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2.1: Financial Statements

Introduction
Man is the measure of all things; of that which is, that it is; of that which is not, that it is not.
Protagoras (ca. 490-421 BC), in Plato’s Protagoras

Man is also the measurer of all things. Measuring by counting, by adding it all up, by taking stock, is probably as old as any human
activity. In recorded history, there are “accounts” on clay tablets from ancient Sumeria dating from ca. 3,700 BC.Gary Giroux,
acct.tamu.edu/giroux/AncientWorld.html (accessed January 19, 2009). Since the first shepherd counted his sheep, there has been
accounting.

In financial planning, assessing the current situation, or figuring out where you are at present, is crucial to determining any sort of
financial plan. This assessment becomes the point of departure for any strategy. It becomes the mark from which any progress is
measured, the principal from which any return is calculated. It can determine the practical or realistic goals to have and the
strategies to achieve them. Eventually, the current situation becomes a time forgotten with the pride of success, or remembered with
the regret of failure.

Understanding the current situation is not just a matter of measuring it, but also of putting it in perspective and in context, relative
to your own past performance and future goals, and relative to the realities in the economic world around you. Tools for
understanding your current situation are your accounting and financial statements.

3.1 Accounting and Financial Statements

LEARNING OBJECTIVES
1. Distinguish accrual and cash accounting.
2. Compare and contrast the three common financial statements.
3. Identify the results shown on the income statement, balance sheet, and cash flow statement.
4. Explain the calculation and meaning of net worth.
5. Trace how a bankruptcy can occur.

Clay tablets interested Sumerian traders because the records gave them a way to see their financial situation and to use that insight
to measure progress and plan for the future. The method of accounting universally used in business today is known as accrual
accounting, in which events are accounted for even if cash does not change hands. That is, transactions are recorded at the time
they occur rather than when payment is actually made or received. Anticipated or preceding payments and receipts (cash flows) are
recorded as accrued or deferred. Accrual accounting is the opposite of cash accounting, in which transactions are recognized only
when cash is exchanged.

Accrual accounting defines earning as an economic event signified by an exchange of goods rather than by an exchange of cash. In
this way, accrual accounting allows for the separation in time of the exchange of goods and the exchange of cash. A transaction can
be completed over time and distance, which allows for extended—and extensive—trade. Another advantage of accrual accounting
is that it gives a business a more accurate picture of its present situation in reality.

Modern accounting techniques developed during the European Age of Discovery, which was motivated by ever-expanding trade.
Both the principles and the methods of modern accrual accounting were first published in a text by Luca Pacioli in 1494,Luca
Pacioli, Summa de arithmetica, geometria, proportioni et proportionalita (Venice: Luca Pacioli, 1494). For more information on
Pacioli, see http://en.Wikipedia.org/wiki/Luca_Pacioli (accessed November 23, 2009). although they were probably developed
even before that. These methods of “keeping the books” can be applied to personal finance today as they were to trading in the age
of long voyages for pepper and cloves, and with equally valuable results.

Nevertheless, in personal finance it almost always makes more sense to use cash accounting, to define and account for events when
the cash changes hands. So in personal finance, incomes and expenses are noted when the cash is received or paid, or when the
cash flows.

The Accounting Process

Financial decisions result in transactions, actual trades that buy or sell, invest or borrow. In the market economy, something is given
up in order to get something, so each trade involves at least one thing given up and one thing gotten—two things flowing in at least
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two directions. The process of accounting records these transactions and records what has been gotten and what has been given up
to get it, what flows in and what flows out.

In business, accounting journals and ledgers are set up to record transactions as they happen. In personal finance, a checkbook
records most transactions, with statements from banks or investment accounts providing records of the rest. Periodically, the
transaction information is summarized in financial statements so it can be read most efficiently.

Bookkeeping—the process of recording what and how and by how much a transaction affects the financial situation—is how
events are recorded. Since the advent of accounting software, bookkeeping, like long division and spelling, has become somewhat
obsolete, although human judgment is still required. What is more interesting and useful are the summary reports that can be
produced once all this information is recorded: the income statement, cash flow statement, and balance sheet.

Income Statement

The income statement summarizes incomes and expenses for a period of time. In business, income is the value of whatever is sold,
expenses are the costs of earning that income, and the difference is profit. In personal finance, income is what is earned as wages or
salary and as interest or dividends, and expenses are the costs of things consumed in the course of daily living: the costs of
sustaining youwhile you earn income. Thus, the income statement is a measure of what you have earned and what your cost of
living was while earning it. The difference is personal profit, which, if accumulated as investment, becomes your wealth.

The income statement clearly shows the relative size of your income and expenses. If income is greater than expenses, there is a
surplus, and that surplus can be used to save or to spend more (and create more expenses). If income is less than expenses, then
there is a deficit that must be addressed. If the deficit continues, it creates debts—unpaid bills—that must eventually be paid. Over
the long term, a deficit is not a viable scenario.

The income statement can be useful for its level of detail too. You can see which of your expenses consumes the greatest portion of
your income or which expense has the greatest or least effect on your bottom line. If you want to reduce expenses, you can see
which would have the greatest impact or would free up more income if you reduced it. If you want to increase income, you can see
how much more that would buy you in terms of your expenses (Figure 3.3 “Alice’s Situation (in Dollars)”). For example, consider
Alice’s situation per year.

Figure 3.3 Alice’s Situation (in Dollars)

Gross wages 44650
Income taxes and deductions a930
Rent expense 10800
Living expenses 14400

She also had car payments of $2,400 and student loan payments of $7,720. Each loan payment actually covers the interest expense
and partial repayment of the loan. The interest is an expense representing the cost of borrowing, and thus of having, the car and the
education. The repayment of the loan is not an expense, however, but is just giving back something that was borrowed. In this case,
the loan payments break down as follows (Figure 3.4 “Alice’s Loan Payments (Annually)”).

Figure 3.4 Alice’s Loan Payments (Annually)

Breaking down Alice’s living expenses in more detail and adding in her interest expenses, Alice’s income statement would look
like this (Figure 3.5 “Alice’s Income Statement for the Year 2009”).
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Figure 3.5 Alice’s Income Statement for the Year 2009

Alice’s disposable income, or income to meet expenses after taxes have been accounted for, is $35,720. Alice’s net ncome, or net
earnings or personal profit, is the remaining income after all other expenses have been deducted, in this case $6,040.

