Financial Accounting

CHAPTER 2

Basic Financial Statements

After studying this chapter, you should be able to:
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AMAZON

Amazon opened its doors on the World Wide Web in
1995 with the goal of being “the Earth’s most customer-
centric company.” Amazon sells both merchandise it
has purchased from vendors for resale and merchan-
dise offered by third-party sellers, and it also manufac-
tures and sells electronic devices. Amazon focuses on
Providing customers with selection, price, and conve-
nience. Amazon began its operations by selling books,
but it now sells millions of unique products from a vari-
®y of product categories. Although Amazon has been

very syc
ce ; . .
ssful since its inception, it faces intense
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competition from both digital and bricks-and-mortar

retailers.

Technology-based companies like Amazon must
continuously innovate to stay ahead of the competi-
tion. Amazon states that it follows four principles: “cus-

tomer obsession rather than competitor focus, passion

for invention, commitment to operational excellence,

and long-term thinking.” Amazon was willing to forego
ears to build its brand

operating at a profit in its early y
It, did

ain market share and, as a resu

name and to obt
20012

not report a quarterly profit until
(continued)
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intellectual capital, research and development, and

Modern-day historians agree that we have moved
other intangibles that were less important for compa-

from the industrial age to the information age.
nies whose focus was heavy manufacturing or, even

Companies like Amazon, Facebook, Intel, and Google ‘
earlier in our history, primarily agriculture. m

are major players in this transformation of business.

Information-age companies rely more heavily on

If you were a person with considerable wealth who wanted to invest in a forward-looking
company in today’s information age, how would you know whether Amazon or any other
company is a wise investment? What information would you seek out to help you decide
where to place your investment dollars? A primary source of financial information is a com-
pany’s financial statements. These statements, which are prepared at least once a year and in
many cases more frequently, provide insight into the current financial status of the company
and how successful the company has been in meeting its financial goals. In this chapter, you
are introduced to the three primary financial statements—the statement of financial position
(often referred to as the balance sheet), the income statement, and the statement of cash flows.
Combined with information presented in notes and other accompanying presentations, these
financial statements provide for investors, creditors, and other interested parties a wealth of
useful information. In fact, financial information is what this entire textbook is about, and in
this chapter you receive your initial introduction to how financial statements come about and

how they may be used to better understand a company.

(lntroduction to Financial Statements j

In Chapter 1, we learned that investors and creditors are particularly interested in cash flo¥®
that they e.xpect to receive in the future. Creditors, for example, are interested in the ability of
an enterprise, to Whl(.:h they have made loans or sold merchandise on credi, to meet its P&
mizt obhiatmnls, thl‘-'h may include payment of interest, Similarly, investors are i“‘emSli(;
n the market value of their stock holdings, as well as divi ’ rise will p&¥
them while they own the stock, dividends thl th entrp
'l]ol;le ‘;fl the primary ways investors and creditors assess the probability thet a1 entrt™
;/1 ¢ al © to make future cash payments is to study, analyze, and understand the €n* "
t'mancfla stat'emen.ts. As discussed in Chapter 1, a financial statement is simply 3
ion 0 what is believed to be trye about an enterprise, communicated in terms of 3 mo g
;2:;2?;ht:s the dot"z,"' When accountants prepare financial statements, they ar desc‘tsb;_mm
rms certain attributes of the enternpric i irly represent!

cisl actvitin terprise that they believe fairly rep

In this chapter, we introduce three Primary financial statements:

» Statement of financial position (often referred to as the balance sheet)
* Income statement
* Statement of cash flows

o
In introducing these Statements, we use the form of business ownership refe © a; o
tr:t{on. The cor;?oration is.a unique form of organization that allows many oﬁer;af‘ed ’
; ;:1 ;'?;lo:lcr::: 1r;to :aaf bus.mess enterprise that is larger than would be p(;:s ;::1:'1!1055cs flh"ir
. rees of a single owner or a smal] number of owners. Whi st s
Size may be organized as corporations, most large businesses are corporttio™ pcn ety
n'ced for a large amount of capital that the corporate form of business organll'a“:’io g
snble..Later in this chapter we introduce two other forms of business °'gamzaform o
PrOPetorship and the partnership—which are alernatives to the O™

business enterprises,
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The names of the three Primary finan
cial statements describ
i e eme oy c the lI'lfOl‘matlon o -
ceiaczganBs vjht?rentlh: te:tz Pinelal Position, or balance sheet, is a financial staé‘::egtn?hm o2
e "NICTPTISE stands at a specific date. It is sometimes described " * 8 e, 2
shot ol the business in financial or dollar terms (that is, what the enterprise | oy EARNING 0B ECTIVE -
specific date). Tprise looks like at a Explain the nature and
As businesses operate, they engage in transactions that create revenues and  general purposes of financial
that are necessary to earn those revenues. An income stg ~andincur expenses statements.

