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Class notes 

Understanding and Analyzing Financial statements

Objectives of session:
· Understanding financial statements 
· Understanding the three ways 

Financial statements are usually how people understand companies. 

Accounting: the process of measuring, interpreting and communicating financial information to support internal and external business decision- making.

Business activities involving Accounting

1.Financing 
2.Investing 
3.Operating
 
The foundation of the Accounting system

· Generally accepted accounting principles.  (GAAP)
· Accounting standards Board (AcSB)
· Corruption of Foreign Public Officials Act. 
· IFRS (This is international, and a country that has implemented it is the United states)

The Accounting Cycle
Accounting cycle: The set of activities involved in converting information and individual transactions into financial statements.

Note that making bribery illegal can reduce its prevalence!!
 The United States and Canada takes Bribery very serious 

Relationship between profits and financial statements 

1. The income statement is how much the business has gotten over the year
2. Statement of  change in equity: looks at what the business started with and what it ended with usually to do with cash 
3. Statement of change in cash flow

4. Balance sheet;
Assets: anything with future value (or benefits) owned or controlled by the firm.

Assets: what the firm owns

· Current Asset: cash or tangible liquid assets that can be easily converted into cash, and are expected to be used within the next year (cash, supplies, inventory, etc.) 
· Fixed Assets: Tangible assets that are expected to last one year or more (plant equipment land etc.)
· Intangible Assets- intangible assets that are expected to last one year or more (patents, copyrights, trademarks etc.)

Liabilities: 

· Current liability - liabilities you must pay within the next year
· Long term liability – Debt, Mortgages (these are the stuff you own)

Owner’s equity
· Change in equity-


1. Balance Sheet Two key Notion 

Accounting equation: 
 
· Assets= liabilities+ owners equity 


2. The income statement 

1. Sales 

2. Cost of goods sold  
    Gross profit

3. Operating expenses 
    Operating profit

4. Depreciation 
    Interest expense (net)       (Non cash) ex: computers      
    Earnings before taxes 
    Income taxes 

5. Net Income 


3. Statement of changes in equity 

· Statement of changes in equity: A record of the change in equity for he end of one ficial period to the end of the period.

· The statement of equity ties the balance sheet and the income statement together.


4. Statement of cash flows  

· Statement of cash flows: A record of the source and uses of cash during a period of time
 
· Accrual accounting: An accounting method that records revenues and expenses when they occur, not when cash actually changes hands. 


Financial Analysis 

Ratio Analysis
· Examines the relationship between critical components of information found on the financial statements.
· Produces a standardized metric 
· Used as first indicator of financial and operating health.
· Many firms and industries have key ratio metrics that they monitor daily. 

1. Liquidity ratio- measures a firms ability to meet its short term obligations 
  
Current ration compares current assets to current liabilities 

Current ration =current assets/current liabilities= 5,240/2,030=2.58

Acid test (or quick) ration measures the ability of a firm to meet its debt payment on short notice.

Write down the equation


2. Efficiency ratio

Write definition 

Inventory turnover=cost of goods sold/average inventory=10,370/(2,200 +1,850)/2=5.12
Write definition
Total asset turn over ratio =sales/average total assets
                   =17,300 finish off

Finish off 

3. Leverage ratio finish off 

Leverage ratio measure how much a firm relies on debt financing 

Write down the equation


5. Profitability ratio (finish off the definition)

Gross profit margin= gross profit/sales= 6,930/17,300=40.0%

Net profit margin= Net income/sales= 1,927/17.300=11.1%

Return on equity=Net income/average equity=1,927/(5,660+4,455)/2=38.1%



Financial Trends Analysis 
· Analyze this based on the different ratios and how they have been doing from previous years 

Comparative financial Analysis 
· How are they compared with other companies by looking at the different rations 

The following ratios listed below:  
· Net profit Margin 
· Return on Equity
· Debt Ratio
· Inventory Turnover
· Asset Turnover 
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