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Intended Use

This module will cover various techniques for the analysis of financial statements.

Module Learning Objectives
After completing this module, students should be able to:
1. Explain the purpose of analysis.

2. Identify the building blocks of analysis.

3. Describe standards for comparisons in analysis.

4. Identify the tools of analysis.

5. Explain and apply methods of horizontal analysis.

6. Describe and apply methods of horizontal analysis.

7. Define and apply ratio analysis.

8. Run an SAP demonstration.

9. Practise preparing Cash Flow statements in SAP.

Instructor Outline
Basics of Analysis


Purpose of Analysis is to help users (both internal and external) make better business decisions.


1.
Internal users (those involved in managing and operating the company)


2.
External users (not involved in running the company)


The common goal of all users is to evaluate:

a. past and current performance.

b. current financial position.

c. future performance and risk.


Building Blocks for Analysis

The four areas of inquiry or building blocks are:


1.  Liquidity and Efficiency—ability to meet short-term obligations and to efficiently generate revenues.


2.  Solvency—ability to generate future revenues and meet long-term obligations.

3.  Profitability—ability to provide financial rewards sufficient to attract and retain financing.

4.  Market—ability to generate positive market expectations.


Information for Analysis

Most users rely on general purpose financial statements that include:


1.
Income Statement

2.
Balance Sheet

3.
Statement of Retained Earnings

4.
Cash flow statement

Other useful financial reporting data (Securities commissions filings, news releases, shareholders' meetings, forecasts, management letters, auditor's report, and analyses published in annual reports).


Standards for Comparisons

Used to determine if analysis measures suggest good, bad, or average performance. Standards can include the following types of comparisons:


1. Intracompany—based on prior performance and relations between its financial items.

2.  Competitor—compare to one or more direct competitors.

3.  Industry—published industry statistics (available from services like Dun & Bradstreet, Standard and Poor's, and Moody's).

4.  Guidelines (Rules-of-Thumb)—general standards developed from past experiences.


Tools for Analysis 

The most common tools are:


1. Horizontal Analysis

2.  Vertical Analysis
3.  Ratio Analysis


Horizontal Analysis

Tool to evaluate changes in financial statement data across time. This analysis utilizes:


1.  Comparative financial statements—reports where financial amounts for more than one period are placed side by side in columns on a single statement.

2.  Dollar changes and percent changes—changes in line items.


a.  Dollar change = analysis period amount - base period amount.

b.  Percent change = (analysis period amount minus base period amount) divided by base period amount.


Note: (1) When a negative amount appears in the base period and a positive amount in the analysis period (or vice versa)—cannot compute a meaningful percent change. (2) When there is no value in the base period—percent change is not computable. 

(3) When an item has a value in the base period and zero in the next period—the decrease is 100 percent.


Trend analysis is used to reveal patterns in data covering successive periods. Involves computing trend percents (or index number) as follows: analysis period amount divided by base period amount) multiplied 100.


Vertical (Common-Size) Analysis

Comparing financial condition and performance to a base amount.  The analysis tools include:


A.  Common-Size Statements

1. Base amount is commonly defined as 100%.  Usually a key aggregate figure is the base (Examples: revenue—income statement base, total assets—balance sheet base).

2. Sum of individual items is 100%.


3. Uses common-size statements—when individual amounts are redefined in terms of common-size percents. 

Common-size percent equals (analysis amount divided by base amounts) multiplied by 100.


Common-Size Graphics—graphical analysis of common-size statements.

Note: Common size statements are especially useful when comparing companies whose dollar amounts are not comparable. For example, two companies may each have 10% of their total assets in the form of cash. One has $100 and the other has $10,000 cash.


Ratio Analysis

Using key relations among financial statement items. Ratios organized into the four building blocks of analysis:


A. Liquidity and Efficiency

1.
Liquidity refers to the availability of resources to meet short-term cash requirement.

2.
Efficiency refers to how productive a company is in using its assets. Efficiency is usually measured relative to how much revenues is generated for a certain level of assets.

Ratios in this block:


a.
Working Capital—the excess of current assets over current liabilities.

b. Current Ratio—describes a company's ability to pay its short-term obligations. Current assets divided by current liabilities.

Note:  A guideline  for an adequate current ratio is 2:1. A company with a 2 to 1 or higher current ratio is generally though to be a good credit risk in the short run.

c.  Acid-Test Ratio—similar to current ratio but focuses on quick assets (cash, short-term investments, accounts receivable, and notes receivable) rather than current assets.

d.
Accounts Receivable Turnover—a measure of how long it takes a company to collect its accounts.  Net sales or credit sales divided by average accounts receivable.

e.
Days' Sales Uncollected—measures how frequently a company collects its accounts receivable.  (Accounts receivable divided by net credit sales) multiplied by 365 days.

f.
Merchandise Inventory Turnover—the number of times a company's average inventory is sold during an accounting period. Cost of goods sold divided by average merchandise inventory.

g.
Days’ Sales in Inventory—measures how many days it will take to convert the inventory on hand at the end of the period into accounts receivable or cash.  (Ending inventory divided by cost of goods sold) multiplied by 365.

h.  Total Asset Turnover—describes the ability to use assets to generate sales. Net sales divided by average total assets.