Now Alice has a much clearer view of what’s going on in her financial life. She can see, for example, that living expenses take the
biggest bite out of her income and that rent is the biggest single expense. If she wanted to decrease expenses, finding a place to live
with a cheaper rent will make the most impact on her bottom line. Or perhaps it would make more sense to make many small
changes rather than one large change, to cut back on several other expenses. She could begin by cutting back on the expense items
that she feels are least necessary or that she could most easily live without. Perhaps she could do with less entertainment or clothing
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or travel, for example. Whatever choices she subsequently made would be reflected in her income statement. The value of the
income statement is in presenting income and expenses in detail for a particular period of time.

Cash Flow Statement

The cash flow statement shows how much cash came in and where it came from, and how much cash went out and where it went
over a period of time. This differs from the income statement because it may include cash flows that are not from income and
expenses. Examples of such cash flows would be receiving repayment of money that you loaned, repaying money that you
borrowed, or using money in exchanges such as buying or selling an asset.

The cash flow statement is important because it can show how well you do at creating liquidity, as well as your net income.
Liquidity is nearness to cash, and liquidity has value. An excess of liquidity can be sold or lent, creating additional income. A lack
of liquidity must be addressed by buying it or borrowing, creating additional expense.

Looking at Alice’s situation, she has two loan repayments that are not expenses and so are not included on her income statement.
These payments reduce her liquidity, however, making it harder for her to create excess cash. Her cash flow statement looks like
this (Figure 3.6 “Alice’s Cash Flow Statement for the Year 2009”).

Figure 3.6 Alice’s Cash Flow Statement for the Year 2009

O e
Cash paid for:
Income taxes snd deductions 18930}
Fent expanse (10g00) |
Food {3,900}
Car expenses 136000
Clothing 18000
ol phenn 11,2004
Ingemet and cable TV 11,2004
Emertainment, travel, etc. 2,700}
Car lgan indarest (240}
Student loan interest 14,240
Cash for repayment of car loan 12,1604
Cash fo repayment of stsdent oan 13,480
et cash flow 400

Note: On a cash flow statement, negative and positive numbers indicate direction of flow. A negative number is cash flowing out,
and a positive number is cash flowing in. Conventionally, negative numbers are in parentheses.

As with the income statement, the cash flow statement is more useful if there are subtotals for the different kinds of cash flows, as
defined by their sources and uses. The cash flows from income and expenses are operating cash flows, or cash flows that are a
consequence of earning income or paying for the costs of earning income. The loan repayments are cash flows from financing
assets or investments that will increase income. In this case, cash flows from financing include repayments on the car and the
education. Although Alice doesn’t have any in this example, there could also be cash flows from investing, from buying or selling
assets. Free cash flow is the cash available to make investments or financing decisions after taking care of operations and debt
obligations. It is calculated as cash flow from operations less debt repayments.

The most significant difference between the three categories of cash flows—operating, investing, or financing—is whether or not
the cash flows may be expected to recur regularly. Operating cash flows recur regularly; they are the cash flows that result from
income and expenses or consumption and therefore can be expected to occur in every year. Operating cash flows may be different
amounts in different periods, but they will happen in every period. Investing and financing cash flows, on the other hand, may or
may not recur and often are unusual events. Typically, for example, you would not borrow or lend or buy or sell assets in every
year. Here is how Alice’s cash flows would be classified (Figure 3.7 “Alice’s Cash Flow Statement for the Year 2009”).

Figure 3.7 Alice’s Cash Flow Statement for the Year 2009
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| Cashpabd for:
Incame taxe: and 18,030}
deductions
Rentexpense (10,800}
Food 13,9001
Car expenses. {36000
Clathing 11,8001
Cell phone 11,2000

| Intemet and cable Tv 11,200
Entertainment, travel, etc. 22000

| Cartoan interest 230
Student loan interest 14,2401
Operating cash fows 6040
Cash for repayment of @160

| carkan

| Cash for repayment of 13480}
studsitloan

| Financing cash fiows (5,640)
et cash flow a0

This cash flow statement more clearly shows how liquidity is created and where liquidity could be increased. If Alice wanted to
create more liquidity, it is obvious that eliminating those loan payments would be a big help: without them, her net cash flow would
increase by more than 3,900 percent.

Balance Sheet

In business or in personal finance, a critical piece in assessing the current situation is the balance sheet. Often referred to as the
“statement of financial condition,” the balance sheet is a snapshot of what you have and what you owe at a given point in time.
Unlike the income or cash flow statements, it is not a record of performance over a period of time, but simply a statement of where
things stand at a certain moment.

The balance sheet is a list of assets, debts or liabilities, and equity or net worth, with their values. In business, assets are resources
that can be used to create income, while debt and equity are the capital that financed those assets. Thus, the value of the assets must
equal the value of the debt and the equity. In other words, the value of the business’s resources must equal the value of the capital it
borrowed or bought in order to get those resources.

assets = liabilities + equity

In business, the accounting equation is as absolute as the law of gravity. It simply must always be true, because if there are assets,
they must have been financed somehow—either through debt or equity. The value of that debt and equity financing must equal or
balance the value of the assets it bought. Thus, it is called the “balance” sheet because it always balances the debt and equity with
the value of the assets.

In personal finance, assets are also things that can be sold to create liquidity. Liquidity is needed to satisfy or repay debts. Because
your assets are what you use to satisfy your debts when they become due, the assets’ value should be greater than the value of your
debts. That is, you should have more to work with to meet your obligations than you owe.

The difference between what you have and what you owe is your net worth. Literally, net worth is the share that you own of
everything that you have. It is the value of what you have net of (less) what you owe to others. Whatever asset value is left over
after you meet your debt obligations is your own worth. It is the value of what you have that you can claim free and clear.

assets — debt = net worth

Your net worth is really your equity or financial ownership in your own life. Here, too, the personal balance sheet must balance,
because if

assets — debts = net worth,
then it should also be
assets = debts + net worth.

Alice could write a simple balance sheet to see her current financial condition. She has two assets (her car and her savings account),
and she has two debts (her car and student loans) (Figure 3.8 “Alice’s Balance Sheet, December 31, 2009”).

