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3.2: Accounting and Financial Statements

1. Distinguish accrual and cash accounting.
2. Compare and contrast the three common financial statements.
3. Identify the results shown on the income statement, balance sheet, and cash flow statement.
4. Explain the calculation and meaning of net worth.
5. Trace how a bankruptcy can occur.

The method of accounting universally used in business today is known as accrual accounting, in which events are accounted for
even if cash does not change hands. That is, transactions are recorded at the time they occur rather than when payment is actually
made or received. Anticipated or preceding payments and receipts (cash flows) are recorded as accrued or deferred. Accrual
accounting is the opposite of cash accounting, in which transactions are recognized only when cash is exchanged.

Accrual accounting defines earning as an economic event signified by an exchange of goods rather than by an exchange of cash. In
this way, accrual accounting allows for the separation in time of the exchange of goods and the exchange of cash. A transaction can
be completed over time and distance, which allows for extended—and extensive—trade. Another advantage of accrual accounting
is that it gives a business a more accurate picture of its present situation in reality.

In personal finance it almost always makes more sense to use cash accounting, to define and account for events when the cash
changes hands. So in personal finance, incomes and expenses are noted when the cash is received or paid, or when the cash flows.

The Accounting Process
Financial decisions result in transactions, actual trades that buy or sell, invest or borrow. The process of accounting records these
transactions and records what has been gotten and what has been given up to get it, what flows in and what flows out.

In business, accounting journals and ledgers are set up to record transactions as they happen. In personal finance, a checkbook
register records most transactions, with statements from banks or investment accounts providing records of the rest. Periodically,
the transaction information is summarized in financial statements so it can be readily understood.

Bookkeeping—the process of recording what, how, and by how much a transaction affects the financial situation—is how events
are recorded. Since the advent of accounting software, bookkeeping, like long division and spelling, has become somewhat
obsolete, although human judgment is still required. What is more interesting and useful are the summary reports that can be
produced once all this information is recorded: the income statement, cash flow statement, and balance sheet.

Income Statement
The income statement summarizes incomes and expenses over a period of time. In business, income is the value of whatever is
sold, expenses are the costs of earning that income, and the difference is profit. In personal finance, income is what is earned as
wages or salary and as interest or dividends, and expenses are the costs of things consumed in the course of daily living: the costs
of sustaining you while you earn income. Thus, the income statement is a measure of what you have earned and what your cost of
living was while earning it. The difference is personal surplus, which, if accumulated as investments, becomes your wealth.

The income statement clearly shows the relative size of your income and expenses. If income is greater than expenses, there is a
surplus, and that surplus can be used to save or to spend more (and create more expenses). If income is less than expenses, then
there is a deficit that must be addressed. If the deficit continues, it creates debts—unpaid bills—that must eventually be paid. Over
the long term, a deficit is not a viable scenario.

The income statement can be useful for its level of detail too. You can see which of your expenses consumes the greatest portion of
your income or which expense has the greatest or least effect on your surplus or deficit. If you want to reduce expenses, you can
see which would have the greatest impact or would free up more income if you reduced it. If you want to increase income, you can
see how much more that would buy you in terms of your expenses (Table 3.2.1 ). For example, consider Alice's situation per year,
as shown in the following table.

Figure 3.2.1 : Alice's Situation (in Dollars)

Gross wages $ 44,650
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Income taxes and deductions $ 8,930

Rent expense $ 10,800

Living expenses $ 14,400

In addition, she had car payments of $2,400 and student loan payments of $7,720. Each loan payment actually covers the interest
expense and partial repayment of the loan. The interest is an expense representing the cost of borrowing, and thus of having, the car
and the education. The repayment of the loan is not an expense, however, but is just giving back something that was borrowed. In
this case, the loan payments break down as follows (Table 3.2.2 ).

Table 3.2.2 : Alice's Loan Payments (Annually)

 Interest Debt Repayment

Car Loan $ 240 $ 2,160

Student Loan $ 4,240 $ 3,480

Breaking down Alice's living expenses in more detail and adding in her interest expenses, Alice's income statement would look like
this (Table 3.2.3 ).

