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EFFECTS OF THESE BUSINESS TRANSACTIONS
ACCOUNTING EQUATION ON THE

As we learned earlier, the statement of financia]

: i ) position, or balance sheet. is i
expression of the accounting equation: » 15 a detailed

Assets = Liabilities + Owner’s Equity
As we have [?rogressed through a series of business transactions, we have illustrated the
effects of Overnight’s January transactions on the statement of financial position.

To review, Overnight’s transactions during January were as follows, with the resulting
balance sheet indicated in parentheses:

Jan.20  Michael McBryan started the business by depositing $80,000 received from the
sale of capital stock in a company bank account (Exhibit 2-2).

Jan.21  Purchased land for $52,000, paying cash (Exhibit 2-3).

Jan.22  Purchased a building for $36,000, paying $6,000 in cash and issuing a note
payable for the remaining $30,000 (Exhibit 2—4).

Jan. 23 Purchased tools and equipment on account, $13,800 (Exhibit 2-5).

Jan. 24 Sold some of the tools at a price equal to their cost, $1 ,800, collectible within
45 days (Exhibit 2-6).

Jan.26  Received $600 in partial collection of the account receivable from the sale of
tools (Exhibit 2-7).

Jan.27  Paid $6,800 in partial payment of an account payable (Exhibit 2-8).

Jan. 31 Received $2,200 of sales revenue in cash (Exhibit 2-9).

Jan. 31  Paid $1,400 of operating expenses in cash—$200 for utilities and $1,200 for
wages (Exhibit 2-10).

The expanded accounting equation in Exhibit 2-11 shows the effects of these transactions
on the accounting equation. The effect of each transaction is shown in red. Notice th_at the “.bg.l-
ances,” shown in black, are the amounts appearing in Overnight’s balance sheets in EXhlPltS
2-2 through 2-10. Notice also that the accounting equation is in balance after each transaction.

While this table represents the impact of Overnight's transactions on the accounting equa-
tion, and on its financial position as shown in its balance sheet, we can now learn how the

income statement and statement of cash flows enter the picture. Specnflcz;llg, the. 1;1cor:: o bormactions
8}atement is a separate financial statement that shows how the statement of financia f;lJo significantly change the
tion changed as a result of its revenue and expense transactions. The st.atement of cash flows enterprise’s financial position
shows how the company’s cash increased and decreased during the period.

Income Statement ]
:he i.n°°me Statement is a summarization of the company’s revenue and eXPeﬂse. transa:rtsm::uff; 1025

».r1od o time. The income statement s particularly important for the co'mpany::iw“ fail based LEARNING OBJECTIVE
on i and other interested parties to understand. Ultimately the company will gieesecon e Explain how the Income

“sb bility to eam revenues in excess of its expenses. Once the company's as;ettl:ear:();‘?g g statement reports an
ONra:slnCSS COmmences' revenues and expenses are importan! dlmcnSlO'ns otcd acﬁviﬁes and mlm:‘:‘mf;n:m
they ,eons',Reve"“es are increases in the company's assets from 1ts Proﬁt'-dll'ff o pl"Oﬁt' m:::\ o o'p‘m‘bd
di Sult N positive cash flows, Expenses are decreases in the company s asst_!;: K:rcc between relationship of revenues
activities, ang they result in negative cash flows. Net income is the differe and expenses.

few itself in the
4 _eml:es 2nd expenses for a specified period of time. Should a company find ;t:cr:a‘loss.
€ situation of having expenses greater than revenues, we call the differenc

- Overniohe. - - . ¢ use the company
did oy as:t:;ncome statement for January 20-31 is relatively bnmplt?;‘;c_f Taking informa-
s ; sactions.

ton arge number of complex revenue and expense “a;']aan d separating the total

Y from the Retained Earnings column in Exhibit 2=

D
In thig;
fo: S ll ' equity from the
orj Ustratj rs’ equity
of 8ina] g5 1 O Only revenue ang expense transactions change the amount of owne! a;?at the amount

0 g c:]uity‘"g'esmm of the owner. Examples of other events and mn?QCﬁZ;“l:hn:; .
the p, ent .fu} that are not included in net income, are the sale of nfidmon s res
ot dividends 1o sharcholders. These subjects are covered in later chapters.

