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 Learning Objectives 

After studying Chapter 7, in addition to defining key terms, you will be able to: 

 LO1 Prepare an income statement for a service business. 

 LO2 Calculate and analyze financial ratios using income statement amounts. 

 LO3 Prepare a balance sheet for a service business organized as a proprietorship. 

  
  

Financial Statements for a Proprietorship: Accounting in the Real World 

American Eagle Outfitters 

If you have visited a shopping mall, you have probably seen at least one of the stores belonging to 

the American Eagle Outfitters (AEO) family. AEO markets its merchandise through three stores: 

American Eagle Outfitters, Aerie, and 77Kids. AEO “offers high-quality, on-trend clothing, accessories 

and personal care products at affordable prices.” AEO brand targets 15- to 25-year-olds and has over 

900 stores in the United States and Canada. 

The AEO website states, “Since our first store opened in 1977, AEO has focused on innovation.” One 

way AEO is trying to maintain its focus on innovation is by hiring young, creative new employees. The 

company is taking its motto (Live Your Life) one step further with a motto of “Live Your Life, Love 

Your Job” for employees and potential employees. In a campaign to attract new employees, AEO 

uses three methods: internships, full-time training programs, and campus visits. 

College juniors can complete a paid summer internship at AEO's corporate office. The internship 

even includes furnished housing for students from outside the Pittsburgh area. Interns choose either 

a merchandising or planning and allocation program. The merchandising internship partners the 

intern with an AEO employee. The intern spends ten weeks learning how products are designed and 
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produced. The planning and allocation internship focuses more on financial leadership on product 

and assortment choices. In this program, the intern spends time helping create sales goals for 

products and works with inventory distribution. 

The full-time training program is designed for college graduates. The new employee is guided through 

a training program, based on a particular career path. The three training program choices are 

merchandising, design, and planning and allocation leadership development. Within each training 

program, the new employee is guided and mentored to achieve the development and training 

required to succeed in the career area. 

AEO visits college campuses throughout the year to introduce and recruit students to the internship 

and full-time training programs. 

Critical Thinking 

1.     What account titles might you find on a balance sheet for AEO? 

2. Why would AEO be willing to participate in internship and training programs? 

  

Financial Statements for a Proprietorship: 

Key Terms 

 financial accounting 

 managerial accounting 

 financial ratio 

 ratio analysis 

 vertical analysis 

 return on sales (ROS) 

 

Chapter 7:Financial Statements for a Proprietorship: Lesson 7-1: Preparing 

an Income Statement  

Lesson 7-1: Preparing an Income Statement  



  

Reporting Financial Information 

Preparing an Income Statement from Information on a Work Sheet LO1 

Heading of an Income Statement 

Revenue, Expenses, and Net Income Sections of an Income Statement 

Analyzing an Income Statement LO2 

Income Statement with Two Sources of Revenue and a Net Loss 

End of Lesson Review 

  

LO1 Prepare an income statement for a service business. 

LO2 Calculate and analyze financial ratios using income statement amounts. 

Reporting Financial Information 

The financial information needed by managers and owners to make good business decisions can be 

found in the general ledger accounts. However, the information in the general ledger is very detailed. 

Therefore, to make this general ledger information more usable, the information is summarized, 

organized, and reported. The area of accounting that focuses on reporting information to external 

users is called financial accounting . Examples of external users include bankers, creditors, 

customers, government agencies, and stockholders. The area of accounting that focuses on reporting 

information to internal users is called managerial accounting . Examples of internal users include 

company managers and officers. 

All financial information must be reported if good business decisions are to be made. A financial 

statement with incomplete information is similar to a book with missing pages. The complete story is 

not told. If a business has both rent and utilities expenses but reports only the rent expense, 

managers will have incomplete information on which to base decisions. The accounting concept Full 

Disclosure is applied when financial statements contain all information necessary to understand a 

business's financial condition. Full Disclosure is also known as Adequate Disclosure. [CONCEPT: Full 

Disclosure] 

Delgado Web Services prepares two financial statements: an income statement and a balance sheet. 

It always prepares these financial statements at the end of each monthly fiscal period. [CONCEPT: 

Accounting Period Cycle] 
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When a business is started, it is expected that the business will continue to operate indefinitely. For 

example, Michael Delgado assumes that he will own and operate Delgado Web Services for many 

years. When he retires, he expects to sell Delgado Web Services to someone else, who will continue 

its operation. The accounting concept Going Concern is applied when financial statements are 

prepared with the 

expectation that a business 

will remain in operation 

indefinitely. [CONCEPT: 

Going Concern] 

  

Preparing an Income 

Statement from Information 

on a Work Sheet LO1 

An income statement 

reports financial information over a specific period of time, indicating the financial progress of a 

business in earning a net income or a net loss. Expenses are the amounts a business pays to 

operate and earn revenue. The revenue earned and the expenses incurred to earn that revenue are 

reported in the same fiscal period. [CONCEPT: Matching Expenses with Revenue] 

Information needed to prepare Delgado Web Services' income statement is obtained from two places 

on the work sheet. Account titles are obtained from the work sheet's Account Title column. Account 

balances are obtained from the work sheet's Income Statement columns. The income statement for a 

service business has four sections: (1) heading, (2) Revenue, (3) Expenses, and (4) Net Income or 

Net Loss. 

