Financial Tools
Prof. Dmitri Batalov
Texts to use:
-Foundations of Financial Management, chapter 3
-GAAP (ГААП) (Generally accepted accounting principles) and IFRS (МСФО) (International Financial Reporting Standards) books


-MBA Basics for Idiots, chapters 11, 12 &13



-Barron’s Finance book 



-The New CFO Financial Leadership Manual by Steven Bragg 


-Internet sources 

Material to use from your company and competitors:

Income statements, balance sheets, statement of cash flows
Types of Analysis:
1. Horizontal analysis: look at four years [if possible] to discern and explain trends
2. Vertical analysis: look at different lines of the statements to see where money is made/lost in various years 

3. Competitor analysis

4. Ratio analysis 
The above is best for a Case Study paper but can be used as a basis for a Business Plan too. However, in the Business Plan you also need to do pro forma projections.

Details of Financial Analysis

Financial analysis refers to an assessment of the viability, stability and profitability of a business, sub-business or project.

It is performed by professionals who prepare reports using ratios that make use of information taken from financial statements and other reports. These reports are usually presented to top management as one of their basis in making business decisions. Based on these reports, management may:

· Continue or discontinue its main operation or part of its business;

· Make or purchase certain materials in the manufacture of its product;

· Acquire or rent/lease certain machineries and equipments in the production of its goods;

· Issue stocks or negotiate for a bank loan to increase its working capital.

· other decisions that allow management to make an informed selection on various alternatives in the conduct of its business. 

Goals

Financial analysts often assess the firm's:

1. Profitability- its ability to earn income and sustain growth in both short-term and long-term. A company's degree of profitability is usually based on the income statement, which reports on the company's results of operations;

2. Solvency- its ability to pay its obligation to creditors and other third parties in the long-term;
3. Liquidity- its ability to maintain positive cash flow, while satisfying immediate obligations;

Both 2 and 3 are based on the company's balance sheet, which indicates the financial condition of a business as of a given point in time.
4. Stability- the firm's ability to remain in business in the long run, without having to sustain significant losses in the conduct of its business. Assessing a company's stability requires the use of both the income statement and the balance sheet, as well as other financial and non-financial indicators.

Methods used in Financial Analysis 
Financial analysts often compare financial ratios (of solvency, profitability, growth...):

· Past Performance: Across historical time periods for the same firm (the last 4 years for example),

· Future Performance: Using historical figures and certain mathematical and statistical techniques, including present and future values. Note that this extrapolation method is the main source of errors in financial analysis as past statistics can be poor predictors of future prospects.

· Comparative Performance: Comparison between similar firms. 

These ratios are calculated by dividing a (group of) account balance(s), taken from the balance sheet and / or the income statement, by another, for example :

Net profit / equity = return on equity 

Gross profit / balance sheet total = return on assets 

Stock price / earnings per share = P/E-ratio 

Comparing financial ratios are merely one way of conducting financial analysis. Financial ratios face several theoretical challenges:

· They say little about the firm's prospects in an absolute sense. Their insights about relative performance require a reference point from other time periods or similar firms. 

· One ratio holds little meaning. As indicators, ratios can be logically interpreted in at least two ways. One can partially overcome this problem by combining several related ratios to paint a more comprehensive picture of the firm's performance. 

· Seasonal factors may prevent year-end values from being representative. A ratio's values may be distorted as account balances change from the beginning to the end of an accounting period. Use average values for such accounts whenever possible. 

· Financial ratios are no more objective than the accounting methods employed. Changes in accounting policies or choices can yield drastically different ratio values. 

· They fail to account for exogenous factors like investor behavior that are not based upon economic fundamentals of the firm or the general economy (fundamental analysis)
Use of financial ratios

In finance, a financial ratio or accounting ratio is a ratio of selected values on an enterprise's financial statements. There are many standard ratios used to evaluate the overall financial condition of a corporation or other organization. Financial ratios are used by managers within a firm, by current and potential stockholders (owners) of a firm, and by a firm's creditors. Security analysts use financial ratios to compare the strengths and weaknesses in various companies. If shares in a company are traded in a financial market, the market price of the shares is used in certain financial ratios.

Values used in calculating financial ratios are taken from the balance sheet, income statement, cash flow statement and (rarely) statement of retained earnings. These comprise the firm's "accounting statements" or financial statements.

Ratios are always expressed as a decimal value, such as 0.10, or the equivalent percent value, such as 10%.

Financial ratios quantify many aspects of a business and are an integral part of financial statement analysis. Financial ratios are categorized according to the financial aspect of the business which the ratio measures. Liquidity ratios measure the availability of cash to pay debt. Activity ratios measure how quickly a firm converts non-cash assets to cash assets. Debt ratios measure the firm's ability to repay long-term debt. Profitability ratios measure the firm's use of its assets and control of its expenses to generate an acceptable rate of return. Market ratios measure investor response to owning a company's stock and also the cost of issuing stock.
Financial ratios allow for comparisons: 
· between companies 

· between industries 

· between different time periods for one company 

· between a single company and its industry average 

The ratios of firms in different industries, which face different risks, capital requirements, and competition are not usually comparable.

Source of data: 

Financial ratios are based on summary data presented in financial statements. This summary data is based on the accounting method and accounting standards used by the organization

1. Profitability ratios

Profitability ratios measure the firm's use of its assets and control of its expenses to generate an acceptable rate of return.

