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Activity 1—Describing Financial Statements 

Questions Answers 

1. List the activities that are 

presented quantitatively on an 

organization’s financial 

statement. 

 

 

 

 

 

 

 

 

 

2. What is the purpose of financial 

statements? 

 

 

 

 

 

 

 

 

 

3. What are the four primary 

financial statements? 

 

 

 

 

 

 

 

 

 

4. List the individuals who might 

use the information contained in 

financial statements to make 

informed financial decisions 

regarding an organization. 

Indicate the type of information 

that you would want to obtain 

from the statement. 
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Answers to Activity 1—Describing Financial Statements 

Questions Answers 

1. List the activities that are 

presented quantitatively on an 

organization’s financial 

statement. 

The activities that are quantitatively presented on 

an organization’s financial statement include 

sales, purchases, borrowings, repayments, and 

investments. 

 

2. What is the purpose of financial 

statements? 

The purpose of the financial statements is to 

communicate information about an organization’s 

financial activities, and the results of those 

activities, to individuals who need to make 

informed financial decisions about the 

organization. 

 

3. What are the four primary 

financial statements? 

 Balance sheet 

 Income statement 

 Statement of changes in shareholders equity 

 Statement of cash flows 

 

4. List the individuals who might 

use the information contained in 

financial statements to make 

informed financial decisions 

regarding an organization. 

Indicate the type of information 

that you would want to obtain 

from the statement. 

 

 

 Management – performance (profitability), 

potential for growth, efficient use of resources 

 Investors – past profitability, financial 

leverage, dividends  

 Insurers – liquidity, solvency, profitability 

 Employees – solvency and profitability 

 Creditors – ability to pay debts/interest when 

due 
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Primary Financial Statements 
 

Educational Objective (EO) 

Describe the purpose and content of the balance sheet. 

 
 

Instructions 

Activity 1—Describing the Balance Sheet 

Large Group Discussion 

Lead a class discussion about balance sheets. You may begin by asking the 

following questions: 

 

1. What type of information is on a balance sheet? 

2. Who examines an organization’s balance sheet, and why? 

3. What is owners’ equity? 

4. What is the difference between current assets and noncurrent assets? 

5. Describe the types of liabilities. 
 

 

Debrief: 

Review the answers with the group. 

 

Answers may include:  

1. Everything the organization owns, everything that it owes at a specific  moment in 

time. 

2. Financial analysts, investors, and insurance underwriters, to evaluate the organization's 

financial strength.  

3. Owners’ equity is the difference between assets and liabilities. It is on the liabilities 

side of the balance sheet because a business does not own its net worth. It “owes” net 

worth to its owners. 

4. Current assets include cash, inventory, accounts receivable, and marketable securities; 

noncurrent assets are assets that will be used over a period longer than one year. 

5. Liabilities are categorized as current or noncurrent. Current liabilities can include 

accounts payable, short-term debt, or the current portion of a long-term debt. 

Noncurrent liabilities are those that will be paid or satisfied more than one year after 

the balance sheet date, such as long-term notes payable. 
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Activity 1—Describing the Income Statement 

Questions Answers 

1. What is the purpose of an 

income statement? 

 

 

 

 

 

 

2. An organization generates 

revenue from sales of its 

products or services. What is not 

included in revenue? 

 

 

 

 

 

 

 

3. Describe a general operating 

expense that would be shown on 

an income statement. 

 

 

 

 

 

 

4. What is gross profit?  

 

 

 

 

 

5. What is the formula to calculate 

the cost of goods sold expense 

that appears on the income 

statement? 

 

 

 

 

 

 

6. What is a depreciation expense?   
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Answers to Activity 1—Describing the Income Statement 

Questions Answers 

1. What is the purpose of an 

income statement? 

An income statement provides stakeholders with 

information regarding the profitability of an 

organization over a given period of time. 

 

2. An organization generates 

revenue from sales of its 

products or services. What is not 

included in revenue? 

 

Revenue does not include gains from the sale of 

property, plant, or equipment. 

3. Describe a general operating 

expense that would be shown on 

an income statement. 

A general operating expense is one that is 

necessary to run the business but bears no direct 

relationship to the volume of sales, such as a retail 

store’s cost for heating or air conditioning its 

place of business. Whether sales are booming or 

nonexistent, the cost of heating or air conditioning 

is incurred each day. 

