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			MAIN IDEA

			The ability to understand and analyze financial statements is an essential business skill.

			Financial statements reflect the financial health of a company, and can be the sole basis for making investment decisions. For a company’s management, how decisions made will be reflected in the company’s balance sheet can be a major factor when considering the direction the company may take.

			The key financial statements are the Income Statement, the Balance Sheet and the Cash Flow Statement. The information contained in these materials can then be used to calculate a wide array of financial ratios. The financial ratios are an excellent way to compare one company to another, as well as to evaluate the competence and results of one management team by comparison with another.

			Important Note About This Ebook

			This is a summary and not a critique or a review of the book. It does not offer judgment or opinion on the content of the book. This summary may not be organized chapter-wise but is an overview of the main ideas, viewpoints and arguments from the book as a whole. This means that the organization of this summary is not a representation of the book.

			Summary of Understanding Financial Statements (Joseph T. Straub)


				UNDERSTAND THE INCOME STATEMENT

Main Idea

An Income Statement summarizes a company’s sales revenue and level of profitability for a specified period of time. It categorizes:

	The company’s total sales income

	The costs of the products or services sold

	The company’s expenses

	Whether the company showed a profit or loss for that period



Supporting Ideas

The Income Statement is important because it provides the reader with a measure of the profitability of the business enterprise. There will be periods (such as during establishment) when it is anticipated the company will run at a loss in anticipation of large profits at later stages, but the long-term survival of any business will ultimately depend on its ability to operate profitably over an extended period of time. The Income Statement can be used to determine that profitability.

A sample Income Statement is found on page 3 of this summary. Taking each of the main items in turn:

Net Sales

Net Sales = Total Sales - Returns - Discounts - Allowances

This is the company’s total sales revenue, or to be more precise, the company’s sales revenue once customer returns, sales discounts and other allowances have been taken into account.

Cost of Goods Sold

Cost = Opening Inventory + Purchases - Closing Inventory

This is calculated as the inventory held at the beginning of the period plus new purchases made during the period, minus the amount of inventory left at the end of the period.

Gross Profit

Gross Profit = Net Sales - Cost of Goods Sold.

This is a measure of how much the company made before expenses and taxes have been allowed for.

Operating Expenses

This section shows how much money was applied to running the company for the period specified. Companies break this section down into whatever categorizations are applicable to their situation.

In the case of SampleCo, the company is a distributor – it buys finished goods and resells them to retail stores and other individuals. Therefore, operating expenses have been broken down into two categories:

	SellingAll expenditure incurred in running the company’s sales programs, including staff salaries, advertising expenditure, sales promotions, depreciation of the equipment used in the sales process and so on.


	General & AdministrativeAll company expenditure on everything except the sales program. This typically includes office lease, salaries, interest on loans, equipment purchases (and annual depreciation on that equipment), interest on loans, repairs to equipment and so on.
Earnings Before Income Tax
Pre-Tax Earnings = Gross Profit - Total Operating Expenses




This is a more accurate way to determine the profitability (or otherwise) of the company. A total sales revenue figure is useful, but the company’s future depends on its earnings rather than its net sales.

Income Tax

Income Tax = Earnings × applicable Corporate Tax Rate

Allowance for the company’s liability to pay tax on its corporate earnings.

Net Income

Net Income = Earnings Before Income Tax - Income Tax

This, then, is the company’s bottom line after meeting all its obligations and expenses.

Earnings Per Share

Earnings Per Share = Net Income / Number of shares issued

This is a commonly used financial ratio for comparative and other analytical purposes.

Note that SampleCo’s Income Statement is for a company that distributes products. If SampleCo were a service provider only, there would be no cost of goods sold. In that case, the company’s net sales equals its gross profit. (There would also be no inventory of services sitting in a warehouse somewhere to allow for).

Key Thoughts

“Who needs financial statements? You and a lot of other folks. You can relieve your anxiety about your company going bankrupt (or bail out early) by reading its statements. You can also track its financial performance, which has a major impact on the value of your stock options, 401(k) plans, profit—sharing programs and how much expensive art work top management can buy to decorate the executive suite.”

– Joseph Straub

“With an understanding of financial statements, you’re better equipped to make and defend your own business proposals in dollars and cents. When you make requests for better equipment to run your department or team, you’ll be equipped to make and substantiate your proposals. You’ll also become known as a “bottom line” manager, and that’s good.”

– Joseph Straub
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2.  UNDERSTAND THE BALANCE SHEET

Main Idea

A Balance Sheet is a snapshot of the financial condition of a company as at a specified date. It states the company’s “basic accounting equation”:

Assets = Liabilities + Owner’s Equity

Assets are anything of value the company owns.
Liabilities are any short- or long-term debts the company has.
Owner’s Equity is the owner’s stake in the business.

Supporting Ideas

Most of the accounts shown on a Balance Sheet fluctuate from day to day or from one period to another, based on the results of the business activities undertaken by the company. These balances fluctuate perpetually – as long as the company remains operationally active. A company’s Balance Sheet on one specified date may vary dramatically from the same company’s balance date a short period later if the company is involved in major transactions or operates in a dynamic business environment.

Taking each of the sections of the sample Balance Sheet found on page 5 in turn:

Assets

Defined as anything of value the company owns, assets typically include:

	Cash at the bank

	Accounts receivable (from sales made on credit)

	Equipment and fixtures the company owns



Most companies break assets down into two categories:

	Current AssetsCash at the bank, cash equivalents (certificates of deposit, stocks, corporate or government bonds), promissory notes due within a year and other marketable securities, merchandise inventories (both finished goods and goods in the process of being manufactured).


