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Financial Accounting Chapter 1 – Introduction to Business in the United States


CHAPTER 1

INTRODUCTION TO BUSINESS

IN THE UNITED STATES

LEARNING OBJECTIVES

1. Describe the four factors of production.

2. Explain the basic concepts of capitalism and how they relate to the profit motive.

3. Distinguish between gross and net income. Be able to calculate each.

4. Distinguish among the three basic forms of business organization—the proprietorship, the partnership, and the corporation—and describe the advantages and disadvantages of each.

5. Distinguish among the three major types of business activities and define hybrid type businesses.

6. Explain the basic need for international business trade and the complications involved in this activity.

7. Describe what is shown in each of the four financial statements.

8. Describe the SEC’s and FASB’s authority over accounting reporting standards and describe the current standard-setting process in the United States.

9. Describe the basic objectives of financial reporting.

10. Explain the purpose of an independent financial audit and describe the four basic types of audit opinions.

11. Gather information about a company and obtain an annual report. (Appendix)

12. Describe the information found in a typical annual report and Form-10K. (Appendix)

MULTIPLE CHOICE QUESTIONS

1.
Which definition(s) of business is (are) relevant to financial accounting?


a.
commerce or trade


b.
a commercial or industrial establishment


c.
Answers a and b are correct.


d.
a special task or duty

(moderate, L.O. 1, Section 1, Comprehension, c)

2.
People make decisions every day. Information makes decisions easier to make. How does accounting assist people in this process?


a.
by recording, classifying, and reporting economic activities


b.
by providing useful economic information to decision makers


c.
accounting information helps managers make better decisions in a business


d.
All of the answers above are correct.

(easy, L.O. 1, Section 1, Comprehension, d)

3.
Buildings, machinery, and tools used to produce goods and services are often referred to as:


a.
capital


b.
labor


c.
natural resources


d.
entrepreneurship

(easy, L.O. 1, Section 1, Comprehension, a)

4.
Capital is one of the four factors of production. According to this definition, capital includes:


a.
land


b.
machinery


c.
labor


d.
mineral deposits

(easy, L.O. 1, Section 1, Comprehension, b)

5.
Buildings, machinery and tools are prime examples of which of the factors of production?


a.
natural resources


b.
labor


c.
capital


d.
entrepreneurship

(moderate, L.O. 1, Section 1, Application, c)

6.
One factor of production brings three other factors together to form a business. This factor is called:


a.
natural resources


b.
entrepreneurship


c.
capital


d.
labor

(moderate, L.O. 1, Section 1, Application, b)

7.
An economy in which competition in the marketplace helps determine the most efficient way to allocate the economy’s resources is known as:


a.
a planned economy


b.
a market economy


c.
communism


d.
a government enterprise system

(moderate, L.O. 1, Section 1, Application, b)

8.
Adam Smith (1723–1790) wrote about the phenomenon called the invisible hand. Adam Smith was a noted:


a.
accountant


b.
entrepreneur


c.
banker


d.
philosopher and economist

(moderate, L.O. 1, Section 1, Application, d)

9.
Mental efforts of workers are an example of which factor of production?


a.
natural resources


b.
entrepreneurship


c.
capital


d.
labor

(easy, L.O. 1, Section 1, Comprehension, d)

10.
The __________ stimulates a person to do something when the __________ derived from doing it is greater than the __________ required to do it.


a.
profit motive; benefit; sacrifice


b.
profit motive; sacrifice; benefit


c.
competition; profit motive; sacrifice


d.
invisible hand; profit motive; sacrifice

(easy, L.O. 1, Section 1, Application, a)

11.
Factors of production are classified into categories by:


a.
accountants


b.
economists


c.
governments


d.
management

(moderate, L.O. 1, Section 1, Comprehension, b)

12.
Materials that come from the land comprise part of which factor of production?


a.
labor


b.
natural resources


c.
capital


d.
entrepreneurship

(easy, L.O. 1, Section 1, Comprehension, b)

13.
A person who is willing to accept the opportunities and risks of starting a business is a(n):


a.
employee


b.
independent contractor


c.
outside board member


d.
entrepreneur

(moderate, L.O. 1, Section 1, Application, d)

14.
The force that makes one competitor drop prices so as to compete with others in the market is known as:


a.
the guiding light


b.
the invisible hand


c.
the planned economy


d.
communism

(moderate, L.O. 1, Section 1, Comprehension, b)

15.
People who are willing to accept the opportunities and risks of starting and running a business are called:


a.
accountants


b.
economists


c.
bankers


d.
entrepreneurs

(moderate, L.O. 1, Section 1, Application, d)

16.
The mental and physical efforts of people who are involved in running a business are also referred to as:


a.
labor


b.
capital


c.
capitalism


d.
communism

(easy, L.O. 1, Section 1, Comprehension, a)

17.
A strong centralized government is a substitute for which factor of production in a society?


a.
natural resources


b.
labor


c.
capital


d.
entrepreneurship

(moderate, L.O. 2, Section 1, Application, d)

18.
Which factor(s) of production is (are) unlikely to exist in a communist country?


a.
natural resources


b.
entrepreneurship


c.
capital


d.
labor

(difficult, L.O. 2, Section 1, Analysis, b)

19.
In a planned economy the various factors of production may be controlled. For this situation to exist, it is necessary to have a:


a.
strong decentralized government


b.
weak centralized government


c.
weak decentralized government


d.
strong centralized government

(moderate, L.O. 2, Section 1, Comprehension, d)