the enterprise (if a cash transaction) or an expected
future flow of cash out of the enterprise (if a credit transaction). For example, if a company
incurs a certain expense of $75 and pays it at that time, an immediate cash outflow takes place.
If payment is delayed until some future date, the transaction represents an expected future
cash outflow. Revenues result in positive cash flow.

s—either past, present, or future—while
expenses result in negative cash flows—either past, present, or future. Positive and negative

indicate the directional impact on cash. The term ner income (or net loss) is simply the dif-
ference between all of an enterprise’s revenues and expenses for a designated period of time.
The statement of cash flows is particularly important in understanding an enterprise for
purposes of investment and credit decisions. As its name implies, the statement of cash flows
shows the ways cash changed during a designated period—the cash received from revenues
and other transactions as well as the cash paid for certain expenses and other acquisitions
during the period. While the primary focus of investors and crefii?ors is on cash f:IOV{S to
themselves rather than to the enterprise, information about cash activity of the enterprise is an
important signal to investors and creditors about the prospects of future cash flows to them.

A Starting Point: .
Statement of Financial Position
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p°s"ﬁ°ﬂ and show how important aspects of a company’s financial posit
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a:cgol:lm:lpg with the statement of financial position also allows us ing all financial
ntin

inci : derstand
& principles and terminologies that are important for un
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on of 5 businegs may change quickly. Exhibit 2-1 shows the financial po

L: gency at December 31 , 2018.
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Ness, (2) t:: ample. First, the heading communicates three things:
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future flow of cash out of the enterprise (if a credit transaction). For example, if a company
incurs a certain expense of $75 and pays it at that time, an immediate cash outflow takes place.
If payment is delayed until some future date, the transaction represents an expected future
cash outflow. Revenues result in positive cash flows—either past, present, or future—while
expenses result in negative cash flows—either past, present, or future. Positive and negative
indicate the directional impact on cash. The term net income (or net loss) is simply the dif-
ference between all of an enterprise’s revenues and expenses for a designated period of time.

The statement of cash flows is particularly important in understanding an enterprise for
purposes of investment and credit decisions. As its name implies, the statement of cash flows
shows the ways cash changed during a designated period—the cash received from revenues
and other transactions as well as the cash paid for certain expenses and other acquisitions
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themselves rather than to the enterprise, information about cash activity of the enterprise 1s an
important signal to investors and creditors about the prospects of future cash flows to e

A Starting Point: _
Statement of Financial Position

ortant information,
tand all thre
metimes referred

but each includes different

e financial statements and
to as articulation, a

All three financial statements contain imp
information, For that reason, it is important to unders
how they relate to each other. The way they relate is s0
ferm we W ill discuss further later in this chapter.
{\-loglcal starting point for understanding financi
5:-:20“;13'80 called the balance sheet. The purpose
see Ial: ore tl}e company stands, in financial terms, at
Positionr In this chapter, the other financial statement’s
Beginni and show how important aspects of a company’s finan ;
nning with the statement of financial position also allows us o

ace i . .
ounting principles and terminologies that are important for unde

al statements is th . :
of this financial statement is t0 dcmop
ifi int in time.
a specific point if -
relate to the statement of ﬁnaqcml

inancial osition € : ¥
’ ' nderstand certain basic

rstanding all fin

—
and many companies P

f a listing of the as:xscls. th.e
as the financial posi-
tion of Vagabond

e end of the year

Ev ;
ery business prepares a balance sheet at th ;
day. It consists 0

pare
liabil?ge at the end of each month, week, or even nst :
tion of ©5, and the owners’ equity of the business. The date 1S lmPO"‘"’"l‘ osi
Trave| ,:busmess may change quickly. Exhibit 2-1 shows the financial P .

X gen_cy at December 31, 2018. a1 position, using Exhib}t

L g U8 briefly describe several features of the statement of f_lﬂﬂ"-c‘i )pthe Lame
Nesg, (;;f:;xamp]& First, the heading communicates three things: l(yody of
€ name of the financial statement, and (3) the dat¢ The

DSists of g s
Otice thyy distinct sections: assefs, liabiliries anr own;ri e%‘tteys receivable, accoun_ts
Teceivabe Cash is listed first among the assets, fOIIO:V:onerted into cash or us up in

> SUpplies, and any other assets that will s00n b

L0241
LEARNING OBJECTIVE ' "~
Explain the nature and

general purposes of financial
statements.



