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Q1a: Journal of the July Transactions
	General Journal 

	Date
	Account Titles and Explanation
	Debit
	Credit

	2001
	 
	 
	 

	July  1 
	Cash
	 $     9,000 
	 

	 
	    Common Stock
	 
	 $     9,000 

	 
	(Issued Common Stock for cash)
	 
	 

	July  1 
	Equipment
	 $     6,000 
	 

	 
	    Cash
	 
	 $     3,000 

	 
	   Accounts Payable
	 
	 $     3,000 

	July  3 
	Cleaning Supplies
	 $        900 
	 

	 
	  Accounts Payable
	 
	 $        900 

	July  5 
	Prepaid Insurance
	 $     1,200 
	 

	 
	    Cash
	 
	 $     1,200 

	July  12 
	Accounts Receivable
	 $     2,500 
	 

	 
	    Service Revenue
	 
	 $     2,500 

	 
	   (To record credit sale)
	 
	 

	July  18 
	Accounts Payable
	 $     1,000 
	 

	 
	    Cash
	 
	 $     1,000 

	 
	(Paid cash for equipment on account)
	 
	 

	July  18 
	Accounts Payable
	 $        500 
	 

	 
	    Cash
	 
	 $        500 

	 
	(Paid cash for cleaning supplies on account)
	 
	 

	July  20 
	Salaries Expenses
	 $     1,200 
	 

	 
	    Cash
	 
	 $     1,200 

	July  21 
	Cash
	 $     1,400 
	 

	 
	    Accounts Receivable
	 
	 $     1,400 

	 
	(To record collection of accounts receivables)
	 
	 

	July  25 
	Accounts Receivable
	 $     2,000 
	 

	 
	    Service Revenue
	 
	 $     2,000 

	 
	(To record credit sale)
	 
	 

	July  31 
	Gas & Oil Expense
	 $        200 
	 

	 
	    Cash
	 
	 $        200 

	 
	(Paid cash for Gas & Oil)
	 
	 

	July  31 
	Dividends
	 $        600 
	 

	 
	    Cash
	 
	 $        600 

	 
	(Declared and paid a cash dividend)
	 
	 


Q1b: Ledger Accounts

	Ledger

	Cash
	
	 Accounts Payable 

	July  1
	 $     9,000 
	July  1
	 $     3,000 
	
	July 18
	 $     1,000 
	July  1
	 $     3,000 

	July 21
	 $     1,400 
	July  5
	 $     1,200 
	
	July 18
	 $        500 
	July  3
	 $        900 

	
	
	July 18
	 $     1,000 
	
	 
	 
	July 31 Bal.
	 $     2,400 

	
	
	July 18
	 $        500 
	
	
	
	
	

	
	
	July 20
	 $     1,200 
	
	Common Stock

	
	
	July 31
	 $        200 
	
	 
	 
	July  1
	 $     9,000 

	
	
	July 31
	 $        600 
	
	 
	 
	July 31 Bal.
	 $     9,000 

	July 31 Bal.
	 $     2,700 
	 
	 
	
	
	
	
	

	
	
	
	
	
	Dividends

	Accounts Receivable
	
	July  31
	 $        600 
	 
	 

	July 12
	 $     2,500 
	July 21
	 $     1,400 
	
	July 31 Bal.
	 $        600 
	 
	 

	July 25
	 $     2,000 
	 
	 
	
	
	
	
	

	July 31 Bal.
	 $     3,100 
	 
	
	
	Service Revenue

	
	
	
	
	
	 
	 
	July 12
	 $     2,500 

	Prepaid Insurance
	
	 
	 
	July 25
	 $     2,000 

	July  5
	 $     1,200 
	 
	 
	
	 
	 
	July 31 Bal.
	 $     4,500 

	July 31 Bal.
	 $     1,200 
	 
	 
	
	
	
	
	

	
	
	
	
	
	Salaries Expense

	Cleaning Supplies
	
	July 20
	 $     1,200 
	 
	 

	July  3
	 $        900 
	 
	 
	
	July 31 Bal.
	 $     1,200 
	 
	 

	July 31 Bal.
	 $        900 
	 
	 
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Equipment
	
	Gas & Oil Expense

	July  1
	 $     6,000 
	 
	 
	
	July 31
	 $        200 
	 
	 