20.
What type of economic system exists within the United States?


a.
planned market


b.
free market


c.
government market


d.
monopolistic market

(easy, L.O. 2, Section 1, Comprehension, b)

21.
An economic system that relies principally on competition to determine how resources should be allocated is known as a:


a.
planned economy


b.
market economy


c.
government economy


d.
centralized economy

(easy, L.O. 2, Section 1, Comprehension, b)

22.
Julie Chen is willing to accept the opportunities and risks of starting and running her own business. Ms. Chen’s business does well because it is very competitive, drawing many customers to it from other businesses. Ms. Chen and her business are most likely operating in a:


a.
planned economy


b.
capitalistic economy


c.
centralized economy


d.
labor economy

(moderate, L.O. 2, Section 1, Comprehension, b)

23.
The reason for doing something in a business environment when the benefits exceed the sacrifices of doing it is typically called a:


a.
sacrificial motive


b.
altruistic motive


c.
market motive


d.
profit motive

(moderate, L.O. 2, Section 1, Comprehension, d)

24.
When two or more people both desire the greatest benefit with the least amount of sacrifice, __________ is the result.


a.
counter-production


b.
competition


c.
lack of prosperity


d.
laziness

(easy, L.O. 2, Section 1, Comprehension, b)

25.
Which one of the following costs is deducted from the selling price when calculating the gross profit?


a.
product costs


b.
wage cost


c.
rent cost


d.
advertising cost

(moderate, L.O. 2, Section 1, Application, a)

26.
Karla Nguyen owns her own business. She sells telephones and accessories. Karla pays $65 for each phone, has rent costs of $20 per week, pays advertising costs of $10, and pays her employees a commission of $5 for each phone sold. If Karla sells one phone for $100, what is her gross profit on sale of the phone?


a.
$ 5


b.
$25


c.
$35


d.
$60

(moderate, L.O. 2, Section 1, Application, c)

27.
Tamisha buys calculators for $10 each. She sells them for $55 each. Tamisha pays commissions to her employee of $5 and pays advertising costs that average $1 per calculator. What is Tamisha's gross profit on five calculators?


a.
$ 33


b.
$ 40


c.
$165


d.
$225

(difficult, L.O. 2, Section 1, Analysis, d)

28.
Tanner owns and operates a kite store. He buys kites for $15 each. He pays a commission for each kite sold of $3. His advertising costs are $2 per kite. If Tanner sells the kite for $30, how much net income will he make per kite?


a.
$ 8


b.
$10


c.
$13


d.
$28

(moderate, L.O. 2, Section 1, Application, b)

29.
Jasmine sells flowers for $25 per bunch. The flowers cost Jasmine $14 per bunch. The delivery driver charges $5 per delivery and the clerk is paid $2 for each order processed. If Jasmine sells 8 bunches of flowers, what is the net income that she'll receive?


a.
$ 4


b.
$11


c.
$28


d.
$32

(difficult, L.O. 2, Section 1, Analysis, d)

30.
Many companies today are committed to responsible and ethical business practices, and they make it a point of communicating that commitment to investors, employees, and the general public. Anyone to whom the company owes a responsibility is called a(n):


a.
investor


b.
stakeholder


c.
competitor


d.
corporate officer

(moderate, L.O. 3, Section 2, Comprehension, b)

31.
One challenge a company faces today is determining exactly who its stakeholders are and what responsibility it has to them. The stakeholders of a company include:


a.
employees


b.
investors


c.
the community at large


d.
All of the answers above are correct.

(easy, L.O. 3, Section 2, Comprehension, d)

32.
A form of business that allows the individual to take risks and reap the rewards of ownership and any profitability is known as a:


a.
sole proprietorship


b.
partnership


c.
corporation


d.
limited partnership

(easy, L.O. 4, Section 2, Comprehension, a)

33.
Which of the following is an advantage of a sole proprietorship?


a.
limited liability


b.
unlimited life


c.
common stock


d.
total control

(moderate, L.O. 4, Section 2, Comprehension, d)

34.
A business owner has only limited access to capital to operate and expand his or her business. This disadvantage is a characteristic of the business form known as a:


a.
corporation


b.
sole proprietorship


c.
partnership


d.
limited partnership

(easy, L.O. 4, Section 2, Comprehension, b)

35.
A disadvantage of a sole proprietorship is that the owner has:


a.
unlimited liability


b.
total control


c.
no profit sharing


d.
few government regulations

(moderate, L.O. 4, Section 2, Comprehension, a)

36.
Joe Montoya owns a business as a sole proprietor. For Joe, an advantage of being a sole proprietor is he:


a.
must share his profits


b.
must share in his control of the business


c.
has limited liability


d.
has no separate income taxes to pay

(moderate, L.O. 4, Section 2, Comprehension, d)

37.
James is a sole proprietor. A disadvantage that he faces as a business owner in this form is:


a.
complete business control


b.
limited management expertise


c.
lots of government regulation


d.
expensive to start the business

(moderate, L.O. 4, Section 2, Comprehension, b)

38.
The form of business where two or more persons have unlimited liability for the debts of the business is a:


a.
partnership


b.
corporation


c.
sole proprietorship


d.
limited liability corporation

(moderate, L.O. 4, Section 2, Comprehension, a)

39.
A business which does not issue stock and that has more than one owner is called a:


a.
corporation


b.
partnership


c.
sole proprietorship


d.
limited liability corporation

(easy, L.O. 4, Section 2, Comprehension, b)

