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CHAPTER ONE
FINANCIAL STATEMENTS
INCOME STATEMENT
The income statement is the report that measures the success of company operations for a given
period of time. (It is also often called the statement of income or statement of earnings. The business
and investment community uses the income statement to determine profitability, investment value,
and creditworthiness. It provides investors and creditors with information that helps them predict the
amounts, timing, and uncertainty of future cash flows.

Usefulness of the Income Statement
The income statement helps users of financial statements predict future cash flows in a number of
ways. For example, investors and creditors use the income statement information to:
1. Evaluate the past performance of the company
2. Provide a basis for predicting future performance.
3. Help assess the risk or uncertainty of achieving future cash flows

Limitations of the Income Statement
4. Companies omit items from the income statement that they cannot measure reliably.
5. Income numbers are affected by the accounting methods employed.
6. Income measurement involves judgment.

Format of the income statement
Net income results from revenue, expense, gain, and loss transactions. The income statement
summarizes these transactions. This method of income measurement, the transaction approach,
focuses on the income-related activities that have occurred during the period.4 The statement can
further classify income by customer, product. line, or function, or by operating and nonoperating,
continuing and discontinued, and regular and non-recurring categories.5 The following lists more
formal definitions of income-related items, referred to as the major elements of the income
statement.
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Intermediate Components of the Income Statement
It is common for companies to present some or all of the following sections and totals within the
income statement as shown in Illustration below ,This format is often referred to as the multiplestep income statement.

As indicated, companies report all revenues, gains, expenses, and losses on the income
statement. This statement separates operating transactions from nonoperating transactions, and
matches costs and expenses with related revenues. It highlights certain intermediate
components of income that analysts use to compute ratios for assessing the performance of the
company. Companies present nonoperating revenues, gains, expenses, and losses in a separate
section, before income taxes and income from operations. Companies report discontinued
operations as a separate element in the income statement. Segregating income with different
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characteristics and providing intermediate income figures helps readers evaluate earnings
information in assessing the amounts, timing, and uncertainty of future cash flows.
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And the following are the format which is used for preparation of Income Statement:

Company Name
Income Statement
For the year ended Dec 31, 20XX
Description

Sub
Amount

Sub
Total

Grand
Total

Net Revenue

×××
)××(
)××(

Sales Revenue
-

Sales Returns

-

Sales Allowance

××××

Net Revenue
Cost of goods sold

×××

Beginning Inventory
+

Net Purchase
Total Purchases
Purchase Expense

-

Purchase Allowance & return

-

Purchase Discount

Net Purchase
Available goods for sale
-

Ending Inventory

××
××
)××(
)××(
×××
×××
)××(
××××
××××

Cost of goods sold
Gross profit
-

Operating Expenses
Selling & Marketing Expenses
Administrative Expenses

Total of Operating Expense
Operating Income
+- Other Revenue & Expense
+-

Other Losses & Gains

Income Before Tax
-

Income Tax

Net Income

×××
×××
)××××(
××××
××××
)××××(
××××
)××(
××××
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There are two formats of Income statement are:
1- Condensed Income Statements
In some cases, an income statement cannot possibly present all the desired expense detail.
To solve this problem, a company includes only the totals of components in the statement of
income. It then also prepares supplementary schedules to support the totals. This format may
thus reduce the income statement itself to a few lines on a single sheet. For this reason, readers
who wish to study all the reported data on operations must give their attention to the supporting
schedules.
For example, consider the income statement shown in below Illustration for Boc Hong
Company. This statement is a condensed version of the more detailed income statement
presented in the Illustration. It is more representative of the type found in practice. The next
illustration shows an example of a supporting schedule, cross-referenced as Note D and
detailing the selling expenses.
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2- Single-Step Income Statements
In reporting revenues, gains, expenses, and losses, some companies often use a format known
as the single-step income statement instead of a multiple-step income statement. The singlestep statement consists of just two groupings: revenues and expenses. Expenses are deducted
from revenues to arrive at net income or loss, hence the expression “single-step.” Frequently,
companies report income tax separately as the last item before net income to indicate its
relationship to income before income tax. Illustration below shows the single-step income
statement of Cabrera Company.