Figure 3.8 Alice’s Balance Sheet, December 31, 2009
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I Assets Liabilities

Car Loan 2,700

Student Loan 53,000

Total 55,700

Net Worth (50,450)

Alice’s balance sheet presents her with a much clearer picture of her financial situation, but also with a dismaying prospect: she
seems to have negative net worth. Negative net worth results whenever the value of debts or liabilities is actually greater than the
assets’ value. If

Qliabilitiesqssets

then assets — liabilities>0; net worth>0 (net worth is positive) Ifliabilities>assets then assets — liabilities<0; net worth<0 (net worth
is negative)

Negative net worth implies that the assets don’t have enough value to satisfy the debts. Since debts are obligations, this would
cause some concern.

Net Worth and Bankruptcy

In business, when liabilities are greater than the assets to meet them, the business has negative equity and is literally bankrupt. In
that case, it may go out of business, selling all its assets and giving whatever it can to its creditors or lenders, who will have to
settle for less than what they are owed. More usually, the business continues to operate in bankruptcy, if possible, and must still
repay its creditors, although perhaps under somewhat easier terms. Creditors (and the laws) allow these terms because creditors
would rather get paid in full later than get paid less now or not at all.

In personal finance, personal bankruptcy may occur when debts are greater than the value of assets. But because creditors would
rather be paid eventually than never, the bankrupt is usually allowed to continue to earn income in the hopes of repaying the debt
later or with easier terms. Often, the bankrupt is forced to liquidate (sell) some or all of its assets.

Because debt is a legal as well as an economic obligation, there are laws governing bankruptcies that differ from state to state in the
United States and from country to country. Although debt forgiveness was discussed in the Old Testament, throughout history it
was not uncommon for bankrupts in many cultures to be put to death, maimed, enslaved, or imprisoned.BankruptcyData.com,
www.bankruptcydata.com/Ch11History.htm (accessed January 19, 2009). The use of another’s property or wealth is a serious
responsibility, so debt is a serious obligation.

However, Alice’s case is actually not as dismal as it looks, because Alice has an “asset” that is not listed on her balance sheet, that
is, her education. It is not listed on her balance sheet because the value of her education, like the value of any asset, comes from
how useful it is, and its usefulness has not happened yet, but will happen over her lifetime. It will happen in her future, based on
how she chooses to use her education to increase her income and wealth. It is difficult to assign a monetary value to her education
now. Alice knows what she paid for her education, but, sensibly, its real value is not its cost but its potential return, or what it can
earn for her as she puts it to use in the future.

Current studies show that a college education has economic value, because a college graduate earns more over a lifetime than a
high school graduate. Recent estimates put that difference at about $1,000,000.Sandy Baum and Jennifer Ma, “Education Pays: The
Benefits of Higher Education for Individuals and Society” (Princeton, NJ: The College Board, 2007). So, if Alice assumes that her
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education will be worth $1,000,000 in extra income over her lifetime, and she includes that asset value on her balance sheet, then it
would look more like this (Figure 3.10 “Alice’s Balance Sheet (revised), December 31, 2009”):

Figure 3.10 Alice’s Balance Sheet (revised), December 31, 2009

Assets Liabilities

Car Loan 2,700

Student Loan 53,000

Total 55,700

Net Worth 949,550

This looks much better, but it’s not sound accounting practice to include an asset—and its value—on the balance sheet before it
really exists. After all, education generally pays off, but until it does, it hasn’t yet and there is a chance, however slim, that it won’t
for Alice. A balance sheet is a snapshot of one’s financial situation at one particular time. At this particular time, Alice’s education
has value, but its amount is unknown.

It is easy to see, however, that the only thing that creates negative net worth for Alice is her student loan. The student loan causes
her liabilities to be greater than her assets—and if that were paid off, her net worth would be positive. Given that Alice is just
starting her adult earning years, her situation seems quite reasonable.

KEY TAKEAWAYS

e Three commonly used financial statements are the income statement, the cash flow statement, and the balance sheet.

e Results for a period are shown on the income statement and the cash flow statement. Current conditions are shown on the
balance sheet.

o The income statement lists income and expenses.

o The cash flow statement lists three kinds of cash flows: operating (recurring), financing (nonrecurring), and investing
(nonrecurring).

o The balance sheet lists assets, liabilities (debts), and net worth.

o Net worth = assets — debts.

o Bankruptcy occurs when there is negative net worth, or when debts are greater than assets.

EXERCISES

1. Prepare a personal income statement for the past year, using the same format as Alice’s income statement in this chapter.
Include all relevant categories of income and expenses. What does your income statement tell you about your current financial
situation? For example, where does your income come from, and where does it go? Do you have a surplus of income over
expenses? If, so what are you doing with the surplus? Do you have a deficit? What can you do about that? Which of your
expenses has the greatest effect on your bottom line? What is the biggest expense? Which expenses would be easiest to reduce
or eliminate? How else could you reduce expenses? Realistically, how could you increase your income? How would you like
your income statement for the next year to look?

2. Using the format for Alice’s cash flow statement, prepare your cash flow statement for the same one-year period. Include your
cash flows from all sources in addition to your operating cash flows—the income and expenses that appear on your income
statement. What, if any, were the cash flows from financing and the cash flows from investing? Which of your cash flows are
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recurring, and which are nonrecurring? What does your cash flow statement tell you about your current financial situation? If
you wanted to increase your liquidity, what would you try to change about your cash flows?

3. Now prepare a balance sheet, again based on Alice’s form. List all your assets, liabilities and debts, and your equity from all
sources. What does the balance sheet show about your financial situation at this moment in time? What is your net worth? Do
you have positive or negative net worth at this time, and what does that mean? To increase your liquidity, how would your
balance sheet need to change? What would be the relationship between your cash flow statement and your budget?

4. Read the CNNMoney.com article “How Much Are You Worth?” (October 3, 2003, by Les Christie, at
money.cnn.com/2003/09/30/pf/millionaire/networth/), and use the data and calculator to determine your net worth. How does
you net worth compare to that of other Americans in your age and income brackets?

5. The Small Business Administration’s Personal Financial Statement combines features of an income statement and a balance
sheet. You would fill out a similar form if you were applying for a personal or business loan at bank or mortgage lender. Go to
www.sba.gov/sbaforms/sba413.pdf and compare and contrast the SBA form with the statements you have already created for
this chapter’s exercises.

