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Lesson 3  : 
Financial statements
Financial statements meaning : 
Businesses create financial statements to detail their financial activities and overall health. These reports are frequently audited by both accounting professionals and government bodies to guarantee accuracy for various purposes, including taxes, financing, and investment decisions. For-profit companies primarily use the balance sheet, income statement, statement of cash flow, and statement of changes in equity. Nonprofit organizations also utilize similar financial reports, though they may be named differently and present slightly different information due to the nature of their operations.
How Financial statement work :  
Both internal and external stakeholders rely on a company's financial data to assess its performance and forecast future stock prices. A key source of this information is the annual report, which includes audited financial statements, ensuring reliability. These financial statements are crucial for investors, analysts, and lenders as they evaluate the company's financial health and potential for future earnings. The three primary financial statement reports are the balance sheet, the income statement, and the statement of cash flows.
Main types of Financial statements : 
There are three primary financial statements: the balance sheet, the income statement, and the cash flow statement.  Collectively, these statements provide a comprehensive view of a company's financial position, including its assets and liabilities, its revenues and expenses, and its cash flows, categorized by operating, investing, and financing activities. 
1- The balance sheet : 
A balance sheet is a financial statement that showcases a company's assets, liabilities, and equity at a particular moment. It serves as a foundation for assessing investor returns and evaluating the company's capital structure.
Essentially, the balance sheet provides a snapshot of a company's financial health, revealing its assets, debts, and shareholder investments. When combined with other financial statements, it's a valuable tool for fundamental analysis and calculating financial ratios.
2-	How balance sheet work ?  
The balance sheet offers a snapshot of a company's financial health at a specific moment. To understand financial trends, it's essential to compare multiple balance sheets over time.
Investors can assess a company's financial well-being using various ratios derived from the balance sheet, such as the debt-to-equity ratio and the acid-test ratio. The income statement, statement of cash flows, and accompanying notes provide additional context.
The balance sheet adheres to the following fundamental accounting equation:
Assets = Liabilities + Shareholders' Equity
This equation reflects the fact that a company's assets must be financed through either borrowing (liabilities) or investment (equity). 
Example of a Balance Sheet 
Balance Sheet As of December 31, 2023
Assets
· Current Assets:
· Cash: $10,000
· Accounts Receivable: $20,000
· Inventory: $15,000
· Prepaid Expenses: $5,000
· Total Current Assets: $50,000   
· Non-Current Assets (Long-Term Assets):
· Property, Plant, and Equipment (PP&E): $80,000
· Less: Accumulated Depreciation: ($10,000)
· Net PP&E: $70,000
· Long-Term Investments: $20,000
· Total Non-Current Assets: $90,000
· Total Assets: $140,000
Liabilities
· Current Liabilities:
· Accounts Payable: $15,000
· Short-Term Debt: $10,000
· Accrued Expenses: $5,000
· Total Current Liabilities: $30,000   
· Non-Current Liabilities (Long-Term Liabilities):
· Long-Term Debt: $40,000
· Total Non-Current Liabilities: $40,000
· Total Liabilities: $70,000
Equity
· Common Stock: $50,000
· Retained Earnings: $20,000
· Total Equity: $70,000
Total Liabilities and Equity: $140,000

2-  The Income statement : 
The income statement, unlike the balance sheet, reports on financial activity over a specific period, typically a quarter or a year.  It summarizes a company's revenues, expenses, net income, and earnings per share for that period
Primarily, the income statement details a company's profitability and the financial outcomes of its operations.  It's also a valuable tool for tracking trends in sales or revenue across multiple reporting periods, giving executives and management insight into operational success.
Furthermore, investors can use the income statement to assess management's expense control and identify potential profit improvements, such as those that might result from decreasing the cost of sales.
How income statement work : 
The income statement works by summarizing a company's financial performance over a specific period, typically a quarter or a year. It follows a basic formula:   
Revenue - Expenses = Net Income   
Here's a breakdown of how it works:
1. Revenue: This is the starting point. It represents the total income generated by the company from its primary business activities. For example, if a company sells products, the revenue is the total amount of money received from those sales.   
2. Cost of Goods Sold (COGS): This represents the direct costs associated with producing the goods or services that the company sells. This includes things like raw materials, labor, and manufacturing overhead. By subtracting COGS from revenue, you get the Gross Profit.   
3. Operating Expenses: These are the costs associated with running the business that are not directly related to production. This includes things like salaries, rent, marketing expenses, and utilities. Subtracting operating expenses from gross profit gives you Operating Income (also known as EBIT - Earnings Before Interest and Taxes).   
4. Interest Expense: If the company has any debt, it will have interest expenses. These are the costs of borrowing money. Subtracting interest expense from operating income gives you Income Before Taxes.   
5. Income Tax Expense: Companies pay taxes on their profits. This expense is calculated based on the company's income and the applicable tax rate. Subtracting income tax expense from income before taxes gives you Net Income.   
6. Net Income: This is the "bottom line" of the income statement. It represents the company's profit after all expenses have been deducted. This is the money that can be distributed to shareholders as dividends or reinvested back into the business.