Heading of an 

Income Statement 

 The income 

statement's date 

shows that this 

income statement 

reports 



information for the one-month period from January 1 through January 31. 

 

Preparing the Heading of an Income Statement 

1 Center the name of the company, Delgado Web Services, on the first line. 

2 Center the name of the report, Income Statement, on the second line. 

3 Center the date of the report, For Month Ended January 31, 20--, on the third line. 

  

   The work sheet is prepared as a planning tool to assist in preparing financial 

statements. It is an optional report. 

  

Revenue, Expenses, and Net Income Sections of an Income Statement

 

 

Preparing the Revenue, Expenses, and Net Income Sections of an Income Statement 

1 Write the name of the first section, Revenue:, at the extreme left of the wide column on the 

first line. 

2 Write the title of the revenue account, Sales, on the next line, indented about one centimeter. 



3 Record the balance of the account, $5,820.00, on the same line in the second amount 

column. 

4 Write the name of the second section, Expenses:, on the next line at the extreme left of the 

wide column. 

5 Write the title of each expense account in the wide column, indented about one centimeter. 

6 Record the balance of each expense account in the first amount column on the same line as 

the account title. 

7 Rule a single line across the first amount column under the last expense account balance to 

indicate addition. 

8 Write the words Total Expenses on the next blank line in the wide column, indented about 

one centimeter. 

9 Record the amount of total expenses, $2,658.00, on the same line in the second amount 

column. 

10 Calculate and verify the amount of net income. 

a. Calculate net income from information on the income statement, as shown. 

  

     

 

 

   

b. Compare the amount of net income, $3,162.00, with the net income on the work 

sheet. If the two amounts are not the same, an error has been made. 

11 Rule a single line across the second amount column just below the amount of total 

expenses. 



12 Write the words Net Income on the next line at the extreme left of the wide column. 

13 On the same line, record the amount of net income, $3,162.00, in the second amount 

column. 

14 Rule double lines across both amount columns below the amount of net income to show 

that the amount has been verified as correct.  

  

Analyzing an Income Statement 

LO2 

 In order to be more useful, the 

income statement can contain 

additional information and 

calculations. For a service 

business, the revenue reported 

on an income statement is often 

compared to two items: (1) total 

expenses and (2) net income. 

To make decisions about future 

operations, a manager analyzes 

relationships between these two 

income statement components 

and the total sales. A comparison between two components of financial information is called a 

financial ratio . The calculation and interpretation of a financial ratio is called ratio analysis . On an 

income statement, financial ratios are calculated by dividing the amount of each component by the 

total amount of sales. Delgado Web Services calculates a ratio for total expenses and net income. 

The relationship between each component and total sales is shown in a separate column on the 

income statement at the right of the amount columns. Reporting an amount on a financial statement 

as a percentage of another item on the same financial statement is called vertical analysis . 

   

   If expenses are more than revenue, the result is a net loss. 
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Acceptable Financial Ratios 

For a ratio to be useful, Mr. Delgado needs to know what ratios are acceptable for businesses similar 

to Delgado Web Services. Various industry organizations publish average ratios for similar 

businesses. In the future, Mr. Delgado could also compare Delgado Web Services' ratios from one 

fiscal period with the ratios of previous fiscal periods. 

Total Expenses Ratio 

The total expenses ratio, based on information from the January income statement, is calculated as 

shown. For businesses similar to Delgado Web Services, an acceptable total expenses ratio is not 

more than 48.0%. Therefore, Delgado Web Services' percentage, 45.7%, is less than 48.0% and is 

acceptable. 

  

     

 

 

Net Income Ratio 

The net income ratio, based on information from the January income statement, is calculated as 

shown. For businesses similar to Delgado Web Services, an acceptable net income ratio is not less 

than 52.0%. Therefore, Delgado Web Services' ratio, 54.3%, is greater than 52.0% and is acceptable. 