3.2 Comparing and Analyzing Financial Statements

LEARNING OBJECTIVES
1. Explain the use of common-size statements in financial analysis.
2. Discuss the design of each common-size statement.
3. Demonstrate how changes in the balance sheet may be explained by changes on the income and cash flow statements.
4. Identify the purposes and uses of ratio analysis.
5. Describe the uses of comparing financial statements over time.

Financial statements are valuable summaries of financial activities because they can organize information and make it easier and
clearer to see and therefore to understand. Each one—the income statement, cash flow statement, and balance sheet—conveys a
different aspect of the financial picture; put together, the picture is pretty complete. The three provide a summary of earning and
expenses, of cash flows, and of assets and debts.

Since the three statements offer three different kinds of information, sometimes it is useful to look at each in the context of the
others, and to look at specific items in the larger context. This is the purpose of financial statement analysis: creating comparisons
and contexts to gain a better understanding of the financial picture.

Common-Size Statements

On common-size statements, each item’s value is listed as a percentage of another. This compares items, showing their relative size
and their relative significance (see Figure 3.11 “Common Common-Size Statements”). On the income statement, each income and
expense may be listed as a percentage of the total income. This shows the contribution of each kind of income to the total, and thus
the diversification of income. It shows the burden of each expense on total income or how much income is needed to support each
expense.

On the cash flow statement, each cash flow can be listed as a percentage of total positive cash flows, again showing the relative
significance and diversification of the sources of cash, and the relative size of the burden of each use of cash.

On the balance sheet, each item is listed as a percentage of total assets, showing the relative significance and diversification of
assets, and highlighting the use of debt as financing for the assets.

Figure 3.11 Common Common-Size Statements
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Total Positive

Caeti Elois Total Assets

Total Income

Common-Size Income Statement

Alice can look at a common-size income statement by looking at her expenses as a percentage of her income and comparing the
size of each expense to a common denominator: her income. This shows her how much of her income, proportionately, is used up
for each expense (Figure 3.12 “Alice’s Common-Size Income Statement for the Year 2009”).

Figure 3.12 Alice’s Common-Size Income Statement for the Year 2009

Ineome taces and L)

§

2
3

10,800

3900

3600

Clathing 1.800
1.200

1,200

2,700

HEHBHE

eravel, #1c.
Total ey expenses 25.200 S644%
Car loan interest 230
Scudent baan interest 4,290
Total intenn enpense

HE

4480
et income 40

Seeing the common-size statement as a pie chart makes the relative size of the slices even clearer (Figure 3.13 “Pie Chart of Alice’s
Common-Size Income Statement for the Year 2009”).

Figure 3.13 Pie Chart of Alice’s Common-Size Income Statement for the Year 2009

Expenses and Met Profit as a
Percentage of GrassWages

B Inzomne taxes and deductians
B Rent expense
oo
» Carenpernes
u Clathing
= Cel phone
= Inernet and cable TV
 Entertainenent, fravel #te.
Carloan interest
= Student loan interest
Net ncoms

The biggest discretionary use of Alice’s wages is her rent expense, followed by food, car expenses, and entertainment. Her income
tax expense is a big use of her wages, but it is unavoidable or nondiscretionary. As Supreme Court Justice Oliver Wendell Holmes,
Jr, said, “Taxes are what we pay for a civilized society.”U.S. Department of the Treasury,
www.treas.gov/education/faq/taxes/taxes-society.shtml (accessed January 19, 2009). Ranking expenses by size offers interesting
insight into lifestyle choices. It is also valuable in framing financial decisions, pointing out which expenses have the largest impact
on income and thus on the resources for making financial decisions. If Alice wanted more discretionary income to make more or
different choices, she can easily see that reducing rent expense would have the most impact on freeing up some of her wages for
another use.

https://biz.libretexts.org/@go/page/66038


https://libretexts.org/
https://en.wikipedia.org/wiki/Public_domain
https://biz.libretexts.org/@go/page/66038?pdf

LibreTextsw

Common-Size Cash Flow Statement

Looking at Alice’s negative cash flows as percentages of her positive cash flow (on the cash flow statement), or the uses of cash as
percentages of the sources of cash, creates the common-size cash flows. As with the income statement, this gives Alice a clearer
and more immediate view of the largest uses of her cash (Figure 3.14 “Alice’s Common-Size Cash Flow Statement for the Year
2009”and Figure 3.15 “Pie Chart of Alice’s Common-Size Cash Flow Statement”).

Figure 3.14 Alice’s Common-Size Cash Flow Statement for the Year 2009

Cash paid far:
Income tares and 18,530) ~20.00%
deductions.
Fent axpense [10,500) ~24.19%
Food 3,900 -B73%
Car expenses 13,6000 -B.06%
Clothing (18000 =4.03%
Cell phans (1,2000 -269%
Teitamat and 10,3000 -260%
cable TV

2,700 —6.05%
travel, eic.
Car lean interest 12400 ~0.54%
Stident bban inserest (4.240) ~@.50%
Operating cash fows 6,040 13.53%
Cash for repayment (21600 —484%
of car loan.
Cash for repayment (34800 1.7
of student laan
Finanzing cosh flows (556800 | -1283%
et cash flow 400 0.00%

Figure 3.15 Pie Chart of Alice’s Common-Size Cash Flow Statement

Uses of Cash a2 3 Percentage of Total
rees of Cah

W income tawes and deductions
™ Hent expense

wFood

- Car expenses

Clothing

= Cell phane

® interrvet and cable TV

m Repayment of car loam

 Repayment of student kan

Again, rent is the biggest discretionary use of cash for living expenses, but debts demand the most significant portion of cash flows.
Repayments and interest together are 30 percent of Alice’s cash—as much as she pays for rent and food. Eliminating those debt
payments would create substantial liquidity for Alice.

Common-Size Balance Sheet

On the balance sheet, looking at each item as a percentage of total assets allows for measuring how much of the assets’ value is
obligated to cover each debt, or how much of the assets’ value is claimed by each debt (Figure 3.16 “Alice’s Common-Size
Balance Sheet, December 31, 2009”).

