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	MGMT 601 NOTES

	Financial Statement Analysis
	· Focuses on techniques used by analysts external to the organization to predict and assess the risk of future returns of a company.  

· Investors: focus on profitability, dividends, and future stock price

· Creditors: focus on short-term / long-term solvency and profitability

· Managers: diagnostic and evaluation tool

· Two objectives

· Analysis of profitability, risk, and disclosures

· Valuation 

· FSA steps

1. ID industry characteristics (Porter’s ‘Value Chain’)

2. ID strategies used to gain a competitive advantage (Porter’s ‘5 Forces’)

3. Understand and Analyze financial statements

4. Assess the firm’s profitability and risk using ratios and other means

5. Compute an intrinsic value using forecasted costs, earnings, & cash flow



	Revenue Recognition
	· Revenue is recognized when it is:

· Realized: Cash or asset like cash must be received

· An arrangement exists

· Delivery has occurred or services have been rendered

· Price is fixed or determinable

· Collectivity is assured

· Earned: Goods or services must be delivered to the customers

· Use a critical event to define when the earnings process is complete



	Warning Signs for Revenue Recognition
	· High Price/Sales Ratio

· Large increase in DSO (Days of Sales Outstanding)

· Large change in deferred revenue

· Customer contracts signed at end of month/quarter

· High fixed costs



	Cash Flow Statement
	· Operating Activities (CFO): Activities related to income generation

· Investing Activities (CFI): Activities related to changes in non-current asset

· Financing Activities (CFF): Activities related to equity & long-term debt 


	Cash Flow Statement Warning Signs
	· Is cash flow from operations (CFO) less than earnings?

· Is CFO mostly from changes in inventory or other working capital items?

· Are year-to-year changes are not constant in CFO and earnings?

· Is CAPEX greater than CFO



	GAAP v. Financial FCF
	· GAAP FCF = CFO – CFI         

· GAAP FCF = Financial FCF (with the changes noted below)

· CFO: 

· Add back interest expense reported in CFF

· Add any tax payments or benefits reported in CFI

· Subtract tax benefit from stock options – move to CFF

· Subtract cash operating cash (cash to run business)  – move to CFI    

· CFI

· Add operating cash increases (cash to run business) - from CFO 

· Subtract investments in financial assets – move to CFF

· Subtract any tax payments or benefits – move to CFO



	Accrual Basis
	· Accounting method that recognizes transactions during the time periods when revenues and expenses occur – no explicit transaction takes place

· The difference between CFO and earnings is called accruals

· Sources: inventory, receivables, payables, discretionary items (bad debt)

· Earnings quality is reduced when CFO and earnings diverge

· Earnings = CFO + Accruals

· Over time accruals must reverse



	Inventory
	· Beginning Inventory + Purchases – COGS = Ending Inventory

· Non-discretionary Inventory: inventory required for normal operations

· ? If non-discretionary income goes up, then net income goes up ?



	Pro Forma Earnings Disclosures
	· Pro-forma is reported by companies in press releases

· No GAAP standards exists – companies use discretion

· Pro-forma data moves stock prices – more than GAAP earnings

	Evaluating Financial Ratios
	· Time Series Analysis: compare to company’s historical ratios

· Benchmark Analysis: compare to rule of thumb ratio

· Cross-sectional Analysis: compare to industry average

· Do not compare per share ratios directly across companies

· Do not compare stock price ratios directly across companies

· Major types or groups of ratios

· Profitability – analyze return

· Activity – analyze the use of assets for returns

· Short-Term Liquidity – analyze short term risk

· Long-Term Liquidity – analyze long-term risk

· Market-Based  - analyze relationship between accounting data & market



	Du Pont Analysis


	· ROA = Profit Margin x Asset Turns

· Niemann Marcus has high margins but low turns

· Wal-Mart has high turns but low margins



	
	· Level I: 


	

ROA
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	· Level II: 


	Profit Margin
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	Asset Turnover
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	· Level III:

 
	· Sales

· COGS    
· SG&A 
· Income Tax


	· Inventory Turnover

· Fixed Asset Turnover
· A/P Turnover 
· A/R Turnover

	
	· Level IV
	· ROA = Profit Margin x Asset Turnover for product & geographical segments



ROE Analysis

	
	Return on Common Equity
	=
	Return on Assets
	x
	Common Earnings Leverage
	x
	Capital Structure Leverage
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	Expresses the success of the firm’s operating, investing, and financing decisions
	Measures operating performance independent of financing
	The proportion of operating income that is allocable to common shareholders
	The degree to which a firm uses common shareholders’ funds to finance assets