	Property and EquipmentLand, buildings, machinery, equipment, fixtures, furniture, furnishings, etc. Shown at cost of purchase as a general rule, minus the amount they’ve depreciated by.




The above assets are tangible assets. Some companies also introduce intangible assets onto their Balance Sheets, such as patents and copyrights.

Liabilities

Defined as all the debts the company owes to creditors of every kind.

Generally broken down into:

	Current LiabilitiesBills the company must pay within the next 12 months. Even the employees are creditors of the company on the balance date because the company owes them salaries that won’t be paid until payday. These will be included in this section.


	Long-Term LiabilitiesAny bills that will come due in more than a year. This will include mortgages, corporate







	Common Stock

	Capital in Excess of Par Value

	Retained Earnings




Key Thoughts









Main Idea


	Operations – the company’s day to day business activities

	Investing activities

	Financing activities



Supporting Ideas




	On an accrual basis.

	On a cash basis.








	The accounts receivable for this year were $221,275 higher than last year. Therefore, there is a decrease of $221,275 in the company’s cash at hand.

	The company’s ending inventory for this year was $940,000 lower than its beginning inventory. That acts to free up the equivalent amount of cash, adding to the cash at hand.

	Notes receivable increased by $30,000 – meaning the company has $30,000 less cash at hand.

	A decrease in accounts payable of $202,500 decreases the company’s cash at hand because funds have been applied to paying down these balances.

	Depreciation on equipment doesn’t physically decrease the company’s cash balance – therefore, the generally accepted convention is to show this item as an inflow of cash from operations.














	Forecast future cash flows

	Determine the amount of investment in new technologies

	Confirm cash reserves for future dividends



Key Thoughts





Main Idea


Supporting Ideas


	Ratio of Net Income to Net Sales

	Ratio = Net Income / Net Sales

	Shows how much net income (or profit) the company makes on every $1 of sales it generates. Obviously, the higher the better, but this is generally evaluated by comparison to similar companies in the same industry.

	Inventory Turnover




	This is the number of times the company completely sold out of its inventory that year – indicating strong demand. A “good” turnover figure varies from industry to industry – for supermarkets, it may be 24 and for jewelry stores, the inventory turnover may be 0.5.

	Current Ratio

	Current Ratio = Current Assets / Current Liabilities

	This is a measure of the safety of the company. It measures how many times the company could pay its present debts if it applied all its current assets. Strong companies generally have up to $3 in current assets for every $1 in current liabilities. (If they have more than this, the management are not applying all the company’s current assets efficiently).

	Acid Test Ratio




	This ratio shows how well the company could pay its current debts using only its most liquid assets. This is a more accurate measure of the strength of a company than the Current Ratio, because that includes assets that may be hard to liquidate, such as inventory. Again, a strong company will be well positioned to survive market downturns if it has sufficient liquid assets standing behind every $1 in current debts owing.

	Ratio of Debt to Stockholders’ Equity

	Ratio = Total Liabilities : Stockholders’ Equity

	This shows whether creditors or stockholders have the biggest stake in the company.

	A ratio of $0.39 : $1.00 says that creditors have a claim of 39 cents for every $1 stockholder’s could claim.

	A ratio of $1.00 : $1.00 says the company is worth as much to outsiders as it is to its owners.

	A ratio of $3.00 : $1.00 says the company is heavily financed with debt.

	Rate of Return on Stockholders’ Equity

	Rate = Net Income / Stockholder’s Equity

	Normally expressed as a percentage, a high return shows the management is effectively managing the stockholder’s investment. A low return suggests the management should be changed or stockholder funds could be more advantageously invested in another company.

	Rate of Return on Total Assets

	Rate = Net Income / Total Assets

	Tells stockholders and creditors how well the company’s management is managing the company’s assets. Has no absolute significance, only comparative significance to other companies in the same industry.

	Number of Days Sales in Receivables

	Calculate in two steps:	Step 1. Average Sales = Net Sales / 365

	Step 2. Number = Accounts Receivable / Average Sales








	Trade associations

	Dun & Bradstreet (which publishes key ratios for more than one hundred lines of business each year)

	The widely available financial statements for public companies in the same industry.

	The Annual Statement Studies published each year by Robert Morris Associates.
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SampleCo,, Inc.
Consolidated Income Statement

For the Year Ended December 31, 2000

Net Sales
Cost of Goods Sold:
Inventory, January 1
Purchases (net)
Goods available for sale
Less inventory, December 31
Gross Profit

Operating Expenses:

Seling:

Sales salaries expense
Advertising expense

Sales promotion expense
Depreciation - Selling equipment

General & Administrative:

Office salaries expense

Repairs expenses

Utiities expense.

Insurance expense

Equipment expense

Interest expense

Misc. expense

Depreciation - Office equipment

Total Operating Expenses
Earings Before Income Tax
income Tax

Net Income

Common Stock -- Shares Outstanding

Earnings Per Share of Common Stock

4,190,000
25,418,500
29,608,500

3,250,000

1,991,360
3,527,650
987,745
403,850

1,124,650
112,655
39,700
48,780
63,750
211,020
650,100
73,900

6,910,605

52,324,555

538,028,500

$26,358,500

§71,670,000

9,235,160
§2434840
$ 925239

§1.500,601

2,500,000

$0.60





