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Questions to be discussed
1. Importance of financial analysis and management to pharmacy practice
2. Impact of financial analysis and management on customer service
3. Types of financial analysis
4. Four basic financial statements

New terms:  
Financial statement - the financial health of a company is quantified in various written reports, called financial statements. There are four basic financial statements, including the balance sheet, income statement, statement of retained earnings, and statement of cash flows. 
For-profit - a company with the intent to generate a profit based upon the basic economic activity provided. The profits of this company type are eventually returned to the shareholders, in the form of dividends, to provide a return on their investment.
Income statement - also known as the profit and loss statement, this financial statement reflects the results of operating revenues and expenses for a given period of time. 

Income statement (nominal) account - temporary account created, used and then closed to record revenue and expense transactions within a certain period, thereby allowing for an evaluation of the profitability of each period.
Statement of cash flows - the sources (inflows) and uses (outflows) of cash, classified in three general categories (operating, investing, and financing). Statement of shareholder’s (owner’s) equity - activities that relate to the company’s ownership and results of operations during various operating periods. 
System of internal control - the “checks and balances” within an accounting system. Must provide for the accurate recording of transactions appropriately authorized, properly maintained recorded data, and the overall assets of the company safeguarded. Statement of cash flows The sources (inflows) and uses (outflows) of cash, classified in three general categories (operating, investing, and financing). 
Statement of shareholder’s (owner’s) equity - activities that relate to the company’s ownership and results of operations during various operating periods. System of internal control The “checks and balances” within an accounting system. Must provide for the accurate recording of transactions appropriately authorized, properly maintained recorded data, and the overall assets of the company safeguarded.

Information on the topic
Every company has the need for information regarding the performance of their economic activities, as it provides the basis for proper future decision making. In order to meet that need, an accounting system must be designed to capture the relevant information from all events and transactions produced in the course of pursuing their economic activity. In order to achieve this goal, a set of procedures, both manual and computerized, must be implemented. The beginning of any accounting system lies with the paper trail, or the documents created during the course of a company’s business activities. In a busy community pharmacy, prescription dispensing creates a set of high volume, recurring transactions that must be recorded. While the prescription label created is placed on the prescription vial and given to the patient, the prescription itself is the paper trail filed at the pharmacy. The accounting system is responsible for recording and summarizing these transactions on a daily basis, and this information is recorded in a prescription log for the day. While the actual prescriptions may constitute a large amount of physical paper, the prescription log reduces this to only one sheet and is also electronically stored for future use by the computerized portion of the accounting system. Additionally, the company incurs many other transactions, such as monthly payment of utilities, which occur on a much more infrequent basis. Again, these transactions must also be recorded by the accounting system, and the source document to begin the recording process is the actual invoice received from the utility company. After all relevant information within a company is recorded for a certain time period; it is summarized and reported, mainly in the form of operating reports and financial statements. Every company has the need for information regarding the performance of their economic activities, as it provides the basis for proper future decision making. In order to meet that need, an accounting system must be designed to capture the relevant information from all events and transactions produced in the course of pursuing their economic activity. In order to achieve this goal, a set of procedures, both manual and computerized, must be implemented. The beginning of any accounting system lies with the paper trail, or the documents created during the course of a company’s business activities. In a busy community pharmacy, prescription dispensing creates a set of high volume, recurring transactions that must be recorded. While the prescription label created is placed on the prescription vial and given to the patient, the prescription itself is the paper trail filed at the pharmacy. The accounting system is responsible for recording and summarizing these transactions on a daily basis, and this information is recorded in a prescription log for the day. While the actual prescriptions may constitute a large amount of physical paper, the prescription log reduces this to only one sheet and is also electronically stored for future use by the computerized portion of the accounting system. Additionally, the company incurs many other transactions, such as monthly payment of utilities, which occur on a much more infrequent basis. Again, these transactions must also be recorded by the accounting system, and the source document to begin the recording process is the actual invoice received from the utility company. After all relevant information within a company is recorded for a certain time period; it is summarized and reported, mainly in the form of operating reports and financial statements.

