Lesson 4:  Interpreting Accounting Information 
(Textbook Libby et al. Chapter 5).

Objectives: 
When you have successfully completed this lesson, you will be able to: 

· Better understand corporate structure 
· Understand the relationship between investors and management
· Better understand what the financial statements communicate 
· Read the balance sheet, income statement, and cash flow statements of actual companies 
· Evaluate company performance 
Reading Assignment 
Please read chapter 5 of your textbook.  
Recommended Problem Assignment
	Chapter 5 MC questions and Exercises 5 – 6 thru 5 – 10, 5-12 & 5-17


Discussion   
Your textbook authors’ goal in Chapter 5 is to integrate and summarize the accounting process developed in the first four chapters.  Chapter 5 has four distinct sections.  
1. The operating role of management in running a business.  
2. What types of information management is required to communicate to outsider users. 
3. The variation in disclosures and formats that may be encountered in annual financial reports and 
4. How to analyze performance of a company.

Management: 
 

Management is given the power and authority from the owners to run the business.  The Board of Directors hires and fires the senior management group, and that senior management group forms its management teams to run the business.  In business, management’s primary goal is to maximize the owners’ wealth through long run strategic decisions.  The accounting financial statements give owners feedback as to how well the management team is performing in using assets of the business.  Investors use financial performance measures like return on assets (ROA, Chapter 5) or return on equity (ROE, Chapter 13) to evaluate the relative performance of the company.  Successful managers are retained and rewarded, and unsuccessful managers are dismissed and replaced.  The processes used in evaluating management performance indicate that accounting information is very important to managers because this financial statement information may directly affect their future with the company.  

Accounting information is monitored closely for accuracy and integrity.  Stories about management manipulating accounting figures are too common, and mechanisms to prevent manipulation and distortion are of prime concern to accountants and auditors.  Auditors are independent outside accountants who regularly review the financial statements of a company.  Auditors provide an opinion as to whether the statements conform with generally accepted accounting principles (GAAP), which helps to assure potential investors and users that the financial statements can be relied upon for evaluation and assessment.

Periodic Reporting 
Management is required to report not only to investors but also lenders, regulators (government) and taxing authorities (e.g., IRS).  These groups have created specialized reports such as tax forms or statutory reporting requirements.  These types of reports are discussed more fully in advanced accounting classes; however, it is important to know that GAAP based financial statements are only one type of reporting requirement.

The Balance Sheet  

A comprehensive review of the balance sheet can help to tie together much of accounting process presented in the first three lessons. 
To review; the first 3 lessons introduced the accounting process, created a simple income statement from the sale of services rendered, reviewed a merchandising firm and the sale of inventory, and illustrated the preparation of a balance sheet.  

The balance sheet is one of the four integral statements in financial reporting.  The balance sheet is also called the Statement of Financial Position.  It is made up of the permanent accounts.  To review, permanent accounts are not closed at the end of each year; rather their balances carryover from period to period.  Permanent accounts are assets, liabilities and equity accounts.  The common balance sheet accounts are: 

· Cash represents liquid funds available to be used at the discretion of the business. 

· Accounts Receivable represents the amounts owed to the business resulting from the sale of its product 

· Inventory reflects goods held for the purpose of resale 
· Prepaid Expenses represents payments made before the amounts are recognized as expenses
· Property Plant and Equipment shows the long-lived tangible productive resources of the company, examples include buildings, furniture, cars, and computers. 

· Intangible assets are long-lived resources that are not physical; examples are patents, copyrights, trademarks and goodwill. 

· Accounts Payable reflects amounts owed to suppliers resulting from the purchase of inventory. 

· Loans (Notes Payable) reflect amounts owed to lenders such as banks or bondholders 

· Common Stock is the original contributed capital by shareholders (investors) to the company. (1)
· Retained Earnings represents the cumulative undistributed earnings of the company since inception.
(1) In Lessons 1-3, the example company was a proprietorship.  Common stock is used for corporations, and throughout the rest of this course we will emphasize accounting for corporations.  
The Balance Sheet can tell us something about financial strength, liquidity, and the capital structure of the company.  Liquidity is a concept that refers to a company’s ability to pay its short-term debt, and capital structure measures the relationship between debt and equity.  Capital structure reflects a firm’s leverage, where leverage is the reliance a firm is placing upon debt for its capital resources.  Too much debt increases the riskiness of the firm.  Too little debt misses certain tax advantages and the ability of using someone else’s money to increase profitability.

