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Business Studies in Action: HSC Course 3rd edition 

Chapter summaries

Topic 2: Financial planning and management

Chapter 7 Using financial information

· The accounting framework provides most of the financial information for decision-making purposes.

· Financial statements summarise the business’s activities over a period of time.

· Revenue statement (statement of financial performance): shows the operating efficiency – that is, revenue earned and expenses incurred over the accounting period with the resultant profit or loss.

· Balance sheet (statement of financial position): assets and liabilities at a particular point in time and represents the net worth (equity) of the business. It shows the financial stability of the business.

· The accounting equation forms the basis of the accounting process; shows the relationship between assets, liabilities and owners’ equity.

· Assets = Liabilities + Owners’ equity

· Assets are what the business owns.

· Liabilities are what the business owes.

· Owners’ equity is funds contributed by the business owner(s).

· Analysis of financial statements is usually aimed at the areas of:

· financial stability (i.e. liquidity and solvency)

· profitability

· efficiency.

· Financial ratios:

· Liquidity: ability to pay short-term debts as they fall due. 
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· Solvency: ability to pay long-term debts as they fall due. 


· Profitability: relationship between profit and sales.




· Efficiency: management of assets to generate profits.



· Financial ratios are one of the main tools used to analyse financial information.

· Comparative ratio analysis is used for comparing the business’s performance:

· over time – past performance.

· inter-firm – between similar businesses.

· against industry standards – benchmarks.

· Limitations of financial reports 

	Accounting practice
	Limitation

	Historical cost
	True value of assets may be understated or overstated.

	Value of intangibles
	No uniform method of valuing these, especially goodwill.





Current ratio (working capital)  = Current assets


        Current liabilities 








    Debt to equity ratio  =  Total liabilities


                                           Owners’ equity





    Gross profit ratio = Gross profit  


                                          Sales





   Net profit ratio  =   Net  profit  


   Sales





Return on owners’ equity  =    Net profit__          


                                                Owners’ equity





Expenses ratio  = Expenses  


                                 Sales





Accounts receivable turnover ratio   =             Sales_______           


                  Accounts receivable
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