Accounting 640
Additional Illustrative Problem – Text Chapter 2

Martha Anne Mayfield grew up in a small midwestern town.  At the present time she has just graduated high school and is about to enter a large state university.  She intends to enroll this summer in order to get a head start on her education.  To earn enough money to pay for her summer classes she decides to open her own small business, Martha’s Gardening Services.

Martha starts the business on May 1, 2001, by investing most of the money in her savings account ($700).  In order to acquire the supplies and equipment she will need, it will take more money than she has.  Her needs are met by borrowing the rest of the money from her grandfather on an interest-free loan.

Business was pretty good for the first month of operations.  Martha completed several projects for clients.  She has the potential to bring in several new clients this month.  Toward the end of the first month she contracted with the local city government to beautify the property surrounding city hall and the main fire station.  The city paid Martha $1,400 in advance to do the work.  Martha expects the work to take two to three months to complete.

In order to expand her business and acquire more sophisticated equipment, Martha decides to talk to her personal banker about a business loan.  She is confident that the bank will lend her what she needs.

Martha uses no formal record-keeping system, since she has no formal accounting or business training.  She records all business activities by hand in a loose-leaf notebook.  From her notebook and the bank statement for the month of May, she submitted the following financial statement to her banker.

Martha’s Gardening Services

Financial Statement

For the Month of May 2001

Money Receipts



$6,200

Money Expenses



  4,100
Profit





$2,100
About two days later, Martha’s banker called and indicated that she needed more detailed financial information about the business before making a decision on the loan.  Martha made a copy of her notebook pages and May bank statement, anticipating that this would suffice.  About three days later, the bank officer told Martha that the bank would have to deny the loan because the business’ results of operations did not justify the loan request.  Martha could not believe it, after all, she was only asking for $5,000 and her business had made a profit of $2,100 in just its first month.  At that rate, the business would show a profit of $25,200 ($2,100 X 12) for its first full year.  Most of her friends who had started businesses were showing losses for the first several years of operations.

Martha knows that you have an interest in business.  Therefore, she comes to you for help and advice.  She also provides you with the same information she gave to her banker.  You remind her that you will be taking your first business class this summer and that you have little, if any, accounting or finance background.  However, you decide to give it your best shot.

You begin by showing in greater detail what Martha had in her statement for May.  From Martha’s notebook and bank statement, you put together the following analysis.

Cash Receipts:


Martha’s initial investment on May 1



$700


Loan from Martha’s grandfather


           3,500


From clients:



Completed landscape jobs


$600



Contract with city


           1,400   2,000

Total receipts





         $6,200
Cash Payments:


Payment to grandfather



         $1,000


Payment of wages to part-time assistant


  900


Payment for gardening supplies


           1,200


Personal withdrawals by Martha


           1,000

Total expenses





         $4,100
Although the above statement is somewhat useful, we may want to put an income statement together.  In order to do this, some items need to be excluded from the above statement.

1. Martha’s initial investment of $700 on May 1.  This amount was not earned as a result of doing gardening or landscaping work.

2. The interest-free loan of $3,500 from Martha’s grandfather.  Just as with the initial investment, this amount was not earned as a result of doing business.
3. Payment of $1,000 on the loan from Martha’s grandfather.  This amount is not an expense of the business.  It does not relate to the generating of revenues.
4. Personal withdrawal of $1,000 by Martha.  This amount represents a withdrawal for non-business purposes and therefore is not an expense of the business.
Based on the above analysis, a tentative income statement would appear as follows:

Received from clients





           $2,000

Paid for wages




$900

Paid for supplies


           1,200

             2,100
Loss for month






$  100
However, some modifications to the above income statement are in order.

Receipts:

1. If we assume that 1/4th of the contract with the city was not yet earned by May 31, we should reduce the receipts by $350 (1/4 X $1,400).  This represents the portion that Martha has not earned as of May 31.  Remember that the services involved are still owed to the city.

2. Suppose that Martha completed some work for another client on May 26 for which the client will pay $1,600 during the months of June and July.  This amount represents additional revenue to the business even though Martha has not yet received the cash.

Payments:

1. If we assume that $400 of unused gardening supplies is on hand at May 31, we should decrease the amount of expense for supplies from $1,200 to $800.

Given these changes, the revised income statement will appear as follows:

Martha’s Gardening Services

Income Statement

For the Month Ending May 31, 2001

Revenues ($600+1,050+1,600)




$3,250

Expenses:

Salaries




$900

Supplies used




  800                  
  1,700
Income






            
$1,550
Let’s try to prepare a tentative balance sheet (statement of financial position) for Martha’s Gardening Services at May 31, 2001.

Martha’s resources:

1. Cash of $2,100 as shown on Martha’s records and the bank statement at May 31, 2001.

2. The $1,600 owed to Martha by one of her clients for work done on May 26.

3. The $400 of unused supplies on hand at May 31, 2001.

Amounts owed by Martha to others:

1. The $2,500 balance on the loan from Martha’s grandfather.  The original amount of the loan was $3,500.  One payment of $1,000 has already been made.

2. The $350 (1/4 x 1,400) representing the amount of the advance payment by the city for which the work was not completed.  This is considered to be a debt since Martha has an obligation to complete the work outlined in the contract with the city.

Based on the above, a tentative balance sheet for Martha’s Gardening Services would appear as follows:

Martha’s Gardening Services

Balance Sheet

May 31, 2001

Owns:




          Owes:

Cash in bank


$2,100
          Due to grandfather

$2,500

Due from client

  1,600
          Advance payment from city
     350
Supplies on hand

     400
Total



$4,100           Total



$2,850

Suppose we wanted to determine the “net worth” of Martha’s business.  We could say that the “net worth” has been affected by Martha’s initial investment of $700, her personal withdrawal of $1,000 and the results of operations (the amount of net income) of $1,550 for the month of May.  From this information, a statement of Owner’s Investment could be prepared.

Martha’s Gardening Services

Statement of Owner’s Investment

For the Month Ending May 31, 2001

Original investment into the business




            $  700

Income for May





$1,550

Personal withdrawal





 (1,000)
Amount retained in the business





    550
“Net worth” at May 31





           $1,250
Based on the above analysis, the following financial statements could be presented to the bank loan officer.

Martha’s Gardening Services

Income Statement

For the Month Ending May 31, 2001

Revenues








$3,250

Expenses:

Salaries






$900

Supplies used






  800

  1,700
Income for May







$1,550
Martha’s Gardening Services

Statement of Owner’s Investment

For the Month Ending May 31, 2001

Original investment into the business





$700

Income for May





$1,550

Personal withdrawal





 (1,000)

Amount retained in the business





  550
“Net worth” at May 31





         $1,250
Martha’s Gardening Services

Balance Sheet

May 31, 2001

Owns:





Owes:



Cash in bank


$2,100

Due to grandfather

$2,500

Due from client

  1,600

Advance payment from city
     350
 $2,850

Supplies


     400

Owner’s Investment:

Total



$4,100

Original Investment

     700







Income retained

     550    1,250






Total




 $4,100
Martha’s Gardening Services

Statement of Cash Receipts and Disbursements

For the Month Ending May 31, 2001

Cash Receipts:

From clients




$2,000

From loan




  3,500

From owner’s investment


     700
Total cash receipts



$6,200
Cash Disbursements:

Wages to assistant



$   900

For gardening supplies


  1,200

Payment on loan



  1,000

Owner’s personal withdrawal


  1,000
Total cash disbursements


$4,100
Net increase in cash



$2,100    

