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10 Key Concepts:

1) Profit – achieving profit goals through making sales and controlling expenses – stimulates innovation; it is the reward for taking risks, it’s the return on capital invested in business - quality

2) Cash Flow – generating cash flow from profit and others sources and putting the cash to good use

3) Financial health – deciding on the financial structure of the entity and controlling the financial condition and solvency of the business.

4) To continue in existence for any period of time, a business has to make profit, generate cash flow, and stay solvent.

5) Three primary financial statements – one summarizes the profit-making operations – the income statement, one summarizes cash flow  - the cashflow statement and presents the assets which are balanced by liabilities – the balance sheet.

6) GAAP is the generally accepted accounting principles – profit depends on how it is measured

7) The Income Statement – sales revenue – expenses = profit – it is also called net income or net earnings – it is the main determinant of the balance sheet
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Sales revenue increases an asset or decreases a liability.  The relationships and corresponding assets and liabilities are measured by operating ratios
8) The Cashflow statement – cashflow from profit + other sources of cash – uses of cash = change in cash.  It is different from bottom-line profit, or net income.  Cashflow from profit is an internal or self generated, source of cash. Use for this report – cash dividends of profit to owners, reduction of debt, and capital expenditures, which are outlays for new long-term operating assets.
9) Measuring the financial health: the balance sheet – Assets = Liabilities + owners’ equity. It presents the assets, liabilities, and owners’ equity accounts.  Assets are the economic resources being used by the business.  The balance sheet is a position statement that summarizes the entity’s financial condition or situation at a particular moment. Reports three basic components – how the company’s assets are deployed, the liabilities, and the breakdown of the owners’ equity – how much capital has been invested 
10)  Gross Margin – the cost-of-goods-sold expense is the first expense deducted from sales revenue (or sometimes gross profit).  It is usually the largest expense for a company.  Generally not ever larger than 40 -50 %.  Generally the lower the gross margin percent, the higher the inventory turnover i.e. grocery stores 20%, restaurants 10-13% (good)
11)  Percent means per hundred.  So 35 percent means 35 per hundred, and 120 percent means 120 per hundred.

12) Variable Operating Expenses – next on the income statement is to deduct the variable operating expenses from gross margin – it varies with sales activity, either sales volume or sales revenues – the quantity shipped or sold. Deducting all variable operating expenses gives the contribution margin
13) Fixed Expenses – these are fixed operating costs – employees, rent property taxes, insurance etc.  Depreciation depends on the choice of accounting methods adopted to measure this expense.  Inventory – has to be written down to recognize shrinkage due to shoplifting and employee theft.
14) EBIT – Earnings Before Interest and Tax – sometimes called operating earnings.
15)  The Balance Sheet – depends directly on sales revenue and expenses, or the profit making operations of the business, summarized in the income statement.  It summarizes all the assets and liabilities of the business.  The business must raise capital to finance the investments in its assets – this comes from two main sources: debt and equity. Both sources of capital demand to be compensated for the use of their capital.  Shareholder may or may not be paid part of the net income (profit) as cash dividend.  The business makes investments in long-term assets needed in its operations.  These investments are called capital expenditures.  Sales revenue and expenses pass through the income statement on their way to the balance sheet.
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16)  Operating Assets and Liabilities – Accounts receivable are the result of making sales on credit.  Accounts payable are the result of buying inventory on credit and not paying expenses until sometime after they are recorded as expenses
17)  Cashflow – does not equal net income for two quite different reasons.  First every business needs certain operating assets and certain operating liabilities to make sales or that result from its expenses.  Cash goes through assets and liabilities before or after the sales revenue or expense is recorded – as the result cash flow is different from net income
18)  A decrease in an operating assets is cash flow increase – the difference is that fixed assets are long-term operating assets, whereas accounts receivable, inventory, and prepaid expenses are short-term operating assets.

Operating asset + = cash flow –
Operating asset - = cash flow +

Operating liability + = cashflow +

Operating liability - = Cashflow –
19) Operating Ratio’s

a) Accounts Receivable ~ Sales Revenue – weeks of annual sales revenue in ending accounts receivable – i.e. 5/52 X 5,019,040 = $578,754

b) Inventory ~ Cost of Goods Sold Expense – weeks of annual cost of goods sold in ending inventory – i.e. 13/52 X3,912,376 = $978,094

c) Prepaid Expenses ~ Operating expenses
d) Sales Revenue ~property plant and equipment
e) Depreciation expense ~ property, plant and equipment
f) Accounts payable ~inventory
g) Sales revenue ~ cash
h) Sales revenue ~ assets
i) Solvency ratio – two ratios are widely used to gauge the short-term solvency of business: the current ration and the quick ( or acid test) ratio.  The Current ratio is computed as the current assets divided by the current liabilities = current ration. i.e. $1930,687 divided by $1,015,767 = 1.9 of current assets for every $1.00 of current liabilities.  The quick ratio includes only cash - $256,663 cash + $578,754 accounts receivable divided by $1,015,767 current liabilities = .82 quick ration.  Rules of thumb call for a current ration of 2.0 or better and a quick ration of 1.0 or better – but these are questionable guidelines for many businesses.
20)  Return on Investment (ROI) – the basic tool of analysis to evaluate capital investment performance is the ration of earnings to capital.  Return divided by investment = %. The term return means earnings, income, profit or gain, the tem investment means the amount of capital that was used during the period to generate the return.  It is the percent of growth in capital value – improvement in wealth
21)  Capital investment performance ratios - ROA – Return on Assets or ROE Return on Equity. ROA = operating profit divided by net operating assets, ROE = net income divided by owners’ equity
22)  Financial Leverage – refers to borrowing money at an interest rate lower than can be earned on the debt capital
23)  The cashflow statement is a tool for fraud detection – note increases in inventory, watch the accounts receivable and account payable.