40.
One of the advantages of the partnership form of business enterprise is that it has:


a.
limited liability


b.
no profit sharing


c.
common stock


d.
ease of formation

(moderate, L.O. 4, Section 2, Comprehension, d)

41.
One distinct advantage a partnership has over a corporation is:


a.
it has limited liability


b.
the partnership issues common stock


c.
the partnership has no separate income tax to pay


d.
there is less owner conflict in a partnership

(moderate, L.O. 4, Section 2, Comprehension, c)

42.
Which item below is considered a disadvantage of the partnership form of business?


a.
more access to capital


b.
increased management expertise


c.
few government regulations


d.
sharing of profits

(moderate, L.O. 4, Section 2, Comprehension, d)

43.
When compared to a sole proprietorship, partners in a partnership are at a disadvantage because the partners have:


a.
to share in the profits


b.
more management expertise


c.
no special income taxes to pay


d.
fewer government regulations

(moderate, L.O. 4, Section 2, Analysis, a)

44.
The business form that is considered a separate legal entity apart from its owners is a:


a.
partnership


b.
limited partnership


c.
sole proprietorship


d.
corporation

(easy, L.O. 4, Section 2, Comprehension, d)

45.
The form of business in which stock is issued to the owner(s) is the:


a.
limited partnership


b.
partnership


c.
corporation


d.
sole proprietorship

(easy, L.O. 4, Section 2, Comprehension, c)

46.
A form of business that will continue to exist even when a complete change in ownership occurs is a:


a.
partnership


b.
sole proprietorship


c.
limited partnership


d.
corporation

(easy, L.O. 4, Section 2, Comprehension, d)

47.
An advantage of the corporate form of business enterprise is that it has:


a.
separate taxes


b.
limited life


c.
limited liability


d.
absentee ownership

(moderate, L.O. 4, Section 2, Comprehension, c)

48.
Which of the following characteristics below is not an advantage of the corporate form of business?


a.
a limited life


b.
greater management expertise


c.
limited owner liability


d.
greater access to capital

(moderate, L.O. 4, Section 2, Comprehension, a)

49.
One disadvantage of doing business as a corporation is:


a.
a corporation may pay separate income taxes


b.
there is limited liability for owners


c.
there is continuity of business life


d.
it may have greater access to capital

(moderate, L.O. 4, Section 2, Comprehension, a)

50.
When compared to partnerships and sole proprietorships, corporations are at a disadvantage as a form of business because they have:


a.
more government regulations with which to comply


b.
an unlimited life


c.
no separate income taxes


d.
greater capital access

(difficult, L.O. 4, Section 2, Analysis, a)

51.
In which respect is a limited partner in a limited partnership “limited”?


a.
they are not permitted to share company profits


b.
they are limited to corporations


c.
they are subject to double taxation


d.
having limited liability

(moderate, L.O. 4, Section 2, Comprehension, d)

52.
Which form of business ownership controls the majority of business resources in the United States?


a.
corporation


b.
partnership


c.
sole proprietorship


d.
limited partnership

(easy, L.O. 4, Section 2, Comprehension, a)

53.
Although they represent a small percentage of the total number of businesses in the United States, the form of business that transacts more business than the other business forms combined is the:


a.
corporation


b.
partnership


c.
sole proprietorship


d.
limited partnership

(easy, L.O. 4, Section 2, Comprehension, a)

54.
Changes in the business environment have led to the creation of new forms of business organizations. One such business form eliminates double taxation and can issue stock to its owners. This business form is called a:


a.
partnership


b.
limited partnership


c.
limited liability partnership


d.
limited liability corporation

(easy, L.O. 5, Section 3, Comprehension, d)

55.
A firm that buys its product from another firm and then sells it to other businesses that resell the goods to the ultimate consumer is known as a:


a.
wholesale merchandiser


b.
manufacturing company


c.
retail merchandiser


d.
service company

(moderate, L.O. 5, Section 3, Comprehension, a)

56.
A firm that purchases tangible, physical products in their finished form as its major business activity is called a:


a.
service company


b.
manufacturing company


c.
merchandising company


d.
hybrid company

(easy, L.O. 5, Section 3, Comprehension, c)

57.
A company that buys finished goods and intends to sell them to the final consumer is known as a:


a.
retail merchandiser


b.
service company


c.
wholesale merchandiser


d.
manufacturing company

(moderate, L.O. 5, Section 3, Comprehension, a)

58.
A firm that does not sell a tangible product is a:


a.
service company


b.
manufacturing company


c.
retail merchandising company


d.
wholesale merchandising company

(moderate, L.O. 5, Section 3, Comprehension, a)

59.
An attorney providing legal advice and counseling would be operating which form of a business?


a.
service company


b.
manufacturing company


c.
retail merchandising company


d.
wholesale merchandising company

(moderate, L.O. 5, Section 3, Comprehension, a)

60.
An example of a service company would be:


a.
Wal-Mart


b.
a CPA firm


c.
a grocery store


d.
a lumber mill

(moderate, L.O. 5, Section 3, Application, b)

61.
An example of someone performing work in a service company would be a(an):


a.
clerk ringing up sales


b.
technician doing a chest x-ray


c.
stocker filling store shelves


d.
equipment operator moving material in the company’s warehouse

(difficult, L.O. 4, Section 2, Application, b)