The ratio of net income to total sales is called return on sales (ROS) . Return on sales is a common 

financial ratio used to determine how much profit is being produced per dollar of sales. Delgado Web 

Services is producing 54.3 cents per dollar of sales. 
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Income Statement with Two Sources of Revenue and a Net Loss 

  

Delgado Web Services receives revenue from only one source, the sale of services for maintaining 

and hosting websites for small businesses. Repair It Now receives revenue from two sources, the 

sale of services to repair riding mowers and the sale of services to repair push mowers. The 

business's owner wants to know how much revenue is earned from each source. Therefore, the 

business uses two revenue accounts: Sales—Riding Mowers and Sales—Push Mowers. 

When an income statement is prepared for Repair It Now, both revenue accounts are listed. The 

Revenue section for Repair It Now differs from the income statement prepared by Delgado Web 

Services. 

If total expenses exceed total revenue, a net loss is reported on an income statement. Repair It Now 

reported a net loss on its July income statement. 

 Return on sales (ROS) is widely used by analysts in the investment field to evaluate a 

company. 

Preparing the Revenue Section of an Income Statement with Two Sources of Revenue 



1 Write the section heading, Revenue:, at the left of the wide column. 

2 Write the titles of both revenue accounts in the wide column, indented about one centimeter. 

3 Record the balance of each account in the first amount column on the same line as the 

account title. 

4 Total the two revenue account balances. Write the total amount on the next line in the 

second amount column. 

5 Write the words Total Revenue in the wide column, indented about one centimeter on the 

same line as the total revenue amount. 

 

Preparing the Net Loss Section of an Income Statement 

6 Write the words Net Loss at the extreme left of the wide column. 

7 Subtract the total expenses from the revenue to calculate the net loss. Record the amount of 

net loss in the second amount column in parentheses. An amount written in parentheses on a 

financial statement indicates a negative amount. 

End of Lesson Review 

LO1 Prepare an income statement for a service business. 

LO2 Calculate and analyze financial ratios using income statement amounts. 

Terms Review 

financial accounting 

managerial accounting 

financial ratio 

ratio analysis 

vertical analysis 

return on 

sales (ROS) 

 

Audit Your Understanding 

1. List the four sections of an income statement. 



2. What is the formula for calculating the total expenses ratio? 

3. What is the formula for calculating the net income ratio? 

 

Work Together 7-1 

Preparing an income statement 

A partial work sheet of Hair Care Salon for the month ended May 31 of the current year is given in the 

Working Papers. Also given is a blank form for completing an income statement. Your instructor will 

guide you through the following example. 

Prepare an income statement for the month ended May 31 of the current year. Calculate and record 

the ratios for total expenses and net income. Round percentage calculations to the nearest 0.1%. 

On Your Own 7-1 

Preparing an income statement 

A partial work sheet of Plumbing Solutions for the month ended February 28 of the current year is 

given in the Working Papers. Also given is a blank form for completing an income statement. Work 

this problem independently. 

Prepare an income statement for the month ended February 28 of the current year. Calculate and 

record the ratios for total expenses and net income. Round percentage calculations to the nearest 

0.1%. 
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Ethics in Action: Identifying Stakeholders  

Instructions 

  

A majority of states have seat belt laws. The laws are unpopular with individuals who believe in 

freedom of choice. Most people recognize that wearing a seat belt provides the passenger with extra 

protection in a crash. Why not allow a passenger to accept the extra risk of driving without a seat 

belt? 

A well-known ethical model, the utilitarian theory, states that an ethical action provides the greatest 



balance of good over harm. Any persons or groups affected by an action are called stakeholders. The 

impact of the action on the various stakeholders should be analyzed. Major stakeholders include 

owners, employees, customers, local communities, and society. Not every type of stakeholder will 

apply in each situation. However, the list of stakeholders provides a useful guide. It helps individuals 

see how their actions affect others. 

Examine the table below. It analyzes the impact on stakeholders involved in a motorist's decision to 

drive without a seat belt. 

Impact on Stakeholders of a Motorist's Decision to Drive Without a Seat Belt 

Stakeholders Negative Impact Positive Impact 

Motorist 3. May incur serious injuries or death. 

4. Insurance rates are likely to increase. 

• Enjoys the perceived freedom of 

driving without the confinement 

of a seat belt. 

Drivers of other 

vehicles 

• May suffer mental anguish if a motorist incurs serious 

injuries. 

• Insurance rates for all drivers are likely to increase. 

  

Relatives of 

motorist 

• Personal lives and careers may be negatively affected if 

an accident disables a motorist. 

  

Emergency 

personnel 

• Risks to emergency personnel are greater because they 

may be more aggressive when responding to 

serious accidents. 

  

Insurance 

companies 

• Higher medical bills resulting from more serious injuries 

may be only partially offset by higher insurance 

premiums. 

  

State government • May be subject to lawsuits by individuals who believe the 

state was negligent in not passing seat belt laws. 

• More serious accidents require more emergency 

personnel and equipment, thus spending limited 

financial resources. 

