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I.  Objective(s): By the end of today’s lesson, the student will be able to: 

 •  define accounting terms related to financial statements for a merchandising business organized as a  

  corporation. 

 •  identify accounting concepts and practices related to financial statements and end-of-fiscal-period  

  entries for a merchandising business organized as a corporation. 

 •  prepare and analyze an income statement for a merchandising business organized as a corporation. 

 •  prepare and analyze a balance sheet for a merchandising business organized as a corporation. 

 •  prepare a statement of stockholders’ equity for a merchandising business organized as a corporation. 

 •  record adjusting and closing entries for a merchandising business organized as a corporation. 

 •  record reversing entries for a merchandising business organized as a corporation. 

 

 

II.  Materials: 

 Textbook 

 Workbook 

 Transparencies 

 

 

III.  Anticipatory Set: 

 To provide the corporation’s managers and stockholders with information on how well the corporation 

is   progressing, financial statements are prepared annually and sometimes monthly or quarterly. 
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IV.  Learning Activities: 

FINANCIAL STATEMENTS for a CORPORATION 

 Financial statements are used to report a business’ financial progress and condition as well as changes in 

   the owners’ equity. 

 To report this information, three financial statements are prepared: 

  1)  Income Statement 

  2)  Statement of Stockholders’ Equity 

  3)  Balance Sheet 

 

 A corporation reports changes in owners’ equity differently from a partnership. 

  1)  Owners’ equity for all owners is reported as a single amount rather than for each owner. 

  2)  Owners’ equity is reported in two categories: 

   •  Capital contributed by the owners. 

   •  Capital earned by the corporation. 

 

 

 Income statement 

  An income statement reports financial progress of a business during a fiscal period. 

   Revenue    Cost of merchandise sold 

   Gross profit on operations  Operating expenses 

   Net income/Net loss   Component percentages 

 

  Component percentages help analyze the relationships between revenue and expense items. 

  Illustration 27-2, Page 706. 

 

  Preparing an income statement 

   The income statement is prepared from information found in the Trial Balance, Income  

    Statement, and Balance Sheet columns of the work sheet (pg. 704 & 705). 

 

   A corporation’s income statement differs in four ways from one for a partnership: 
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    •  Net sales - total sales less sales discounts and sales returns and allowances. 

     Reported in the Operating Revenue section of the income statement. 

     Illustration 27-3, Page 707. 

    •  Net purchases - total purchases less purchases discounts and purchases returns  

      and allowances. 

     Reported in the Cost of Merchandise Sold section of the income statement. 

     Illustration 27-4, Page 707. 

    •  Income from operations - income earned only from normal business activities. 

     Reported separately from net income. 

     Other revenue and expenses (interest income, interest expense,   

      gains/losses on plant assets) are not normal business activities, and 

       are, therefore, not included in calculating income form 

operations. 

    •  Net income before and after federal income tax - reported separately. 

     Reporting net income before and after federal income tax is unique to  

      corporation income statements. 

     Reported in the Net Income section of the income statement. 

     Illustration 27-5, Page 708. 

 

 

 

  Analyzing an income statement 

   For a business to determine whether it is progressing satisfactorily, results of operations  

    are compared with industry standards and/or previous fiscal periods.  To help  

    management improve future fiscal periods, items contributing to net income  

    should be analyzed.  By analyzing items of revenue, cost, and expense, items  

    that should be improved can be identified. 

 

   Component percentage - the percentage relationship between one financial statement  

    item and the total that includes that item. 

    Component percentages are figured for six major items: 
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     1)  Cost of merchandise sold 

     2)  Gross profit on operations 

     3)  Total operating expenses 

     4)  Income from operations 

     5)  Net addition or deduction from other revenue and expenses 

     6)  Net income before federal income tax 

 

    Component percentages are figured for two minor items: 

     1)  Federal income tax 

     2)  Net income after federal income tax 

 

    These items are divided by the amount of net sales to arrive at the component %. 

     Cost of Merchandise Sold  /  Net Sales  =  COMS Comp. % 

       $1,431,704.00  /  $2,020,480.00  =  70.9% 

      Indicates that 70.9 cents of each $1.00 of sales went to COMS. 

 

   Acceptable component percentages 

    Based on comparisons with industry standards as well as previous accounting  

     periods, acceptable component percentages for each item is determined. 

    Illustration 27-6, Page 709. 

     

    If the component percentage of an item exceeds the acceptable percentage, the  

     item is reviewed to determine the reason and ways are sought to bring it  

     back within acceptable limits. 

    Achieving acceptable component percentages indicates that the business is  

     keeping costs and expenses at an acceptable level compared with revenue. 

