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1. Overview of financial statement analysis

a) Introduction to financial analysis
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Financial statements play a central role in the analysis and valuation of a firm. Financial
statement analysis is an exciting and rewarding activity, particularly when the objective is to
assess whether the market is pricing a firm’s shares fairly. Studying the characteristics of a
firm—such as its business model, product markets, and operating, investing, and financing
decisions—and using this information to make informed judgments about the value of the

firm.

Financial statement analysis is the process of analyzing a company's financial statements for

decision-making purposes. External stakeholders use it to understand the overall health of an
organization as well as to evaluate financial performance and business value. Internal

constituents use it as a monitoring tool for managing the finances.
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b) Types of financial analysis
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The most common types of financial analysis are:

1. Vertical: This type of financial analysis involves looking at various components of

the income statement and dividing them by revenue to express them as a percentage.
Horizontal: Involves taking several years of financial data and comparing them to each
other to determine a growth rate.

Leverage

Growth

Profitability

Liquidity

Efficiency

Cash Flow

Rates of Return: At the end of the day, investors, lenders, and finance professionals, in
general, are focused on what type of risk-adjusted rate of return they can earn on their
money. As such, assessing rates of return on investment (ROI) is critical in the industry.
Common examples of rates of return measures include:

s
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https://www.investopedia.com/terms/f/financial-statements.asp

Return on Equity (ROE)

ROE = Net Income / Shareholders’ Equity

Return on Assets (ROA)

ROA = Net Income / Average Assets

Or

ROA = Net Income / End of Period Assets

Dividend Yield

Dividend Yield = Dividend per share / Market value per share

10. Valuation
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Income Statement Year 5

Revenue 14,953,224
Total Revenue 14,953,224
Cost of Revenue, Total 8,368,961
Gross Profit 6,584,263
Selling/General/Administrative Expenses, Total 1,849,000
Research & Development 964,842
Depreciation/Amortization 310,357
Unusual Expenses (Income) 163,800
Other Operating Expenses, Total 0
Operating Income 3,296,264
Interest Expense 100
Income Before Tax 3,296,164
Income Tax - Total 809,366
Income After Tax 2,486,798
Total Extraordinary ltems 0
Net Income 2,486,798
Gross Profit Ratio 44 0%
Operating Profit Ratio 22.0%
Net Profit Ratio 16.6%
Tax Ratio 24 6%

Interest Coverage Ratio 32,962.6
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1

2 | Income Statement Year 1 Year 2 Year 3 Year 4 Year 5
3 | Revenue 2,065,845 3,037,103 6,009,395 11,065,186 14,953,224
4 | Total Revenue 2,065,845 3,037,103 6,009,395 11,065,186 14,953,224
5 | Cost of Revenue, Total 925,598 1,379,301 2,928,814 5,967,888 8,368,961
6 | Gross Profit 1,140,247 1,657,802 3,080,581 5,097,298 6,584,263
7 : Selling/General/Administrative Expenses, Total 515,625 537,428 880,964 1,495,195 1,849,000
8 Research & Development 158,887 236,173 359,828 684,702 964,842
9 | Depreciation/Amortization 49,951 76,879 108,112 194,803 310,357
107 Unusual Expenses (Income) 0 0 0 0 163,800
117 Other Operating Expenses, Total 0 0 0 0 0
127 Operating Income 415,784 807,322 1,731,677 2,722,598 3,296,264
137 Interest Expense 483 494 518 502 100
147 Income Before Tax 415,301 806,828 1,731,159 2,722,096 3,296,164
15_ Income Tax - Total 106,863 227,373 516,653 907,747 809,366
167 Income After Tax 308,438 579,455 1,214,506 1,814,349 2,486,798
17_ Total Extraordinary Items 0 0 0 0 0
187 Net Income 308,438 579,455 1,214,506 1,814,349 2,486,798
19

20: Ratios Year 1 Year 2 Year 3 Year 4 Year 3
21| Gross Profit Ratio 55.2% 54.6% 51.3% 46.1% 44.0%
22| Operating Profit Ratio 20.1% 26.6% 28.8% 24.6% 22.0%
23 | Net Profit Ratio 14.9% 19.1% 20.2% 16.4% 16.6%
24

25: Tax Ratio 25.7% 28.2% 29.8% 33.3% 24 6%
26 | Interest Coverage Ratio 860.8 1,634.3 33430 54235 329626

c) Components of financial analysis

A complete set of financial statements is made up of five components: an Income Statement,
a Statement of Changes in Equity, a Balance Sheet, a Statement of Cash Flows, and Notes to

Financial Statements.

1. Income statement

An income statement reports the company’s financial performance over a given period of
time and showcases a business’s profitability. It can be used to predict future performance
and assess the capability of future cash flow. You might also hear people refer to this as the

profit and loss statement (P&L), statement of operations, or statement of earnings.
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e Gross profit margin is the percentage of revenue remaining after deducting your cost of

goods sold. This is calculated by dividing gross profit by revenue from sales.

Gross Profit Margin = Gross Profit + Revenue from Sales
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o Operating profit margin indicates the amount of revenue left after COGS and operating
expenses are considered. The formula for calculating operating margin is operating
earnings divided by revenue.
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Operating Profit Margin = Operating Earnings + Revenue

« Net profit margin is the percentage of revenue after all expenses have been deducted
from sales, and it indicates how much profit a business can make from its total sales. Net

profit divided by revenue gives you the net profit margin.
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Net Profit Margin = Net Profit + Revenue

2. Balance sheet

A balance sheet reports the company’s assets, liabilities, and shareholder equity at a specific
point in time. In every balance sheet, assets must equal the total of your liabilities and equity,

meaning the dollar amount must zero out.
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Assets = (Liabilities + Equity)




» Liquidity ratios are portions of the company’s assets and current liabilities. They are

used to measure a business’s ability to pay short-term debts.
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» Leverage ratios look at how much capital comes in the form of a debt (or loan). Too

much debt can be dangerous for a business and turn off investors.
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» Efficiency ratios measure a company’s ability to use its assets and manage liabilities to

generate income. An efficiency ratio can help determine the following:

a3 b el A sl of oSy Jaall 2l 1) il sl 5 51) 5 Led gual aladial o 4S 530 5 508 5ol o (s
PATED

e Inventory turnover measures how many times a business sold its total inventory over
the past year, in dollar amount. A high ratio implies strong sales while a low turnover
ratio implies weak sales and excess inventory. Take your cost of goods sold divided by

average inventory to determine your turnover.
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Inventory Turnover = COGS + Average Inventory

e Total asset turnover showcases the business’s ability to generate sales from its assets.
You can determine this by dividing the net sales by the average total assets.