  

Society • Government programs may pay for medical bills and 

disability payments not provided by the motorist's 

insurance. 

  



 

This analysis demonstrates how a personal decision—not wearing a seat belt—can affect many 

people. Individuals must make their own conclusions. State legislators who voted for seat belt laws 

believed that benefits to the motorist failed to offset the negative impact on so many stakeholders. 

Individuals who oppose seat belt laws believe the benefits to the individual offset the negative impact 

on all other stakeholders. 

Instructions 

Most colleges and universities have minimum academic standards for admission. Create a table that 

analyzes the positive and negative impact of admission standards. Then answer the question: Are 

admission standards ethical? 
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Your Financial Future  

Financial Literacy: A Budget is a Road Map to Your Financial Future  

  

Activities 

  

A budget is a financial road map used by individuals and companies as a guide for spending and 

saving. Following a budget helps to avoid spending more than is earned. Businesses and individuals 

must periodically evaluate their financial condition and adjust their budgets to ensure the achievement 

of financial goals. The first step in creating a budget is to determine the amount of income you can 

expect. Then, expenses must be estimated. Fixed expenses are financial obligations that remain the 

same every period, such as rent, transportation, insurance, and loan payments. A strategy of setting 

aside at least 10% of after-tax income for saving and investing is called pay yourself first. 

Variable expenses are those that change in value from month to month. These are more easily 

controlled than fixed expenses. Examples include utilities, groceries, recreation, and clothing. 

A positive balance after total expenses are subtracted from total income is called a surplus. A surplus 

can be saved for future needs. A negative balance after total expenses are subtracted from total 

income is called a deficit. A deficit indicates that planned expenses must be reduced. 

Activities 



Bethany has been working full time for one year and frequently finds herself short of cash. Her total 

income is $39,000, and her income after taxes is $2,500 per month. She has the following expenses: 

Car payment, $400/month 

Auto insurance, $3,000/year 

Gas, $50/week 

Groceries, $150/week 

Clothing, $50/week 

Entertainment, $25/week 

Utilities, (monthly average) $150/month 

Rent, $700/month 

Cell phone, $30/per month 

 

1. Based on “pay yourself first,” calculate the amount that Bethany should budget for savings. 

2. List and total Bethany's fixed expenses. Be sure to include the amount for savings. 

3. List and total the amount of variable expenses. 

4. Calculate Bethany's current monthly surplus or deficit. 

5. If there is a deficit, recommend what steps Bethany should take to avoid a deficit. 
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Performance  

Think Like an Accountant: Evaluating Manager Performance  

 

Glade Media has three managers who are authorized to approve cash payments for operating 

expenses. Dan Smith is responsible for advertising and sales. John Nash is responsible for the 

upkeep of company offices. Karen Stevens is in charge of office operations. Cash payments recorded 

to each expense account are the responsibility of the manager in charge of the account. 

Each year, the president, the three managers, and the accountant meet to estimate the expenses for 

the next fiscal year. Those estimates form the next year's budget. Before the meeting, the accountant 

prints a report of expense accounts from the accounting system. The report shows the actual and 

budgeted amounts for each account as well as the manager responsible. The information helps to 

evaluate each manager's performance. It also provides a basis to set the next fiscal year's budget. 



Open the Spreadsheet TLA_CH07 

  

   Assume you are the accountant for Harris Company. Use the expense account report to 

prepare the additional reports listed and to answer the following questions. 

 

1. Prepare a report of the budgeted and actual expenses for each account, grouped by manager. 

2. Prepare a report of the actual and budgeted expenses for each manager. 

3. Prepare a report that shows the expense accounts just for managers whose total actual 

expenses are over budget. 

4. Can you think of a case where an actual account balance over budget might not indicate poor 

management performance? How does your answer affect the usefulness of this analysis? 

 

Chapter 7:Financial Statements for a Proprietorship: Lesson 7-2: Preparing a 
Balance Sheet  
Lesson 7-2: Preparing a Balance Sheet  

  

Preparing a Balance Sheet from Information on a Work Sheet LO3 

Heading of a Balance Sheet 

Assets and Liabilities Sections of a Balance Sheet 

Owner's Equity Section of a Balance Sheet 

Owner's Equity Reported in Detail on a Balance Sheet 

End of Lesson Review 

  

LO3 Prepare a balance sheet for a service business organized as a proprietorship. 

Preparing a Balance Sheet from Information on a Work Sheet LO3 

  



 

A balance sheet 

reports financial 

information on a 

specific date, 

indicating the 

financial condition of 

a business. The 

financial condition of 

a business refers to 

its financial strength. 

If a business has 

adequate available 

assets and few 

liabilities, that business is financially strong. If a business's financial condition is not strong, adverse 

changes in the economy might cause the business to fail. 

