Understanding balance sheet

Understanding income statement

Understanding cash flow statement



Balance Sheet Format

most  qg of a specific date

liquid
asset | SSETS
A CasH A
ACCOUNTS RECEIVABLE B
INVENTORY C
PREPAID EXPENSES D
CURRENT ASSETS A+BACsD=E
loast OTHER ASSETS F
liquid
10" FIXED ASSETS AT COST G
A\ ACCUMULATED DEPRECIATION _H
NET FIXED ASSETS G-H=l
TOTAL ASSETS E+F+I=J

Grouping Assets for Presentation

* Assets are grouped for presentation on the Balance Sheet
according to their characteristics:

very liquid assets ..... cash and securities
productive assets ..... plant and machinery
assels for sale ... inventory

e Accounts receivable are a special type of asset group
—the obligations of customers of a company to pay the
company for goods shipped to them on credit.

» Assets are displayed in the asset section of the Balance
Sheet in the descending order of liquidity (the ease of
convertibility into cash). Cash itself is the most liquid of
all assets; fixed assets are normally the least liquid.



Balance Sheet Format

as of a specific date

LIABILITIES & EQUITY
K ACCOUNTS PAYABLE
L ACCRUED EXPENSES
M CURRENT PORTION OF DEBT
N \Ammnm TAXES PAYABLE
K+L+M+N=0 CURRENT LIABILITIES
P LONG-TERM DEBT
Q CAPITAL STOCK
R RETAINED EARNINGS
Q-R=8 SHAREHOLDERS' EQUITY
O+P+8=T TOTAL LIABILITIES & EQUITY

Current Liabilities

¢ Current liabilities are bills that must be paid within one
year of the date of the Balance Sheet. Current liabilities
are a reverse of current assets:

current assets...provide cash within 12 months
current liabilities...take cash within 12 months.

® The cash generated from current assets is used to pay
current liabilities as they become due.

® Current liabilities are grouped depending on to whom
the debt is owed: (1) accounts payable owed to suppliers,
(2) accrued expenses owed to employees and others for
services, (3) current debt owed to lenders and (4) taxes
owed to the government.



Income Statement Format
for the period x through v

NET SALES A

COST OF GOODS B

GROSS MARGIN A-B=C
SALES & MARKETING I

RESEARCH & DEVELOFPMENT E

GENERAL & ADMINISTRATIVE F _
QOPERATING EXPENSES D+E+F =
INCOME FROM QPERATIONS C-G=H
INTEREST INCOME I

INCOME TAXES J

NET INCOME Hel-d = K

The Income Statement

* The Income Statement gives one important perspective
ont the health of a business—its profitability.

* Note: The Income Statement does not tell the whole picture
about a company's financial health.

The Balance Sheet reports on assets, [iabtiities and equity.
The Cash Flow Statement reports on casht movements.
* Also note: The Income Statement says nothing about

when the company receives cash or how much cash 1t has
on hand.



The Income Statement (continued)

¢ The Income Statement reports on making and selling
activities of a business over « period of time:

what's sold in the period

minus

what it cost to make

TS

selling & general expenses for the period
equrls

income for the period.

® The Income Statement documents for a specific period
(a month, quarter or year) the second basic equation of
accounting:

Sales - Costs & Expenses = Income
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Income Statement Format
for the period x through v

NET SALES A
_CD?T OF GOODS o B
(FROSS MARGIN A~B =0
SALES & MARKKETING D
RESEARCH & DEVELOPMENT E
_GENERAL & ﬁDMINISTRAT_]?E _ I’
OPERATING EXPENSES D+E+F = (¢
INCOME FROM QOFPFERATIONS {-{;=H
INTEREST INCOME I
INCOME TAXES J
NET INCOME H+T-J =K
Net Sales

* Sales are recorded on the Income Statement when the
company actually ships preducts to customers. Customers
now have an obligation to pay for the product and the company
has the right to collect.

* When the company ships a product to a customer it also
sends an invoice {a bill). The company’s right to collect is
called an account receivable and is entered on the company’s
Balance Sheet.

* Note: Net sales means the total amount the company
will ultimately collect from a sale—that is, list price less
any discounts offered to the customer to induce purchasa.



Sales vs. Orders

¢ A sale is made when the company actually ships a product
to a customer. Orders, however, are something different.

®* Orders become sales only when the products ordered
have left the company’s loading dock and are en route to
the customer.

* When a sale is made, income is generaied on the Income
Statement, Orders only increase the “backlog” of products
to be shipped and do not have an impact on the Income
Statement in any way. Simply receiving an order does not
result in income.

