Understanding & Analyzing Financial Statements

Users of Accounting Information
Accounting: process of measuring, interpreting, and communicating financial information to support decision in a company
	Users
	Applications

	Owners, stockholders, potential investors, creditors
	-Evaluate operations of the firm 
-Make investment decisions

	Management 
	-Plan & Control

	Employees, union officials
	-Use in contract negotiations 

	Lenders, suppliers
	-Evaluate credit ratings

	Government agencies, economic planners, consumer groups
	-Evaluate tax liabilities
-Approve new issues of stocks & bonds



Business Activities that Involve Accounting:
Financing: activities provide necessary funds to start & expand business
Investing: activities provide valuable assets required to running a business 
Operating: activities focus on selling goods and services, also consider expenses for proper financial management 

Foundation of Accounting System:
Generally Accepted Accounting Principles (GAAP): principles that outline rules and procedures for deciding on appropriate accounting practices at a given time

Accounting Standards Board (AcSB): An organization that interprets and modifies GAAP in Canada for private and not-for-profit businesses 

-Canadian public companies are required to use the International Financial Reporting Standards to have financial statements that are easily compared form country to country 
-Senior officials in companies are responsible for proof reading over the financial information presented in these documents to avoid discrepancies

Corruption of Foreign Public Officials Act: federal law that prohibits Canadian citizens from bribing foreign officials to keep their business running

 Accounting Cycle:
Accounting Cycle: activities involved in converting information and individual transactions into financial statements

Basic Data (i.e. transactions)  Processing (Record, Classify, and Summarize)  Financial Statements (Balance sheet, income statement, statement of owner’s equity, statement of cash flows)

FINANCIAL STATEMENTS
Balance Sheet:
; Statement of a firm’s financial position as a specific point in time
-What firms owns vs. what it owes

	Two Key Notions:
	Accounting Equation:

Balanced Accounts & Double-Entry Bookkeeping: process used to record accounting transactions. Each transaction is balanced by another 
	
	

Asset: anything w/ future value owned by the firm (what firm owns)
Liability: a claim against a firm’s asset (what firms owes)
Owner’s Equity: the funds that owners invest in the business plus profits obtained (assets-liabilities)

Assets:
Current Assets: cash or tangible liquid assets (i.e. supplies, inventory) that should be used within the next year
Fixed Assets: tangible assets that are expected to last more than a year (i.e. plant, equipment, land)
Intangible Assets: expected to last a year or more (i.e. patents, copyrights, trademarks)

Liabilities:
Current Liabilities: Liabilities expected to be paid off within one year (i.e. wages, bills, bank line of credit)
Long-term Liabilities: liabilities expected to not be paid off within the next year (i.e. mortgages, bank loans)

Income Statements:
Income Statement: financial record of a company’s revenues, expenses, and profits over specific period of time 
-Reports profits & losses
-Focus on revenues and costs associated

Statement of Changes in Equity:
Statement of Changes in Equity: record of change in equity from end of one fiscal period to end of next fiscal period
-Begins with amount of equity shown on balance sheet 
-Net income added, cash dividends paid to owners are subtracted 

Statement of Cash Flows:
Statement of Cash Flows: record of sources and uses of cash during period of time
Accrual Accounting: accounting method that records revenue and expenses when they occur, not when cash is actually paid

FINANCIAL ANALYSIS

Categories of Basic Financial Analysis:
Ratio Analysis: assess and interpret the relationships among the financial results of a firm
-Means of measuring a firm’s liquidity, profitability, reliance on debt financing, and how effectively management uses firm resources 
-Produces a standard metric to compare and contrast to
	Category
	Ratio
	Description

	Liquidity ratios
; Ratio of short-term obligations to firm’s liquid assets
	Current ratio
; Compares current assets to current liabilities 
Quick ratio (Acid-test)
; Ability of firm to meet debt payments on short notice
	-Current assets / current liabilities

-Current assets (minus inventory) / current liabilities

	Efficiency ratios
; How effectively management uses the firm’s resources
	Inventory turnover
; # of times merchandise moves through a business
Receivables turnover
; # of times receivables turnover in a year
Total asset turnover
; How much (in sales) each dollar invested in assets generates
	-Cost of goods sold / average inventory

-Credit sales / average accounts receivable

-Revenue / average total assets

	Leverage ratios
; How much a firm relies on debt financing 
	Debt ratio
; Examine ratio of assets that back up the debt
Long-term debt to equity
; Firm’s ability to cover long-term debt
	-Total liabilities / total assets

-Long-term debt / owner’s equity

	Profitability ratios
; Measure of organization’s overall financial performance by evaluating revenues with expenses 
	Gross profit margin
; Profit produced by every dollar of sales
Net profit margin
; Profit produced by one dollar in sales revenue
Return on equity
; Profit produced by every dollar invested by owners
	-Gross profit / revenue (or sales)

-Net income / revenue (or sales)

-Net profit / average owner’s equity


Trend: look at firm’s financial trends over period of time to see whether improving or declining

Comparative Analysis: Compare financial metrics and ratios to firms in the same industry/situation
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