	Leverage
	· Using borrowed money vs. shareholder equity

· A debt free or un-levered company has identical ROA / ROE

· Interest is tax deductible - dividends are not, so debt provides tax benefit

· Failure to pay interest = bankruptcy, failure to pay dividends is ok



	Merchant vs. Agent
	· Merchant – takes possession/title of good before sale

· Agent – never takes ownership of goods before sale

	Earnings Per Share
	· Basic EPS = NI – Preferred Div. / Weighted Average Shares Outstanding

· Diluted EPS

· Apply all stock splits and stock dividends at the beginning of the year    (stock dividends are non-cash dividends issued in stock)
· Dilutive Securities include stock options, warrants; convertible bonds; convertible preferred stock

· Must be in the money

· ( EPS = savings on interest/dividend if converted / shares converted



	Treasury Stock Method
	· Cash Received = Options exercised x Exercise Price

· Shares Bought Back = Cash Received / Average Stock Price

· Dilutive Shares = Options Exercised – Shares bought back



	Revenue Recognition
	· Revenue is recognized when it is:

· Realized: Cash or asset like cash must be received

· An arrangement exists

· Delivery has occurred or services have been rendered

· Price is fixed or determinable

· Collectivity is assured

· Earned: Goods or services must be delivered to the customers

· Use a critical event to define when the earnings process is complete



	Warning Signs for Revenue Recognition
	· High Price/Sales Ratio

· Large increase in DSO (Days of Sales Outstanding)

· Large change in deferred revenue

· Customer contracts signed at end of month/quarter

· High fixed costs



	Methods of Revenue Recognition
	· Sales Basis (point of sale)

· Percentage of Completion method

· Completed Contract method

· Installment Sales method

· Cost Recovery method



	Percent Completion vs. Completed Contract
	· Used for long-term contracts

· Percentage of completion is used when reasonable estimates of costs and progress can be made – otherwise use completed contract method

· CC – Revenue is recognized as costs are incurred, but no gross profit

· PC – Gross profit is recognized in proportion to the total estimated costs

· CC vs. PC method

· CC will show less assets (no gross profit)

· CC will show more liabilities (unearned revenues)

· CC will show less income and retained earnings

· CC income will be more volatile the PC (CFO will be more informative)



	Installment Sales vs. Cost Recovery
	· Used if total collection is not reasonably certain or extends for long time

· Separates profit made on sales from the profit made on financing

· CR – Revenue is recognized as costs are incurred

· IS – Gross profit is recognized in proportion to estimated gross profit

· Interest income is recognized as usual n the period it is earned



	Inventory
	· Beginning Inventory + Purchases = COGS + Ending Inventory
        The company knows these items        The company computes these items

· Inventory Valuation Methods

· Specific identification (4)

· FIFO (3)

· LIFO (1)

· Weighted Average (2)



	LIFO vs. FIFO Comparison
	· FIFO = LIFO + LIFO Reserve

· LIFO Reserve = difference between market value and cost layers

· Tax Rate x LIFO Reserve = Tax Savings over time

· LIFO > WA > FIFO if prices are increasing and inventory is increasing

· LIFO allows managers to decide whether to eat away LIFO, or buy more inventory and pay less taxes (assuming that prices are increasing)

· LIFO better matches current  costs with current revenues

· Impact of LIFO on Financial Statements

	
	· COGS

· EBT

· Taxes

· Net Income

· Cash Flows

· Inventory Balance

· Working Capital

· Inventory Turnover


	Higher

Lower

Lower

Lower

Higher

Lower

Lower

Larger

	LIFO vs. FIFO Conversion
	· Balance Sheet Adjustments

· FIFO = LIFO + LIFO Reserve

· Deferred Taxes (FIFO) = Deferred Taxes (LIFO) + (Tc x LIFO Reserve)

· Retained Earnings (FIFO) = RE (LIFO) + ((1 – Tc) x (LIFO Reserve))

· Income Statement Adjustments

· COGS (FIFO) = COGS (LIFO) – ( LIFO Reserve

· NI (FIFO) = NI (LIFO) – ( LIFO Reserve



	Investment Classification
	· Trading Securities

· Available for Sale Securities

· Held to Maturity Securities


	Trading Securities
	· Debt or equity securities held for selling in the near term

· Reported as CA on the balance sheet at market value
· Unrealized gains are reported on the income statement


	Available for Sale Securities
	· Debt or equity securities held with no immediate plans to sell

