CHAPTER 3

WORKING WITH FINANCIAL STATEMENTS
LEARNING OBJECTIVES
LO1  The sources and uses of a firm’s cash flows.

LO2  How to standardize financial statements for comparison purposes.

LO3  How to compute and, more importantly, interpret some common ratios.

LO4  The determinants of a firm’s profitability.

LO5  Some of the problems and pitfalls in financial statement analysis.
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· Know the sources and uses of a firm’s cash flows.

· Understand how to standardize financial statements for comparison purposes

· Know how to compute and interpret common financial ratios

· Be able to understand the determinants of a firm’s profitability

· Understand some of the problems and pitfalls in financial statement analysis


· Cash Flow and Financial Statements: A Closer Look

· Standardized Financial Statements

· Ratio Analysis

· The Du Pont Identity

· Using Financial Statement Information

· Summary and Conclusions

3.1 CASH FLOW AND FINANCIAL STATEMENTS: A CLOSER LOOK


The balance sheet is a snapshot of the firm’s assets and liabilities at a point in time.

Balance sheet identity:  Assets = Liabilities + Shareholder’s Equity


Income statement is like a video of operations over a period of time.

Accounting's "realization" principle for revenue, the "matching" principle for costs, and their incongruence with cash flows.



A. Sources and Uses of Cash


1. Activities that bring in cash are sources




Firms raise cash by selling assets, borrowing money or selling securities.



2. Activities that involve cash outflows are uses




Firms use cash to buy assets or make payments to providers of capital.



3. Rules for determining Sources and Uses:




Uses



Increases in assets




Decreases in equity and liabilities




Sources



Decreases in assets




Increases in equity and liabilities





B. The Statement of Cash Flows


Idea is to group all the changes into one of three categories




operating activities



investment activities



financing activities


A General Statement of Cash Flows




Operating Activities




+ Net Income





+ Depreciation

+ Any decrease in current assets (except cash)





+ Any increase in current liabilities

- Any increase in current assets (except cash)





- Any decrease in current liabilities




Investment Activities




+ Ending fixed assets





- Beginning fixed assets





+ Depreciation




Financing Activities




± Change in notes payable





± Change in long-term debt





± Change in common stock





- Dividends




Putting it all together:





± Net cash flow from operating activities





± Fixed asset acquisition





± Net cash flow from financing activities




= Net increase (decrease) in cash

3.2 STANDARDIZED FINANCIAL STATEMENTS



A. Common Size Statements


Useful in comparisons of firms that are not equal in size



1. Common Size Balance Sheet express individual accounts as a percent of total assets



2. Common Size Income Statement express individual items as a percent of sales


B. Common Base Year Financial Statements: Trend Analysis


Select a base year, then express each item or account as a percentage of the base year value of that item (useful for picking up trends).



Combined Common Size and Base Year Analysis

· Express each item in base year as a percent of either assets or sales. 
· Then, compare each subsequent year's common size percent to the base year percent (abstracts from the growth in assets and sales).


· Standardized statements make it easier to compare financial information, particularly as the company grows.

· They are useful for comparing companies of different size, and within industries.

3.3 RATIO ANALYSIS



Ratios allow better comparison through time and between companies.


Ratios are used both internally (by management) and externally (by investors).


Things to Consider Concerning Financial Ratios


What aspect of the firm are we attempting to analyze? Generally, the aspects of interest are "fuzzy" (e.g., liquidity or utilization) and often both abstract and relative.



What information goes into a particular ratio and how does that information relate to the aspect of the firm being analyzed?



What is the unit of measurement? (dollars, days, turns?)



What would a "good" ratio look like? A "bad" one?



Categories of Financial Ratios


- Short-term Solvency or Liquidity Measures



Ability to pay bills in the short-run



- Other Liquidity Ratios




Cash ratio; NWC to total assets; Interval measure



- Asset Management or Turnover Measures



Efficiency in using assets


- Profitability




The bottom line



- Market Value Measures



Going beyond financial statements



A. Short-term Solvency Measures (liquidity ratios)


1. Current Ratio



Current Assets / Current Liabilities



2. Quick Ratio



(Current Assets-Inventory) / Current Liabilities



3. Other Liquidity Ratios




Cash ratio



Cash / Current Liabilities




NWC / Total assets



Interval measure



Current assets / Average daily operating costs



B. Long-term Solvency Measures


1. Total Debt Ratio



(Total assets - total equity) / Total assets




Variation: Total assets / Total equity


2. Debt/Equity Ratio

Total debt / Total equity
3. Equity Multiplies Ratio

Total assets / Total equity



4. Long-term Debt Ratio



Long-term debt / (Long-term debt + total equity)






5. Times Interest Earned (TIE)



EBIT/Interest



6. Cash Coverage



(EBIT + depreciation) / Interest




The numerator, earnings before depreciation, interest and taxes (or EBDIT), is often used as a measure of cash flow to meet obligations. Amortization, if any, is also usually added to the numerator (resulting in EBDITA).