Accounting’s fundamental unit, the accounting equation, provides the basis for the development of current financial statements, and, much like a patient’s health is documented in their medical chart, the financial health of a company is quantified in these various written reports. 
There are four basic financial statements, including: 
* the balance sheet, which provides a picture of all of a company’s assets (property owned), liabilities (amount owed on property), and shareholder’s (owner’s) equity (net worth) at a particular date, or point in time 
* the income statement, which reflects a company’s revenues and expenses over a specific time period 
* the statement of shareholder’s (owner’s) equity (also called statement of retained earnings), which are activities that relate to the company’s ownership and results of operations during various operating periods
 * the statement of cash flows, which are the sources (inflows) and uses (outflows) of cash, classified in three general categories (operating, investing, and financing). 
 Financial statement users can consist of a multitude of individuals; however, they are broadly classified as either internal or external users. This could include individuals such as:
 * owners who monitor company profitability (internal) 
* managers who make frontline decisions affecting the operations of the various departments and divisions (internal) 
* lenders, current shareholders and potential investors who evaluate the business’s financial strength to make appropriate decisions with regards to loaning or investing money with the company (external). 
Managerial reporting Upper-level administrators often oversee the operations and accounting systems of multiple departments responsible for generating reports to evaluate performance. These individuals are responsible for planning, organizing, and controlling resources to ensure that an organization’s goals are met. Managerial accounting is used to refer to the various reports and supplemental information supplied to internal users of the accounting system’s information. Departments operate with the intent of producing a profit or not (i.e., cost centers), depending on the department’s purpose and its place in the overall organizational structure. Profit centers are those sections of a company that are responsible for producing profits (e.g., the pharmacy department or photography center). Cost centers, on the other hand, are non-revenue-generating sections of a company considered critical to the optimal performance of the company’s overall operations (e.g., home delivery of prescriptions or human resources department).  
Cash and accrual basis of accounting To be consistent with how individual transactions are grouped into the above accounts, the transactions must follow one of two methods in how they are recorded, either cash or accrual basis of accounting. Cash basis accounting is defined as recording revenue and expenses in the period in which they are actually received or expended in cash. While this method may seem easy, it is not very effective when a company’s operations are analyzed, especially when the matching principle is considered (again, fully discussed later in the chapter). Under this principle, all expenses incurred in the generation of revenue are matched in the same period. For example, when building a house, many expenses must be paid prior to the actual sale of the completed house. During the construction period, the income statement would have no revenue and many expenses (since the home has not sold), showing a significant loss for the company and indicating poor performance. During the year the completed house is sold, the opposite effect is seen with large revenues and few expenses, creating a large amount of income for the period. This distortion is seen in two periods under the cash basis of accounting, which, again, only reflects the movement of actual cash, either in receipts or payments. Conversely, accrual basis accounting would alleviate this distortion and show a more accurate financial position reflecting the activity of building the house. With this type of accounting, revenue and expenses are recorded in the period in which they are essentially earned or incurred, regardless of whether cash is received or disbursed. Continuing with the previous example, during a home’s construction phase there would be absolutely no expense shown on the income statement. Although there are many payments being made for supplies and contract labor, etc., these amounts would be recorded as a prepaid expense on the balance sheet, reflecting the exchange of cash for the accumulating value of the house, although it is still in progress. In the next period, when the house is completed and sold, the revenue from the sale is recorded on the income statement. Additionally, the prepaid expenses on the balance sheet will be transferred to the income statement. Therefore, the expenses incurred in generating revenues will be matched to the receipt of the revenue in the same period, which hopefully results in a profit.
Questions or Tests for self-evaluation
1. Describe the different focus of external versus internal financial statement users. 
2. Which of the following is listed on the balance sheet? 

A Cash paid for rent 
B Cost of goods sold
 C Inventory 
D Sales commissions 
3. Which of the following is listed on the income statement? 
A Cash paid for rent 
B Cost of goods sold 
C Inventory 
D Common stock 
4. Which of the following is listed on the statement of owner’s equity? 
A Cash paid for rent 
B Cost of goods sold 
C Inventory 
D Common stock 
5. Which of the following is listed on the statement of cash flow? 
A Cash paid for rent 
B Cost of goods sold 
C Inventory 
D Common stock
6. Which of the following is usually the highest expense on the income statement? 
A Rent 
B Payroll 
C Advertising 
D Cost of goods sold 
7. In general, depreciation of certain assets is used to reduce net income and incur lower income taxes. True or false? 
8. In general, cash is the least liquid of all assets. True or false?
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