Costs

* Costs are expenditures for raw materials, workers' wages,
manufacturing overhead and so forth. Costs are what you
spend when you buy {or make} products for inventory.

®* When this inventory is sold, that is, shipped to customers,
its total cost is taken out of inventory and entered in the
Incame Statement as a special type of expense called cost
of goods sold.

¢ Costs lower cash and increase inventory values on the
Balance Sheet. Only when inventory is sold does 1ts value
move from the Balance Sheet to the Income Statement as
cost of goods sold.



Income Statement Format

for the period x through y
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Cost of Goods Sold

¢ When a product is shipped and a sale is booked, the
company records the total cost of manufacturing the
product as cost of goods sold on the Income Statement.

* Remember: When the company made the product, it
took all the product’s costs and added them to the value

of inventory.

* The costs to manufacture products are accumulated in
inventory until the products are sold. Then these costs
are “expensed” through the Income Statement as cost

of goods sold.
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Income Statement Format
for the period x through y

NET SALES A
\ COST OF GOGDS B
GROSS MARGIN A-B =C
SALES & MARKETING D
RESEARCH & DEVELOPMENT E
GENERAL & ADMINISTRATIVE F
{OPERATING EXPENSES D+E+F =G
INCOME FROM OPERATIONS C-G=H
INTEREST INCOME I
INCOME TAXES J
NET INCOME H+I-d =K
Gross Margin

» Gross margin is the amount left over from sales after
product manufacturing costs (cost of goods sold) are
taken out. Gross margin is sometimes called “gross profit”
ar the company’s “manufacturing margin.”
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Cost vs. Expense

* Two different terms, cost and expense, are used to describe
how the company spends its money:

Manufacturing expenditures to build inventories
are called costs,

All other business expenditures are called expenses.

* Note: Using the terms “cost” and “expense” correctly will
make it easier to understand how the Income Statement
and Balance Sheet work together.

* Also note: An “expenditure” can be either a cost or an expense.

Expenditure simply means the use of cash to pay for an item
purchased,

Expenses

* Expenses pay for developing and selling products and
for running the “general and adminisirative” aspects of
the business.

* Examples of expenses are paying legal fees; paying a sales
person’s salary; buying chemicals for the R&D laboratory
and so forth.

* Expenses directly lower income on the Income Statement.

* Note: The words “profit” and “income” mean the same thing.
That is, what’s left over {rom sales after vou have subtracted
all the costs and expenses,



Income Statement Format
for the period x through y

NET SALES A

COST OF GOODS B

GROSS MARGIN A-B=2C
SALES & MARKETING D

RESEARCH & DEVELOPMENT E

\ GENERAL & ADMINISTRATIVE F .

OPERATING EXPENSES D+E+F =G
INCOME FROM OPERATIONS C-G=H
INTEREST INCOME I

INCOME TAXES J

NET INCOME H+I-J =K

Operating Expenses

* Operating expenses are those expenditures (that is,
cash out) that a company makes to generate income,

* Common groupings of operating expense are:

1. Sales & Marketing expense,
2. Research & Development (“R&D”) expenses, and
3. General & Administrative (“G&A”) expenses.

* Operating expenses are also called “SG&A” expenses,
meaning “sales, general and administrative expense.”



Income or (Loss)

* If sales exceed costs plus expenses (as reported on the Income
Statement), the business has earned income. If costs plus
expenses exceed sales, then a loss has occurred.

* The terms “income” and “profit” and “earnings” all have the
same meaning—what'’s left over when you subtract expenses
plus costs from sales.

Note: The Income Statement is often referred to as the
“Profit & Loss Statement,” the “Earnings Statement,”
or simply the “P&L.”

* Remember: Income is the difference between two very large
numbers: sales less costs and expenses. Slightly lower sales
and/or slightly higher costs and expenses can eliminate any
expected profit and result in a loss.

I
" Profit.. the difference between

two large numbers—revenue
i and costs & expenses.
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Income Statement Format
for the period x through v

NET SALES A

COST OF GOODS B

GROSS MARGIN A-B =C

SALES & MARKETING D

RESEARCH & DEVELOPMENT E

CENERAL & ADMINISTRATIVE F

OPERATING EXPENSES D+E+F = G
A | NCOME FROM OPERATIONS C-G=H

INTEREST INCOME 1

INCOME TAXES J

NET INCOME H+I-J =K

Income From Operations

¢ A manufacturing company’s operattons are all its actions
taken in making and selling products, resulting in both
expenses and costs. The term income from operations
refers to what is ieft over after expenses dnd costs are
subtracted from sales.

* Note: Companies can also generate income and have
expenses from financial (non-operating) activities.
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