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Financial statements serve as both milestones and signposts.  As milestones, financial statements help the reader assess the past financial performance and current financial condition of a proprietorship, partnership, or corporation.  As signposts, financial statements provide information about the past and present that is useful in predicting future financial performance and condition.   

The most frequently encountered and most widely used financial statements are the Balance Sheet, the Income Statement, The Statement of Retained Earnings, and the Statement of Cash Flows.  (The Income Statement and the Statement of Retained Earnings are often combined in a single presentation.)  These general-purpose financial statements are intended to provide information to shareholders, creditors, and other stakeholders about the financial position, operating results, and investing/financing activities of an organization.

Financial statements reflect only past transactions and events.  A transaction typically involves an exchange of resources between the business and other parties.  Purchase of goods held for resale, either on open account or for cash, is an example of a transaction.   

BASES OF ACCOUNTING

Although there are many hybrid systems that combine elements of both, the two most widely used bases of accounting are the cash basis and the accrual basis.

Cash Basis.  Under the cash basis of accounting, revenue is recognized when cash is received and expenses are recognized when cash is disbursed.  Many small businesses and most individuals use the cash basis of accounting when preparing financial statements and tax returns.  A key reason for its popularity is that it is simple: any cash coming in is treated as revenue while any cash going out is treated as expense.  The cash basis also allows individuals to shift (legally!) receipts and payments from one period to another to reduce taxable income.  Because the timing of receipts and disbursements will influence reported profit (or taxable income), the cash basis doesn’t reflect true results of operations for a period of time or true financial position at a point in time.  And, since timing of receipts and disbursements can distort reported information, many small businesses as well as large corporations use the accrual basis of accounting.

Accrual Basis—Under the accrual basis of accounting, revenues are recognized when they are realized and expenses are matched against revenue.  

Realized—revenue is realized when the earning process is virtually complete and the amount that will be collected is measurable and reasonably assured 

Recognized—revenue is recognized by making an entry in the financial records

Matching—insures that expenses are recognized in the same period as the revenue they helped generate  

Important measurement assumptions and concepts that underlie the preparation and interpretation of financial statements include the following:

Entity Assumption—regardless of its form (corporation, partnership, proprietorship), a business enterprise exists separate and apart from its owners

Monetary Assumption—only those transactions that can be valued in monetary terms are recorded in the financial records

Going Concern Assumption—in the absence of evidence to the contrary, the business is expected to continue into the future: it will be able to use its investment in assets to generate adequate income and cash to satisfy current and potential liabilities

Time Period Assumption—economic activities can be divided into artificial time periods such as a month, quarter, or year.  (However, the shorter the time period, the more difficult it becomes to accurately measure elements of economic activity.)

Historical Cost—with few exceptions, amounts in the financial records and statements represent exchange value at the date of acquisition, not current value or replacement cost.  

Conservatism—when there is doubt concerning which accounting choice is appropriate, conservatism indicates the firm should use the approach that is least likely to overstate income or assets.

Consistency—similar transactions should be treated the same way from year to year so that statements can be compared over time

GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

Generally Accepted Accounting Principles (GAAP) is a set of “ground rules” for valuing, recording, presenting, and disclosing financial information.  The principles set forth in GAAP are intended to (1) help insure consistency in the financial statements of a given firm from period to period and (2) provide some assurance that the financial statements of one firm can be compared to those of another.  

Because there are choices within GAAP (depreciation methods, inventory valuation methods, etc.), firms disclose which alternatives they chose in the first footnote to the financial statements, the Summary of Significant Accounting Policies.  Other important information about how individual items are handled by the company is provided parenthetically in the statements themselves or in additional footnotes.

AUDITED, REVIEWED, COMPILED

A firm’s management is responsible for the content and preparation of financial statements; however, the involvement of independent accountants enhances the credibility of management-prepared statements.  

When a CPA is involved in compiling management-provided financial data in the form of a financial report but performs no other procedures, she/he will provide a Compilation Report.  A Compilation Report informs the reader that the accountant expresses no opinion on the statements and provides no assurances about the financial information presented.  

If information underlying the financial statements is reviewed by the CPA but not subjected to the extensive procedures of an audit, he/she may issue a Review Report which provides limited assurances to users of the statements.  Small businesses structured as proprietorships or partnerships would be the most likely to use/provide compiled or reviewed financial statements.

An audit consists of a much more extensive examination of evidence supporting the financial statements as well as an intensive review of the audited firm’s internal control system.  Because of the overwhelming volume of information/evidence, auditors use statistical sampling to select transactions for review and perform tests as the basis for drawing inferences about the reasonableness of amounts reported in the financial statements.  Audit opinions are of the following types: unqualified, unqualified with explanatory language, qualified, and adverse.  The auditor can also decline to express an opinion.

ELEMENTS OF FINANCIAL POSITION:  THE BALANCE SHEET

The balance sheet provides a “snapshot” of a firm’s financial position.  Prepared at a point in time, the balance sheet shows what the firm owns (assets) and owes (liabilities owed to outsiders plus the residual interest owed to shareholder/owners).