· Gross margin 

· Profit margin 

· Operating margin or Operating income margin = Operating income / Net sales 

· Net margin 

· Gross profit margin or Gross profit rate = (Net sales - Cost of goods sold) / Net sales 

· Operating profit margin or Return on Sales (ROS) 

= Earnings before interest and taxes / Sales

= Operating earnings / Net sales

· Net profit margin = Net profits after taxes / Sales

· Return on equity (ROE) 

= Net profits after taxes / Stockholders' equity or tangible net worth
= Net profit / Equity

· Return on investment (ROI ratio or Du Pont ratio) = Net income / Total assets

· Asset turnover = Sales / Assets

· Return on assets (ROA) 

· Return on net assets (RONA) 

· Return on capital (ROC) 

· Risk adjusted return on capital (RAROC) 

· Return on capital employed (ROCE) 

· Cash flow return on investment (CFROI) 

· Efficiency ratio 

2. Liquidity ratios

Liquidity ratios measure the availability of cash to pay debt.

· Current ratio = Current assets / Current liabilities

· Acid-test ratio (Quick ratio) = (Current assets - Inventories) / Current liabilities

3. Activity Ratios

Activity ratios measure how quickly a firm converts non-cash assets to cash assets.

· Average collection period = Accounts receivable / (Annual credit sales / 360 days)

· Collection period (period end) 

· Average payment period = Accounts payable / (Annual credit purchases / 360 days)

· Inventory turnover ratio = Cost of goods sold / Average inventory

· Inventory conversion ratio = Inventory conversion to cash period (days) = 360 days / Inventory turnover

· days Inventory 

4. Debt Ratios

Debt ratios measure the firm's ability to repay long-term debt. Debt ratios measure financial leverage.

· Debt ratio = Total liabilities / Total assets
· Debt to assets ratio 

· Debt to equity ratio = (Long-term debt + Value of leases) / Stockholders' equity

· Long-term debt/Total asset (LD/TA) ratio = long-term debt / Total assets

· Times interest-earned ratio = Earnings before interest and taxes EBIT / Annual interest expense

· Overall coverage ratio = Cash inflows divided by 

Lease expenses plus 

Interest charges plus 

Debt repayment / (1-t) plus 

Preferred dividend / (1-t) 

· Debt service coverage ratio = Net operating income / Total debt service

5. Market Ratios
Market ratios measure investor response to owning a company's stock and also the cost of issuing stock.

· Payout ratio = Dividend / Earnings, or 

= Dividend per share / Earnings per share[28] 

Note:Earnings per share is not a ratio, it is a value in currency. Earnings per share = Expected earnings / Number of outstanding shares[29] 

· P/E ratio = Price / Earnings per share 

· Cash flow ratio or Price/cash flow ratio = Price of stock / present value of cash flow per share[30] 

· Price to book value ratio (P/B or PBV) = Price of stock / Book value per share[31] 

· Price/sales ratio 

· PEG ratio 

6. Other measures

· Earnings before Interest, Taxes, Depreciation, and Amortization (EBITDA) (Interest coverage ratio) 

· Payback period: How many years of operating earnings are needed to pay off the debt : Debt/EBITDA 

· Operating leverage 

1. Percentage Gross Profit on Turnover = (Gross Profit) / (Sales) x 100.

2. Percentage Gross Profit on Cost of Sales = (Gross Profit) / (Cost of Sales) x 100.

3. Percentage Net Income on Turnover = (Net Income) / (Sales) x 100.

4. Percentage Total Expenses on Turnover = (Total Expenses) / (Sales) x 100.

5. Percentage Operating Profit on Turnover = (Operating profit) / (Sales) x 100.

6. Percentage Operating Profit on Cost of Sales = (Operating Profit) / (Cost of Sales) x 100.

7. Net Assets = (Total Assets) - (Total Liabilities).

8. Solvency Ratio = (Total Assets) / (Total Liabilities).

9. Net Current Assets = (Current Assets) - (Current Liabilities).

12. Rate of Stock Turnover = (Cost of Sales) / (Average Stock).

13. Period for which Ample Stock is on Hand = (Average Stock) / (Cost of Sales) x (365 days or 12 months).

14. Debtors Average Collection Period = (Average Debtors) / (Credit Sales) x (365 days or 12 months).

15. Creditors Average Payment Period = (Average Creditors) / (Credit Purchases) x (365 days or 12 months).

16. Debt/Equity Ratio = (Total Liabilities) / (Shareholders Equity). This is also known as Risk or Gearing, the extent to which a company is financed by borrowed funds; for example, if a company is highly geared, it borrows a lot.

17. Return on Total Capital Employed = ((Net Profit before Tax) + (Interest on Loan)) / (Average Capital Employed) x 100.

18. Return on Shareholders' Equity = (Net Profit after Tax) / (Average Shareholders' Equity) x 100.

19. Earnings per Share = (Net Profit after Tax) / (Number of Shares Issued) x 100.

20. Dividends per Share = (Dividends on Ordinary Shares) / (Number of Shares Issued) x 100.

21. Net Asset Value per Share = (Shareholders' Equity) / (Number of Shares Issued) x 100.

22. Net Profit before Tax on Turnover = (Net Profit before Tax) / (Turnover) x 100.