 

 

 

 Statement of stockholders’ equity 
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  Statement of stockholders’ equity - a financial statement that shows changes in a corporation’s 

     ownership for a fiscal period. 

   Similar to the owners’ equity statement for a partnership. 

   Two major sections: 

    •  Capital stock 

    •  Earnings retained in a corporation (Retained Earnings) 

   Illustrtion 27-7, Page 710. 

 

 

 

 Balance sheet 

  A corporation’s balance sheet reports assets, liabilities, and stockholders’ equity on a specific  

   date. 

  Prepared from information found in the Balance Sheet columns of the work sheet and the   

   Statement of Stockholders’ Equity. 

  The balance sheet can be used to determine the financial strength of a business. 

 

  Classifying assets 

   Two categories: (based on the length of time the assets will be in use) 

    •  Current assets - cash and other assets expected to be exchanged for cash or  

     consumed within a year. 

    •  Plant assets - assets that will be used for a number of years. 

 

  Reporting book value of assets 

   Contra account - an account that reduces a related account on financial statements. 

    Three are reported on Celluphone’s balance sheet: 

     1)  Allowance for Uncollectible Accounts 

     2)  Accumulated Depreciation – Office Equipment 

     3)  Accumulated Depreciation – Store Equipment 

   Book value - an asset’s account balance less its related contra account balance. 

    Celluphone reports book value for: 
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     1)  Accounts Receivable 

     2)  Office Equipment 

     3)  Store Equipment 

    An asset’s book value is reported on a balance sheet by listing three amounts: 

     •  the balance of the asset account 

     •  the balance of the asset’s contra account 

     •  book value 

   Illustration 27-9, Page 713. 

 

 

 

  Classifying liabilities 

   Two categories: (based on the length of time until they are due)   

    •  Current liabilities - liabilities due within a short time, usually a year. 

    •  Long-term liabilities - liabilities owed for more than a year. 

   Illustration 27-10, Page 714. 

 

 

 

  Reporting a corporation’s stockholders’ equity 

   A major difference between corporation balance sheets and proprietorship or partnership  

    balance sheets is the owners’ equity section. 

   A corporation normally calls it Stockholders’ Equity. 

   The Stockholders’s Equity section contains accounts related to capital stock and earnings 

     kept in the business. 

   Illustration 27-8, Page 712. 

 

 

  Analyzing a balance sheet 

   To continue operating successfully, a business must have adequate financial resources. 



 7

   Financial strength analysis measures the ability of a business to pay its debts. The 

balance     sheet is the primary source of data to determine the financial strength of a  

     business. 

 

   A business analyzes its financial strength to assist it in planning for future periods and to  

    insure that adequate resources are available to operate the business. 

   Creditors and investors use financial strength analysis to determine if the company is a  

    good credit and investment risk.  Before a creditor sells merchandise to a 

company     on account, the creditor must believe that the company will later pay for 

the      merchandise. 

 

   Two analyses are used to evaluate financial strength:(Working Capital and Current 

Ratio) 

    1)  Working capital - total current assets less total current liabilities. 

     This is the amount of financial resources a company has available to  

      conduct its daily operations.  For a company to operate efficiently,  

      an adequate supply of resources must be available after current  

      liabilities are paid. 

       $321,472.00  –  $126,431.23  =  $195,040.77 

     Working capital should not be confused with cash.  Amount includes  

      assets available for use in daily operations during the next fiscal  

      year. 

 

    2)  Current ratio - a ratio that shows the numeric relationship of current assets  

      to current liabilities. 

     Ratio - a comparison between two numbers showing how many times one  

      number exceeds the other. 

 

     The current ratio is a measure of a company’s ability to pay its current  

      liabilities. 
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     Total Current Assets / Total Current Liabilities = Current Ratio 

       $321,472.00  /  $126,431.23  =  2.5 to 1 

      Total current assets are 2.5 times total current liabilities. 

 

    Working capital does not permit a business to compare itself to its industry or to  

     provide a convenient relative measurement from year to year.  The current 

      ratio provides this comparison. 

 

    Based on previous experience and industry standards, Celluphone has established 

a      minimum acceptable current ratio of 2.0 to 1. 

 

 

 

SUMMARY of FINANCIAL STATEMENTS for a  CORPORATION 

 Page 717. 

 

 

 

Assignment: 

  Be sure you know and understand: 

   •  the meaning of terms 1 - 8, pg. 727. 

   •  the answers to questions 1 - 17, pg. 727. 

   •  answer Cases 1 & 2, pg. 728. 

   •  do Drills 27-D1 and 27-D2, pg. 728 & 729. 

   •  do Problem 27-1, pg. 729 - 731. 