Assets.  An asset is something the firm owns that has future economic benefit.   An item cannot be recorded as an asset unless the company owns it.  Equipment leased under a short term operating lease or a building that is rented would, therefore, not be considered an asset.  However, ownership is not enough: the item, whether tangible (you can stub your toe on it) or intangible (no physical substance), must have future economic benefit.  An example of something a company owns that has no future economic benefit is obsolete inventory.  

In most financial statements, assets are divided into at least two categories: current and non-current.  Current assets comprise those assets that are expected to be converted into cash or used up within one year or the operating cycle.  Non-current assets include property, plant and equipment (PP&E), intangible assets, and deferred charges.  PP&E and other non-current assets are not acquired with the intent to resell them; rather, they provide the productive capacity to earn revenue (going concern, historical cost).  Non-current assets have a useful life of more than one year.

Liabilities.   Liabilities are obligations to pay or convey assets in the future based on past transactions.  Liabilities are divided into current and non-current.  Current liabilities are those obligations that will be satisfied within one year or the operating cycle; non-current liabilities are debts due after one year.  Regardless of their classification as current or non-current, liabilities represent a claim, not an ownership interest.

Shareholders’ Equity.  Shareholders’ equity is the ownership interest of those who have invested in the company through the purchase of capital stock.  Shareholders’ equity account classifications include capital stock, additional paid in capital, and retained earnings.  A corporation may have several different classes of stock, each having slightly different characteristics.  The two general classes are preferred stock and common stock.  Preferred stock will have a stated dividend rate or amount and will usually have preferences as to payment of dividends or distribution of assets in the event of liquidation.   Corporations are under no obligation to declare dividends; however, if dividends are declared, the holders of stock with preferences must receive dividends before dividend payments can be made to the holders of common stock.  

Businesses may have more than one class of common stock; at least one class will be voting stock. The holders of common stock have no guarantees: they are the risk-takers who will benefit the most if a company is successful but who will lose the most (often their entire investment) if the company fails.

The Accounting Equation.  Assets will always equal liabilities plus shareholders’ equity.  This is not sleight of hand but the result of recognizing that each transaction has two sides.  Another way of stating this duality is to note that the items listed on the right side of the balance sheet, liabilities plus shareholders’ equity, can be viewed as the sources of the assets listed on the left side of the balance sheet or as claims against those assets.

A CLOSER LOOK AT THE BALANCE SHEET

ASSETS

Current Assets

Cash—cash and cash equivalents including currency, bank deposits, and various marketable securities that can be converted into cash on short notice.  Only securities that are purchased within 90 days of their maturity dates may be classified as cash. 

Marketable Securities—short-term equity and debt investments that are readily marketable and that the company intends to convert into cash.  Generally shown at fair market value, marketable securities usually represent an investment of idle cash.

Accounts Receivable—amounts due from customers that have not yet been collected.  Accounts receivable should “turn over” or be collected within the firm’s normal collection period, usually 30 to 60 days.  An increase in the collection period may signal either a customer’s inability to pay or the company’s inability to collect.   Managers and readers of financial statements are interested in the estimated cash that will be generated from collection of accounts.  Because some customers may fail to pay amounts due, an allowance for doubtful accounts is deducted from accounts receivable to derive the net amount of cash that the company believes will be collected.

Inventories—represents items that have been manufactured or purchased for resale to customers.   The generally accepted method of valuation for inventories is the lower of cost or market.  Market, in this case, is the cost to replace the item.  “Writing down” inventory to no more that the amount that can realized through its sale provides a conservative estimate.  In presenting inventories, companies must disclose the cost flow assumption used.  The most common cost flow assumptions are first-in, first-out (FIFO), last-in, first-out (LIFO) and average cost.  FIFO matches the cost of the oldest merchandise to the revenues earned in a given period; LIFO matches the cost of the most recently purchased items to revenue earned; and average matches the weighted average cost of all items in inventory to revenue.

Prepaid Expenses/Other Current Assets—usually minor elements of the balance sheet, “prepaids” represent payments made in advance, the benefits of which have not yet been used up.  Examples might include rent, insurance and advertising contracts.

Non-Current Assets

Property, Plant & Equipment—also referred to as “fixed assets,” PP&E generally includes such long-lived elements as land, buildings, machinery, equipment, furniture, automobiles, and trucks.  PP&E is recorded at historical cost and shown at that cost less accumulated depreciation.  Because, with the exception of land, these long-lived assets are expected to gradually lose their economic usefulness over time, a portion of the total cost is allocated to current expense via depreciation.  (Depreciation expense “matches” a portion of the asset’s cost to the revenue it helped generate in a given period.) Accumulated depreciation represents all depreciation expense to date for each depreciable asset included in PP&E.  

Intangibles—are assets with no physical substance but which often have great economic value. Only those intangibles that have been purchased are shown as assets.  Patents, copyrights, and trademarks are examples of intangibles. Another important type of intangible asset is goodwill.  Goodwill is a label used by accountants to denote the amount paid for (economic value of) an acquired firm in excess of its net identifiable tangible and other intangible assets.  Until recently, the cost of intangibles, including the amount assigned to goodwill, was spread over multiple operating periods via amortization, a process similar to depreciation.  The amortization process for intangible assets other than goodwill remains the same; however, in 2001, the Financial Accounting Standards Board issued a new standard that eliminates periodic write offs in favor of a periodic evaluation to determine if the goodwill asset has been impaired.  If permanent impairment is believed to have occurred, this loss in value is treated as an expense in the period in which it occurs.