Current Assets: 
Current Assets are those expected to be converted into cash within one year or the operating cycle of a business, whichever is longer.  Current Assets are an indication of financial strength.  Current assets are made up of the Cash, Accounts Receivable and Inventory and are highly liquid assets. 

Cash 
Cash is made up of moneys in the checking account, the petty cash fund, and certain short-term interest bearing instruments like Certificates of Deposit (CDs).  CDs are an important way to manage the excess cash of a business.  If the cash is not needed immediately to pay bills, then it should be earning interest.  Therefore, interest is money earned on short-term investments where a firm gives up the use of the money for a short time period and is paid by a bank for the use of the money.

Marketable securities  

Marketable securities are recorded by accountants separately from cash.  When a firm decides to invest its free cash for temporary investment periods, it will likely purchase marketable securities such as stocks and bonds.  These investments are held for a return but not as part of a strategy to become active owners of the investee. Therefore, if temporary in nature, marketable securities are classified as current assets. 
Accounts Receivable 

Accounts receivable are commitments by customers to pay in the future for goods purchased currently.  Businesses run on the short-term credit extended between customers and suppliers.  When a sale is made, a transfer of goods occur; however, instead of receiving cash for the sale the supplier accepts a promise of payment.  This process gives the customer a period of time, say thirty days, to pay for the purchase.  The customer then tries to resell the goods quickly so that it can get cash to pay its bills.  An account receivable to a supplier is an account payable to the customer. 

Inventory  

Inventory reflects goods held or manufactured for the purpose of resale.  The primary challenge related to inventory is to maintain an accurate accounting of the cost flows associated with the movement of goods.  In a merchandising (retailer) store, computers can keep an accurate record of the products purchased, sold, and remaining at any point in time.  In manufacturing, the job is more complex as labor, materials and overhead are all combined to create a product for sale.  Managerial accounting covers the subject of inventory costing.
The balance sheet shows the cost of inventory that remains unsold at the end of the accounting period.  How this cost is determined is prescribed by Generally Accepted Accounting Principles (GAAP).  Four methods, FIFO, LIFO, average, and Specific Identification are among the permitted choices.  Conceptually a firm should pick the GAAP method that best measures the economic substance of the inventory valuation process.  The choice of inventory method is a management choice.  
We review examples of inventory valuation in detail in Lesson 6.

Prepaid Expenses:  

Prepaid expenses are assets resulting from differences in the timing of expense recognition and cash payment.  To illustrate, if a company buys an insurance policy that will last two years, it would not be correct to expense the entire policy in the first year because the policy benefits two years.  Therefore, the company defers expensing a portion of the cost of the policy into an asset account called prepaid insurance. 
Prepaid Expense Example.  If a company pays $2,000 for an insurance policy that will last two years, it would not be correct to expense the entire policy in the first year because the policy benefits two years.  Therefore, the company defers expensing a portion of the cost of the policy into an asset account called prepaid insurance.  

The company might initially record the transaction is one of two ways, and then use an adjusting journal entry later to update the account.

Method 1, expense the entire amount.  If a company purchased a policy on July 1, 20X1 for $2,000, it might expense the entire amount. 

7/1/20X1
	 
	Debit
	Credit

	Insurance Expense
	
2,000 
	

	       Cash
	 
	2,000 


Assuming annual adjusting journal entries are made annually (rather than monthly), on 12/31/X1 we would need to make the adjusting entry because only one-fourth of the benefit of the insurance policy has been used up.  
12/31/20X1

	 
	Debit
	Credit

	Prepaid Insurance

	
1,500 
	

	       Insurance Expense
	 
	1,500 


Prepaid insurance is an asset account, and it be expensed in future periods as the company benefits from the insurance.
At December 31, the company reports insurance expense of $500 and prepaid insurance of $1,500.

Method 2, record the entire amount as an asset.  On July 1, the company might record all the cost as prepaid insurance.

7/1/20X1

	 
	Debit
	Credit

	Prepaid Insurance

	
2,000 
	

	       Cash
	 
	2,000 


Then, the December 31 adjusting journal entry to reflect that only one-fourth of the insurance policy benefit has been used up would be as follows.

7/1/20X1
	 
	Debit
	Credit

	Insurance Expense
	
500
	 

	       Prepaid Insurance
	 
	500


At December 31, the company reports insurance expense of $500 and prepaid insurance of $1,500.

NOTE.  In both examples, the December 31 financial statements reported the same results.  The purpose of the December 31 adjusting journal entry, in both examples, was to make sure that the financial statements for the period are correct.  

