
Chapter 2

Copyright © 2016 
by Holcomb Hathaway, Publishers



 Double-entry bookkeeping

 Generally accepted accounting principles 
(GAAP)

 T-accounts

 Credits and debits

Copyright © 2016 
by Holcomb Hathaway, Publishers



 The primary source of information used to
evaluate the financial health and performance 
of an organization

 Three basic types:

1. Balance sheet

2. Income statement

3. Statement of cash flows
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 A picture or snapshot of the financial 
condition of an organization at a specific point 
in time

 Three primary sections:

1. Assets

2. Liabilities

3. Owners’ equity
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 Assets = Liabilities + Owners’ Equity

 Assets and liabilities are listed in order 
of liquidity.

Using the Under Armour example: 

$2,095,083,000 = $744,783,000 + $1,350,300,000
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See the textbook for an explanation of the various 
labels used throughout the financial statements.

continued



Source: Under Armour (2014). 2014 Under Armour Annual Report.



 New products that revolutionize an industry may 
come about because someone saw a need:

 The Under Armour founder saw a need for better t-shirts.

 Football coaches at the University of Florida saw a need 
for a carbohydrate-electrolyte beverage (i.e., Gatorade).

 Is there an area of sports and recreation that you 
believe could be improved?

 Do you believe you have what it takes to form your 
own company and sell your new product?
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 Shows an organization’s income (or loss) over a 
specified period of time, often on an annual or 
quarterly basis

 Two types of accounting:  

 Cash basis

 Accrual basis

Note the differences 
between the two and the 
resulting impact on the 
income statement.
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 Financial statement that tracks cash flowing into 
and out of an organization over a period of time

 Compared to an income statement, it provides a 
simpler explanation of cash generated/spent

 Three sections:

 Operating activities

 Investing

 Financing
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continued





 Owners’ equity is often an estimate

 The terminology used differs 
(sometimes considerably) from one 
company to another
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 Do they truly reflect actual earnings or profit?

 Issues: Depreciation, taxation, research and 
development, advertising
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 Key information about a company’s condition 
and performance

 Why financial managers engage in ratio analysis:
 To evaluate how well a company is operating in the 

current time period

 To compare current to past performance

 To compare current and historical performance to 
industry standards

 To study efficiency of operations
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Ratio Description

Liquidity 

Current ratio The organization’s ability to meet its current 
liabilities with its current assets

Quick ratio The organization’s ability to meet its current 
liabilities with current assets 

other than inventory

Asset Management Ratios

Total asset turnover ratio How efficiently the organization is using 
its assets to make money

Inventory turnover ratio How often the organization sells and replaces 
its inventory over a specified period of time
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Ratio Description

Leverage Ratios

Debt ratio How the organization finances its operation 
with debt and equity

Interest coverage ratio The organization’s ability to pay the interest on 
its debt owed

Asset Management Ratios

Total asset turnover ratio How efficiently the organization is using its 
assets to make money

Inventory turnover ratio How often the organization sells and replaces 
its inventory over a specified period of time
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Ratio Description

Profitability Ratios

Net profit margin The percentage of the organization’s total sales 
or revenues that was net profit or income

Return on equity The return rate that the organization’s owners 
or shareholders are receiving on their 

investment

Market Value Ratios

Market value An estimate of the organization’s worth 
according to the stock market

Price-to-earnings ratio An estimate of how much investors will pay for 
each dollar of the organization’s earnings
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 If you were to invest in a sportswear company (or 
any company), would you use objective, evidence-
based decision making to choose which company to 
invest in?

 Or do you think you would make your decisions in a 
more instinctive, “my gut says…” manner?

 Why?  What would you say to someone who 
recommends a different method?
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