LIABILITIES

Current Liabilities

Accounts Payable—the amounts the company owes to regular business creditors from whom it has bought goods and services on open account.  Often called “trade debt,” accounts payable represents the short-term, unsecured debt that arises in the normal course of trade or business.

Notes Payable—are more “formal” liabilities because they are evidenced by a written promise to pay.  A note is a legal document that a court can force a firm to satisfy.

Accrued Expenses—represent liabilities for services received but unpaid at the date of the balance sheet.  Accrued expenses shows the total amount the company owes for such items as salaries, rent, utility bills, and other operating expenses.  

Income Taxes Payable—includes unpaid taxes due within one year.  Many firms use the more general category Taxes Payable and include in the total amounts owed for payroll and other taxes as well.  

Other Current Liabilities—might include warranty obligations and unearned revenue.  If interest payable is a relatively insignificant amount, it may be included here.  A firm will have unearned revenue if it has received cash in advance of providing goods or services (a newspaper or magazine is a good example.)  Unearned revenue is a liability because the firm must either provide the goods/services as promised or return the cash received.

Long Term Liabilities

Deferred Income Taxes—result when different accounting methods are used for financial and tax purposes.  For example, a company may use accelerated depreciation for tax purposes and straight-line depreciation for financial accounting purposes.  The higher (accelerated) depreciation expense results in a lower income tax due.  However, because income tax expense for financial accounting purposes reflects the higher amount that would be due if straight-line depreciation were used, the company estimates the difference that will be owed in the future.  This estimate is called deferred taxes.  

Although accounting theorists argue over whether deferred taxes actually represent a liability, when tax expense exceeds the amount payable for a given period, the difference is shown as a liability.  You will find this account in the current liability section if the difference relates to a current item (warranty expense for example.

A deferred tax asset results when the amount due for a given period exceeds the amount of expense recognized in the financial statements.  Classification as current or non current will depend on whether the difference relates to a current or non-current item.   

Debentures—or bonds payable are a major source of funds for large firms.  A bond is written evidence of a long-term loan.  It is really a promissory note containing the firm’s promise to (1) pay periodic interest (usually semi-annually) at a specified rate and (2) repay the amount originally borrowed (principal.)  Debentures may be secured or unsecured.  A mortgage bond is a type of secured debenture.  The holders of unsecured bonds rely on the ability of the firm to generate sufficient cash flows to meet principal and interest payments as they come due. 

Other Long Term Liabilities—includes any other amounts owed to creditors with a due date beyond one year.

SHAREHOLDERS’ EQUITY

Preferred Stock—is capital stock with certain preferences as to dividends and distribution of assets in the event of liquidation.  For Serendipity, the preferred stock is $5.83 cumulative $100 par value.  Par value is a legal concept: it is the amount below which shareholders’ equity may not be reduced by the distribution of dividends.  $5.83 is the amount of the annual dividend to be paid.  Cumulative means that if in any year the dividend is not paid, it accumulates and the accumulated amount must be paid to holders of preferred stock before any dividend is paid to the holders of common stock.  The holders of preferred stock generally may not vote and therefore will have no voice in company affairs (unless the company fails to pay dividends at the promised date.)  

Common Stock—is generally voting stock with no specified dividend payment; however, companies may have several classes of common stock which may include non-voting common stock. 

Additional Paid-in Capital—results from selling preferred or common stock at more than its par value.  For example, if 100 shares of $10 par value common stock were sold for $1,500, $1,000 would be shown as common stock and the excess received over par value, $500, would be shown as additional paid in capital.  If a stock has no par value, the total amount received is shown as stock; no portion is assigned to additional paid in capital. 

Retained Earnings—is an historical record of earnings retained in the business.  It’s important to remember that there is NO CASH in retained earnings.  Rather, retained earnings represents a claim against the excess of assets over liabilities.  Retained earnings increases as the result of earning a profit; this account is decreased by incurring a loss.  Declaration of a dividend also results in a decrease in retained earnings because the company is distributing part of its earnings, in the form of cash or other assets, back to its shareholder-owners.

Other Items—Treasury stock is the company’s own stock that has been issued, is fully paid, and has been repurchased by the company.   When a company repurchases its own stock with the intention of holding it temporarily (rather than canceling it) the cost of treasury stock is usually shown as a deduction from stockholders’ equity.
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	2007
	2006

	ASSETS
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Current Assets
	
	
	
	
	
	
	

	
	Cash
	
	
	
	
	
	 $     20,000 
	 $     15,000 

	
	Marketable securities
	
	
	
	
	        40,000 
	        32,000 

	
	Accounts receivable net of allowance for doubtful
	
	      156,000 
	      145,000 

	
	  accounts: 2007, $2,375 and 2006, $3,000
	
	
	
	

