Introduction to Financial Reporting

1. Background

The next several topics of this tutorial will make extensive use of financial reports to assess the values of companies stocks. For readers who may be unfamiliar with accounting terms, this topic will introduce financial reporting. We will begin with some simple everyday business ventures and show how financial reports are used to show profits and growth rates. 

All company financial reports include: 

a. a balance sheet and
b. an income (or earnings) statement.
c. They may also include a cash flow statement, or a statement of source and application of funds.

 

2. Balance Sheets, Assets, Liabilities and Equities

Suppose you own a building worth $100,000 that has a mortgage with a remaining balance of $60,000. It does not require accounting expertise to know that the $100,000 asset is made up of two parts: (1) your part-ownership of the property, $40,000 and (2) the unpaid balance remaining on the mortgage, $60,000. 
	Equity, the part that you own
	$40,000

	Liability, what you owe on the mortgage
	$60,000 




	Asset, total value of the building
	$100,000


That equality defines "asset," "liability" and "equity"; it represents probably the most basic of all accounting equations: 

Assets = Liabilities plus Equities 

All company reports include a balance sheet. It shows, at a particular point in time, the value of its capital assets, its debt and its equity in the assets. To put it in balance sheet format, we would show that assets "balance" (equal) liabilities plus equities: 
	BALANCE SHEET

	Assets: Building
	$100,000

	Liabilities and Equities:
	

	
	Long-term Debt
	$60,000

	
	Equity
	40,000 




	Total: Liability plus Equity
	$100,000


Debt Retirement 

Now in the above example, suppose during a year you paid $750 per month (a total of $9,000) on the mortgage: $6,000 to interest and $3,000 to principal. Your balance sheet would change to: 

	
	Current
	Last Year

	Assets: Building
	$100,000
	$100,000

	Liabilities and Equities:
	
	

	
	Long-term Debt
	57,000
	60,000

	
	Equity
	43,000 



	40,000 




	Total: Liability plus Equity
	$100,000
	$100,000


The $3,000 debt payoff is not actually listed on the balance sheet, but it did decrease your liability by $3,000 and increase your equity $3,000. The balance sheet remains balanced. Note that the $6,000 interest payment also is not listed, nor did it change anything on the balance sheet. It had no effect on assets, liabilities, or equities. 

A balance sheet shows only a snapshot of capital conditions at a particular point in time. It says nothing about financial transactions that led to the numbers. You need to compare a company's current balance sheet with its earlier ones to see changes over the years. For an investment, you look for rapid growth. 

Depreciation 

The current balance sheet above is not actually correct because it ignores depreciation losses. Accountants always figure that so long as you retain possession of an asset it continuously loses value due to aging and obsolescence. Depreciation losses then reduce both assets and equities. 

Depreciation is one of the most confusing aspects of accounting. Sometimes, because of inflation or other external factors, the actual open-market value of a building will increase with age rather than decrease. But most business capital investments, like machinery or manufacturing plants, do indeed wear out and lose value. In any event, accountants ignore market values. The IRS tells you in great detail just how much to depreciate any kind of asset during each year of its life—buildings, automobiles, trucks, appliances, farm machinery, bulldozers, etc.. So market values have nothing to do with it. You realize tax savings (or at least tax deferments) by deducting depreciation losses. You must deduct them in any event. Even if you do not, the IRS will tax you the same as if you did! 

Assume that during the year your building depreciated (lost) $2,000 of value. Your balance sheet will not actually list the depreciation item per se (it will be shown elsewhere), but it must show that both your assets and your equity are $2,000 lower: 

	
	Current
	Last Year

	Assets: Building
	$98,000
	$100,000

	Liabilities and Equities:
	
	

	
	Long-term Debt
	57,000
	60,000

	
	Equity
	41,000 



	40,000 




	Total: Liability plus Equity
	$98,000
	$100,000


 

3. Cash Flow

Next, suppose that your building is a 3-apartment triplex and that you rented each unit for $500 per month. You do some scratching on back of an envelope and come up with the following: 

	Income, rents collected during the year
	$18,000

	
	less maintenance and repairs
	(4,000)

	
	less mortgage payments, to principal
	(3,000)

	
	less mortgage payments, to interest
	(6,000) 




	Amount left before taxes
	$5,000

	
	less income tax
	(1,000) 




	*Cash left after paying taxes
	$4,000

	
	less amount I spent for personal purposes
	(1,000) 




	Cash left in the checking account
	$3,000


Note the "*" line. You know you cannot charge your personal spending ($1,000) to the business, but did you make an after-tax profit of $4,000? The answer is no, you did not. Your numbers are correct but cash remaining does not equal "profit" (or "income" or "earnings"). There were two reasons for this: (a) your $2,000 depreciation "loss" is unaccounted for and (b) you did not show the $3,000 you used to reduce long-term debt; that $3,000 was a part of the profit from the business. Do this: start with the $4,000 from the back of the envelope, subtract the $2,000 depreciation, then add back the $3,000 loan payments. You find your net income (profit) was actually $5,000. That is correct but confusing. We need a better way to clarify what is going on. That's where an "income statement" or "earnings statement" is needed. 

