Basic Financial Statements

The accounting process
Financial Statements
The Accounting Equation
Chart of Accounts

What is a financial statement? What does it tell W&/hy should we care?
T hese are good questions and they deserve an answer

A business is a financial entity separate fromiisers. Each business must keep financial records. A
number of federal and state laws require this.e®eh if there were no laws, it would still be a doo
idea anyway. Businesses provide vital goods andcss to those living in the community. They
provide jobs for people, and tax dollars that inwerour roads, parks and schools. It is in evergone'
best interest that our community's businesses deesaful.

B usiness owners take a risk. What if no one wanksiy their goods or services? The owner has
spent time and money to start a business, purchasddbuildings and equipment, hired people to
work in the business.... all this done with the déatipat the business will be successful. And if the
business is NOT a success, the owner may havai®st her life's savings, workers must find jobs,
and creditors may go unpaid.

F inancial information may not make a business ss&foé but it helps the owner make sound
business decisions. It can also help a bank oitorezl/aluate the company for a loan or charge
account. And the IRS will be interested in collegtthe appropriate amount of income tax. So
financial information will serve many purposes.

F inancial information comes in many forms, but thest important are the Financial Statements.
They summarize relevant financial information ifoemat that is useful in making important business
decisions. If this were not possible, the wholecpss would be a waste of time. Too much information
may be equally useless. Financial statements suizeratarge number of Transactions into a small
number of significant categories. To be usefubiinfation must be organized.

Quick Quiz

The financial statements of a business entity:

A) Include the balance sheet, income statemedtjramome tax return.

B) Provide information about the profitability afidancial position of the company.
C) Are the first step in the accounting process.

D) Are prepared for a fee by the Financial AccoumStandards Board.

Click for answers

Financial statements have generally agreed-upondisrand follow the same rules of disclosure. This
puts everyone on the same level playing field, maétes it possible to compare different companies

with each other, or to evaluate different yearidgenance within the same company. There are three
main financial statements: =
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1. Income Statement
2. Balance Sheet L
3. Statement of Cash Flows




Each financial statement tells it's own story. Tbgethey form a comprehensive financial picture of
the company, the results of its operations, itarfimal condition, and the sources and uses ofatsen
Evaluating past performance helps managers idesuiégessful strategies, eliminate wasteful spending
and budget appropriately for the future. Armed wiitis information they will be able to make
necessary business decisions in a timely manner.

The accounting process in a nutshell:

1) Capture and Record a business transaction,

2) Classify the transaction into appropriate Acdsun

3) Post transactions to their individual Ledger éuats,

4) Summarize and Report the balances of Ledger #dsadn financial statements.

There are 5 types of Accounts.

1) Assets

2) Liabilities

3) Owners' Equity (Stockholders' Equity for a cagiimn)
4) Revenues

5) Expenses

All the accounts in an accounting system are ligteaiChart of Accounts. They are listed in the order
shown above. This helps us prepare financial setésnby conveniently organizing accounts in the
same order they will be used in the financial stegets.

Financial Statements
TheBalance Sheetists the balances in allsset,Liability andOwners' Equity accounts.

Thelncome Statementlists the balances in @levenue ané&xpense accounts.

The Balance Sheet and Income Statement must acogrepah other in order to comply with GAAP.
Financial statements presented separately do ngplgovith GAAP. This is necessary so financial
statement users get a true and complete finaniciairp of the company.

All accounts are used in one or the other statenbbeminot both. All accounts are used once, ang onl
once, in the financial statements. The Balance t3ttemvs account balances at a particular date. The
Income Statement shows the accumulation in the ievand Expense accounts, for a given period of
time, generally one year. The Income Statemenbegprepared for any span of time, and companies
often prepare them monthly or quarterly.

It is common for companies to prepare a StatemieRetained Earnings or a Statement of Owners'
Equity, but one of these statement is not requireGAAP. These statements provide a link between
the Income Statement and the Balance Sheet. Theyadoncile the Owners' Equity or Retained
Earnings account from the start to the end of &y



Income Retained Balance Sheet
Statement Earnings
Revenues > NetIncome Assets
- Expenses - Dividends Liabilities +
Retained Owners" Equity
Net Income Earnings >

The Statement of Cash Flowss the third financial statement required by GAAdt,full disclosure.

The Cash Flow statement shows the inflows andmutflof Cash over a period of time, usually one
year. The time period will coincide with the Incoi®&atement. In fact, account balances are not used
in the Cash Flow statement. The accounts are agdlygzdetermine the Sources (inflows) and Uses
(outflows) of cash over a period of time.

There are 3 types of cash flow (CF):

1) Operating - CF generated by normal businessatipes

2) Investing - CF from buying/selling assets: b, real estate, investment portfolios, equipment
3) Financing - CF from investors or long-term cteri

The SEC (Securities and Exchange Commission) regjgimmpanies to follow GAAP in their financial
statements. That doesn't mean companies do whaatbesupposed to do. Enron executives had
millions of reasons ($3) to falsify financial infaation for their own personal gain. Auditors are
independent CPAs hired by companies to determirethven the rules of GAAP and full disclosure are
being followed in their financial statements. le ttase of Enron and Arthur Andersen, auditors
sometimes fail to find problems that exist, andame cases might have also failed in their
responsibilities as accounting professionals.

The Accounting Equation

You may have heard someone say "the books ardand® when referring to a company's accounting
records. This refers to the use of the double-esytsgem of accounting, which uses equal entrigsan

or more accounts to record each business transaB@rause the dollar amounts are equal we say the
transaction is "in balance." You can think of itdian old two pan balance scale, which measures
things in dollars, instead of pounds.

Double-entry accounting follows one simple ruldlezhtheaccounting equation It is a simple
algebraic equation, expressed as an equality. E£= RIOPS! That's not it.