Table 3.2.3 : Alice's Income Statement for the Year 2023

Gross wages  $ 44,650

Income taxes and deductions $ 8,930  

Disposable income  $ 35,720

Rent expense $ 10,800  

Food $ 3,900  

Car expenses (gas, insurance, repairs) $ 3,600  

Clothing $ 1,800  

Cell phone $ 1,200  

Internet and streaming services $ 1,200  

Entertainment, travel, etc. $ 2,700  

Total living expenses  $ 25,200

Car loan interest $ 240  

Student loan interest $ 4,240  

Total interest expenses  $ 4,480

Net income  $ 6,040

Alice's disposable income, or income to meet expenses after taxes have been accounted for, is $35,720. Alice's net income, or net
earnings or surplus, is the remaining income after all other expenses have been deducted, in this case, $6,040.

Now Alice has a much clearer view of what's going on in her financial life. She can see, for example, that living expenses take the
biggest bite out of her income and that rent is the biggest single expense. If she wanted to decrease expenses, finding a place to live
with a cheaper rent would make the most impact on her bottom line. Or perhaps it would make more sense to make many small
changes rather than one large change, to cut back on several other expenses. She could begin by cutting back on the expense items
that she feels are least necessary or that she could most easily live without. Perhaps she could do with less entertainment or clothing
or travel, for example. Whatever choices she subsequently made would be reflected in her income statement. The value of the
income statement is in presenting income and expenses in detail for a particular period of time.
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Cash Flow Statement
The cash flow statement shows how much cash came in, where it came from, how much cash went out, and where it went over a
period of time. This differs from the income statement because it may include cash flows that are not from income and expenses.
Examples of such cash flows would be receiving repayment of money that you loaned, repaying money that you borrowed, or using
money in exchanges such as buying or selling an asset.

The cash flow statement is important because it can show how well you do at creating liquidity, as well as your net income.
Liquidity is nearness to cash, and liquidity has value. An excess of liquidity can be sold or lent, creating additional income. A lack
of liquidity must be addressed by buying it or borrowing, creating additional expense.

Looking at Alice's situation, she has two loan repayments that are not expenses and so are not included on her income statement.
These payments reduce her liquidity, however, making it harder for her to create excess cash. Her cash flow statement looks like
this (Table 3.2.4 ).

Table 3.2.4 : Alice's Cash Flow Statement for the Year 2023

Cash from gross wages $ 44,650

Cash paid for:  

Income taxes and deductions $ 8,930

Rent expense $ 10,800

Food $ 3,900

Car expenses (gas, insurance, repairs) $ 3,600

Clothing $ 1,800

Cell phone $ 1,200

Internet and streaming services $ 1,200

Entertainment, travel, etc. $ 2,700

Car loan interest $ 240

Student loan interest $ 4,240

Cash for repayment of car loan $ 2,160

Cash for repayment of student loan $ 3,480

Net cash flow $ 400

As with the income statement, the cash flow statement is more useful if there are subtotals for the different kinds of cash flows, as
defined by their sources and uses. The cash flows from income and expenses are operating cash flows, or cash flows that are a
consequence of earning income or paying for the costs of earning income. The loan repayments are cash flows from financing
assets or investments that will increase income. In this case, cash flows from financing include repayments on the car and the
education. Although Alice doesn't have any in this example, there could also be cash flows from investing, from buying or selling
assets. Free cash flow is the cash available to make investments or financing decisions after taking care of operations and debt
obligations. It is calculated as cash flow from operations less debt repayments.

The most significant difference between the three categories of cash flows—operating, investing, or financing—is whether or not
the cash flows may be expected to recur regularly. Operating cash flows recur regularly; they are the cash flows that result from
income and expenses or consumption and therefore can be expected to occur in every year. Operating cash flows may be different
amounts in different periods, but they will happen in every period. Investing and financing cash flows, on the other hand, may or
may not recur and often are unusual events. Typically, for example, you would not borrow, lend, buy, or sell assets every year. Here
is how Alice's cash flows would be classified (Table 3.2.5 ).

