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FINANCIAL STATEMENT'S ANALYSIS
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Important of Balance Sheet

The balance sheet is important because it provides information about the nature and amounts of investments in
enterprise resources, obligations to creditors, and owner’s equity in net resources the balance sheet also provides a basis
for 1) computing rates of return, 2) evaluating the capital structure of the enterprise, and 3) assessing its liquidity and

financial flexibility.
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Liquidity and Financial Flexibility

To judge enterprise risk and assess its future cash flows, liquidity and financial flexibility’ of the enterprise must be
determined by analyzing is balance sheet. Liquidity describes the amount of time that is expected to elapse until an asset
is realized or otherwise converted into cash or until a liability has to be paid. Financial flexibility is the ability of an
enterprise to take effective actions to alter the amounts and timing of cash flows so it can respond to unexpected needs

and opportunities.
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Limitations of Balance Sheet
Accountants have adopted a historical cost basis in valuing and reporting most assets and liabilities. Thus, the balance
sheet does not reflect the current value of many items. When a balance sheet is prepared in accordance with generally

accepted accounting principles, most assets are stated at cost; exceptions are receivables and most investment securities.
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Another basic limitation of the balance sheet is that judgments and estimates must be used in preparing it. The
collectability of receivables, the salability of inventories, and the useful life of long-term tangible and intangible assets are
difficult to determine.
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In addition, the balance sheet necessarily omits many items that are of financial value to the business but cannot be
recorded objectively. The value of a company’s human resources, for example, is certainly significant, but it is not
recorded and reported because it is difficult to quantify them. Other items of value not reported are customer base,
managerial skills, research superiority, and reputation.
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Balance Sheet Items
The three general classes of items appear on the balance sheet are assets, liabilities, and equity. These items are then

divided into several sub classifications as below:

Current assets Current liabilities
Liabilities
Long-term investments Long-term liabilities
Assets Tangible fixed assets Capital stock
Intangible assets Owner’s equity Additional paid-in capital
Other assets Retained earnings
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Statement of Cash Flows
Statement of cash flows is useful to managers in evaluating past and planning future investing and financing activities. It
classifies cash receipts and cash payments by the three types of activities: operating activities, investing activities, and
financing activities.
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Cash flows from operating activities relate to cash transactions that enter into the determination of net income. The direct
and indirect methods are two alternatives to report cash flows from such operating activities in the statement of cash
flows.
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Cash flows from investing activities generally arise from sale and acquisition of non-operating assets. Cash flows from

financing activities generally come from non-operating liabilities’ transactions and capital transactions.
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Investing and financing activities for an enterprise may be affected by transactions that do not involve cash. If such
transaction have occurred during the period, their effect, if significant, should be reported in a separate schedule to

accompany the statement of cash flows.
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Auditor’s Report

Company'’s financial reporting goes beyond just the four financial statements. The auditor’s report and the notes to the
financial statements also provide valuable information about the company’s financial position and results of operations.
The auditor’s report contains a CPA’s opinion about whether the presentations on the financial statements are fair within
the boundaries of generally accepted accounting principles. A careful reading of the audit report provides important

background information for the analysis of financial statements.
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Notes to Financial Statement
The notes to the financial statements should not be viewed as an extra bit of data tacked on to the end of the annual

report. These notes are an integral part of the statements.

N S U,9.0 olod SD wuwldsl
8,3 Hbi 5 ¢ aiwd o S Wygwo oloed aS S0 yul 9 3l wleMbl Ulgis Ll sJlo S Wygo oled sla wuwlssy
Auoud b Sl w90 Sl > b wowlssl ol g

Horizontal Analysis
One approach to financial statement analysis is to compare the financial data of a single company for two or more years.
This horizontal analysis makes it possible to focus attention on items that have changed significantly during the period

under review.
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Comparative Financial Statement
Comparative financial statement usually show financial statements data for 2 or more years, the increase or decrease in
each item on the statement, and the percentage changes as compared with the earliest year reported. It also provides a
means for alerting the analyst to significant shifts that require further attention.
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Trend Analysis
Trend analysis is another type of horizontal examination that compares proportionate changes in selected financial
statement information over time. Trend percentages are calculated by selecting a year as a base year and calculating
amounts of selected items in following years as percentages, like comparative financial statements, are used to get an
overall view of an entity’s performance.
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Vertical Analysis
Relating financial statement items to each other within a single time period is referred to as vertical analysis. Common-
size financial statements and financial ratios are two tools employed in vertical analysis. Common-size financial
statements show each item on a statement as a percentage (not dollar amounts) of one key items on that statement.
Each item on an income statement is usually stated as a percentage of net sales. Common-size balance sheets often state
all amounts as a percentage of total assets or total equities.
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Ratio Analysis

A ratio is the relationship between two amounts that results from dividing one by the other. This analysis is a form of
vertical analysis. Different groups of users may analyze financial statement for different purposes. However, most of the
techniques they use in analysis are to some extent similar.
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The following ratios are commonly employed by different groups of user.
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Liquidity Measures

Name of ratio Computation

Working Capital Current Assets- Current Liabilities

Current assets
Current Ratio

Current liabilities

Quick Assets
Acid-Test or Quick Ratio

Current Liabilities

Net Credit Sales
Accounts Receivable Turnover

Average Accounts Receivable

365 Days
Average Age of Receivables

Accounts Receivable Turnover

Cost of Goods Sold

Inventory Turnover
Average Inventory

365 Days
Average Inventory Sale's Period

Inventory Turnover

. Average Age of Receivable +Average Inventory Sale's
Operating Cycle

Period
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Profitability or Performance Measures

Name of Ratio Computation

Net sales
Net sales to Assets

Average Total Assets

Income Before Interest
Return on total assets

Average Total Assets

Net income

Return on Total Stockholders' equity
Average Stockholders' equity

Net income-Preferred dividends
Return on Common Stockholders' Equity

Average common equity

Net Income-Preferred Dividends

Earning per share
Average Number of Common Share Outstanding

Dividends
Dividend per Share

Number of Shares Outstanding

Market Price Per Common Share
Price-Earning Ratio

Earning Per Common Share
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Dividends Per Common Share

Dividend Yield
Market Price Per Common Share
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Dept-Paying Measures

Name of Ratio Computation

Income Before Interest and Tax
Time Interest Earned

Annual Interest Expense

Total liabilities
Dept to Total Assets

Total assets

Total Stockholders' Equity
Stockholders' Equity to Total Assets

Total Assets

Net Plant Assets

Plant Assets to Long-Term Liabilities
Long-Term Liabilities
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