ENGLISH FOR THE STUDENT OF ACCOUNTING - LESSON (2) - FINANCIAL STATEMENTS

FINANCIAL STATEMENTS
N Sl

The end result of an accounting system is the financial statements. The two most commonly used statements by
businesses are income statement and balance sheet. Corporations prepare two other statements to users, which are
statement of cash flows and statement of retained earnings (or statement of comprehensive income). The objective of
this lesson is to provide you with a brief explanation about these statements in a service enterprise. In next lessons you
will be familiar with statement of merchandising and manufacturing enterprises.
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Income Statement

An income statement shows the results of operations of a business for a given period of time. To determine net income
for the period, a business must measure revenues earned and expenses incurred during that period. Thus, it may be
stated that net income equals revenues minus expenses. In the case that expenses exceed revenues, the result would be
a net loss.

The following income statement shows the net income from the operations of ABC Dry Cleaning Services for the month of

July:
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ABC Dry Cleaning Services
Income Statement
For the month ended July 31,2004
Revenues:
Fees earned $3500
Expenses:
Rent $ 800
Salaries 500
utilities 300
telephone 100
Total expenses T 1700
Net income W
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As you may see from the above statement, the two basic elements of the income statement are revenues and expenses.
These terms are defined below.
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Revenues
The prices of goods sold and services rendered to the customer and client during a given accounting period is called
revenue. A business usually receives cash or acquires an account receivable at the time it renders services or sells
merchandise to its customers. Therefore, the total assets of the company will increase by the amount of cash received or
accounts receivable acquired. On the other hand, the owner's equity will increase because part of the assets belongs to
the owner of the company. Thus, earning revenue causes owner's equity to increase. In fact, revenues are the gross
increase in owner's equity resulting from operations of the business.
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Expenses
The cost of goods and services used up in the process of generating revenues is called expenses. Unlike revenue, an
expense always causes the owner's equity to decrease. An expense reduces cash if the payment is made at the time of

transaction, or it will finally reduce cash if the payment is made at a later date.
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Income Statement Formats

An income statement can be prepared using one of two formats: a single-step format and a multiple-step format. In a
single-step format, net profit is computed by subtracting the total of expenses from the total of revenues in one step.
That is why we call it single-step format. However, in a multiple-step income statement, net profit for the operation is

computed in several steps. An example of multiple-step income statement is given in the lesson for business enterprises.
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Balance Sheet
Every business prepares a balance sheet at a particular date that shows its assets, liabilities, and the owner's equity. That
is, the balance sheet shows the financial position of a business entity at a point in time. The following balance sheet
portrays the financial position of ABC Dry Cleaning Services at July 31, 2004.
aolilji
A8 ww Uinles [ elpw Ulslo Bgé> o lpady dpdhls aS S (sw sl pazaiw Vo &y s | Sl sl )l a>ly L
Oloas S, (o g 5u5 @bl e (e Vi (wley ghiie)ulos sl alaii el Lo b S, a>ls (sllo sy aol;ly
A o Wlan Yoo ¥ Vo> ™) 2u,l s ABC wugainSois

Services ABC Dry Cleaning

Balance Sheet
July 31, 2004

Assets: Liabilities & owner's equity:

Cash 10500 Notes payable 700
Accounts receivable 2000 Accounts payable 3000
Equipment 3000 Capital 11800

Total assets 15500 Total 15500
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Assets, liabilities, and the owner's equity are the key elements of balance sheet and they will be described below.
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Assets
The economic resources owned by a business are called assets. Assets are expected to benefit future operations of the
business and they may have physical form such as machinery, or merchandise. Some assets, however, exist in the form

of valuable legal claims or rights such as amounts due from customers, or patent.
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Liabilities
Liabilities are amounts owed by business to the others. Liabilities show also that part of assets which does not belong to
the owner of the business and it should be paid in the future. Liabilities are usually arised from purchasing goods or

services on account.
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Owner's Equity

The owner's equity in a business is equal to the total assets minus liabilities, and represents the resources invested by the
owner. The owner of a business is entitled to receive whatever remains after the liabilities are fully paid. Increase in
owner's equity of a business come from two sources: 1) investment by the owner, and 2) earnings from profitable
operation of the business. Withdrawals by the owner and losses from unprofitable operation cause owner's equity to

decrease.
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The three general classes of items appear on the balance sheet are assets, liabilities, and equity. These items are then
divided into several sub classifications as below:
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Current liabilities Current assets
Liabilities
Long-term liabilities Long-term investments
Capital stock Tangible fixed assets Assets
Additional paid-in capital Owner's equity Intangible assets
Retained earnings Other assets
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Balance Sheet Formats

A balance sheet can be prepared using two formats: a 7 form and a report form. The balance sheet of ABC Dry cleaning
Services is an example of a T form balance sheet. To prepare a report form balance sheet, liabilities and owner's equity
are listed below the assets section.
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Statement of Owner's Equity

Statement of owner's equity shows the sources and the amounts of changes in the owner's equity during a period. It
starts with the balance of the owner's equity at the beginning of the period and ends with the closing balance of the
owner's equity. To arrive at the closing balance of the owner's equity, new investment by the owner and net profit of the
operations, as two sources of increase, are added to the starting balance and then withdrawals of the owner are
subtracted from the total. You should note that corporations are required to prepare retained earnings or a

comprehensive income statement.
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Cash Flow Statement
Statement of cash flows is useful to managers in evaluating past and planning future investing and financing activities. It
classifies cash receipts and cash payments by the three types of activities: operating activities, investing activities, and
financing activities.
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Cash flows from operating activities relate to cash transactions that enter into the determination of net income. The direct
and /ndirect methods are two alternatives to report cash flows from such operating activities in the statement of cash
flows.
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Cash flows from investing activities generally arise from sale and acquisition of non-operating assets. Cash flows from
financing activities generally come from non-operating liabilities’ transactions and capital transactions.
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Investing and financing activities for an enterprise may be affected by transactions that do not involve cash. If such
transaction have occurred during the period, their effect, if significant, should be reported in a separate schedule to
accompany the statement of cash flows.
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