f capital stock
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OVERNIGHT AUTO SERVICE EXHIBIT 2-12
INCOME STATEMENT | Income Statement
FOR THE PERIOD JANUARY 20-31, 2018 ‘
WBLES v nnniiirnciinninirarannn $1,200
RIS s« 555 8050 o 508585 200 1400 . s
Netlncome ... T $ 800 pulodof:: fore
R Lol - ” ek oo ? ...J

expenses of $1,400 into wages of $1,200 and utilities of $200, we can prepare the company’s
income statement as shown in Exhibit 2-12.

Notice that the heading for the income statement refers to a period of time rather than a
point in time, as was the case with the balance sheet. The income statement reports on the
financial performance of the company in terms of earning revenue and incurring expenses

over a period of time and explains, in part, how the company’s financial position changed
between the beginning and ending of that period.

[Statement of Cash Flows . }

In Chapter 1, we established the importance of cash ﬂoyvs to -inve.sto‘rs and cr,ednors a::;i thaf 026 |
the cash flows of the company are an important consideration in mv-estors z'md cre itors’” . 777 .
assessments of cash flows to them. As a result, a second set of information that is particularly  LEARNING ORJECTIVE

important concerning how a company’s financial position changed between two points in Wﬂ w‘mﬁm""‘m ~

time is cash flow information. . the change in cash fora.
We can use the entire Cash column of the analysis in Exhibit 2-11 to create a sutz!te;lnent period of tme n terms of

of cash flows for Overnight Auto Service. The statement classifies the various c:iseS toot\;z u&mmmmm

into three categories—operating, investing, and financing—and relafes t.hese c?:-;g:ash s activites.

beginning and ending cash balances. Cash flows from operating activities are ‘

: 6

of revenue and expense transactions that are included in the income Statetmesl::‘;hgﬁ:ng:\nv;

from investing activities are the cash effects of purchasing and sellmgfaése S\;mers investing in

buildings, Cash flows from financing activities are the cash effects O eef“ of either or both.

the company and creditors loaning money to the company an dihe repayWOd January 20-31 is

The statement of cash flows for Overnight Auto Service for the peri

Presented in Exhibit 2-13, e sitive and
ofice that the operating, investing, and ﬁnan(.:ing categorlcs)‘g‘;l‘;d:ox?u‘:; the com-

N€Bative cash flows. (The negative cash flows are in parentheses.

. xplains the total
bined tota] of the three categories of the statement (increase of $16,600) exp

; 20, the beginning
hange in cash from the beginning to the end of the period. OSn J::‘t:]mt:znb‘actions and parts
aNce was zero because the company was started on that day. Sev

, i statement of cash

cion b s ety rsore. 10 PS5G0
of ‘;&‘For €xample, on January 22, Overnight purchased a b the statement of cash
C

h was paid in cash. The remaining $30,000 is not lf‘dud;d :::lilding was purchased.

OWS because jt diq not affect the amount of cash at the time e for $13,800, paying RO
S"n.l al'ly’ on Janum.y 23’ Ovefﬂight purchased tOOls and Cqmpmi? almough the CﬂSh pay-
that time. That transaction has no cash effect on January == on, did affect cash and
TeNtof $6 800 on January 27, which is a continuation of that transact et cash are called
* inc) in the statemZnt c')fw cash flows. Transactions that did not

This is
10 this g o ed and netincome are equel TAE
ation, . rating activities an - ne. This will not y
el e S amouns provided ) ORTTE v s sscions. T Lo ‘
SXpengey = 5 W learn more about the accrual method of accounting Yo when cash is received of pAiC
Thiy wil) recorded in a different accounting period than the pcnd'fferent amounts.
income and net cash from operating activities t0 be ¢t