	July 31 Bal.
	 $     6,000 
	 
	 
	
	July 31 Bal.
	 $        200 
	 
	 


Q1c: Trial Balance
	Trial Balance

	July 31, 2001

	
	Debit
	Credit

	Cash
	 $     2,700 
	

	Accounts Receivable
	 $     3,100 
	

	Prepaid Insurance
	 $     1,200 
	

	Cleaning Supplies
	 $        900 
	

	Equipment
	 $     6,000 
	

	 Accounts Payable 
	
	 $     2,400 

	Common Stock
	
	 $     9,000 

	Dividends
	 $        600 
	

	Service Revenue
	
	 $     4,500 

	Salaries Expense
	 $     1,200 
	

	Gas & Oil Expense
	 $        200 
	 

	
	$15,900
	$15,900


Q1d: Journal of Adjustment Entries
	Adjusting Entries

	Date
	Account Titles and Explanation
	Debit
	Credit

	2001
	
	 
	 

	July  31 
	Accounts Receivable
	 $   1,100 
	 

	 
	    Service Revenue
	 
	 $   1,100 

	 
	   (To accrue revenue earned but not billed or collected)
	 
	 

	 
	
	 
	 

	July  31 
	Depreciation Expense
	 $      200 
	 

	 
	    Accumulated Depreciation-Equipment
	 
	 $      200 

	 
	   (To record monthly depreciation) 
	 
	 

	 
	
	 
	 

	July  31 
	Insurance Expense
	 $      100 
	 

	 
	  Prepaid Insurance
	 
	 $      100 

	 
	  (To record insurance expired; $1,200÷12=$100 per month)
	 
	 

	 
	
	 
	 

	July  31 
	Cleaning Supplies Expense
	 $      300 
	 

	 
	    Cleaning Supplies
	 
	 $      300 

	 
	  (To record supplies used) 
	 
	 

	 
	
	 
	 

	July  31 
	Salaries Expense
	 $      400 
	 

	 
	    Salaries Payable
	 
	 $      400 

	 
	   (To record accrued salaries)
	 
	 


Q1e: T-Accounts with Adjustment Entries
	Ledger (Adjusted)

	Cash
	
	 Common Stock 

	July  1
	 $     9,000 
	July  1
	 $     3,000 
	
	 
	 
	July  1
	 $     9,000 

	July 21
	 $     1,400 
	July  5
	 $     1,200 
	
	 
	 
	July 31 Bal.
	 $     9,000 

	
	
	July 18
	 $     1,500 
	
	
	
	
	

	
	
	July 20
	 $     1,200 
	
	Dividends

	
	
	July 31
	 $        200 
	
	July  31
	 $        600 
	 
	 

	
	
	July 31
	 $        600 
	
	July 31 Bal.
	 $        600 
	 
	 

	July 31 Bal.
	 $     2,700 
	 
	 
	
	
	
	
	

	
	
	
	
	
	Service Revenue

	Accounts Receivable
	
	 
	 
	July 12
	 $     2,500 

	July 12
	 $     2,500 
	July 21
	 $     1,400 
	
	
	
	July 25
	 $     2,000 

	July 25
	 $     2,000 
	 
	
	
	
	
	July 31 Adj.
	 $     1,100 

	July 31 Adj.
	 $     1,100 
	 
	
	
	 
	 
	July 31 Bal.
	 $     5,600 

	July 31 Bal.
	 $     4,200 
	 
	 
	
	
	
	
	

	
	
	
	
	
	Salaries Expense

	Cleaning Supplies
	
	July 20
	 $     1,200 
	 
	 

	July  3
	 $        900 
	July 31 Adj.
	 $        300 
	
	July 31 Adj.
	 $        400 
	 
	

	July 31 Bal.
	 $        600 
	 
	 
	
	July 31 Bal.
	 $     1,600 
	 
	 

	
	
	
	
	
	
	
	
	

	Prepaid Insurance
	
	Cleaning Supplies Expense

	July  5
	 $     1,200 
	July 31 Adj.
	 $        100 
	
	July 31 Adj.
	 $        300 
	 
	 

	July 31 Bal.
	 $     1,100 
	 
	 
	
	July 31 Bal.
	 $        300 
	 
	 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Equipment
	
	Insurance Expense

	July  1
	 $     6,000 
	 
	 
	