	
	Inventories at lower of FIFO cost or market
	
	
	      180,000 
	      185,000 

	
	Prepaid expenses and other current assets
	
	
	         4,000 
	         3,000 

	Total Current Assets
	
	
	
	
	
	 $   400,000 
	 $   380,000 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Property, Plant & Equipment
	
	
	
	
	
	

	
	Land
	
	
	
	
	
	 $     30,000 
	 $     30,000 

	
	Buildings
	
	
	
	
	
	      125,000 
	      118,500 

	
	Machinery and equipment
	
	
	
	      200,000 
	      171,100 

	
	Furniture and fixtures
	
	
	
	
	        15,000 
	        15,000 

	
	Leasehold improvements
	
	
	
	        15,000 
	        12,000 

	
	Total
	
	
	
	
	
	 $   385,000 
	 $   346,600 

	
	Less:  accumulated depreciation
	
	
	
	    (125,000)
	      (97,000)

	Property, Plant & Equipment net
	
	
	
	
	 $   260,000 
	 $   249,600 

	
	
	
	
	
	
	
	
	

	Intangible Assets Net of Amortization
	
	
	
	 $       2,000 
	 $       2,000 

	
	
	
	
	
	
	
	
	

	TOTAL ASSETS
	
	
	
	
	
	 $   662,000 
	 $   631,600 
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	2007
	2006

	LIABILITIES
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Current Liabilities
	
	
	
	
	
	
	

	
	Accounts payable
	
	
	
	
	 $     60,000 
	 $     57,000 

	
	Notes payable
	
	
	
	
	        51,000 
	        61,000 

	
	Accrued expenses
	
	
	
	
	        30,000 
	        36,000 

	
	Income taxes payable
	
	
	
	        17,000 
	        15,000 

	
	Other current liabilities
	
	
	
	        12,000 
	        12,000 

	Total Current Liabilities
	
	
	
	
	 $   170,000 
	 $   181,000 

	
	
	
	
	
	
	
	
	

	Long Term Liabilities
	
	
	
	
	
	
	

	
	Deferred income taxes
	
	
	
	 $     16,000 
	 $       9,000 

	
	12.5% unsecured long term bonds
	
	
	      130,000 
	      130,000 

	
	Other long-term liabilities
	
	
	
	
	         6,000 

	
	
	
	
	
	
	
	
	

	TOTAL LIABILITIES
	
	
	
	
	
	 $   316,000 
	 $   326,000 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	SHAREHOLDERS' EQUITY
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Preferred stock, $5.83 cumulative, $100 par value, authorized
	
	
	

	   issued and outstanding, 60,000 shares
	
	
	
	 $       6,000 
	 $       6,000 

	
	
	
	
	
	
	
	
	

	Common stock, $5 par value, authorized 20,000,000 shares, 2007 
	
	

	   issued 15,000,000 shares, 2006 14,500,000 shares
	
	
	        75,000 
	        72,500 

	
	
	
	
	
	
	
	
	

	Additional paid in capital
	
	
	
	
	        20,000 
	        13,500 

	
	
	
	
	
	
	
	
	

	Retained earnings
	
	
	
	
	
	      250,000 
	      218,600 

	
	
	
	
	
	
	
	
	

	Less: Treasury stock at cost
	
	
	
	
	        (5,000)
	        (5,000)

	
	
	
	
	
	
	
	
	

	TOTAL SHAREHOLDERS' EQUITY
	
	
	
	
	 $   346,000 
	 $   305,600 

	
	
	
	
	
	
	
	
	

	TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY
	
	
	 $   662,000 
	 $   631,600 


ANALYZING SERENDIPITY’S BALANCE SHEET

Investors, creditors, and other users of financial statements often analyze relationships between or among balance sheet accounts using ratios.  The three types of ratios used most often are liquidity ratios, leverage ratios, and activity ratios.

Liquidity Ratios

Liquidity ratios focus on working capital accounts and provide information about a company’s ability to meet currently maturing liabilities from its current assets.    Working capital is current assets minus current liabilities.  For Serendipity, working capital was $230,000,000 in 2007 and $199,000,000 in 2006.  However, relationships provide a great deal more information about liquidity than absolute amounts.

Current Ratio—is current assets divided by current liabilities.  It tells how many dollars of current assets are available to cover each dollar of current liabilities.  For Serendipity, the current ratio for 2007 was $400,000/$170,000 or 2.35 to 1.  The current ratio in 2006 was $380,000/$181,000 or 2.10 to 1.  Serendipity’s liquidity as measured by the current ratio has increased: in 2007 the company had $2.35 in current assets for each $1.00 of current liabilities vs. $2.10 in current assets for each $1.00 of current liabilities in 2006.  Because inventories are usually insignificant for companies in service industries, the current ratio for firms in these industries is generally lower than for firms in merchandising or manufacturing industries.

Quick Ratio—is “quick” assets (current assets minus inventories, prepayments, and other less liquid current assets) divided by current liabilities.  Also called the acid test ratio, the quick ratio shows how many dollars of assets quickly convertible into cash are available for each dollar of current liabilities.  For Serendipity, the quick ratio for 2007 is $216,000/$170,000 or 1.27 to 1.  For 2006, the quick ratio is $192,000/$181,000 or 1.06.to 1.  