The Accounting Equation really is:

Liabilities +

Assets Owners' Equity



another way to think about it
everything we own = who provided the financing

Remember in Chapter 1, | told you that each traimadescribes both abject and form of

financing. In the accounting equation, Assets are the ohjectd are on the Left side of the equation.
Financing activities are on the Right side of thaation. Liabilities represent borrowings and credi
arrangements. Owners' Equity represents investrignisvners, residual net worth and retained
earnings from ongoing business operations.

The accounting equation uses "simple math" andwesoonly addition and subtraction. In fact, almost
all the math you will do in this course is simplatim We will occasionally use multiplication and
division, butall changes to accounts will be addition or subtra@n.

Think for a moment about a new company. It's actingrsystem consists of a new, "fresh" set of
books, no entries have ever been made, all accbantsa zero balance.

Assets Liabilities + Owners' Equity

$0 = $0 + $0
The books are in balance!!

If each, and every, transaction is a entered &sariced" entry, the books will stay in balance.

There are three general types of transactions anchéies.

1) Routine, daily operating events - represents 896 of all transactions.

2) Occasional events involving major assets, litkodl and owners' equity transactions.

3) Adjusting and Closing entries - made to pregtatements and close the books at the end of the
year.

Here are some examplesf common type 2 transactions. Before and afteh @me, the books must be
in balance. In Chapter 3 we will see how theseaateally entered into the books, in the form of
journal entries.

Owner deposits $100 in the company checking account

Assets Liabilities + Owners' Equity

$100 $0 + $100

Cash is an Asset, on the Left side. Owners' Eqsiion the Right side.
The amounts are equal

A $1000 computer is purchased on credit.

Assets

$1000

Liabilities + Owners' Equity

$1000 + $0

Computer is an Asset, on the Left side.
A Charge account is a Liability and is on the Rigjaie.

The owner transfers a parcel of land to the compang signs a contract for a building to be
constructed. The land is worth $10,000 and thedmglwill cost $90,000. The building will be paid
for with a bank loan.

Assets = Liabilities + Owners' Equity



$100,000 = $90,000 + $10,000

Land and Building are Assets, on the Left side.lBaan is a Liability and is on the Right side. 38
a compound entry, and involves more than two adsoun

Balance Sheet accounts can increase or decreagay 8dll be adding to or subtracting from their
balance after each transaction.

The accounting equation can be expressed in 3 ways:

1. Assets = Liabilities + Owners' Equity
2. Liabilities = Assets - Owners' Equity
3. Owners' Equity = Assets - Liabilities

Itis common to abbreviate the accounting equadsi=L+OE. Using the numbers from the balance
sheet above we get the following equations:

1. 33,000 = 14,000 + 19,000 [A=L+OE]
2. 14,000 = 33,000 - 19,000 [L=A-OE]
3. 19,00 = 33,000 - 14,000 [OE=A-L]

If you know any two of the amounts you can caleuthie third.

Quick Quiz Try solving these equations for practice.

Assets = Liabilities + Owners' Equity
1 ? = 27,000 + 36,000
2 426,600 = ? + 168,400
3 1,537,618 = 692,327 + ?

Click for answers
Try making up several examples on your own for ficac

We can see the Accounting Equation reflected ifddfeut of the Balance Sheet, as shown below.
Notice that Total Assets equals the sum of Totabllities and Total Owners' Equity, shownbiald
below.

ABC Company
Balance Sheet
December 31, 2002

Assets
Cash $ 10,000
Accounts Receivable 6,000
Inventory 17,000
Total Assets $ 33,000 <-

Liabilities & Owners' Equity

|

|

Accounts Payable $ 6,000 E
Notes Payable 8,000 Q
Total Liabilities 14,000 U
A

Common Stock, $1 par 10,000 L
Retained Earnings 9,000 |



Total Owners' Equity 19,000 |
Total Liabilities & Owners' Equity $ 33,000 <-

Accounts and the Chart of Accounts

An Accountis a record used to summarize increases and desr@aa particular asset or liability,
revenue or expense, or in owner's equity. Accousislly have very simple and generic titles such as
Cash, Accounts Payable, Sales, and Inventory. Tdressimple and descriptive terms under which
many different transactions can be recorded.

Accounts are organized inGhart of Accounts. This is a simple list of account titles preserntethe
following order: Assets, Liabilities, Owners' EquiRevenue, Expenses. Organizing accounts in the
correct order makes it much easier to prepare ¢iahstatements and enter transactions.

When doing homework problems students should reeefuly and look for a Chart of Accounts, or
for references to specific accounts, that shouldgwsal in that problem. If you don't find these, you
should review the examples in the textbook chapierial for the correct accounts to use.

Here is a sample Chart of Accounts, showing acsomrthe correct ordeAccount group dividers
are usually omitted in actual practice They are shown here for illustrative purposeshscstudent
can see how the Chart of Accounts is organized hamdit relates to the financial statements.

ABC Company, Inc.
Chart of Accounts

Balance Sheet Accounts Income Statement Accounts
---- Asset Accounts ---- ---- Revenue Accounts ----
Cash Sales Revenue

Accounts Receivable Sales Returns & Allowances
Prepaid Expenses Sales Discounts

Supplies Interest Income

Inventory ---- Expense Accounts ----
Land Advertising Expense
Buildings Bank Fees

Vehicles & Equipment Depreciation Expense
Accumulated Depreciation Payroll Expense

Other Assets Payroll Tax Expense

---- Liability Accounts ---- Rent Expense

Accounts Payable Income Tax Expense

Notes Payable - Current Telephone Expense

Notes Payable - Long Term Utilities Expense

---- Stockholders' Equity Accounts ----
Common Stock
Retained Earnings
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