· Reported as CA on the balance sheet at market value
· Unrealized gains and losses are reported on the balance sheet as part of Other Comprehensive Income (OCI)

· Dividend and interest income are reported in the income statement



	Held-to-Maturity
	· Debt securities with positive intent and ability to hold until maturity

· Reported on balance sheet as CA/LTA at book cost
· Interest income is reported on the income statement



	Long term investments in Stocks (Equities)
	· If < 20% ownership – value and income reported using the market method

· If 20% to 50% ownership – use equity method 

· If > 50% ownership – use consolidation 

· The last two methods assume investor can exert significant influence – if not, use the market method



	Market Method
	Dr. Investment in Rusty Company

Cr. Cash

Dr. Cash (Dividend)

Cr. Dividend Income

Dr. Investment in Rusty Company

Cr. Unrealized Gain (or OCI <contra account>)




	Equity Method
	· Investment is initially recorded at acquisition cost

· Subsequent to investment, net income /loss is included in investment cost

· Investment account is reduced when investee pays dividends

Dr. Investment in Rusty Company

Cr. Cash

Dr. Investment in Rusty Company

Cr. Investment Income

Dr. Cash (Dividends)

Cr. Investment in Rusty Company



	Merger, Consolidation, and Acquisition
	Type

· Merger

· Consolidation

· Acquisition
	Surviving Entities

1

1

2
	Identity of Entities

A or B

New (C)

A and B



	Purchase Accounting
	· Assets and liabilities of acquired company (B) are recorded at market value

· Accumulated depreciation of B is ignored

· Goodwill of B is ignored

· Deferred tax liability of B is ignored

· Internally developed assets of B is ignored

· RE of A is unchanged; RE of B is ignored

· In-process R&D costs are expensed immediately or added to goodwill

· “A” records goodwill for excess market value cost over assets acquired

· Goodwill is not amortized



	Pooling Accounting
	· Popular method during the ‘70s and ‘80s, but abolished from June 1, 2001

· Criteria for pooling – there were 12 criteria, but the most important were…

· Companies should have been autonomous for at least 2 years

· “A” will issue common stock for virtually all of “B” voting stock (90%+)

· Concept is a marriage of equals – merger involves exchange of stock

· Full year income of B is pooled with A, regardless of combination date

· Assets and liabilities of A and B are carried forward at book value

· Now new goodwill account is created (this is the major attraction)



	Goodwill (FASB 142)
	· Excess of purchase price over market value

· Not amortized

· Tested for impairment annually the reporting unit level

· Is fair value of reporting unit < carrying amount?  Yes = impairment 

· If necessary, write down goodwill to its implied fair value

· When reporting unit is disposed, its associated goodwill is also eliminated



	Intangible Asset Types
	· Acquired = patents, trademarks, brands, contacts – on balance sheet

· Internally Developed = same as above – off balance sheet

· Accounting Goodwill = excess of purchase price over market value



	Excess Earnings Method
	· Goodwill is the present value of “excess” earning earned by a company in addition to the “normal” earnings it earns from tangible assets

· Estimate the future “pretax normalize earnings” (a)

· Estimate the market values of net tangible assets (b)

· Estimate expected returns of tangible assets (c)

· Calculate “normal” earnings of tangible assets (d = b x c)

· Compute excess earnings from goodwill (e = a – d)

· Estimate excess earnings capitalization rate (f)

· Goodwill = capitalized value of excess earnings (g = e / f)



	Liability
	· One company’s obligations to pay cash or to provide goods and services to other companies or individuals

· Whenever an expense is recognized before it is paid, a liability is created

· To be recognized on balance sheet, must be probable & determinable
· Contingent Liabilities - To enter on balance sheet, the loss must be probable and estimate-able.  Otherwise disclose in footnotes

	Leases
	· Capital Lease (Lessee) – reported on balance sheet.  Must capitalize if:

· Title transfers at the end of the lease

· Bargain purchase option at the end of the lease

· Economic life of lease term is 75% or more of assets life

· PV of lease payments is 90% or more of the asset’s fair value

· Operating Lease (Lessee) – reported on income statement as an expense

· Sales-type Lease (Lessor) – reported as sales revenue (GP and Interest)

· Direct-financing Lease (Lessor) – reported as financing deal (Interest only)



	Lease Terms
	· Minimum Lease Payment (MLP) – lessee = lease payments + residual value, lessor = same as lessee plus residual value guaranteed by 3rd party 

· Un-guaranteed Residual Value (URV) – estimated value at end of lease, less amounts guaranteed by lessee or 3rd party