Figure 3.16 Alice’s Common-Size Balance Sheet, December 31, 2009
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This common-size balance sheet allows “over-sized” items to be more obvious. For example, it is immediately obvious that Alice’s
student loan dwarfs her assets’ value and creates her negative net worth.

Common-size statements allow you to look at the size of each item relative to a common denominator: total income on the income
statement, total positive cash flow on the cash flow statement, or total assets on the balance sheet. The relative size of the items
helps you spot anything that seems disproportionately large or small. The common-size analysis is also useful for comparing the
diversification of items on the financial statement—the diversification of incomes on the income statement, cash flows on the cash
flow statement, and assets and liabilities on the balance sheet. Diversification reduces risk, so you want to diversify the sources of
income and assets you can use to create value (Figure 3.17 “Pie Chart of Alice’s Common-Size Balance Sheet: The Assets™).

Figure 3.17 Pie Chart of Alice’s Common-Size Balance Sheet: The Assets
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For example, Alice has only two assets, and one—her car—provides 95 percent of her assets’ value. If something happened to her
car, her assets would lose 95 percent of their value. Her asset value would be less exposed to risk if she had asset value from other
assets to diversify the value invested in her car.

Likewise, both her income and her positive cash flows come from only one source, her paycheck. Because her positive net earnings
and positive net cash flows depend on this one source, she is exposed to risk, which she could decrease by diversifying her sources
of income. She could diversify by adding earned income—taking on a second job, for example—or by creating investment income.
In order to create investment income, however, she needs to have a surplus of liquidity, or cash, to invest. Alice has run head first
into Adam Smith’s “great difficulty” Adam Smith, The Wealth of Nations (New York: The Modern Library, 2000), Book I, Chapter
ix. (that it takes some money to make money; see Chapter 2 “Basic Ideas of Finance™).

Relating the Financial Statements

Common-size statements put the details of the financial statements in clear relief relative to a common factor for each statement,
but each financial statement is also related to the others. Each is a piece of a larger picture, and as important as it is to see each
piece, it is also important to see that larger picture. To make sound financial decisions, you need to be able to foresee the
consequences of a decision, to understand how a decision may affect the different aspects of the bigger picture.

For example, what happens in the income statement and cash flow statements is reflected on the balance sheet because the earnings
and expenses and the other cash flows affect the asset values, and the values of debts, and thus the net worth. Cash may be used to
purchase assets, so a negative cash flow may increase assets. Cash may be used to pay off debt, so a negative cash flow may
decrease liabilities. Cash may be received when an asset is sold, so a decrease to assets may create positive cash flow. Cash may be
received when money is borrowed, so an increase in liabilities may create a positive cash flow.

There are many other possible scenarios and transactions, but you can begin to see that the balance sheet at the end of a period is
changed from what it was at the beginning of the period by what happens during the period, and what happens during the period is
shown on the income statement and the cash flow statement. So, as shown in the figure, the income statement and cash flow
information, related to each other, also relate the balance sheet at the end of the period to the balance sheet at the beginning of the
period (Figure 3.18 “Relationships Among Financial Statements™).

Figure 3.18 Relationships Among Financial Statements
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The significance of these relationships becomes even more important when evaluating alternatives for financial decisions. When
you understand how the statements are related, you can use that understanding to project the effects of your choices on different
aspects of your financial reality and see the consequences of your decisions.

Ratio Analysis

Creating ratios is another way to see the numbers in relation to each other. Any ratio shows the relative size of the two items
compared, just as a fraction compares the numerator to the denominator or a percentage compares a part to the whole. The
percentages on the common-size statements are ratios, although they only compare items within a financial statement. Ratio
analysis is used to make comparisons across statements. For example, you can see how much debt you have just by looking at your
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total liabilities, but how can you tell if you can afford the debt you have? That depends on the income you have to meet your
interest and repayment obligations, or the assets you could use (sell) to meet those obligations. Ratio analysis can give you the

answer.

The financial ratios you use depend on the perspective you need or the question(s) you need answered. Some of the more common
ratios (and questions) are presented in the following chart (Figure 3.19 “Common Personal Financial Ratios™).

Figure 3.19 Common Personal Financial Ratios

| Ratio Calculation Question it helps to answer
Net income Net income + How much income is used up
margin Total income by expenses?
Return Net income + How big is the income
on assets Total assets supporting the assets?
Return on Net income + How big is income relative
net worth Net worth to net worth?
5 How much asset value is financed
Debt to assets Ig::{ :::;; by debt? Or how much asset value
is there to satisfy debt?
Total debt + How large is debt relative
Lo fe o Net worth to net worth?
Interest Income before interest + | How well does income cover
coverage Interest expense interest expenses?
Cash flow Net cash flow + !—Iow much do p;¥ment_s for
to income Net income IRvestmentsana iinaRcing
take from income?
Cash flow Net cash flow + How much cash flow supports
to assets Total assets assets?
feecah | Feecohfows | fowmihcbiokio nves
flow Netcashfow and debt repayments?

These ratios all get “better” or show improvement as they get bigger, with two exceptions: debt to assets and total debt. Those two
ratios measure levels of debt, and the smaller the ratio, the less the debt. Ideally, the two debt ratios would be less than one. If your
debt-to-assets ratio is greater than one, then debt is greater than assets, and you are bankrupt. If the total debt ratio is greater than
one, then debt is greater than net worth, and you “own” less of your assets’ value than your creditors do.

Some ratios will naturally be less than one, but the bigger they are, the better. For example, net income margin will always be less
than one because net income will always be less than total income (net income = total income — expenses). The larger that ratio is
and the fewer expenses that are taken away from the total income, the better.

Some ratios should be greater than one, and the bigger they are, the better. For example, the interest coverage ratio should be
greater than one, because you should have more income to cover interest expenses than you have interest expenses, and the more
you have, the better. Figure 3.20 “Results of Ratio Analysis” suggests what to look for in the results of your ratio analyses.

Figure 3.20 Results of Ratio Analysis
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While you may have a pretty good “feel” for your situation just by paying the bills and living your life, it so often helps to have the
numbers in front of you. Here is Alice’s ratio analysis for 2009 (Figure 3.21 “Alice’s Ratio Analysis, 2009”).