B. Solvency


1.
Solvency refers to a company's long-run financial viability and its ability to cover long-term obligations.  Capital structure is one of the most important components of solvency analysis.

2.
Capital structure refers to a company's sources of financing.

3.  Ratios in this block:


a.
Debt Ratio—expresses total liabilities as a percent of total assets. 

b.  Equity ratio—(complement of debt ratio) expresses total shareholders' equity as a percent of total assets.


Note:  A company is considered less risky if its capital structure (equity and long-term debt) is comprised more of equity.


c.
Pledged Assets to Secured Liabilities—measures the protection provided the secured creditors by the pledge of assets.  Book value of pledged assets divided by book value of secured liabilities.

d.  Times Interest Earned—reflects the riskiness of repayments with interest to creditors. Income before interest and income taxes divided by interest expense.


C.  Profitability


1.  Profitability refers to a company's ability to generate an adequate return on invested capital. 

2.  Return is judged by assessing earnings relative to the level and sources of financing.


3.  Ratios in this block:

a.  Profit Margin—describes the ability to earn a net income from sales.  Net income divided by net sales. 

b.  Gross Profit Ratio-Gross profit divided by net sales, shows the relation between sales and cost of goods sold.
c.  Return on Total Assets—expresses net income as a percentage of average total assets.

d.  Return on Common Shareholders' Equity—measures the success of a company in earning net income for its owners.  Net income less preferred dividends divided by average common shareholders' equity

e.  Book Value per Share—reflects what each share would be worth if a company was liquidated..


D.  Market


1.  Market measures are useful when analyzing corporations having publicly traded shares. 

2.  Market measures use share price in their computation. 

3.  Ratios in this block:


a.   Price-Earnings Ratio—used to evaluate the profitability of alternative common share investments.  Market price per common share divided by earnings per share.

b.  Dividend yield—used to compare the dividend paying performance of different investment alternatives.  Annual cash dividends paid per share expressed as a percentage of the market price per share. 


Example Problem  Module 12
Following are data from the statements of two companies selling similar products:

	Current Year-End Balance Sheets



	
	ABC
Company
	XYZ
Company

	Cash

	$ 11,900
	$  20,000

	Notes receivable

	7,700
	3,200

	Accounts receivable, net

	42,000
	64,000

	Merchandise inventory

	58,800
	87,680

	Prepaid expenses

	1,680
	3,520

	Plant and equipment, net

	  232,120
	  274,400

	Total assets

	$354,200
	$452,800

	
	
	

	Current liabilities

	$  56,000
	$  80,000

	Mortgage payable

	70,000
	80,000

	Common shares, no-par value

	140,000
	160,000

	Retained earnings

	   88,200
	  132,000

	Total liabilities and shareholders’ equity

	$354,200
	$452,800

	
	
	

	Data from the Current Year’s Income Statement

	Sales

	$672,000
	$880,000

	Cost of goods sold

	528,080
	699,840

	Interest expense

	4,200
	5,600

	Net income

	23,373
	28,896

	Beginning-of-Year Data

	Merchandise inventory

	$    53,200
	$  85,120

	Total assets

	345,800
	443,200

	Shareholders’ equity

	217,000
	285,120


Required:

1. Calculate current ratios, acid-test ratios, merchandise turnovers, and days’ sales uncollected for the two companies.  Then state which company you think is the better short-term credit risk and why.
2. Calculate return on total assets employed and return on shareholders’ equity.  Then, under the assumption that each company’s shares can be purchased at book value, state which company’s shares you think is the better investment and why.
Solution: Example Problem Module 12
Part 1

	
	ABC Company
	XYZ Company

	Current ratios:
	$122,080
$  56,000
	=   2.18 to 1
	$178,400
$  80,000
	=   2.23 to 1

	Acid-test ratios:
	$  61,600
$  56,000
	=   1.10 to 1
	$  87,200
$  80,000
	=   1.09  to 1

	Merchandise turnovers:
	$528,080
$  56,000
	=   9.4 times
	$669,840
$  86,400
	=   8.1 times

	Days’ sales uncollected
	$  42,000
$672,000
	x  365 = 22.8                                                     
	$  64,000
$880,000
	x  365 = 26.5


ABC Company and XYZ Company have almost equal current and acid-test ratios, so near the same that the differences are not significant.  However, ABC Company turns its merchandise and collects its accounts receivable more rapidly than XYZ Company; and on this basis it is a better short-term credit risk.

Part 2 

	Return on total assets:
	$  23,373
$350,000
	=   6.68%
	$  28,896
$448,000
	=  6.45%

	Return on shareholders’ equity:
	$  23,373
$222,600
	=   10.5%
	$  28,896
$288,960
	=  10.0%


On the basis of a slightly better return on shareholders’ equity, which is also the return on the investment, 10.5% compared with 10%, ABC Company’s shares seem the better investment.  Also, the better merchandise turnover, days’ sales uncollected, and return on total assets employed may indicate that ABC Company is the better managed company, which would also make its shares the better investment.
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