S
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EXHIBIT 2-13 OVERNIGHT AUTO SERVICE
Ststearoin et Foie STATEMENT OF CASH FLOWS
FOR THE PERIOD JANUARY 20-31, 2018
Cash flows from operating activities:
Cash received from revenue transactions ........... $ 2200
Cash paid for expenses ...........c..ooeesree e __{1.400)
Net cash provided by operating activities ........... $ 800
Cash flows from investing activities:
Purchase of IaNd . . . ovveevernienen i eennnrens $(52,000)
§ Astatement of cash flows PUrchase of BUIIAING . ......vevveerernnieeennnnns (6,000)
i?' mmmmm Purchase of tools .......ooovveiiiiiiiieiiirnnnn, (6,800)
' Sale Of tOOIS . ..evv et 600
Net cash used by investing activities ............... (64,200)
Cash flows from financing activities: '
Sale of capital StocK .. .. ... .vv et ‘ 80,000
Increase in cash for the period ................. e $16,600
Beginning cash balance, January 20,2018 ........... ' o
Ending cash balance, January 31,2018 ............ .. ' $16,600

DR e 2 SRR B S S S e s NS e L T T T - o

Itis not unusual for a company to report an increase in
the total amount of cash, This outcome results

ities than is generateq from operations. For

cash from operating activities, but a decrease n '
when more cash is used for investing and financing act:
example, in 2014 Carnival Corporation, which owns and
operates = '

eruise nes, reported cash provided by operating actvties of over $3.4 ilion buta 66re8%

in total
o asc;zi; _.:.f s$h1l31 million. This was due Primarily to large expenditures for property and equiprert
Ps, which are presented as investing activities in the company’s statement of o

1027 As our discussion 0

UAuto Servige ing: financial W‘iﬁw
m“ et ICe Indicates, the statement of 1211 pased :
ING OBJECT)yg fsactions, by g, D » 4d the statemen of cash flows are ol

the : hould
oE; 5’!223:;\« pg:usmemem ;'?r? Ugl?t ol alternatives (q e;ecslt:mt:lf “Tent "Views™ of the company. TheY bh(:,lel:uiﬂg k!
on i ; Other: : ; y
sheet), income stater‘::::at? ¢ #’h‘;lﬂ(l“mformanon about the comp:nr}’/ e sl 'mportant in (e e 3
and statement of cagh g 8gram in Bxhip ‘ 0
M period of y; 1bit 2-14 exply; g el s
relate to each other, e A‘:f":leme they cover, The horilz):,:lgs] EOW the three financial statcme]I;ba mo““:»,:w
+ i » 1 o5 1 l
cil positop ginning anq ending poings - N represents time (for examI:ﬂte mentof p""’
stande (balance gpe, forvee . Ume, the company prepares 81 © o o g
nds. The oth . Al gives 3 stag; e £ where " of ¢
€r tWo financi tic look in financial terms © ent®
flows—coyer the ; ncial Statementg—gpq - 4 the satem pe?
im Nlervening pep; dof e € Income statement an od hetP
portant changes 9 Ofﬂnle betw en the two balance Shce‘s !
» i ¥ ! b Aqn LSS L TR Y EY bt g e ) L

that ocey
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Date at beginning
el Date at end EXHIBIT 2-14

of perlod
Financial Reporting
Time Line

Statement of
financial position Statement of
(Balance sheet) financial position
Income statement (Balance sheet)
Statement of cash flows

If we understand where a company stands financiall ints in ti
y at two points in time, and if Financlal statements
understand the changes that occurred during the intervening period in terms of the complan;v’: Ej i

profit-seeking activities (income statement) and its cash activities (statement of cash flows) S o e perod
we know a great deal about the company that is valuable in assessing its future cash flows—,
information that is useful to investors, creditors, management, and others,
Because the balance sheet, income statement, and statement of cash flows are derived from
the same underlying financial information, they are said to “articulate,” meaning that they
relate closely to each other. The diagram in Exhibit 2-15 indicates relationships that we have
discussed in this chapter as we have introduced these three important financial statements.
The dollar amounts are taken from the Overnight Auto Service example presented earlier
in this chapter. In the balance sheet, the property, plant, and equipment amount of $100,000
represents the total of land ($52,000), building ($36,000), and tools and equipment ($12,000).

