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Appendix 2A:
Financial Analysis Intro:
· The objective of financial analysis is to assess a firm’s historical performance and current financial standing
· Financial analysts rely on key financial ratios that summarize the firm’s financial strengths and weaknesses. A weakness of these ratios is that they are backwards looking.
· These tools are useful for various analysts, including:
· Managers worrying about problems with their strategies
· Lenders screening loan applications
· Investors seeking to monitor the firm’s activities

Ratio Categories:
1. Short-term Solvency/Liquidity: 
· Ratios of short-term solvency or liquidity measure the firm’s ability to meet recurring financial obligations. 
· To the extent that a firm has sufficient CFs, it can avoid defaulting on financial obligations and thus avoid financial distress. 
· Liquidity measures short-term solvency and is often associated with NWC, the different between current assets and liabilities.
a) Current Ratio: Total Current Assets / Total Current Liabilities
· Used to assess the firm’s ability to meet its short-term debt
b) Quick Ratio: (Current Assets – Inventories) / Total Current Liabilities
· The Quick Ratio is concerned with current assets that can be readily converted into cash
c) Cash Ratio: Cash / Total Current Liabilities

2. Activity or Efficiency: the firm’s ability to efficiently use its investment in assets to generate sales.
a) Total Asset Turnover: Total Operating Revenue / Average Total Assets
· Measures the firm’s ability to generate sales from its investments in assets
b) Receivables Turnover: Total Operating Revenue / Average Receivables
c) Average Collection Period: Days in period/ receivables turnover
· The receivables turnover and the average collection period provide some information on the success of the firm in managing its accounts receivables

3. Leverage Ratios: 
· Financial Leverage ratios usually measure the extent to which a firm relies on debt financing rather than equity financing. 
· The more debt a company has, the more likely it is that the firm will become unable to fulfill its contractual obligations. 
· However, it is important to note that debt also has its advantages as interest payments are tax deductible.
a) Debt Ratio: Total Debt / Total Assets
· Measures how much of the firm’s debt is financed through assets
b) Debt-Equity Ratio: Total Debt / Total Equity
c) Equity Multiplier Ratio: Total Assets / Total Equity
d) Interest Coverage Ratio: (EBIT + Depreciation) / Interest Expense
· Emphasizes the ability of a firm to generate enough income to cover interest exp.
e) Principal Coverage Ratio: (EBIT + Depreciation) / Debt
· Emphasizes the ability of a firm to generate enough income to cover debt exp.
f) Cash Coverage: (EBIT + Depreciation + Amortization) / Interest Expense
· Emphasizes the ability of a firm to pay interest expense with the cash available
d) Payable Turnover: COGS (credit) / Average A/P
e) Average Payment Period: Days in period/ Payables turnover
· The payables turnover and the average payment period provide some information on the amount of time a company takes to pay its bills.

4. Profitability Ratios: used to assess the overall effectiveness of the firm’s management in using the firm’s investments to generate profits.
a) Net Profit Margin: Net income / Total Operating Revenue
b) EBITDA MARGIN: EBITDA / Total Operating Revenue
c) Net Return on Assets: Net income / Avg total Assets
d) Gross Return on Assets: EBIT / Avg total assets
e) ROA = Profit Margin / Asset Turnover
f) ROE = Net Income / Avg Shareholders’ equity
· Roe Alternative = Profit Margin * Asset turnover * Equity Multiplier
g) Payout Ratio = Dividends / Net Income
h) Retention Ratio = 1 – payout ratio

5. Market Value Ratios
· The market price of one common share is the price that buyers and sellers establish when they trade the share.
· These ratios are a primary interest to investors and potential investors.
a) Enterprise Value: Market Capitalization + Market-Value of Interest-Bearing Debt – Cash
· Provides a closer measure of a company’s true market value.
· This measure indicates how much it would cost to purchase all the outstanding shares of a firm and pay off its debt obligation
b) Enterprise Value Multiple: Enterprise Value / EBITDA
· Measures the value of the entire business and is useful for comparison with other companies because it is not affected by differences in capital structure, taxes, or capital spending.
c) Price Earnings Ratio: Market Price per share / Current annual earnings per share
· The price-earnings ratio is the ratio of market price for a share to its current earnings per share. It shows how much investors are willing to pay for $1 of earnings per share.

d) Dividends Yield: Dividend Per Share / Market Price Per Share
· Perception of a company’s future growth.
e) Market to Book Ratio: Market Price per share/ Book Value per share
· Since the book value per share is an accounting number, it reflects historical costs. In a loose sense, the Market to Book Ratio compares the market value of the firm’s assets to their cost

Potential Pitfalls of Ratio Analysis:
· Ratio analysis not based on any underlying theory that helps identify which quantities to examine or guides the establishment of benchmarks
· Different firms end their fiscal years at different times which could result in difficulties when comparing balance sheets
· When comparing firms, unusual events such as one-time profits can be misleading when comparing results

Appendix 2b:
· CF from operating activities: Operating CFs + ΔCL – ΔCA (excl. cash)
· CF from investing activities: -ΔGPPE
· CF from financing activities: ΔLTD + ΔS - Dividends

27.1: CA & CL
· Current Assets are cash and other assets that are expected to be converted to cash within the year. Examples: Cash, A/R, Inventories, Marketable Securities
· Current Liabilities are obligations that are expected to require cash payments within one year or within the operating cycle

27.2: Defining cash in terms of other elements
· How do we derive cash from balance sheets?
Δ Cash = Δ LTD + Δ S + Δ CL – Δ CA – Δ GPPE + Δ OCF – Dividends
OR
Δ Cash = CF from operating activities + CF from investing + CF from financing
· The sources and uses of cash:
· Sources of Cash:						
-LT Debt is issued
-New equity is issued
-Increases in CL items
-Decreases in CA items (excl. cash)
-Decreases in fixed assets
-Operating CFS

· Uses of cash:
-LT Debt is reduced
-Equity retired
-Decreases in CL items
-Increases in CA items (excl. cash)
-Increases in fixed assets
-Dividends

27.3: The Operating and Cash Cycle
· Definitions:
Inventory period: How long purchase is held until sold
A/R period: time between sale and collection of proceeds
A/P turnover period: the time between making a purchase and paying for the purchase
· The Cash Conversion Cycle is the time between when a firm pays for inventories and when it actually receives cash from sale. Inv period + A/R period – A/P period
· The Operating Cycle is the time interval between the arrival of inventory and when cash is collected from receivables. Inv period + A/R period

31.A: Z-Score:
· The Z-Score is used to predict if a firm will enter bankruptcy in the next 2 years
· The higher the z-score, the better it is for a firm as it indicates that they are far away from bankruptcy
· Formula:
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· The guideline for Z-Scores:
· Z > 2.99 “Safe” Zone
· 1.8 < Z < 2.99 “Grey” Zone
· Z < 1.80 “Distress” Zone
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Application: Financial Ratios & the “Z-Score”

Variable Definition Weight
X1 NWC / Assets 1.2
X2 Retained Earnings / Assets 1.4
X3 EBIT/ Assets 33
X4 Market value of equity / Book value of liabilites 0.6
X5 Sales / Assets 1.0

Z =1.2xX1 + 1.4xX2 + 3.3xX3 + 0.6xX4 + 1.0xX5