 

4. What is gross profit? An income statement value that represents net 

sales or operating revenue minus the cost of 

goods sold. 

 

5. What is the formula to calculate 

the cost of goods sold expense 

that appears on the income 

statement? 

The cost of goods sold expense that appears on 

the income statement is calculated according to 

this formula:  

 

 Beginning inventory 

+ Additions to inventory 

= Amount that could have been sold 

– Ending inventory 

= Cost of goods sold 

 

 

6. What is a depreciation expense?  A depreciation expense spreads out the expense 

of a large purchase over time and may be 

calculated based on the item’s life expectancy. 
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Activity 1— Describing the Statement of Changes in Shareholders' 
Equity and Statement of Cash Flows 
Match the description on the left to the appropriate component of Statement of Changes in 

Shareholders’ Equity or Statement of Cash Flows on the right. 

 

Description Component 

1. Corporate stock issued as fully 

paid to a stockholder and 

subsequently reacquired by the 

corporation to use for business 

purposes. 

 

 

Investing activities 

 

2. Reports cash inflows and 

outflows that occurred as a result 

of issuing or repurchasing stock, 

bonds, or mortgages. Includes 

cash payments for dividends. 

 

 

Treasury stock 

 

3. Cumulative net income retained 

by an organization after payment 

of dividends, for reinvestment in 

operations. 

 

 

Accumulated other comprehensive income 

 

4. Total amount the owners have 

invested in an organization 

 

 

Financing activities 

 

5. Reflects actual cash inflows and 

outflows resulting from activities 

such as sale or purchase of prop-

erty, plant, or equipment; the 

acquisition or disposal of 

marketable securities; and receipt 

of payments on loans made to 

others. 

 

 

Operating activities 

 

6. Starts with the net income figure, 

which reflects operating cash 

inflows and operating cash 

outflows.  

 

 

Retained earnings 

 

7. Includes a corporation’s net 

income from the income 

statement plus other income that 

is not required to be reported on 

the income statement.  

 

Paid-in capital 
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 Answers to Activity 1— Describing the Statement of Changes in 
Shareholders' Equity and Statement of Cash Flows 
Match the description on the left to the appropriate component of Statement of Changes in 

Shareholders’ Equity or Statement of Cash Flows on the right. 

 

Description Component 

1. Reflects actual cash inflows and 

outflows resulting from activities such 

as sale or purchase of property, plant, or 

equipment; the acquisition or disposal of 

marketable securities; and receipt of 

payments on loans made to others. 

 

 

Investing activities 

 

2. Corporate stock issued as fully paid to a 

stockholder and subsequently reacquired 

by the corporation to use for business 

purposes. 

 

 

Treasury stock 

 

3. Includes a corporation’s net income 

from the income statement plus other 

income that is not required to be 

reported on the income statement.  

 

 

Accumulated other comprehensive income 

 

4. Reports cash inflows and outflows that 

occurred as a result of issuing or 

repurchasing stock, bonds, or mortgages. 

Includes cash payments for dividends. 

 

 

Financing activities 

 

5. Starts with the net income figure, which 

reflects operating cash inflows and 

operating cash outflows.  

 

 

Operating activities 

 

6. Cumulative net income retained by an 

organization after payment of dividends, 

for reinvestment in operations. 

 

 

Retained earnings 

 

7. Total amount the owners have invested 

in an organization 

 

 

 

Paid-in capital 
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Activity 1 — Describing Supplemental Sources of Financial 
Information 

Questions Answers 

1. Why are additional details in 

the notes to financial 

statements considered vital to 

a company’s financial 

statements? 

 

 

 

 

 

 

 

 

 

2. What information is included 

in the notes to financial 

statements? 

 

 

 

 

 

 

 

 

3. What is a contingency? List 

two examples of a loss 

contingency. 

 

 

 

 

 

 

 

 

4. What are the three different 

types of filers that the SEC 

recognizes with regard to the 

10-K deadline? 
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Questions Answers 

5. What events trigger an 8-K 

filing with the SEC? 

 

 

 

 

 

 

 

 

6. What are the SEC required 

sections of a company’s 

annual report?  
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Answers to Activity 1 — Describing Supplemental Sources of 
Financial Information 

Questions Answers 

1. Why are additional details in 

the notes to financial 

statements considered vital to 

a company’s financial 

statements? 