Figure 3.21 Alice’s Ratio Analysis, 2009

The ratios that involve net worth—return-on-net-worth and total debt—are negative for Alice, because she has negative net worth,
as her debts are larger than her assets. She can see how much larger her debt is than her assets by looking at her debt-to-assets ratio.
Although she has a lot of debt (relative to assets and to net worth), she can earn enough income to cover its cost or interest expense,
as shown by the interest coverage ratio.

Alice is earning well. Her income is larger than her assets. She is able to live efficiently. Her net income is a healthy 13.53 percent
of her total income (net income margin), which means that her expenses are only 86.47 percent of it, but her cash flows are much
less (cash flow to income), meaning that a significant portion of earnings is used up in making investments or, in Alice’s case, debt
repayments. In fact, her debt repayments don’t leave her with much free cash flow; that is, cash flow not used up on living
expenses or debts.
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Looking at the ratios, it is even more apparent how much—and how subtle—a burden Alice’s debt is. In addition to giving her
negative net worth, it keeps her from increasing her assets and creating positive net worth—and potentially more income—by
obligating her to use up her cash flows. Debt repayment keeps her from being able to invest.

Currently, Alice can afford the interest and the repayments. Her debt does not keep her from living her life, but it does limit her
choices, which in turn restricts her decisions and future possibilities.

Comparisons over Time

Another useful way to compare financial statements is to look at how the situation has changed over time. Comparisons over time
provide insights into the effects of past financial decisions and changes in circumstance. That insight can guide you in making
future financial decisions, particularly in foreseeing the potential costs or benefits of a choice. Looking backward can be very
helpful in looking forward.

Fast-forward ten years: Alice is now in her early thirties. Her career has progressed, and her income has grown. She has paid off
her student loan and has begun to save for retirement and perhaps a down payment on a house.

A comparison of Alice’s financial statements shows the change over the decade, both in absolute dollar amounts and as a
percentage (see Figure 3.22 “Alice’s Income Statements: Comparison Over Time”, Figure 3.23 “Alice’s Cash Flow Statements:
Comparison Over Time”, and Figure 3.24 “Alice’s Balance Sheets: Comparison Over Time”). For the sake of simplicity, this
example assumes that neither inflation nor deflation have significantly affected currency values during this period.

Figure 3.22 Alice’s Income Statements: Comparison Over Time

| FortheYewrEnding 1231009 123119  Change  %Change

(cromwmon | w0 | samo | mass0 | e |
e e and asm | 1aso a5 | o
Disposable incame e | ssso 19780 s
Reri expense. 10800 18,000 7.200 E6ET%
Food 3,900 3,900 L] 00%
Car expenses 1600 3600 o a0
Chothing 1500 1600 o a0
Cellphona 1200 1200 o 0.00%
Anternet and cable TV 1200 1,200 L] 00%
el 2700 5200 2500 159
Tatal ving expenses. 2500 34,900 9,700 RN
Car loan interest 240 757 517 21547%
‘Stutent loan interest 4290 0 (4.240) ~100.00%
Total interest cxpenses. 4480 87 (3723 ~B310%
Netincome 6040 19843 | 1303 | 22853

Figure 3.23 Alice’s Cash Flow Statements: Comparison Over Time

||=u||-r.-!u|.‘ 12/31/08 1213118 Change ua_..|

Cash paid for:
okt i o ®930 | (185000 @700 107.17%
Rant axpanca (10,8004 (18,0000 (7.2000 B567%
Food (3.900¢ (3,500 a D.00%
Car expenses (36000 13,6000 a Due
Clathing (18000 (1.8000 a L)
Cell phene (12000 (12000 L] 0.00%
Internetared cable TV (12000 (12000 a 000
Entertainanent,
e @0 | 2o | 2500 259
Car loan interest {2404 057 15171 2N5.42%
Student loan interest (42404 a 4240 100.00%
Operating cach fows 6040 19543 13803 23853%
Cash invasted in 401k 0 (3.000) 13,0000 0000
Cashinvested in car o 163000 16,3000 100.00%
rvesting cash fows [ 153000 (9,300 HO0.00%
Canh for repayment of
i 2160 i) | (24500 11343
Cah fos repayment of

fox (3.4800 = 100.00%
Financing cash fows 15640 [4610) 1030 -18.26%
Nt cash flow 400 5833 5533 1383.25%

Figure 3.24 Alice’s Balance Sheets: Comparison Over Time
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| Asof 123169 123119 Change  %Change
Rasats
Cashichecking o 5,000 5,000 100.00% |
Savings 50 250 L 0.00% .
Money market o 2600 2600 100.00% |
Retwement 401k 13,000 13,000 100.00%
Retirement IRA ] 7400 7,400 100.00% |
Car 5,000 15,000 10,000 20000% |
Total assets 5,150 43250 W00 | BN |
Linbilities |
Carloan 2300 4510 1310 0.74%
Saudont loan 53,000 o (53,000} 100.00%
Taital lishilities. 55,700 AE10 (51.000) =61.70%
Hatworth (050 | 380 59090

Starting with the income statement, Alice’s income has increased. Her income tax withholding and deductions have also increased,
but she still has higher disposable income (take-home pay). Many of her living expenses have remained consistent; rent and
entertainment have increased. Interest expense on her car loan has increased, but since she has paid off her student loan, that
interest expense has been eliminated, so her total interest expense has decreased. Overall, her net income, or personal profit, what
she clears after covering her living expenses, has almost doubled.

Her cash flows have also improved. Operating cash flows, like net income, have almost doubled—due primarily to eliminating the
student loan interest payment. The improved cash flow allowed her to make a down payment on a new car, invest in her 401(k),
make the payments on her car loan, and still increase her net cash flow by a factor of ten.

Alice’s balance sheet is most telling about the changes in her life, especially her now positive net worth. She has more assets. She
has begun saving for retirement and has more liquidity, distributed in her checking, savings, and money market accounts. Since she
has less debt, having paid off her student loan, she now has positive net worth.

Comparing the relative results of the common-size statements provides an even deeper view of the relative changes in Alice’s
situation (Figure 3.25 “Comparing Alice’s Common-Size Statements for 2009 and 2019: Income Statements”, Figure 3.26
“Comparing Alice’s Common-Size Statements for 2009 and 2019: Cash Flow Statements”, and Figure 3.27 “Comparing Alice’s
Common-Size Statements for 2009 and 2019: Balance Sheets”).