Information about assets, liabilities, and owner's equity might be obtained from the general ledger 

accounts or from a work sheet. However, the information is easier to use if reported in an organized 

manner such as on a balance sheet. 

Information needed to prepare Delgado Web Services' balance sheet is obtained from two places on 

the work sheet. Account titles are obtained from the work sheet's Account Title column. Account 

balances are obtained from the work sheet's Balance Sheet columns. 

A balance sheet has four sections: (1) Heading, (2) Assets, (3) Liabilities, and (4) Owner's Equity. 

Heading of a Balance Sheet 

 Preparing the Heading of a 

Balance Shee 

1 Center the name of the 

company, Delgado Web 

Services, on the first line. 



2 Center the name of the report, Balance Sheet, on the second line. 

3 Center the date of the report, January 31, 20--, on the third line. 

Assets and Liabilities Sections of a Balance Sheet 

 

 

A balance sheet reports information about the elements of the accounting equation. 

Assets = Liabilities + Owner's Equity 

The assets are on the LEFT side of the accounting equation and on the LEFT side of Delgado Web 

Services' balance sheet. 

Two kinds of equities are reported on a balance sheet: (1) liabilities and (2) owner's equity. Liabilities 

and owner's equity are on the RIGHT side of the accounting equation and on the RIGHT side of 

Delgado Web Services' balance sheet. 

The information needed to prepare the Assets section is obtained from the work sheet's Account Title 

column and the Balance Sheet Debit column. The information needed to prepare the Liabilities 

section is obtained from the work sheet's Account Title column and the Balance Sheet Credit column. 

 Preparing the Assets and Liabilities Sections of a Balance Sheet 

1 Write the title of the first section, Assets, in the middle of the left wide column. 

2 Write the titles of all asset accounts under the heading. 

3 Record the balance of each asset account in the left amount column on the same line as the 



account title. 

4 Write the title of the next section, Liabilities, in the middle of the right wide column. 

5 Write the titles of all liability accounts under the heading. 

6 Record the balance of each liability account in the right amount column on the same line as 

the account title. 

7 Rule a single line across the right amount column under the last amount, to indicate addition. 

8 Write the words Total Liabilities in the right wide column on the next blank line. 

9 Record the total of all liabilities, $225.00, in the right amount column. 

  

   The balance sheet proves the accounting equation (A = L + OE). 

  

Owner's Equity Section of a Balance Sheet 

  

 

 

Only the amount of current capital is reported on Delgado Web Services' balance sheet. The amounts 

needed to calculate the current capital are found in the work sheet's Balance Sheet columns. The 



amount of current capital is calculated as shown. 

  

     

 

When a business has a net loss, current capital is calculated as shown. The current capital is 

reported on the balance sheet in the same way as when the business has a net income. 

  

     

 

 

   

Preparing the Owner's Equity Section of a Balance Sheet 

1 Write the title of the section, Owner's Equity, in the middle of the right wide column on the 

next line below “Total Liabilities.” 

2 Write the title of the owner's capital account, Michael Delgado, Capital, on the next line. 

3 Record the current amount of owner's equity, $4,012.00, in the right amount column. 

4 Rule a single line under the last amount in the longer left amount column. Rule a single line 

in the right amount column on the same line. 



5 Write the words Total Assets on the next line, in the left wide column. 

6 Record the amount of total assets, $4,237.00, in the left amount column. 

7 Write the words Total Liabilities and Owner's Equity in the right wide column on the same line 

as “Total Assets.” 

8 Record the amount of total liabilities and owner's equity, $4,237.00, in the right amount 

column. 

9 Compare the totals of the two amount columns. The totals are the same, so the balance 

sheet is in balance. 

10 Rule double lines across both the left and right amount columns just below the column 

totals to show that the totals have been verified as correct. 

 

Owner's Equity Reported in Detail on a Balance Sheet 

  

Delgado Web Services' balance sheet reports the current capital on January 31 but does not show 

how this amount was calculated. Delgado Web Services is a small business with relatively few 

changes in owner's equity to report. Therefore, Michael Delgado decided that the business does not 

need to report all the details in the Owner's Equity section. However, some businesses prefer to 

report the details about how owner's equity is calculated. 

If Delgado Web Services were to report details about owner's equity, the Owner's Equity section of 

the balance sheet would be prepared as shown in the illustration. 



Preparing the Owner's Equity Section Reported in Detail on a Balance Sheet 

1 Write the words Michael Delgado, Capital, January 1 on the first line under the words “

Owner's Equity.” 

2 Record the owner's capital account balance on January 1, $2,000.00, in the wide column. 

3 Write the words Net Income on the next line. Record the net income, $3,162.00, in the wide 

column to the left of the capital account balance. 