· Implicit Interest Rate (Lessor’s IRR) – the lessor’s discount rate

· Incremental Borrowing Rate – the rate at which the lessee could borrow to make a similar investment



	Impact of Operating Leases
	· Leverage ratios

· ROA

· Income (in the near term)

· Liquidity ratios

· Interest coverage ratio

· Financing cash flow


	· Improved

· Improved

· Expenses back-loaded, income overstated

· Overstated

· Overstated

· Overstated

	Deferred Income Tax
	· Important because taxable income is smaller than book income

· Large increase in deferred taxes suggests aggressive income reporting

· Large deferred tax asset is potential cookie jar for earnings management

· Book Basis = asset value – book depreciation

· Tax Basis = asset value – tax depreciation

· Temporary Difference = book basis – tax basis



	Sources of Deferred Taxes
	· Liabilities

· Depreciation – differences between tax and book

· Equity method – undistributed equity in the earnings of affiliates

· Unrealized gain – from trading marketable securities

· Capitalized interest cost 

· Assets

· Revenue related – reported as current revenue, but recognized over several years (unearned revenue, installment sales, upfront fees)

· Expense related – reported as expenses currently for book, but reported later for tax when costs are incurred (asset write off, loan loss, warranty)

· Net operating losses



	Non-recurring items in Financial Statements
	· Special Items: large and unusual items (restructuring) that warrant a separate disclosure – shown prior to taxes in income statement

· Extraordinary items: unusual in nature and infrequent (i.e. a strike, foreign currency revaluation, earthquake, government expropriation – shown after taxes in the income statement

· Discontinued Operations: terminating a business segment – shown after taxes in the income statement

· Accounting Changes: the cumulative effect on income changes – shown after taxes in the income statement.




	Profitability Ratios

	Return on Assets (ROA)
	NI + After Tax Interest + Minority Interest / Average Total Assets

(NOPAT = net income + after tax interest) 



	Return on Equity (ROE)
	NI – Preferred Dividends / Average Common Stockholders Equity



	Return on Invested Captial (ROIC)
	NI + After Tax Interest / Average Invested Captial

(NOPAT = net income + after tax interest)        (Invested Captial = Assets – Current Liabilities)



	Return on Sales (ROS)
	NI / Sales



	Gross Margin
	Gross Profit / Sales   <OR>        (Sales – COGS) / Sales



	Operating Margin


	EBIT / Sales              <OR>        Operating Profit / Sales

	Net Margin


	Net Profit / Sales       <OR>        NI + After Tax Interest + Minority Int / Sales

	Earnings per share (EPS)
	NI – Preferred Dividends / Weighted Average Common Shares



	Diluted EPS
	NI – Dividends on Preferred Stock / Average Common Shares + Dilutive shares

	Activity Ratios

	Asset Turnover
	Sales / Average Total Assets



	Fixed Asset Turnover
	Sales / Average Total Fixed Assets



	Inventory Turnover

    Days Sales in Inventory
	COGS / Average Inventory at Cost

     365/Inventory Turnover Ratio

	A/R Turnover

    Avg. Collection Period
	Credit Sales / Average Accounts Receivable

     365/Accounts Receivable Turnover

	A/P Turnover

    Avg. Payment Period
	Purchases / Average Accounts Payable    (Purchases = End Inv – Beg Inv + COGS)

     365/Accounts Payable Turnover

	Short Term Liquidity

	Current Ratio
	Current Assets / Current Liabilities



	Quick Ratio
	Cash + Marketable Securities + Accounts Receivable / Current Liabilities



	Working Capital
	Current Assets – Current Liabilities



	Long Term Solvency Ratios

	Interest Coverage


	NI + Interest Exp. + Income Tax Exp. + Minority Int. / Interest Expense

	Debt to Equity


	Total Liabilities / Shareholder’s Equity

	Debt to Total Assets


	Total Liabilities / Total Assets

	Long Term Debt Ratio


	Long-term Debt / Total Assets

	Capital Structure Leverage
	Total Assets / Shareholder’s Equity

	Market Price and Dividend Ratios

	Price to Earnings Ratio
	Market Price per Share / Earnings per Share



	Price to Book Ratio
	Market Value per Share / Book Value per Share



	Book Ratio
	Total SE – Book Value Preferred Stock / # Common Shares Outstanding



	Dividend Yield Ratio     

     Dividend Payout Ratio
	Common Dividends per Share / Price per Share

     Common Dividends per Share / Earnings per Share


Adjusted Leverage





Expresses the ability of the firm to leverage ROA for the benefit of shareholders
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