	July 31 Adj.
	 $        100 
	 
	 

	July 31 Bal.
	 $     6,000 
	 
	 
	
	July 31 Bal.
	 $        100 
	 
	 

	
	
	
	
	
	
	
	
	

	 Accumulated Depreciation-Equipment 
	
	Gas & Oil Expense

	 
	 
	July 31 Adj.
	 $        200 
	
	July 31
	 $        200 
	 
	 

	 
	 
	July 31 Bal.
	 $        200 
	
	July 31 Bal.
	 $        200 
	 
	 

	
	
	
	
	
	
	
	
	

	Accounts Payable
	
	Depreciation Expense

	July 18
	 $     1,500 
	July  1
	 $     3,000 
	
	July 31 Adj.
	 $        200 
	 
	 

	
	
	July  3
	 $        900 
	
	July 31 Bal.
	 $        200 
	 
	 

	 
	 
	July 31 Bal.
	 $     2,400 
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Salaries Payable
	
	
	
	
	

	 
	 
	July 31 Adj.
	400
	
	
	
	
	

	 
	 
	July 31 Bal.
	400
	
	
	
	
	


Q1f: Adjusted Trial Balance

	Trial Balance

	
	Before Adjustment
	
	After Adjustment

	
	Debit
	Credit
	
	Debit
	Credit 

	Cash
	 $     2,700 
	
	
	 $     2,700 
	

	Accounts Receivable
	 $     3,100 
	
	
	 $     4,200 
	

	Supplies
	 $        900 
	
	
	 $        600 
	

	Prepaid Insurance
	 $     1,200 
	
	
	 $     1,100 
	

	Equipment
	 $     6,000 
	
	
	 $     6,000 
	

	Less Accumulated Depreciation - Equipment
	
	
	
	
	 $        200 

	
	
	
	
	
	

	Accounts Payable
	
	 $     2,400 
	
	
	 $     2,400 

	Salaries Payable
	
	
	
	
	 $        400 

	
	
	
	
	
	

	Common Stock
	
	 $     9,000 
	
	
	 $     9,000 

	Revenue
	
	 $     4,500 
	
	
	 $     5,600 

	Dividends
	 $        600 
	
	
	 $        600 
	

	Salaries Expense
	 $     1,200 
	
	
	 $     1,600 
	

	Oil & Gas Expenses
	 $        200 
	
	
	 $        200 
	

	Depreciation Expense
	
	
	
	 $        200 
	

	Insurance Expenses
	
	
	
	 $        100 
	

	Cleaning Supplies Expenses
	
	
	
	 $        300 
	

	
	 $   15,900 
	 $   15,900 
	
	 $   17,600 
	 $   17,600 


Q1g: Financial Statements
	Income Statement

	For the Month Ending July 31, 2001

	Revenues
	
	 $     5,600 

	
	
	

	Expenses
	
	

	     Salaries Expense
	 $     1,600 
	

	     Oil & Gas Expenses
	 $        200 
	

	     Depreciation Expense
	 $        200 
	

	     Insurance Expenses
	 $        100 
	

	     Cleaning Supplies Expenses
	 $        300 
	 $     2,400 

	Net Income
	
	 $     3,200 

	
	
	

	Retained Earnings Statement

	For the Month Ending July 31, 2001

	Beginning Retained Earnings
	 $             - 
	

	Add : Net Income
	 $     3,200 
	

	Less: Dividends
	 $        600 
	

	Ending retained earnings
	 $     2,600 
	

	
	
	

	Classified Balance Sheet

	As of July 31, 2001

	Assets
	
	

	Current Assets
	
	

	     Cash
	 $     2,700 
	

	     Account Receivables
	 $     4,200 
	

	     Supplies
	 $        600 
	

	     Prepaid Insurance
	 $     1,100 
	

	           Total current assets 
	
	 $     8,600 

	Long Term Assets
	
	

	     Equipment
	 $     6,000 
	

	     Less: Accumulated Depreciation-Equipment
	 $        200 
	

	
	
	 $     5,800 

	Total Assets
	
	 $   14,400 

	
	
	

	Liabilities and Stockholders' Equity
	
	

	Liabilities
	
	

	     Current Liabilities
	
	

	         Acounts payable
	 $     2,400 
	

	         Salaries Payable
	 $        400 
	

	              Total Current Liabilities
	
	 $     2,800 

	
	