Accountants would generally favor Method 2 because at the time of the transaction, July 1, the entire amount is prepaid.  However, regardless of the method, the adjusting journal entry at year-end creates the correct balances.  
Noncurrent Assets: 
A noncurrent asset is not expected to be converted into cash, sold, or exchanged within the normal operating cycle of the firm, usually one year. Examples of noncurrent assets include fixed assets, such as real estate, machinery, and other equipment; leasehold improvements; intangible assets, such as goodwill, patents, and trademarks; notes receivable after one year; other investments; miscellaneous assets not meeting the definition of a current asset.  http://www.answers.com/topic/noncurrent-asset  

Businesses that rely upon fixed assets to produce their products are said to be capital intensive industries.  Examples are Boeing Aircraft, General Motors, and Cinergy.  These companies invest a substantial amount of their resources in large fixed assets, buildings, machines, and turbines.  This investment in large fixed facilities is expensive and requires that the business generate enough from the sales of their products to recover the investment in productive assets. 

When we purchase the assets such as a building for cash, the journal entry is as follows:
	 
	Debit
	Credit

	Building
	
2,000,000 
	

	       Cash 
	 
	2,000,000


The company might give a note payable to acquire the asset.  In that case, notes payable, a liability, rather than cash would be credited.  
Assuming that the building has an estimated useful life of 25 years, as the asset is used, depreciation expense is recorded to reflect the use of the building.  Depreciation is the systematic and rational allocation of the cost of the asset over its useful life.  For the building above, if we assume no salvage value at the end of the assets life, a simple straight line depreciation calculation would appear as:


$2,000,000 / 25 years = $80,000 of depreciation expense per year.

The entry to record depreciation expense is: 

	 
	Debit
	Credit

	Depreciation Expense
	
80,000 
	

	       Accumulated Depreciation
	 
	80,000


The straight-line method is the most frequently used allocation method.  Accumulated Depreciation is a contra asset account.  Contra accounts are directly associated with a corresponding account such as Building.  The contra account reduces the building account without directly affecting the building account balance.  Therefore, the net book value at the end of the first year is computed as follows:
	Building
	$2,000,000

	Less: Accumulated Depreciation

	      (80,000)

	= Net Book Value

	$1,920,000


The use of contra accounts is advantageous because the accounting records keep track of both the historical cost of the asset when purchased and the cumulative amount of depreciation expense taken on the asset since it was purchased.  For example, if for example we observed, 

	Building


	$2,000,000

	Less:  Accumulated Depreciation

	      (1,000,000)

	Net Book Value

	$1,000,000


we would know the asset is approximately one-half of the way through its useful life.  If we knew the original estimated useful life of 25 years, we would conclude the building is around 12 to 13 years old.

Intangible Assets:  

Intangible Assets are devices (concepts) of the law.  Intangible assets have no physical substance.  Intangible assets can be rights, privileges, or permissions, say, to use something that you may not own.  Copyrights protect the creator of an asset such as a book or music.  Patents protect inventors and creators.  These intangible assets can be transferred, either through sale or lease, allowing others the right to use.  Often the use of another person’s property generates royalties to the owner.  So, if a composer writes music and someone else publishes the music, the composer would receive royalties on the sale of the product. 

The classic accounting process has a difficult time with intangibles.  If a scientist creates a new medicine as part of a Research and Development project, then the asset (the right to license the medicine) might be quite valuable in it future potential to cure a disease.  However, the costs incurred to generate the medicine are not considered an asset.  Rather, these costs are expensed as part of the research and development costs so the scientists’ salary, laboratory and materials needed to develop the new medicine are expensed when incurred.  This accounting is an exception to the general principle of capitalizing costs that benefit future periods.  
The situation changes if we purchase an intangible asset such as a patent.  The purchase price is capitalized (i.e., recorded as an asset) and then amortized (i.e., allocated) over the life of the patent.  Amortization is virtually the same concept as depreciation.  We use the name “amortization” to differentiate between the expensing of intangibles and “depreciation,” the expensing of tangible fixed assets. 

LIABILITIES and OWNERS EQUITY 
Current Liabilities 
Current liabilities are commitments of the firm’s resources that will likely be paid within one year or the operating cycle, whichever is longer.  Common current liabilities are accounts payable, income taxes payable, utilities payable, and salaries payable.  The common feature of each of these liabilities is that they result from normal operating activities and are the result of timing differences between when an expense is incurred and paid.  