- Financial Accounting

44

EXHIBIT 2—1
Statement of Financial
Position

A balance sheet shows

financial position ata
specific date

2-2

LEARNING OBJECTIVE
Explain certaln accounting
prindiples that are important
for an understanding of
financlal statements and how
professional judgment by
sccountants may affect the
ipplication of those
rincipies.
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VAGABOND TRAVEL AGENCY

STATEMENT OF FINANCIAL POSITION

DECEMBER 31, 2018
 Assets Liabilities & Owners’ Equity
CHE s s e o B Y B 22,500 Liabilities: . _
Notes Receivable ....... 10,000 Notes Payable ........ $ 41,000
Accounts Receivable ... 60,500 Accounts Payable ... .. 36,000
Supplies .....ooooiaens 2,000 Salaries Payable .....- 3,000 $ 80,000
Office Equipment ....... 15,000 Owners’ equity:
BUIING «ocvvvvneenenss 90,000 Capital Stock .......-- $150,000
100,000 Retained Earnings .. .. 70,000 220,000
$300,000
==

$300,000

business operations. Following these assets are the more permanent assets, such as equip-

t, liabilities are shown before owners’ equity.

ment, buildings, and land.
and salaries payable) i

Moving to the right side of the balance shee
Each major type of liability (such as notes payable, accounts payable,
listed separately, followed by a figure for total liabilities. _

Owners’ equity is separated into two parts—capital stock and retained earnings. Capite
stock represents the amount that owners originally paid into the company to become own-

shares. Notice in th®

ers. It consists of individual shares and each owner has a set number of s
that the assigned value of the sha
gssuming

— l iO, ].

ed by the number of shares, equa
I1d be 15,000 shares ($10 X 15, be 30,00

an assigned value of $10 per share, there wou
Alternatively, the assigned value might be $5 per share, in which case there Woule %%~ "y
mponent of owners’ equty” i

shares ($5 x 30,000 = $150,000). The retained earnings co i
accumulated earnings of previous years that remain within the enterprise. Retained t in the
is considered part of the equity of the owners and serves to enhance their inves pn
business. -

Finally, notice that the amount of total assets ($300,000

liabilities and owners’ equity (also $300,000). This relationship alwa
equality of these totals is why this financial statement is frequently called 2

rally accepted accounting
mic entity:

held by owners, multipli

unt of

) is equal to the wtalﬁ‘?’acl the

s exists—10 "
¥ Jance Shecl.

es reqVi®

princiPI ot

The Concept of the Business Entity Gene This €O
that financial statements describe the activities of a specific econo
called the entity principle. s 4C
A business entity is an economic unit that engages in identifiable busin rsond
accounting purposes, the business entity is regarded as separate from ¢ ‘ gs atrd
of its owners. For example, Vagabond is a business organization ©
Its owners may have personal bank accounts, homes, cars, and even 0"
items are not involved in the operation of the travel agency &1 do not 2%
financiol statements.
If the owners were to commingle their personal activities with the
ness, the resulting financial statements would fail to describe clearty t ities 0
the business organization. Distinguishing business from persof .

require judgment by the accountant,

ASSETS

Asseu. are economic resources that are owned by a business and in the T

operations, In most cases, the benefit to future operations comes gsset ¥
directly 3 1

cash flows. The positive future cash flows may come ¢!

are ¢¥
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to create other assets that result in positive future cash flows (buildings and land used to
manufacture a product for sale). Assets may have definite physical characteristics such as
buildings, machinery, or an inventory of merchandise. On the other hand, some assets exist
not in physical or tangible form, but in the form of valuable legal claims or rights; examples
are amounts due from customers, investments in government bonds, and patent rights held by
the company.

One of the most basic and at the same time most controversial problems in accounting is
determining the correct dollar amount for the various assets of a business. At present, gener-
ally accepted accounting principles call for the valuation of some assets in a balance sheet at
cost, rather than at their current value. The specific accounting principles supporting cost as
the basis for asset valuation are discussed in the sections that follow.

The Cost Principle  Assets such as land, buildings, merchandise, and equipment are typi-
cal of the many economic resources that are required in producing revenue for the business.
The prevailing accounting view is that such assets should be presented in the statement of
financial position at their cost. When we say that an asset is shown at its historical cost, we
mean the original amount the business entity paid to acquire the asset. This amount may be
different from what it would cost to purchase the same asset today or the amount that would
be received if the asset were sold today. ]
For example, let us assume that a business buys a tract of land for use as a building site,
paying $100,000 in cash. The amount to be entered in the accounting records for the asset is
the cost of $100,000. If we assume a booming real estate market, a fair estimate of the market
value of the land 10 years later might be $250,000. Although the marlfet price or economic
value of the land has risen greatly, the amount shown in the company’s accountfmg rgcords
and in its balance sheet would continue unchanged at the cost of $10'0,090- This POhC)_’ of
accounting for many assets at their cost is often referred to as the cost principle ot;lacgount;r;%s.
Exceptions to the cost principle are found in some of the most liquid assets (that is, as .
that are expected to soon become cash). Amounts receivable.fmfn customers are genera y
included in the balance sheet at their net realizable value, \_Nhlch is an amount thatl a;;pr(;::.
Mmates the cash that is expected to be received when the receivable is collectgd. Sl::n?rrz;rket
tain investments in other enterprises are included in the b."alance sheet at their cu
value if management's plan includes conversion into cash in the near future. N
In reading a balance sheet, it is important to keep in mind that the dollar amo