Figure 3.25 Comparing Alice’s Common-Size Statements for 2009 and 2019: Income Statements
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Figure 3.26 Comparing Alice’s Common-Size Statements for 2009 and 2019: Cash Flow Statements
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Figure 3.27 Comparing Alice’s Common-Size Statements for 2009 and 2019: Balance Sheets
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Although income taxes and rent have increased as a percentage of income, living expenses have declined, showing real progress for
Alice in raising her standard of living: it now costs her less of her income to sustain herself. Interest expense has decreased
substantially as a portion of income, resulting in a net income or personal profit that is not only larger, but is larger relative to
income. More of her income is profit, left for other discretionary uses.

The change in operating cash flows confirms this. Although her investing activities now represent a significant use of cash, her
need to use cash in financing activities—debt repayment—is so much less that her net cash flow has increased substantially. The
cash that used to have to go toward supporting debt obligations now goes toward building an asset base, some of which (the
401(k)) may provide income in the future.

Changes in the balance sheet show a much more diversified and therefore much less risky asset base. Although almost half of
Alice’s assets are restricted for a specific purpose, such as her 401(k) and Individual Retirement Account (IRA) accounts, she still
has significantly more liquidity and more liquid assets. Debt has fallen from ten times the assets’ value to one-tenth of it, creating
some ownership for Alice.
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Finally, Alice can compare her ratios over time (Figure 3.28 “Ratio Analysis Comparison”).

Figure 3.28 Ratio Analysis Comparison

| Ratio Analysis 12/31/09 12/31/19

Net income margin 0.1353 0.2681

Return on assets 1.1505 0.4588

Return on net worth -0.1197 05135 |

Debt to assets 10.6095 0.1066

Interest coverage 1.3482 26.2127

Cash flow to income 0.0662 0.2990

Cash flow to assets 0.0762 0.1372 |

Free cash flow 1.0000 2.5675

Most immediately, her net worth is now positive, and so are the return-on-net-worth and the total debt ratios. As her debt has
become less significant, her ability to afford it has improved (to pay for its interest and repayment). Both her interest coverage and
free cash flow ratios show large increases. Since her net income margin (and income) has grown, the only reason her return-on-
asset ratio has decreased is because her assets have grown even faster than her income.

By analyzing over time, you can spot trends that may be happening too slowly or too subtly for you to notice in daily living, but
which may become significant over time. You would want to keep a closer eye on your finances than Alice does, however, and
review your situation at least every year.

KEY TAKEAWAYS

o FEach financial statement shows a piece of the larger picture. Financial statement analysis puts the financial statement
information in context and so in sharper focus.

o Common-size statements show the size of each item relative to a common denominator.

¢ On the income statement, each income and expense is shown as a percentage of total income.

¢ On the cash flow statement, each cash flow is shown as a percentage of total positive cash flow.

o On the balance sheet, each asset, liability, and net worth is shown as a percentage of total assets.

o The income and cash flow statements explain the changes in the balance sheet over time.

o Ratio analysis is a way of creating a context by comparing items from different statements.

o Comparisons made over time can demonstrate the effects of past decisions to better understand the significance of future
decisions.

o Financial statements should be compared at least annually.

EXERCISES
1. Prepare common-size statements for your income statement, cash flow statement, and balance sheet. What do your common-
size statements reveal about your financial situation? How will your common-size statements influence your personal financial
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planning?

2. Calculate your debt-to-income ratio and other ratios using the financial tools at Biztech
(www.usnews.com/usnews/biztech/tools/modebtratio.htm). According to the calculation, are you carrying a healthy debt load?
Why, or why not? If not, what can you do to improve your situation?

3. Read a PDF document of a 2006 article by Charles Farrell in the Financial Planning Association Journal on “Personal
Financial Ratios: An Elegant Roadmap to Financial Health and Retirement” at www.slideshare.net/Ellena98/fpa-journal-
personal-financial-ratios-an-elegant-road-map. Farrell focuses on three ratios: savings to income, debt to income, and savings
rate to income. Where, how, and why might these ratios appear on the chart of Common Personal Financial Ratios in this
chapter?

4. If you increased your income and assets and reduced your expenses and debt, your personal wealth and liquidity would grow. In
My Notes or in your personal financial journal, outline a general plan for how you would use or allocate your growing wealth to
further reduce your expenses and debt, to acquire more assets or improve your standard of living, and to further increase your
real or potential income.

3.3 Accounting Software: An Overview

LEARNING OBJECTIVES

1. Identify the uses of personal finance software.

2. List the common features of personal financial software.

3. Demonstrate how actual financial calculations may be accomplished using personal financial software.
4. Discuss how personal financial software can assist in your personal financial decisions.

Many software products are available to help you organize your financial information to be more useful in making financial
decisions. They are designed to make the record-keeping aspects of personal finance—the collection, classification, and sorting of
financial data—as easy as possible. The programs also are designed to produce summary reports (e.g., income statements, cash
flow statements, and balance sheets) as well as many calculations that may be useful for various aspects of financial planning. For
example, financial planning software exists for managing education and retirement savings, debt and mortgage repayment, and
income and expense budgeting.

Collecting the Data

Most programs have designed their data input to look like a checkbook, which is what most people use to keep personal financial
records. This type of user interface is intended to be recognizable and familiar, similar to the manual record keeping that you
already do.

When you input your checkbook data into the program, the software does the bookkeeping—creating the journals, ledgers,
adjustments, and trial balances that generations of people have done, albeit more tediously, with parchment and quill or with ledger
paper and pencil. Most personal financial transactions happen as cash flows through a checking account, so the checkbook becomes
the primary source of data.

More and more, personal transactions are done by electronic transfer; that is, no paper changes hands, but cash still flows to and
from an account, usually a checking account.

Data for other transactions, such as income from investments or changes in investment value, are usually received from periodic
statements issued by investment managers, such as banks where you have savings accounts; brokers or mutual fund companies that
manage investments; or employers’ retirement account statements.

Most versions of personal financial software allow you to download account information directly from the source—your bank,
broker, or employer—which saves you from manually entering the data into the program. Aside from providing convenience,
downloading directly should eliminate human error in transferring the data.