EXHIBIT 2-15
Balance Shee L _ Financial Statement

Articulation
Assets
Cash $ 16,600
Accounts Recelvable 1,200

Property, Plant & Equip 100,000 &
$ 117,800 e
0

Liabllities
Notes Payable ~$ 30000
Accounts Payable 7.000
Owners’ Equity
Capital Stock $ 80,000
Retained Earnings 800

$ 117.800
———

Statement of Cash Flows

800

Operating Actlvities

Investing Actlvitles (64.;’83)
Financing Activitles 80, =
Change In Cash $ 16.600

Beginning Cash Balance
Ending Cash Balance

ins the Einanclal statements are
plait based on the same underlying

transactions

, tion and ex .
"aﬂ?:]:s balapce sheet represents an expansion of the ac?ounnng_egz?ne statement explains
chang, Categories of assets, liabilities, and owners’ cq"“ty'-The . actions in terms of rev-
8 $1n ﬁnanc'al .. fit-generating trans ddition t0

Nue 1al position that result from profit-g me, represents an

ang ,
eXPense transactions, The resulting number, net 1o
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EXHIBIT 2-16

Financial Reporting and
Financial Statements

Chapter 2 Basic Financlal Statements

ins the ways ¢
the owners’ equity in the enterprise. The statement of cash flows e’?(l):lerating inzestilsh
increased and decreased during the period in terms of the enterprise , &

At findricing activioss. ments present important information, they do not

While these three key financial state For example, look
. —_ : i nted about a company. p'e, loo
include all possible information that might be prese f January. We could have prepared a

i ight’s activiti i latter part O °
again at Overnight's activities during the _ P
separate financial statement on how liabilities changed or how the Tools and Equipment asset

account changed. There is also important nonfinancial information tt;at ugcgﬂlestﬁlet stattl*.(-1
ment of financial position, the income statement, and the statement of cas hows : a ni:ou
be presented and that would benefit users of the sta'tements_. Accoun.tants ave deve ope:d
methods of dealing with these other types of information, which we will learn 'abom later in
this text. At this point, we have focused our attention on the three primary ﬁnan.cml statemen‘ts
that companies most often use to describe the activities that are capable of being captured in
financial terms.

Financial reporting, and financial statements in particular, can be thought of as a lens
through which you can view a business. (See Exhibit 2-16.) A lens allows you to see things
from a distance that you would not otherwise be able to see; it also allows you to focus in
greater detail on certain aspects of what you are looking at. Financial information, and par-
ticularly financial statements, allows you to do just that—focus in on certain financial aspects
you in making important investing and credit
ancial statements, but it is not limited to finan-

of the enterprise that are of particular interest to

decisions. Financial reporting encompasses fin
cial statements.

Other Information:

Nonﬂnanclal disclosures

Management interpretation
Industry

Competitors
National economy




Forms of Business Organization

Relationships among the three
vide the opportunity to learn a great deal aboy
bringing information together in a meaningful w.
people believe that relationshi

.

CONNECTION

Primary financia) statements pro-

ta company by
ay. In fact, some

: Ips in the financial Statements are
as important as the actual dollar figures in those statements,

For example, take another look at the balance sheet in
Exhibit 2—-10. Notice that the company has $16,600 of cash
and $1,200 of accounts receivable, a tota] of $17,800 in what
are sometimes referred to as current assets, denoting that they
either are cash or will soon become cash. Now look at the lia-
bilities in the balance sheet and notice that the company has
notes payable of $30,000 and accounts payable of $7,000 for
a total of $37,000 of liabilities. Because both types of liabili-
ties are current liabilities, meaning that they will be due in the
near future and can be expected to require the use of current
assets, Overnight Auto Service will have difficulty paying them
because it does not have enough liquid assets to cover its liabili-
ties. Comparing current assets with current liabilities provi_dcs
useful information in analyzing a business’ liquidity po§itlon.
To address inadequate liquidity, the company may decide to
seek additional capital or long-term financing of the $30,000
note payable on the building. The relationship of current as:\sets
to current liabilities is called the current ratio. For Overmgl:lt
Auto Service it is a low .48 ($17,800 divided by $37,000)-_ This
means that Overnight Auto Service has only 48 cents available
for every $1 of liabilities that will come due in the near future.