	

	Stockholders' equity
	
	

	      Common Stock
	 $     9,000 
	

	      Retained Earnings
	 $     2,600 
	

	             Total Stockholders' Equity
	
	 $   11,600 

	Total Liabilities and Stockholders' Equity
	
	 $   14,400 


Q1h: Post-Closing Journal Entries

	
	
	Closing Entries

	Date
	
	Account Titles and Explanation
	Debit
	Credit

	2001
	
	
	 
	 

	July  31 
	
	Service Revenue
	 $      5,600 
	 

	 
	
	    Income Summary
	 
	 $      5,600 

	 
	
	    (To close revenue account)
	 
	 

	July  31 
	
	Income Summary
	 $      2,400 
	 

	 
	
	    Depreciation Expense
	 
	 $         200 

	 
	
	    Insurance Expense
	 
	 $         100 

	 
	
	    Cleaning Supplies Expense
	 
	 $         300 

	 
	
	    Salaries Expense
	 
	 $      1,600 

	 
	
	    Oil & Gas Expense
	 
	 $         200 

	 
	
	    (To close expense accounts)
	 
	 

	July  31 
	
	Income Summary
	 $      3,200 
	 

	 
	
	    Retained Earnings
	 
	 $      3,200 

	 
	
	    (To close net income to retained earnings)
	 
	 

	July  31 
	
	Retained Earnings
	 $         600 
	 

	
	
	    Dividends
	 
	 $         600 

	
	
	    (To close dividens to retaiend earnings)
	 
	 


Q1i: Post-Closing Trial Balance

	Post Closing Trial Balance

	
	Debit
	Credit 

	Cash
	 $     2,700 
	

	Accounts Receivable
	 $     4,200 
	

	Supplies
	 $        600 
	

	Prepaid Insurance
	 $     1,100 
	

	Equipment
	 $     6,000 
	

	Less Accumulated Depreciation - Equipment
	
	 $        200 

	
	
	

	Accounts Payable
	
	 $     2,400 

	Salaries Payable
	
	 $        400 

	Common Stock
	
	 $     9,000 

	Retained Earnings
	 
	 $     2,600 

	
	 $   14,600 
	 $   14,600 


Q2a: Income Statement
	Holiday Travel Court

	Income Statement

	For the Quarter Ended March 31, 2001

	
	Pre-Adjustment
	
	Post-Adjustment

	Revenues
	
	
	
	
	

	Rental Revenues
	
	 $   95,000 
	
	
	 $   67,000 

	
	
	
	
	
	

	Operating Expenses
	
	
	
	
	

	Advertising
	 $     5,200 
	
	
	 $     5,310 
	

	Wages
	 $   29,800 
	
	
	 $   30,500 
	

	Utilities
	 $        900 
	
	
	 $     1,080 
	

	Depreciation
	 $        800 
	
	
	 $        800 
	

	Repairs
	 $     4,000 
	
	
	 $     4,260 
	

	Insurance
	
	
	
	 $     1,800 
	

	Supplies
	
	
	
	 $     3,900 
	

	Interest
	
	
	
	 $        300 
	

	Total Operating Expenses
	
	 $   40,700 
	
	
	 $   47,950 

	
	
	
	
	
	

	Net Income
	
	 $   54,300 
	
	
	 $   19,050 


Q2b: Violation of GAAP
In accounting advanced rentals to rental revenues, Alice violates the Revenue Recognition Principle which states that revenue can only be reported if the respective service has been fulfilled
. However, the advanced rentals are a pre-payment, and the service has not yet been fulfilled. Accounting the pre-paid revenues is a characteristic of cash basis accounting and not of accrual basis accounting as to GAAP1. By not accounting for the used supplies and the other expenses, she does not recognize expenses that occurred in the accounting time period and consequently overstates her assets and stockholders’ equity1. Alice also violates the Matching Principle because she must match the expenses to the revenues that occurred in a certain accounting period1. Also, expenses have occurred because assets have been consummated like the insurance, for example, or utilities. The original income statement therefore does not fulfil GAAP.
Q3-a) Why do firms manage earnings?

Firms manage earnings for many reasons as quoted below:

· To maintain stock price. As firms showing continuous growth can gain a premium on stock price managers are tempted to smooth earnings Barth et al (1999). But the premium reduces if the string breaks. Secondly, the stock price fluctuation to small adverse earning reporting is disproportionately large (Skinner and Sloan 2000).

