used up

(no further value to the asset). 

One way of describing an expense starts with an asset.  An asset is a resource to be used in business

operations in the pursuit of revenue generation.  As the asset is used up, it becomes an expense. 

Another way of looking at what is an expense is that it is the cost of generating a particular revenue.`
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Solution to Problem 60
Multiple step and single step income statements

    Selling expenses        Administrative expenses    

Salaries/wages (selling) 127,500 Salaries/wages (admin) 310,500 

Supplies (selling) 21,420 Other administrative 47,300 

Depreciation (selling)     56,580 Depreciation (admin)     18,600 

  Total 205,500   Total 376,400 

(1) Net sales 1,571,100 

Cost of goods sold expense    724,500 

Gross margin 846,600 

Selling expense 205,500 

Administrative expense    376,400 

Operating income 264,700 

Rent revenue 18,000 

Interest expense     (38,000)

Pre-tax income 244,700 

Income tax expense      48,200 

Net income 196,500 

EPS 9.83 (196,500 ! 0) / 20,000

(2) Net sales 1,571,100 

Rent revenue       18,000 

   Total revenues 1,589,100 

Cost of goods sold expense    724,500 

Selling expense 205,500 

Administrative expense    376,400 

Interest expense     38,000 

Income tax expense      48,200 

    Total expenses 1,392,600 

Net income 196,500 

EPS 9.83 (196,500 ! 0) / 20,000

(3) I prefer the multiple step income statement because logical groupings are supplied.  In addition,

operating income is a key piece of information.
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Solution to Problem 61
Multiple step income statement with discontinued operations

(1) Net sales 843,000 

Cost of goods sold expense    395,000 

Gross margin 448,000 

Selling expense 113,000 

Administrative expense    145,000 

Operating income 190,000 

Income tax expense      57,000 30%

Income from continuing operations 133,000 

Loss from discontinued operations (NOT)    (35,000) NOT = net of tax

Net income 98,000 

EPS

Income from continuing operations 4.43 (133,000 !0) / 30,000

Loss from discontinued operations       (1.17) (35,000) / 30,000

Net income 2.27 (98,000 !0) / 30,000

2.83 (72,600 !16,000) / 20,000
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Solution to Problem 62
Multiple and Single Step Income Statements

Selling expenses Administrative expenses

Salaries/wages (sales) 110,529 Salaries/wages (admin) 326,411 

Sales commissions 105,382 Office supplies used 4,466 

Travel expenses (sales) 19,522 Telephone & Internet exp (admin) 17,114 

Delivery expense 73,599 Depreciation expense (admin) 11,300 

Entertainment expense 16,520 Property tax expense  21,550 

Telephone & Internet exp (sales) 14,994 Maintenance & repairs (admin) 3,510 

Depreciation expense (sales) 12,500 Office expense       9.300 

Maintenance & repairs exp( sales) 5,633   Total 393,651 

Miscellaneous selling exp 21,538 

Bad debt expense       5,392 

  Total 248,785 

(1) Net sales 2,300,435 

Cost of goods sold expense    970,572 

Gross margin 1,329,863 

Selling expense 385,609 

Administrative expense    393,651 

Operating income 550,603 

Dividend revenue 113,200 

Interest expense     (39,000)

Pre-tax income 624,803 

Income tax expense     245,331 

Net income 379,472 

(2) Net sales 2,300,435 

Dividend revenue      113,200 

   Total revenues 2,413,635 

Cost of goods sold expense    970,572 

Selling expense 385,609 

Administrative expense    393,651 

Interest expense     39,000 

Income tax expense     245,331 

    Total expenses 2,034,163 

Net income 379,472 
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Solution to Problem 63
Multiple Step Income Statement and Common Size

2008 Horz Yr to Yr 2007 Horz Yr to Yr 2006 Horz

Sales revenue 3,156,278 100.0% -6.5% 3,373,963 100.0% -12.9% 3,872,346 100.0%

Cost of sales 2,563,235 81.2% 2,632,343 78.0% 2,342,674 60.5%

Gross margin 593,043 18.8% 741,620 22.0% 1,529,672 39.5%

Operating expenses

  Selling expenses 585,432 18.5% 523,785 15.5% 475,823 12.3%

  Administrative expenses 65,789 2.1% 96,568 2.9% 74,357 1.9%

  R&D expenses 186,546 5.9% 216,433 6.4% 263,854 6.8%

Operating income (244,724) -7.8% (95,166) -2.8% 715,638 18.5%

Other

  Interest revenue 15,325 0.5% 18,347 0.5% 21,689 0.6%

  Interest expense (27,437) -0.9% (37,854) -1.1% (7,346) -0.2%

  Gains 146,738 4.6% 285,494 8.5% 153,784 4.0%

  Losses (237,549) -7.5% (164,385) -4.9% (84,246) -2.2%

Pre-tax income (347,647) -11.0% 6,436 0.2% 799,519 20.6%

Income tax expense (76,482) -2.4% 1,416 0.0% 175,894 4.5%

Net income (271,165) -8.6% 5,020 0.1% 623,625 16.1%

(4) Things are not looking good for this company.  Sales revenue is going down each year from 2006 through 2008, and selling expenses

are going up.  In addition, cost of goods sold expense as a percentage of sales is going up each year, resulting in a smaller gross margin

to cover the operating expenses of selling, administrative and research and development.  Also, peripheral losses are increasing each

year, presumably as long-term assets are being written off.  A large gain in 2007 kept income in the black (positive) instead of the red

(negative).
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