YOUR TURN

Assme W you e a fnancil anaiyst for  potentl sipole

m e ‘righit you consider in -
* Gemight wans o by goads fom your company on credi.What facors mght you corece 1
9 Whether to extend creditto Ovenight? RN

e
— LA

ga
SAE R S

P huwhmm, e ‘»gi._?; Wadmee® E Tl T A

¢ to Overn

\Mial Accounting, 17th Eﬁﬂm.

On the other hand,
from the building
the company’s lig
may have suffici
its operations to

if the $30,000 notes payable resulting
purchase is not due in the near future,
uidity is much stronger and the company
ent time to bring in enough cash through
pay the note when it is due. The above
analysis illustrates the Pathways approach (introduced in
Chapter 1) to thinking about accounting information—that
is, how accounting can provide useful information leading
to good decisions.

While this refers exclusively to information found in the
balance sheet, key information from one financial statement
often is combined with information from another financial
statement. For example, we may be interested in know-
ing the amount of cash provided by operations (cash flow
statement) relative to the amount of a company’s currently
maturing liabilities (balance sheet). Or we might want to
compare a company’s net income (income statement) with
the investment in assets (balance sheet) that were used to
generate that income.

Many of the chapters in this text introduce you to how
accounting can provide useful information, leading to good
decisions, with the ultimate goal being to increase societal
welfare. We build more explicitly on the Pathways ap?mach
in Chapter 14, Financial Statement Analysis, in which we
provide a comprehensive treatment of how.ﬁnancml state-
ments are used to inform investors and creditors.

ight Auto Service.

A,
i e

2%

..

W
Forms of Business Organization — pam:; o
‘ jetorships, & ,

n he Uniteg States, most business enterprises are Orga“i?"d. als Zai;:,:::p;:plied to the finan- . nﬁlﬁ! ORJECTIVE ..
g!lp;, Or corporations, Generally accepted accounting principie ‘ ommon forms f &}
l Statements of all three forms of organization. business W‘ -~ 3
S nd
AnOLE PROPR|ETORSH|PS I mprletorsml" Often th.c zmmmm
o "Orporateq business owned by one person is called a SO%¢ PscomIﬂon for small retail in terms of thelr statements
St“oT N alﬁ 80 acts as the manager. This form of business organiza tlozl:ﬁdicine. and accounting. In of financlal position.
fa‘-‘t? :;ne sole. S€rvice businesses, and professional practices in laW‘orgaﬂizalicm in our economy-

. iness
© Proprietorship is the most common form of busin
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CONNECTION

Exhibit 2-10. Notice that the
and $1,200 of accounts recejva
are sometimes referred to as cu
either are cash or will soon bec
bilities in the balance sheet and notice that the company has
notes payable of $30,000 and accounts payable of $7,000 for
a total of $37,000 of liabilities. Because both types of liabili--
ties are current liabilities, meaning that they will be due in the
near future and can be expected to require the use of current
assets, Overnight Auto Service will have difficulty paying them
because it does not have enough liquid assets to cover its liabili-
ties. Comparing current assets with current liabilities proyi.des
useful information in analyzing a business’ liquidity position.
To address inadequate liquidity, the company may decide to
seek additional capital or long-term financing of the $30,000
note payable on the building. The relationship of current assets
to current liabilities is called the current ratio. For Overmgl}t
cie Servioertta o 4B (517,60 diyided by $37,000): Tk
means that Overnight Auto Service has only j48 cents av?xlta ree
for every $1 of liabilities that will come due mkthe near uture.

company has $16,600 of cash
ble, a total of $17,800 in what
rrent assets, denoting that they
ome cash. Now look at the lja-
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On the other hand,
from the building
the company's liqu

if the $30,000 notes payable resulting
purchase is not due in the near future,

idity is much stronger and the company
may have sufficient time to bring in enough cash through

its operations to pay the note when it is due. The above
analysis illustrates the Pathways approach (introduced in
Chapter 1) to thinking about accounting information—that
is, how accounting can provide useful information leading
to good decisions,

While this refers exclusively to information found in the
balance sheet, key information from one financial
often is combined with information from another financial
Statement. For example, we may be interested in know-
ing the amount of cash provided by operations (cash flow
statement) relative to the amount of a company’s currently
maturing liabilities (balance sheet). Or we might want to
compare a company’s net income (income statement) with
the investment in assets (balance sheet) that were used to
generate that income.