i which
m e . . d be sold or the prices at
any assets do not indicate the prices at which the assets coulf b ionco sheet is tha i does

they could be re isunderstood feature o .
placed. A frequently misundersto : A \ fration
10t show how much the business currently is worth, although it contains valuable info

in b°"18 able to calculate such a value.

Ihe Going-Concern Assumption Why don’t accoun
A8€15 1o correspond with changing market prices for these pr o were acquired for
land and buildings are being used to house the business

; isrupting the
, sold without disrupting (e
20d not for tesale; in fact, these assets usually could not be $ mption that the business

i8 8 g Tf}e balance sheet of a business is prepared on the assu sent estimated prices

w oninuing enterprise. or 3 going concern, Consequently, the -pwonanCe than if thes¢

Pro lc.h assets like land and buildings could be sold are of less Impcst dollar amounts of

8 Were intended for sale. These are frequently among th lnrg ay requirc judgment

by thelmny § assets, Dctermining that an enterprise is a going concern may
accountap,

tants change the recorded an.\ounts
ese properties? One reason is that

urrent market val-

The 0
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P
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LIABILITIES
Liabilities are financial obligations or debts. They represent negative future cash flows for the
enterprise. The person or organization to whom the debt is owed is called a creditor.

All businesses have liabilities; even the largest and most successful companies often pur-
chase merchandise, supplies, and services “on account.” The liabilities arising from such pur-
chases are called accounts payable. Many businesses borrow money to finance expansion or
the purchase of high-cost assets and pay for them over time. When obtaining a loan, the bor-
rower usually must sign a formal note payable. A note payable is a written promise to repay
the amount owed by a particular date and usually calls for the payment of interest as well,

Accounts payable, in contrast to notes payable, involve no written promises and generally
do not call for interest payments. In essence, a note payable is a more formal arrangement than
an account payable, but they are similar in that both require the company to make payment in
the future.

Liabilities are usually listed in the order in which they are expected to be repaid.” Liabili-
ties that are similar may be combined to avoid unnecessary detail in the financial statement.
For example, if a company had several expenses payable at the end of the year (for example,
wages, interest, taxes), it might combine these into a single line called accruec'i expenses. The
word accrued is an accounting term communicating that the payment of certain expenses has
been delayed or deferred. ¢

Liabilities represent claims against the borrower’s assets. As we shall see, the owners 0_,
a business also have claims on the company’s assets. But in the eyes of the law, cred1tor§d
claims take priority over those of the owners. This means that cret?ltors are entitled tc:h t:: p:;:) ;
in full, even if such payment would exhaust the assets of the business and leave nothing

its owners,

OWNERS' EQUITY | -
Owners’ equity represents the owners’ claims on the assets of the business. l?icz:;ai: iI;aa
bilities or creditors’ claims have legal priority over those of tl}e owners, owr;::rtsa“:lleft fr
residual amount, If you are the owner of a business, you ar¢ entitled to’ assets tha o o
the claims of creditors have been satisfied in full. Therefore, owners” equity IS tcdybalance
10 total assets minus total liabilities. For example, using the data from the illustra

sheet of Vagabond Travel Agency (Exhibit 2-1):

Vi s $360,000
299DONG has total assets Of ...............oooeseonnersiersstt 000}
A total labiiiae < s 26008
CHOMAI llabllities Of ..., ..., ..\ \oesssseeserannenenteens $264.000
------------ ﬂ.

 Therefore, the owners' equity mUSEDE .. ...o.verrsereorssree ’
ek ity ” R i Ze e . ] t.
; ) er particular ass¢
Ra';c"‘:ngr's €quity does nor represent a specific claim to cash or a;y other p
+1is the owners’ overall financial interest in the entire company.

Incre from two primary
a L i business COMES
souru-,s.;"es In Owners Equity The owners’ equity in a busines

 Invey
2 ml,:ze"” of cash or other assets by owners.
85 from profitapye operation of the business.

Decr sed in two Ways:
Cases Owners’ Equity Decreases in owners’ equity also are caused i

2, Lz:::"; :{fmh Or transfers of other assets to owners.
- unprofitap|e operation of the business. . saters
Hng for Payments to owners and net losses arc addressed in later ¢
m parately in the
e ""”tflzlfﬁtf,ﬁ“ Scnerally are those due within one year. Long-term e ﬁ-::dwi':m”mpm 10.
e g f o, gl Long-erm Hbillis a4
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LIABILITIES
Liabilities are financial obligations or debts. They represent negative future cash flows for the
enterprise. The person or organization to whom the debt is owed is called a creditor.