Total Asset Turnover = Net Sales + Average Total Assets
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https://squareup.com/us/en/capital

o Net asset turnover compares the value of a business’ sales relative to the value of its
assets. Calculate your net asset turnover by taking your sales divided by your average
total assets ‘ ‘
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Net Asset Turnover = Sales + Average Total Assets

3. Cash flow statement

A cash flow statement reports the amount of cash generated during a given period of time. It’s
intended to provide information on a business’s current liquidity and solvency as well as its

ability to change cash flows in the future.
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The three main components of a cash flow statement are:

I.  Cash from operations
[l.  Cash from investing
I1l.  Cash from financing

o sl (A (al Apeat 1) A s Sl
ililanl) (e s} - Y

ey e 2l Ll

O sadll (pe i) S

Operating cash flow to net sales tells you how many dollars in cash are generated for dollars of
sales. It’s a percentage of a business’s operating cash flow to its net sales from the income
statement.
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Operating Cash Flow to Net Sales (%) = Operating Cash Flow + Net Sales

2. Financial statements

Financial statements are written records that convey the business activities and the financial
performance of a company. Financial statements are often audited by government agencies,
accountants, firms, etc. to ensure accuracy and for tax, financing, or investing purposes.

Financial statements include:

« Balance sheet: provides an overview of assets, liabilities, and stockholders' equity as a

snapshot in time.

e Income statement: focuses on a company’s revenues and expenses during a particular
period. Once expenses are subtracted from revenues, the statement produces a company's

profit figure called net income.

o Cash flow statement: measures how well a company generates cash to pay its debt

obligations, fund its operating expenses, and fund investments.
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a) Basis for analysis

Financial accounting calls for all companies to create a balance sheet, income statement, and
cash flow statement which form the basis for financial statement analysis. Horizontal, vertical,

and ratio analysis are three techniques analysts use when analyzing financial statements.

For any financial professional, it is important to know how to effectively analyze the financial

statements of a firm. This requires an understanding of three key areas:
1. The structure of the financial statements
2. The economic characteristics of the industry in which the firm operates and
3. The strategies the firm pursues to differentiate itself from its competitors.
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There are generally six steps to developing an effective analysis of financial statements.

1. Identify the industry economic characteristics.

2. Identify company strategies.

3. Assess the quality of the firm’s financial statements.
4. Analyze current profitability and risk.

5. Prepare forecasted financial statements.

6. Value the firm.
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b) Business activities

Business activities are reflected in financial statements; business activities include: — Operating
activities — selling goods and services. — Investing activities — acquisition and sale of productive

assets. — Financing activities — issue and retirement/repayment of liabilities and equity.
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c) Financial statement reflecting business activities

An owner's equity statement gives you a picture of the changes that occur in an investor's
ownership of the company, and how much equity the owner has for each reporting period.
Owner's equity increases when the net income of the company increases, or when the owner puts

in additional cash or assets into the business.

The cash flow statement shows where a company receives its cash, and how it spends it. The

operating profit is the profit that a company makes from its primary business activity.

The firm's balance sheet reflects the operating profit. Because firms can make a profit from a
variety of sources, including investments, understanding how much operating profit the primary

business makes.
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Financial statement analysis Lecture 2
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3. The financial reporting environment
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5. Factors Affecting Statutory Financial Reports

6. Exercises



Uses of financial analysis

Credit analysis

Analytical consulting

Mergers & Acquisitions analysis
Financial planning

Financial control

Performance evaluation

Beneficiaries of financial analysis

Management
Investors
Lenders
Official bodies
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3. The financial reporting environment

Companies have been reporting financial accounting information to external parties for many years
and have done so all over the world. But the particular way in which companies report their
financial situation to the outside world differs from country to country and evolves over time.
Financial reporting is shaped by the interplay of the parties in society that have an interest in this
information, including the preparers (managers of reporting companies) and users of the
information, information intermediaries, regulators and auditors. Together, these parties constitute
the financial reporting environment.
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4. Statutory reporting

Statutory reporting is the mandatory submission of financial and non-financial information to a
government agency. Each industry has its own set of laws and regulations (statues) that mandate
reports. In many countries, International Financial Reporting Standards (IFRS) has replaced
country-specific Generally Accepted Accounting Principles for statutory reporting.

According to Companies Act 1956, a report is prepared by the board of directors of every public
limited company and forward the same to its every shareholder, called statutory report, at least 21
days before the day on which the statutory meeting is to be held.
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What is the difference between statutory and regulatory reporting?

Both statutory requirements and regulatory requirements are those requirements that are required
by law. ... “Statutory refers to laws passed by a state and/or central government, while regulatory
refers to a rule issued by a regulatory body appointed by a state and/or central government.”
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What is a Non-Statutory report?