62.
A bookstore is an example of a:


a.
manufacturer


b.
service business


c.
retail merchandiser


d.
wholesale merchandiser

(moderate, L.O. 5, Section 3, Application, c)

63.
A company that produces personal computers for sale to other businesses would be an example of  a:


a.
manufacturer


b.
service business


c.
retail merchandiser


d.
wholesale merchandiser

(easy, L.O. 5, Section 3, Comprehension, a)

64.
A certain business manufactures a product, and then sells it and offers to finance the customers’ purchase if they so desire. This type of business is known as a:


a.
service company


b.
manufacturing company


c.
merchandising company


d.
hybrid company

(easy, L.O. 5, Section 3, Comprehension, d)

65.
The General Motors Corporation would be an example of a:


a.
service company only


b.
hybrid company


c.
manufacturer only


d.
merchandiser only

(moderate, L.O. 5, Section 3, Comprehension, b)

66.
A certain business is referred to as “the middleman.” This type of business is a:


a.
wholesaler


b.
retailer


c.
service company


d.
manufacturer

(easy, L.O. 5, Section 3, Comprehension, a)

67.
A Mexican product is imported into the United States. This means that the product is:


a.
produced and sold only in the United States


b.
produced in the United States but sold in Mexico


c.
produced in Mexico but sold in the United States


d.
produced and sold only in Mexico

(moderate, L.O. 6, Section 4, Comprehension, c)

68.
To be considered an export from the United States to Mexico, a product would be:


a.
both produced and sold in the United States


b.
produced in the United States but sold in Mexico


c.
produced in Mexico but sold in the United States


d.
both produced and sold in Mexico

(moderate, L.O. 6, Section 4, Comprehension, b)

69.
Most countries’ economic health depends on the importing and exporting of goods. However, such commerce among countries can cause:


a.
an economic complication such as the use of different currencies among nations


b.
an economic complication such as countries with different types of economies


c.
a political complication such as a country wishing to protect its own self-interests


d.
All of the answers above are correct.

(moderate, L.O. 6, Section 4, Comprehension, d)

70.
Formal treaties between two or more nations that are designed to control imports and exports are called:


a.
tariffs


b.
trade agreements


c.
quotas


d.
translation adjustments

(moderate, L.O. 6, Section 4, Comprehension, b)

71.
The conversion of the currency of one country into its equivalent in another country's currency is known as:


a.
an exporting agreement


b.
tariffs


c.
an importing agreement


d.
translation

(moderate, L.O. 6, Section 4, Comprehension, d)

72.
A tax levied on an imported product to raise its price to the level of similar domestic products is known as:


a.
trade agreements


b.
tariffs


c.
the GATT agreement


d.
quotas

(moderate, L.O. 6, Section 4, Comprehension, b)

73.
What is a quota?


a.
a limit of the quantities of particular items which can be imported into a country


b.
a tax that raises the price of imported goods to about the same level as similar domestic products


c.
a formal treaty between two or more countries


d.
None of these answers are correct.

(moderate, L.O. 6, Section 4, Comprehension, a)

74.
An agreement eliminating most trade barriers between the United States and Canada is called the:


a.
General Agreement on Tariffs and Trade


b.
North American Free Trade Agreement


c.
United States-Canada Free Trade Pact


d.
North American Quota and Tariff Pact

(moderate, L.O. 6, Section 4, Comprehension, c)

75.
Accounting information in one form or another plays a significant role in economic decision making. The accounting information internal decision makers use is called:


a.
financial accounting


b.
management accounting


c.
internal use information


d.
external use information

(moderate, L.O. 7, Section 5, Comprehension, b)

76.
Individuals or organizations outside a company that make decisions about the company are known as:


a.
external decision makers


b.
the committee of management accountants


c.
internal decision makers


d.
certified management accountants

(moderate, L.O. 7, Section 5, Comprehension, a)

77.
There are several reports prepared from financial accounting information. The report that focuses on the present condition of a business and is based on the model that states “assets must equal liabilities plus owners’ equity” is called the:


a.
statement of cash flows


b.
statement of owners’ equity


c.
income statement


d.
balance sheet

(moderate, L.O. 7, Section 5, Comprehension, d)

78.
________ is (are) the things of value a company owns or controls, and __________ represent(s) the debts or obligations of the company.


a.
Liabilities; assets


b.
Assets; owners’ equity


c.
Assets; liabilities


d.
Owners’ equity; liabilities

(moderate, L.O. 7, Section 5, Comprehension, c)

79.
There are several reports prepared from financial information. The report that presents the past performance of a business for a time period by showing the amount the company charged to its customers (revenue) and the costs incurred to produce the revenue (expenses) is called the:


a.
balance sheet


b.
income statement


c.
statement of financial position


d.
statement of owners’ equity

(moderate, L.O. 7, Section 5, Comprehension, b)

80.
The report, prepared from financial information, which uses the equation “revenue less expenses equals net income” is called the:


a.
balance sheet


b.
statement of cash flows


c.
income statement


d.
statement of financial position

(moderate, L.O. 7, Section 5, Comprehension, c)

81.
The report, prepared from the company’s financial information, which is organized around the principal business activities of operating, investing, and financing is called the:


a.
income statement


b.
statement of financial position


c.
statement of owners’ equity


d.
statement of cash flows

(moderate, L.O. 7, Section 5, Comprehension, d)

82.
The financial information report that uses the company’s net income as one amount in an equation to arrive at an ending amount is known as:


a.
statement of owners’ equity


b.
statement of cash flows


c.
income statement


d.
balance sheet

(moderate, L.O. 7, Section 5, Comprehension, a)

83.
The economic sacrifices that are a normal part of operating a business are commonly referred to as:


a.
net income


b.
owners’ equity


c.
revenue


d.
expenses

(easy, L.O. 7, Section 5, Comprehension, d)

84.
The section of the statement of cash flows that shows the company’s cash flows associated with obtaining and repaying the funds it needs to conduct business is called:


a.
operating activities


b.
investing activities


c.
financing activities


d.
None of these answers are correct.