 

4. Income Statement

An income statement deals with profits and losses, with income from sales or services and with tax-deductible expenses. (Here, we will begin to show dollars in thousands just to avoid writing all the zeros. Later, when we get to bigger businesses, the numbers may represent millions, or even billions, of dollars.) 

	INCOME STATEMENT
(in thousands of dollars)

	
	
	

	Rental income
	$18

	Expenses
	

	
	Maintenance, property taxes
	$4

	
	Interest
	6

	
	Depreciation
	2 



	Total Expenses
	$12

	Before-tax earnings
	$6

	
	
	
	
	

	Income tax on $6,000 earnings
	1 


	
	

	Net after-tax earnings
	$5
	
	


That gave you the correct $5,000 "bottom line." Note that both depreciation and interest are listed as deductible expenses. Interest is clearly an expense; but why depreciation? Unlike interest and the other expense deductions, depreciation does not actually reduce operating cash. Nevertheless, we know that aging and obsolescence over a period of years does decrease the value of most things; depreciation is a loss. So you must subtract it from income before you calculate the "before-tax earnings" bottom line—especially before you pay taxes on it. 

The income statement helped some but the $3,000 payment to principal is still not listed anyplace. It caused a change in the balance sheet numbers but it was not actually listed there; it also was not listed on the income statement. So where does it show up? Read on. 

 

5.  Source and Application of Funds

Sometimes a financial report will include a statement called something like "cash flow," or "source and application of funds" statement to provide additional information about the year's financial transactions. 

SOURCE AND APPLICATION OF FUNDS STATEMENT 

	Source of Funds

	Net after-tax earnings
	
	$5
	
	(from the Income Statement)

	Depreciation
	
	2 



	
	

	Total
	
	$7
	
	

	
	
	
	
	

	Application of Funds
	
	
	
	

	Decrease in long-term debt
	
	3
	
	

	Dividend payment
	
	1 



	
	

	Increase in Working Capital
	
	$3
	
	


So we finally found a logical place to account for the $3,000 debt-reduction payment as well as the $1,000 "dividend" you paid yourself. We also arrived at the $3,000 cash you had left from the back of the envelope, after "paying yourself a dividend," i.e., the $1,000 you used for personal purposes. If you keep that $3,000 cash "in the business" it becomes an increase in working capital. It will show on the balance sheet in two places: (1) as an asset, probably as "cash," and (2) as an equity, a part of retained earnings. If it did not show in both places the balance sheet would not balance. 

 

6. Why Cash Flow Equals Earnings Plus Depreciation

It is reasonable that the above statement subtracted payments to long-term debt because those payments did decrease your cash. But it seems strange to add depreciation as a "source" of funds. Aging of a building or other assets certainly does not generate cash. 

Explanation. Remember that on the income statement, we started with gross income (from rents) and subtracted a depreciation expense (along with other expense items) to get net (taxable) income. It was a sort of "phantom" expense because it was not a cash-out-of-pocket expense, but it was nevertheless subtracted to get the correct before-tax earnings figure. Therefore, if the source of funds statement is to account for all the funds and we start the computation with net earnings from the income statement, we must add depreciation back again. Welcome to the world of cost accounting! 

 

7. Dividends and Retained Earnings

You left $4,000 of the $5,000 net income in the business so "retained earnings" must be $4,000. The ratio of retained earnings to total earnings, called the "retained earnings ratio," will be 4000/5000 or 80 percent . This is an important ratio in assessing how much of its earnings a company keeps to help finance its future growth. Also, it is of interest to stockholders who look for part of the profit to be paid out to them each year as dividends. 

Finally, taking into account all the above transactions, your balance sheet should show: 

	BALANCE SHEET
(in thousands of dollars)

	
	
	
	

	
	
	Current
	Last Year

	Assets

	
	Triplex rental building
	$98
	$100

	
	Cash
	3 



	0 




	
	
	$101
	$100

	Liabilities and Equities

	
	Long-term Debt
	$57
	$60

	
	Owners original equity
	40
	40

	
	Retained earnings
	4 



	0 




	
	
	$101
	$100


Retained earnings is cumulative. If you had retained earnings from previous years operations, the current retained earnings figure also would have included the prior years amounts. 