Non-statutory reports are prepared in order to help the board of directors or top executives to take
a quality decision for the effective control and management of business organization but not
required under the provisions of any law.
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Examples of Statutory Reports

1. Statutory Report submitted at the statutory meeting of the company.

2. Directors’ Report to the Annual General Meeting.

3. Annual Returns.

4. Auditors’ Report.

5. Reports by Inspectors appointed to investigate the affairs of the company.
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Contents of Statutory report
The statutory report contains the following information.
1. Total number of shares allotted whether fully paid up or partly paid up.
2. Total cash received for shares allotment.
3. An abstract of cash receipts and payments.
4. The name, address, occupation of the directors of the company.
5. Material information of a contract.
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5. Factors Affecting Statutory Financial Reports

Financial statements are prepared in accordance with GAAP, which are the rules and guidelines
of financial accounting. These rules determine measurement and recognition policies such as how
assets are measured, when liabilities are incurred, when revenues and gains are recognized, and
when expenses and losses are incurred. International Financial Reporting Standards IFRS, which
refers to rules and principles that are laid down by the International Accounting Standards Board
and adopted by the most of the countries outside the United States. GAAP is very detailed with a
many specific rules and regulations, IFRS tends to be more principle oriented with less detailed
guidance.
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Generally Accepted Accounting Principles

o GAAP Setting Accounting Standards

o Role of the Securities and Exchange Commission
International Accounting Standards Managers
Monitoring and Enforcement Mechanisms

o Securities and Exchange Commission

o Auditing

o Corporate Governance

o Litigation
Alternative Information Sources

o Economic

o Industry, and Company Information

o Voluntary Disclosure

o Information Intermediaries
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201512014 =x

(X—1) * 100 = % change
475000 \ 500000=0.95
(0.95-1) *100 =

(-0.05) * 100 = -5%
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Village Shipping Inc.
Income Statement Horizontal Analysis % Change
For the years ending December 31, 2014 2015 from
and December 31, 2015 2014 2015 2014
Sales 500,000 475,000 -5.00
Cost of goods sold 269,000 265,000 -1.49
Gross profit 231,000 210,000 -9.09
Wages 163,000 154,000 -5.52
Repairs 4,150 5,800 39.76
Rent 12,000 13,000 8.33
Taxes 17,930 16,940 -5.52
Office expenses 587 1,023 14.14
Total expenses 197,667 190,763 -3.49
Net Income 33,333 19,237 -42.29

Exhibit 1



Exercise A Income statement data for Boston Company for 2009 and 2010 as follow:

2009 2010
Sales Revenue $2,610,000 $1,936,000
Cost of goods sold 1,829,600 1,256,400
Selling expenses 396,800 350,000
Administrative expenses 234,800 198,400
Federal income taxes 57,600 54,000

Prepare a horizontal analysis of the income data to show the percentage of change (in a form
similar to Exhibit 1)

Exercise B Income statement data for the years 2011, 2012, and 2013 as follow:

CONSOLIDATED STATEMENTS OF OPERATIONS
(In millions, except number of shares which are reflected in thousands and per share amounts)

Years ended
September 28, 2013 September 29,2012 September 24, 2011

4 R A R S A P AT R o $170910 $156,508 $108,249
(6 8 R R e e R O e S A AL O 106,606 87,846 64,431

CIEONS TATEIN oo o0 v amn o s e aass en o aes 64,304 68,662 43,818
Operating expenses:

Research and development . ....oovvvvvinnns. 4475 3,381 2,429

Selling, general and administrative . ............ 10,830 10,040 7,599

Total operating CXpenses . .. ....ooovueeuuns 15,305 13,421 10,028

OPErating ICOME v« v v oo v iven s /i s oo w e s 6a 48,999 55,241 33,790
Other income/(eXpense), Bt ... vvvvririierronansrns 1,156 522 415
Income before provision for income taxes ........... 50,155 55,763 34,205
Provision for income taxes .......covviininianenns 13,118 14,030 8,283
INCLIDOOBIS oo 5rs 510w vidia /0500 0o € SO OB NS0 90 08 IS $ 37,037 $ 41,733 $ 25922
Earnings per share:

BOBIC s v R AT A RS S $ 4003 $ 4464 $ 2805

IRIOROG - o3 0 TR S e R S R R T s $ 3975 $ 44.15 $ 2768
Shares used in computing camings per share:

RN A S R R A P P A A 925,331 934,818 924,258

DO o oo viasiamoh svaion sware oo o alae siee 931,662 945,355 936,645
Cash dividends declared per common share . ......... $ 1140 $§ 265 $ 000

Sece accompanying Notes to Consolidated Financial Statements,

Required, prepare vertical and horizontal analysis using (Gross profit margin\ Operating profit
margin \ Net profit margin)
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01 What is the meaning of financial analysis? Count three types of financial analysis.

Financial statement analysis is the process of analyzing a company's financial statements for

decision-making purposes.

1
2
3
4.
5.
6
7
8
9
1

. Vertical

Horizontal
Leverage
Growth
Profitability
Liquidity
Efficiency
Cash Flow
Rates of Return

0. Valuation

02 Define each of the following

Financial statements \ Horizontal analysis \ Vertical analysis

1.

2.

Vertical: This type of financial analysis involves looking at various components of

the income statement and dividing them by revenue to express them as a percentage.
Horizontal: Involves taking several years of financial data and comparing them to each
other to determine a growth rate.

Financial statements are written records that convey the business activities and the
financial performance of a company.

03 What are the components of financial analysis?

el oA

Income Statements

Balance sheet statement

Cash flow statement

Notes to Financial Statements

04 What are the three main components of a cash flow statement are:

1.
2.
3.

Cash from operations
Cash from investing
Cash from financing



05 What is meant by (Income Statements \ Balance sheet statement \ Cash flow

statement)?

o Balance sheet: provides an overview of assets, liabilities, and stockholders' equity as a

snapshot in time.

o Income statement: focuses on a company’s revenues and expenses during a particular
period. Once expenses are subtracted from revenues, the statement produces a company's

profit figure called net income.

o Cash flow statement: measures how well a company generates cash to pay its debt
obligations, fund its operating expenses, and fund investments.

06 How many steps are there to developing an effective analysis of financial statements?
Count two.

There are six steps

1. Identify the industry economic characteristics.

2. ldentify company strategies.

3. Assess the quality of the firm’s financial statements.
4. Analyze current profitability and risk.

5. Prepare forecasted financial statements.

6. Value the firm.

Q7 What are the uses of financial analysis?

