Analyzing financial information to make
viable management decisions

Abstract

Financial information is anything related to the business's economic activities and performance.
This information is from financial statements or reports that cover a specific aspect of a
business’s or individual's finances, such as cash flow and profitability.

Financial information shows a business's or individual's past performance, current performance,
or expected future performance. (Graham, C. M., Cannice, M. V., & Sayre, T. L. 2002).

Effectively interpreting and leveraging financial data is paramount for informed decision-making,
as it empowers managers to allocate resources efficiently, mitigate risks, and drive sustainable
growth, ultimately ensuring an organization's long-term viability and success. (Van Auken, 2013)
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Steps to Consider when Analyzing Financial Information

Analyzing financial information is a critical aspect of making viable management decisions. It
involves evaluating and using various financial data to understand a business's financial health
and performance. (Friedlob, G. T., & Schleifer, L. L. 2003).

Here are some steps and considerations to remember when analyzing financial information.
1. Gather Relevant Financial Data

Collect financial statements like the balance sheet, income statement, and cash flow statement.
These documents provide a snapshot of the company's financial position.

2. Understand Financial Ratios

Ratios like liquidity ratios (current ratio, quick ratio), profitability ratios (net profit margin, return
on assets), and solvency ratios (debt-to-equity ratio) provide insights into the company's financial
health.

3. Compare Historical Data

Analyze trends over time to identify patterns or anomalies. Historical data helps in understanding
how the company's financials have evolved.

4. Benchmark Against Industry Peers

Compare the company's performance with industry averages to see how it stacks up against
competitors. Doing this can highlight areas of strength or weakness.

5. Identify Key Performance Indicators (KPls)

Determine which financial metrics are most crucial for the specific industry or business—for
example, customer acquisition cost, customer lifetime value, or inventory turnover.

6. Assess Profitability

Analyze the company's profitability by examining the gross profit margin, operating profit margin,
and net profit margin. Analyzing this will indicate how efficiently the company generates profits.

7. Evaluate Liquidity

Determine how easily the company can convert assets into cash to meet short-term obligations.
Evaluating this is crucial for assessing financial stability.

8. Examine Solvency

Evaluate the company's ability to meet long-term financial obligations. High debt levels can be a
cause for concern.



9. Analyze Cash Flow

Understand the company's cash inflows and outflows. Positive cash flow is crucial for sustaining
operations and growth.

10. Consider Non-Financial Factors

External factors like market conditions, economic trends, and regulatory changes can significantly
impact financial performance.

11. Forecast Future Financials

Use historical data and trends to make reasonable projections about future performance. Using
this historical data can guide decision-making for budgeting and resource allocation.

12. Risk Assessment
Identify and assess potential risks affecting the company's financial stability and performance.
13. Scenario Analysis

Consider different scenarios (best-case, worst-case, and most likely) to understand potential
outcomes based on different assumptions.

14. Make Informed Decisions

Use the insights gained from the financial analysis to inform business decisions. Using this insight
could involve adjusting operations, investments, pricing, or resource allocation.

15. Monitor and Adjust

Continuously monitor financial performance and adjust strategies as needed. Regular reviews
ensure that the business remains on track toward its financial goals. (Yeo, J. 2015).

Uses of Financial Information

According to (Osadchy, E. A., Akhmetshin, E. M., Amirova, E. F., Bochkareva, T. N., Gazizyanova, Y.
Y., & Yumashey, A. V. 2018). Financial information is crucial in business, personal finance, and
decision-making.

Here are some of the critical uses of financial information:
1. Budgeting and Financial Planning

e |t helps individuals and businesses allocate resources efficiently.
e [t aids in setting financial goals and tracking progress toward achieving them.



2. Performance Evaluation
e Allows businesses to assess their financial health and performance over time.
e [t enables comparison with industry benchmarks and competitors.

3. Investment Decisions
e |t helps individuals and organizations evaluate potential investments, such as stocks,
bonds, and real estate.
e [t aids in assessing the risk and return associated with different investment opportunities.

4. Credit Assessment
e Banks and lenders can use a business's financial information to determine if a company or
individual is healthy enough to receive a loan. Financial information extends, restricts, or
terminates an existing loan.

5. Strategic Decision-Making
e Helpsin making informed decisions about expansion, diversification, mergers,
acquisitions, and other business strategies.

6. Stakeholder Communication
e Businesses use financial statements to communicate their performance to shareholders,
investors, creditors, and other stakeholders.

7. Regulatory Compliance
e Used by tax authorities to determine how much a business needs to pay. One can use
these statements to determine if an organization owes tax to the government or if the tax
authority needs to issue a refund.
e Ensures that organizations adhere to legal and accounting standards set by regulatory
authorities.

8. Negotiation and Valuation
e Useful in negotiations for mergers, acquisitions, partnerships, or other business
transactions.
e |t helps in determining the value of assets, companies, and investments.

9. Forecasting and Planning
e Provides a basis for making future projections and plans based on historical financial data.