(moderate, L.O. 7, Section 5, Comprehension, c)

85.
To be truly useful to decision-makers, financial statements must be analyzed. Many financial statement users consider the relationship between assets and liabilities on the balance sheet to be extremely important. This relationship is known as the:


a.
asset-to-liability ratio


b.
debt ratio


c.
financial position ratio


d.
None of these answers are correct.

(moderate, L.O. 7, Section 5, Comprehension, b)

86.
The governmental body that has authority to establish accounting rules and standards is the:


a.
Financial Accounting Standards Board


b.
Committee on Accounting Principles


c.
Securities and Exchange Commission


d.
American Institute of Certified Public Accountants

(moderate, L.O. 7, Section 5, Comprehension, c)

87.
The current standards setting body in the accounting profession is the:


a.
Financial Accounting Standards Board


b.
Committee on Accounting Principles


c.
Securities and Exchange Commission


d.
American Institute of Certified Public Accountants

(moderate, L.O. 7, Section 5, Comprehension, a)

88.
The FASB follows a due process approach to standards setting. In which order would the following steps be undertaken?


a.
holding hearings, identifying issues, setting agenda, issuing a statement


b.
setting agenda, identifying issues, issuing a statement, holding hearings


c.
identifying issues, holding hearings, setting agenda, issuing a statement


d.
identifying issues, setting agenda, holding hearings, issuing a statement

(difficult, L.O. 7, Section 5, Comprehension, d)

89.
A document issued by the FASB that defines the problem, explains issues, and offers several alternatives is a(n):


a.
new standard


b.
discussion memorandum


c.
exposure draft


d.
task force

(moderate, L.O. 7, Section 5, Comprehension, b)

90.
The Financial Accounting Standards Board is composed of __________ full-time members, _________of which are accountants.


a.
twelve; not all


b.
five; all


c.
seven; all


d.
seven; not all

(easy, L.O. 8, Section 5, Comprehension, d)

91.
The FASB has developed a conceptual framework from which to approach the standards-setting process. Within this framework, the objectives of financial accounting state that financial accounting information should:


a.
be useful in investment and credit decisions


b.
be useful in assessing cash flows


c.
provide information about enterprises resources, claims to resources, and changes in them


d.
All of these answers are correct.

(difficult, L.O. 9, Section 5, Comprehension, b)

92.
The opinion issued by the auditor that is known as a "clean" opinion is the:


a.
unqualified opinion


b.
qualified opinion


c.
adverse opinion


d.
disclaimer

(easy, L.O. 10, Section 6, Comprehension, a)

93.
The process whereby a company’s records are examined to determine if they were prepared in accordance with GAAP is known as a(n):


a.
audit


b.
review


c.
compilation


d.
consolidation

(moderate, L.O. 10, Section 6, Comprehension, a)

94.
When the auditor states an exception to the audit report, he/she issues a(n):


a.
disclaimer


b.
qualified opinion


c.
unqualified opinion


d.
adverse opinion

(moderate, L.O. 10, Section 6, Comprehension, b)

95.
When the financial statements depart so pervasively from GAAP that they cannot reasonably be relied upon, an auditor will issue a(n):


a.
qualified opinion


b.
unqualified opinion


c.
disclaimer


d.
adverse opinion

(moderate, L.O. 10, Section 6, Comprehension, d)

96.
If the auditor is unable to achieve reasonable assurance because the company has not provided enough evidence, the auditor will issue a(n):


a.
qualified opinion


b.
unqualified opinion


c.
adverse opinion


d.
disclaimer

(moderate, L.O. 10, Section 6, Comprehension, d)

97.
In an accounting context, something that would influence the judgment of a reasonable person is called:


a.
reasonable assurance


b.
material


c.
persuasive


d.
political

(moderate, L.O. 9, Section 5, Comprehension, b)

98.
Which of the following items is required by the SEC to be included in the annual report by the company?


a.
Independent Auditors' Report


b.
Corporate Citizenship Information


c.
The Form 10-K


d.
Letter to the Stockholders

(moderate, L.O. 12, Section A, Comprehension, a)

99.
Which of the following items is optional when included in an annual report?


a.
Independent Auditors' Report


b.
Consolidated Statement of Cash Flows


c.
Managements Discussion and Analysis


d.
Key Financial Statistics

(moderate, L.O. 12, Section A, Comprehension, d)

100.
An online database system that provides full text of all SEC-required filings (such as Form 10-K) and various business articles and newsletters is:


a.
DIALOG


b.
LEXIS/NEXIS


c.
FASB


d.
AICPA

(easy, L.O. 12, Section A, Comprehension, b)

101.
A publicly traded domestic company’s Form 10-K can be accessed through the SEC’s Internet system known as:


a.
LEXIS/NEXIS


b.
DIALOG


c.
EDGAR


d.
OSCAR

(moderate, L.O. 12, Section A, Comprehension, c)

