ACCT 100 - PROFESSOR FARINA

LECTURE NOTES

Chapter 13: Financial Statements and Closing Procedures

This chapter concludes the accounting cycle for a merchandising enterprise.  It introduces us to the financial statements for a merchandiser, closing entries for a merchandising company, and financial statement analyses. The chapter has four major objectives:
1. Learn to prepare a classified income statement.
2. Learn to prepare a classified balance sheet.

3. Learn to compute and analyze the current ratio, inventory turnover ratio, and gross profit percentage.

4. Prepare the four closing entries for a merchandising company.

Financial Statements

The same three financial statements we learned for a service-oriented company are required for a merchandising business. However, both the income statement and balance sheet use different formats.  I have found the newly formatted income statement will most likely take the longest to master.  To review, the three financial statements are:

· The Income Statement 

· The Statement of Owner’s Equity 

· The Balance Sheet 

Remember, they need to be prepared in this order, as information from one statement is transferred to the next statement.  



The Classified Income Statement

Unless given, the source for the numbers on income statement is from the worksheet columns.  As discussed previously, a vast majority of merchandising companies use the classified, also known as multiple-step, format in preparing the income statement.  The Cost of Goods Sold will be the most challenging part of the classified income statement.

There is much more information given on this income statement than on others we prepared in this course. The main difference is the use of many subtotals that are not accounts in the general ledger, such as “Net Sales,” “Cost of Goods Sold,” “Gross Profit on Sales,” and other.  Preparing the multiple-step income statement will be much easier if we can learn the accounts that are added or subtracted to arrive at these subtotals. 

The significant subtotals on a classified income statement are:
Net Sales

Less: Cost of Goods Sold

= Gross Profit on Sales
Less:  Operating Expenses
= Net Income from Operations

+\- Other Income or Other Expense 
= Net Income  

Each major subtotal is arrived at by adding or subtracting various general ledger accounts. The accounts added or subtracted are detailed below.

	Significant Subtotal
	
	Calculation

	
	
	
	
	
	
	
	
	
	
	

	
	Net Sales
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	Sales
	
	
	
	
	
	XXXXX

	
	
	
	
	Less:
	Sales Ret. & Allow.
	
	
	(X)
	

	
	
	
	
	
	Sales Discounts
	
	
	(X)
	(XX)

	
	
	
	
	Net Sales
	
	
	
	
	XXXX

	
	
	
	
	
	
	
	
	
	
	

	Less:
	Cost of 
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	Merch. Inventory, Jan. 1
	
	
	XXX
	

	
	Goods Sold
	
	
	Purchases
	
	
	XXX
	
	

	
	
	
	
	Freight in
	
	
	
	X
	
	

	
	
	
	
	Delivered cost of purchases
	
	XXX
	
	

	
	
	
	
	Less Purchases Ret. & Allow.
	(X)
	
	
	

	
	
	
	
	          Purchases Discounts
	(X)
	(X)
	
	

	
	
	
	
	Net delivered cost of purchases
	
	
	XXX
	

	
	
	
	
	Total merchandise available for sale
	
	XXXX

	
	
	
	
	Less Merchandise Inventory, December 31
	(X)
	

	
	
	
	
	Cost of Goods Sold
	
	
	
	XX

	
	
	
	
	
	
	
	
	
	
	

	Equals
	Gross Profit
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	              Net       
	Sales
	
	
	
	
	                XXXXX

	         
	
	
	
	Less Cost of Goods Sold
	
	
	
	(XX)

	
	
	
	
	Equals Gross Profit
	
	
	
	XXXX

	
	
	

	
	
	
	
	
	
	
	

	Less
	Operating 
	
	
	Selling Expenses
	
	
	
	X
	

	
	Expenses
	
	
	General and Administrative Expenses
	X
	

	
	
	
	
	Warehouse Expenses (wholesalers)
	
	X
	

	
	
	
	
	Total Operating Expenses
	
	
	
	XX

	
	
	
	
	
	
	
	
	
	
	

	Equals
	Net Income 
	
	
	
	
	
	
	
	
	

	
	from
	
	
	Gross Profit
	
	
	
	
	XXXX

	
	Operations
	
	
	Less Total Operating Expenses
	
	
	
	(XX)

	
	
	
	
	
	
	XXX


	
	
	
	
	
	
	
	
	
	
	

	Net Nonoperating 
	
	
	
	
	
	
	
	
	

	Income:
	 


	
	
	
	
	
	
	
	

	Add
	Other Income
	
	Interest Income, Miscellaneous Income
	XX
	

	Less
	Other Expenses
	
	Interest Expense
	
	
	
	(X)
	

	
	
	
	
	Net Nonoperating Income
	
	
	
	X

	
	
	
	
	
	
	
	
	
	
	

	Equals
	Net Income
	
	
	Net Income from Operations
	
	
	
	XXX

	
	
	
	
	Plus Net Nonoperating Income
	
	
	
	X

	
	
	
	
	Equals Net Income
	
	
	