Many of the chapters in this text introduce you to how
accounting can provide useful information, leading to good
decisions, with the ultimate goal being to increase societal
welfare. We build more explicitly on the Pattnmwz_xys ap?mach
in Chapter 14, Financial Statement Analysis, in u(hxch we
provide a comprehensive treatment of how.ﬁnancml state-
ments are used to inform investors and creditors.

statement

Assume that you are a financial analyst for a Potnel:
Overnight wants to buy goods from your comj;aﬂv o
deciding whether to extend credit to Overnight?

(See our comments in Connect.)

tial supplier to Overnight Auto Se(r‘vlcler;
redit. What factors might you consider

Forms of Business organizationo!e proprietorships PATME™ 1028 -

In the United States, most business enterprises ar¢ Q;Sa::::gi;:; can be applied 10 the finan wm ,':'c;::'l "

ips, or corporations. Generally accepted accounting e owneshp-soe

Gal statements of all three forms of organization. m Mm
rietorship. Often the | :"..mmnhwmm

SOLE PROPRIETORSHIPS o i called a sole ngmm on for small ret?l st gﬁm’:\m

;‘;‘n‘;;li;corporated business owncc! bf); $eofp7>r§:i ness .o,-ga.niz:\t‘i’on is fcine. and acs::g:gh ;l of finan |

Stores, o act's iy the lr!?nager. ?nn; professional praclw;S ls?ness’ organization I? 0

et he s°'°'l:;r;:lf:;cl:rl;:ir:isss ‘:;’e most common form of bu
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Q

Relationships among the three primary financia] statements pro-
vide the opportunity to learn a great deal about a company by
bringing information together in a meaningful way. In fact, some
people believe that relationships in the financial statements are
as important as the actual dollar figures in those statements.
For example, take another look at the balance sheet in
Exhibit 2-10. Notice that the company has $16,600 of cash
and $1,200 of accounts receivable, a total of $17,800 in what
are sometimes referred to as current assets, denoting that they
either are cash or will soon become cash. Now look at the lia-
bilities in the balance sheet and notice that the company has
notes payable of $30,000 and accounts payable of $7,000 for

- CONNECTION

ties are current liabilities, meaning that they will be due in the
near future and can be expected to require the use of current
assets, Overnight Auto Service will have difficulty paying them

ties. Comparing current assets with current liabilities provides
useful information in analyzing a business’ liquidity position.
To address inadequate liquidity, the company may decide to
seek additional capital or long-term financing of the $30,000

to current liabilities is called the current ratio. For Ovemig!lt
Auto Service it is a low .48 ($17,800 divided by $37,000).. This
means that Overnight Auto Service has only 48 cents available
for every $1 of labilities that will come due in _the near futum-

Assume that you are a financial analyst for a potential sup

Overnight wants to buy goods from your company on credit. What
declding whether to extend credit to Overnight?

a total of $37,000 of liabilities. Because both types of liabili-

because it does not have enough liquid assets to cover its liabili-

note payable on the building. The relationship of current assets

plier to Overnight Auto Service.
factors might you consider in

On the other hand, if the $30,000 notes payable resulting
from the building purchase is not due in the near future,
the company’s liquidity is much stronger and the company
may have sufficient time to bring in enough cash through
its operations to pay the note when it is due. The above
analysis illustrates the Pathways approach (introduced in
Chapter 1) to thinking about accounting information—that
is, how accounting can provide useful information leading
to good decisions.

While this refers exclusively to information found in the
balance sheet, key information from one financial statement
often is combined with information from another financial
statement. For example, we may be interested in know-
ing the amount of cash provided by operations (cash flow
statement) relative to the amount of a company’s currently
maturing liabilities (balance sheet). Or we might want to
compare a company’s net income (income statement) with
the investment in assets (balance sheet) that were used to
generate that income.

