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Chapter One: Accounting Analysis
and Financial Decision-Making

1.1 Brief Introduction to Financial Statements

It is very important for managers to have a good under-
standing to the principle underling the figures. Some basic
conceptions are developed as follows:
® Assets =liabilities
® Fixed assets +current assets-current liabilities =equity cap-

ital +long-term liabilities
¢ Debits = Credits
® Revenue-expense = profits
® Profits =a measure of periodic performance

fR

W &R R AP B R AT
assets }y"f’ [—.‘r.
liabilities 1 ¥

1.2  Core Basis for Financial Analysis

The core sense in financial analysis is to have an effec-
tive understanding and analysis on three financial state-
ments, say, balance sheet, profit statement and cash flow
Statement.

1.2.1 Balance Sheet
The basic components such as fixed assets, tangible
assets, current assets, stocks, debtors, cash, current lia-
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ities, share capital etc. should be clearly shown in balance
eet. Some basic explanations are explained as follows:
Fixed assets refer to the companies those that do not
want convert into cash within an accounting period.
Tangible assets refer to the physical assets such as build-
ings and machinery.

Current assets refer to the companies who want to con-
vert into cash within the accounting period.

® Cash refers to the money at bank and in hand.
® Current liabilities include short term bank loans and over-

drafts, trade creditors, tax and social ‘security payable
and dividends payable.

Share capital refers to the called up, allotted and fuily
paid share capital at nominal value.

Share premium refers to the difference between the eg-
uities value when sold by the company and its nominal
value.
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1.2.2 Profit and Loss Account Statement
This statement could tell managers the performance of
an organization over an accounting period. The Profit and
Loss Account Statement could be used to connect the bal-
ance sheets and cash flow statement. The analysis on it
should base on the accruals and matching conceptions. The
revenues should be connected with the cost of goods sold.
Some basic explanations are explained as follows:
® Turnover refers to the revenue earned in the accounting
period.
e Cost of sales refers to the opening stock plus purchases
minus closing stock.
¢ Dividends refer to the money paid or proposed.
[ | 310 A
FEMTURMAG A - MU EFEFEENY H £
AlER, Be, FEHTUEY - ERPEEEF 4
HaifReR oM. —LELARASOELH., HER
K, FERA. ABru 5 EEREPHBERALE |
| BES AT ST R
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1.2.3 Cash Flow Statement

Cash flow statement analysis could tell how the com-
pany generates cash in the limited period and how it uses
it. Cash flow statement could be established based on the
balance sheet and profit and loss account statement. Some
basic concepts are shown below:

The sources of cash could be calculated from operating
profits, other sources, uses of cash, and financing. For ex-
ample: Financing (share issue, loans received or repaid,

BArFrMEEBSHHFRE 3



payabie), uses of cash (tax paid, purchase of fixed assets,
investment), other sources ({interest received, interest
paid, dividends received and dividends paid), operating prof-
its {(depreciation, profit on sales of fixed assets, increase in
stock, decrease in debtors, and increase in creditors).

i )

T A T DL R ke A F B T A 0L |
Rl A RS, AARERLERS A KAFAA |
RS LA TR, RE AN E GRS ER
FEAARGHAB KR, —FAREFENAAEET
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B, EANHE AR LA TE,

depreciation I IH, #EF %X = ot

1.3 Basic Information Acquired from Three
Basic Statements

Balance sheet

Current assets . Current liabilities
Cash: 10 i Payable: 12
Receivable: 15 : Salary 7
Stock: 85 E Tax; 1
110 | 20
Fixed assets i Long-term liabilities
Equipment: 30 i Loan: 5
Depreciation: 5 E
25 '
: Equity
': Shares:
{ Returned earnings: 5
E Owners equities 10
1
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Total assets 135 i Tota! liabilities and owners

: equities: 135
From the above statement we could at least get some
basic financial information for further analysis. Current as-
sets is 110; Fixed assets is 25 ; Working capital =current
assets +current liability =110 +20 =130 ; Net working capi-
tal =current assets-current liabilities =110 -20 =90 ; Total
assets is 135 ; Non-working liability {usually refers to
long-term loan from bank) is 5 ; current {working) liability
is 20 ; total liability is 135; owner s equity is 10 .

At least we could get some very basic information such
as working capital, net working capital, working fiability and
non-working liability, etc. And these digits could be used
for funher analysis.
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Profit and loss statement

Sales revenue: 19

Cost of sales: 5

14 Gross profit /gross margin
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