4 Write the words Less Michael Delgado, Drawing on the next line. Record the balance of the 

drawing account, $1,150.00, in the wide column. 

5 Rule a single line under the amount. 

6 Subtract the balance of the drawing account from the net income. Record the difference, 

$2,012.00, in the wide column to the right of the drawing account balance. 

7 Write the words Michael Delgado, Capital, January 31 on the next line. 

8 Add the January 1 capital amount, $2,000.00, and the difference between the net income 

and the drawing account, $2,012.00. Record the sum, $4,012.00, in the right amount column. 

9 Write the words Total Liabilities and Owner's Equity on the next line. Record the amount of 

total liabilities and owner's equity, $4,237.00, in the right amount column. 

  

   Capital is not copied from the work sheet to the balance sheet. Capital is 

calculated using beginning capital, plus net income or minus net loss, minus 

drawing. 

 

  

End of Lesson Review 

LO3 Prepare a balance sheet for a service business organized as a proprietorship. 

Audit Your Understanding 



1. List the four sections on a balance sheet. 

2. What is the formula for calculating current capital? 

 

Work Together 7-2 

Preparing a balance sheet 

A partial work sheet of All Pro Painters for the month ended April 30 of the current year is given in the 

Working Papers. Also given is a blank form for completing a balance sheet. Your instructor will guide 

you through the following example. 

Prepare a balance sheet for April 30 of the current year. 

On Your Own 7-2 

Preparing a balance sheet 

A partial work sheet of A-1 Computer Repair for the month ended October 31 of the current year is 

given in the Working Papers. Also given is a blank form for completing a balance sheet. Work this 

problem independently. 

Prepare a balance sheet for October 31 of the current year. 

 

Chapter 7:Financial Statements for a Proprietorship: Why Accounting?: Pharmacists and Dentists in 

the Accounting Classroom  

Why Accounting?: Pharmacists and Dentists in the Accounting Classroom  

  

Critical Thinking 

  

College accounting courses attract a diverse group of students. It is not surprising to find college 

accounting classes that include pharmacists and dentists. These professionals have already 

completed both a four-year and a graduate degree and are not planning on achieving a degree in 

accounting. 

Many dentists and pharmacists own their own practice, which means they are also small business 

owners. Unfortunately, not all dental or pharmacy schools include an accounting course or other 



business courses in the required curriculum. Most of these small business owners hire accountants to 

do the accounting for their practice. 

  

   Dentists and pharmacists who do not want to hire an accountant 

can find help in the many accounting software packages designed 

specifically for dental practices and pharmacies. Either way, many 

report that they must still have at least an understanding of 

accounting so that they can interpret their financial statements. 

 

Critical Thinking 

1.    Using the Internet, find the name of one dental practice or pharmacy management 

company. List some of the costs that a dentist would have to consider when determining the 

cost of a dental filling. 
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Careers in Accounting  

Activity 

  

Min Kahn 

BOOKKEEPER 

Min Kahn is a bookkeeper in a midsize electronics company. As the title implies, she keeps the “

books,” that is, the financial records, for the company. Min supervises three accounting clerks. She 

verifies their work and performs other accounting tasks. These include journal entries, bank 

reconciliations, bank deposits and cash reports, as well as accounts receivable and accounts payable 

reports. Bookkeepers are often in charge of invoicing and managing the petty cash fund. Min is also 

in charge of the accounting software program used by the company. At the end of each fiscal period, 

she prepares the adjusting entries and does a trial balance. This is where the position of bookkeeper 

usually ends. However, in some small companies, the bookkeeper prepares the financial statements. 



Min gives the trial balance to the accountant, who prepares the financial statements. The accountant 

also prepares other reports for managers to use in decision making. 

Salary Range: Salaries vary with job responsibilities, but usually range from $31,000 to $40,000 

annually. Bookkeepers who supervise other employees tend to earn higher salaries. 

Qualifications: The qualifications for bookkeeper vary greatly with company size. A bookkeeper is 

sometimes an entry-level position. However, accounting clerks are often promoted to the job of 

bookkeeper. 

A two-year accounting degree is helpful but not always required. A bookkeeper must have a sound 

understanding of the accounting cycle as well as basic knowledge of GAAP. When the position 

requires supervising accounting clerks, the bookkeeper must be able to direct, evaluate, and motivate 

those employees. Time management and project management skills are also important. Computer 

skills and an understanding of accounting software programs are essential. A bookkeeper must have 

good oral and written communications skills. 

Occupational Outlook: The growth for bookkeeping positions is projected to be in the average range 

(between 7% and 13%) for the period from 2008 to 2018. 

Activity 

Research job openings for a bookkeeper in your area. Record the educational requirements and the 

salary range for five positions. Summarize your findings in a written report. 