All businesses have liabilities; even the largest and most successful companies often pur-
chase merchandise, supplies, and services “on account.” The liabilities arising from such pur-
chases are called accounts payable. Many businesses borrow money to finance expansion or
the purchase of high-cost assets and pay for them over time. When obtaining a loan, the bor-
rower usually must sign a formal note payable. A note payable is a written promise to repay

the amount owed by a particular date and usually calls for the payment of interest as well.

Accounts payable, in contrast to notes payable, involve no written promises and generally
ayable is a more formal arrangement than

do not call for interest payments. In essence, a note p
an account payable, but they are similar in that both require the company to make payment in

the future.

Liabilities are usually listed in the order in which they are expected to be repaid.® Liabili-
ties that are similar may be combined to avoid unnecessary detail in the financial statement.
For example, if a company had several expenses payable at the end of the year (for example,
wages, interest, taxes), it might combine these into a single line called accrue{i expenses. The
word accrued is an accounting term communicating that the payment of certain expenses has
been delayed or deferred.

Liabilities represent claims again
a business also have claims on the comp
claims take priority over those of the OWnErs.
in full, even if such payment would exhaust the assets of th

its owners.

OWNERS’ EQUITY he business. Becavse lig:
Owners’ equity represents the owners' claims o ¢ ass?fh(e)fotw::er: owne}s' equity is 2
bilities or creditors’ claims have legal priorty over those O titled to as;ets that are left after

residual , wner of a business, you aré €n » equity i
amount. If you are the 0 ed in full. Therefore, owners’ equity ! balance
ata from the illustrated

the claims of creditors have been satisfi : .
to total assets minus total liabilities. For example, using the
sheet of Vagabond Travel Agency (Exhibit 2-1):

s. As we shall see, the owners of
of the law, creditors’

entitled to be paid
leave nothing for

st the borrower’s asset
any’s assets. But in the eyes
This means that creditors are
e business and

------------

. VagabOnd has total 88SetS Of . .. wsversersemats T
AU TAbIRS T o essss oo o BRRnSS = BE I
Theretors, the owners' equity must b8 .. -<«-<++"*"" B
P e P PR T B il i
' ' :ular asset.
ther pamcular
Owners’ equi . claim to cash OF any ©
uity does cent a specific clat
equity does nor represent a Spec " entire cOmpAnY:

Ralhc[ iti <
»1tis the owners’ ov nancial interest In th .
erall fi . primary

l'::::‘:‘-:‘es In Owners’ Equity The owners' equity in a business comes 0
; 2::::";’ of cash or other assets by OWners:

rom profitable operation of the busincss: .
?ecream in Owners' Equity  Decreases in owners’ equity a1s° are cavsed 10
Wi of cash or transfers of other assets \© owners.

4 L(JSJQS f
1o : i
m unprofitable operation of the business: 4 in later chapter>

ACCO "
inting for payments to owners and net 108S¢S are addres

wrmlilbimi“m od in C}n,p(ﬂ'l

/
z

5

lerm

f

liabiti;
wmmly are those due within one year
listing of all short-term liabilities. LORE"
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1023
LEARNING OBJECTIVE
Demonstrate how certain
business transactions

affect the elements of the
accounting equation:

Assets = Liabilities +
Owners’ Equity. =~

Ejhe accounting equation J

© Stockbyte/Getty Images RF

Chapter 2 Basic Financial Statements

THE ACCOUNTING EQUATION
A fundamental characteristic of every statement of financial position is that the total for assets
always equals the total of liabilities plus owners’ equity. This agreement or balance of total
assets with the total of liabilities and owners’ equity is the reason for calling this financial state-
ment a balance sheet. But why do total assets equal the total of liabilities and owners’ equity?
The dollar totals on the two sides of the balance sheet are always equal because they repre-
sent two views of the same business. The listing of assets shows us what things the business
owns; the listing of liabilities and owners’ equity tells us who supplied these resources to the

business and how much each group supplied. Everything that a business owns has I?cen sup-
plied to it either by creditors or by the owners. Therefore, the total claims of the creditors plus

the claims of the owners always equal the total assets of the business.
The equality of the assets on the one hand and the claims of the creditors and the owners

on the other hand is expressed in the following accounting equation:
Assets = Liabilities + Owners” Equity
$360,000 = $96,000 + $264,000

The amounts listed in the equation were taken from the balance sheet illustrated in Exhibit 2-1.
The balance sheet is simply a detailed statement of this equation. To illustrate this relationship,
compare the balance sheet of Vagabond Travel Agency with the given accounting equation.