Income statement example : 
ExampleCo Income Statement For the Year Ended December 31, 2023
Revenue:
· Sales Revenue: $200,000
Cost of Goods Sold (COGS):
· Beginning Inventory: $15,000
· Purchases: $100,000
· Goods Available for Sale: $115,000
· Ending Inventory: $20,000
· Cost of Goods Sold: $95,000
Gross Profit:
· Gross Profit: $105,000 (Sales Revenue - COGS)
Operating Expenses:
· Selling Expenses: $20,000
· General and Administrative Expenses: $15,000
· Depreciation Expense: $10,000
· Total Operating Expenses: $45,000
Operating Income (EBIT):
· Operating Income: $60,000 (Gross Profit - Operating Expenses)
Interest Expense:
· Interest Expense: $5,000
Income Before Taxes:
· Income Before Taxes: $55,000 (Operating Income - Interest Expense)
Income Tax Expense:
· Income Tax Expense: $15,000 (Assumed tax rate)
Net Income:
· Net Income: $40,000 (Income Before Taxes - Income Tax Expense)
Earnings Per Share (EPS):
· Earnings Per Share: $4.00 (Net Income / Number of Outstanding Shares - assuming 10,000 shares outstanding)
3- Cash flow statement 
The cash flow statement (CFS) tracks the movement of cash, both incoming and outgoing, within a company.  It works in conjunction with the balance sheet and income statement to provide a more complete picture of a company's financial health.

The CFS helps investors understand the effectiveness of a company's operations, the sources of its cash, and how that cash is being utilized.  It also offers insights into the company's overall financial stability.

The cash flow statement is divided into three sections, each detailing the various activities that impact the company's cash flow.
How cash flow statement : 
The cash flow statement (CFS) tracks the movement of cash both into and out of a company during a specific period. It complements the balance sheet and income statement, providing a more complete picture of a company's financial health. Here's how it works:   

1. Three Main Sections:

The CFS is divided into three main sections, each focusing on different types of activities:   

Operating Activities: This section shows cash flows from the company's day-to-day business operations. It includes cash receipts from sales, payments to suppliers, salaries, and other operating expenses. This section essentially shows how much cash the core business generates.   
Investing Activities: This section reports cash flows related to the purchase and sale of long-term assets, such as property, plant, and equipment (PP&E), as well as investments in other companies. It shows how the company is investing in its future.   
Financing Activities: This section shows cash flows related to how the company is funded, including debt, equity, and dividends. It includes transactions like issuing or repurchasing stock, taking on new debt, and repaying existing debt.   
2. Two Methods:

There are two main methods for preparing the cash flow statement:

Direct Method: This method lists all the cash receipts and cash payments from operating activities. It's more straightforward but less commonly used.   
Indirect Method: This method starts with net income from the income statement and adjusts it for non-cash items and changes in working capital to arrive at cash flow from operating activities. This method is more common because it's easier to prepare.   
3. Reconciliation:

The CFS essentially reconciles the beginning cash balance with the ending cash balance for the period. It shows how the company's cash balance changed due to its operating, investing, and financing activities.   

4. Importance:
The cash flow statement is important because it provides insights that the income statement and balance sheet alone cannot. It helps investors, creditors, and analysts assess:   
Liquidity: The company's ability to meet its short-term obligations.
Financial Flexibility: The company's ability to adapt to changing circumstances.
Profitability: The company's ability to generate cash from its operations.
Investment Decisions: How the company is investing in its future.
Financing Activities: How the company is funding its growth.   
In summary, the cash flow statement provides a crucial view of how cash moves within a company, offering a more complete understanding of its financial health and performance.   