Sources: online.onetcenter.org ; 2010 Accounting & Finance Salary Guide published by Robert Half. 
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Financial Statements for a Proprietorship: A Look at Accounting Software 

Viewing Financial Statements in the Reports Window 

One tremendous advantage of computerized accounting systems is their ability to produce accurate 

reports very quickly. If an error is discovered in the data, a correction can be made and a new report 

created in just minutes. 

Most accounting systems come with dozens, or even hundreds, of available report forms. Many 

systems allow users to modify existing reports or to create new ones. Some systems have elaborate 

report formatting tools, while some offer very few. Some accounting systems offer interactive reports, 

while others display only plain text. An interactive report allows the user to click on numbers in the 

report to see the transactions that produced the numbers. 

All managers need regular financial statements to guide their decision making and to report their 

progress to owners and creditors. So financial statements are among the most widely used reports. 

Usually, the user can select from several different formats for each statement. For example, one 

alternative income statement shows the current month and a range of previous months selected by 

the user. 



  

1 The user selects the income statement from the drop-down list. 

2 To change the report, the user would click Modify. Tools available in the software would allow the 

user to add, edit, or delete fields and labels; change fonts; insert charts; etc. Clicking on New would 

allow the user to create an entirely new report. 

3 Most reports can be sorted in a variety of ways. For example, this report could be sorted by account 

title or account number. Since Delgado Web Services' accounts are numbered in alphabetical order, it 

would not make a difference. The default selection is numerical. 

4 The user selects the date range for the report. This option allows the user to prepare an income 

statement covering a single month, several months, or the year to date. 

5 The current date cannot be changed by the user. If this statement is printed, the time and date will 

be printed in the footer. Time and date stamps are important in comparing like reports printed at 

different times. 

6 On page 195 of this chapter, the income statement shows vertical analysis percentages only for 

Total Expenses and Net Income, with Sales being 100.0%. This income statement shows a complete 

vertical analysis, which allows management to compare all items on the income statement from one 

period to another. Vertical analysis gives management a better understanding of how different types 



of expenses and net income change over the course of the year in relation to sales. 

7 This report is interactive. When the user positions the cursor over an active field, the field displays a 

frame. Clicking inside the frame opens a small window showing the data or the calculation that 

created the number. For example, clicking on the 397.00 advertising expense would show all the 

advertising transactions posted during the period. 

8 If a printed statement is desired, the user would click Print.  

  

Financial Statements for a Proprietorship: Chapter Summary 

Two financial statements prepared at the end of each fiscal period are the income statement and the 

balance sheet. Both financial statements are prepared using information found on the work sheet. 

The income statement summarizes the revenue, expenses, and net income or net loss of the 

company for a period of time. An income statement may show the total expense ratio and the net 

income ratio, which are used to evaluate the financial performance of the company. 

The balance sheet lists the assets, liabilities, and owner's equity of the company on a specific date. 

The balance sheet proves that assets equal liabilities plus owner's equity. When preparing the 

balance sheet, the new capital account balance must be calculated. The balance sheet is used to 

evaluate the financial strength of the company. 

Financial Statements for a Proprietorship: Explore Accounting 

 Comparative and Interim Financial Statements 

A corporation that trades its stock on a U.S. stock exchange must submit an annual report to the 

Securities and Exchange Commission (SEC). The SEC has specific requirements as to what must be 

included in the financial statements. 

One requirement is that the financial statements included in the annual report must show amounts for 

more than one year. The balance sheet must show ending balances for the current year and the 

previous year. The income statement and statement of stockholders' equity must show amounts for 

the current year and the two previous years. Financial statements providing information for multiple 

fiscal periods are called comparative financial statements. 



These statements make it possible for a user to compare performance from year to year. For 

example, the net income for the current year can be compared to the net income for the two previous 

years. In this way, the user can determine if there is a positive or negative trend occurring in net 

income. On the balance sheet, the ending cash balance for the current year can be compared to the 

ending cash balance from the previous year to determine if the amount of cash on hand is increasing 

or decreasing. 

Businesses that are required to submit an annual report to the SEC must also submit a quarterly 

report. This report is not as detailed as the annual report, but it must include the financial statements 

for the quarter. Financial statements providing information for a time period shorter than the fiscal 

year are called interim financial statements. Users of financial information are able to evaluate the 

progress of the firm every three months rather than waiting an entire year. The importance of interim 

financial statements can be verified by the fact that the results reported in these statements are often 

summarized and reported in financial news sources, such as The Wall Street Journal and CNBC. 

Instructions 

Contact a corporation near you. Ask if the business prepares interim financial statements and, if it 

does, find out how often these statements are prepared.  

  

Financial Statements for a Proprietorship: Apply Your Understanding: Application Problem 

INSTRUCTIONS: Download problem instructions for Excel, QuickBooks, and Peachtree from the 

textbook companion website at www.C21accounting.com . 