Accounts payable represents the amount owed to suppliers resulting from the purchase of inventory on account (i.e., on credit).  Income taxes are accrued as a business has taxable income and periodically tax payments are made to the government.  However, a liability (income taxes payable) is recognized as the business creates the taxable income, not when income tax payments are made.  Utility costs are expensed as the business uses the service and is billed.  The delay between receiving the bill and making the payment is a payable on the firm’s books to the utility.  Salaries are earned as employees work, but they are paid after the service is received; therefore, at the end of a work period, a liability to the employees for the services they rendered but have not yet been paid should be recognized. 

Here is an illustration the common use of payables and how accrual accounting uses the payables account to match expenses with revenues.  

If workers are paid on a Friday for work completed for the previous week (i.e., the employee is paid one week later), then there is a lag period between the employee completing the service and recording the employee being paid (cash payment).  If the accounting period ends on a Friday (assume March 31), and the total weekly payroll is $20,000, then the follow accounting entries would be made:

3/31/20XX
	 
	Debit
	Credit

	Wage Expense
	 20,000
	

	      Wages Payable
	 
	 20,000


To record weekly payroll for the factory 
4/07/20XX
	 
	Debit
	Credit

	Wages Payable
	 20,000
	 

	      Cash
	 
	 20,000


To record the payment of wages 
Notice that the payable is needed to record the expense in the March period, and no expense is recorded when the payment is made.  Rather, the liability (the payable balance) is reduced.

Financial Analysis 
One of the more useful relationships within the Balance Sheet is when we associated Current Assets with Current Liabilities.  The relationship between the two is related to a company’s liquidity, the ability to pays its current obligations.  
· Current Assets minus Current Liabilities represents funds available to be used at the discretion of management.  This relationship is called working capital.  
· Additionally the ratio of Current Assets over Current Liabilities is called the Current Ratio and is considered a representation of a firm’s liquidity (its ability to pay its debts in the short run).  
Together working capital and the current ratio provide insight into a measure of financial strength.  The better a company’s financial strength, the more able it is to respond to changes in economic conditions, such as a recession or slow down in the demand for its product.

Long-Term Debt   

Businesses have two primary sources of capital, equity and debt.  Capital represents the invested funds needed to start and grow a business.  After the owners make their original contributions to the business, businesses often seek additional funds from bank loans.  Bank loans are the most common form of debt capital, especially for small and medium sized businesses.  A business will go to a bank to borrow funds for growth or expanding operating activities.  Banks assess a business’s ability to repay the loan.  Factors such as financial strength and credit history go into the decision of how much a bank will loan and what rate it will charge interest on the money it lends.

Interest payments 

Interest is the cost of using money.  If a business borrows money, it incurs interest expense as time passes.  The accounting process records interest expense in the period the incurred, regardless of whether the interest is paid.  Therefore, if a company borrows $50,000 on July 1st and does not make any payments to the bank for the rest of the year, a journal entry to record interest expense must be made. 

Example:  A company borrows $50,000 at 8% for 5 years on 7/1/20XX.  The journal entry to record the borrowing is:
7/1/20XX

	 
	Debit
	Credit

	Cash
	 50,000
	 

	      Note Payable
	 
	 50,000


To record a bank loan

Then, assuming the company makes annual adjusting journal entries, the following adjusting journal is made at year-end.

12/31/XX
	 
	Debit
	Credit

	Interest Expense
	 2,000
	 

	      Interest Payable
	 
	 2,000


To record six months’ interest $50,000 * .08 * ½ year = $2,000.  
Owners’ Equity 
Owners’ Equity represents the owners’ share of the net assets of a company; i.e., assets – liabilities equals net assets, and assets – liabilities = owners’ equity. So, owners’ equity = net assets.  Although it can simply be calculated by subtracting total liabilities from total assets, conceptually owners’ equity provides substantial information about how well the company is doing. 

A key performance measure introduced in Chapter 5 is Return on Assets (ROA).  (In Chapter 13, another key performance measure, Return on Equity, is introduced.) 

ROA = Net Income / Average Total Assets
ROA is an efficiency measure.  ROA reports net income per dollar of average total assets.  The higher ROA, the better the company is doing for its owners. 

The amount of Owners’ Equity is also called the Book Value of the firm.  Owners’ Equity increases when a company has earnings and decreases when it pays dividends, and Owners’ Equity also decreases if the firm has losses.  
Dividends are a distribution of the assets of the company to it owners.  A company can be profitable; however, but its equity does not necessarily grow if it pays out most of it profits in the form of dividends.