Every business transaction, no matter how simple or how complex, can be expressed in
terms of its effect on the accounting equation. A thorough understanding of the equation and
some practice in using it are essential to the student of accounting.

Regardless of whether a business grows or contracts, the equality between the assets ﬂl{d
the claims on the assets is always maintained. Any increase in the amount of total assets
necessarily accompanied by an equal increase on the other side of the equation—that is, by an

increase in either the liabilities or the owners’ equity. Any decrease in total assets i nef-:essf“'
ily accompanied by a corresponding decrease in liabilities or owners’ equity. The continuing
equality of the two sides of the accounting equation can best be illustrated by taking 8 0¥
business as an example and observing the effects of various transactions.

THE EFFECTS OF BUSINESS TRANSACTIONS:
AN ILLUSTRATION

How does a statement of financial position come about? What has occurred in the P2 ltﬂ;r‘;;
to exist at any point in time? The statement of financial position is a picture of the rc:“m
past business transactions that has been captured by the company’s information Sy:‘ﬁﬂ o
organized into a concise financial description of where the company stands at 2 PO " hich 1
The specific items and dollar amounts are the direct results of the transactions lnost alw
company has engaged. The balance sheets of two separate companies woul each
be different due to the unique nature, timing, and dollar amounts ©
pany’s business transactions, show pov %
To illustrate how a balance sheet comes about, and 1atef 5 g sheet *
income statement and statement of cash flows relate to th¢ Servic™:
use an example of a small auto repair business, Overnight AY

T

(0
enett
The Business Entity  Assume that Michael McBryan: ™ e::p;z“’ s_cf‘;z
mechanic, opens his own automotive repair business, Overnigh work is ol
A distinctive feature of Overnight's operations is that 8 redroPPins ‘
at night. This strategy offers customers the convenience (:-nins- Ly
cars in the evening and picking them up the following " bof coS";t o
Operating at night also enables Overnight to MMM Loy 0 7
of hiring full-time employees, Overnight offers part-nm;ips. This L
who already have day jobs at major automobile deale?® ch Py

th L and for U7 s
¢ need for costly employee training programs & pcﬂslon p
benefits as group health insurance and employe®® /

usually associated with full-time employment:
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Overnight’s Accounting Policies McBryan has taken several ¢ i i
e o "0 . ourses 1n accounting and

- nig nting records himself. He knows that small businesses such as
h1s'are not requ@ to prepare fqrmal financial statements, but he prepares them anyway. He
believes they will be useful to him in running the business. In addition, if Overnight is suc-
cessful, McBr)(an plans.to open more locations. He anticipates needing to raise substantial
amount§ of capital from mves-tors and creditors. He believes that the financial history provided
by a series of monthly financial statements will be helpful in obtaining investment capital.

The Company’s First Transaction ~ McBryan officially started Overnight on January 20,
2018. On that day, he received a charter from the state to begin a small, closely held corpora-
tion whose owners consisted of himself and several family members. Capital stock issued to
these investors included 8,000 shares at $10 per share. McBryan opened a bank account in
the name of Overnight Auto Service, into which he deposited the $80,000 received from the
issuance of the capital stock.

This transaction provided Overnight with its first asset—Cash—and also created the initial
owners’ equity in the business entity. See the balance sheet showing the company’s financial
position after this initial transaction in Exhibit 2-2.

. EXHIBIT 2-2
OVERNIGHT AUTO SERVICE b Buincaispast, 6050

BALANCE SHEET
JANUARY 20, 2018

© _Owners’ Equity

$80,000 * ofanewbusiness

- $80,000

fr——

_ Capital Stock .

- : i its business
Overnight’s next two transactions involved the acquisition of a suitable site for its bus

operations.

Purchase of an Asset for Cash Representing the business. McBryan negouaz;t:s :l:ll

both the City of Santa Teresa and the Metropolitan Transit Agthonty (MTA]) t(:j ;))ur

abandoned bug garage. (The MTA owned the garage, but th.e city owm’g:)(t)he 5:1 ’i‘his ransac-

. OnJanuary 21, Overnight purchased the land from the city for ;$52, czgv.e ol cadh

tion had two immediate effects on the company’s financial positior ﬁrsti S We show the

Was reduced by $52,000; and second, the company acq“imd_ a new asset—LA%

ompany’s financial position after this transaction in Exhibit 2-3-

EXHIBIT 2-3

/ ce Sheet, Jan. 21
OVERNIGHT AUTO SERVICE Balan

BALANCE SHEET

JANUARY 21, 2018

....... Balence sheet otab
Lang ...................... $28,000  Capital Stock ... -+ o wz‘w
Ty |, 52000 $80.000
L T $80,000  Total ....cocrect
Pure 22, Overnight
P}lrch::;et:f an Asset and Financing Part of the Cost %grji?;gyﬁé:ow- Gl
Nighy ¢ 0ld garage building from Metropolitan Transt! g;l;t gy A9 rest-bearing note