Table 3.2.5 : Alice's Cash Flow Statement for the Year 2023
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Cash from gross wages $ 44,650  Cash from gross wages $ 44,650  

Cash paid for:   

Income taxes and deductions $ 8,930  

Rent expense $ 10,800  

Food $ 3,900  

Car expenses $ 3,600  

Clothing $ 1,800  

Cell phone $ 1,200  

Internet and streaming services $ 1,200  

Entertainment, travel, etc. $ 2,700  

Car loan interest $ 240  

Student loan interest $ 4,240  

Operating cash flows  $ 6,040

Cash for repayment of car loan $ 2,160  

Cash for repayment of student loan $ 3,480  

Financing cash flows  $ 5,640

Net cash flow  $ 400

This cash flow statement more clearly shows how liquidity is created and where liquidity could be increased. If Alice wanted to
create more liquidity, it is obvious that eliminating those loan payments would be a big help: without them, her net cash flow would
increase by more than 3,900 percent.

Balance Sheet
In business or in personal finance, a critical piece in assessing the current situation is the balance sheet. Often referred to as the
“statement of financial condition,” the balance sheet is a snapshot of what you have and what you owe at a given point in time.
Unlike the income or cash flow statements, it is not a record of performance over a period of time, but simply a statement of where
things stand at a certain moment.

The balance sheet is a list of assets, debts or liabilities, and equity or net worth, with their values. In business, assets are resources
that can be used to create income, while debt and equity are the capital that financed those assets. Thus, the value of the assets must
equal the value of the debt and the equity. In other words, the value of the business's resources must equal the value of the capital it
borrowed or bought in order to get those resources.

In business, the basic accounting equation  is as absolute as the law of gravity. It simply must always be true, because if there are
assets, they must have been financed somehow—either through debt or equity. The value of that debt and equity financing must
equal or balance the value of the assets it bought. Thus, it is called the “balance” sheet because it always balances the debt and
equity with the value of the assets.

In personal finance, assets are also things that can be sold to create liquidity. To satisfy or repay debts, liquidity is needed. Because
your assets are what you use to satisfy your debts when they become due, the assets' value should be greater than the value of your
debts. That is, you should have more to work with to meet your obligations than you owe.

assets = liabilities + equity
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The difference between what you have and what you owe is your net worth. Literally, net worth is the share that you own of
everything that you have. It is the value of what you have net of (less) what you owe to others. Whatever asset value is left over
after you meet your debt obligations is your own worth. It is the value of what you have that you can claim free and clear. Your net
worth is really your equity or financial ownership in your own life. Here, too, the personal balance sheet must balance, because if

then it should also be

Alice could write a simple balance sheet to see her current financial condition. She has two assets (her car and her savings account),
and she has two debts (her car and student loans) (Table 3.2.6 ).

Table 3.2.6 : Alice's Balance Sheet, December 31, 2023

Assets Liabilities

Car $ 5,000 Car Loan $ 2,700

Savings $ 250 Student Loan $ 53,000

Total $ 5,250 Total $ 55,700

  Net Worth -$ 50,450

Alice's balance sheet presents her with a much clearer picture of her financial situation, but also with a dismaying prospect: she
seems to have a negative net worth. Negative net worth results whenever the value of debts or liabilities is actually greater than
the assets' value (Table 3.2.7 ).

Table 3.2.7 : Relationship between Assets, Liabilities, and Net Worth

IF THEN AND

liabilities < assets assets - liabilities > 0 net worth > 0 (net worth is positive)

liabilities > assets assets - liabilities < 0 net worth < 0 (net worth is negative)

Negative net worth implies that the assets don't have enough value to satisfy the debts. Since debts are obligations, this would cause
some concern.

Net Worth and Bankruptcy
In business, when liabilities are greater than the assets to meet them, the business has negative equity and is literally bankrupt. In
that case, it may go out of business, selling all its assets and giving whatever it can to its creditors or lenders, who will have to
settle for less than what they are owed. More often, the business continues to operate in bankruptcy, if possible, and must still repay
its creditors, although perhaps under somewhat easier terms. Creditors (and the laws) allow these terms because creditors would
rather get paid in full later than get paid less now or not at all.

In personal finance, personal bankruptcy may occur when debts are greater than the value of assets. But, because creditors would
rather be paid eventually than never, the person in bankruptcy is usually allowed to continue to earn income in the hopes of
repaying the debt later or with easier terms. Often, the bankrupt is forced to liquidate (sell) some or all of its assets.  When a person
files for bankruptcy in U.S. Bankruptcy Court, they are asking the court to eliminate debt or approve a repayment plan.   