Credit analysis

Analytical consulting

Mergers & Acquisitions analysis
Financial planning

Financial control

o a k~ w bhoE

Performance evaluation



PSSR

P )
08 Who arce the beneficiarvies of financial analysis?

a) Management
b) Investors
¢) Lenders

d) Official bodies

Q9 Two of the beneficiaries of financial analysis are .....oveeeeeseeene ant'cuisiissisiii

010 What is meant by statutory reports? Give an example of statutory report.

Statutory reporting is the mandatory submission of financial and non-financial information to a
government agency.

1. Statutory Report submitted at the statutory meeting of the company.
2. Directors’ Report to the Annual General Meeting.
3. Annual Returns.

4. Auditors’ Report.
5. Reports by Inspectors appointed to investigate the affairs of the company.

Q11 What are the factors affecting statutory financial reports?

e Gnerally Accepted Accounting Principles

e International Accounting Standards Managers
¢ Monitoring and Enforcement Mechanisms

¢ Alternative Information Sources

012 What are the laws for vertical and horizontal analysis?

T oka\
Vertical = Item Value \ Net sales *100%
Horizontal = Current value \ Previous value * 100%
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P1 Income statement data for Boston Company for 2009 and 2010 as follow:

2009 2010
Sales Revenue $2,610,000 $1,936,000
Cost of goods sold 1,829,600 1,256,400
Selling expenses 396,800 350,000
Administrative expenses 234,800 198,400
Federal income taxes 57,600 54,000

Required: Prepare a horizontal analysis of the income data t{;show‘(the percentage of change
p———— N
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Solution: Sl )
2009 2010 The % of change
(@)  Sales Revenue $2,610,000 $1,936,000 -25.82%
@ Cost of goods sold 1,829,600 1,256,400 | -31.33%
@ Selling expenses 396,800 350,000 -11.8%
@Administrative expenses 234,800 198,400 -15.5%
(® Federal income taxes 57,600 54,000 -6.25%

@ 1436,000 / 4, 610,000 {o-FYIF - 1) ==025823 %00 =—252%
; _ ) =-0.31339 *kleo =~3[-33
@ 1,956,400 [ \ %29 600 (° 4367 - 1) 6)7;179) . o
-1) =—0. joo =118 %
0,000 C][,/goo %= (0-3390 I)
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P2 Income statement data for the years 2011, 2012, and 2013 as follow:

CONSOLIDATED STATEMENTS OF OPERATIONS
(In millions, except number of shares which are reflected in thousands and per share amounts)

MVCLEMEE i R N G N N AR
L OF SIS A s S ST e B e e ahss

GO ARSI v s s e i AP
Operating expenses:

Research and development ocvieviiviiireines

Selling, general and administmative , oo cvvannnn

Tolal OpCraling EXPEnsCs o ovenariinaaarns

OpoTRUnE INCOME s uaasiscarsvsssvssesfareessinn
Other income/(EXpense), NEt vuvevvearerafiririnisns

Income before provision for income taxes ... ... e
Provision for inCOmE XS tuviiiuerarersisoanesen

NelinCOME .ocovisvievensnsverssssvassassnases
Earnings per share:
BOSIC o wsnssvniniinall vivmmis e udivaline g

Shares used in computing camings per share:
Basic ...... faaaisa s vawansals R I PR R

September 28,2013 Scptember 29,2012 September 24, 2011

$108,249 .
64,43)

43,818

2,429
7,599

10,028

33,790
415

34,205
8,283

$ 25922

Years ended
$170,910~ $156,508
106,606 87,846
64,304 _ 68,662

4475 3,381
10,830 10,040
15,305 13421
48999 55,241
1,156 522
50,155 $5,763
13,118 14,030
$ 37,037 S 41,733
]
s 40.03 $ 44.64
s 3975 $ 44.15
925,331 934,818
931,662 945,355
S 1140 S 265

See accompanying Notes to Consolidated Financial Statements.

\59,5\5)\,;0\

s 28.05
$ 2768

924,258
936,645

$§ 000

Required, prepare vertical and horizontal analysis using (Gross profit margin\ Operating profit

margin \ Net profit margin)

—

Solution:
Ratio \ Year 2013 2012 2011
GPR 37.62% 43.9% 40.5%
OPM 28.67% 35.3% 31.22%
NPM 21.7% 26.67% 23.95%
GPR= Growwmaugn | Qevone (sales)
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Example / The Following Balances Haye Appeared In The Financial 3‘“““‘;:
(Income List' And Balance Shect) Of Al-Nasr Company For The £

Periods That Appear At The Top Of Each List, And You Are W To

Perform Both Vertical Analysis And qorlzonlal Analysis.
| l ) -Inc;)mesm\éiilent
% Horizontal Analysis | % Vertical Analysis 12/31 Stateient
2009|  2008] 2009 2008 2009] 2008] - _ —
130,19 0 10| | to7sa0| 1515z [Thesdls )|
116,47 0 5326|  59,53| 105359 90458 ~Cost Of Goods Sold (2 |
150,37 0| 4674|  dog|  9aa7| Gd9d | Grossprofit (O
156,48 0| 1528 12,71 30214| 19315 Total Operating Expenses
147,64 0|  3147] 27,75 62257 42169 | NetOperating Profit
72,90 0 2,69 a80| 5317|7294 | -Intere
162,76 0 2878 2302 56940| Net
162,76 0 576] 460 11383]  6997|Te
162,76 0 BN  184[ 4552|2798
So\ulens- Tl \ocies
Je\ i e\ Awna \\t&'\s 202% (C J

Tazealwe INQ,\'s.A\es % \00/-

@ (151952 / \s1a52)xlo° = PO
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(61994 iolase)
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Solution:

Horizontal Analysis % Vertical Analysis 1231 * &ygladl 3,480 | Statement ‘1 “
e |
2009 2008 2009 2008 2009 2008 |
7 169,18 0 40,37 43.08 122163 111895 | Current Assets ()
B : . Fixed Assets
100 ‘0 10,77 12,55 32594 32594 | Land 2)
95,5 0 8,64 10,54 26152 27383 | Buildings
141,97 0 29,38 2411 88913 62627 | Machines
130,24 0 10,85 9,71 32845 25219 | The Cars [
122,07 0| . 59,03 56,92 180454 | 147823 | Total
116,52 0 100 100 302617 259718 | Total Assets
Liabilities And Equity
Wt Current Liabilities
133,37 0 13,84 12,09 41895 31412 'Creditors
122,37 0 5,74 5,47 17383 14205 | Account Payable
129,95 0 19,59 17,56 59278 45617 | Total
. Long-Term Liabilities
100 0 11,57 13,48 35000 35000 | Bond Loan '
42,87 0 2,01 5,47 6090 14205 | Bank Loan
83,51 0 13,58 18,95 41090 49205 | Total
' Equity
120 0 39,65 38,5 120000 100000 | Capital - Ordinary Shares
. 100 0 16,52 19,25 50000 50000 | Capital Shares Are Excellent
253,99 0 10,66 4,88 32249 | - 12697 | A. Retained :
124,31 0 66,83 62,64 202249 | Tl
ies2| o] 100] 1001 30617 [ Total Liabilities And Equity
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» Prepare cash flow statement

A cash flow statement documents in detail all company income and debt over a specific period of
time. It reflects the short-term viability of a company by indicating whether it has enough cash on
hand to pay its employees and debts. If it does, then the company is considered to have a “positive”
cash flow.
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The cash flow Analysis refers to the examination or analysis of the different inflows of the cash to
the company and the outflow of the cash from the company during the period under consideration
from the different activities which include operating activities, investing activities and financing
activities.
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Types of Cash Flow

The cash flow statement (also referred to as a “statement of cash flows”) is broken down into three
sections:
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Operating activities

Cash flow operating activities are the costs directly associated with the production and sale of a
company’s product, and the income generated by those sales. These costs include:

e Purchase of raw materials

« Building Inventory

e Advertising

o Payments to vendors

o Payroll and employee benefits’ payments
« Dividends from company investments

e Interest received or payed



e Income taxes & deferred taxes

e Income from sales of products or services
o Depreciation and amortization

o Sale of non-current assets
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Investing activities

This is cash spent on:
e Long term investments (for example, purchase or sales of stocks and bonds)
e Properties and equipment (purchases or sales of)

o Loan payments (but not interest. Interest on bank loans would go under ‘Operating
Activities’ above)

e Money loans
o Costs related to payments for merger and acquisitions

Although a business can generate cash flow by selling properties and equipment, those specific costs
are not an indication of a profitable business.
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Financing activities
Financing activities refer to:
e Incoming cash from investors and shareholders
e Incoming cash from issuing debt (for instance, bonds)
e Outgoing cash in the form of dividends
e Repurchasing of stock
o Proceeds from employees exercising stock options

o Capital lease (a large expense, such as a building that is being accounted for over a number
of years).

b gl Adaiil

tol) Jasadll Adail s

et lisall g 0 paiiosall (pa 3 )l gl 23l o

(i) ¢ JUa) Jass o) sall laal (e ) sl Sl
clol a5 S5 e jalall il o

gl ¢ pisale) o

a1 LA () saylay ) (il gl Cilaile o

() sl (e 230 s3e o adbuial Qi e e ¢3S i) el ) lag) dic

How Do You Calculate Cash Flow?

There are two methods to calculate cash flow. Each have a different approach to the way “Operating
Activities” are calculated.
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Cash flow calculation: direct method
The accounting department of a company adds up all payments and receipts.

This is the universally recommended way to calculate cash flow because the expenses and income
are so detailed. That detail can help a company to better make financial decisions.
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Cash flow calculation: indirect method

The accounting department takes net income and then makes adjustments to remove costs related to
non-operating activities.
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Direct Method:
Operating Activities
Cash received from customers $800
Cash paid to suppliers (150)
Employee compensations (200)
Other operating expenses paid (250)
Net cash from operating activities 200
Investing Activities
Sale of land 200
Purchase of equipment 300
Net cash from investing activities (100)
Financing Activities
Common share dividends (200)
Payment on long-term debt (300)
Net cash from financing activities (500)
Beginning Cash Balance X
Ending Cash Balance Y

Indirect Method:

Operating Activities
Net Income $50,000
Add: Depreciation expense $10,000
Decrease in AR $2,000
Increase in inventory $3,000
Decrease in prepaid expense $4,000
Increase in accounts payable $5,000
Net Cash provided by operating activities $XXX
Investing Activities
Sale of land 200
Purchase of equipment (300)
Net cash from investing activities (100)
Financing Activities
Common share dividends (200)
Payment on long-term debt (300)
Net cash from financing activities (500)
Beginning Cash Balance X

Ending Cash Balance Y.



[Com pany Name] ® Corporate Finance Instituts®. All rights reserved.

Cash Flow Statement
[USD % millions]

Operating Cash Flow

MNet Earnings 2,474 11,791 21,075 26,713 28,227
Plus: Depreciation & Amortization 19,500 18,150 17,205 16,544 16,080
Less: Changes in Working Capital 9,003 1,702 775 903 827
Cash from Operations 12,971 28,239 37,505 42,354 43,480

Investing Cash Flow
Investments in Property & Equipment 15,000 15,000 15,000 15,000 15,000
Cash from Investing 15,000 15,000 15,000 15,000 15,000

Financing Cash Flow

Issuance (repayment) of debt - - (20,000)
Issuance (repayment) of equity 170,000 - -
Cash from Financing 170,000 - (20,000) - -
Met Increase (decrease) in Cash 167,971 13,239 2,505 27,354 28,430
Opening Cash Balance - 167.971 181,210 183,715 211,069
Closing Cash Balance 167,971 181.210 183,715 211,069 239,550

The cash flow statement shows where a company receives its cash, and how it spends it. The
operating profit is the profit that a company makes from its primary business activity.