 

 Notes to the financial statements contain additional 

details that are disclosed to explain or amplify the 

information presented in the financial statements. 

 The information provided is essential to 

understanding the statements, and has long been 

considered an integral part of the financial 

statements prepared in accordance with generally 

accepted accounting principles (GAAP). 

2. What information is included 

in the notes to financial 

statements? 

These are included in the notes to financial 

statements: 

 

 A brief description of the nature of the company’s 

operations 

 A summary of significant accounting policies and 

changes to accounting policies 

 A detailed listing of long-term debt 

 A summary of loss contingencies and other 

commitments (such as long-term rental 

commitments for leased property) 

 A report of selected financial information by 

business segment 

 Any other explanations that management deems 

necessary to help the user understand the financial 

statements 

3. What is a contingency? List 

two examples of a loss 

contingency. 

 A contingency is defined as an existing condition, 

situation, or set of circumstances involving 

uncertainty as to a gain or a loss to a company. 

 The contingencies note to the financial statements 

summarizes any material loss contingencies to 

which the company is subject. 

 Examples (answers will vary, but should include the 

following): 

 Current or pending litigation 

 Obligations related to product warranties and 

product defects 

 Risk of damage to or uninsured loss of 

company property by fire, explosion, or other 

hazard 

 Hold-harmless agreements 
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Questions Answers 

4. What are the three different 

types of filers that the SEC 

recognizes with regard to the 

10-K deadline? 

The SEC recognizes three different types of filers 

with regard to the 10-K deadline: 

 Large accelerated filers — Companies with more 

than $700 million in public float, that is, companies 

that have a total market value of at least $700 

million and whose stock is held by public investors 

rather than company officers, directors, or 

controlling-interest investors) must file form 10-K 

within 60 days after the end of the company’s fiscal 

year. 

 Companies that have at least a $75 million public 

float (accelerated filers) must file form 10-K within 

seventy-five days after the end of the company’s 

fiscal year. 

 Companies with less than a $75 million public float 

(non-accelerated filers) must file form 10-K within 

ninety days after the end of their fiscal year. 

5. What events trigger an 8-K 

filing with the SEC? 

Events that trigger an 8-K filing include these: 

 Material definitive agreements entered into or 

terminated that are not in the ordinary course of the 

company’s business, such as a definitive agreement 

to sell a significant operating division to an 

unrelated company 

 Release of non-public information about a 

company’s financial condition 

 Creation of a direct financial obligation (such as 

long-term operating lease) under an off-balance 

sheet arrangement—that is, an arrangement that 

does not have to be recorded in the financial 

statements 

 Change of independent auditor certifying the 

financial statements 

 Departure or election of directors and departure or 

appointment of principal officers 

6. What are the SEC required 

sections of a company’s 

annual report?  

The annual report consists of sections required by the 

SEC. The required sections include these: 

 

 Financial statements and notes 

 Auditor’s report 

 Report of management 

 Management’s discussion and analysis of results of 

operations and financial condition 

 Selected financial data 
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Income Statement Trend Analysis  
 

Educational Objective (EO) 

Apply trend analysis to income statements over multiple periods. 

 

Instructions 

Activity 1—Applying Trend Analysis  

Individual Activity Followed by Large Group Discussion 

Ask participants to read the Case Study—Trend Analysis and perform the 

necessary calculations to analyze the company’s income statement. After the 

participants have read the study and completed their calculations, discuss the 

results. You might ask these questions: 

 What can you conclude about Company, Inc.’s financial condition? 

 Can you identify any trend that might be of concern?  

 Although Company, Inc., took in more in sales in 20X1 compared to 

20X0, why is the net income less for 20X1? 

 

Alternatively, you could assign this activity as pre-work. If used as an 

assignment, have participants come to class prepared to discuss their answers. 
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Case Study—Trend Analysis 

Company, Inc. has been in business for four years. Review the company’s income sheets 

for the last two years: 
Company, Inc. 

Comparative Income Statement 

Year ending December 31, 20X1, and 20X0 

(dollars in thousands) 

 20X1 20X0 Percentage Change 

Sales $55,000 $48,000  

Cost of goods sold 37,000 29,500  

Gross margin 18,000 18,500  

 

Selling expenses 7,000 6,500  

Administrative 

expenses 

5,300 6,200  

Total operating 

expenses 

12,300 12,700  

Net operating income 5,700 5,800  

 

Interest expense 640 700  

Net income before 

taxes 

5,060 5,100  

Income taxes 1,518 1,530  

Net income 3,542 3,570  

    

 

In the “Percentage Change” column, calculate the annual percentage change for each 

item on the income statement. What conclusions can you draw about Company, Inc.’s 

financial condition?
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Activity 1—Describing the Components of Capital Structure 

Questions 

Equity Debt 
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1. Although they are entitled to dividends, these 

dividends are paid only when declared. 