7-1 Application Problem: Preparing an Income Statement LO1, 2 

   Go to www.cengage.com/login 

Click on AA Online to access. 

Go to the online assignment and follow the instructions. 

http://www.c21accounting.com/
http://www.cengage.com/login


  

 

A form is given in the Working Papers. The following information is obtained from the work sheet of 

Lincoln Lawn Service for the month ended January 31 of the current year. 

Instructions: 

1. Prepare an income statement for the month ended January 31 of the current year. 

2. Calculate and record the ratios for total expenses and net income. Round percentage 

calculations to the nearest 0.1%. 

 

7-2 Application Problem: Preparing a Balance Sheet LO3 

    Go to www.cengage.com/login 

Click on AA Online to access. 

Go to the online assignment and follow the instructions. 

A form is given in the Working Papers. The following information is obtained from the work sheet of 

Lee's Home Repair for the month ended January 31 of the current year. 

http://www.cengage.com/login


  

 

Instructions: 

Prepare a balance sheet for January 31 of the current year. 

  
  

Financial Statements for a Proprietorship: Apply Your Understanding: Mastery Problem 

7-M Mastery Problem: Preparing Financial Statements with a Net Loss LO1, 2, 3 

Forms are given in the Working Papers. The following information is obtained from the work sheet of 

Eiler Copy Service for the month ended September 30 of the current year. 



  

Instructions: 

Prepare an income statement for the month ended September 30 of the current year. 

Calculate and record the ratios for total expenses and net loss. Place the percentage for net loss in 

parentheses to show that it is for a net loss. Round percentage calculations to the nearest 0.1%. 

Prepare a balance sheet for September 30 of the current year. 

    From the menu bar, select Reports & Forms; Financial Statements. 

Make the selections to print the income statement and balance sheet. 

    From the menu bar, select Reports; Company & Financial. 

Make the selections to print the profit and loss statement and balance sheet. 

    Complete the income statement and balance sheet spreadsheets. 

Make the selections to print. 

  
  

Financial Statements for a Proprietorship: Apply Your Understanding: Challenge Problem 



7-C Challenge Problem: Preparing Financial Statements with Two Sources of Revenue and a Net 

Loss LO1, 2, 3 

Forms are given in the Working Papers. The information below is obtained from the work sheet of 

Scow Art School for the month ended October 31 of the current year. 

  

 

 

Instructions: 

1. Prepare an income statement for the month ended October 31 of the current year. 

2. Calculate and record the ratios for total expenses and net loss. Place the percentage for net 

loss in parentheses to show that it is for a net loss. Round percentage calculations to the 

nearest 0.1%. 

3. Prepare a balance sheet for October 31 of the current year. 

    From the menu bar, select Reports & Forms; Financial Statements. 

Make the selections to print the income statement and balance sheet. 

    From the menu bar, select Reports; Company & Financial. 

Make the selections to print the profit and loss statement and balance sheet.  

  



Financial Statements for a Proprietorship: 21st Century Skills 

 Comparing Financial Statements 

Theme: Financial, Economic, Business, and Entrepreneurial Literacy 

Skills: ICT Literacy, Critical Thinking and Problem Solving 

Select three companies within the same industry. Go to the home page for each company. Search 

each site for its most current financial statements. This information is typically found under one of the 

following headings: About Us, Investor Relations, or History. Then, locate the income statement to 

obtain the following information. An income statement is also called a profit and loss statement (or a 

P&L). 

Application 

1. List the total revenue, total expenses, and net income or net loss for each company. 

2. For each company, calculate and record the ratios for total expenses and net income by dividing 

each item by the amount of total sales. Round percentage calculations to the nearest 0.1%. 

3. Compare these ratios for net income for each company. Which company has the best ratio? 

4. Assume you are an accountant. What recommendation(s) would you suggest for the company to 

increase its net income by 20% for the next fiscal period? 

Financial Statements for a Proprietorship: Analyzing Nike's Financial Statements 

Nike's financial reports include a Consolidated Statement of Income, which is shown in Appendix B 

on page B-5. This statement reports revenue, expenses, and operating income similar to an income 

statement for a proprietorship. Nike's statement of income is more complex than the income 

statement described in this chapter. Besides reporting net income, it also reports other items that will 

be covered later in this course. The first line of the statement is Revenues. As part of GAAP, Nike 

must report when that revenue is recognized, or counted as revenue. The first note to the financial 

statement, titled Summary of Significant Accounting Policies, covers items such as revenue 

recognition. 

Instructions 

1. Look through Note 1 on page B-10 for a paragraph titled Recognition of Revenues. When are 

revenues from wholesale sales recognized? 



When are retail store revenues recognized? 

 

 