102.
The two major components of financial reporting are the:


a.
annual report and Form 10-K


b.
balance sheet and Form 10-K


c.
annual report and Form S-K


d.
income statement and Form S-K

(moderate, L.O. 12, Section A, Comprehension, a)

103.
An item that is optional, but often included in the annual report, is the:


a.
Management Discussions and Analysis


b.
Letter to Stockholders


c.
Independent auditors' report


d.
Consolidated Balance Sheet

(moderate, L.O. 12, Section A, Comprehension, b)

104.
An item required by the Securities and Exchange Commission in the annual report is the:


a.
Shareholder Letter


b.
Employee Information


c.
Listing of Corporate Officers


d.
Quantitative Disclosures about Market Risk

(moderate, L.O. 12, Section A, Comprehension, c)

EXPLANATIONS OF SELECTED MULTIPLE CHOICE QUESTIONS

26.
$100 - $65 = $35

27.
($55 x 5) – ($10 x 5) = $225

28.
$30 - $15 - $3 - $2 = $10

29.
$25 - $14 - $5 - $2 = $4, $4 x 8 = $32
EXERCISES

105.
Jim Pepper has started his own business, Pepper's Garden Mart. The selling price of a wrought-iron garden bench is $80. The cost of the bench is $15.

Required:

A. Calculate the gross profit on the sale of a garden bench.

B. If Mr. Pepper sells twelve garden benches in May, what is the total gross profit?

(moderate, L.O. 2, Section 1, Application)

Solution:


A. $80 - $15 = $65

B. 12 x $65 = $780

106.
The Sonoma Valley Wine Shop sold 500 bottles of wine in June for $6,000. The cost of the wine sold in June was $2,000.

Required:

A. What is the gross margin for June?

B. How would your answer change if the wine sold for $5,000?

C. What is the gross margin per bottle for June if the wine was sold for $6,000?

(moderate, L.O. 2, Section 1, Application)


Solution:


A. $6,000 - $2,000 = $4,000

B. $5,000 - $2,000 = $3,000

C. $6,000 - $2,000 = $4,000 / 500 = $8.00 per bottle

107.
The Butler Baby Furniture Company sold 25 baby beds for $5,500 in April. The cost of the beds was $1,750.

Required:

A. What is the gross margin for April?

B. How would your answer change if the beds cost $2,000?

C. What is the gross margin per baby bed if the beds cost $2,000?

(moderate, L.O. 2, Section 1, Application)

Solution:


A. $5,500 - $1,750 = $3,750

B. $5,500 - $2,000 = $3,500

C. $5,500 - $2,000 = $3,500 / 25 = $140 per baby bed

108.
Samson's Tire Town sells high-performance automobile tires for $120 each. The cost of each tire is $40.

Required:

A. Calculate the gross margin on the sale of each high-performance tire.

B. If Samson's Tire Town sells 50 high-performance tires in August, what is the total gross margin?

(moderate, L.O. 2, Section 1, Application)


Solution:


A. $120 - $40 = $80


B. 50 x $80 = $4,000

109.
For each of the following situations, insert the type of business in Column 1. Insert the form of business organization in Column 2. Use these abbreviations:

Column 1:


Column 2:

A = Manufacturing

1 = Sole proprietorship

B = Merchandising 

2 = Partnership

C = Service


3 = Corporation

_______ _______ 
1. Joe Smith owns a business that mows lawns for customers. He reports business income on his individual income tax return.

_______ _______ 2. Sarah Goldberg owns a beauty salon, where she cuts and styles customers' hair. She reports business income on her individual income tax return.

_______ _______ 3. Amanda Reynolds and Joanna Brown own a business that makes furniture. The business has limited liability.

_______ _______ 4. Tamisha Johnson purchases crafts for resale in her boutique. The boutique has no other owners, and has unlimited liability.

_______ _______ 5. Darren Wright and John Reeves own a fishing guide service. Each owner reports his share of business income on his individual income tax  return.

(moderate, L.O. 4 & 5, Sections 2 & 3, Comprehension)


Solution:


Column 1      Column 2

1.     C
1

2.     C
1

3.     A
3

4.     B
1

5.     C
2

110.
For each of the following situations, insert the type of business in Column 1. Insert the form of business organization in Column 2. Use the following notation:

Column 1:


Column 2:

A = Manufacturing

1 = Sole proprietorship

B = Merchandising

2 = Partnership

C = Service


3 = Corporation

_______ _______ 1. The owners of Broadway Child Care Center have limited liability.

_______ _______ 2. Cassandra Allen and William Whitson are the only owners of Old Time Clock Company, which produces antique reproduction clocks. Cassandra and William each report their share of profits on their individual income tax returns.

_______ _______ 3. The Modern Computer Company produces personal computers. Its 100 owners do not participate in day-to-day operations, and must pay income taxes on any dividends 

received from the company.

_______ _______ 4. Mike Gibson owns Grand Lake Boat Rental Company. The company files its own tax return.

_______ _______ 5. The Red River Gift Shop buys and resells handmade gift items. It is owned by Dan Davis, who has unlimited liability.