Reporting Results and Planning Ahead

All personal financial software produces the essential summary reports—the income statement, cash flow statement, and balance
sheet—that show the results of financial activity for the period. Most will also report more specific aspects of activities, such as
listing all transactions for a particular income or expense.
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Most will provide separate reports on activities that have some tax consequence, since users always need to be aware of tax
obligations and the tax consequences of financial decisions. Some programs, especially those produced by companies that also sell
tax software, allow you to export data from your financial software to your tax program, which makes tax preparation—or at least
tax record keeping—easier. In some programs, you need to know which activities are taxable and flag them as such. Some
programs recognize that information already, while others may still prompt you for tax information.

All programs allow you to play “what if”: a marvelous feature of computing power and the virtual world in general and certainly
helpful when it comes to making financial decisions. All programs include a budgeting feature that allows you to foresee or project
possible scenarios and gauge your ability to live with them. This feature is particularly useful when budgeting for income and
living expenses. (Budgeting is discussed more thoroughly in Chapter 5 “Financial Plans: Budgets”.) Most programs have features
that allow you to project the results of savings plans for education or retirement. None can dictate the future, or allow you to, but
they can certainly help you to have a better view.

Security, Benefits, and Costs

All programs are designed to be installed on a personal computer or a handheld device such as a Personal Digital Assistant (PDA)
or smart phone, but some can also be run from a Web site and therefore do not require a download. Product and service providers
are very concerned with security.

As with all Internet transactions, you should be aware that the more your data is transferred, downloaded, or exported over the
Internet, the more exposed it is to theft. Personal financial data theft is a serious and growing problem worldwide, and security
systems are hard pressed to keep up with the ingenuity of hackers. The convenience gained by having your bank, brokerage, tax
preparer, and so on accessible to you (and your data accessible to them) or your data accessible to you wherever you are must be
weighed against the increased exposure to data theft. As always, the potential benefit should be considered against the costs.

Keeping digital records of your finances may be more secure than keeping them scattered in shoeboxes or files, exposed to risks
such as fire, flood, and theft. Digital records are often easily retrievable because the software organizes them systematically for
you. Space is not a practical issue with digital storage, so records may be kept longer. As with anything digital, however, you must
be diligent about backing up your data, although many programs will do that automatically or regularly prompt you to do so. Hard
copy records must be disposed of periodically, and judging how long to keep them is always difficult. Throwing them in the trash
may be risky because of “dumpster diving,” a well-known method of identity theft, so documents with financial information should
always be shredded before disposal.

Personal financial software is usually quite reasonably priced, with many programs selling for less than $50, and most for less than
$100. Buying the software usually costs less than buying an hour of accounting expertise from an accountant or financial planner.
While software cannot replace financial planning professionals who provide valuable judgment, it can allow you to hire them only
for their judgment and not have to pay them to collect, classify, sort, and report your financial data.

Software will not improve your financial situation, but it can improve the organization of your financial data monthly and yearly,

allowing you a much clearer view and almost certainly a much better understanding of your situation.

Software References

About.com offers general information
http://financialsoft.about.com/od/softwaretitle1/u/Get_Started_Financial_Software.htm
Helpful software reviews

¢ http://financialsoft.about.com/od/reviewsfinancesoftware/2_Financial_Software_Reviews.htm

¢ personal-finance-software-review.toptenreviews.com/

o blogs.zdnet.com/gadgetreviews/?p=432

o linux.com/feature/49400

o http://financialsoft.about.com/b/2008/04/09/updated-top-personal-finance-software-for-mac-os.htm

Personal financial software favorites priced under $50 include
(as listed on personal-finance-software-review.toptenreviews.com/)

e Quicken
e Moneydance
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e AceMoney

e BankTree Personal
e Rich Or Poor

e Budget Express

e Account Xpress

e iCash

o Homebookkeeping
e 3click Budget

KEY TAKEAWAYS

o Personal finance software provides convenience and skill for collecting, classifying, sorting, reporting, and securing financial
data to better assess you current situation.

o To help you better evaluate your choices, personal finance software provides calculations for projecting information such as the
following:

o Education savings

Retirement savings

Debt repayment

Mortgage repayment

Income and expense budgeting

0O O o o

EXERCISES

1. Explore free online resources for developing and comparing baseline personal financial statements. One good resource is a blog
from Money Musings called “It’s Your Money” (www.mdmproofing.com/iym/networth.shtml). This site also explains how and
where to find the figures you need for accurate and complete income statements and balance sheets.

2. Compare and contrast the features of popular personal financial planning software at the following Web sites: Mint.com,
Quicken.intuit.com, Moneydance.com, and Microsoft.com/Money. In My Notes or your personal finance journal, record your
findings. Which software, if any, would be your first choice, and why? Share your experience and views with others taking this
course.

3. View these videos online and discuss with classmates your answers to the questions that follow.

1. “Three Principles of Personal Finance” by the founder of Mint: video.google.com/videoplay?
docid=6863995600686009715&ei=Ic1bSdyeF4rkqQLtzIzrBg&q=personal+finance. What are the three principles of
personal finance described in this video? How is each principle relevant to you and your personal financial situation? What
will be the outcome of observing the three principles?

2. A financial planner explains what goes into a financial plan in “How to Create a Financial Plan”:
http://www.youtube.com/watch?v=Wmhif6hmPTQ. According to this video, what goes into a financial plan? What aspects
of financial planning do you already have in place? What aspects of financial planning should you consider next?

3. Certified Financial Planner (CFP) Board’s Financial Planning Clinic, Washington, DC, October 2008:
http://www.youtube.com/watch?v=eJS5FMF_CFA. Each year the Certified Financial Planner Board conducts a clinic in
which people can get free advice about all areas of financial planning. This video is about the 2008 Financial Planning
Clinic in Washington, DC. What reasons or benefits did people express about attending this event?

Contributors and Attributions
CC licensed content, Shared previously

o Authored by: Saylor. Located at: https://saylordotorg.github.io/text_personal-finance/s07-financial-statements.html. License:
CC BY-NC-SA: Attribution-NonCommercial-ShareAlike

This page titled 2.1: Financial Statements is shared under a Public Domain license and was authored, remixed, and/or curated by Lumen Learning.
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