Investors are interested in performance.  For many established companies, the dividend payout is important policy consideration.  Some shareholders will purchase stock for the dividend yield.  Unlike notes or bonds, which normally carry a fixed interest rate, if a company is growing, it can increase its dividend payout over time.  Therefore, an investor can expect to keep collecting increased dividend payment over the years as the company grows and succeeds.  Newly formed companies often do not pay a dividend.  Because retained cash is an important source of funds for rapidly growing companies, these companies keep all the internally generated cash and re-invest these funds in the business.  This process is common of growth companies like CISCO and Microsoft; however, mature companies like General Motors and Exxon Mobil pay a dividend and investors expect the dividend to keep increasing as the years pass.
Balance Sheet Format

The exact Balance Sheet format is not prescribed in U.S. GAAP.  Thus, we see variations in the way balance sheets are presented.  We will adopt the following general format for balance sheet presentation.  An alternative statement title is Statement of Financial Position.

	Company Name

Balance Sheet

December 31, 2014

	ASSETS

	Current Assets

	     List

	Noncurrent Assets

	     List

	Total Assets

	

	LIABILITIES AND STOCKHOLDERS’ EQUITY

	Current Liabilities

	     List

	Noncurrent Liabilities

	     List

	Total Liabilities

	Stockholders’ Equity

	     Common Stock

	     Additional Contributed Capital

	     Retained Earnings

	     Accumulated Other Comprehensive Income

	Total Stockholders’ Equity

	Total Liabilities and Stockholders’ Equity


Review the Consolidated Balance Sheets in the text for Apple (p. 235), American Eagle Outfitters (appendix B), and Urban Outfitters (appendix C).  Note the similarities and differences in the formats.  

A simplified balance sheet from chapter 4 (M4-10) is shown below.  

	ROMNEY'S MARKETING COMPANY
	

	Balance Sheet
	

	December 31, 2015
	

	

Assets
	

	Current Assets:
	

	Cash
	$1,500 

	Accounts receivable
	2,200

	Interest receivable
	100

	Prepaid insurance
	1,600

	     Total current assets
	5,400

	Notes receivable
	2,800

	Equipment (net of accumulated depreciation, $3,000)
	12,290

	Total Assets***
	$20,490 

	Liabilities and Stockholders' Equity
	

	Liabilities
	

	Current Liabilities:
	

	Accounts payable
	$2,400 

	Accrued expenses payable*
	3,920

	Income taxes payable*
	2,700

	Unearned rent revenue*
	500

	     Total current liabilities
	9,520

	Long-term liabilities
	0

	     Total liabilities **
	9,520

	Stockholders’ Equity
	

	Common stock ($0.10 par value
	80

	Additional paid-in-capital
	3,620

	Retained Earnings
	7,270

	     Total Stockholders’ Equity
	10,970

	Total Liabilities and Stockholders’ Equity***
	$20,490

	
	

	*Assume all are current liabilities
	


** In most financial statements, Total Liabilities is not presented

***Note total assets = total liabilities and stockholders’ equity.
Income Statement 

An Income Statement (sometimes referred to as a Statement of Income, Statement of Earnings, or Statement of Operations).
The exact income statement format is not prescribed in U.S. GAAP.  Thus, we see variations in the way income statements are presented.  We will adopt the following general format for income statement presentation.  

	
	Net sales

	-
	Cost of goods sold

	=
	Gross profit (also described as gross margin)

	-
	Operating expenses (1) 

	
	     Selling, general & administrative, and other operating expenses

	=
	Operating income (also described as income from operations)

	±
	Nonoperating revenues and (expenses) (2)

	
	     Interest income

	
	     Gains

	
	     Interest expense

	
	     Losses

	=
	Income before income taxes

	-
	Income tax expense

	=
	Net income.  

	
	


(1) Sometimes labeled as Selling, General & Administrative Expenses

(2) Sometimes the label is Other Income (Expenses)

Note:  the FASB and IASB have agreed in the joint Financial Reporting project to eventually eliminate extraordinary items.  

Example

Shown below is an example income statement.  In practice, you will find many variations of the format below.  

	Smith Co.