	
	XXX


Here is more information on operating expenses. Operating expenses may be categorized as follows: Selling Expenses; General and Administrative Expenses; and Warehouse Expenses. 
Selling Expenses are directly related to sales or marketing activities and functions. They include any sales salaries, commissions, advertising, depreciation of store equipment, and others.  
General and Administrative expenses are all the other day-to-day operating expenses not related to the sales function and include the salaries of clerical workers, accounting/finance employees, rent, utilities, general office supplies, business insurance, and rent.  
Wholesalers with warehouses may also have a category of expenses called Warehouse Expenses.
Here’s a guided example on preparing a classified income statement.  
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=A5f4eRvIdJsBapS20cDeUGX
Statement of Owner’s Equity

The statement of owner’s equity has not changed. To review, its format follows.
  

Owner, Capital, January 1




XXX

Add: Net Income



XXXX
Less: Withdrawals



(XXX) 
Increase in capital 






XXX 
Owner, Capital, December 31




XXXX
Here is a guided example on preparing a statement of owner’s equity that also reviews a classified income statement. (Please note there is a “shortcut method” of computing net income presented in the guided example. If you find it confusing, ignore it. Remember that the net income amount comes from the Income Statement.)
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=91Dpm79Gmvr9InmV6gU7P5w
The Classified Balance Sheet

The Balance sheet looks very much the same as others we have prepared.  The only change is now we will classify the balance sheet. Most companies, even service firms, use a classified balance sheet. 
The following summarizes the classification criteria in the new balance sheet:
	Account Category
	
	Classifications
	
	Definition
	
	Examples of Accounts Included

	
	
	
	
	
	
	

	Assets
	
	Current Assets
	
	Assets that will be converted to cash, or "used up," within one year from the date of the balance sheet.

	
	Cash, Accounts Receivable, Merchandise Inventory, Prepaid Insurance, Prepaid Rent, Supplies

	
	
	Property and Equipment


	
	Assets that (1) are tangible, (2) have long useful lives, usually exceeding 3 years, 

and (3) are used in business operations.


	
	Land, Equipment, Building,

Machinery, Furniture and

Fixtures. Also includes the

Accumulated Depreciation

accounts as contra-assets

(except Land, which is not

depreciated).

	Liabilities
	
	Current liabilities
	
	Liabilities that are expected to be paid, or otherwise terminated, within one year

from the date of the balance sheet.
	
	Accounts Payable, Wages

Payable, Unearned Revenue, and Notes

Payable—current portion.

	
	
	Long-term liabilities
	
	Liabilities that are expected

to be paid, or otherwise

terminated, after one 
year from the date of 

the balance sheet.
	
	Notes Payable, due after one year.

	Owner’s Equity
	
	No sub-classifications.
	
	The owner's capital balance at the end of the year, after closing entries.
	
	Owner, Capital. The amount comes from the statement of owner’s equity.


The following is a guided example on preparing a classified balance sheet.

https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=94LLDtS0hSA7i8RsFbYkft5
Interpreting the financial statements using ratios
The following table summarizes the financial ratios discussed in this chapter.

	Name of ratio
	Formula
	Purpose

	Working capital ($)
	Current assets – Current liabilities
	This ratio is a measure of a firm’s ability to pay its current obligations.

	Current ratio
	Current assets ÷ Current liabilities
	This is another measure of a firm’s ability to pay its current obligations. This may be compared to other firms in the same business. 

	Gross profit percentage
	Gross profit ÷ Net sales
	This ratio calculates the amount of gross profit earned from each dollar of sales.

	Inventory turnover
	Cost of goods sold ÷ Average inventory

Average inventory = (Beginning inventory + Ending Inventory) ÷ 2
	The inventory turnover shows the number of times inventory is replaced during the period.

	Accounts receivable turnover
	Net credit sales ÷ Average accounts receivable

Average accounts receivable (A/R) = (Beginning A/R + Ending A/R) ÷ 2
	The accounts receivable turnover measures the reasonableness of accounts receivable outstanding. 


Ratios are usually compared to other companies in the same industry and to the firm’s ratios of prior years. 

Here is a guided example on calculating ratios.

https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=36nfozjTbPtxBp7iKTVQLNI
Closing Entries 
Remember why we need closing entries:

· To close out temporary accounts to be ready for the next new fiscal year 

· To transfer net income and drawing to the owner’s capital account.  

The purpose of journalizing and posting the closing entries remains the same.  We need to adjust the first closing entry to include contra-purchases accounts, and the second closing entry to include contra-revenue accounts.
For a Service Business


For a Merchandising Business
Close revenues
Close Income Statement accounts with credit balances, such as Sales and Purchases Discounts
Close expenses
Close Income Statement accounts with debit balances, such as Rent Expense and Sales Discounts

Close Income Summary
Close Income Summary ***

Close Drawing
Close Drawing
***We must prepare a T-account for the Income Summary, as it will have amounts already in place from the inventory adjustments discussed in Chapter 12.
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