Let’s say Company ABC has just started a business and earned revenue of $100 this year. And as per
the record, their expenses are the $60. Now in general terms, you would say Company ABC has
made a = $(100 — 60) = $40 profit. However, in the case of Company ABC, it’s seen that they have a
revenue of $100 this year, but they have collected the only $80 this year and the remaining they will
collect in the next year. In the case of expenses, they have only paid the US $50 this year and the
remaining in the next year. So if we calculate the net cash inflow this year, it would be $(80 — 50) =
$30. So, even if Company ABC has made a profit of $40 this year, its net cash inflow is $30. In Cash
Flow Analysis, we will not only include the cash related to operations, but rather we will also
include expenses and incomes from investing and financing activities.

) g lall Lehaliss

A el G ¢ Jaall G55 alall 138 Y 53 100 L a8 <ol ) chitia 5 1 jlas Ualis il colay 8 ABC 48 i of om il
A5 Al 8 e lld xay 15V 5340 = (60-100) $ = B cdia ABC 48 o) Joil) iy ¢ ale IS5 Y 15Y 52 60
e\:ﬂ\usﬂ\_\wsﬁu\}eu\ \JAJ:SB\")\}]}JgO \}:.A;?@_'\ﬂceu\ Jaa RS IOOaJﬁ\aJLceHﬂuiL;}SMcABC
il il sy Ll 13) UL W alall 3 8L 5 aladl 130 Jadd US) pal 15V 50 50 | gmba a8 ¢ colaaill Alls & Jall
Ol ¢ aladl 138 15Y 5040 5,38 iy ) ABC 4S i s o) s ¢ @Al 15Y 5330 = (50-80) ¢sSamsd ¢ alall 12a (gl
psiins ¢ llaadly slaiall 281 cpanaly o o i o ¢ gl 3T Jidas 8 15Y 50 30 58 Ler (aldd) il gaxdll ils
sl g laiiay) ddadil cpe Jaall 5 cay ladl ety Wl



[ Met Cash ]

Cash flow from Cash flow from Cash flow from
Operations Investing

Finance
Cash Inflows: Cash Inflows:
Cash Inflows:
® Generation of funds in B Sale of plants and m Dbt
rormal aperatons
)
® Liguidation of long term othersecurities
Cash Qutflows: investm ents
m Expenditure of funds in Cash Outflows:
normal operations Cash Outflows: m Retirement of debt
]
m Purchase of plants and common stock and preferred
gquipments stock
B [nvestments inlongterm m Fayment of cash dividend

investm ents

B Amazon com Cash from Operations (Annual)
| Amazon.com Cash from Irvesting (Annual)

17,508
B Amazon.com Cash frem Financing (Annual)

Cash Flow from Operations """

o

12508
\/,ﬁ/”
S
v

Cash Flow from Investments
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Cash flow from Financing
-12 508
2010 02 2014 2016
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P1: Knowing the following information for Big Tex’s Rental and Service Company for the
month ended September 30t 2019:

Net income $12,000

Notes payable $2,000
Depreciation $3,000

Account payable (increased) $1,000
Equipment $2,000

Account receivable (increased) $8,000
Inventory $7,000

Land sold $3,000

Required: prepare a cash flow statement.
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P2: Knowing the following information for Barn Fam. company for the month ended Dec 31%
2010:

Cash receipt from customers $9,500
Income taxes $3,000
Proceeds from equipment sale $7,500
Cash paid to suppliers $2,000
Cash generated from operations $7,500
Dividend paid $2,500

Interest paid $2,000

Dividend received $3,000

Required: prepare a cash flow statement.



Solution:

Cashflow statement

Rarn Fam. ComQanu
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P3: From the following summary of Cash Account of X Ltd., prepare Cash Flow Statement for the
year ended 31st March 2007 in accordance with AS-3 using the direct method. The company does
not have any cash equivalents.

SUMMARY (CASH ACCOUNT) 31.3.2007

Rs. Rs.

To Balance b/d 1.4.2006 50 || By Payment to Suppliers 2,000
To Equity Shares 300 || By Purchase of Fixed Assets 200
To Receipt from Customers 2800 || By Overhead Expenses 200
To Sale of Fixed Assets 100 || By Wages & Salaries 100
By Taxation 250

By Dividends 50

By Repayment of Loan 300

By Balance ¢/d (31.8.2007) 150

3250 3250



https://cdn.accountingnotes.net/wp-content/uploads/2017/01/clip_image016_thumb4_thumb.jpg

SOLUTION:

CASH FLOW STATEMENT
for the year ended 31st March 2007
Rs. ("000) Rs. ("000)
(A) Cash Flows from Operating Activities:
Cash from customers 2,800
Cash payment to Suppliers (2,000)
Cash paid for overhead expenses (200)
Cash paid for salaries (100)
Cash generated from Operations 500
Income Tax paid (250)
Net Cash from Operating Activities 250
(B) Cash Flows from Investing Activities:
Purchase of Fixed Assets (200)
Cash from Sale of Fixed Assets 100
Net Cash used in Investing Activities: (100)
(C) Cash Flows from Financing Activities:
Issue of Equity Shares 300
Repayment of Loan (300)
Payment of Dividends (50)
Net Cash used in Financing Activities (50)
Net increase in Cash & Cash equivalent : 100
Cash and Cash equivalent (1.4.706) S0
Cash and Cash equivalent (31.3.°07) 150




P4: Prepare Cash Flow Statement of Suryan Ltd. from the following:

Balance Sheets

1.1.06 | 31.12.06 1.1.06 31.12.06

Liabilities Rs. Rs. Assets Rs. Rs.
Share Capital 1,00,000 4,00,000 ([ Goodwill - 20,000
8% Debentures - 2,00,000 || Machinery 1,25,000 4,75,000
Retained Earnings 60,000 90,000 || Stock 20,000 80,000
Creditors 40,000 1,00,000 || Debtors 30,000 1,00,000
Bills Payable 20,000 40,000 || Cash at Bank 50,000 1,50,000
Provision for Tax 30,000 40,000 || Cash in hand 25,000 45,000
2,50,000 8,70,000 2,50,000 8,70,000

Additional Information:

(a) During 2006, the business of a sole trader was purchased by issuing shares for Rs. 2, 00,000. The
assets acquired from him were: Goodwill Rs. 20,000, Machinery Rs. 1, 00,000, Stock Rs. 50,000 and

Debtors Rs. 30,000.