Companies that use the single-step income statement in financial reporting typically
do so because of its simplicity. That is, the primary advantage of the single-step
format lies in its simple presentation and the absence of any implication that one
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type of revenue or expense item has priority over another. This format thus eliminates
potential classification problems

Example: (1)
The following are balances extracted from the Ledger of (Husain store) at the year ended at 31,
Dec, 2008. (All values are in $).
Net sales 30000 – Dividend revenue 9800 – Rental revenue 7500 – Cost of goods sold 20000 –
Selling expenses 4500 – Administrative expenses 3500 – Interest expenses 1250 – Income tax
expenses 6000.

Required:
Prepare income statement (Using Single – Step format)
Example: (2)
Starr Co. had sales revenue of $540,000 in 2020. Other items recorded during the year were:
Cost of goods sold
$330,000
Salaries and wages expense
120,000
Income tax expense
25,000
Other operating expenses
10,000
Instructions
Prepare a single-step income statement for Starr for 2020. Starr has 100,000 shares of
stock outstanding
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Example: (3)
Brisky Corporation had net sales of $2,400,000 and interest revenue of $31,000 during 2020.
Expenses for 2020 were cost of goods sold $1,450,000, administrative expenses $212,000, selling
expenses $280,000, and interest expense $45,000. Brisky’s tax rate is 30%.
Instructions
prepare a condensed multiple-step income statement for Brisky Corporation

Example: (4)
(Multiple-Step and Single-Step Statements) Two accountants for the firm of Elwes and
Wright are arguing about the merits of presenting an income statement in a multiple-step
versus a single-step format. The discussion involves the following 2020 information related to
P. Bride Company ($000 omitted).
Administrative expense
Officers’ salaries
$ 4,900
Depreciation of office furniture and equipment
3,960
Cost of goods sold
60,570
Rent revenue
17,230
Selling expense
Delivery expense
2,690
Sales commissions
7,980
Depreciation of sales equipment
6,480
Sales revenue
96,500
Income tax
9,070
Interest expense
1,860
Instructions
a. Prepare an income statement for the year 2020 using the multiple-step form.
b. Prepare an income statement for the year 2020 using the single-step form.
c.

Example: (5)
The accountant of Latifa Shoe Co. has piled the following information from the company’s
records as a basis for an income statement for the year ended December 31, 2020.
Rent revenue
$ 29,000
Interest expense
18,000
Market appreciation on land above cost
31,000
Salaries and wages expense (selling)
114,800
Supplies (selling)
17,600
Income tax
23,100
Salaries and wages expense (administrative)
135,900
Other administrative expenses
51,700
Cost of goods sold
496,000
Net sales
980,000
Depreciation on plant assets (70% selling, 30% administrative)
65,000
Cash dividends declared
16,000
There were 20,000 shares of common stock outstanding during the year.
Instructions
a. Prepare a multiple-step income statement.
b. Prepare a single-step income statement.
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Example: (6)
The following balances are extracted from the ledger of (Aram Co.) at 31 / 12 /
2009:
Cash sales 60000 $ - Sales on account 40000 $ - Sales returned and
allowances 1000 $ - Beginning inventory 6500 $ - Cash purchases 50 % from
cash sales – Purchases on account 40 % from sales on account – Purchases
returned and allowances 500 $ - Purchases expenses 400 $ - commission on
purchases 10 % from total purchases – Advertising expenses 400 $ - Sales
expenses 500 $ - Rent expenses 2400 $ - Depreciation expenses 800 $ - Ending
inventory 2500 $.
Required:
Prepare income statement (Using multiple – steps format).
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Balance Sheet
The balance sheet, sometimes referred to as the statement of financial position, reports the
assets, liabilities, and stockholders’ equity of a business enterprise at a specific date. This
financial statement provides information about the nature and amounts of investments in
enterprise resources, obligations to creditors, and the owners’ equity in net resources. It
therefore helps in predicting the amounts, timing, and uncertainty of future cash flows.

Usefulness of the Balance Sheet
By reporting information on assets, liabilities, and stockholders’ equity, the balance sheet provides
a basis for computing rates of return and evaluating the capital structure of the enterprise.
Analysts also use information in the balance sheet to assess a company’s risk1 and future
cash flows. In this regard, analysts use the balance sheet to assess a company’s liquidity, solvency,
and financial flexibility.
1- Liquidity describes “the amount of time that is expected to elapse until an asset is realized or otherwise
converted into cash or until a liability has to be paid.”
2- Solvency refers to the ability of a company to pay its debts as they mature
3- Liquidity and solvency affect a company’s financial flexibility, which measures the “Ability of an enterprise to
take effective actions to alter the amounts and timing of cash flows