10. Performance Incentives
e Companies use them to design employee compensation packages, bonuses, and
performance-based employee incentives.



11. Resource Allocation
e Guides businesses in allocating resources to different departments, projects, or initiatives
based on their financial performance and potential return on investment.
12. Compliance and Governance
e [t helpsin ensuring that organizations comply with accounting principles, legal
regulations, and internal governance policies.

13. Financial Education and Literacy
e Empower individuals with the knowledge and skills to manage their finances effectively.

14. Economic Analysis
e [t provides data for economic research, policy-making, and analysis of broader economic
trends.

15. Benchmarking
e Allows organizations to compare their financial performance with industry standards and
best practices.

16. Crisis Management
e Assists in identifying financial vulnerabilities and developing strategies to navigate
through financial crises or downturns.
(Palepu, K. G., Healy, P. M., Wright, S., Bradbury, M., & Coulton, J. 2020)

Significant users of Financial Information
According to (Michael, C. E. 2013) the significant users of financial information are:

1. Investors.
Investors use this information to decide whether to continue investing in the business or pull
out based on the performance.

2. Lenders
Lenders use this information to gauge a company’s ability to pay debt or what interest rate to
use.

3. Investment Analysts
The analysts use this information to keep an update on a company's performance. Based on
their analysis, they can recommend a company to their clients.



Customers
Customers use financial information to determine whether they want a long-term
relationship with a company.

Competitors

To remain competitive and have a competitive edge, a competitor will want to know the
financial status of its peers. They could also use this knowledge to determine if they need to
change strategy.

Government institutions
Governments use the financial information to determine if a company has paid its
appropriate tax.

Company’s management

The company's management prepares the company's financial information and uses it to
measure its progress and growth. They also use this information to make decisions about the
business. (Samreen, 2014)

Examples of Financial Information
Financial statements are the audited annual accounts of an organization. The audited accounts
can include:

a) Balance sheet
b) Profit and loss account
c) Cash flow statement

1. Balance sheets
It is also called a statement of financial position. It provides a snapshot of what a
company owns and owes and the amount shareholders invest.

2. Profit and loss statements
A profit and loss statement refers to a financial statement that summarizes
the company's proceeds, revenues, and expenses incurred during an accounting period. It
provides a thorough look at a company's economic performance.

3. Cash flow statements

A cash flow statement provides a detailed picture of what happened to a business's cash
during a period known as the accounting period. The report also shows how well a
company generates money to pay its obligations, fund operating expenses, and fund
investments. (Porter, G. A., & Norton, C. L. (2016).
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Benefits of Using Financial Information to Make Management Decisions

According to (Joshua, A., Namuosonge, G. and Sakwa, M. 2014) the effects of financial
information and investments are:

a)

b)

d)

Easier Decision Making

Institutions can use financial information to decide about the current condition, the plans,
and areas where improvement is necessary. Investors also use this information to make
investment decisions.

More Accountability

The management is accountable to an organization's stakeholders because the
information about the company's performance in the financial statement is known to the
public, who may be interested in the company. The management must provide clear and
transparent information supported by financial reports.

Better Transparency

Proper accountability derived from good financial records leads to transparency, which is
necessary for gaining the trust and confidence of investors, lenders, and other
stakeholders.

Risk Management

Investor's main aim is to try and minimize risk and maximize return on their investment in
any company. Authentic company financial information helps investors manage that risk.
The management can make investment decisions only after considering the investment
risk for the business. These financial reports help in providing those insights.
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e) Performance Improvement

Analysis, transparency, and accountability help improve the company's performance and
support in increasing profitability, liquidity, and the business's overall health.
(Carraher & Van Auken, 2013)

Limitations of Using Financial Information to Make Decisions

The information is sensitive and risky to handle. Financial statements are subject to fraud
due to manipulation by the management. (Arnold, V., Bedard, J. C., Phillips, J. R., & Sutton,
S.G.2012)

Historical costs. Sometimes, companies do not update financial information in time,
which may be misleading. Making management decisions based on outdated data may
lead to wrong conclusions. For example, a person who defaulted on a loan payment may
be denied a loan in the future. Institutions may also increase a borrower's interest rate
based on historical information.

Inflation. Information on assets and liabilities captured in financial statements does not
consider inflation. If inflation is high, the information on the report will have a lower
value.

IV.  Intangible assets. It includes the company's reputation and brand value. These are neither
recorded on the financial statements nor recorded in the sales.

V.  Future predictions and assumptions. Financial statements provide historical information.
This information is used to predict future sales. This prediction is prone to many
assumptions and may not reflect the correct position in the future. (Strampelli, G. 2018)

Conclusion

Financial analysis is a dynamic process and should be conducted regularly to adapt to changing
market conditions and business circumstances. Additionally, seeking advice from financial
professionals or consultants can provide valuable perspectives and expertise.

Overall, financial information is a critical tool for managing and steering the financial health and
success of businesses, as well as for making informed personal financial decisions.
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