Cash Ratio—is cash divided by current liabilities.  The cash ratio shows how much cash is available for each dollar of current liabilities.  Serendipity’s cash ratio for 2007 was $20,000/$170,000, or .12/1:  the company has $.12 of cash for each dollar of current liabilities.  This was an improvement from 2006 when the cash ratio was $15,000/$181,000 or .08/1. 

Leverage Ratios

Leverage ratios provide information about the relationship between the financing provided by owners (shareholders’ equity) and that provided by creditors (current and non-current liabilities.)  Leverage ratios provide a means of assessing the risk associated with using borrowed funds.

Debt to Equity Ratio—is total liabilities divided by total shareholder’s equity.  Serendipity’s debt to equity ratio for 2007 is $316,000/$346,000 or .91 to 1: Serendipity had $.91 in debt for each dollar of equity.  The debt to equity ratio for 2006 was $326,000/$305,600 or 1.07 to 1.  (a debt/equity ratio of 1 to 1 would indicate that a company had an equal amount of debt and equity.)   Some analysts would exclude deferred taxes from liabilities while others might use only long term liabilities in the numerator (either would reduce the debt/equity ratio)—so it’s important to know how this ratio is calculated when you are using comparative ratios.

Long Term Debt to Capital Structure—is long-term debt divided by long term debt plus shareholders’ equity.  It expresses long-term debt as a percentage of the sum of long-term debt and equity financing.  For 2007, Serendipity’s long-term debt to capital structure ratio is $130,000/$476,000 or .27; for 2006 it was $136,000/$441,600 or .31.  In 2007, 27% of the company’s long-term financing was provided by creditors, down from 31% in 2006.      

Debt to Assets Ratio—shows the percentage of total assets financed by creditors.  It is computed by dividing total debt by total assets.  For Serendipity, this measure is 

$316,000/$662,000 or .48 for 2007; it was $326,000/$631,600 or .52 for 2006.  All three leverage ratios show that Serendipity’s financial leverage in 2000 decreased from the prior year.  

Activity Ratios

Activity ratios describe a relationship between an income statement and balance sheet element.  Examples of activity ratios include inventory turnover, asset turnover, average collection period for accounts receivable and days of cash. 

Asset Turnover—is sales divided by total assets.  It measures asset utilization: how many dollars of sales are generated by each dollar invested in assets.  For Serendipity, asset turnover was $765,000/$662,000 = 1.16 for 2007 and $725,000/$631,600 = 1.15 for 2006.  Another way of interpreting this ratio is to note that for each dollar Serendipity invested in assets in 2007, the company was able generate $1.16 in sales.  A higher number indicates that the company used assets more productively while a lower number means that the company used assets less productively to generate sales.

Inventory Turnover—is cost of goods sold divided by average inventory (beginning inventory + ending inventory divided by 2).  It measures the number of times inventory is “turned over” or sold during a year.  Using cost of goods sold rather than sales as the numerator excludes any element of gross profit.  Some published ratios, however, including many industry averages, use sales as the numerator.  It’s important to understand the difference and to make comparisons carefully.  Using cost of goods sold, Serendipity’s inventory turnover for 2007 was $535,000/$182,500 or 2.93.  Assuming that beginning inventory for 2006 was $187,000, average inventory would be $186,000 inventory turnover would be $517,000/$186,000 or 2.78.    

A declining inventory turnover can be a warning signal that customers find a company’s products less attractive; an extremely rapid inventory turnover may indicate an inability to meet customer demand.  Inventory turnover ratios should always be interpreted in light of a company’s inventory policy.  For instance, if a company were attempting to implement a JIT strategy, inventory on hand would be expected to be quite low and turnover quite high while in periods of rising prices, LIFO will result in a higher inventory turnover than FIFO or average cost.

Average Collection Period—for average collection period, the numerator is accounts receivable while the denominator is average daily sales (sales divided by 365.)  Serendipity’s average daily sales for 2007 is $2,095,890.  The average collection period for Serendipity in 2007 would be calculated as  $156,000,000/$2,095,890 = 74.3 days.  For 2006 the ratio would be $145,000,000/$1,986,301 = 73 days.  It is taking Serendipity slightly longer to collect from customers who purchased merchandise on open account.  Average collection period provides information about the quality of accounts receivable and a company’s ability to convert receivables into cash.

A CLOSER LOOK AT THE INCOME STATEMENT

Because the income statement shows how much profit a company earned or the size of the loss it incurred, the income statement is often referred to as the profit and loss or P&L statement.  The income statement shows the results of operations for the time period specified: it shows revenue earned during the period and the expenses that were incurred to earn that revenue.  A classified income statement, such as that prepared by Serendipity, separates sources of revenue and types of expenses.

Revenue.  The first item on an income statement is the company’s principal source of revenue.  For Serendipity, it is net sales (sales less returns and allowances), revenue earned through the sale of goods and services to customers.     

Cost of Goods Sold (COGS).  For a merchandise firm, COGS is the acquisition cost of the merchandise sold plus the cost of freight-in.  For a manufacturer, COGS will include the material, labor, and overhead costs associated with merchandise sold.  