(moderate, L.O. 4 & 5, Sections 2 & 3, Comprehension)

Solution:


Column 1      Column 2

1.     C
3

2.     A
2

3.     A
3

4.     C
3

5.     B
1

111.
Identify the following factors of production. Use these symbols:

A = Natural resources

B = Labor

C = Capital

D = Entrepreneurship

______      1. Buildings

______      2. Workers' mental efforts

______      3. Water

______      4. Timber deposits

______      5. The human resource factor

______      6. Machinery

______      7. In a market economy, this factor is represented by individuals rather than by the government

______      8. Workers' physical efforts

______      9. Coordinates the other three factors

______     10. Land


(moderate, L.O. 1, Section 1, Comprehension)


Solution:


1.  C

2.  B

3.  A

4.  A

5.  B

6.  C

7.  D

8.  B

9.  D

10. A

112.
Identify the following factors of production. Use these symbols:

A = Natural resources

B = Labor

C = Capital

D = Entrepreneurship

______      1. Equipment

______      2. Soil

______      3. The factor that acquires capital and labor, and uses natural resources to produce and sell goods and services

______      4. Money to buy buildings, machinery, and tools

______      5. Accepts business risks

______      6. Tools

______      7. In a planned economy, the government replaces this factor

______      8. The physical contributions of workers

______      9. Mineral deposits

______     10. The intellectual contributions of workers

(moderate, L.O. 1, Section 1, Comprehension)


Solution:


1.  C

2.  A

3.  D

4.  C

5.  D

6.  C

7.  D

8.  B

9.  A

10. B

PROBLEMS

113.
Goal Post Personal Computers is a company that designs and builds computers for businesses. During the month of March, Goal Post produced 15 computers and generated $15,000 in sales. Goal Post spent $1,000 for computer parts and $5,000 for labor to build the computers. Other costs necessary to build the computers (overhead) totaled $3,000. Utilities expense was $500, rent expense was $2,000, and insurance expense was $500.

A. What type of business does Goal Post operate: manufacturing, merchandising, or service?

B. Calculate the gross profit for the month of March.

C. Calculate the total operating expenses for the month of March.

D. Calculate the net profit for March.


(difficult, L.O. 2 & 4, Sections 1 & 2, Application)


Solution:


A. manufacturing

B. $15,000 sales - ($1,000 + $5,000 + $3,000) = $6,000 gross profit

C. $500 utilities + $2,000 rent + $500 insurance = $3,000 operating expenses

D. $6,000 gross profit - $3,000 operating expenses = $3,000 net profit

114.
K. C. Chen’s Toy Shop sells Bean Bag Baby toys. Each toy costs fifty cents. In July, K. C. Chen bought 1,000 toys.

A. If Chen sells the toys for $5.50 each, what is her gross profit for each toy?

B. If Chen sells all the toys in July, what is her total gross profit?

C. K. C. Chen's operating expenses for July are $500 for rent, $100 for advertising, $200 for insurance, and $2,000 for salaries. Calculate net income or net loss for July, assuming that she sells all the toys.

(difficult, L.O. 2, Section 1, Application)


Solution:


A. $5.50 sales price - $.50 cost = $5.00 gross profit

B. $5.00 gross profit x 1,000 toys = $5,000

C. $5,000 gross profit - ($500 rent + $100 advertising + $200 insurance + $2,000 salaries) = $5,000 – $2,800 operating expenses = $2,200 net income

115.
In May, Antonio Mondragon’s Watch Shop bought 25 watches for $55 each.

A. If Antonio sells the watches for $200 each, what is his gross profit for each watch?

B. If Antonio sells all the watches in May, what is his total gross profit?

C. Antonio's operating expenses for May are $600 for rent, $200 for supplies, $400 for utilities, and $3,000 for salaries. Calculate net income or net loss for May, assuming that he sells all the watches.


(difficult, L.O. 4, 5, 6, Sections 2, 3, & 4, Application)


Solution:


A. $200 sales price - $55 cost = $145 gross profit

B. $145 gross profit x 25 watches = $3,625

C. $3,625 gross profit - ($600 rent + $200 supplies + $400 utilities + $3,000 salaries) = $3,625 - $4,200 operating expenses = $575 net loss

116.
Joan London owns a retail beauty supply store. In July her sales were $5,000. The items sold cost $1,800. Ms. London also had expenses of $500 for rent, $300 for utilities, $100 for insurance, and $2,000 for salaries.

Required:

A. Calculate the gross profit for July.

B. Calculate the net profit for July.


(moderate, L.O. 2, Section 1, Application)


Solution:


A. $5,000 - $1,800 = $3,200

B. $3,200 - ($500 + $300 + $100 + $2,000) = $3,200 - $2,900 = $300

117.
Jackie Williams owns a pet store. In March her sales were $6,500. The items sold cost $2,800. Ms. Williams also had expenses of $600 for rent, $300 for supplies, $400 for utilities, and $1,000 for salaries.

Required:

A. Calculate the gross profit for March.

B. Calculate the net profit for March.


(moderate, L.O. 2, Section 1, Application)


Solution:


A. $6,500 - $2,800 = $3,700

B. $3,700 - ($600 + $300 + $400 + $1,000) = $3,700 - $2,300 = $1,400

ESSAYS

118.
Explain the difference between resource allocation in a market economy and resource allocation in a planned economy. In your discussion, also include an explanation of the function of the entrepreneur and the role of competition in each type of economy.


(moderate, L.O.1 & 2, Section 1, Comprehension)


Solution:

In a market economy, individuals or groups of individuals accept the risk of starting and running businesses and function as entrepreneurs. The entrepreneurs coordinate the natural resources, labor, and capital to produce goods and services. In a market economy, competition in the marketplace determines how resources are allocated. Each business must compete with other businesses to obtain natural resources, labor, and capital. The availability and prices of alternate goods and services determine the amount each business can earn from selling goods and services.