Statement of Income

For the Year Ended December 31, 2012

	Net sales
	 $  28,975,000 

	Cost of goods sold
	18,443,827 

	Gross profit 
	10,531,173 

	Operating expenses
	

	     Selling, general & administrative 
	3,664,312 

	Operating income (1)
	6,866,861 

	Nonoperating revenues and (expenses) (2)
	

	     Interest income
	17,845 

	     Gains
	226,380 

	     Interest expense
	(27,982)

	     Losses
	(15,330) 

	Income before income taxes
	7,067,774 

	Income tax expense
	2,261,688 

	Net income
	    $    4,806,086 

	
	

	(1) Also described as income from operations
	


(2) Sometimes described as Other Income and Other Expense
Review the Apple Statement of Operations (p. 237), American Eagle Outfitters (Appendix B), and Urban Outfitters (Appendix  C) for Income Statement Examples.  Note the similarities and differences in the formats.
EARNINGS PER SHARE (EPS)

Earnings per share (EPS) is a measure of company performance.  The benefit of EPS is that is it a standardized, summary statistic, which can be compared over time and across firms.  

EPS is computed as follows:

	EPS
	=
	Net Income Available to Common Stockholders

	
	
	Weighted Average Number of Common Shares Outstanding During the Period


If the company has preferred dividends, then the preferred dividends declared are subtracted in the numerator.  

At this point in the text, the authors do not discuss the fact that many companies compute and report two EPS amounts:  Basic EPS and Diluted EPS.  Companies that have securities outstanding that could be exchanged or converted into common stock must report these two amounts.  The computation of diluted EPS is not considered in the textbook and is beyond the scope of this course.  However, these amounts are shown in most financial statements to which students may refer.  

MORE ON ROA

ROA and its components is a key concept from this Lesson and Chapter 5.  Additional information is available via the web; e.g., http://www.investopedia.com/terms/r/returnonassets.asp  ROA is a common measure used to measure management performance; its efficiency in generating net income bases upon its asset base.  
	ROA 
	=
	Net Income

	
	
	Average Total Assets


ROA can be decomposed into subcomponents or profit drivers (profit levers), which are other ratios (decomposing ROA is sometimes called DuPont analysis or decomposition analysis).  The two ROA subcomponents (ratios) are net profit margin and total asset turnover.
	ROA
	=
	Net Profit Margin (2)
	X
	Total Asset Turnover (1)

	Net Income
	=
	Net Income
	X
	Net Sales

	Average Total Assets
	
	Net Sales
	
	Average Total Assets


(1) Also called Asset Turnover
(2) Also called Return on Sales, but in the context of decomposing ROA should be referenced as Net Profit Margin
The following shows how the algebra works as the two ratios combine into ROA.
	ROA
	=
	Net Profit Margin
	X
	Total Asset Turnover

	Net Income
	=
	Net Income
	X
	Net Sales

	Average Total Assets
	
	Net Sales
	
	Average  Total Assets


NET PROFIT MARGIN (also called net profit margin ratio or profit margin ratio) equals the amount of net income generated by each dollar of net sales.  All other things being equal (e.g., a static analysis), net profit margin can be increased (decreased) by:

· Increasing (decreasing) sales volume

· Increasing (decreasing) sales prices

· Decreasing (increasing) cost of goods sold and operating expenses

TOTAL ASSET TURNOVER (or asset turnover ratio) is an efficiency measure, the amount of sales per dollar of average total assets. (Net Sales ÷Average Total Assets)  All other things being equal (e.g., a static analysis), total asset turnover increased (decreased) by:

· Collecting accounts receivable more quickly (less quickly)

· Reducing (increasing) inventory on hand

· Consolidating production facilities in fewer factories to reduce the amount of assets necessary to generate each dollar of sales.

See ROA and component computations for Microsoft on text p. 249 (demonstration problem).
Statement of Cash Flows

The Statement of Cash Flows is the statement that explains how the cash balance changed during the period.  On the Statement of Cash Flows, the changes in cash are related to three types of activities:  operating activities, investing activities, and financing activities.  Although introduced in Chapter 5, examination and use of the Statement of Cash Flows is beyond the scope of this introductory course.  

· Cash flows from operating activities: This section reports cash flow associated with the primary operations of the firm. 

· Cash flows from investing activities: Cash flows in this section are associated with the purchases and sales of (1) productive assets and (2) investments in other companies.

· Cash flows from financing activities: These cash flows are related to financing the business through borrowing and repaying loans, stock (equity) issuances and repurchases, and dividend payments.

CONCLUSION
Chapter 5 provides an overview of three basic financial statements

· Balance Sheet (or Statement of Financial Position)

· Income Statement (or Statement of Income, Statement of Earnings, Statement of Operations)

· Statement of Cash Flows  

Specific accounts on the balance sheet and income statement are discussed, and the formats of each statement are illustrated.  ROA is introduced as a framework for evaluating performance.  