Gross Margin (Gross Profit).  Gross margin/profit is the excess of net sales over COGS.  Gross margin is the amount available to cover operating and financing expenses and provide for a profit.  

Depreciation and Amortization.  Depreciation and amortization are means to spread the cost of long-lived assets over the periods they are expected to benefit.  For example, if a company buys a heavy-duty truck with an economic (useful) life of 4 years for $50,000, straight-line depreciation (equal amounts each year) would allocate one fourth or $12,500 of expense to each year.  For Year 1, depreciation expense would be $12,500; at the end of Year 1, accumulated depreciation would be $12,500; book value (cost less accumulated depreciation) would be $37,500.  For Year 2, depreciation would once again be $12,500; at the end of Year 2 accumulated depreciation would be $25,000; book value would be $25,000.  (Although book value is a common term, the use of “value” may be equated to “worth” which is misleading.  A more accurate characterization might be undepreciated cost.)  

Selling, General, and Administrative Expenses (SG&A).  This amount includes all usual and recurring operating expenses with the exception of COGS.  Showing these amounts separately allows a comparison of gross margin to SG&A and also allows the reader of financial statements to analyze increases/decreases in SG&A over time.  SG&A expenses are sometimes referred to as “below the line” costs because they are deducted from gross margin.

Operating Income.  This amount is the excess of operating revenues over operating expenses (what a company earns from what it “does for a living.”)  Because it excludes the results of financing and investing activities as well as the impact of unusual and non-recurring items, it provides a basis for estimating or predicting future income from regular, continuing operations. 

Dividend and Interest Income/Interest Expense.  In a classified income statement, revenues generated by investing activities are shown separately from sales revenues.  Similarly, financing expenses are shown separately from operating expenses.

Income Before Income Taxes and Extraordinary Items.  This line shows pre-tax income from both operating and financing/investing activities.  It takes into consideration all ordinary income (the plus factors) and ordinary costs (the minus factors).

Income Taxes.  Income taxes are shown as the amount that would be due on income shown for financial accounting purposes.  Because of timing differences (e.g., using accelerated depreciation for tax purposes and straight-line depreciation for financial accounting purposes), the amount of taxes actually owed often differs from the amount shown as expense on the income statement (see deferred taxes, above.) 

Income Before Extraordinary Items.  This line shows after-tax income earned from ongoing operating and financing activities before taking into consideration gains or losses from unusual, non-recurring items.   

Extraordinary Items. There are some years in which companies experience events that can be described as both unusual and infrequent.  The effects of these items are shown separately on a net-of-tax (the dollar amount after deducting the tax effect) basis.  Earnings per share amounts are also shown separately for extraordinary items.  A knowledge of which income streams are expected to continue and which gains and losses are one-time events provides additional useful information to financial statement readers.

Net Income.  This line shows the net after-tax effect once all revenues and all expenses for a period of time are considered.


Statement of Changes in Shareholders’ Equity.  If there have been many, complex transactions affecting ownership interests, a company may choose to summarize them in a separate statement called the Statement of Changes in Shareholders’ Equity.  In other cases, the information may be combined with the income statement or presented in a footnote.

	Serendipity
	
	
	
	
	
	
	

	Manufacturing
	
	
	
	
	
	
	

	Company, Inc.
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	STATEMENT OF CONSOLIDATED INCOME AND RETAINED EARNINGS
	
	

	
	
	
	
	
	
	
	
	

	Years ended December 31, 2007, 2006, and 2005 (in thousands)
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	2007
	2006
	2005

	
	
	
	
	
	
	
	
	

	Net sales
	
	
	
	
	
	 $  765,000 
	 $   725,000 
	 $   712,000 

	Cost of goods sold
	
	
	
	
	   (535,000)
	    (517,000)
	    (515,000)

	Gross profit
	
	
	
	
	 $  230,000 
	 $   208,000 
	 $   197,000 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Operating expenses
	
	
	
	
	
	
	

	
	Depreciation and amortization
	
	
	 $    28,000 
	 $     25,000 
	 $     24,300 

	
	Selling and administrative expenses
	
	     107,100 
	      108,750 
	      109,600 

	Operating Income
	
	
	
	
	 $    94,900 
	 $     74,250 
	 $     63,100 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Other income (expense)
	
	
	
	
	
	

	
	Dividend and interest income
	
	
	 $    11,421 
	 $     10,400 
	 $       8,600 

	
	Interest expense
	
	
	
	     (12,125)
	      (17,900)
	      (14,250)

	
	Foreign currency gains (losses)
	
	
	        2,000 
	        (1,000)
	        (2,450)

	Income before taxes and extraordinary items
	
	 $    96,196 
	 $     65,750 
	 $     55,000 

	
	
	
	
	
	
	
	
	

	Income taxes
	
	
	
	
	 $  (41,446)
	 $   (26,250)
	 $   (25,200)

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Extraordinary loss net of tax benefit of $750)
	
	       (5,000)
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Net income
	
	
	
	
	 $    49,750 
	 $     39,500 
	 $     29,800 

	
	
	
	
	
	
	
	
	

	Retained Earnings at January 1
	
	
	
