INTRODUCTORY FINANCIAL ACCOUNTING 




S. DAS

THE    FINANCIAL    STATEMENTS
Means of Communications: Financial Statements           

1. Balance Sheet

2. Income Statement

3. Statement of Retained Earnings

4. Statement of Cash Flows

Balance Sheet:

1. A statement of  the firms financial position.

2. Shows the relation between  investment  and financing activities.

3. Statement is as of a particular point in time.

4. Comprises of a listing of the firms’ assets, liabilities and owner’s equity.

5. Some Definitions of the Accounting Equation


What we have   EQUALS  Who has Claims on them

OR 
ASSETS
=
LIABILITIES

+ 
OWNERS’ EQUITY

6. Assets - resources or rights acquired by a firms   that have the potential to provide future benefits through the generation of cash flows. (A)

Unit must have acquired the right  to use and  value of future benefit must be quantifiable. Eg.  inventory, building 

7. Liabilities - an obligation to produce and transfer a good or service to an outside party at some future point in time in return   for benefits received currently or in the past - also creditors claims on the resources of the firm.  (L)

Arises whenever goods and services are received with a promise to pay in the future – reasonably definite amount at a reasonably definite future date.

Eg. 
Raw materials purchased and received but not paid.


Workers  have provided service but will receive salary on pay date.

8. Owner’s equity - portion of the firm claimed and or contributed  by owners.  (OE).

Residual of assets less liabilities.

9. Assets have to equal the total of liabilities plus equity; i.e.; .  A = L + OE  

The Income Statement:

Periodic Evaluation 
- Implementing the Going Concern and Time Period Assumptions  

 


-Transactions and Events from Sources Other Than Owners

-Excess of revenue over expense or expense over revenue.
1. 
measures and summarizes the results of operations over a period of time

10. where results = profitability.

3.
Profitability is measured as the excess of Revenues over Expenses - also called INCOME  

REVENUES

inflows of net assets (assets less liabilities) or reductions in liabilities   from selling goods and or providing services. 

EXPENSES

are outflows of net assets used up (consumed) - or increases in liabilities in the process of generating the REVENUE s for that   period.  

NET INCOME
Revenues   LESS   Expenses. -   the amount of resources a firm can consume over a  a period of time and be as well off at the end as it was at the start. 

Forms of Income  Statement:

Single Step Vs.

Multiple Step:       

Subdivides Statement, with Important Subtotals

 

 Sales Revenue

‑ Cost of Goods Sold Only manufacturing or "Product Costs"
  

Gross Profit
‑ Operating Expenses Selling, General, Administrative, R & D
  Operating Income

‑ Other

Example: Sale of Division, Investment Income

 

 EBIT
 

Earnings Before Interest and Taxes

‑ Interest Expense

  EBT


Earnings Before Taxes

‑ Income Tax Expense

  Net Income                                                    

Uses of a Multi Step Income Statement:

· Gross Profit

Gross Profit / Sales

· Profit Margin

Net Income / Sales

· Earnings Per Share
Net Income / Average Common Shares Outstanding

· Price‑Earnings ratio
Price Per Share / Earnings Per Share

· Return on Equity
Net Income / Average Stockholders Equity

Examples:
P2-6 & P2-7

The Classified Balance Sheet
· Current Vs. Noncurrent assets

· current assets will be consumed within one year or during the normal operating cycle, whichever is shorter

· non-current assets have an expected value beyond one year.

· Investments: securities not expected to be sold within one year

· land or buildings not currently in use

· funds reserved for special purpose.

· Property, Plant and Equipment  (PP&E): productive assets for use in operations rather than resale

· Intangible Assets: Lack physical substance; Rights rather than things

· Current Liabilities

will be satisfied with next operating cycle, or one year

· Long‑Term Liabilities

will not be paid within a year

· Stockholders’ equity

owners’ claims on assets = capital stock + retained earnings

Asset valuation:

Uses of a Classified balance Sheet:

Working Capital 
Measures liquidity: can the company pay its debts as they come due?

          



Current Assets Less Current Liabilities

          



looking for a balance - too little may make it difficult to pay debts   too much indicates the company is not investing enough in productive assets

Current ratio

= Current assets / Current Liabilities               

          



allows comparison of working capital for companies of various sizes

          



Composition of assets as well as  numerical calculation  important.

          



short term liquidity 

Debt to equity

= Total Liabilities / Total Stockholders Equity

·  Measures long term solvency

· right side of balance sheet

· optimal or right mix of debt and equity

· alternatively compare  Debt to total assets as 

Total Liabilities / Total Assets

Examples:
P2-3, P2-4 &  P2-5, C2-2.

The Statements of Retained Earnings and Stockholders’ Equity      

Statement of stockholders’ equity  shows changes in both capital stock and retained earnings

Statement of Retained earnings  concentrates only on this one component.

Example:
E2-6 

The Statement of Cash Flows

11. Statement of Another flow statement 

2.
Tells where the entity got cash, how much they got, what they did with it

12. operating, investing, and financing activities

13. cash effects only

Operating 
cash resulting from or used by  purchase and sale of a product, but on a cash basis

Investing  
acquisition of operating assets

Financing  
cash obtained from borrowing  and issue of stock, or used to pay off debt

Net Change
in Statement of cash flows equals the change in cash between last period and this period as shown on the balance sheet. 

“bottom line” of statement should tie with cash as shown on balance sheet

Example:
P2-9

Relation between Income Statement and Balance Sheet

Income 




-increases retained earnings

Dividends - distributions of income

-reduce retained earnings.

Thus, Ending Retained Earnings=Beginning Retained Earnings + Net Income ‑ Dividends

OR
 OE t+1
=  
   
   OE t
 
 (Balance Sheet) 

+ Earnings t+1   (Income Statement)

-  Dividends t+1 

+ Increases in Contributed Capital t+1 (Balance Sheet)  

Alternatively:

A
=
L
+
OE/SE


=
L
+
Contributed Capital
+
Earned Capital 

Now,

Earned Capital

= Beginning  of Period Earned Capital

+
Earnings this period


-
Dividends declared  this period

Monaco Coach

end of    2000

during 2001   


end of 2001
Corporation                                


Income   
$24,919
                                




Dividends
none

      
Assets


$321,610





$427,098
 
Liabilities        
$134,985


                      
  
$213,968
      
Equity

Stock 
$47,222

               
 

$48,808

  


R. E.
$139,403

Retained      
$24,919  
$164,322
Other Elements of an Annual Report

· Letter from the President or Chairman of the Board.
· Product Review.
· Management report briefly states that responsibility for information lies with company, is checked by audit.

· Auditor’s report is an opinion, based upon certain tests.
· Management discussion and analysis provides explanation for certain amounts in the statements.

· Notes to statements satisfy fully disclose accounting policies, and expand upon selected areas in statements.
· Summary of selected financial data, for a number of years - aids in trend analysis.

REFERENCE: 

Understanding a Company’s Finances - A Graphic Approach by W. R. Purcell Jr., Barnes & Noble Books, A Division of Harper & Row Publishers. 
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