Financial accounting statements
Financial accounting statements reflect events or transactions which have happened in the past. In contrast, the management of any company is continually making decisions concerning what might happen in the future. How, therefore, can financial statements help management make such decisions? What dangers or problems can you identify in using past information to guide future decisions?
Financial statements:
The major financial statements are intended to provide a picture of the overall financial position and performance of the business. To provide this overall picture the accounting system will normally produce three major financial statements, they are as follows,
1. The profit & loss account

2. The Balance sheet

3. The cash flow statement
Profit & loss account
The measurement of profit is probably the most important function in financial accounting. Investors, bankers, managers and others are interested in knowing how well a business is doing, for that the profit & loss account shows the results of the flow of activity and transactions and is designed to report the profit performance of a business for a specific period of time, such as year, quarter or a month.
The Balance Sheet
The balance Sheet sometimes called the statement of financial position, lists the assets owned by a business, the liabilities owed to others and the accumulated investment of its owners. The balance sheet shows these balances at a specific date.
The cash flow statement
Cash is the lifeblood of a business. Its purpose is to show the cash inflow and the outflow of the business.

A cash flow statement classifies the sources and uses of cash flow from several types' business activities and they are mentioned below:
· Operating activities - Profit before interest & Tax

· Returns on investments & servicing of Finance - Profit after Interest & Tax

· Taxation - To & from taxation authorities

· Capital expenditure - Acquisition & disposal of fixed assets

· Financial activities - Receipts or repayments to external providers
The users of Financial Accounting Statements:
They are classified as internal users and External users,
Internal Users:
· Management

· Employees
External users:
· Shareholders, Investors & security Analysis

· Leaders & other suppliers

· Customers

· Government regulatory agencies
The above parties demand financial statement information to facilitate decision making, for monitoring of management and to interpret contracts or agreements that include provisions based on such information.
Management:
Management accounting generates confidential information for internal decision makers, such as executes & other managers. Management information is tailored to the needs of managers and thus does not have to meet external standards of reliability.
Management Functions:
· Planning

· Controlling

· Decision Making
Planning:
Planning in organizations and public policy is both the organizational process of creating and maintaining a plan; and the psychological process of thinking about the activities required to create a desired goal on some scale. As such, it is a fundamental property of intelligent behavior. This thought process is essential to the creation and refinement of a plan, or integration of it with other plans, that is, it combines forecasting of developments with the preparation of scenarios of how to react to them.
Controlling:
According to Henry Fayol,

Control of an undertaking consists of seeing that everything is being carried out in accordance with the plan which has been adopted, the orders which have been given, and the principles which have been laid down. Its object is to point out mistakes in order that they may be rectified and prevented from recurring.
Decision Making:
Decision making is the study of identifying and choosing alternatives based on the values and preferences of the decision maker. Making a decision implies that there are alternative choices to be considered, and in such a case we want not only to identify as many of these alternatives as possible but to choose the one that (1) has the highest probability of success or effectiveness and (2) best fits with our goals, desires, lifestyle, values, and so on.
Limitations of using Financial accounting statements:
1. There will be no doubt in this statement that ratios are a useful analysis tool, there are certain limitations, which are very important for an analyst to understand before applying this tool, in order to make his
analysis more meaningful and significant.

2. Financial Statement Analysis is generally an outdated (because of Historical Cost Basis) post-mortem of what has already happened. It is simply a common starting point for comparison. Always use
Constant Rupee / Dollar analysis to account for inflation or increase.

3. FSA is limited by the fact that financial statements are "window dressed" by creative accountants. Window dressing refers to the understatement or overstatement of financial facts.

4. Different companies use different accounting standards for Inventory, Depreciation, etc. Therefore comparing their financial ratios can be misleading FSA just presents a few static snapshots of a
business' financial health but not the complete moving picture.

5. It is very difficult and not easy to say based on Financial Ratios whether a company is healthy or not because that depends on the size and nature of the business.
Using Financial Statements to isolate Problems
The most excellent make for potential financial problems is fast action. Financial statements often tell a story that will enable you to act in time, if occasionally financial statements are reviewed and if understood what the figures are telling. Here are some things to look for when analyzing financial statements.
1. drop in cash position -This may be a drop in cash levels or in the profit of cash to total assets. It is often accompanied by obvious changes in deposit activity, including overdrafts, draws on
uncollected resources, more frequent deposits, deposits of smaller value checks, and declining average monthly balances.

2. Brake in the receivables collection period - A slowdown points to an owner who has become moderate with credit policies or gotten lax in collecting from his credit customers.

3. Changes in credit and sales philosophies - Installments sales may have replaced stricter credit terms. Finance or lease planning may have been allowed; these may seem eye-catching, but small
firms should avoid them.

4. Sharp increases in the dollar amounts of accounts receivable or as a percentage of total assets - A request for a receivables aging may show significant past due accounts with a few customers,
or worse, with a single customer. Where such customers are of problematic financial strength, the risk becomes unfortunately high.

5. Noticeably rising inventory levels, in dollar amount or as a percentage of total assets - These increases, often supported by suppliers, can be very risky. They may also be related to the
borrower's unwillingness to pay a debt extreme or obsolete goods at a reduced price. Too many business people surrender liquidity trying to maintain established gross profit margins.

