

Session 9 Summary and Commentary

Chapter 13 – Analysis of Financial Statements

 “FINANCE, n. The art or science of managing revenues and resources for the best advantage of the manager. The pronunciation of this word with the i long and the accent on the first syllable is one of America's most precious discoveries and possessions.” 

Ambrose Bierce, The Devil's Dictionary
“I stand by all the misstatements that I've made.” 

Dan Quayle, to Sam Donaldson, 8/17/89
For BE, the analysis of financial statement boils down to ratio analysis, a subject that many of you must have come across in your travels. As such, let’s cut to the chase and summarize the important elements of the chapter.  BE made a great point when they wrote: “it should be noted that an industry average is not a magic number that all firms should strive to maintain.” Keep this in mind as we discuss ratio analysis.

Financial ratios can be divided into five categories:

1. Liquidity ratios measure the ability of a firm to satisfy obligations due in the near future, usually within the next year.
 The two most popular liquidity ratios are the current ratio and the acid test (quick) ratio:

· The Current Ratio = Current Liabilities / Current Assets

· Quick (Acid Test) Ratio = Current Assets – Inventories / Current Assets

The quick ratio is more stringent than the current ratio, since it does away with inventories in the numerator. 

2. Asset management ratios measure how effectively a firm is utilizing its assets. They include the inventory turnover ratio, the average collection period, the fixed asset turnover ratio, and the total assets turnover ratio.

· Inventory Turnover Ratio = Sales / Inventories

· Average Collection Period = Receivables / Annual Sales / 365

· Fixed Assets Turnover Ratio = Sales / Net Fixed Assets

· Total Assets Turnover Ratio = Sales / Total Assets

3. Debt Management ratios measure the utilization of financial leverage by the firm and, indirectly, the level of risk the firm faces.
 They include the debt ratio, time-interest- earned ratio and EBIDTA Coverage Ratio.

· Debt Ratio = Total Liabilities / Total Assets

· Times-Interest-Earned Ratio = EBIT / Interest Charges

· EBIDTA Coverage Ratio
 = EBIDTA + Lease Payments / Interest + Principal Payments + Lease Payments

4. Profitability ratios try to measure how profitable the firm is. Note that their success in this endeavor depends on how accurately the financial statements reflect reality. They include the profit margin on sales, basic earning power, return on total assets (ROA) and return on common equity (ROE).

· Profit Margin on Sales = Net Income available to Common Shareholders / Sales

· Basic Earnings Power Ratio = EBIT / Total Assets

· Return on Assets = Net Income available to Common Shareholders / Total Assets

· Return on Equity = Net Income available to Common Shareholders / Common Equity

5. Market Value ratios measure the relationship between the stock price of a firm and its earnings, cash flows and book value. They include the price/earnings (PE) ratio, the price/cash flow ratio and the market/book ratio.

· Price/Earnings ratio = Price per share / Earnings per share

· Price/Cash Flow ratio = Price per share / Cash flow per share

· Market/Book ratio = Market price per share / Book value per share

By now it should be obvious to you that ratio analysis should not be used in a vacuum or from a static point of view. Trend analysis, common size statements and percent change analysis are techniques used to bring ratios to life and extract meaning from the analysis of ratios.

Du Pont analysis is an extremely useful way of seeing how the various ratios determined a firm’s profitability. The extended Du Pont equation is particularly useful:

ROE = Profit Margin x Total Assets Turnover x Equity Multiplier

= Net Income / Sales x Sales / Total Assets x Total Assets / Common Equity

Take note of BE’s concluding remarks, including their comments on benchmarking, the limitations of ratio analysis, and the qualitative factors suggested by the American Association of Individual Investors (AAII).

~end~

� There is no magic to the number of categories—you can have fun and divide them into twenty if you wish, making up new ones as you go along. How about the Tahoma ratio, named after our late Siberian Husky? It would have something to do with the ratio of disposable income to the cost of pet food, walking services and health care.


� This is a fancy way of saying “pay its bills.”


� Financial leverage is associated with risk due to the fixed nature of debt service (i.e., principal and interest) payments. A firm may have difficulty servicing its debt in a recessionary period or when sales/revenues fluctuate.


� At Sound Transit, our financial policies dictate a minimum net debt service coverage ratio (i.e., revenues – O&M / debt service) of 1.3. This standard has a strong influence on our financial capacity.
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