	     218,600 
	      197,450 
	      186,000 

	Dividends paid, preferred stock
	
	
	
	         (350)
	           (350)
	           (350)

	Dividends paid, common stock
	
	
	
	     (18,000)
	      (18,000)
	                - 

	Retained earnings, December 31
	
	
	
	 $  250,000 
	 $   218,600 
	 $   215,450 


ANALYZING SERENDIPITY’S INCOME STATEMENT

Gross Profit Margin.  Gross margin percentage expresses gross margin as a percentage of sales.  Serendipity’s gross margin was 30.1% of sales in 2007 ($230,000/$765,000), an increase from 28.7% in 2006 ($208,000/$725,000) and 27.7% ($197,000/$712,000) in 2005.  The increase in Serendipity’s gross margin percentage over the most recent three years means that there has been more of each sales dollar left over to cover “below the line” costs in 2007 than in the two previous years.  Gross margin percentage can also be used to compare Serendipity with competitors and to industry averages. 

Operating Margin of Profit.  Operating margin of profit is computed by dividing operating profit by sales.  For Serendipity, this measure shows that for each dollar of sales, the company earned 12.4 cents in operating profit in 2000 ($101,071/$765,000 = 12.4%).  Operating profit per sales dollar increased from 10.24 cents in 2006 and 8.7 cents in 2005.  The comparison reveals that not only did the business grow, it became more profitable.   Analysts and other users of financial statements use operating margin of profit as a basis for comparing companies in the same industry as well as across industries.

Net Profit Ratio.  Net profit divided by sales is another way to evaluate operating performance.  For Serendipity, net profit as a percentage of sales, often referred to as return on sales, grew from 4.19% in 2005 to 5.44% in 2006 and 6.47% in 2007.  The increase in net profit for Serendipity resulted from both an increase in gross profit and a decrease in selling and administrative expenses.   

Asset Turnover Ratio.  As noted in the discussion of balance sheet analysis, this ratio shows how many dollars in sales were generated by each dollar invested in assets.  For Serendipity, the asset turnover ratio in 2007 was 1.16/1: each dollar of assets generated $1.16 of sales.  For 2006, the asset turnover ratio was 1.15/1.  Another way to think about the relationship between sales and assets is the concept of investment intensity: the more dollars of assets required per dollar of sales, the higher the investment intensity.   

Return on Assets.  Return on assets is calculated by dividing net income by total assets.  For Serendipity, 2007 ROA was $49,750/$662,000 or 7.52%.  2006 ROA was $39,500/$631,600 or 6.25%.  Serendipity’s change in ROA has been positive.  

Return on Equity.  Return on equity measures the rate of return on the book value of the shareholders’ total investment in the company.  In 2007 ROE for Serendipity was $49,750/$346,000 or 14.38%.  ROE for 2006 was $39,500/$305,600 or 12.93%.

Times Interest Earned.  This measure indicates the ability of a company to meet its required interest payments on debt.  It is computed by adding interest expense back to income before taxes and dividing the total by interest expense.  For Serendipity, times interest earned in 2007 would be: $96,196+$12,125/$12,125 or 8.93 times.  For 2006, times interest earned would be 5.05 times.  Serendipity had a greater “cushion” of earnings to insure the company’s ability to pay interest in 2007 than in 2006.  

Common Size Income Statement

A “common size” income statement is an important analytical tool.  Because a common size statement expresses each income statement element as a percentage of sales, it highlights changes and trends in a company’s operating performance and provides a basis for comparison to industry averages:

	Serendipity
	
	
	
	
	
	
	

	Manufacturing
	
	
	
	
	
	
	

	Company, Inc.
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	STATEMENT OF CONSOLIDATED INCOME AND RETAINED EARNINGS
	
	

	
	
	
	
	
	
	
	
	

	Years ended December 31, 2007, 2006, and 2005 (common size)
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	2007
	2006
	2005
	

	
	
	
	
	
	
	
	
	

	Net sales
	
	
	
	
	100.00%
	100.00%
	100.00%
	

	Cost of goods sold
	
	
	
	69.93%
	71.31%
	72.33%
	

	Gross profit
	
	
	
	30.07%
	28.69%
	27.67%
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Operating expenses
	
	
	
	
	
	
	

	
	Depreciation
	
	
	3.66%
	3.45%
	3.41%
	

	
	Selling and administrative expenses
	14.00%
	15.00%
	15.39%
	

	Operating income
	
	
	
	12.41%
	10.24%
	8.86%
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Other income (expenses)
	
	
	
	
	
	

	
	Dividend and interest income
	
	1.49%
	1.43%
	1.12%
	

	
	Interest expense
	
	
	1.58%
	2.47%
	2.00%
	

	
	Foreign currency gains (losses)
	
	0.26%
	-0.14%
	-0.34%
	

	Income before taxes and extraordinary items
	12.57%
	9.07%
	7.72%
	

	
	
	
	
	
	
	
	
	

	Income taxes
	
	
	
	5.42%
	3.62%
	3.54%
	

	
	
	
	
	
	
	
	
	

	Extraordinary loss net of tax benefit
	
	-0.65%
	0.00%
	0.00%
	

	
	