Ade a gy : .
Payable g, th:;;h down payment of $6,000 and issued a 90

are W0 balance owed. ; ew
™ 'chs T:;t this transaction, Overnight had (1) $6,000 1esS ca'sh.téz)a‘:n’;um
'S trangge o 336,000; and (3) 3 new liability, Notes Payable: it

aCtion ;
O is reflected in Exhibit 24,

asset, Build-
of $30.000.
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EXHIBIT 2-4 OVERNIGHT AUTO SERVICE
Balance Sheet, Jan. 22 BALANCE SHEET
JANUARY 22, 2018
Assots Liabllities & Owners’ Equity
e N
T iabilities:
Cash ....ooooviiiiiiin.. $ 22,000 Lia
Bz;ding ............ 36,000 Notes Payable ...... snas $ 30,090
Land .o 52000  Owners' equity: T
Totals increased equallyby - | - Capital Stock . .............. 80,000
MMM"M - $110000  Total P $110,000
Once a company has multiple assets and liabilities, the question arises as to the_propt?r order
of the items in the statement of financial position. Assets are ordinarily presented in their 0r§8f
of “permanence,” starting with cash. Next are other assets that are close to Cfisl} (1 recels-
ables from customers), followed by more permanent assets like equipment, bulldl.ngs, and lan. \
which is considered the most permanent asset. Liabilities are usually presented in t.he Ofdef m
which they become due. We discuss the subject of “classified balance sheets” later in this text.
Purchase of an Asset on Account on January 23, Overnight purchased tools and auto-
motive repair equipment from Snappy Tools. The purchase price was $1 3,800, due within
60 days. After this purchase, Overnight's financial position ig depicted in Exhibit 2-5.
EXHIBIT 2-5 OVERNIGHT AUTO SERVICE
Balance Sheet, Jan, 23 BALANCE SHEET
JANUARY 23, 2018
Liabilities & Owners’ Equity [ |
Cash v $ 22,000 Liabilities; -
Tools and Equipment ... . . - 13,800 Notes Payable........... $ ?gﬁw
BU"ding .................... 36,000 ACCOUH".S payab‘e ........ _—_;_5'.86
, el R 52,000 Total liabilities ...... $
::'m-mu.w Owners' equity: _‘2@9‘0
o | Total S Capital Stock ... .......- 2600

. h‘ X
tsh::‘;[ohz :ﬂ Asset  Afier taking delivery of the neyw tools and equipment, OV:ff":rid 'owz
Purchased more than it needed. Ace Towing, a neighboring business: S S%
o

ﬂ:c:xccsslitems. On‘JanuAry 24, Overnighy solq some of its new tools (0 A€ the
guc wfg]l:a 410 Overmg!n's cost.* Ace made no down payment but agreed (0 by "
N 45 days, This Iransaction redyceq Overnight's tools and eq“ipmnhﬁc‘ ol

Created a new gggey Accounts Rege; ces
o ccelvable, ; t. A balan
ary 24 appears i Exhibit 26, ¢, for that same amoun w

ioht recel S;O?‘“fd

X unts ¢ e
TIGhL'S cash byg decrease of the same amount in 26€0 in [hici;“'::l:r
m

cash . ange !
 one assct'mto another of equal value; there s 1o c:ﬂfi o
saction, Overnighy's financial position is sum
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OVERNIGHT AUTO SERVICE EXHIBIT 2-6
BALANCE SHEET Balance Sheet, Jan. 24
JANUARY 24, 2018
.Cash .-.;';.....-.“:f...w.’.,".».{-i';' s mﬁ o . " ;
| Accounts Receivabig ......... 1800 © - Notes Payable . ....;.,‘,:..f; 330.000 I
’ Tools and Equipment .........- - 12,000 Accounts Payable . ..... .. !
S Bulding ................. 36000 . Totalliabilties ........
Land . 52000 - Owners'equity =
, Sfe R LGl Teendtent 7 Caplial Stoc?c LT ,00C :
Total .... - : e Total e ; ' No change in totals by sale
i —_— o T =] of assets at cost
OVERNIGHT AUTO SERVICE EXHIBIT 2-7
BALANCE SHEET . Balance Sheet, Jan. 26
JANUARY 26, 2018
Assets Liabilities & Owners® Equity
Cash oo, $ 22,600 Liabilities:
Accounts Receivable ......... 1,200 Notes Payable ............ $ 30,000
Tools and Equipment ... ...... 12,000 Accounts Payable......... __13.800
Bullding .................... 36,000 Total liabilities .......... $ 43,800
Land ....................... 52,000 Owners’ equity: .
. . Capital Stock ..........nt. 80,000 o o
- Total .., LA mmrn 45 g3 88 48 $123,800 77| f— enareenanns ... $123800 ofareceivable