Because debt is a legal as well as an economic obligation, there are laws governing bankruptcies that differ from state to state in the
United States and from country to country. The use of another's property or wealth is a serious responsibility, so debt is a serious
obligation.

assets − debts = net worth

assets = debts + net worth
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However, Alice's case is not as dismal as it looks, because Alice has an “asset” that is not listed on her balance sheet, that is, her
education. It is not listed on her balance sheet because the value of her education, like the value of any asset, comes from how
useful it is, and its usefulness has not happened yet but will happen over her lifetime. It will happen in her future, based on how she
chooses to use her education to increase her income and wealth. It is difficult to assign a monetary value to her education now.
Alice knows what she paid for her education, but, sensibly, its real value is not its cost but its potential return, or what it can earn
for her as she puts it to use in the future.

Current studies show that a college education has economic value because a college graduate earns more over a lifetime than a high
school graduate. Recent estimates put that difference at about $1,000,000 . So, if Alice assumes that her education will be worth
$1,000,000 in extra income over her lifetime, and she includes that asset value on her balance sheet, then it would look more like
this (Table 3.2.8 ):

Table 3.2.8 : Alice's Balance Sheet (revised), December 31, 2023

Assets Liabilities

Car $ 5,000 Car Loan $ 2,700

Savings $ 250 Student Loan $ 53,000

Education $ 1,000,000 Total $ 55,700

Total $ 1,005,250 Net Worth $ 949,550

This looks much better, but it's not sound accounting practice to include an asset—and its value—on the balance sheet before it
really exists. After all, education generally pays off, but until it does, it hasn't yet and there is a chance, however slim, that it won't
for Alice. A balance sheet is a snapshot of one's financial situation at one particular time. At this particular time, Alice's education
has value, but its amount is unknown.

It is easy to see, however, that the only thing that creates negative net worth for Alice is her student loan. The student loan causes
her liabilities to be greater than her assets—and if that were paid off, her net worth would be positive. Given that Alice is just
starting her adult earning years, her situation seems quite reasonable.

Three commonly used financial statements are the income statement, the cash flow statement, and the balance sheet.
Results for a period are shown on the income statement and the cash flow statement. Current conditions are shown on the
balance sheet.
The income statement lists income and expenses.
The cash flow statement lists three kinds of cash flows: operating (recurring), financing (nonrecurring), and investing
(nonrecurring).
The balance sheet lists assets, liabilities (debts), and net worth.
Net worth = assets − debts.
Bankruptcy occurs when there is negative net worth, or when debts are greater than assets.

1. Prepare a personal income statement for the past year, using the same format as Alice's income statement in this chapter.
Include all relevant categories of income and expenses. What does your income statement tell you about your current
financial situation? For example, where does your income come from, and where does it go? Do you have a surplus of
income over expenses? If, so what are you doing with the surplus? Do you have a deficit? What can you do about that?
Which of your expenses has the greatest effect on your bottom line? What is the biggest expense? Which expenses would
be easiest to reduce or eliminate? How else could you reduce expenses? Realistically, how could you increase your income?
How would you like your income statement for the next year to look?

2. Using the format for Alice's cash flow statement, prepare your cash flow statement for the same one-year period. Include
your cash flows from all sources in addition to your operating cash flows—the income and expenses that appear on your
income statement. What, if any, were the cash flows from financing and the cash flows from investing? Which of your cash
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flows are recurring, and which are nonrecurring? What does your cash flow statement tell you about your current financial
situation? If you wanted to increase your liquidity, what would you try to change about your cash flows?

3. Now prepare a balance sheet, again based on Alice's form. List all your assets, liabilities and debts, and your equity from all
sources. What does the balance sheet show about your financial situation at this moment in time? What is your net worth?
Do you have positive or negative net worth at this time, and what does that mean? To increase your liquidity, how would
your balance sheet need to change? What would be the relationship between your cash flow statement and your budget?

4. Read the Investopedia article Net Worth: What It Is and How to Calculate It and determine your net worth. How does your
net worth compare to that of other Americans in your age and income brackets?

5. The Small Business Administration's Personal Financial Statement combines features of an income statement and a balance
sheet. You would fill out a similar form if you were applying for a personal or business loan at a bank or mortgage lender.
Compare and contrast the SBA form with the statements you have already created for this chapter's exercises.
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