Many of the chapters in this text introduce you to how
accounting can provide useful information, leading to good
decisions, with the ultimate goal being to increase societal
welfare. We build more explicitly on the Pathways approach
in Chapter 14, Financial Statement Analysis, in v._-hich we
provide a comprehensive treatment of how financial state-
ments are used to inform investors and creditors.

 (See our comments in Canoct.)
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From an accounting viewpoint, a sole proprietorship is regardt?d asa business entity sepg.
rate from the other financial activities of its owner. From a legal viewpoint, however, the l_msi-
ness and its owner are not regarded as separate entities. Thus, the ov_vnf’—l' IS'PCTSO“al.lY liable
for the debts of the business. If the business encounters financial dlfflcultle.s, creditors cap
force the owner to sell his or her personal assets to pay the business debts. While an advantage
of the sole proprietorship form of organization is its simplicity, this unlimited liability feature

is a disadvantage to the owner.

PARTNERSHIPS o
An unincorporated business owned by two or more persons voluntanly acting as partners (co-
owners) is called a partnership. Partnerships, like sole proprietorships, are widely used for
small businesses. In addition, some large professional practices, including CPA firms and law
firms, are organized as partnerships. As in the case of the sole proprietorship, the owners of a
partnership are personally responsible for all debts of the business. From an accounting stand-
point, a partnership is viewed as a business entity separate from the personal affairs of ts
owners.” A benefit of the partnership form over the sole proprietorship form is the ability to
bring together larger amounts of capital investment from multiple owners.

CORPORATIONS

A corporation is a type of business organization that is recognized under the law as an entity
separate from its owners. Therefore, the owners of a corporation are not personally liable for
the debts of the business. These owners can lose 1o more than the amounts they have invested
in the business—a concept known as limited liability. This concept is one of the principal
reasons that corporations are an attractive form of business organization to many investors.
Overnight Auto Service, the company used in our illustrations, is a corporation.

ar volume of business activity. Of the three (ypeS

business, ¢ i i i
» Corporations are most likely to distribute financial statements to investors and

outsiders,
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Owners ultim[:fc:msmess Often ask to see the personal financial statemen®
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Partnerships 4 partnershi

- P has two or more
equity instead of owners’ equity Owners. Accountants use the term parmers’

ist Separately the amount of each partner’s equity

and usually |
Michael N_IcBryan had been in partnership with his sister,

N . plea

- Partners’ equity:

Michael McBryan, BB s s st o5 g oo $40 400 EZhapam«sup j
Rebecca McBryan, Capital o '

....................................... 40,400
Total partners’ AR, 15 €2 5 ¢ 5308+ s & s

Corporations In a business or

, it is not customary to show sepa-
rately the equity of each stockholder. In the case of large
be impractical because the
(owners). .
We return to our original assumption that Overnight Auto Service is organized as a cor-
poration. Owners’ equity (also referred to as stockholders’ equity or shareholders’ equity) is

presented in two amounts—capital stock and retained earnings. This section of the balance
sheet appears as follows:

Owners’ equity: : ' E soding ]
Capial SIOCK . ...ttt $80,000 :
Retained Eamings ................oiiiiiiiiiiiiiiiiiiiiiin... 800 ‘
Total Stockholders’ @qQUIY ... ... vvvveerereeeeeeinerneenenss $80,800

Capital stock represents the amount that the stockholders ori_ginally invested in ﬂ:: l:::;ﬁ:sssthl:
exchange for shares of the company’s stock. Retained earnings, 1;‘ C?n,t;af?;bl: operations.
increase in owners’ equity that has accumulated over the years as a result of p
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The Short Run versus the Long Run In the short run, liquidity and profitability may be
independent of each other. A business may be operating profitably but nevertheless run out of
cash needed to meet its obligations. On the other hand, a company may operate unprofitably dy;.
ing a given year yet still have enough cash from previous periods to pay its bills and remain liquid,

Over a longer term, however, liquidity and profitability go hand in hand. If a business is o
survive, it must remain liquid and, in the long run, must operate profitably.

