Financial Statements     1

Financial Statements

University of Phoenix





         MBA-503




     August 7, 2008


“The purpose of financial information is to provide inputs for decision making” (Kimmel et al., 2007, pg 6). A firm’s financial statements are important to various stakeholders and are expected to contain truthful information. Due to the Sarbanes-Oxley Act, law requires a company to report honestly. By using the data recorded in one of the 3 main formats (income statement, balance sheet, statement of cash flows), management and external stakeholders can make more informed decisions. This paper will discuss the functions and uses of accounting documents for optimizing financial strategy.

Users of financial statements are described as either internal or external. Internal refers to those within the company (management, directors), while external refers to all who are not employed by the firm (example: investors, creditors, IRS, customer’s et al.). Due to the Sarbanes-Oxley Act (220), organizations are bound by law to report earnings and debt accurately. This reality is encouraging increased ethical behavior.

In business, the main activities are described as operating, financing and investing. “The accounting information system keeps track of the results of each of the various business activities” (Kimmel et al., 2007, pg 10). Important definitions to know are: Assets-which is a firm’s resources (cash, plant/equipment), Liabilities-which is debt and additional obligations, Revenue- which is an increase in assets from sales and Expenses-which are the cost of assets used to gain revenue (Kimmel et al., 2007, pg 10-11). Whether or not a company’s revenue meets expenses is called net income or net loss.

The income statement is designed to report profitability (income or loss) over a specific period. Two types of income statements used are called single step and multi-step. Single step subtracts total expenses from revenues ending in net income, and multi-step gives a list of particulars that result in net income. Three important sections in a multi-step income statement are gross profit (sales minus cost of goods sold), income from operations (gross profit minus operating expenses), net income (placed after calculating non-operating activities). 

“The balance sheet indicates what the firm owns and how these assets are financed in the form of liabilities and ownership interest” (Block et al., 2005 pg 28).  This statement shows the status of a company’s asset and liabilities, which is very important for establishing liquidity (ability to pay short term obligations) and lists short/long term liabilities. For the Asset section: Current assets are listed in order of liquidity (example: cash, short term investments), then long term investments, followed by property, plant/equipment, and intangible assets. The Liabilities and Stockholder’s Equity section includes current liabilities, long term liabilities, and stock holder’s equity (common stock, retained earnings-also known as net income). Whether management is evaluating operations expansion or a stockholder is reassessing a holding, the balance sheet can strengthen decision making. 

“The statement of cash flows reports the cash receipts, cash payments, and net change in cash resulting from operating, investing, and financing activities during a period” (Kimmel et al., 2007, 587). This document is very important because it shows a company’s cash flow and ability to pay obligations. Cash provided by operating activities, under the indirect method includes: 
1) net income which is adjusted for depreciation, amortization, and depletion. 2) adjustments for “gains and losses on the sale of plant assets” (Kimmel et al., 2007, pg 599). 3) adjustments for non-cash assets and liabilities (current). Determining cash flows from operating activities can help management make informed allocation decisions.

Calculating cash flows from investing and financing activities involves the identification of an increase or decrease in assets and liability accounts. “Increasing investments represent a use of funds, and decreasing investments represent a source of funds” (Block et al., 2005 pg 34).
For example: buying land or plant equipment, issuing bonds, or an increase in retained earnings (net income). These cash flows help indicate a firm’s ability to meet long term asset financing needs, and the level of risk involved in doing so.

Having assessed a company’s free cash flow can help an analyst measure liquidity and solvency for a given organization. Free cash flow is a term used to state the cash remaining from operations following capital expenditures and dividend adjustments. Through using established ratios to measure the present value of a company’s future flows, internal and external decisions will be more informed. Financial statements provide the framework that leads to the final assessments extremely reliant upon accurate recording. As a study of financial management ensues, a clear understanding of accounting documents must exist.
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