(b) Provision for tax charged in 2006 was Rs. 35,000.

(c) The debentures were issued at a premium of 5% which is included in the retained earnings.

(d) Depreciation charged on machinery was Rs. 30,000.


https://cdn.accountingnotes.net/wp-content/uploads/2017/01/clip_image055_thumb2_thumb-2.jpg

SOLUTION :

Cash Flows Statement of Suryan Ltd.,
for the year 2006

Particulars Rs. Rs.
I Cash flows from Operating Activities :
Profit before tax and extraordinary items 55,000'
Adjustments For :
Depreciation on Machinery 30,000
Operating Profit before Working Capital changes 85,000
Increase in Creditors (1,00,000 - 40,000) 60,000
Increase in Bills Payable (40,000 - 20,000) 20,000
Increase in Stock (Excluding Stock bought by
issue of shares) (10,000)

(80,000 - 50,000 - 20,000)
Increase in Debtors (Excluding debtors acquired
by issue of shares)

(1,00,000 - 30,000 - 30,000) (40,000)
Cash Outflow from Operations 1,15,000
Income Tax paid (25,000)°
Net Cash from operating activities 90,000
L Cash flows from Investing Activities :
Machinery Purchased for Cash (2,80,000)°
(2,80,000)
L Cush flows from Financing Activities :
Cash Proceeds from issue of shares 1,00,000°
Cash Proceeds from issue of debentures 2,10,000°
Net Cash flows from Financing activities 3,10,000
Net Increase in Cash and Cash and Cash equivalents 1,20,000
Add : Cash and Cash equivalents at the beginning of the year 75,000

Cash and Cash equivalents at the end of the year 1,95,000
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P1: The following information is related to Example Corporation for the year 2017 Dec 31%t

Net Income 60,000

Notes receivable 1,000
Account payable (increased) 10,000
Purchased Equipment 5,000
Notes payable 7,500
Account receivable (decreased) 20,000
Purchased land 15,000
Depreciation decreased 20,000
Decrease in Inventory 30,000

Notes
1) Amounts represented above are in US dollars.

2) Opening cash balance for the year is 100,000

Required:
1) Prepare cash flow statement for the year 2017

2) What is the net opening cash balance for the year 2018
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P2: Toshiba co. reported the following amounts for the year sep 30t" 2010:

1.

2.

3.

8.

9.

Net income 30,000

Dividend paid 2,500

Proceeds from sale of equipment 7,500
Dividends received 3,000

Capital expenditures 10,000

Cash receipt from customers 9,500
Cash paid to suppliers 2,000

Income tax 3,000

Interest paid 2,000

10. Opening cash balance for the year is 1,000

Prepare cash flow statement using direct method
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P3: The following is reported:

Net income ?

Depreciation $4,000
Capital expenditures $28,000
Proceeds from sale of land $7,000
Increased account receivable $6,000
Total operating activities $25,000
Decrease in inventory $9,000
Borrowing of long term debts $10,000
Dividends paid $5,000
Decrease in account payable $5,000
Purchase of treasury stock $8,000
Cash balance (beginning) $12,000

Required:

Prepare cash flow statement for Inc. corporation for the year ending Dec31st 2019.
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P4:The Delta Company uses indirect method to prepare its statement of cash flows. The list

of various activities performed by the company during the year 2014 is given below:

Purchase of treasury stock

Purchase of available for sale investment
Sale of equipment

Increase in accounts payable

Issuance of bonds

Decrease in accounts payable

Increase in inventory

Loan from bank received

© 0 N o g Bk~ w D PE

Increase in accounts receivable

=
o

. Purchase of equipment on credit

-
-

. Purchase of land and building.

[EY
N

. Decrease in accounts receivable.

=
w

. Depreciation expense increased

H
S

. Payment of dividends.

[EY
ol

. Issuance of stock for cash.

[EY
»

. Sale of land at a gain.

-
\‘

. Decrease in inventory.

=
oo

. Depreciation expense decreased.

19. Sale of land at book value.

Required: Explain the effect of each activity on the statement of cash flows in the form of

Inflow and outflow of the Delta Company for the year 2014.
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P1: Knowing the following information for Tex’s Rental and Service Company for the
month ended December 31st 2018:

e Netincome $12,000

¢ Notes payable (increased) $2,000

e Cash paid to suppliers $3,000

e Account payable (increased) $1,000

e Equipment sold $2,000

e Account receivable (increased) $8,000
e Dividend received $7,000

e Operating expense $3,000

e Dividend paid $1,000

e Opening cash balance $20,000

Required:
1. Prepare a cash flow statement.
2. What is the net opening cash balance for the year 2018

3. What is the net opening cash balance for the year 2019

N
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P2:The Delta Company uses indirect method to prepare its statement of cash flows. The list
of various activities performed by the company during the year 2014 is given below:

Purchase of treasury stock
Purchase of available for sale investment
Sale of equipment
Issuance of bonds
Decrease in accounts payable
Increase in inventory
Purchase of equipment on credit
Payment of dividends.
Issuance of stock for cash.
. Sale of land at a gain.
11. Decrease in inventory.
12. Depreciation expense decreased.
13. Sale of land at book value.

©®NA AL~

[
(=]

Required: Explain the effect of each activity on the statement of cash flows in the form of
Inflow and outflow of the Delta Company for the year 2014.



