
Using Financial Statement Information
HOW can information contained within financial statements be used to evaluate a company ? 

I.
Usefulness of financial accounting numbers.

A.
Influencing and monitoring business decisions of a company's managers.

1.
Equity investors can influence management’s business decisions by basing a large portion of management’s compensation on reported profits.

2.
Debt investors can influence management’s business decisions through debt covenants.  

B.
Predicting a company’s future earnings and cash flows.

1.
Equity investors use financial information to predict future earnings and cash flows in their efforts to identify securities that will provide high returns.

2.
Creditors use financial information to predict whether companies can generate enough cash in the future to cover debt payments.

3.
Future cash flows are the heart of a company's true value, which is of interest to both investors and creditors.  The following three reasons can cause a company's reported book value and true value to differ:

a)
Business environment.

b)
Inherent financial statement limitations.

c)
Management bias.


II.
Elements of financial statement analysis.

A.
Assessing the business environment.

1.
Learn about the company, its industry, and how these relate to the overall economy.

2.
Other experts (Moody’s, Value Line, Dun & Bradstreet, Standard & Poors, The Wall Street Journal) provide ready insight.

B.
Reading and studying the financial statements and footnotes.

1.
The audit report.

2.
Significant transactions.

3.
The financial statements and footnotes.

C.
Assessing earnings quality.

1.
Quality of earnings—the degree to which a company’s reported earnings diverge from its “true” operating earnings because management exercised its discretionary influence over reported accounting numbers.

2.
Ways for management to “manage” financial accounting numbers.

a)
Overstating operating performance.

b)
Taking a “bath.”

c)
Creating hidden reserves.

d)
Engaging in off-balance-sheet financing.

3.
Assessing earnings quality also includes considering inherent limitations of the financial statements.

a)
The value of human resources (i.e., human capital) is not included in the financial statements.

c)
The value of intangibles in technology-oriented companies is not reported in the financial statements.

d)
Few market values are used in the financial statements.

D.
Analyzing the financial statements.

1.
Comparisons across time.

2.
Comparisons within the industry.

3.
Comparisons within the financial statements: common-size statements and ratio analysis.

E.
Common-size financial statements.

1.
Financial statement numbers are expressed as percentages of other financial statement numbers.

2.
Benefits of common-size financial statements.

a)
Provides relative rather than absolute comparisons.

b)
Helps indicate why changes occur in financial performance and condition.

F.
Financial ratios.

1.
Ratio analysis is based on the comparison of two or more financial statement numbers.

2.
Categories of ratios.

a)
Profitability ratios.

(1)
Profitability ratios are useful in assessing a company’s earning power.

(2)
Different profitability ratios.

(a)
Return on equity.

i)
Ratio of net income to average stockholders’ equity.

ii)
Measures the efficiency with which a company manages its stockholders’ investments.

(b)
Return on assets.

i)
Ratio of the sum of net income and after-tax interest expense to average total assets.

ii)
Measures the efficiency with which a company manages both its stockholders’ and its creditors’ investments.

(c)
Return on sales (profit margin).

i)
Ratio of the sum of net income and after-tax interest expense to net sales.

ii)
Provides information on a company’s ability to generate and market profitable products and control its costs.  It reflects the number of cents in profit for every dollar of sales.

b)
Leverage ratios.

(1)
Leverage ratios provide information useful in evaluating a company’s capital structure.

(2) Different leverage ratios.

(a)
Common equity leverage.

i)
Ratio of net income to the sum of net income and after-tax interest expense.

ii)
Compares the return available to the stockholders to the returns available to all capital providers.

(b)
Capital structure leverage.

i)
Ratio of average total assets to average stockholders' equity.

ii)
Measures the extent to which a company relies on borrowings (liabilities).

(c)
Debt/equity ratio.

i)
Ratio of average total liabilities to average stockholders' equity.

ii)
Another way to measure capital structure leverage.

(d)
Long-term debt ratio.

i)
Ratio of long-term debt to total assets.

ii)
Indicates the relative importance of long-term debt as a source of asset financing.

c)
Solvency ratios.

(1)
Solvency ratios are useful in assessing a company’s ability to meet its debts.

(2)
Different solvency ratios.

(a)
Current ratio.

i)
Ratio of current assets to current liabilities.

ii)
Provides a measure of a company’s ability to cover its current liabilities with current assets.

(b)
Quick ratio.

i)
Ratio of quick assets (i.e., cash, marketable securities, and accounts receivable) to current liabilities.

ii)
Provides a measure of a company’s ability to cover its current liabilities with cash-like assets.

(c)
Interest coverage ratio.

i)
Ratio of income before interest and taxes plus tax expense and interest expense to interest expense.

ii)
Measures a company’s ability to meet its interest charges through operations.

(d)
Accounts payable turnover.


i)
Ratio of cost of goods sold to average accounts payable.


ii)
Measures how quickly, on average, suppliers are paid off.

iii)
Dividing this ratio into 365 days indicates the number of days, on average, that accounts payable balances remain outstanding.

d)
Asset turnover ratios.

(1)
Asset turnover ratios provide a measure of the speed with which assets move through operations.

(2)
Different asset turnover ratios.

(a)
Receivables turnover.

i)
Ratio of net credit sales to average accounts receivable.

ii)
Indicates the number of times receivables are recorded, collected, and recorded again each year.

(b)
Inventory turnover.

i)
Ratio of cost of goods sold to average inventory.

ii)
Indicates the number of times inventory is replaced each year.

(c)
Fixed assets turnover.

i)
Ratio of sales to average fixed assets.

ii)
Indicates the speed with which fixed assets are used up.

(d)
Total asset turnover.

i)
Ratio of sales to average total assets.

ii)
Indicates the speed with which all assets are used up in operations, aggregating the turnover measures of the component assets in (a) to (c).

(3)
Each turnover ratio can be converted to "days" by dividing it into 365 days.

e)
Market ratios.

(1)
Market ratios provide measures of returns to common stockholders due to changes in the market price of common stock and the receipt of dividends.

(2)
Different market ratios.

(a)
Earnings per share.

i)
Ratio of net income to the average number of common shares outstanding.

ii)
Standardizes a company’s income, which makes it easier to make comparisons across companies.  It provides a measure of a company’s profitability strictly from the common stockholders’ viewpoint.

(b)
Price/earnings (P/E) ratio.

i)
Ratio of market price per share to earnings per share.

ii)
Indicates the sensitivity of a company’s stock price to changes in its earnings.

(c)
Dividend yield ratio.

i)
Ratio of dividends per share to market price per share.

ii)
Measures the cash return on stockholders’ investments.

(d)
Annual return on investment.

i)
Ratio of the sum of price appreciation per share and dividends per share to market price per share at the beginning of the period.

ii)
Measures the rate of return on common shares for the period.

Overview:
Analyzing financial ratios (DuPont model).


