
1-2 BODY OF KNOWLEDGE  Accounting & Finance

© TMA 2009 

flows rather than accounting earnings should be used by the turnaround manager to 
evaluate investment opportunities and make financing decisions.

1.  Financial Statements as Aggregators of Business Activities and 
Information

Financial statements collect, summarize, and present important information about a 
firm’s business activities. In order to facilitate and simplify the interpretation of that 
substantial information, it is convenient to view a firm’s business as consisting of 
four interrelated sets of activities:

  1. Strategic activities
  2. Investing activities
  3. Financing activities
  4. Operating activities

These activities are sources of both cash inflows and outflows in a business, and 
hence, each is a potentially important determinant of competitiveness and value. 
Thoughtful and detailed analysis of these activities provides the turnaround 
manager with critical information about where cash is being saved and spent.

Strategic activities describe the process of determining and implementing long-
term goals and objectives. The strategy formulation process requires consideration 
of both internal and external resources and capabilities. These considerations 
include competitive analysis, macroeconomic and industry conditions, regulatory 
constraints, and demographic trends and tastes.

Investing activities summarize the increases and decreases in short-term assets 
such as accounts receivables and inventories, as well as long-term assets including 
productive capacity, research and development, and intangibles such as patents and 
trademarks.

Financing activities describe decisions regarding the sourcing and repayment of 
capital that fund a business’s investing and operating activities. The firm often 
obtains funding from a variety of sources, including short- or long-term creditors 
and equity owners.

The strategic objectives of a business are implemented through its financing and 
investing decisions, which in turn produce both operating revenues and operating 
expenses. The production and sale of goods and services creates revenue streams 
for a business as well as costs of goods sold; selling, general and administrative 
expenses; depreciation; and income tax consequences. Figure 1-1 illustrates the 
interrelated nature of these four activities.
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FIGURE 1-1
Types of Business Activities

2. The Balance Sheet
The balance sheet, or statement of financial position, provides a summary view of 
the collective resources owned by a firm (i.e., assets) and the financial claims held 
by various stakeholders on those resources (i.e., liabilities and shareholders’ equity) 
on a specific date. By definition, the accounting values reported on the two sides of 
the balance sheet must be equal.

Shareholders’ equity = Assets – Liabilities

In other words, an accounting estimate of the equity that shareholders hold in a 
business equals the difference between the book value of its assets and its liabilities. 
Unfortunately, since these values are not generally reported at their current market 
values, shareholders’ equity on a balance sheet does not accurately portray the 
economic or market value of a business.

Figure 1-2 presents a balance sheet for ABC Company as of December 31, 2002, 
and December 31, 2003. The assets, presented on the left side of the balance sheet, 
summarize the net consequence of a business’s past investment decisions on a 
specific date. Typical asset items include cash; accounts receivable; inventories; 
property, plant, equipment; investments; and other assets. The net value of property, 
plant and equipment is presented, since cumulative depreciation is deducted from 
the original purchase price. Depreciation expense attempts to measure the loss in 
asset value due to wear and tear or obsolescence. In other words, it allocates the cost 
over future periods to match expenses with related revenues.
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