Limitations of the Balance Sheet
1. Most assets and liabilities are reported at historical cost. As a result, the information
provided in the balance sheet is often criticized for not reporting a more relevant fair
value.
2. Companies use judgments and estimates to determine many of the items reported in the balance sheet.
3. The balance sheet necessarily omits many items that are of financial value but that a company cannot
record objectively.
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Example: (1)
Harding Corporation has the following accounts included in its December 31, 2020, trial
balance: Accounts Receivable $110,000, Inventory $290,000, Allowance for Doubtful
Accounts $8,000, Patents $72,000, Prepaid Insurance $9,500, Accounts Payable $77,000, and
Cash $30,000.
Instructions
Prepare the current assets section of the balance sheet, listing the accounts in proper
sequence.

Example: (2)
Koch Corporation’s adjusted trial balance contained the following asset accounts at December
31, 2020: Cash $7,000, Land $40,000, Patents $12,500, Accounts Receivable $90,000, Prepaid
Insurance $5,200, Inventory $30,000, Allowance for Doubtful Accounts $4,000, and Equity
Investments (to be sold in the next quarter) $11,000.
Instructions
Prepare the current assets section of the balance sheet, listing the accounts in proper
sequence.

Example: (3)
Included in Outkast Company’s December 31, 2020, trial balance are the following accounts:
Prepaid Rent $5,200, Debt Investments (to be held to maturity until 2023) $56,000, Unearned
Fees $17,000, Land (held for investment) $39,000, and Notes Receivable (long-term) $42,000.
Instructions
Prepare the long-term investments section of the balance sheet.

Example: (4)
Lowell Company’s December 31, 2020, trial balance includes the following accounts:
Inventory $120,000, Buildings $207,000, Accumulated Depreciation—Equipment $19,000,
Equipment $190,000, Land (held for investment) $46,000, Accumulated Depreciation—
Buildings $45,000, Land $71,000, and Timberland $70,000.
Instructions
Prepare the property, plant, and equipment section of the balance sheet.

Example: (5)
Crane Corporation has the following accounts included in its December 31, 2020, trial
balance: Equity Investments (to be sold in the next 6 months) $21,000, Goodwill $150,000,
Prepaid Insurance $12,000, Patents $220,000, and Franchises $130,000.
Instructions
Prepare the intangible assets section of the balance sheet.

Example: (6)
Patrick Corporation’s adjusted trial balance contained the following asset accounts at
December 31, 2020: Prepaid Rent $12,000, Goodwill $50,000, Franchise Fees Receivable
$2,000, Franchises $47,000, Patents $33,000, and Trademarks $10,000.
Instructions
Prepare the intangible assets section of the balance sheet.
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Example: (7)
Thomas Corporation’s adjusted trial balance contained the following liability accounts at
December 31, 2020: Bonds Payable (due in 3 years) $100,000, Accounts Payable $72,000,
Notes Payable (due in 90 days) $22,500, Salaries and Wages Payable $4,000, and Income
Taxes Payable $7,000.
Instructions
Prepare the current liabilities section of the balance sheet.

Example: (8)
Presented below is the adjusted trial balance of Abbey Corporation at December 31, 2015.
Debit
Credit
Cash $
?
Supplies
1,200
Prepaid Insurance
1,000
Equipment
48,000
Accumulated Depreciation—Equipment
9,000
Trademarks
950
Accounts Payable
10,000
Salaries and Wages Payable
500
Unearned Service Revenue
2,000
Bonds Payable (due 2022)
9,000
Share Capital—Ordinary
10,000
Retained Earnings
20,000
Service Revenue
10,000
Salaries and Wages Expense
9,000
Insurance Expense
1,400
Rent Expense
1,200
Interest Expense
900
Total
$?
$?
Additional information:
1.Net loss for the year was $2,500.
2.No dividends were declared during 2015.
Instructions: Prepare a classified statement of financial position (balance
sheet) as of December 31, 2015.
Example: (9)
There are balances from the Ledger of one of the Companies: (The amounts in $)
Cash 2250 – Cash in bank 3750 – Machinery 5600 – N / R 1800 – N / P 3200 – Buildings &
Lands 10500 – Furniture 850 – Cars 6400 – A / R 1650 – A / P 1100 – Loan 8000 – Drawing
1600 – Capital (beginning) 20300 – Ending inventory 8850 – Net income 10650.
Required:
Prepare balance sheet statement.
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Example: (10)

Required:
Prepare balance sheet statement.
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