   •  read pages 716 - 726. 

 

ADJUSTING, CLOSING, and REVERSING ENTRIES for a CORPORATION 

 After corporate financial statements are prepared, adjusting and closing entries are journalized and  

  posted.  A post-closing trial balance is then prepared.  Finally, reversing entries are journalized  

  and posted. 
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 Adjusting entries 

  A corporation’s adjusting entries are made from the Adjustments columns of a work sheet. 

  Each adjustment is journalized and posted to general ledger accounts. 

  Illustration 27-12, Page 718. 

 Closing entries 

  Closing entries for a corporation are made from information in a work sheet. 

  A corporation records four closing entries: 

   1)  Income statement accounts with credit balances (revenue and contra cost accounts). 

   2)  Income statement accounts with debit balances (cost, contra revenue, and expense  

    accts) 

   3)  Net income/net loss in the retained earnings account and close the income summary  

    acct 

   4)  Dividends account. 

  Closing entries begin on a new page of the general journal. 

 

 

  Closing entry for income statement accounts with credit balances 

   Income statement credit balance accounts are revenue accounts(Sales, Gain on Plant  

    Assets, and Interest Income) and the contra cost accounts (Purchases Discount  

    and Purchases Returns and Allowances). 

   Obtained from the Income Statement Credit column of the work sheet. 

   Illustration 27-13, Page 720. 

 

 

  Closing entry for income statement accounts with debit balances 

   Income statement debit balance accounts are contra revenue (Sales Discount, Sales  

    Returns and Allowances) and the cost accounts (Purchases) and expense   

    accounts. 
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   Obtained from the Income Statement Debit column of the work sheet. 

   If Cash Short and Over has a credit balance, the account balance amount is closed to  

    Income Summary with the credit balance accounts. 

   Illustration 27-14, Page 721. 

   After closing entries for the income statement debit balance accounts are posted, Income  

    Summary has a credit balance which is the amount of net income. 

 

 

  Closing entry to record net income or net loss in the retained earnings account and close  

    the income summary account 

   A corporation’s net income is recorded in the retained earnings account. 

   Information needed for this entry is obtained from the work sheet. 

   Illustrtion 27-15, Page 722. 

   After the entry to record net income is posted, Income Summary has a zero balance and  

    net income has been recorded as a credit to Retained Earnings. 

   If a corporation has a net loss, Income Summary has a debit balance.  Retained 

Earnings     would then be debited and Income Summary  credited for the net loss 

amount. 

 

 

  Closing entry for the dividends account 

   The debit balance of a dividends account is the total amount of dividends declared during 

     a fiscal period. 

   Since dividends decrease the earnings retained by a corporation, the dividends account is  

    closed to Retained Earnings. 

   Information obtained from the work sheet’s Balance Sheet Debit column. 

   Illustration 27-16, Page 723. 

   After the closing entry for the dividends account is posted, Dividends has a zero balance. 

   The amount of the dividends has been recorded as a debit to Retained Earnings. 
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  After adjusting and closing entries are journalized and posted, balance sheet accounts all have  

    up-to-date balances. 

   Asset, liability, and stockholders’ equity account balances agree with amounts on the  

    balance sheet. 

   Revenue, cost, expense, and dividends accounts all begin the new fiscal period with zero  

    balances. 

 

 

 

 Post-closing trial balance 

  A post-closing trial balance is prepared to prove the equality of debits and credits in the general  

   ledger after adjusting and closing entries have been posted. 

  Illustration 27-17, Page 724. 

 

 

 

 Reversing entries 

  If an adjusting entry creates a balance in an asset or liability account, a reversing entry is needed. 

  The adjusting entry for accrued interest income created a balance in the interest receivable  

   account. 

  The adjusting entry for accrued interest expense created a balance in the interest payable  

   account. 

  Therefore, reversing entries are recorded for these two adjusting entries.   

  Illustration 27-18, Page 725. 

 

 

 Read page 725 regarding the adjusting entry for income tax expense. 

 

 

 

SUMMARY of END-OF-FISCAL-PERIOD ENTRIES for a CORPORATION 
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 Page 726.   

 

 

 

 

Assignment: 

  Be sure you know and understand: 

   •  the answers to questions 18 & 19, pg. 727. 

   •  do Problem 27-2, pg. 732. 

 

 

 

Assignment: 

  •  do Problem 27-M, pg. 732 & 733. 

 

 

 

 

 

V.  Closure: 

 To review for test do Study Guide 27 and Problem 27-M. 

 

VI.  Evaluation of Student Learning: 

 Students will be evaluated using Problems 27-M, and Chapter 27 test. 