· To improve share price prior to public offering. Two studies (Rangan 1998; Teoh et al 1998) provide evidence of such manipulations at the time of seasoned equity offerings. 

· To protect personal interests. If managers have a lot of their personal wealth in the form of unexercised employee stock options or if their job security is tied to stock’s performance, they will have a strong motivation to manage earnings ( Dechow and Skinner 2000, Accounting Horizons, Vol14, No2, p 244)

· Firms trying to avoid industry regulations sometimes manage earnings. For example, Banks that are close to capital requirements overstate loan loss provisions, understate loan write offs and recognize abnormal realized gains on securities portfolios(Moyer 1990; Scholes et al. 1990; Beatty et al. 1995; Collins et al 1995)

· Firms fearing antitrust motion will have incentives to understate earnings. For Example, Microsoft agreed with SEC not to indulge in to earnings managements. Microsoft was found to be reporting large accruals in various quarters of 1995 -98 period

Q3-b) What are the techniques to detect earnings management?

· A simple technique is to find if earnings comprise of “high quality” operating cash flows or of “low quality” large accruals. Sloan (1996) finds that when accruals are large and positive       a) earnings and thereby stock prices tend to decline due to reversals over the next three years b) the largest accrual reversals are due to current accruals 

· Examination of the distribution of reported earnings for abnormal discontinuities at certain thresholds reveals possibility of earnings management (Burgstahler and Dichev 1997, 1998: Degeorge et al.1998). The advantage of this method is researchers need not estimate (potentially noisy) abnormal accruals. 

· Beatty, Bin Ke and Petron (2002) mention a few techniques to detect earnings managements in banking industry such as a) Univariate analysis of small earnings changes which examines small changes in earnings b) Probit analysis of small earnings changes c) Discretionary accounting choices which examines loan loss provisions and realized security gains and losses (eg, Moyer 1990; Beatty et al 1995; Collins et al.1995; Ahmed et al1999). 

Q3-c) Are investors fooled by earnings management?  Does investor sophistication affect the relation between earnings management and stock price evaluation?

There are arguments for and against this.

Investors are not fooled:

· Stock return evidence suggests that investors discount abnormal accruals that likely reflect earnings management. (Healy and Wahlen 1999, Accounting Horizons, Vol13 No.4 p 367)

· Hand (1992) says investors don’t overreact to decline in reported earnings of companies when companies adopt LIFO to gain Tax incentives during rising input prices.

Investors are fooled

· But recent studies by Rangan (1998) and Teoh et al (1998) that investors are “fooled” by firms during seasoned equity offerings. In their view, firms are able to command premium by abnormal accruals prior to SEO. 

· Studies by Dechow et al. (2000) says that investors over rely on the “hyped” growth forecasts made by analysts and are subsequently disappointed when these forecasts are not realized.

· Black (1992) argues that when ownership of publicly traded firms is “diffuse” owners rely on simple low-cost heuristics like earnings based bench marks to evaluate firms. This disadvantage makes the owners vulnerable to earning management.   

Conclusion:

· Regulations in the industries like banking or insurance may help investors have better access to extensive disclosures leading to better informed investment decisions.
· There is no evidence to show that customer sophistication affects the relation between earnings management and stock price evaluation.
· Largely, Investors are “fooled” successfully by managers due to difficulties involved in recognizing earnings management.
Q3-d) What are the consequences of earnings management?

The consequences of earnings management involves management firings and / or stockholder lawsuits; a stock price reaction of -13 percent (Feroz et al 1991 A similar study by Dechow et al (1996) reveals that the bad reputation of the firm is associated with increase in bid ask spreads; a decline in analyst following; an increase in short interest; and an increase in the dispersion of analyst forecast errors. 

Dechow and Skinner (2000) view that although investors harshly punish the firm when they come to know of earnings management.

The case of Enron may be an appropriate example here. It took no time for this giant to bite the dust after its creative accounting practices were exposed.

� Kimmel, P.D. et al, “Financial Accounting“, 2nd ed., John Wiley & Sons, Inc., New York, 2000, pp.151-153.


� Source:http://www.computerworld.com/governmenttopics/government/policy/story
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