Note that by looking at balance sheets and income statements for a number of years one can check a company's growth. The triplex surely is not a "growth company", its growth rate was a bare 1 percent per year. (Before investing in a company's stock, you'd like to see sustained growth of 15 percent to 20 percent per year.) 

 

8. Stockholder's Equity

The item we have called "owners original equity" on an annual report is typically called "stock," because the company originally derived that amount of money by selling stock to people who became its stockholders. "Stock" and "retained earnings" are two important items that you want to pay particular attention to on a balance sheet. Taken together they are the "stockholder's equity" in the company. That is the part of the company actually owned by all the common stockholders collectively. Some balance sheets add the two and identify them for you as "stockholder's equity." 

Some reports go a step further and divide stockholder's equity by the number of common shares outstanding to get another basic measurement, "stockholder's equity per share." In a simple setup that is also the same as "book value per share." 

 

9. Return on Equity, ROE

A big question about any investment is what percent return did it make on the money that investors put into it? The above statements show information to answer that. The percent return on stockholder's (investor owners) equity is called "return on equity" ("ROE" for short). To calculate ROE, find the "Net Income" (usually the last item) on a company's income statement and divide it by stockholder's equity from the balance sheet (original equity plus retained earnings), 5/44 = 11.4 percent. An 11.4 percent ROE for our fictitious rental triplex is not tremendous, but it sure beats the 3 percent one now gets on money market deposits. 

 

10. Per Share Values

Let's step up to a larger company. Although large companies deal with millions or billions of dollars, they report their financial status in the same way. Suppose a company we will call "Marsh Manor, Inc." (MMI) owned rental real estate equivalent to a thousand triplexes like the one above and financed it by issuing 1,000,000 shares of stock at $40 per share. Suppose also that MMI had about the same relative financial operations as the single triplex we talked about above. MMI's balance sheets and income statements might appear nearly identical to the ones above except for two things, the line "owners original equity" would be called "shares," and the numbers would represent millions instead of thousands. (MMI would still be a "small cap" company as compared to other publicly owned corporations.) So, in the following discussions of MMI, we will use the same balance sheet shown above (times 1,000). 

Financial statement numbers mean more to shareholders when shown on a per-share basis. Simply divide any statement figure by the number of shares outstanding to get the per-share amount. (On many reports the accountants do this for you; annual reports typically show key figures in per-share amounts). 

The stockholder's equity shown by the balance sheet would be 40 + 4 or 44 million dollars, $44,000,000. The "shareholders equity per share" would be $44.00. This equity per share is also called "book value." Theoretically it is the amount per share each shareholder would receive if MMI were totally liquidated and the sales dollars divided among the shareholders. Practically speaking, this would not likely ever be strictly true (e.g., special-purpose machinery might be worthless regardless of its book value). However, it is one good way to tell whether a stock is overvalued or undervalued. With a book value of $44 per share MMI stock might be a good buy if you could still get it for $40 per share. 

If the market expected poor earnings from the company next year, you may pay less than $44.00 per share, less than "book value." On the other hand, if it is widely expected to do well next year, you will undoubtedly have to pay a lot more than $44. 

 

11. P/E Ratios and Yields

Earnings per share were $5,000,000 (from the income statement) divided by 1,000,000 shares, or $5.00 per share. If the current stock price is $50, its price-to-earnings ratio, P/E ratio, is 50/5, or 10. 

If the company retained 80 percent of its earnings ($4,000,000) and paid out the other 20 percent ($1,000,000) to the stockholders, each would receive a dividend of $1.00 per share. If the share price is $50, the yield is 1/50 x 100, or 2 percent. You may think 2 percent is a poor return. Remember, however, that the company actually earned five times that much and kept the balance as retained earnings. If it is a well-managed growing company, you are probably better off having it retain 80 percent or more of the earnings for more growth next year instead of paying it out as dividends. It amounts to sort of an automatic tax-free reinvestment program; you will not pay taxes on the re-invested dollars, but you will pay taxes on any dividends paid out to you. (The company has already paid taxes on it once as part of their earnings, whether it paid out dividends or not. That double taxation is another example of your government's idea of fairness.) 

 

12. Sales, Inventory, Accounts Receivable and Accounts Payable

If you have survived this exercise this far, let's extend it one more step to come closer to what the annual report of a typical manufacturing company might look like. Assume, instead of apartment rentals, that National Networks, Inc., NNI, manufactures and sells products. To facilitate comparison with the earlier examples, we will continue to use the same numbers where appropriate. Assume that NNI had sales of $32,000,000 per year, that its cost of sales was $14,000,000, so that its net after-tax profit was the same as MMI's: $5,000,000. 