In a planned economy, the government controls all the factors of production and decides the allocation of resources. The government both replaces the entrepreneur and removes competition for resources through its control. Since the government controls the factors, separate businesses controlled by individuals do not exist, eliminating competition for the factors of production. Since the government is the only seller, the planned economy has no competition for sales of goods and services.

119.
Explain the four basic financial reports.


(moderate, L.O. 3, Section 2, Application)


Solution:


Information used by external decision makers is called financial accounting. Financial accounting information can be used to prepare four standard accounting reports. These reports are the balance sheet, the income statement, the statement of owners’ equity, and the statement of cash flows.


The balance sheet presents the present position of a business by showing the valuables the business owns, the debts the business owes, and the owners’ holding in the company. The balance sheet is also known as the statement of financial position because it is a financial snapshot of a company at a specific date in time. The income statement presents the past performance of a business by showing the amount the company charged to its customers (known as revenues) and the costs that were required to earn that revenue (known as expenses). The income statement is prepared for a specific period of time. The statement of owners’ equity traces the ownership interest in the company from the beginning of a specific time period to the end of the same period. The time period covered will be the same time period covered by the income statement. The statement of cash flows depicts the sources and uses of cash in a company during a particular period of time. Again, the time period of the cash flows statement is the same as that of the income statement.
120.
A friend has come to you for advice on how to organize his business. He is the sole owner of the business, and he wants to know whether he should organize as a sole proprietorship or a corporation. He wants to know the major advantages and disadvantages of each business form. How would you respond?


(moderate, L.O. 4, Section 2, Comprehension)

Solution:

The sole proprietorship is the simpler of the two business forms. Establishing it is easy, it has few government regulations, and it has no separate income taxes. However, the biggest problem with the sole proprietorship is that the owner has unlimited liability. Unlimited liability means that the individual business owner can be sued personally if the business fails to meet its obligations. The corporation is harder to establish, pays separate income taxes so owners are subject to double taxation, and may be subject to more government regulations than a sole proprietorship. However, the biggest advantage to organizing the business as a corporation is that it offers limited liability to its owners. Limited liability means that the business owner cannot be sued as an individual if the business fails to pay its liabilities or encounters other legal problems. Some business owners find limited liability so attractive that they are willing to accept the disadvantages of the corporate form of business.

121.
Assume that the United States enters into a trade agreement that drastically reduces the amount of imported merchandise coming into the U.S. How could such an agreement help businesses in the U.S.? How could it hurt U.S. consumers?


(moderate, L.O. 6, Section 4, Application)

Solution:


This arrangement could help U.S. businesses by increasing the demand for U.S. products. U.S. businesses could sell more goods produced domestically. If some goods were in short supply, U.S. businesses could increase selling prices. U.S. businesses could try to duplicate the foreign goods, or could supply substitute goods to customers. The agreement could hurt U.S. consumers because the increased demand for U.S. products could drive up prices. Also, consumers who preferred the foreign goods because of price or quality would be forced to accept substitutes, and consumers would not necessarily have the freedom to easily buy exports.

122.
A classmate has come to you for help. She is wondering why companies whose stock is traded on public stock exchanges must follow generally accepted accounting principles (GAAP), and why companies, which are not publicly traded, would want to follow GAAP. How would you respond?


(moderate, L.O. 7, Section 5, Comprehension)

Solution:

The Securities and Exchange Commission (SEC) is a U.S. governmental agency that regulates the issuance and trading of stock on public exchanges. The SEC also prescribes the content of published financial information for companies whose stock is publicly traded, and requires that financial reports be prepared according to GAAP.

Companies that do not have publicly traded stock may follow non-GAAP accounting principles if they so desire. However, most companies usually follow the requirements of the users of accounting information. For example, if a company needs a bank loan and the bank requires that business loan applicants provide financial statements prepared according to GAAP, the company probably will follow GAAP to obtain a bank loan.

123.
You are considering investing in XYZ Company. You obtain XYZ's most recent annual report, and you discover that XYZ's independent auditors issued a qualified audit opinion. What is a qualified audit opinion? As a potential investor, how should you react to this discovery?


(moderate, L.O. 10, Section 6, Comprehension)

Solution:


A qualified audit opinion is the auditor's statement of exception to the financial statements. Usually, a qualified opinion means that the auditor disagreed with the overall fairness of financial statement presentation, or the auditor asserted that a particular item was not presented in conformity with GAAP. Potential investors should view a qualified opinion with caution. Some qualifications may indicate that the future performance of a company is in doubt. Other qualifications may be less damaging to a company's future prospects.

124.
What sources of additional information about a company are available to the investor other than the annual report and Form 10K?


(moderate, L.O. 12, Section A, Comprehension)


Solution:


The Internet and the library contain many sources of information about companies, although the investor must carefully consider the quality of each source. The company itself probably has a Web site that contains recent press releases, financial information, and other data about the company. A search engine can help the investor find company information at other Web sites. Sites such as marketguide.com and stockpoint.com provide information about a company's stock prices, financial ratios, and comparisons to stock price indexes and competitors' stock prices and ratios.


Library periodicals such as Hoover's “Handbook of American Business,” Standard and Poor's “Stock Reports,” and “Merchant's (formerly Moody’s) Industrial Manual” provide background data and financial information. The “Business Periodicals Index” and “The Wall Street Journal Index” can help the investor find newspaper and magazine articles about the company.
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