	
	
	
	
	
	
	

	Net income
	
	
	
	6.50%
	5.45%
	4.19%
	


  RELATIONSHIP BETWEEN THE INCOME STATEMENT 

AND THE BALANCE SHEET

The balance sheet is prepared at a point in time; it shows what the company owns (assets) and what the company owes (liabilities owed to outsiders plus the residual interest owed to owners) at a specific date.  Ownership interest is increased by (1) owners investing additional cash or property, or (2) the company earning more revenue than expenses.  Earning an excess of revenue over expenses increases an ownership equity account called retained earnings.  Retained earnings is an historical record of earnings retained in the business.  It is increased by earning a net income and decreased by both losses and declaration of dividends.  Using Serendipity as an example, here’s how it works:

Retained Earnings Balance, end of 2006



$218,600,000

Add:  2007 Net Income





    49,750,000

Deduct:  Dividends Declared

Preferred


$(       350,000)



 
Common


  (   18,000,000)


Total Dividends





($ 18,350,000)

Retained Earnings Balance, end of 2007



 $250,000,000

Once again, it’s important to remember that there is NO CASH in the retained earnings account.  Retained earnings represents a claim against the excess of the book value of assets over liabilities.

Because the users of financial statements need more information about a company’s earning power than is provided by the change in retained earnings shown on the balance sheet, the income statement was developed to show, in detail, the revenues and expenses that caused the change in retained earnings resulting from operations.

	Serendipity
	
	
	
	
	
	
	

	Manufacturing
	
	
	
	
	
	
	

	Company, Inc.
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	STATEMENT OF CONSOLIDATED CASH FLOWS
	
	
	
	

	
	
	
	
	
	
	
	
	

	Years ended December 31, 2007, 2006, and 2005 (in thousands)
	
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	2007
	2006
	2005

	
	
	
	
	
	
	
	
	

	Cash flows from operating activities
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Net income
	
	
	
	
	 $    49,750 
	 $     39,500 
	 $     29,800 

	Adjustments to reconcile net income to cash provided
	
	
	
	

	
	Depreciation and amortization
	
	
	       28,000 
	        25,000 
	        24,300 

	Cash provided (used) by current assets and liabilities
	
	
	
	

	
	Marketable securities
	
	
	
	       (8,000)
	         3,000 
	        (6,000)

	
	Accounts receivable
	
	
	
	     (11,000)
	        (6,000)
	        (5,000)

	
	Inventory
	
	
	
	
	        5,000 
	      (19,000)
	      (21,000)

	
	Prepaid expenses and other current assets
	
	       (1,000)
	           (500)
	            550 

	
	Deferred taxes
	
	
	
	        7,000 
	         2,000 
	         1,000 

	
	Accounts payable
	
	
	
	        3,000 
	         2,500 
	        (1,500)

	
	Accrued expenses
	
	
	
	       (6,000)
	         2,000 
	        (4,000)

	
	Income taxes payable
	
	
	        2,000 
	         1,500 
	           (500)

	Net cash provided by operating activities
	
	
	       68,750 
	        50,000 
	        17,650 

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Cash flows from investing activities
	
	
	
	
	

	
	Purchase of fixed assets
	
	
	     (38,400)
	      (26,000)
	      (16,000)

	Net cash used in investing activities
	
	
	 $  (38,400)
	 $   (26,000)
	 $   (16,000)

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Cash flows from financing activities
	
	
	
	
	

	
	Increase (decrease) in notes payable
	
	     (10,000)
	         6,000 
	        (4,000)

	
	Increase (decrease) in long term debt
	
	       (6,000)
	                - 
	      (10,000)

	
	Proceeds from issuance of common stock
	
	        9,000 
	         1,000 
	                - 

	
	Payment of dividends
	
	
	
	     (18,350)
	      (18,350)
	           (350)

	Net cash used by financing activities
	
	
	 $  (25,350)
	 $   (11,350)
	 $   (14,350)

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Increase (decrease) in cash
	
	
	
	        5,000 
	        12,650 
	      (12,700)

	Cash at the beginning of the year
	
	
	      15,000 
	         2,350 
	        15,050 

	Cash at the end of the year
	
	
	
	 $    20,000 
	 $     15,000 
	 $       2,350 


Here’s how we might interpret Serendipity’s cash flow statement for 2007:


Sources of Cash:


Operations






$68,750,000 


Issuance of common stock




    9,000,000


Cash Inflows during the Year



$77,750,000

Uses of Cash:

Purchase of fixed assets





$38,400,000


Payment of Dividends





  18,350,000


Payments made on notes payable 


   and other long term debt




  16,000,000

Cash Outflows during the Year



$72,750,000

Serendipity’s cash balance increased by $5,000,000 from the end of 2006 to the end of 2007.  Operations was a significant source of cash, generating an excess of cash-in over cash-out of $68,750,000 (favorable exchange rates, the effect of which are included in net income, accounted for a $2,000,000 increase in cash.)  Cash was also generated by issuing additional shares of common stock for $9,000,000.  Cash was used to purchase additional fixed assets, to declare and pay dividends, and to reduce long-term debt.   
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