    

2. Liabilities due within one year and include bank 

loans, trade credit, commercial paper, and other 

sources of funds. 

    

3. This can resemble debt if its dividend is a fixed 

obligation. 

    

4. Liabilities used to smooth variations in cash flow 

within an accounting cycle. 

    

5. Some debt securities are convertible into common 

stock under terms and conditions specified at the time 

of issue. 

    

6. The products available depend on the nature of the 

business, although many companies use bank lines of 

credit. 

    

7. Usually the voting owners of the company.      

8. For larger and better-known companies, issuing 

commercial paper is a viable alternative. 

    

9. With their right to vote for the members of the board, 

they can indirectly exercise control over company 

management. 

    

10. Liabilities that are due in more than one year and 

include bonds, mortgages, leases, and other variations 

of debt financing. 

    

11. This has features of both debt and equity.      

12. This resembles equity in that omission of a dividend 

does not result in the entire issue becoming payable 

immediately, as would a bond. 

    

13. A company’s management is supposed to act in the 

best interests of its shareholders and to take those 

actions that it believes will maximize share price. 
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Answers for Activity 1—Describing the Components of Capital 
Structure 

Questions 

Equity Debt 
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1. Although they are entitled to dividends, these 

dividends are paid only when declared. 

X    

2. Liabilities due within one year and include bank 

loans, trade credit, commercial paper, and other 

sources of funds. 

  X  

3. This can resemble debt if its dividend is a fixed 

obligation. 

 X   

4. Liabilities used to smooth variations in cash flow 

within an accounting cycle. 

  X  

5. Some debt securities are convertible into common 

stock under terms and conditions specified at the time 

of issue. 

 X   

6. The products available depend on the nature of the 

business, although many companies use bank lines of 

credit. 

  X  

7. Usually the voting owners of the company.  X    

8. For larger and better-known companies, issuing 

commercial paper is a viable alternative. 

  X  

9. With their right to vote for the members of the board, 

they can indirectly exercise control over company 

management. 

X    

10. Liabilities that are due in more than one year and 

include bonds, mortgages, leases, and other variations 

of debt financing. 

   X 

11. This has features of both debt and equity.   X   

12. This resembles equity in that omission of a dividend 

does not result in the entire issue becoming payable 

immediately, as would a bond. 

 X   

13. A company’s management is supposed to act in the 

best interests of its shareholders and to take those 

actions that it believes will maximize share price. 

X    
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Activity 1—Describing the Application of Financial Leverage to 
Increase Returns to Shareholders 

Questions Answers 

1. What is financial leverage 

analysis? 

 

 

 

 

 

 

 

 

 

 

 

2. What is the tax shield and how 

does it affect the cost of the 

debt? 

 

 

 

 

 

 

 

 

 

 

 

3. List three disadvantages a 

company could experience as a 

result of raising capital by 

issuing debt. 
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Answers for Activity 1—Describing the Application of Financial 
Leverage to Increase Returns to Shareholders 

Questions Answers 

1. What is financial leverage 

analysis? 

Technique used to compare earnings per share 

(EPS) under alternate capitalization plans with 

varying levels of debt and equity 

 

2. What is the tax shield and how 

does it affect the cost of the 

debt? 

 Tax shield — the amount of income taxes 

saved because of the deductibility of interest 

expense 

 Reduces the cost of the debt 

 

3. List three disadvantages a 

company could experience as a 

result of raising capital by 

issuing debt. 

 

 Lenders typically require higher interest rates 

as debt increases. Also, future investments 

could offer lower returns than prior 

investments. Higher costs and lower returns 

could reduce the benefits of leverage, or even 

result in a loss for the company. 

 Reduction in the flexibility that management 

has in managing cash and an increase in the 

company’s liquidity risk. 

 As its ratio of debt to equity rises, it will 

experience an increased risk of defaulting on 

its debt and an increased potential for 

bankruptcy. 

 
 