Its Income statement might show: 

NNI INCOME STATEMENT (in millions of dollars) 

	Sales
	$32

	Expenses
	

	
	Cost of Sales
	$14

	
	Administrative costs,
property taxes
	4

	
	Interest
	6

	
	Depreciation
	2 




	Total Expenses
	$26

	
	
	

	Before tax earnings
	$6

	Income tax on earnings
	1 




	Net after-tax earnings
	$5


Again, for easier comparison to the above examples, we will assume that NNI's total assets, liabilities and stockholder's equity are the same as MMI's; but that NNI's assets now include inventory and accounts receivable; and that its liabilities include. The balance sheet might show: 

NNI BALANCE SHEET (in millions of dollars) 

	Assets
	

	
	Plant and Equipment
	$95

	
	Cash
	1

	
	Marketable Securities
	1

	
	Accounts receivable
	1

	
	Inventory
	1 




	Total Assets
	$101

	
	
	

	Liabilities
	

	
	Bonds
	$40

	
	Other long term debt
	16

	
	Accounts payable
	1

	
	Stock
	0

	
	Retained earnings
	1 




	Total Liabilities
	$101


If you calculate ROI, stockholder's equity, P/E ratio, etc. for NNI they will be the same as MMI's. We introduced some new terms in this last example. Two of them, accounts receivable and accounts payable—and their inclusion in assets and liabilities, respectively—are self explanatory. Bonds, under liabilities, means that at some time in the past the company issued bonds to finance some of its operations. The bonds are a part of its liability, just like any other debts that it must pay at some time in the future. 

Another new term is "inventory." Inventory accounts for unused parts and raw materials and finished but unsold products. It represents temporarily idle capital—capital that at the moment is not earning any return on the money tied up in it. Companies work hard to keep inventories small—large enough to meet customer demands promptly, but no excess piles gathering dust on shelves in warehouses! For that reason, it is interesting to look at "inventory turnover per year," i.e., how often annually does inventory get used and replaced? Turnover is sales divided by year-end inventory, in this case, 32/3, or 10.7. That means that the inventory is turned over, on average, nearly 11 times per year, or about once a month. Depending on the product, that probably shows efficient inventory management. 

 

13.  Warning: What You See Is Not Always What You Get

The above could give the impression that everything one needs to know about a company will always be found in the statements and balance sheets found in its annual report. That is not always true. 

In earlier years, big profits were made in real estate even though annual cash flows and earnings were negative year after year. This resulted from depreciation for tax purposes during years when the market values of real properties were actually increasing instead of decreasing. 

In other situations, older companies may own real property whose true market value has doubled or tripled over the years, but their books show unrealistic low value because of many years depreciation. Such a company's actual market value may be much more than that shown by the accountant's balance sheets. 

A company may decide in a given year to "write-off" some major bad debts owed to it, debts that have accumulated over the years that they know will never be paid. The write-off can make earning for the year look bad, even in a year when the company did very well. 

Conversely, a balance sheet may show an inflated multimillion dollar asset listings for things like "good will." If it's Coke or Kentucky Fried Chicken, O.K. But if it's Joe's Pig Knuckles you had better scratch it out and subtract it from assets and equity. Recently a Florida S&L issued a glowing annual report showing how solvent and profitable the firm was. When bank regulators reviewed the S&Ls report they deleted the millions of dollars listed for good will. They also deducted for bad loans on real estate whose real value was less than the amounts owed. They found the S&L was actually bankrupt. Four months later, it was bought out (at great loss to you know who—taxpayers) by another bank. 

Every so often, the news media report a big flap over a company that issues misleading financial statements showing the company to be very profitable when, in fact, the company is losing money. Usually, neither the public nor the media really knows who is right and the SEC reviews the charges. 

Some reports will have an extraordinary item or two that can affect the numbers in artificial and misleading ways. Be sure to read the footnotes carefully and see if you agree with the accountants reasons for handling those items as they did. Figures do not lie, but liars do figure! 

Summary 

The above analysis started out simple and grew more complex as we added depreciation, debt payments, dividends and inventory. Nevertheless, a multibillion dollar company report shows essentially the same basic elements in the same basic relationships and for the same basic reasons, as a small mom and pop business. 

Large corporations have more items to account for and they deal with millions or billions instead of thousands; but one calculates ROE and other ratios the same way. If you can visualize why the various dollar amounts were combined as they were in the above balance sheets and statements, you should find it easier to sort through the hodgepodge of numbers in annual and quarterly reports of large corporations. 

If this is all new and confusing to you, do not be discouraged. It begins to make more sense after you work with it awhile. You may wish to refer back to this topic if you run into confusion in studying annual reports. 