iP: yment of a Liability On January 27, Overnight made a partial payment of $6,800 on
e ac:"““t payable to Snappy Tools. This transaction reduced Overnight's cash and ac’:cougts
Yable by the same amount, leaving total assets and the total of liabilities plus owners™ equity

in b i - . .
Rarce, Overnight's balance sheet at January 27 appears in Exhibit 2-8.
ICE } EXHIBIT 2-8
OVERNIGHT AUTO SERV C ce Sheet, Jon 27
BALANCE SHEET
. JANUARY 27,2018
c‘m\ Liabilities & Owners’ Equity
Accoyng 7" $ 15800  Liabilities:
Toolg 4 ::Z?fvab" -------- 1,200 Notes Payable .........-« $ 30.323
Buiing ot 12,000 Accounts Payable ...« __16E
lang | el 36,000 Total llabilities ...« $ 37,
................. 52'000 ownersl equny: g :
o . Capital Stock ... vovveeeers _80,000 ‘“*“.
e S R 117,000 $117.000 paying 8 labiBy

red the assets Over-

“ordi i - . Rather
eorg "8 each OPerating, and he began to provide repair services for Customer

Eary;
. in
nlght g of RGVean B

tog Y the last week in January, McBryan had acqui

cumulate them and

o dual sal i [ ided to ac
€end of e of repair services, he decid s

ral] op Which g, :::efnomh. Sales of repair services for the last week of
1ved in cash,
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EXHIBIT 2-9
Balance Sheet, Jan. 31

L02-4

-LEARNING OBJECTIVE
Explam,howﬂlemtement s 4
of financial position, often -
referred 10 as the balance
sheet, is an expansion of the
basic accounting equation,

EXHIBIT 2-10
Balance Sheet, Jan, 31

ﬂmmm
and owners’ equity

Chapter 2 Basic Financial Statements

Earning of revenue represents the creation .of value by Overmfght. It1 talzzs;ei[;rfszm
increase in the financial interest of the owners in the company. '?S ;i rz:lu u; ot s
by $2,200 and owners’ equity is increased by th.c same amount. To dis tﬁe o owne Re::j iy
that is earned from that which was originally invested by the ow;:er:, P Sl
Earnings is used in the owners’ equity section of the .balance S ee:il 4 o
Exhibit 2-9, as of January 31, reflects the increag u} assets (cgs )them1 ownes. :}lanu_
(retained earnings) from the revenue earned and I‘GCGIV.Bd in cash during the las
ary, but before the payment of expenses (see next section).

OVERNIGHT AUTO SERVICE

BALANCE SHEET
JANUARY 31,2018

les & Owners Equity

11,2007 Notes Payable....... 30,000
12000 Accounts Payable . ... _“ZQ_OO_Q_ R
36000 . Total liabilies ... .. R
52000 Ownerwequty: v
8 5 Capital Stock .. $ 80,000 |

~ Retained Earnings ... $ 82200

Payment of Expenses 1n order to earn
Overnight had to pay some operatin
to pay all operating expenses at the
and $1,200 for wages to his employ

the $2,200 of revenue that we have just recorfijd'
g expenses, namely utilities and wages. McBryan de.cl'mﬁ
end of the month. For January, he owed $200 for “:a ying
ecs, a total of $1,400, which he paid on January 31 P&

m revenues on the owners’ interest in the comPa“%’_hc
2-10.

expenses has an opposite effect fro
investment is reduced. Of course,

paying expenses also results in a decrease of cash.
uary 31 balance sheet, after the P

ayment of utilities and wages, is presented in Exhibl

OVERNIGHT AUTO SERVICE

BALANCE SHEET
JANUARY 31, 2018

Liabilities & Owners' Equity /

Liabilities;
Notes Payable . ...... $ 30000
Accounts Payable ... ___19% s 37000
Total liabllities
Owners' equity:
Capital Stock
Retained Earnings .

------------------

Accounts Recelvable ., ..
Toals and Equipment , .
Bullding
Land

------------------

cccccc

g0
80,
Lo ﬁducf ¥

) 200’“’“:
e "i%
gos 1

.
.....................
-----------

i €S
ites and $1.200 0 ¥y
. That balance was fore
last week of January. It is now $800. l‘cprcfs cc"pc
the last week of January and the $1,400 © can ¥
ame period of time, From this illustration WE o
nancial interest of owners while expense e
rporation, the et effect of this activity i

between the revenues for
night incurred during the
enhance or increase the fi
interest of owners. In a co
sheet as retained earnings,