C. Asset Management Measures (turnover ratios)


1. Inventory Turnover



COGS / Inventory




Days Sales in Inventory: 365 / Inventory turnover




2. Receivables Turnover



Sales / Accounts Receivable




Days in receivables (days sales outstanding)




365 / Receivables turnover




3. Asset Turnover Ratios (variations on a theme)



NWC turnover = Sales / NWC




Fixed asset turnover = Sales / Net fixed assets





Total assets turnover = Sales / Total assets

This is a measure of use efficiency, and TAT < 1 common when a firm has a large amount of fixed assets



D. Profitability Measures (bottom line)


These measures are based upon book values, not market values, and so may not convey much useful information.



1. Profit margin



Net Income / Sales



2. Return on Assets



Net Income / Total assets



3. Return on Equity



Net Income / Total equity



E. Market Value Measures (for publicly traded firms)
· Market price of stock
· Shares outstanding

· Market value of long-term debt

· Earnings per share (EPS) = NI / Shares outstanding

· PE ratio = Price per share/EPS

· PEG Ratio = PE/(expected future earnings growth rate x 100)


· Market-to-book = Market value per share / Book value per share

· Enterprise Value (EV) / EBITDA

     (Market value of equity +  Market value of debt + Minority Interest –Cash) / EBITDA





Table 3.8:  Common Financial Ratios





Table 3.8:  Common Financial Ratios

3.4 THE DU PONT IDENTITY




How financial leverage transforms return on assets into return on equity:



Return on Equity =  Net Income  = Net Income × Assets



                   Total equity     Assets     
Equity


That is, ROE = (ROA) × (Equity Multiplier)



Decomposing ROA into profit margin and asset turnover gives



Return on Equity =  Net Income  = Net Income  × Assets


       

        Total equity     Assets   
    Equity


That is,




Profit margin × Asset turnover × Equity multiplier




Operating efficiency × Asset use × Financial leverage




ROE = PM * TAT * EM
· Profit margin is a measure of operating efficiency

· Total asset turnover is a measure of asset use efficiency

· Equity multiplies if a measure of the firm’s financial leverage

3.5 USING FINANCIAL STATEMENT INFORMATION



A. Why Evaluate Financial Statements?


1. Internal Uses




evaluating performance, spotting trouble, generating projections



2. External Uses




credit decisions, evaluate competitors, assess acquisitions



B. Choosing a Benchmark


The principle is essentially "management by exception"



1. Time-trend Analysis




significant changes to be looked into

2. Peer Group Analysis




significant differences to be examined




industry groups comparisons are common (SIC)



C. Problems with Financial Statement Analysis


- no underlying financial theory



- finding comparable firms



- what to do with conglomerates



- differences in accounting practices



- differences in fiscal year



- differences in capital structure



- seasonal variations



- one-time events




I.
Many people not trained in finance are likely to think financial statement analysis is just the sort of thing finance is all about. After all, financial statements are involved, as are financial ratios. What many fail to appreciate is that financial statements and financial ratios, despite their contribution to the management of the firm and assistance to outsiders, provide little or no insight as to the value of the firm's marketable securities or the consequences of an action upon those values.




II.
Much of financial statement analysis is rooted in a manufacturing tradition with the large, industrial corporation at its center. That is, many of the notions about statement analysis grew out of a view of business in which more or less specialized plant and equipment is used to turn raw goods into finished goods which are sold on credit.




This view was modified by the advent of the large, retail corporation, but the emphasis on balance sheet assets (receivables, inventories, plant and equipment) and the measures associated with them remains.




Because of this manufacturer/retailer tradition, much of the conventional wisdom about statement analysis is inappropriate to many of today's business situations. Take, for example, professional services firms such as those formed by lawyers, accountants, doctors, management consultants, computer programmers, engineers, and finance professors. Or consider television networks, radio stations, colleges and universities. The most valuable assets of such firms are not on the balance sheet, their liquidity is not in a stock of current assets, their liabilities not all represented. Rather, their assets are human capital, licenses, viewership, reputation - their liquidity lies in a ability to generate revenues - their liabilities include potential negligence, malpractice, and malfeasance claims.




Thus, financial statement analysis as we know it is a product of our economic history. We can expect it to evolve to encompass new economic realities, but as it does it is important to understand its perspective and the limitations imposed by it.
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