Evaluating Short-Term Liquidity  As discussed earlier in this chapter, one key indicator
of short-term liquidity is the relationship between an entity’s liquid assets and the liabilities
requiring payment in the near future. By studying the nature of a company’s assets, and the
amounts and due dates of its liabilities, users of financial statements often may anticipate
whether the company is likely to have difficulty in meeting its upcoming obligations. This
simple type of analysis meets the needs of many short-term creditors. Evaluating long-term
debt-paying ability is a more difficult matter and is discussed in later chapters.

In studying financial statements, users should always read the accompanying notes and the
auditors’ report. - -

THE NEED FOR ADEQUATE DISCLOSURE

The concept of adequate disclosure is an important generally accepted accounting principle.
Adequate disclosure means that users of financial statements are informed of all information
necessary for the proper interpretation of the statements. Adequate disclosure is made in the
body of the financial statements and in notes accompanying these statements. It is common
for the notes to the financial statements to be longer than the statements themselves.

Among the events that may require disclosure in notes to the financial statements are
occurrences after the date of the financial statements. For example, assume that Ovemigl_“
Auto Service’s building is destroyed by fire on February 2, and that Michael McBryan 1§
using the financial statements to acquire additional financing for the business after that date.
Assume also that McBryan has less insurance on the building than will be needed to replac
it. Users of the financial statements, such as bankers who might be considering lending moay
to Overnight, must be informed of this important “subsequent event.” This disclosure usvally
would be done with a note like the following:

Note 7: Events occurring after the financial statement date

Notes to the statements The building included in the December 31, 2018 statement of financial p(.)sitiOﬂﬁ
contain vital information $36,000 was destroyed by fire on February 2, 2019. While the company has insu™

on this facility, management expects to recover only approximately $30,000 of the I

In addition to important subsequent events, many other situations may require disclosmd:
notes to the financial statements. Examples include unsettled lawsuits against the com pmy}rol“
dates of major liabilities, assets pledged as collateral to secure loans, amounts rece1¥® /
officers or other “insiders,” and contractual commitments requiring large future ¢

There is no single comprehensive list of the items and events that may red%
sure. As a general rule, a company should disclose all financial information that & ”cial st
informed person would consider necessary for the proper interpretation of me'ﬁm.m matio”
ments. Events that clearly are unimportant do not require disclosure, Determining' ni aifics”
that should be disclosed in financial statements is another situation that requir®®

i judgment on the part of the accountant,

outlay>
sclor

' 102-9 |
MANAG ' TEMENT s |
LEARNING OBJECTIVE EMENT’S INTEREST IN FINANCIAL STA ey
Discuss the importance of While we have emphasized the importance of financial statements to investo™ l Posinoff 0
financial statements 0.8 the management of a business organization is vitally concerned with the findn°" " oio®
+ company and Its investors Yy conc ot 18 acﬂ""

i sth d . e
and creditors and why the business and with its profitability and cash flows, Therefore, managet“;t may 18K i
management may take steps  receive financial statements as frequently and as quickly as possible s0 tha’ c manﬂs_"’ﬁ
toimprove the appearance of to improve areas of weak performance. Most large organizations proY! ancid!
the company in its financial financial statements on at least a monthly basis. With modern technologY:

sistemenss. ments prepared on a weekly, daily, or even hourly basis are possible-

o
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ing period so that large amounts of cash will be included in the statement of financial position
and the statement of cash flows. On the other hand, if the company is in a particularly strong
cash position, liabilities due in the near future may be paid early.

These actions are sometimes called window dressing—measures taken by management
to make the company appear as strong as possible in its financial statements. Users of finan-
cial statements should realize that while the financial statements are fair representation§ of
the financial position at the end of the period and financial performance during the period,
they may not necessarily describe the typical financial situation of the stxness_ throughout
the entire financial reporting period. In its annual financial statements, m‘parmular, man-
agement tries to make the company appear as strong as is reasonably possible. As a result,
many creditors regard more frequent financial statements (for e:niam.Ph’«i1 quanﬁ;llyﬁ(:ar?::a?
monthly) as providing important additional information beyond that ull the g;;nmana -
Statements. The more frequently financial statemems.are presented, the less a s g
is to window-dress and make a company look financially stronger than it actually is.
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