6. Slowdown in supply turnover - This may reveal overbuying or some other inequality in the company's purchasing policy. Often it indicates that slow-moving items are not being dealt with
accurately. shaping how long items have been in inventory may help you determine the reason for the slowdown in stock turnover.

7. refuse in current assets as a percent of total assets - Businesses have to rely upon the exchange of working assets to obtain funds to pay creditors. When funds become determined in less-liquid
assets, another source of funds to pay debts may have to be found.

8. striking changes in the trading asset mix - While a shift from supply to receivables is an improvement in liquidity, the receivables include unrealized profits until they are collected. As the
concentration swings back into inventory, the higher stock level (until it's sold) is a cost hidden as an asset. In other words, it's an investment.

9. Declining concentrations in fixed assets - Funds needed to purchase fixed assets may be being used for other equipment. This creates troubles in times of rising costs when future replacement
and remodeling may seriously drain cash or necessitate large amounts of long-term debt.

10. expanding concentrations of fixed assets - This can be a serious problem when achieved at the outflow of other asset needs. Levels well above industry norms are an added sign of possible
trouble. Also significant is the related rise in funded debt to support such acquisitions, especially when the company has loyal a sizable portion of its future income to pay for them.

11. Revaluation of assets for statement purposes - Most frequently seen in the area of fixed assets, this is necessary only to the extent that it reflects more pragmatic values. It creates no new values
and cannot be justified as an incentive to a banker to increase loans.

12. Heavy liens on assets - The amount to which preferred creditors have claims on various assets is a solution to what may be left for general creditors. Proof of second and third credit holders is a
sign of greater-than-average risk. Most borrowers are unwilling to use this source unless more predictable sources have been exhausted.

13. Concentrations in non-current assets other than fixed assets - Two situations require special thought. The first occurs when a company invests in affiliate or subsidiaries, and the bank can
obtain no approaching into the real values of those companies. The second involves the propensity to consume operational assets to build an asset portfolio of “marketable” securities. This is
especially dangerous when existing creditors are increasingly supporting working asset purchases.

14. High concentration of assets in intangible values - Since most practical credit analysts pay no attention to intangibles in computing a companys net worth, it is regularly difficult to assess the
value of intangible assets since they minimize or vanish much faster and more broadly in liquidation than do hard assets.

15. Disproportionate rise in current debt - The aspect of risk is always greater when the rise is strong in trade debt or the rise is in “friendly debt” (levy due officers and stockholders) or when there
is no matching increase in the levels of assets.

16. significant increases in long-term debt - This is serious when reimbursement must depend upon a flow of funds that signify the bulk of anticipated earnings over many years. A less-than-
satisfactory historical earnings record makes such commitments even more dangerous.

17. High debt to capital relationship (even more serious when the existing ratio is low) - Poorly capitalized companies usually show poor working capital conditions. Even when there is adequate
working capital, generally it is the result of heavy term-debt funding. Future earnings, normally a source of working capital growth, might well be needed entirely for debt service.

18. key gap between gross and net sales - Such a gap represents a rising level of income and allowances which could be caused by lower quality or inferior product lines. Customer unhappiness
can take the form of cancellations, complaints, and loss of friendliness. Lower gross sales levels usually occur on a delayed basis. This gap can also change receivable quality and quantity
as customers return products or decline to pay for them.

19. expanding cost percentages - A 1% cost increase on $1 million in sales represents a decrease of $10,000 in pretax profit. When the cost increase comes in cost of goods sold, it may reproduce
the borrowers inability or refusal to pass higher costs along to customers. When it appears in the operating area, it may reflect a loss of control over some segment of general, selling, or
managerial expenses.

20. Rising sales and falling profits - The shrink in profits may be in dollars, profit margins, or both. Unless the company is closely capitalized, this will finally be reflected in an increasing
confidence upon debt.

21. Rising levels of bad debt losses - Unless bad debt losses remain regular as a percent of sales, it signals weakening in customer quality, usually with a slowdown in the average collection period.
Check loss reserve levels to establish whether they have been increased to contain the higher loss risks involved.

22. increasing level of total assets in relation to sales - No one questions the fact that when you do more trade, you normally require a higher level of supply, carry better receivables, and need
more fixed assets. The time to raise questions is when assets rise much faster than sales growth warrants. If they do, it's regularly the creditors who end up financing the higher asset levels
simply because the business is not paying its way with elevated profits.

23. Rising level of total assets in relation to profits - The authentic investment of any business is represented by its assets rather than its resources. Even if a piece of these assets is debt supported,
the fact remains that the company is required to pay those debts. The assets be solely to add income; it is a sign of fading performance when they earn more and more less in relation to their
size.
These could be the various reasons for the increase in sales and profit in one side along with the increase in overdraft at the other side.The company is no doubt having excellent marketing and promotional strategies to increase the sales & by-product of the same is increase in profit. However the company should focus on collection of the dues and settlement from the debtors on time, key emphasis and check over cash flow of the company is need of the hour.Only when there is proper liquidity, the company will be able to maintain its growth in the long run and expand on a large scale with necessary funds for research and innovation of the product.

Zodiac Company should have a strong financial team to join hands with its management to maintain cash and debt liquidity.