P3: Using the information given below related to Pro Forma you are required to:

Example: Pro Forma Income Statement

F Year 1 Year 2 Year 3

| | Sales 240,000 276,000 317,400

Y. | Cost of sales 94.600 103,900 108,940

4| Gross profit 145,400 172,100 208,460
Less: Operating Expenses

Y| Marketing expenses 18,000 18,900 19,845

4| Administrative expenses 96,000 100,800 105,840

b| Depreciation charges 7,200 7,200 7,200

“F1 Miscellaneous 2.700 600 600

123.900 127,500 133,485

& | Operating income 21.500 44,600 74,975
¢\ | Less: Financing expenses:

lo | Interest on term loan 4,500 3,600 2,700

1] | Interest on hire-purchase 1.600 1,600 1,600

6.100 5,200 4:300

‘ﬂ,Net profit before tax 15.400 39.400 70,675

1) Prepare Vertical analysis for the year 1\ year 2\ and year 3

2) Prepare Horizontal analysis for the year 1\year 2\ and year 3 to show the percentage of
change

3) Prepare Horizontal analysis for the year 1\ year 2\ and year 3

4) Horizontal analysis for the year 1\ year 2\ and year 3 using (NPR\ GPR\ OPR)
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P4: Using the information given below related to Typical Business Inc. you are required to:

Typical Business, Inc,
Statement of Financial Condition
at December 31, 2008 and 2009

{Dodlae amounts = thousands)

Assets 2008 2009

{ Cash $2,275 $2,165
2 Accounts receivable §2,150 $2,600
2 Inventory $2,725 $3.450
A Prepaid expensos $525 S600
Current assets - $1.675 $8.815

¢y Property, plant, and equipment S11,175 $12,450°
& Accumulated depreciation (55,640) {$6,415}
Net of depreciation $6,535 $6,035
“ATotal assets 813,210 $14.850

Liabilities and Owners’ Equity 2008 2009

“> Accounts payable $640 '$765
q ‘Accrued expenses payable §750 - 8800
[ & Income tax payable 590 “S115
|{ Short-term notes payable $2,150 $2,250
Current liabilities $3830 - $4,030

|2 Long-term notes payable $3,850 84,000

¥ Owners"equity: .

iS5 Invested capital $3,100 $3,250
X Retained earnings 52,630 '$3,570
Total owners' equity. $5,730 86,820 .

\5 Total liabilitios and owners’ equity '$13,210 814,850

1) Prepare Vertical analysis for the year 2008 \ year 2009

2) Prepare Horizontal analysis for the year 2008 \ year 2009 to show the percentage of
change :

3) Prepare Horizontal analysis for the year 2008 \ year 2009
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Financial statement analysis Lecture 7
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1. Project evaluation \ predict failure
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» EVALUATION AS PART OF MANAGING FOR IMPACT

Design, monitoring and evaluation are all part of results-based project management. The key
idea underlying project cycle management, and specifically monitoring and evaluation, is to help
those responsible for managing the resources and activities of a project to enhance development
results along a continuum, from short-term to long-term. Managing for impact means steering
project interventions towards sustainable, longer-term impact along a plausibly linked chain of
results: inputs produce outputs that engender outcomes that contribute to impact.
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Figure 1. Managing for impact — The results chain of a project

Investments Products and Immediate Long-term,
(resources, staff...) services achievements sustainable
and activities provided of our partners changes
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How to perform project analysis

e Understand the project design

e Gather and analyze relevant information to make good decisions
e Facilitate learning amongst all the partners

e Negotiate required changes.
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Project evaluation: focusing on outputs and outcomes. They are a form of self-evaluation
during which the stakeholders reflect upon how well the project is progressing towards achieving
its objectives
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Reasons to perform project evaluation

e Improve performance

e Focus on results

e Providing stakeholders with the information
e Providing early warning
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» INVESTMENT POLICIES

An investment policy is any government regulation or law that encourages or discourages
foreign investment in the local economy, e.g. currency exchange limits
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Investment policy relates to a country’s laws, regulations and practices that directly enable or
discourage investment and that enhance the public benefit from investment. It covers, for
instance, policies for transparent and non-discriminatory treatment of investors, expropriation
and compensation laws and dispute settlement practices.
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The quality of a country’s investment policies directly influences the decisions of investors, be
they small or large, domestic or foreign. Transparency, property protection and non-
discrimination are core investment policy principles that underpin efforts to create a quality
investment environment for all.
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There are five basic investment considerations:

Consistency : This particularly refers to the income which comes from investment as it shall be
consistent.
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Simplicity : The investment shall not be complicated in nature and shall be based on simple
calculations and understandings.
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Risk Return relationship : This basically demonstrates that the relationship in between the risk
associated with investment and that of return shall be identified and measured properly.
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Investment objectives: These play a major role, as an investor one shall clearly identify why he

wants to invest and what he wants to invest, before investing.
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Diversification : Does the investment provide for diversification meaning variety of investments
as sub parts of major investment.
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Why Develop an Investment Policy?

Every city and county that invests its excess funds has an investment policy, but some are more
formal and well-developed than others. Even if your jurisdiction has not developed and adopted
a written policy, it still has an ad hoc policy resulting from the individual investment decisions

made in the past.
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> PROFITABILITY RATIOS

Profitability ratios are financial metrics used by analysts and investors to measure and evaluate
the ability of a company to generate income (profit)
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Profitability Ratios

Margin Ratios Return Ratios

Gross Profit EBITDA Return on Assets Return on_lnvested
Capital

Operating Profit Net Profit Return on Equity

Cash Flow

Gross Profit margin = Gross Profit / Total revenue x 100

Net Profit margin = Net Profit / Total revenue x 100

Operating profit margin = Operating profit / Total revenue x 100

Cash flow margin = Cash flows from operating activities / Net sales x 100
Return on assets ROA = Net income / Total assets

Return on equity (ROE) = Net income / Total equity

> SOLVENCY RATIOS

A solvency ratio is a key metric used to measure an enterprise’s ability to meet its long-term debt
obligations
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Debt-to-assets ratio = Total debt / Total assets

Interest coverage ratio = Earnings before interest and taxes (EBIT) /
Interest expense

Equity ratio = Shareholder equity / Total assets

Debt-to-equity ratio = Total liabilities / Total shareholder equity

» LIQUIDITY RATIOS

Liquidity ratios are the ratios that measure the ability of a company to meet its short term debt
obligations.
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Current ratio = current assets / current liabilities

Quick ratio = (Current Assets - Inventories) / Current Liabilities

Cash ratio = Cash and cash equivalents / Current Liabilities



